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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 doubled down on  a major forecasting no-no by claiming that THIS would be the year Greece would finally melt down enough to cause serious disruption in the euro area.  It didn’t cooperate with my prediction the previous year so I gave myself an extension (and also marked myself down to an A-)  - In my own defense, this is more of a political than an economic prediction – but I got it wrong so I couldn’t get as high a grade.
One year ago my predictions were:
Growth:  “3%.  A bit more if fiscal policy stops contracting or a bit less if Europe has a 


serious crisis”

Last quarter of 2013 was positive 2.6%  First quarter was negative 2.1.  Then positive 4.6 in second quarter.  Advance estimate for 3rd quarter is 3.5% .  Generally not too bad an estimate
Unemployment:  “… we should see unemployment down in the mid 6% range by next year”

I was too pessimistic!  Unemployment is below 6%!  But I am happy I got the direction right and also happy (from the point of view of making a correct prediction) that if you look at the broader employment figures the labor market has more slack in it than a 5.8% UE rate might suggest.  U6 of 11.8 still kind of high
Inflation:  “Not a worry.  Even 6% unemployment isn’t enough to spark inflation”

Spot on.  COLA just came out a couple of weeks ago at 1.7%.  And I will note that all those market monetarists, CNBC types, and people who write opinions in magazines read on Wall St. have been wrong for a 5th straight year!  They are immune to data!  In Bayesian terms, their priors are so strong that even half a decade of data totally 180 degrees away from their predictions isn’t enough to make them doubt themselves for a second!
Interest Rates – “Near zero until this time next year though long rates may creep up”
Again, spot on for short rates.  Longer rates have drifted up a bit but not too much as growth prospects in Europe and here have looked rather uninspiring and inflation expectations have dropped even more.  It seems that those who thought long rates were low only because of QE have been proved wrong!   Fed controlled short rates remain near zero.
Fiscal Policy – “expect moderate growth in spending”
Federal deficit has shrunk!  But it is still a deficit and my prediction was correct.  It did grow a bit.  In my defense, this isn’t an economic prediction – it’s another political one but necessary nevertheless to an economic projection

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


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

Again, spot on.  The major indexes have turned around.  It still isn’t what you would call a boom but it is improving 
Europe – “No hope for relief as their political establishment remains wedded to austerity“
It turned out to be France that stood up to the Germans and not the Greeks.  
Overall, I think I did pretty well this past year – I was wrong about Greece but right that things were going to come to a head in Europe and was mostly right about everything else.  SO  -  I give myself another A -  The second in a row!!!!
II.  Business cycle indicators of where we are now
- Employment – Now at around 5.8% after drifting down from 7.0% a year ago
Still a  slow recovery – Even worse when you consider that a big share of the improvement is still from people leaving the labor force rather than a big increase in jobs  
- Industrial Production and Capacity Utilization 

-
Continued strong growth.  Now well above previous 2007 peak which we reached again last year

- Capacity Utilization 79.3 .  (78 a year ago)  Getting oh so gradually to point where investment might really happen (80)



- Wholesale/Retail Sales -

Retail sales continue to grow – up around 4% from a year ago


- Personal Income – 

Trend of so-so growth continues.  Around 2%/yr give or take


- Household Debt Ratios.  

Lower but flattening out.  Just about done working off debt.  Worth repeating the caveat – this is with very low interest rates.  This could go the wrong way fast if interest rates go up


- Inflation 

The prediction made every year since 2008 continues to be a good one:   Inflation is not a problem.  With demand flat or down, and the economy stuck in a liquidity trap with interest rates pegged at zero, so is price inflation.  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.   Yellen has  kept short rates low though there has been an end announced for QE


- I was never as impressed with the benefits of QE as some were since I always thought it was pushing on a string.  It never did stimulate much investment.  Doesn’t seem to have affected inflationary expectations much either.  On the other hand it didn’t do any harm and did take some paper off the books of shaky banks


- Look for the first interest rate increases midway through next year if things continue as expected.  Still 1% or lower by this time next year though


B.  Janet Yellen as new Fed Chief – Steady as she goes


- I still like her – A good and extremely competent person for this job

C.  Fiscal Policy


- Slowly becoming more contractionary as spending continues relatively flat but 



the population and economy grow  
IV.  The Midterm Election Results ……
A.  Yet more debt ceiling and/or budget brinksmanship?


- Lets hope they try to get something done instead of stopping things from getting 



done
B.  The Economy Depends on Politics

- We need a fiscal stimulus


- We need some inflation or at least to avoid DE-flation
C.  I have to repeat last year’s advice because they didn’t take it 


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.  Europe and China are Question Marks (also a lesson to us all)

A.  Europe is a good example of what the scientists call a “Negative Control”



- They are in a more fragile state than we would like



- Triple dip?



- Danger for the currency union?


B.  China’s underground economy includes an underground financial system



- Was there ever an unregulated financial system that didn’t sometimes crash?



- How far will it spread?  Fewer direct links to us than Europe has
VI. 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
FRANCE!!!!!!!!!


- 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 Continues to Show Positive Growth 



- Household debt still drifting down


- Consumer sentiment still heading up



- Consumer spending continues to grow



- Steady monetary policy but fiscal policy a question mark
V.  Predictions for Next Year !
The US continues to be the brightest spot in the world economic outlook.  But we need to reduce the drag caused by fiscal policy while avoiding a premature tightening of monetary policy

GDP -  Another year of 3%.  Biggest caveats are overseas

Unemployment –  5-5.5%

Inflation – Not a worry.  Fed has all the tools it needs to combat any inflation (but there isn’t even a shred of evidence of it at this point.)

Interest Rates -  1% or less (probably less) this time next year though long rates may creep up.  They “should” only raise rates if there starts to be excessive wage inflation

Fiscal Policy – Always the big uncertainty.  Lets hope for a bit of willingness to spend since we need it and it isn’t an election year.  But insanity is always  close to the surface in DC

Europe – No hope for relief as their political establishment remains wedded to austerity – They are fortunate Mario Draghi is in charge of the ECB.  He will try to save them from themselves





