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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 a simple extrapolation of what we had seen in the previous year at that time – a continued slow recovery from the ongoing recession, with big potential risks from the ongoing European economic woes.  
I also committed a major forecasting no-no by claiming that Greece would suffer a major meltdown, either leaving the euro or otherwise imploding.  It didn’t, so there is no way I can give myself an A this year – The best I can do is an A- !!

One year ago my predictions were:
Growth:  “Continued slow growth of around 1-2% unless there is a major negative shock”

Looks good! for the last quarter of 2012 came in at 0.1 and the first quarter of 2013 at 1.1%.  Then second and third came in at 2.5% and 2.8% - That last figure will be revised a bit but I should still be OK at a number somewhere between 1 and 2.

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”

Again, it looks good!  No major fiscal retrenchment though the sequester and debt ceiling nonsense didn’t help.  UE dropped to 7.0% as of last Friday.
Inflation:  “No need to worry.  It will continue to be low”

Spot on.  CPI is up between 1 and 2% depending which measure you use.  Well below what we imagine the Fed’s target to be (2%)

Interest Rates – “Near zero until this time next year”
Again, spot on.  Though long rates have come up some they are still very low and the Fed controlled rates remain near zero in spite of occasional chatter about “tapering”
Fiscal Policy – “The big question mark”
Last year I was worried that a major fiscal retrenchment could result from debt obsession – It hasn’t happened but the sequester and continued gridlock in Congress has led to a continuing mildly contractionary stance.  In my defense, this isn’t an economic prediction – it’s a political one but necessary nevertheless to an economic projection

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

Again, spot on.  The major indexes have turned around.  It still isn’t a pretty picture but at least it is slowly improving instead of deteriorating 
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…“
Wrong.  As my leading candidate for major shocks, Europe remains important.  But my estimate of the willingness of Greeks to tolerate Great Depression levels of unemployment into the foreseeable future without any corresponding improvement in debt was wrong.  They are still going for austerity and the Germans remain as intransigent as ever.  (In my defense, this is another political prediction, not an economic one)
Overall, I think I did pretty well this past year – I was wrong about Greece and Europe but right about everything else.  SO  -  I give myself an A -  !!!!
II.  Business cycle indicators of where we are now
- Employment – Now at around 7.0% after drifting down from 7.8% a year ago
Still a very slow recovery – Even worse when you consider that most of the improvement is from people leaving the labor force rather than a big increase in jobs  
- Industrial Production and Capacity Utilization 
Now just about back to our 2007 peak.  The slow progress mirrors that for unemployment – but lets remember we now have more people so the previous peak is lower than we want to see
Capacity utilization  now around 78 was in the 60’s at the worst.  Slowly approaching 80


- Wholesale/Retail Sales -

Retail sales are up 3.9% since a year ago – Looks good!


- Personal Income - 
Continued growth around 2% - Means households have started borrowing again


- Household Debt Ratios.  

HH’s debt ratios seem to have stabilized at relatively “normal” levels.  But as with last year’s report note that this is with near zero interest rates – It is also constrained by continued unwillingness of banks to loan – Still, the ratios are now at a level where we can imagine a healthy growth in consumer spending


- 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.  (When WILL those economists who predicted inflation from the Fed’s policies admit they were wrong?  Now 5 years and counting.)
III.  Current Policy Stance

A.   Bernanke has  kept short rates low though there has been talk of “tapering”


- Once short rates are zero there is nowhere for them to go to stimulate more


- Long rates can be affected by Fed “unconventional” programs.  Excessive tea 


leaf reading lead some to imagine this would soon be over.  Still going on though


B.  Janet Yellen as new Fed Chief


- A great pick – We should all applaud when competent people get picked



- Policy will be as unchanged as it could possibly be

C.  Fiscal Policy


- Slowly becoming more contractionary as stimulus peters out.  But state level 


retrenchment likely over now and we can at least hope that in an election year the 


lunatic fringe elements in Congress will avoid grandstanding showdowns 



(sequesters, debt ceiling paralysis, or whatever)
IV.  An End to Debt and Deficit Obsession?
A.  Yet more debt ceiling brinksmanship?


- Is there anyone left who can’t see how completely insane this is?


- Let’s use a meat axe approach (a.k.a. sequester, or a.k.a. debt ceiling) to tailor our fiscal policies


- I am guessing that the congressional crazy caucus won’t engage in more open paralysis and games of chicken in an election year but that is only a guess.  We are not talking about people who see the same reality I do

B.
The Collapse of the Intellectual Case for Debt Hysteria

- Reinhardt/Rogoff  debunked


- The IMF – yes, the IMF – continue to be fiscal doves

C. Policy Options to Increase Demand  

Raise the Minimum Wage

- It’s way lower than it has been in real terms


- Food stamps to half of the retail sales force?  Why should we subsidize corporate profits with tax dollars?  

- Economic evidence – Some jobs can’t be outsourced.


Borrow at zero percent to rebuild infrastructure

-  We have to do it sooner or later


-  It’s foolish to wait until interest rates rise to do it


Aid to state governments
-Hire teachers and cops

- Money for poverty programs and unemployment



-They will always spend every penny

Longer term:  Increase Social Security

-  Eliminating the cap on SS taxable income would fully fund it


- It would put money in the hands of those who really need it


- 401k experiment hasn’t worked
V. Where are We Going Now?


A. A New Stock Bubble?


B.  Continued Vulnerability to Shocks



- Monetary policy won’t change



- Fiscal policy continues to be a playground for crazies


- Europe still a wild card

C. European Outlook Still the Biggest Unknown


- I was wrong that Greece would have had enough by now but that doesn’t mean 



they are out of the woods – They aren’t 



- Spain looks just as bad



-  Their poor performance is a drag on us all even if they don’t melt down



-  The perils of a global contractionary policy environment

D. But US Is Looking Better 



- Household debt lower



- Consumer sentiment still heading up



- Consumer spending continues to grow



- State and local layoffs probably in the past



- Steady monetary policy and (we can hope) an absence of fiscal craziness
V.  Predictions for Next Year – A Switch to Optimism!
The debt overhang is mostly past and the housing market has come off its bottom.  Barring unforeseen shocks, we should have better growth next year than the past year.  Not as quick as we could have with better fiscal policy but still, better than the past several years.

GDP -  3%.  A bit more if fiscal policy stops contracting or a bit less if Europe has a 


serious crisis

Unemployment –  If GDP recovers as above, we should see unemployment down in the 




mid 6% range by next year

Inflation – Not a worry.  Even 6% unemployment isn’t enough to spark inflation

Interest Rates -  Near zero until this time next year though long rates may creep up

Fiscal Policy – Always the big uncertainty.  Congress doesn’t inspire confidence do 


they?  But I think the negative political fallout from the sequester/debt ceiling 


crises will inspire most in Washington to avoid showdowns like that in an election 

year.  That means to expect moderate growth in spending.

Real Estate -  Continued improvement to be expected in the residential market with 


commercial real estate to start following by the end of the year

Europe – No hope for relief as their political establishment remains wedded to austerity





