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“I speak the truth not so much as I would, but as much as I dare:
and I dare a little more as I grow older.”

- Michel de Montaigne (influential writer of the French Renaissance)

This Friday finds me sleeping later than I planned ... in the lounge at the airport in
Stockholm, on my way to Paris. To the great applause of readers all over the world this may be
the shortest letter in 12 years. I will write here and on the plane and quit when I land so I can be
with friends this evening. No time for exhaustive research, so we will march through random
topics that caught my attention this week until it is time to hit the send button. In no particular
order, let’s jump in.

Sweden, the Socialist Mecca

I was brought to Stockholm to speak for Swedbank. They arranged for me to meet a wide
variety of local people, as well as to have dinner with readers. I talked with a number of people
who were in positions of authority during the Swedish credit and debt crisis of the early 1990s.
And a crisis it was. The currency was under attack, as the fundamentals were negative. This was
at the same time that Soros was attacking the British pound. Interest rates had been rising in
Sweden, but the financial environment was being loosened. This meant that Swedish businesses
and consumers could borrow in foreign currencies that had much lower interest rates, and borrow
they did. The central bank made it very clear that they would protect the value of the currency,
and everyone believed them. Remember, this is a relatively small country, and basically
everyone knows someone who at least knows someone who was involved with the central bank.
The central bank was adamant in its belief that it could protect the value of the currency, and it
raised rates by 500% in order to do so.

Why such a fetish for a strong currency in a country that was driven by exports? Because
their past experience had dictated that not defending the currency was the wrong thing to do. My
guests went into detail about Swedish history (which I found fascinating), explaining the thought
process at the time. Just as hyperinflation in the 1920s had scarred Weimar Republic Germany,
leaving that nation with a visceral reaction to loose monetary policy, the history of Sweden had
colored Swedish views as to appropriate monetary actions.

That seems to me the classic problem of generals always fighting the last war in their
planning,” I said. “Precisely,” came back the quick answer. To even mention publicly that



“maybe we should allow the currency to float or weaken” invited late-night phone calls from the
leadership, raising the question of the individual’s future participation in polite circles.

Ultimately, of course, the market dictated that the currency could not be kept at
artificially high rates in either Sweden or Great Britain. The Exchange Rate Mechanism broke
down. The Swedish Krona was allowed to float and overnight dropped 21%. Which meant that
the incomes produced in Sweden to pay the interest on foreign loans dropped 21% in relationship
to interest-rate costs. Property was immediately less valuable in terms of the currency that had
been borrowed to pay for it.

Unemployment soared as a recession hit. The government deficit rose overnight to 10%,
as there were less tax revenue and higher unemployment costs. Government debt rose, and the
bond market wanted higher interest rates, which of course made the situation worse.

“Let me guess. Most of the larger businesses and investors saw the crisis coming and
protected themselves. The smaller people and businesses were hurt the most.” My hosts (who,
even though younger than I, were at that time were already in responsible positions) had all lived
and suffered through those times. And they all smiled and nodded yes. Well, they remembered,
as they talked among themselves, that there was one large company that believed the central
bank up until the end, and it went bankrupt.

What the US Needs Is a Good Swedish Socialist

Interestingly, no matter the politics of the persons I talked with, there was universal
disagreement (if not disdain) with how the US had handled its recent banking crisis.

“We did it much differently and it proved to be the right way. If a bank wanted
government help, the government said ‘Sure. No Problem. Just give us all your private equity.’
Shareholders were wiped out in exchange for government help.”

They recalled that bankers did everything they could not to fall into the gentle hands of
the government. But if they did, the government took the assets and put them into a good-bank
and a bad-bank pile. Typically, the assets that were under water were real estate-related. As an
aside, as the government sold the assets after some time and ended up not losing on their real
estate portfolio, which shows the value of being patient money in the middle of a crisis.

If we had only had Swedish socialists running our TARP program.

And speaking of Swedish socialists, if someone tried to introduce their “solution” to the
Swedish equivalent of our Social Security program in the US, there would be weeping and
wailing and gnashing of teeth in both parties. It would be deemed the end of the world and
heartless cruelty.

Sweden’s system is set up as a “pay as you go” model of social security. What current
retirees get is a direct function of what current employees pay. If during a recession the revenue
goes down, then the social security payments go down. You can actually have a case where your



retirement pension goes down within a given year rather than up, if the country is in recession. In
essence, their social security costs are indexed to GDP. They can never run a deficit in the
program. I suppose they could raise the tax, but there seems to be little appetite for raising taxes.

There was some clear chafing at being labeled a socialist nation, which most of us in the
US think they are. “We could teach you a lot about being responsible socialists” was the
universal response. “In many ways, we are less socialist than you.”

Going back to the crisis, many remembered reading a report from a major European
group, talking about how Sweden was doomed to years of depression and endless malaise. Yet
within a few years Sweden was again growing, as those socialists got their government act
together, and the country has never looked back. From a very large debt-to-GDP (I can’t recall
the exact number, but was indeed large [and there is no internet on Air France]), it is now
between 30 and 40%, much more like that of an emerging-market nation. It helped their recovery
that they had a strong export sector, which was aided by a drop in their currency valuation. They
now run surpluses everywhere, and their currency floats. While Europe went into a recession
with the credit crisis and is once again rolling into recession, Sweden has grown, albeit slowly.

“Europe Short of Magic Wands”

That was the headline in the European version of the Wall Street Journal. The front-page
headline was “Data Suggest More Woes In Euro Zone.” The Purchasing Managers’ Index was
down, against expectations.

“At a minimum, some analysts said, the recessionary signals make it appear that ECB
officials were overly optimistic in recent statements that the euro bloc is on track for recovery
and the central bank can start discussing ways to unwind its crisis measure. ‘The euro zone is far
from out of the woods’ said Howard Archer of HIS Global Insight.” (WSJ)

That is hardly a surprise. Italy is projected to contract at 1.3% this year. Spain is in
recession. Germany and France are barely growing. Spanish interest rates are rising in spite of
ECB action, with Spanish rates now above those of Italy.

Spain has been a major topic of discussion here in Stockholm. The conference I spoke at
was attended mostly by large asset managers, both fixed-income and equities. Some rather savvy
managers were openly wondering how Spain could solve its current woes.

The country is in recession. Unemployment is 20% and 50% among youth. The deficit is
now projected to be 5.8%, up from the target the previous government agreed to. The EU is not
happy with the new Spanish government, which signed the new fiscal agreements only to turn
around in a few days and increase its projected deficits.

How can Spain enter into anything approaching a Greek-like austerity program? Its
private sector debt is over 200% of GDP, and they are being forced to deleverage. If the public
sector attempts to do so, it will make GDP much worse in the short term, which will increase
unemployment. Spanish Prime Minister Mariano Rojay is in a no-win situation.



(http://en.wikipedia.org/wiki/Mariano_Rajoy) If he cuts the deficit too much, he risks a deeper
recession and a corresponding decrease in tax revenues (and rising unemployment costs), which
of course makes the deficit worse. For an example, look to Greece to see how well such policies
work.

But if he tells the EU to forget their deficit targets, he risks not merely their ire, which he
can deal with, but the possibility that they demand a more austere budget in return for assistance.

One of my hosts suggested that Rajoy is in control and can do what he wants. I disagreed,
noting that he is in a serious game of poker. He only has access to the bond market at rates that
are even close to being sustainable as long as the ECB is buying Spanish debt and funding
Spanish banks, which are buying Spanish debt with complete abandon. Spanish banks raised
their holdings of Spanish government debt by more than 10% in both December and January, a
larger increase than for any other banks in the various nations of the eurozone. There is no reason
to think that trend did not continue in February and this month.

Rajoy has pushed all of his chips toward the middle of the table in a gamble that the rest
of the euro zone, and most notably Germany, will not really try and force Spain to take serious
deficit reduction measures too quickly. “How can they force them?” I was asked.

“Very simply. They simply tell the ECB not to fund Spanish debt below a certain level of
interest rates. Indeed, the recent interest-rate rise, well above that of similarly beleaguered Italy,
may be more than a coincidence. It may be a less than subtle reminder to Rajoy as to who is in
real control. Without ECB help, Spanish bond rates start to look like Greece’s, and the end
quickly approaches. The only options at that point are default and/or leaving the euro zone.”

Which is of course the hand that Rajoy is holding. “Push me too far and let’s see how you
like a real banking crisis,” as the “D” word (default) enters the Spanish vocabulary. THAT
would create huge headaches and sleepless nights in capitols all over Europe. Rajoy is betting
that Merkel will blink. While Europe can afford to lose Greece and even poor little Portugal
(although there is a great deal of nostalgia and sentimental opinion when it comes to Portugal),
for Spain to consider a European exit calls into question the whole euro zone project.

Will European (read German) voters agree to large bailouts of Spain? And large they
would need to be. Can the banks and the ECB live with even a small debt haircut or payment
holiday of Spanish debt? That is one of the more intriguing games of international negotiations
being played today, far more interesting than Greece ever was. The conclusion to Greece was
easily seen in advance. It is not clear what happens with Spain. Can Merkel get the German
public to go along? Will she willingly buck her voters if it appears they won’t? Will Rajoy hold
his ground in the face of the costs of either default or exit? Once you start the default game, you
had better cut enough to get to sustainability for some time into the future, unless you get ECB
agreement to buy future bonds, because the private bond market will disappear.

We are once again to a point in Europe where there are no good choices, only very bad
ones. But this time it is with a country that actually makes a difference. (No slight intended to
Greece, but you are just small.) Spain has no good way to cut its deficit without things getting



worse. But Europe must be willing to then fund Spanish debt, even if “only” through more
LTRO actions by the ECB.

This is a topic we will sadly be revisiting on many occasions. Stay tuned.
What Will Be the US Unemployment Rate Prior to the Election?

A presidential election with an incumbent US president running is more a referendum on
the sitting president than it is a true choice between two individuals. I see no reason that the
coming election will be any different. I am on record as saying that if unemployment is over 8%
and rising, I think Obama loses. If unemployment is at 7% or below, I think Obama wins. In
between 7% and 8% it becomes a toss-up.

So what will employment be? I came across a great interactive chart (courtesy of my
friend Mike Shedlock) from Ross Perez at Tableau Software. You can choose what you think the
jobs growth will be and what the increase (or decrease) in the pool of available workers will be,
and the graph will give you the future unemployment rate (out to 2015).

As I have written in the past, it is an odd fact that the Bureau of Labor Statistics does not
consider you unemployed if you have not looked for a job in the last four weeks. Or if you took a
job for a short time working on your neighbor’s lawn. To my mind, a job, even if temporary and
for very low pay, is a job is a job, for statistical purposes. And the BLS is, after all, charged with
giving us statistics.

Because people got discouraged during the recent Great Recession, they stopped looking
for jobs, and thus were not counted as unemployed. Millions of people were considered “no
longer in the work force and therefore not unemployed.” If it was not for the loss of people
counted as unemployed, the current rate of unemployment would be over 9%.

Does that seem mean-spirited or politically motivated (don’t I just want the number to be worse
than it is?) to simply point that out? But how can we really know? I will admit to not calling tens
of thousands of homes and doing my own survey.

But then, luckily, I don’t have to. The Gallup poll people also do a phone survey to US
households. In fact, if memory serves me correctly, they use a methodology that corresponds to
what any person living in the real world would use (“Do you want a job?”), and anyone but a
BLS statistician would think that was reasonable. And Gallup finds the unemployment to be
(drum roll) ... 9%.

(Side note: expect to hear more about this during the presidential debates. My bet is that
the public learns more about BLS methodology than they really want to know.)

As most economists who work on such numbers will tell you (including Ben Bernanke),
the number of jobs needs to grow by about 125,000 a month just to keep up with population
growth. What will job growth be in the next 8 months? Will it be over 200,000, as it has been the
last 3 months? Will it be 160,000, as it was the in 2011? For those who are not on the internet as



they read this, I will offer two charts with those assumptions. Are you more optimistic about job
growth? Then put in your own number.

How many new jobs will be needed if those who are not counted as unemployed decide
to look for a job? In February, there were 476,000 people who decided to look for jobs and re-
entered the employment world. The household survey actually showed a much larger increase in
employment than the establishment survey, which can be seen as quite bullish. People were
thinking there was actually the possibility of finding a new job and decided to look. If you want
to be bearish, you can see a very distinct correlation between the rise in the workforce and the
end of unemployment benefits. The truth is probably somewhere in the middle.

The data that keeps coming in seems to be pointing to an improving economy, albeit
improving more slowly than is normal this far into a recovery. But if you look at last year you
find the three corresponding months saw above-average growth. Could we expect to see a
continuation of 200,000 new jobs per month? I had this chart in my letter last week, without the
total annual numbers, which Mish kindly added, so let’s use his chart. Notice that the six months
preceding November did not even average 125,000. If that pattern repeats, then we will likely see
unemployment rise slightly.

Year Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Annual
1999 127 404 | 106 374 214 266 290 193 204 405 293 298| 264
2000 248 122 471 288 224| 47| 165 1| 125| -12 227 136 162
2001 -15 63| -28 -282 44 -128|-125 -155|-243 -331 -295 -178| 147
2002 -129 -146 -24 -84 9 47 -100 -11| -55| 121 8 -163| 45
2003 95 -159 213 49 9 0/ 25 <45| 109 197 14 119 7
2004 162 44| 337 249 310 81 46 122 161| 348 63 134 1M
2005 137 240 | 141 360 170| 243 | 374 193 66| 80 334 160, 208
2006 283 316| 283 181 14| 76| 209 183 157 9 204 171 172
2007 236 93| 190, 72 139 75| 40 -18| 73| 79 112 89| 83
2008 41 -84 95 -208 -190 -198 -210 -274 432 -489 -803 -661 -300
2009 -818 -724  -799 -692 -361 482 -339 -231 -199 -202 42 -171 42
2010 40 -35| 189 239 516/|-167 -58 51| -27| 220 121 120 86
2011 110 220| 2461 251 54| 84| 96 85| 202 112 157 223| 153
2012 284(P) 227(P)

P : preiminary

Mish writes:

» “At the height of the internet bubble with Greenspan stepping on the gas out of irrational
fear of Y2K problems, the economy managed to gain 264,000 jobs a month.

+ At the height of the housing bubble in 2005, the economy added 208,000 jobs a month.

» At the height of the commercial real estate bubble with massive store expansion, the
economy added 172,000 jobs per month.”



So how many jobs do you think we will add in the next 8 months? If you ask Rich Yamarone
of Bloomberg or David Rosenberg, you will get a number on the low side. Any number of
other economists will give you numbers on the much higher side. It all depends on your
assumptions. Plus, as I noted about 4 years ago, as people come back into the labor force, as
happened in the recession after 2002, it gets harder to lower the overall rate, even as the
actual number of new jobs is quite good. It is a function of what assumptions you use when
you create your statistics.

So, let’s make some assumptions: the next chart shows what 200,000 new jobs per month

and a labor-force growth of an average of 125,000 new workers per month would look like.
Unemployment would drop to 7.86% going into the election.

Will Unemployment Go Over 10%7?
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Then let’s assume a lower number, only 150,000 new jobs per month (which is more than
in the 8 months preceding last November). Unemployment falls slightly to 8.12%.
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We have to add 350,000 per month to get back to 7% by the end of October. NO ONE
thinks that will happen. It looks like a toss-up election to me, at least at this point.

And now I am in Paris and dinner is calling, so time to hit the send button.
Baby Needs a New Pair of Shoes

I was late getting into London due to bad weather in Texas holding up my American
Airlines flight, so I missed my connection to Stockholm and had to take the next plane on British
Air. My luggage did not arrive with me. Other than a rather nice jacket, I was VERY casually
dressed and had not been thoughtful enough to carry on a change of clothes just in case. I was
told my bags would be there by early morning, as there were flights coming in after me later that
evening. No problem. Except that come morning there was no bag.

I had a breakfast meeting with the team from Swedbank, and they took one look and
decided I needed to get some fresh clothes, so we stopped at a rather nice store called NK on the



way to their offices and the speech. We went into the men’s department and got a fresh shirt and
a nice pocket square in Swedbank orange. I mentioned that I thought it would be OK to just go
ahead and wear my old sneakers. People would understand. Joakim Zetterstrom, the remarkably
nice gentleman from Swedbank, visibly went with a blank face, as in the face that says, “This
Texan just can’t be that gauche.” The ever-helpful sales lady immediately noticed and said, “I
have the perfect pair of blue shoes (to match my jacket). And she then produced a very stylish
pair of Blue Suede Shoes! I will admit to having never considered blue suede shoes since Elvis
was alive. Joakim immediately said “They look nice” and pulled out his credit card, which I took
as a sign.

So I delivered my speech dressed rather stylishly, and noted that Swedbank dresses it
economists well. If they ever ask me back, I think I will see if I can arrange for British Air to
lose my bags again.

I will be in San Francisco next weekend, with a lot of friends. I have dinner Sunday
evening with Kiron Sarkar from London and the next day with friends from all over at the Global
Interdependence Conference on central banking at the Banque de France, a rather historic venue.
Monday evening might find me at Alain Ducasse au Plaza Athénée, if I get lucky. Et maintenant
je dois diner sur la Elysse Champs avec des amis.

Au Revoir,

Y our mulling escargot and croissants analyst,

John Mauldin
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