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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 One Year Ago
One year ago I predicted continued slow recovery from the ongoing recession, with big potential risks from the ongoing European economic woes.  While I didn’t predict a European collapse I did say that it was a danger and that the shadow of this (together with continued contraction on that side of the ocean) would be a drag on our own growth.  Generally speaking, I was pretty much right on with these predictions so I give myself an A this year!!!
At that time:

Growth – Prediction two years ago: “in the range of 1-2% if Europe doesn’t melt down”.  We are at the upper end of that range because Europe did not in fact melt down.
Unemployment – In December of 2011 I said unemployment “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” – This prediction was right on the money until the latest employment report – Indeed, we have not had a major negative shock apart from Hurricane Sandy and we have seen the overall unemployment rate edge down to just under 8%, and currently is at 7.7%  Some of this is due to workers leaving the labor force but some of it is actual growth in jobs.
To note – On that latest report – Most thought Hurricane Sandy would have more of a negative effect than it did.  In fact, you can’t really see much effect in the data at all 

Interest Rates – My 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 still at (new) 50 year record lows. The Fed has promised to maintain very low rates for the foreseeable future.  To note:  Record low interest rates are proof that THERE IS NO DEBT CRISIS IN THE USA.  A “real” debt crisis would be one where we could not finance our ongoing deficits and interest payments.  Not only is that not happening but interest rates continue to drop.
Inflation – Prediction was “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”  This has proven accurate except for the part about inflation worriers realizing prices don’t go up in a recession.  We are still in a recession but the inflation worriers are as of now predicting higher inflation and interest rates for the fourth year running! One of these days they might be right but even broken clocks are right twice a day which is a better record than these guys have.  Inflation has stayed low between 2 and 3% in 2012.  
Exchange Rate – A year ago I was worried about the effects of a breakup of the EU.  I still am.  The EU has more or less successfully kicked the debt problem down the road another year but at the price of renewed recession and horribly high unemployment rates in some countries.  The euro/dollar exchange rate is now hovering around 1.30, not drastically different from the1.35-1.40 range of a year ago.  
Housing – A year ago I said “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.”  That statement was right on the money.  Housing prices have indeed seemed to bottom out and even increased a bit in some markets but remain very depressed compared to past peaks.
II.  Business cycle indicators of where we are now
- Employment – Now down to 7.7% after drifting down from the high 8’s a year ago
This is still a very slow recovery by post WW2 standards.  We continue to improve but it is painfully slow  
- Industrial Production –  
Production is still only 96-7% of its 2007 peak.  The slow progress mirrors that for unemployment


- Wholesale/Retail Sales -

Retail sales fell off a cliff in the recession.  They have come back but less strongly than we would like.  The mixed performance over the past year gives cause for concern


- Personal Income - 
Growing but not as strongly as we would like as unemployment continues high.  The “1%” doing pretty well though!


- Household Debt Ratios.  

HH’s debt ratios still looking like they have returned to a normal range.  But note that this is with near zero interest rates – It is also constrained by continued unwillingness of banks to loan


- Inflation 

The prediction made every year since 2008 continues to be a good one:   Inflation is not a problem.  With demand flat or down, so are prices.  Don’t expect a resurgence of inflation until the economy recovers strongly
- 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 not only kept short rates as low as possible but has promised to keep them that way for a long time


- The direct stimulative effect of low interest rates can’t be improved on once rates get to zero.  What CAN happen is that Bernanke can try to raise inflationary expectations to get more cash off the sidelines and into the game

B.  Fiscal Policy


- Still a very large deficit but trending down
IV.  Obama’s Reelection and What it Means
A.
He has proposed overall deficit reduction (read contraction) with a small short run stimulus

B.  Oh For God’s Sake …….
-  The fiscal cliff!!!!!!    Really more of a slope
- Taxes more of a hit than spending cuts

- Turning tax hikes into tax cuts or “Do they really think we are that stupid?”


C.  Return of the debt ceiling brinksmanship
-  A very bad way to run a country

-  Need to call this bluff and soon

D. European Outlook Still Key
-  Greece could slip into revolution or anarchy if they keep this up.  Most recent deal imposes yet 
more austerity to get them past the German election campaign.  Was there ever a more 
obvious sign that what they are doing to the Greeks is less about Greece than about the 
rest of the EU?
-  Spain is now in Great Depression conditions.  Millions out of work.  Starvation a real concern 
for many.  What sort of government will get elected in these conditions?
-  Italy has staved off the worst but at the cost of Berlusconi’s return.  Not just a convicted felon, 
but the conviction was less than two months ago!

-  Even those liberal maniacs in the IMF now think that austerity is a bad idea.  The message has 
yet to get through to European politicians (or many of our own for that matter)
V.  Where are We Going Now?   Continued Slow Growth with 
Vulnerability to Shocks
-  We still have a debt overhang and a credit crunch.  We should continue to pull out of this unless there is a debt crisis in Europe.  That would be contagious and could be a major disaster

- Predictions!

GDP -  Continued slow growth of around 1-2% unless there is a major negative shock


Unemployment –  Will reflect what GDP does.  Continued excruciatingly slow drift downwards if no crisis occurs.  Could be in the area of 7% a year from now but would remain where it is or even drift up if a large fiscal retrenchment occurs

Inflation – No need to worry.  It will continue to be low


Interest Rates -  Near zero until this time next year


Fiscal Policy – The big question mark.  If wrongheaded short run austerity succeeds in ruling the minds of policymakers in Washington as well as Europe then look for a slowdown in growth.  Hard to see the political will to enact another stimulus though that would solve our problems in short order.


Real Estate -  At last we have seen the bottom and if we avoid major shocks then we should see continued slow improvement

Europe – I pick 2013 as the year matters come to a head in Greece.  I have to predict that they will not permit Spain or others to tip over the edge because to do otherwise is unimaginable given that they do indeed have the tools to prevent it.  But we are talking about politicians ……...





