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0.  The Usual Disclaimers About My Crystal Ball
As ever, forecasts work well when current trends continue, they work poorly to predict turning pts. (When you most want accuracy)  
I.  Grading Last Year’s Predictions
I was extremely gloomy last year but the actual outcomes were at the gloomy end of even my range of predictions 
At that time:

Growth – Prediction a year ago: “no growth at all. Far more likely is a decline of 1-2% in GDP, with even worse performance if there are additional negative shocks or if the stimulus package is delayed or too small to be effective”.  
It looked like my growth prediction was too optimistic during the first half of the year but the third quarter has bailed me out. The quarterly growth record (in annualized rates) was
2008 Q4   -5.3%

2009 Q1   -6.4%

2009 Q2   -0.7%

2009 Q3    2.8%

Overall the economy had shrunk by about -2.4% -  Slightly below my range but I will excuse myself because though there were no significant negative shocks, the stimulus package was about half what I wanted to see and was relatively poorly targeted with about a third of it in tax cuts with limited ability to spur the economy in the short term.

Unemployment – Last year I said “the current 6.7% unemployment will easily reach 8% next year with 9 or even 10% not out of the question depending how good or bad the growth performance is” – This prediction came true – with the growth performance slightly below the gloomy end of my range, it is no surprise that unemployment is right at the gloomy end of my range at 10.0%.   It is worth noting that the U6 measure (which includes part time and discouraged workers) has now reached 17.2% - nearly 1 in 5 workers are un- or under-employed.

To note – Latest news on new unemployment claims has them declining – to 457,000 last week – This is on a good trend but still well above the rate that would mean we have stopped losing jobs.  It’s better news but still not good news.

Interest Rates – Prediction was for  the Fed to keep rates low as long as growth was in the tank.  This prediction was good with the Fed keeping rates at the short end near zero.  Longer rates are also remaining pretty low (mortgages in the vicinity of 5%) partly due to Fed activity in longer term markets.

Inflation – Prediction was “Inflation is not something we need to worry about. Deflation is even a possibility though not likely given a large stimulus package.”  This has proven accurate.  Inflation has stayed low and well within recent historical limits.  It is worth noting that one of the reasons the CPI has stayed so low is that housing has really been depressed and “owner equivalent rent” accounts for 24% of the whole, while an additional 5% of the housing component is fuel which has stayed relatively cheap, at least compared to last year, while transport at a weight of 17% has also been low with massive rebate and incentive programs.
Exchange Rate – Last year I had to give myself a poor grade on my previous exchange rate prediction – I hadnt forecast the flight to the dollar that would result from the financial crisis – But this year my prediction from last time looks pretty good – I said “it is hard to see the dollar strengthening much more than the current mid 1.20's against the euro. The huge flood of US paper hitting the markets will tend to weaken the dollar over the next year but the fact that interest rates can only go higher in the future will limit downward movements to some extent.”  This has proven to be exactly what happened.  The dollar fell from its year-ago level in the mid 1.20’s against the Euro to around 1.50 now – substantially weaker but not yet down to its previous low of around 1.60.
Federal Deficit – Last year I said that while fiscal deficits were huge in 2008  “you ain’t seen nothin’ yet”.  Amen goes right there folks.  The Federal deficit in the past year has ballooned to $1.4 trillion with a combination of the stimulus package and the normal response of the deficit to a severe downturn
Housing – Last year I said “we have yet to see the bottom of the real estate market: Housing prices still have not fallen into normal historical ranges of ratios such a home prices to income or prices to rent while commercial real estate is only now starting to decline. The continuation of this into next year will provide further downward impetus as the economy contracts.”  That prediction was a no-brainer – the housing market did indeed continue to go down with increasing rates of deliquency and foreclosure – Prime loan delinquency-plus-foreclosure rates are now above 10% while those for subprime loans are above 40%.  And remember these are national averages – the problem is significantly worse in some areas.  Housing prices continued to fall but there is some evidence now that they have reached a more-or-less stable level, at least for the time being – The bad news now has, as predicted, moved on into commercial real estate which, true to its usual pattern, has followed what happens in the residential market by 12-18 months
II.  Business cycle indicators of where we are now
- Employment - The Unemployment rate has gone from around 6.7%  a year ago to  10.0% now
This is very bad by post WW2 standards.  We are in the worst recession since the 1980’s.  U6 is 17.2%
- Industrial Production –  
Production tanked big time in 2009 with some automakers even halting production for a while. Some hope that we amy have reached a temporarily stable level with inventories now at least somewhat nearer historical ratios to sales


- Wholesale/Retail Sales -

Retail sales fell off a cliff.  It seems clear there has been no bounceback to previous levels but if you are an optimist it appears that we may have resumed growth but from a lower level
However, thanksgiving weekend reports arent all that encouraging

“... a National Retail Federation survey conducted over the weekend confirms the expected: more people spent less. According to NRF’s Black Friday shopping survey, conducted by BIGresearch, 195 million shoppers visited stores and websites over Black Friday weekend, up from 172 million last year. However, the average spending over the weekend dropped to $343.31 per person from $372.57 a year ago. ...”



- Personal Income - 
Still stagnating as unemployment continues to climb


- Household debt Ratios.  

HH’s are continuing to rebuild their portfolios and are gradually shedding debt even as household income is stagnant or declining for most


- Inflation - 

As was the case a year ago, inflation is not a problem.  With demand flat or down, so are prices.  The collapse in home prices and rental prices is keeping the overall price level down.  Though oil prices have crept back up they are still well below previous peaks
- As I have said in the past it is worth repeating an important caveat – Middle East politics and wars are always a wild card

III.  Current Policy Stance

A.   Bernanke has kept short rates at rock bottom and has even bought assets in longer maturities


- But he is still rather limited in what he can do.  Once you get to zero you cant go lower – Buying longer maturity assets is a creative way to continue to pursue a stimulative monetary policy but it hasn’t been that massive.

B.  Fiscal Policy


- Massive deficit



Another stimulus?  I hope so, and they can call it whatever they want


- Long run budget estimates still awful but I sure hope they wait a bit 



longer to deal with that
IV.  Obama and his Team a Year Later
A.
He was admirably quick with the stimulus – textbook Keynesian conditions


- But it was about half as big as I wanted to see – 5% of GDP instead of 10% 

-  It did indeed (together with the bailouts) prevent us from entirely melting down.  But it will be tough to sustain the political will needed to push on if the slogan ends up being “Things arent nearly as bad as they could have been!”


- It is worth repeating what I said last year about size – In the Great Depression, FDR was timid.  He even tried to balance the budget again in 1937 and undid much of the progress.  It wasn’t until WW2 and deficits on the order of 20% of GDP that we really came out of the Depression.  While that kind of size may be more than is needed, it is far far far better to err on the side of too much rather than too little.


-  A poorly targeted stimulus?  We needed to concentrate on quick disbursing expenditures which would go to areas where they would result in an immediate increase in expenditure  Candidates were 




- extension of unemployment compensation




- aid to state governments




- immediately disbursable government projects


- In the scramble to get the stimulus done rapidly, concession were made to those who opposed the very idea of a stimulus, resulting in about a third of it consisting of tax cuts, and state aid being severely curtailed from initial proposals.  In addition, an artificially contrived ceiling kept the total well under a trillion dollars in the interest of not shocking the politically uneasy.  This has resulted in a somewhat piecemeal approach with a second bite at the apple now coming under the label of a “Jobs Bill”

B.  The danger of Hooverism is now the danger of 1936-ism


- Pressure to fix the long term budget problem (and there IS a big long term budget problem) could well result in a premature retreat from stimulus as happened in 1936-37.  The economy will need stimulus until the private sector rebuilds it balance sheets and business restores historically “normal” ratios of inventories.  A bottom in the housing market will be a prerequisite for a renewal of sustained growth

C. We still need the foreigners to fund our deficits but this won’t end well if steps arent taken to start gradually unwinding the “China position”


- the position of the Administration (as was the case with the Bush administration) seems to be to go to Beijing and say “Please, please PLEASE wont you let your currency appreciate?”


- Note that we can peg their currency just as they peg ours.  The problems of us picking a new rate include




- Our decades long policy of non-intervention




- It would be inflationary




- It would be politically difficult  (Walmart would scream, among others -  they are responsible for 10% of US imports, much of it from China)



-  What will actually happen?  We will continue to beg.  They will continue to have a VERY slow drift toward appreciation;  this could go on for quite  a while but not forever


D.  Regulatory reform?
A HUGE opportunity lost.  But we need it badly.  And if Wall St. continues to be so blindly greedy they will lose in the end – they are sitting ducks for populist political appeals.  And many politicians won’t hesitate to go there – Look out for draconian measures if there is no progress soon
V.  Where are We Going Now?

A.  A V shaped Recovery or a “Double Dip”?


-  I prefer to think of it as “stumbling along”  It sure as hell won’t be a V.  There is more weakness to come in the housing market and consumers are not going to lead a recovery with a spending binge.

B.  How Long Will it Last? (Another Stimulus a.k.a. “Jobs 


Bill” ?)


Depends on the second stimulus (I mean “Jobs Bill”)


Also depends on housing market working off the bubble (prices/inventories to 



normal ranges)



Depends on consumers and financial sector rebalancing of portfolios

C.
Commercial Real Estate weak now as Residential Housing tries to find a bottom
From Bloomberg: Housing Recovery in U.S. Set Back to 2010 as Market Wanes 

“I don’t think the housing crisis is over,” Mark Zandi, chief economist with Moody’s Economy.com, said in a telephone interview. “I think we’re going to see another leg down.”
From Goldman Sachs chief economist Jan Hatzius in a note to clients: A Renewed Sag in the Housing Market (no link) 

"Our current working assumption is a 5%-10% drop in home prices through the middle of 2010. ... house prices and credit quality ... to weigh on the US financial system, the availability of bank credit, and ultimately the pace of the economic recovery."
23% of residential properties with mortgages now in negative equity (10.7 million of them)

D.  Is the stock market ahead of the real economy?  

Probably.  I didn’t think we would get the boom we did.  But if I am right about the growth picture, the current ramp up is just about done.

E.  What Will Business Investment Do?



- Capacity Utilization still low 70’s.  Not much help there
VI.   Opinions

A.  Growth 
2010 is going to be a painful year.  Growth is likely to be positive but still low.  I am guessing in the range of 1-2%

B.  Unemployment
It is unlikely we have seen the peak here.  11% is entirely possible.  If the economy takes another dive it could go higher than that – If we have a good second stimulus (“Jobs Bill”) then that might be the peak.  12% or higher is possible if things don’t go well.  My best guess is around 10 to 10.5 (i.e. more or less where we are now) by year end 


C.  Inflation


CPI

Not a worry at the present time or through next year.  The more paranoid have looked at the monetary expansion and are very nervous about this.  But they shouldn’t be.  They forget that two things have happened in the past year and half

- One is massive asset destruction as markets tanked.  Even with stocks back up a great deal they are still way lower than they used to be and housing is unambiguously lower.  So the money created hasn’t even filled the hole this created


- The second factor is a massive reorientation of peoples’ portfolios to a more risk averse mode.  That means higher preference for more liquid assets and therefore a higher demand for money and near-money.  Unwinding this will be interesting but we arent there yet.



Real Estate


- We can hope for a bottom in the housing market next year sometime toward the end of the year.  But there is likely to be more bad news coming, especially in the first half of the year.  But gradually we will work off our excess inventory and prices will eventually come back into line with salaries, etc.  Commercial real estate is still heading down right now and will continue for a while.  We will need to see business and retail sales pick up before we find the bottom in CRE.


Stocks

Who knows?  These guys really live in a different reality sometimes.  But if the economy DOES just stagger along as I think it will then there is limited upside to stocks at least until it is clear we are past the worst of the slump

D.  Exchange Rate
Now  around 1.50.  Should drift downward toward previous low of 1.60 or until it looks like interest rates are ready to be jacked up again.  Or could strengthen if a renewed crisis happens.





