Economic Whiplash

Non-Farm Payrolls Even Worse than the Headline
Velocity Rolls Over

Intolerable Choices for the Eurozone

And It Just Gets Worse

Tuscany

By John Mauldin
June 3, 2011

Do you feel as if you are suffering from some sort of economic whiplash? Between
focusing on the European crisis (and it is a crisis), then looking at softening data in the US and
political turmoil in Japan, not to mention the Middle East, you can be forgiven for feeling like
someone just slammed into the back of your “economic recovery car.” This week we look at
today’s US employment numbers, then at a troubling slowing of economic velocity, precisely at
a time when it should be rising, and then consider a powerhouse, must-be-read-twice
commentary from Martin Wolf on the European situation. Then I will weigh in with some of my
own thoughts. Counterintuitively, the holders of certain European debt are being put at further
risk by the bailout. (This letter may be a little shorter and take more work than others —which
some of you think will improve it — as I am suffering from Caesar’s Revenge here in Tuscany,
although I am getting better!)

As you know, I am a firm believer that the state of the global economy is such that we as
investors have to be especially agile and focused today. Consequently I spend a great deal of
time and effort looking into alternative investment strategies and managers. I'm very pleased to
announce that I am relaunching my special newsletter for accredited investors, to share the
latest opportunities and pitfalls in alternative assets.

The good news is that this Accredited Investor Letter is completely free. The only
restriction is that, because of securities regulations, you have to register and be vetted by one of
my trusted partners before you can be added to the subscriber roster. They include Altegris
Investments in the US, Absolute Return Partners in Europe, Nicola Wealth Management in
Canada, and Fynn Capital in Latin America. This is a painless process (I promise!), and just to
sweeten the pot, after you register my partner will provide you access to the video of Gary
Shilling's speech from my Strategic Investor Conference in La Jolla. I don't need to remind you
how insightful Gary is, but if you've never seen him speak, let me just tell you that he's
absolutely compelling.

[[Click here now to register]] and you'll be part of the summer relaunch of my letter
exclusively for accredited investors. In the meantime, enjoy Gary's video presentation and
benefit from his intelligence as you plot your investment course. Over time, we will make all the
conference videos available to the subscribers of the free Accredited Investor E-letter. Those
who attended the conference, or have spoken with an Altegris professional, already have access
to all the speeches and panels.
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I do not like limiting the letter to accredited investors, but those are the rules under which
I work. This is not of my choosing, and I have worked in front of and behind the scenes to try to
change what I think is a very unfair rule. (See important risk disclosures below. In this regard, I
am president and a registered representative of Millennium Wave Securities, LLC, member
FINRA.) And now to the letter.

Non-Farm Payrolls Even Worse than the Headline

Today’s employment number of 54,000 was the weakest since September 2010. And
when you look at the underlying figures, it was pretty bleak all over. Beyond the rise in jobs, the
number of people unemployed rose by 167,000. The number of folks out of work 27 weeks or
more increased by 361,000 m/m.

And then there was the birth/death model. May always has a large number (for whatever reason),
and this held true to form. Last May it was 192,000. This month it was 206,000. The chart below
is from the BLS website for the B/D numbers so far in 2011.
http://www.bls.gov/web/empsit/cesbd.htm




2011 Net Birth/Death Adjustment, not seasonally adjusted (in thousands)

Supersector Jan Feb Mar Apr May Jun Jul
Mining & Logging -1 1 1 1 2
Construction -79 2 21 25 35
Manufacturing -23 5 5 -7 6
Trade, Transportation, & Utilities -62 8 16 4 25
l Information -11 6 0 2 4
Financial Activities -25 6 5 0 7
Professional & Business Services -76 36 19 57 26
Education & Health Services -11 16 3 18 18
Leisure & Hospitality -37 28 40 67 75
Other Services -14 4 7 8 8
Total Nonfarm Birth/Death Adjustment -339) 112 117| 175/ 206

The rather shocking weakness in the ISM manufacturing number and the tepid nature of
the non-manufacuring ISM suggest to me that the jobs report was weaker than the headline. I
know they have to use this model, but that is the problem. It is a “model” based on past
performance and smoothed curves. In times of a growing economy it will understate job growth,
and in economies that are weakening it will overstate the number of jobs. That is the nature of
the model. Which economic trend do you think we are in?

We now have 75,000 fewer unemployed people than we had two months ago. “Private
employment is 2% *below™ where it was ten years ago. As we've been pointing out for some
time, job loss over a ten-year period is unprecedented in U.S. history since reasonable job counts
begin in 1890. So far, we've regained just 1.8 million of the 8.7 million jobs lost in the Great
Recession and its aftermath, or about 1 in 5.” (The Liscio Report)

The weekly leading index is losing steam ever so slowly. Not enough to warrant a
recession call, but enough to start to watch more closely. Economists are revising their 2"_half
growth numbers down from 4% earlier this year to 2%. Yes, those calls are based on models. My
bet is that we will be revising them down again.

Velocity Rolls Over

Quickly, the following came to my inbox from my friends at GaveKal. They chart their
own private calculation of the velocity of money. Notice in the chart below that the velocity of
money was screaming ‘“Problem!” during the recent crisis, began to improve with the recovery in
2009, rolled over with the end of QE1, and started to improve again (more or less) with QE2.
Now, with QE2 ending, velocity is already down and falling, which is worrisome, as this

comment shows. (Understand, the guys at GaveKal are typically looking for reasons to be
bullish.)

“As we have highlighted in recent Dailies, our Velocity Indicator has been heading south
rather rapidly. At first glance, this might appear surprising as there are few signs of stress in the
financial system today: corporate spreads are decently tight, IPOs continue to roll out, and the



VIX remains low. Sure, Greek debt has now been downgraded below Montenegro’s and stands
at the same ratings as Cuba’s, but even acknowledging this, the recent depths reached by our
Velocity Indicator is still somewhat surprising. Why, in the face of fairly benign markets, is our
indicator so weak?

“The answer is very simple and it is linked to the recent underperformance of banks
almost everywhere. Indeed, with short rates still low everywhere, and yield curves positively
sloped, we are in the phase of the cycle when banks should be outperforming. The fact that they
are not has to be seen as a concern. So does the underperformance come from the fact that the
market senses that losses have yet to be booked (Europe?)? Is it a reflection of a lack of demand
for loans (US?) or that more losses and write-offs are just around the corner (Japan?)? Is the
bank underperformance signaling that we are on the verge of a new banking crisis, most likely
linked to the possibility of European debt restructurings? Or perhaps it is linked to the coming
end of QE2 and consequential tightening in the liquidity environment (see our Quarterly
published earlier today for more on this topic)?

“In our view, any of the above could potentially explain the recent bank
underperformance. But whatever the reasons may be, it has to be seen as a worrying sign. One of
our ‘rules of thumb’ is that if banks do not manage to outperform when yield curves are steep,
the market must be worried about the financial sectors’ balance sheets (given that, with a steep
yield curve, there are few reasons to worry about the bank’s income statement).”



The GaveKal Velocity Indicator
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GaveKal Research

As I have noted before, Martin Wolf is one of my all-time favorite writers. He
alone is worth a subscription to the Financial Times (www.ft.com). I highlight below a column
he did earlier this week. It presents the rather stark choices faced by Europe. This sentence from
the 5™ paragraph is spot on: “Moreover, because national central banks have lent against
discounted public debt, they have been financing their governments. Let us call a spade a spade:
this is central bank finance of the state.” If such a situation is allowed to prevail, it has to
undermine the value of the euro. My comments, after you read this slowly and thoughtfully.

“Intolerable Choices for the Eurozone”
By Martin Wolf

“The eurozone, as designed, has failed. It was based on a set of principles that have
proved unworkable at the first contact with a financial and fiscal crisis. It has only two options:

to go forwards towards a closer union or backwards towards at least partial dissolution. This is
what is at stake.

“The eurozone was supposed to be an updated version of the classical gold standard.
Countries in external deficit receive private financing from abroad. If such financing dries up,



economic activity shrinks. Unemployment then drives down wages and prices, causing an
‘internal devaluation’. In the long run, this should deliver financeable balances in the external
payments and fiscal accounts, though only after many years of pain. In the eurozone, however,
much of this borrowing flows via banks. When the crisis comes, liquidity-starved banking
sectors start to collapse. Credit-constrained governments can do little, or nothing, to prevent that
from happening. This, then, is a gold standard on financial sector steroids.

“The role of banks is central. Almost all of the money in a contemporary economy
consists of the liabilities of financial institutions. In the eurozone, for example, currency in
circulation is just 9 per cent of broad money (M3). If this is a true currency union, a deposit in
any eurozone bank must be the equivalent of a deposit in any other bank. But what happens if the
banks in a given country are on the verge of collapse? The answer is that this presumption of
equal value no longer holds. A euro in a Greek bank is today no longer the same as a euro in a
German bank. In this situation, there is not only the risk of a run on a bank but also the risk of a
run on a national banking system. This is, of course, what the federal government has prevented
in the US.

“At last month’s Munich economic summit, Hans-Werner Sinn, president of the Ifo
Institute for Economic Research, brilliantly elucidated the implications of the response to this
threat of the European System of Central Banks (ESCB). The latter has acted as lender of last
resort to troubled banks. But, because these banks belonged to countries with external deficits,
the ESCB has been indirectly financing those deficits, too. Moreover, because national central
banks have lent against discounted public debt, they have been financing their governments. Let
us call a spade a spade: this is central bank finance of the state.



Intra-eurosystem debt Net claims between national central banks (€bn)
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“The ESCB’s finance flows via the euro system’s real-time settlement system (‘target-
2”). Huge asset and liability positions have now emerged among the national central banks, with
the Bundesbank the dominant creditor (see chart). Indeed, Prof Sinn notes the symmetry between
the current account deficits of Greece, Ireland, Portugal and Spain and the cumulative claims of
the Bundesbank upon other central banks since 2008 (when the private finance of weaker
economies dried up).

“Government insolvencies would now also threaten the solvency of debtor country
central banks. This would then impose large losses on creditor country central banks, which
national taxpayers would have to make good. This would be a fiscal transfer by the back door.
Indeed,
that this is likely to happen is quite clear from the striking interview with Lorenzo Bini Smaghi, a
member of the board of the European Central Bank, in the FT of May 29 2011.

“Prof Sinn makes three other points. First, this backdoor way of financing debtor
countries cannot continue for very long. By shifting so much of the eurozone’s money creation
towards indirect finance of deficit countries, the system has had to withdraw credit from
commercial banks in creditor countries. Within two years, he states, the latter will have negative
credit positions with their national central banks — in other words, be owed money by them. For
this reason, these operations will then have to cease. Second, the only way to stop them, without



a crisis, is for solvent governments to take over what are, in essence, fiscal operations. Yet, third,
when one adds the sums owed by national central banks to the debts of national governments,
totals are now frighteningly high (see chart). The only way out is to return to a situation in which
the private sector finances both the banks and the governments. But this will take many years, if
it can be done with today’s huge debt levels at all.

“Debt restructuring looks inevitable. Yet it is also easy to see why it would be a
nightmare, particularly if, as Mr Bini Smaghi insists, the ECB would refuse to lend against the
debt of defaulting states. In the absence of ECB support, banks would collapse. Governments
would surely have to freeze bank accounts and redenominate debt in a new currency. A run from
the public and private debts of every other fragile country would ensue. That would drive these
countries towards a similar catastrophe. The eurozone would then unravel. The alternative would
be a politically explosive operation to recycle fleeing outflows via public sector inflows.

“Events have, in short, thoroughly falsified the premises of the original design. If that is
the design the dominant members still want, they must remove some of the existing members.
Managing that process is, however, nigh on impossible. If, however, they want the eurozone to
work as it is, at least three changes are inescapable. First, banking systems cannot be allowed to
remain national. Banks must be backed by a common treasury or by the treasury of
unimpeachably solvent member states. Second, cross-border crisis finance must be shifted from
the ESCB to a sufficiently large public fund. Third, if the perils of sovereign defaults are to be
avoided, as the ECB insists, finance of weak countries must be taken out of the market for years,
perhaps even a decade. Such finance must be offered on manageable conditions in terms of the
cost but stiff requirements in terms of the reforms. Whether the resulting system should be called
a ‘transfer union’ is uncertain: that depends on whether borrowers pay everything back (which I
doubt). But it would surely be a ‘support union’.

“The eurozone confronts a choice between two intolerable options: either default and
partial dissolution or open-ended official support. The existence of this choice proves that an
enduring union will at the very least need deeper financial integration and greater fiscal support
than was originally envisaged. How will the politics of these choices now play out? I truly have
no idea. I wonder whether anybody does.”

And It Just Gets Worse

It now appears that a “troika” of the ECB, the EU, and the IMF will bail out Greece yet
again. They clearly cannot go to the private market. But what happens in 2013 when financing is
once again needed? The lucky bond holders who have debt maturing in the next two years get
100% on the euro. Without another large bailout, the other bond holders will be lucky to get 30
cents on their debt. And this is just Greece.

The “troika” is doubling down on its losing bet in Greece and is playing with the dice
loaded against them. With debt-to-GDP over 160% in just a few years, how can Greece work it
out? And that is with very optimistic assumptions about GDP in a country whose government
will be in severe austerity mode. GDP is likely to fall significantly, not rise slightly.



Martin Wolf is as wired in to the leadership of Europe as anyone. If he does not know
how this plays out, you can bet the leaders don’t either. Milton Friedman predicted (I think in
1999) that the euro would only last until the first real financial crisis. We are almost there. If it
looks like the leaders of Europe are unsure what the game plan should be, it is because they have
no idea beyond kicking the can down the road and hoping that something turns up.

The political winds in Europe are shifting. The crowd that runs the various member
countries today, making decisions, etc., will not long survive the changes. I think there will be
new politicians with different mandates as it becomes clear that the costs of the bailout are going
to fall on the tax backs of the solvent countries and that austerity is going to mean hellishly bad
deflation, high and rising employment, and depression in the indebted countries.

There is $600 trillion in derivatives now loose in the world. Who knows which banks
have written them and to whom? Who are the counterparties? We did not fix this with the last
political fix. The next crisis has the potential to be just as bad or worse than 2008, which is why I
think Europe’s leaders are so dead set on avoiding a day of reckoning. If you look under the
hood, as they most assuredly have, it must be frightening. And with pushback from voters?

Contagion, thy name is Europe. And with the US economy slowing down, it might not
take much to push us over the edge. We need to pay attention to European politics, which if
anything is more arcane than that of the US. Stay tuned.

Tuscany

Five of my kids, three spouses or significant others, and a grandchild are here with me in
Tuscany. Some of us have been a little under the weather, but are starting to feel better, and we
did gamely go touring. I so love this part of the world, and the weather has been cool enough to
be pleasant at night.

The next few weeks will see my kids (except for Trey) leave this weekend, and then
friends from all over are coming to share the villa with us. Tiffani and Ryan and I will be
working during the day and sharing company and good times with our guests in the evening.
And now they are calling dinner.

... And what a dinner it was. We had a local chef come in with fresh food, homemade
pasta, and all sorts of goodies. LOTS of Prosecco. Plus, Mother Nature put on a show for us.
Sitting out eating under the canopy, we watched a lightning and rain storm worthy of West Texas
spread out over the Tuscan hills. The French, in a 100-year drought and not that far away, must
be jealous. So would West Texas today.

I am not sure I can remember when life has been better.

Night before last we went to a local destination restaurant, Il Conte Matto (The Mad
Count), 100 meters from our house, and with the 600-year-old city wall running through it. I
have to make a confession that is hard for this Texan to make. I normally do not order steak in
Europe. In general, it is tough and tasteless. There are other dishes which are excellent that I can



focus on. (Sorry, Scotland.) But the filet I had was as tender as any I have ever had. It is from a
local breed called Chianina, which is a porcelain-white breed of cattle. They are huge, the largest
cattle in the world. Average for a bull is 3,500 pounds, with the largest weighing in at 3,850.
Taller than anyone but Dirk (who was awesome last night against Miami). Ten feet long. I would
have bet something so large would be tougher than nails, but I would have lost that bet. (Google
them.) I will take that walk down the street to Il Conte Matto a few more times. And the local
Italians have learned how to do Chardonnay California style. Awesome.

Time to hit the send button. The kids are waiting for Dad to join them for the final night.
Have a great week. I know I am.

Your wishing I could speak some Italian analyst,

John Mauldin
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