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After a wild week in the markets, there is so much to write about, it is hard to
know where to start. The headline number says jobless claims fell 20,000. That would be
good news, if it were true. Sometimes you need to look behind the curtain to see how
these statistics are made. As we will see, claims were actually up by 26,000. I wrote in
my annual 2008 predictions that the big story of the year would turn out to be credit
default swaps and counter-party risk. I will admit to thinking it would take more than a
few weeks for that to happen. And the Senate is hampering the ability of the Fed to work,
and doing so for blatant political purposes, in an effort to reduce the independence of the
Fed. There is that and a lot more to cover in what should be an interesting letter.

But first, let me briefly mention my upcoming 5™ annual Strategic Investing
Conference (co-hosted with my US partners Altegris Investments). It will be April 10-12
in La Jolla, and is shaping up to be the best conference we have ever done. Paul
McCulley, Louis Gave, Rob Arnott, George Friedman of Stratfor, and several more well-
known names who I expect will commit this next week are on tap, as well as some of the
smartest hedge fund managers I know. Find out how these guys are taking advantage of
the volatility in what is clearly becoming a bear market, and what you can do to join
them.

Although it frustrates me, we have to limit attendance to investors with a net
worth of more than $2,000,000, for regulatory reasons. Invitations will be sent out soon.
If you would like to go and have not signed up for my free accredited investor letter, you
can go to www.accreditedinvestor.ws and sign up. One of my partners from around the
world will contact you. (Again, for regulatory reasons we have to talk with every
individual who plans to attend, as private offerings and hedge funds will be presented,
and we have to make sure that the legal requirements for such presentations are met.)

I should note that conference attendees resoundingly tell me this is the best
conference they attend. Space is limited and will fill up, so save the dates.

Democrats Ready to Politicize the Fed
Good friend and fishing buddy David Kotok recently brought a very disturbing

item to my attention, and feel I need to pass it on. Senator Chris Dodd, Democrat from
Connecticut, he who aspires to be president, is seriously hampering the ability of the Fed
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to respond to the current crisis and threatening the independence of the Fed in the
process, all for a little partisan gain. His fellow Democrats are going along with him.

Basically, there are two vacant seats on the Fed. President Bush has nominated
two very qualified people with distinguished records and backgrounds who have hands-
on experience in real-world banking, as opposed to being academicians. These are not
political appointments, but serious economists.

Dodd refuses to allow these nominations, or any others, to move forward. Plus,
Dodd has let it be known that he will not hold a confirmation vote on current Fed
governor Randy Krozner, whose expertise is mortgage markets, when his term ends
January 3.

Under current rules, since there are now just five Fed governors instead of the
normal seven, you cannot have just three governors on a conference call, as that would be
a violation of the public meeting rules, since three would constitute a quorum and
potential majority. That clearly makes communication difficult. It also means that the
current governors, who already have tight schedules, have to take on extra duties.

Why would Dodd do this? He has made it clear that he is not happy with Fed
policy, as has his counterpart in the House, Barney Frank; so some of this is just personal
pique. They want the Fed to respond to their political goals. But some of it is clearly
partisan. If there is a Democratic president, they would be able to immediately nominate
three new governors, and would not have to reconfirm Ben Bernanke as chairman, which
means he would leave and the new president would appoint the chairman.

Dodd clearly wants a say in this, and wants a Fed that will pay attention to his
politically driven needs. This would mean the Fed would be short-staffed for at least
another 18 months, which is not a good thing. The Fed does more than just hold eight
meetings and set monetary policy. They have real work that needs to get done.

Whoever the new president is, they will get to nominate who they like as
governor terms come to an end. But to act as Dodd is currently doing threatens the
independence of the Fed, which is a critical part of the economic world. You can criticize
the Fed and their policies, and I often do, but every right-thinking person agrees that Fed
policy should not be set in Congress and subject to political whim. The last time we had
a Fed chairman who let politics suggest policy was William Miller under Jimmy Carter,
and that did not turn out well.

Dodd is sending a message that is not appropriate. These should not be political
appointments. These appointments have serious economic consequences. Shame on Dodd
for holding hostage an economy which is in crisis for his own political advantage, and
shame on a Democratic Senate leadership which goes along with him.

More BLS BS
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The Bureau of Labor Statistics (BLS) reported that jobless claims dropped a
significant 21,000 in the last week to 310,000 and down by 56,000 in the last four weeks.
As a Bear Stearns analyst wrote: “Although claims are volatile early in the year, and in
recent years have been prone to upward revision, the magnitude of the decline in initial
jobless claims in the first two weeks of the year suggests that job creation did not
deteriorate further in January.”

However, this claims data does not square with the employment numbers which
came out last week and showed a significantly weaker jobs picture. Note that continuing
claims is in a decided rising pattern, while initial claims seem to have turned back down.
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So what gives? It seems that BLS statistics, like making sausage, is a very messy
process. The key factor here is that the number (301,000) is seasonally adjusted. This
means the BLS smoothes the data on an annualized basis, which makes the number less
volatile from week to week. And as you might guess, that process of seasonally adjusting
looks at prior data points and projects future trends

This of course leads to large revisions at turning points. For example, the BLS is
now indicating it expects to revise the year ending in March of 2007 downward by some
300,000 jobs. And you can expect further downward revisions as time goes on.

But let’s return to the initial claims data. Every week I get an analysis of the
claims data from long-time reader John Vogel. Mostly it is not very exciting, but he does
a very thorough job of examining the actual data and comparing it to previous years.
Stick with me here as I run through a few numbers.

Last week there were actually 521,280 initial claims. That number rose to 547,637
this week. So why didn’t the seasonally adjusted number rise? Because in week three of
previous years the number dropped, often considerably. In 2007 the number was
essentially flat. But in 2006, the drop in the third week was 116,000 and in 2005 it was
226,000. There were also big drops in 2004 and 2003, 187,000 and 172,000 respectively.

So, when you smooth the number out by making seasonal adjustments, you expect
a large drop in week three from week two. Except that we did not get that drop, we got a
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rise of 26,000, which is clearly not the trend for the last five years. That also squares with
last week’s employment survey which shows job weakness.

So, why use the seasonally adjusted number? Because the actual number is very
volatile. Last week’s number was considerably lower than the years of 2003-5, by an
average of 175,000 or so. That would be considered good, yes?

But this week’s number is the highest since 2002. That would be considered bad,
of course. What it really means is that the BLS numbers should be taken with a huge
grain of salt around periods when the economy is changing, as it is now. And using them
to make a case that the economy is not weakening, as a number of pundits did, could be
considered misleading. But now, gentle reader, if that did not put you to sleep, you know
more than most pundits.

Let me make a quick point. The staff at the BLS does a very good job in a very
difficult environment. As time goes on, they revise their statistics into something that is
accurate and useful. But to use the data as it is initially reported to make investment
decisions is not a wise thing. The data is not intended for that purpose.

Credit Default Swaps: The Continuing Crisis

As noted above, I said three weeks ago that the big story for 2008 would be the
counter-party risk for credit default swaps. That story is coming faster and larger than I
thought. Bill Gross of Pimco suggests that the ultimate cost could be another $250
billion dollars on top of the $250-plus billion in subprime losses. That means we have
only seen the tip of the iceberg in write-offs in the financial sector.

The real problem is the “monoline insurers” like ACA, Ambac, and MBIA.
Here’s a quick primer on how they work. Let’s say you are a small municipality and want
to borrow $10,000,000 for a bond offering to build a road or a water treatment plant. If
you went to the market with your credit rating, it would be a low rating and the cost of
the money would be high. But if you get one of the seven monoline insurers to guarantee
your bond, then you get whatever their credit rating is. The fees for such insurance are
lower than the savings you get on the bond, so everyone wins.

But over the years, most of the monocline insurers went from boring municipal
bonds and jumped into the mortgage-backed security markets, selling credit default
swaps that significantly juiced up their earnings. But it also added a lot of risk that they
clearly, in hindsight, did not understand.

ACA has already seen its rating go from A to CCC, which is basically junk. This
puts it out of business, as no one will pay to be rated as junk. ACA now has only $425
million in capital to cover the $69 billion in mortgage and corporate bonds they insure.
Interestingly, they added $20 billion of that between April and September of last year.
Talk about doubling down on a losing trade. Merrill wrote down almost $2 billion in
bonds that were insured by ACA. They will not be alone.
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Today, Fitch downgraded Ambac Financial Group two notches from AAA to AA.
That doesn’t seem like a lot, until you realize that 74% of their revenue comes from that
AAA rating that covers $556 billion in municipal and structured finance debt. Fitch did
so because Ambac decided not to do an equity offering for $1 billion to stem the
bleeding. Six months ago Ambac was at $96 or thereabouts. Today it is as $6.20. Its
market cap is only $629 million, so a $1 billion offering would dilute current
shareholders by around 70%. Ouch. And you can bet any offering they do now will be on
terms that shareholders will not like, most likely a convertible offering that dilutes current
shareholders even more.

Oh, and that means that 137,990 municipalities that were insured by Ambac will
see their credit ratings drop and their costs rise. Think their customers will hang around?

Moody’s says it is going to review MBIA. MBIA, which is rated AAA, raised $1
billion last week from Warburg Pincus and did another offering for surplus notes for $1
billion at 14%. As Michael Lewitt noted, that means 14% is the new price for AAA
bonds. Except that today it is 23%. If you bought that note, you are not looking good
right now. They are trading at 70 cents on the dollar. Of course, that is better than
Ambac’s 30-year bonds, which are trading at 35 cents on the dollar.

When Warren Buffett bought Gen Re, the large re-insurer, five years ago, he
presciently made the decision to reduce their exposure to credit default swaps. It took
them four years to reduce the number of contracts from 23,218 to just 197 at the end of
2006.

“We lost over $400 million on contracts that were supposedly ‘safe and properly
priced’ and we did it in a leisurely way in a benign market,” says Mr. Buffett. “If we had
to unwind it today in one month, who knows what would have happened?” (The Wall
Street Journal)

If you are a bank or regulated entity, and you have mortgage-backed securities
that have been written by a AAA monocline company, you can carry that debt on your
books as AAA. But as the companies get downgraded, you have to write down the
potential loss. Quoting from a recent note from Michael Lewitt:

“MBIA’s total exposure to bonds backed by mortgages and CDOs was disclosed
to be $30.6 billion, including $8.14 billion of holdings of CDO-squareds (CDOs that own
other CDOs, or mortgages piled on top of mortgages, or, to quote Jeff Goldblum’s
character in Jurassic Park again, ‘a big pile of s&*"’). MBIA was being priced as a weak
CCC-rated credit when it issued its bonds last week; it is now being priced for a
bankruptcy. MBIA’s stock, which traded just under $68 per share last October, dropped
another $3.50 this morning to under $10.00 per share.

“The bond insurers’ business model is irreparably broken. In HCM’s view, it will
be all but impossible for these companies to raise capital at economic levels for the
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foreseeable future and certainly in enough time to work out of their current difficulties.
The performance of MBIA’s 14 percent bond issue will prove to have been the death
knell for this business. The market needs to come to the realization that the so-called
insurance that these companies were offering is not going to be there if it is needed. The
fact that these companies were rated AAA in the first place will remain one of the great
puzzles of modern finance for years to come.”

You can bet that the $8 billion in CDO-squareds is gone. It is a matter of time.
MBIA’s market cap is about $1 billion. Current shareholders will be lucky if they only
get diluted 75%.

Watch Warren Buffett swoop in and take that boring old municipal bond
insurance business. Watch a few large hedge funds buy the remains of the monoline
carriers to get their staff and experience (especially the municipal sales teams), and
launch new companies with pristine credit.

If you have Ambac or MBIA insurance, as a bank you have not yet written down
any debt they insured. They are still rated AAA. But that re-rating is coming. And what
about the monster CDS business in the hedge fund world? Who wins and loses? There
will be huge winners, and there will be total wipe-outs. There are going to be more losses
in the biggest banks, and even bigger investments by Sovereign Wealth Funds. Count on
it. This is a story we will return to time and time again.

A Stimulating Political Package

Today President Bush proposed a $150 billion package to stimulate the economy.
There is no telling what the final package will look like. Bush is seeking something rather
simple and direct, but proposals for all sorts of complicated goodies started to
immediately surface, some of which is clearly not stimulus but political opportunism.

Just a few thoughts. $150 billion is about 1% of total GDP, so the hope would be
that you get a 1% boost in GDP. But that is not reality. In 2001, Bush and Congress
instituted a huge stimulus program, sending out billions. Academic studies found that
most of the money went into savings, which is hardly a stimulus.

Further, we are in far worse credit shape now than then. How much of the $150
billion would be spent to pay down credit card debt? That would be a good thing, except
that it’s not stimulus. And it looks like the payments will come around April 15. Care to
guess how much of that will go to paying taxes?

In short, I rather doubt the stimulus package will do much good, except that it
allows politicians to demonstrate they are concerned about our problems, and willing to

spend taxpayer money to prove their concern.

The Economy Continues to Weaken
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Briefly, the data is suggesting continued weakness. Even the perma-bullish Art
Laffer last night threw in the towel and said on Larry Kudlow’s show that we are in the
beginning of a recession.

The Philadelphia Fed’s Business Survey is suggesting that activity is down to
levels not seen since the last recession in 2001. Twice as many firms reported a decrease
in business as reported an increase. Employment was down for the first time in years, and
new orders were negative. Oh, and 49% of firms said prices paid were up. Last August
only 16% said that. Only 2% said they were paying lower prices for input materials. The
following chart from Greg Weldon’s latest piece says it all:

Philadelphia Fed Index
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The market has been dropping not just in the US but all over the world. Gentle
reader, this is what the beginning of a bear market looks like. This is a chart of the last
ten years of the S&P 500. Notice that when the bear market started in the fall of 2000,
there were numerous periods where there were 10-15% gains which eventually faded
away.
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I keep hearing that traders want to see capitulation. Unless we are in a brave new
world, you don’t see capitulation in one month. This is a longer process, and it will work
out in ways that confound us all. Future earnings are going to be under stress as the
economy slows. We will get a series of earnings warnings at the end of this quarter,
which will further weaken the market. Rebounds are to be sold in this environment.

And I can’t resist. The following pictures of Ben Bernanke are from his recent
Congressional testimony, courtesy of Bill King. This is a man who is not happy.

I guess it was a rough day at the office.
Europe, Phoenix, and My New Chair

I am off to Switzerland, Spain, and London tomorrow. Four cities in six days,
which is not a thing I would recommend. The schedule is pretty full, but I am really
going to try and get some rest and work out as much as possible. This is the year I am
going to lose that last eight pounds, and to do that I am going to have to be more
disciplined on the road.

I am going to be in Phoenix February 9-10, speaking several times at the
Cambridge House Resource Investment Conference. This is a large, free conference with
an outstanding line-up of speakers, mostly focused on natural resources and gold. If you
are in the area, or simply looking for more information on gold and natural resources, you
should consider attending. As noted, the conference is free if you pre-register. You can
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find out more by going to: http://www.cambridgehouse.com/mauldin/access.html and
clicking on "Phoenix."

I recently wrote about a new chair that I am quite enthusiastic about. I have spent
an embarrassing amount of money looking for a chair that would help my back. I found it
in The Health Chair, and mentioned it in this letter. Lots of people responded and got the
chair, and the accolades are coming in. Freddy V from Switzerland wrote the designer the
following letter, which says it all.

“... recently I had to do some truly tedious work on the compy. I sat for days and
consequently for long stretches of hours on my new chair. After a few hours my back
started with familiar symptoms of pain coming from the muscles. What did I do? I simply
moved the back supporters into different positions and wowie, the pain disappeared
without me noticing first. I never had to pause, to interrupt my work. I sat for hours and
hours and could do the job without being bothered by any kind of tiredness or pain. Am I
a fan of your health chair, this is simply outstanding and unbelievable! Congratulations
from my side and a huge thank you for making this possible. I will stay grateful for a
long time. I only hope this chair is surviving me, it will be the most precious thing my
heirs have to fight about. Unless the other two kids opt for one too... Freddy.”

You can read more about the chair by going to:
http://www.thehealthchair.com/jmep.html . Your back will thank you.

It is time to hit the send button. I am actually looking forward to Europe. I will be
meeting with old friends, new friends, and some very interesting people. Other than the
airports, it is fun. Have a good week, and keep your hedges fully loaded.

Your can’t believe what a ticket to Europe costs analyst,

John Mauldin
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