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0.  The Usual Disclaimers About My Crystal Ball
It is always a good idea to restate my usual disclaimer:   Forecasts work well when current trends continue, they work poorly to predict turning pts. (When you most want accuracy)  
I.  Grading Predictions from 12/2009
At that time I was very happy I got the depth of the crash right but was more uncertain than usual about the outlook.  I assumed that monetary policy would remain loose with interest rates near zero – and that was correct as it turned out.  I predicted that fiscal policy would remain expansionary but smaller than 2009’s large stimulus.  This was basically right – though fiscal balance remained way in deficit the stimulus gradually wound down through 2010 and then even more in 2011.
At that time:

Growth – Prediction two years ago: “I am calling for anemic growth in the 1-2% range”.  
It looked like my growth prediction was too pessimistic during 2010 but was pretty accurate for 2011. The quarterly growth record (in annualized rates) was
2009 Q4    3.8%

2010 Q1    3.9%

2010 Q2    3.8%

2010 Q3    2.5%

2010 Q4    2.3%

2011 Q1    0.4%

2011 Q2    1.3%

2011 Q3    2.0%

Basically my reasoning was OK but my timing was bad.  I thought that the winding down of the stimulus combined with the continued overhang of bad real estate and excessive debt would weigh the economy down.  It is pretty clear that this is what is going on now but the stimulus kept us going at a fairly decent clip through 2010 and the slowdown didn’t happen until 2011 since we still haven’t done much in the way of additional stimulus.
Unemployment – In December of 2009 I said “growth won't technically be a recession but neither will it be enough to make much of a dent in unemployment, which I think will be in the 10-10.5% range a year from now” – This prediction was a bit too gloomy but not by much – Unemployment in December of 2010 was 9.4% - still high, though 0.6% lower than my range.  Unemployment right now is 8.6% but up until the last month has been stuck between 9.0 and 9.2 all year.
To note – Latest news on new unemployment isn’t as good as it looks.  Only 140K new private sector jobs (not enough to keep up with population growth) and a loss of 20k public sector jobs.  Big change was the more than 300k left the labor force altogether -  a good sign for short run headline unemployment stats but a bad sign for long term growth prospects
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 at 50 year record lows with the 10 year rate under 2% and 30 yr. bonds under 3% with 30 yr. mortgages in the mid 4% range.
Inflation – Prediction was “Inflation is not a worry at the present time in spite of the paranoia of gold bugs and others who have noticed the huge monetary expansion.”  This has proven accurate.  Inflation has stayed low at 1.4% in 2010 and somewhat higher but still below 3% in 2011.  
Exchange Rate – In December 2009 I said “Exchange rates should continue to drift toward their previous levels of 1.60 vs. the Euro while the yuan/dollar rate will continue to change at a pace only visible to those with microscopes. Our trade balance should gradually improve barring major changes in oil prices.”  This has proven to be fairly accurate with one exception – the chaos in Europe has kept the Euro lower than it would otherwise be, with the rate now hovering around 1.35-1.40..  
Federal Deficit – In 2009 I said   “fiscal policy will be expansionary but the deficit will be substantially smaller than the $1.4 trillion we saw last year”.  I was wrong on that one as the Federal deficit in 2010 ballooned to $1.7 trillion with a combination of the remainder of the stimulus package and lower than normal tax receipts because of slower than expected growth. It then shrank to about $1.2 trillion this year.
Housing – In 2009 I said “Housing will continue to be a drag on the economy through next year.”  That prediction was easy – the housing market did indeed continue to go down with increasing rates of delinquency and foreclosure – There is some evidence we may be nearer to a bottom but it is hard to be optimistic about it right now.
II.  Business cycle indicators of where we are now
- Employment – Now down to 8.6% after being between 9.0% and 9.2% all year.
This is very slow recovery by post WW2 standards.  We continue to inch our way out of the worst recession since the 1930’s.  U6 is 15.6%, only 1.6% down from 2 years ago.
- Industrial Production –  
Production is still only 94-95% of its 2007 peak.  It is registering more positive than negative monthly figures in the past year but nothing that suggests a strong recovery


- Wholesale/Retail Sales -

Retail sales fell off a cliff in the recession.  It seems clear there has been no bounceback to previous levels but rather a return to the previous trend
However, initial Thanksgiving weekend reports were pretty good – Black Friday up 8% on previous year and a new record for Cyber Monday


- Personal Income - 
Growing but pretty anemically as unemployment continues high.  The “1%” doing pretty well though!


- Household debt Ratios.  

HH’s debt ratios looking distinctly better but with a pessimistic outlook (see consumer confidence) it is likely they will continue to rebalance.  This is particularly so given the fact that banks are still holding back on lending
- Inflation - 

The prediction made two years ago still works pretty well today:   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 and what happens in the EU even more so.  But the real danger is depression and deflation, not inflation
III.  Current Policy Stance

A.   Bernanke has kept short rates as low as possible and has continued to do what he can at longer maturities


- But as before he is still rather limited in what he can do.  Once you get to zero you can’t 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.  Even Bernanke has said he would like to see a fiscal stimulus

B.  Fiscal Policy


- Still a very large 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


- The debt ceiling – Kabuki in Washington!

- No, the sky won’t fall if we do another stimulus.  In fact, it would turn some of those millions of workers back into taxpayers!
IV.  Obama’s record and the next election
A.
His stimulus was good (if too small)

B.  Congressional obstructionism and the danger of a second 


downturn


- I try to be non-partisan but the Tea Party Republicans are so irresponsible it would be wrong to pretend otherwise.  They may have good negotiating tactics but it is akin to King Solomon being actually willing to cut the baby in half.  We will all be sorry if they actually make the government default but we will be pretty damn sorry as it is, if they get what they want
Infrastructure spending is needed whether or not you call it a stimulus

What better time to do it than when interest rates are near zero?

C. What happens in Europe is VERY important to our outlook
The mother of self-inflicted wounds is being inflicted over across the ocean.  Greece is certainly a case of profligacy but for other Euro zone countries that is not the basic problem.  2 points:

First is the fundamental mistake of not going quite far enough in integrating the Euro zone.  The ECB has the mission of keeping inflation low but doesn’t seem to believe in the mission of being a lender of last resort.  Italian govt. bonds trading at 7-8% means that they have triple to quadruple the interest costs they did before the panic and run on their bonds.  This could be cured costlessly and at the stroke of a pen if the ECB would simply announce that they stood ready to buy Italian govt. bonds to whatever extent necessary to calm the market.  With the ECB behind them, Italian bonds at 7% would be the deal of the century – nobody would want to sell them and the crisis would be over.  Paradoxically, saying they would be willing to buy them all would mean they wouldn’t have to buy any of them.  Their new stabilization fund is a step toward a lender of last resort but even so, it has finite assets, unlike a standard central bank which can print currency as long as it wants to.
Second is the major policy mistake of promoting austerity everywhere.  First of all, that is NOT the way to get out of a recession.  We have seen numerous examples and it really isn’t up for debate outside of politically motivated observers or economic theorists so married to their models they are immune to data.  Even worse, they won’t even achieve their stated goal of deficit reduction since with tax revenues plunging as the economies sink, they will be chasing an ever-receding goal.


D. A Republican in the White House?  God save us from some 


of them.
Newt Gingrich?  Rick Perry?  Herman Cain?  Michele Bachmann?  Oh please, don’t even make them veep.  Mitt is sane and has a record as a competent manager but sanity seems to be a liability in the primaries.

E.  Regulatory reform?
Fergeddabowdit – Occupy Wall St. may shame them into doing something but I wouldn’t hold my breath
V.  Where are We Going Now?

A.  Continued stumbling along


-  Ratios getting better gradually.  Housing still in the ditch and will stay there for 

a while unless we get a burst of demand, some moderate inflation or both

B.  How Long Will it Last? 


Could go on and on  More likely another round of cuts.  At best, some too-small piecemeal efforts at stimulus

C.
Investment problem is residential, not business investment
Until we see a program to really help homeowners or enough inflation to make housing prices look good we aren’t going to see progress .  Capacity utilization still rather low so no big spurt of business investment is likely -  We have already seen what pickup we are likely to see in the short term absent a stimulus of some kind

D.  Is the stock market where it should be?  

Don’t ask me but I am nervous.  If we factor in what could happen in Europe it makes me wonder where the upside will come from.  The European Commission just downgraded next year’s growth forecast from an anemic 1.8% to a positively puny 0.6%.  If we are locked into spending cuts over here too, then don’t look for any quick recovery.
VI.   Opinions

A.  Growth 
2012 is going to be an exciting year.  How exciting depend on how messy things get in Europe.  Growth is likely to be positive but still low.  I am guessing in the range of 1-2% if Europe doesn’t melt down.  If it does then look for lower.

B.  Unemployment
Don’t look for any major changes because policy will remain frozen until after 11/2012.  If the economy takes another dive it could go higher than it is now, but it is unlikely to go down much unless we get another stimulus.  Should continue in the 8-9% range but could edge down to 8 if no negative shocks happen and as people get discouraged and leave the workforce.  If Europe melts down the bias will be up instead of down for unemployment but still shouldn’t affect us majorly in the next 12 months unless there is a financial collapse

C.  Inflation – Don’t worry about it.  It isn’t going to happen.  Sooner or later all those inflation worriers are going to realize that prices don’t go up in a recession


Real Estate


- We may be looking at the bottom in the housing market right around now.  Unfortunately, we might stay there a while since many are still underwater and refinancing has done all it will do.  


Stocks

Who knows?  But if Europe collapses, so will stocks

D.  Exchange Rate
Now this is an interesting one.  Usually I talk about the dollar/euro rate, but what if there isn’t any euro?  Likely to see people flee to the dollar.  On the other hand, the remains of the euro zone – if they stick with the euro – are likely to be a much stronger set than the whole set we see now.  A smaller market and so less viable as a reserve currency but nevertheless a strong currency.  So if that is true and the euro tanks as some countries leave it, you might make some money buying German government bonds.  Or you might lose it all~!





