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0.  As Usual, I Have to Remind Us All that I Can’t Really Predict Anything
As ever, forecasts work well when current trends continue, they work poorly to predict turning pts. (When you most want accuracy)  
I.  How is My Crystal Ball This Year?

At the end of last year I predicted 3% growth this year, but higher at the beginning and lower at the end.   It has turned out exactly that way.  Between 5 and 6% for the first quarter and around 2 in the third.  I also warned about a yield curve inversion which did in fact happen though not by much – and we do appear to be slowing down.  Last year I also had to issue a mea culpa for predicting the exchange rate wrong – I had thought the dollar would drop against the euro by a year ago and it didn’t.  At that time my only defense was that I was in good company in my error.  I also swore off predicting exchange rates though I did say that with the euro between 1.15 and 1.20 it was probably a good buy.  I was right about that as it is now trading more or less between 1.30 and 1.35.  Could it still be a good buy?  Sure, but don’t bet the rent. (though I have bet some of mine)
My best call last year was that the housing market was about as high as it could go.  Seems I was right about that – more below

II.  The Past Year


A.We are probably at the end of the expansion that started in November 2001.  
In fact, it may already have ended.  Certainly the growth rate has convincingly slowed down over this year. 


B.   Business cycle evidence

- Employment - The Unemployment rate has gone from 6.4% at the trough to around 4.6% now  
The unemployment rate is down to 4.6% from 6.4, but this leaves out all of the discouraged workers.  The number of workers compared to the overall population remains low - and wages are essentially flat - workers are not sharing in the expansion

- Industrial Production –  down in Sept; slightly up Oct.


- Wholesale/Retail Sales -

The overall wage bill is still pretty flat.  Consumers keep right on spending.  



- Personal Income - 
The trend from last year continues - The overall wage bill is stagnant compared to what we would expect with 3.% GDP growth, meaning that consumers wouldn’t  have a lot more money to spend if it weren’t for the increase in housing prices and consumer willingness to borrow on this value.  Virtually all of the increase in income we have seen in the aggregate statistics has gone to profits and not wages.  This dampens the multiplier effects we can hope for.  Personal savings were at an all time low of 0.2%.  They actually went NEGATIVE over the past summer.  This, obviously, is not something we can rely on to continue being our engine of growth esp. with housing prices declining


- Debt Service  Financial Obligation Ratios still climbing.  

Any rise in long interest rates is going to be painful, but if we are near peak of cycle this may not happen


- Inflation - 

Last year I predicted it would remain low - and I was right.  Now the obvious danger is still oil prices.  They have dropped but are going to stay substantially higher than they used to be -  There remains a risk of an increase from unforeseen events but barring that they may actually go down or at least stay down for a while
- caveat – Middle East politics and wars are always a wild card

III.  Current Policy Stance

A.   Bernanke has continued raising rates – now pausing ….


- What the next moves be?
Depends on whether next moves are toward further slowing – If we slow down sharply there will definitely be a decrease.  If we stay as we are then who knows?

B.  Fiscal Policy


- Short term outlook



-Some improvement from last year. now est $260 bn



- Long run budget estimates still awful


IV.  From Spend and Borrow to Gridlock?
A.
Congress vs. the  President


- Bush will ignore Congress to the extent possible (even beyond) but the days of the kind of unchecked pork barrel spending we have seen for the past 4 years are numbered.  Likeliest scenario – just let the tax cuts expire.  This will mean continuing short run deficits but a better long run picture.  If we are lucky, the expiration of the tax cuts will coincide with the “right” phase of the business cycle.  The markets seem to like the idea of a Dem takeover – they hit record highs as it became clear that the Dems would do well in the election

B. We need the foreigners to fund our deficits more than ever


- The deficits are still huge and consumers are even more overextended 


- China has ridiculously high reserves.  Cant grow at 10% forever but no 




particular reason to see an end within the next year



- Exchange rate dropping – sign of decreasing confidence in US?


C.  Tax reform?
Probably we wont see ANY kind of reform or anything that requires agreement between the parties unless it passes by a veto-proof margin
V.  Where are We Going Now?


A.  At or near a peak in the cycle


- Clear signs of slowing down

B.
Housing market clearly coming back down
That was the engine of growth – If prices decline there will be an end to ever rising raids on home equity to fund spending
See the evidence on bubble deflating at least on the coasts.


C.  Consumer Savings and Spending

They are overextended and the mortgage equity raid is slowing down now


Mixed numbers from November retail sales


D.  P/E numbers 

They are  now in a reasonable historical range.  Could go either way but the scope for the bottom falling out is much less than it was when they were way high a couple of years ago.  I no longer feel as much like Wile E. Coyote


- Will Business Investment Grow More?



- Capacity Utilization – Around 82



- Neither way high nor way low



- Still, the latest business investment data is good



- Will the Foreigners Help Us Out?




-No help from Europe




- East Asia will slow down eventually but no reason to see an end now

V.   Opinions

A.  Growth 
I will go out on a limb and say we have seen the peak of the business cycle and are starting on a downswing.  Look for 2 % growth – lower if there are negative shocks.


B.  Inflation


CPI

Under control – for now.  Continuation of trend of around 3% likely 


Stocks

S & P P/E now in the high teens.  Closer to historical levels than previously.  Seem to have worked out the bubble of the 90's.  Depends on the Fed and on what the business cycle does


Housing Prices
Will be a dampening effect since prices are declining.  






