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I love waterfalls. I’ve seen some of the world’s best, and they always have an impact. The big ones
leave me awestruck at nature’s power. It was about 20 years ago that I did a boat trip on the upper
Zambezi, ending at Victoria Falls. Such a placid river, full of game and hippopotamuses (and the
occasional croc); and then you begin to hear the roar of the falls from miles away. Unbelievably
majestic. From there the Zambezi River turns into a whitewater rafting dream, offering numerous
class 5 thrills. Of course, you wouldn’t want to run them without a serious professional at the
helm. When you’re looking at an 8-foot-high wall of water in front of you that you are going to
have to go up (because it’s in the way); well, let’s just say it’s a rush.

If there were rapids like this in the United States, it’s doubtful professional outfits could get
enough liability insurance to make a business of running them. In Zimbabwe we just signed a piece
of paper. Our guides swore nobody had ever been lost — well, except for a few people who
disobeyed the rules and leaped in the water in the calm sections because it was 100° out. That’s
where the crocs are. They promised we wouldn’t run into any in the rapids, which was good. More
than a few of us got dumped in the water trying to run the rapids, but they had teams of kayakers
who got you out quickly. The canyon below the falls is unbelievable, and below that is the even
more impressive Bakota Gorge. And yes, you then had to walk to the top of the canyon up a
switchback trail to get home. I would do it all over again in a heartbeat, but I would spend at least
three months training for the hike out. That was most definitely not in the full-disclosure-of-risks
one-page piece of paper.
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It would be hard to miss an analogy to the stock market. Everything’s peaceful and calm, you’re
drinking some fabulous wine, eating some fantastic fresh game and fish, looking at all the beautiful
animals as you drift easily with the current. Anybody can steer the boat in a bull market. Until the
rapids hit and the bottom falls out.

As an aside, while the large waterfalls are majestic and awe-inspiring, the smaller ones are more
hypnotic. I love the sound of falling water. I could listen for hours.

The one place I don’t like to see waterfalls is on stock charts. Those leave me awestruck at the
market’s power. They do have the power to focus the mind, however, especially when we own the
shares that just went over the falls.

The US stock market is having the most turbulent year we’ve seen in a while. It’s not terrible by
historical standards, but we have a full quarter to go. And next week it’ll be October, a month in
which the stock market has run into trouble before. With all that in mind, this week I want to take a
look at where stocks stand and maybe offer a thought or two about the events that could bring us to
the next waterfall.

Not Niagara Falls Yet

Here is how the waterfall looks so far this year. Barely a 10% move peak to trough, and it lasted
for just a few days. We see a lot of jostling, followed by the harrowing plunge in August, and then
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a partial (less than halfway) recovery. Where do we go from here?
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Let’s start with the macro view. Back in July I showed you some research that I did with Ed
Easterling of Crestmont Research. This was before the China sell-off accelerated into the
headlines, so it is very interesting to read again in hindsight. (See “It’s Not Over Till the Fat Lady
Goes on a P/E Diet”).

Our view is that we are still in a secular bear market, and have been since the 2000 Tech Wreck.
You may find that view surprising, since the benchmarks have roughly tripled since the 2009 low.
Our analysis looks at price/earnings ratios to identify when bull and bear markets begin or end. P/E
multiples were close to 50 in year 2000. In order for that bear market to end, they needed to drop
into the very low double-digit or single-digit range, which has been the signal for the end of every
long-term secular bear cycle for over 100 years. That hasn’t happened during the intervening 15
years.

Can a secular bear market last 15 years? Yes. Some have lasted even longer, like 1966-1981 and
1901-1920. So this one isn’t unprecedented. And please note that the long-term secular cycles can
have cyclical movements inside them. Again, we see secular cycles in terms of valuation and the
shorter cyclical cycles in terms of price. (Unless this time is different) long-term secular bear
market cycles will always end in a period of low valuations.

Currently, P/E ratios (or any other valuation metric you want to use) are not low enough to provide
the boost that typically starts a new bull market. They were closer in 2009 than today, but have
never dipped into the area that would mark the end of the bear market and the onset of the new
bull. We’re still riding the same bear.
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What’s taking so long? Our best guess is that stocks were so richly valued at the 2000 peak that it
is taking the better part of a generation to work off that excess. In order for this bear to end — and
the new bull cycle to begin — valuations need to tumble. That can happen only if prices drop
considerably or earnings rise without pulling prices higher.

Obviously, there can be many trading opportunities within a secular bull or bear cycle, but Ed’s
research says we have three long-term options from here.

1. If P/E ratios decline toward 10 or below, we will be near the end of this secular bear. A
new bull cycle should follow.

2. If P/E ratios stay near where they are, we will be in what Ed calls “secular hibernation.”
This would mean a lot of sideways price movement, with dividends having to deliver the
lion’s share of stock market returns.

3. If P/E/ ratios rise further, we will go back into the kind of “secular bubble” that created
the Tech Wreck. I recall those years vividly, and I would rather not relive them.

Now, combine this market situation with what appears to be a global economic slowdown. China
is a big factor, but not the only one. The entire developed world is in slow-growth mode. At some
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point it will likely dip into recession territory. Canada is already there. I don’t think they will be
alone for long. Japan and Europe are weak.

I think the next true move to lower valuations will be a cyclical bear market combined with a
recession. Can the stock market hold on to today’s valuations in a recession? Nothing is
impossible, but I wouldn’t bet the farm on it, either. I can’t find an example of stock prices and
valuations staying in place in the midst of a recession. Prices can fall slowly or they can fall fast,
but I feel confident they will do one or the other.

Speaking of Bubbles

Our old friend Robert Shiller popped up last week in a Financial Times interview. Shiller is the
father of CAPE, the cyclically adjusted price/earnings multiple, which looks back ten years to
account for earnings cyclicality. He is also a Yale professor and a Nobel economics laureate.

Shiller’s CAPE has been saying for several years that stocks are seriously overvalued.
In his FT interview, Shiller dropped the “B” word:

It looks to me a bit like a bubble again, with essentially a tripling of stock prices since 2009
in just six years and at the same time people losing confidence in the valuation of the
market.

When will the bubble burst? Shiller is less helpful there. He said the recent bout of volatility
“shows that people are thinking something, worried thoughts. It suggests to me that many people
are re-evaluating their exposure to the stock market. I’'m not being very helpful about market
timing, but I can easily see aftershocks coming.

Now, if you aren’t very confident about timing, it’s arguably better not to use words like bubble
and aftershock. You can be sure the media and analysts will jump all over them, just as I’'m doing
right now.

In any case, Ed Easterling and Bob Shiller reach similar conclusions (though for different reasons).
Neither sees a very bullish future, though both are unsure about timing. So when will we know the
end is nigh? Sadly, we probably won’t, unless we begin to see signs that a recession is building in
the United States.

Balloons in Search of Needles
As the old proverb goes, no one rings a bell at the top. The same applies at the bottom.

Let’s imagine the stock market as a whole bunch of balloons. One or two can pop loudly and
everyone will jump and then laugh it off. You now have deflated debris hanging from your string.

Eventually, enough balloons will pop that the weight of the debris overwhelms the remaining
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balloons’ ability to keep the string aloft. Then your whole bunch falls down.

The last balloon to pop wasn’t any bigger or smaller than the others; it just happened to be last. In
like manner, some kind of catalyst sets off every market collapse. It is usually something that
would be survivable by itself. The plunge occurs because of all the previous balloons that bit the
dust, but pundits and the media always like to point the finger at the most recent event.

So, if Easterling and Shiller are right, balloons are popping and making investors nervous, but
there’s not enough damage yet to drag down the whole bundle. What are some candidates for the
last balloon?

A Chinese “hard landing” is probably the biggest, most obvious balloon right now. And actually,
China is big enough for multiple balloons. Their stock market downturn produced one pop already.
Beijing’s currency adjustment may have been another one.

On the other hand — seriously — a bubble created by millions of new, massively overleveraged
rookie retail investors who then panicked and all tried to get out at once should not have much
effect on US stocks. If that event was a truly signal of an imminent hard landing for China, I’d be
concerned. But as I have written in the last month, the data from China shows their growth to be
slowing but still likely to be above 4%. Not exactly disaster territory.

We say in our new China on the Edge video (which premiered this week — click here to watch it)
that the country is making a huge transition. Xi Jinping knows he must escape dependence on
exports and build a consumer-driven domestic economy. This transition is having a global impact
by virtue of China’s sheer size. On the other hand, the data I trust from China Beige Book and
other sources indicates the economy is in better shape than most Westerners think. President Xi’s
government has been up to the challenge so far.

If China turns out to be the last balloon, it will have to be popped by something we don’t currently
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anticipate: a military coup, a vast peasant uprising, military clashes with the United States, a major
corporate accounting scandal, etc. I am NOT predicting any of these; I mention them precisely
because they are so unlikely.

Does China have big challenges? Absolutely, but in general I think we know what they are, and the
market is ready for them. I think the last balloon will pop elsewhere in the world. In the following
sections I’ll run quickly through some other possibilities that come to mind. Again, I’'m not
predicting any of these will happen. My point is that they are real possibilities that could set off
wider problems.

German Engineering Goes Too Far

The management of Volkswagen pricked its own balloon last week. In case you haven’t heard the
news, the company appears to have engineered some 11 million diesel cars with software that lies
to the owners and regulators on emissions tests.

The stupidity of this is just overwhelming. This was not an accident, and it wasn’t one rogue
programmer. Experts say many people within the company would have known about it. How far
up the management chain it went, we don’t know yet. The now-former CEO, Martin Winterkorn,
claims not to have known.

I don’t see how in the world they thought they could get away with this scheme. The lawsuits,
branding damage, and regulatory penalties are, at the very least, going to consume the company’s
energy for several years. The chance exists that they could bring the company down.

This is not a small company. It is the largest company in Germany, and Germany is the largest
economy in Europe. Volkswagen has 600,000 employees and accounts for a big chunk of the
country’s exports. Those exports are what make Germany the continent’s de facto leader.

Not to mention that 40% of Volkswagen’s asset base is in its financing arm, which lends money to
finance its automobiles; but the company borrows that money in the short-term markets. This
short-term borrowing is what got GMAC and other financing companies in trouble during the last
credit crisis. Attention must be paid.

If the worst happens to Volkswagen, the impact on Germany, Europe, and the euro will be
noticeable. I see media speculation that other German manufacturers could have taken similar
shortcuts. If that’s the case, then all bets are off.

Shale Field Storm Warning

OK, next balloon. I said a few weeks ago in “Riding the Energy Wave” that new technology was
bringing down production costs in US shale oil and gas fields. Further, I hear stories from friends
about auctions of drilling equipment where the prices are 20 cents on the dollar, thanks to cheaper
rigs, the growing number of idle oilfield workers who will take lower pay, and declining drilling
costs. There are winners and losers. Some of the overleveraged players are in deep trouble. So are
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their lenders and shareholders. Those with access to capital could do really well.

Recall the sequence here. Crude oil was near $100 a barrel in mid-2014. Then it started to slide
and moved into outright collapse when OPEC said in November that it would not cut production
quotas.

By this point many of the shale firms were running in the red. The lucky ones had hedged
production at higher prices, but no one was happy. There was much talk about loan defaults and
bankruptcy. Then it all faded away. Why?

I saw the answer in an OilPrice.com article by Nick Cunningham. In the first half of this year, the
US shale industry raised an estimated $44 billion in fresh debt and equity. Companies could roll
over or refinance debt, taking on new loans in order to retire old ones. In a low-interest-rate
environment, lenders were very willing to cooperate. More importantly, in the first and second
quarters of 2015, many lenders expected oil prices to rebound.

Yes, you read that right. After the 2014 collapse subjected many companies to a near-death
experience, investors and lenders tossed another $44 billion in cash at them. Their faith in oil
prices is touching. You gotta love old-time Texas religion. But the oil price rebound didn’t last,and
now those same companies are on the ropes again.

Cunningham refers to an Energy Information Administration study that found 44 top producers
were spending an average 83% of operating cash flow on debt payments, double what they were
paying three years ago.

U.S. onshore oil producers’ debt service as a share of operating cash flow
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You can see in the chart above that debt service was below 60% of cash flow in 2Q 2014. If it was
83% in 2Q of this year, I can see it going over 90% for 3Q. That is simply insane. You cannot run
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a business with that kind of debt overhead. Either you borrow more — which is also insane (on both
sides of the deal) — or you throw in the towel.

I’ve read that over $1.2 trillion of scheduled Big Oil investments have been delayed or taken off
the table. The majors have a depletion problem. They have to find new oil, and in size, to be able
to make up their losses from reduced production from older fields. While small, independent
companies can do very well drilling 10 or 20 wells at reduced costs, the majors need to find huge
“plays,” which are typically in inhospitable places and cost more per barrel to pull out of the
ground. $50 oil just doesn’t cut it.

Someone is going to eat those losses. Depending who it is and how big they are, we could see some
sizable energy industry defaults and bankruptcies over the next year. There’s an outside chance the
spillover could affect some hedge funds and make them unwind other positions. That’s how you
get a “contagion” going.

Euro Crackup

I wrote last week that the flood of Middle East refugees into Europe is setting up a new clash
between Germany and several countries to its east. That’s already happening. This week, EU
ministers voted to allocate refugees throughout the continent — against national wishes in some
cases. Hungary is particularly angry. I’ve seen estimates of a cost of over €1 trillion for settling the
present flood of refugees, and that’s just for openers. My bet is that more and more refugees are
going to be fleeing the Middle East (honestly, wouldn’t you?) and trying to find homes in Europe.
God forbid that major instabilities crop up in Egypt or Turkey. Right now that’s unthinkable, but a
lot of things have happened in the Middle East over the past 15 years that were unthinkable. This
problem is going to apply even more strain to already stretched European country budgets.

So far this year, we’ve seen Eurozone leaders (headed by Germany) force their will on Greece over
its debt payments, and now they’re applying pressure with regard to refugees. This again
highlights the degree to which countries are ceding their sovereignty to Brussels.

Are there enough voters in these countries angry enough to make their countries leave the
Eurozone or EU? Probably not, at least not yet, but the anger isn’t going away. And it may
intensify as the refugee flow continues and grows.

Now, combine this with the Volkswagen situation. If VW starts laying off workers, a domino
effect will tumble through the economy. Merkel’s clever plan to bring in thousands of new
workers suddenly won’t look so smart. Will she be able to reverse the flow of migrants? That
would just send more of them into Eastern Europe, where they aren’t wanted.

There’s more: the UK will likely hold a referendum sometime in 2016 on whether to stay in the
European Union. Anti-immigration and populist movements are gaining strength in Spain and
France. The continent’s linchpins are under stress. These trends could take Europe in many
directions, but few will be positive for European stocks.
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Muddling sans Drama

I just gave you a few possible scenarios, any one of which could be the last balloon whose popping
sets off a serious market downturn. It’s possible more than one could pop.

But it’s just as likely that we Muddle Through over the next year. While the data suggests
that US GDP is likely to be softer in the near term, there are no real warning signs. Still, it makes
me a little nervous to have GDP growth sitting close to stall speed when a global event could push
us into outright recession quicker than we currently imagine.

Again, let me emphasize that I’'m not predicting anything especially dire here. The most likely
scenario is that markets will continue to muddle along without such drama.

Nevertheless, I think we need to think ahead. Examine your portfolio now and think about how the
scenarios above might affect you. Have a plan in place for what you will sell first. Put on hedges,
or at least plan how to hedge if events suggest you need to.

The best traders I know are smart people who think ten steps ahead, with a plan for everything.
They tend to be good chess players. To some degree, this is what we all have to do. “I’ll decide
when I get there” is not a winning strategy in most cases. Far better to decide long before you get
there.

Detroit, Toronto, San Francisco, Portland, and New York

Tuesday I leave to go see my friends Jerry Wagner and Peter Mauthe for a day in Detroit before
heading out early the next morning to Toronto, where I will be doing speeches the next two
evenings, getting up at a ridiculous hour on Friday morning to be back in Dallas for a lunch
presentation to the National Center for Policy Analysis (NCPA).

The editor of Transformational Technology Alert, my close friend Patrick Cox, will be coming in
Sunday, October 11, for a dinner and to meet a few of his readers before we head out the next day
to San Francisco, where we will hopefully meet with Dr. Mike West of Biotime and then spend the
next day at the Buck Institute, the premier antiaging research center in the world. I hop a later
flight to Portland, where I will be doing a speech for Aequitas Capital. Then the plan is now that
we’ll somehow wind up in New York.

Time is speeding by. There is so much to do. The book on transformation and how the world will
look in 20 years is starting to take shape, but it is a much bigger project than I originally
envisioned. A friend sent me the cartoon below; and while I may be using more modern
technology, the process is just as time-consuming.
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Sunday night, though, I will stop to take advantage of a rare event. Some of my kids are planning
to join to watch the eclipse of the super harvest moon at a reasonable time in the early evening.
You have a great week!

Your trying to find more time analyst,

o F A
e

John Mauldin

Share Your Thoughts on This Article

Post a Comment

Send to a Friend | Print Article | View as PDF | Permissions/Reprints | Previous Article

Thoughts From the Frontline is a free weekly economic e-letter by best-selling author and renowned financial expert,
John Mauldin. You can learn more and get your free subscription by visiting http://www.mauldineconomics.com.

Please write to subscribers@mauldineconomics.com to inform us of any reproductions, including when and where

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial
expert John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com

Page 11


http://www.mauldineconomics.com/frontlinethoughts/balloons-in-search-of-needles

copy will be reproduced. You must keep the letter intact, from introduction to disclaimers. If you would like to quote
brief portions only, please reference http://www.mauldineconomics.com.

To subscribe to John Mauldin's e-letter, please click here: http://www.mauldineconomics.com/subscribe/

To change your email address, please click here: http://www.mauldineconomics.com/change-address

If you would ALSO like changes applied to the Mauldin Circle e-letter, please include your old and new email address
along with a note requesting the change for both e-letters and send your request to compliance@2000wave.com.

To unsubscribe, please refer to the bottom of the email.

Thoughts From the Frontline and JohnMauldin.com is not an offering for any investment. It represents only the
opinions of John Mauldin and those that he interviews. Any views expressed are provided for information purposes
only and should not be construed in any way as an offer, an endorsement, or inducement to invest and is not in any
way a testimony of, or associated with, Mauldin's other firms. John Mauldin is the Chairman of Mauldin Economics,
LLC. He also is the President of Millennium Wave Advisors, LLC (MWA) which is an investment advisory firm
registered with multiple states, President and registered representative of Millennium Wave Securities, LLC, (MWS)
member FINRA, SIPC. MWS is also a Commodity Pool Operator (CPO) and a Commaodity Trading Advisor (CTA)
registered with the CFTC, as well as an Introducing Broker (IB) and NFA Member. Millennium Wave Investments is a
dba of MWA LLC and MWS LLC. This message may contain information that is confidential or privileged and is
intended only for the individual or entity named above and does not constitute an offer for or advice about any
alternative investment product. Such advice can only be made when accompanied by a prospectus or similar offering
document. Past performance is not indicative of future performance. Please make sure to review important
disclosures at the end of each article. Mauldin companies may have a marketing relationship with products and
services mentioned in this letter for a fee.

Note: Joining the Mauldin Circle is not an offering for any investment. It represents only the opinions of John Mauldin
and Millennium Wave Investments. It is intended solely for investors who have registered with Millennium Wave
Investments and its partners at www.MauldinCircle.com or directly related websites. The Mauldin Circle may send out
material that is provided on a confidential basis, and subscribers to the Mauldin Circle are not to send this letter to
anyone other than their professional investment counselors. Investors should discuss any investment with their
personal investment counsel. John Mauldin is the President of Millennium Wave Advisors, LLC (MWA), which is an
investment advisory firm registered with multiple states. John Mauldin is a registered representative of Millennium
Wave Securities, LLC, (MWS), an FINRA registered broker-dealer. MWS is also a Commodity Pool Operator (CPO)
and a Commodity Trading Advisor (CTA) registered with the CFTC, as well as an Introducing Broker (IB). Millennium
Wave Investments is a dba of MWA LLC and MWS LLC. Millennium Wave Investments cooperates in the consulting
on and marketing of private and non-private investment offerings with other independent firms such as Altegris
Investments; Capital Management Group; Absolute Return Partners, LLP; Fynn Capital; Nicola Wealth Management;
and Plexus Asset Management. Investment offerings recommended by Mauldin may pay a portion of their fees to
these independent firms, who will share 1/3 of those fees with MWS and thus with Mauldin. Any views expressed
herein are provided for information purposes only and should not be construed in any way as an offer, an
endorsement, or inducement to invest with any CTA, fund, or program mentioned here or elsewhere. Before seeking
any advisor's services or making an investment in a fund, investors must read and examine thoroughly the respective
disclosure document or offering memorandum. Since these firms and Mauldin receive fees from the funds they
recommend/market, they only recommend/market products with which they have been able to negotiate fee
arrangements.

PAST RESULTS ARE NOT INDICATIVE OF FUTURE RESULTS. THERE IS RISK OF LOSS AS WELL AS THE
OPPORTUNITY FOR GAIN WHEN INVESTING IN MANAGED FUNDS. WHEN CONSIDERING ALTERNATIVE
INVESTMENTS, INCLUDING HEDGE FUNDS, YOU SHOULD CONSIDER VARIOUS RISKS INCLUDING THE
FACT THAT SOME PRODUCTS: OFTEN ENGAGE IN LEVERAGING AND OTHER SPECULATIVE INVESTMENT
PRACTICES THAT MAY INCREASE THE RISK OF INVESTMENT LOSS, CAN BE ILLIQUID, ARE NOT REQUIRED
TO PROVIDE PERIODIC PRICING OR VALUATION INFORMATION TO INVESTORS, MAY INVOLVE COMPLEX
TAX STRUCTURES AND DELAYS IN DISTRIBUTING IMPORTANT TAX INFORMATION, ARE NOT SUBJECT TO
THE SAME REGULATORY REQUIREMENTS AS MUTUAL FUNDS, OFTEN CHARGE HIGH FEES, AND IN MANY
CASES THE UNDERLYING INVESTMENTS ARE NOT TRANSPARENT AND ARE KNOWN ONLY TO THE
INVESTMENT MANAGER. Alternative investment performance can be volatile. An investor could lose all or a
substantial amount of his or her investment. Often, alternative investment fund and account managers have total
trading authority over their funds or accounts; the use of a single advisor applying generally similar trading programs
could mean lack of diversification and, consequently, higher risk. There is often no secondary market for an investor's
interest in alternative investments, and none is expected to develop.

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial
expert John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com

Page 12



All material presented herein is believed to be reliable but we cannot attest to its accuracy. Opinions expressed in
these reports may change without prior notice. John Mauldin and/or the staffs may or may not have investments in
any funds cited above as well as economic interest. John Mauldin can be reached at 800-829-7273.

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial
expert John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com

Page 13





