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0.  Of Course 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.  But I Did Do a Fairly Good Job Pretending I Could

Not perfect but not bad either
Growth – Prediction was 2%.  It looked like my prediction was optimistic in the first quarter with growth not even getting to 1% but quarters 2 and 3 had me substantially wrong with growth between 3 and 4% with increases in government spending and improvements in the trade deficit figuring prominently.  The 4th quarter looks like it will be substantially worse but it would have to be downright awful for me to be on target.  So I was right to be a bit pessimistic but was a bit too much so, at least in the middle of the year.

Interest Rates – Prediction was for no more increases from the Fed and short rates to go down through the year.  This prediction was spot on with the Fed holding at 5 ¼% through mid summer and bringing the rate down to 4 1/4% now.

Inflation – Prediction was for 3%.  In actuality there were some very high months in the late winter and spring but it has been lower since and even negative in August.  Assuming things continue the last two months as they have in the past few I was probably a bit low but not drastically wrong.

Exchange Rate – I predicted further dollar declines, especially if the Chinese central bank got tired of buying our paper.  This is exactly what happened with the dollar dropping from around 1.33 to the Euro to about 1.44 or 1.45 amid rumors of Chinese portfolio shifts away from the dollar.
Federal Deficit – I predicted more huge deficits with the size depending on GDP growth.  Indeed, the deficit is huge (160 bn. is huge for the peak of the business cycle) though smaller than last year.  However, the long term outlook is still very very bad.

Housing – My prediction was that “You will wish you had already sold your house unless you want to stay in it for a long time to come”.  That has been borne out with a vengeance.  More below.

II.  Business cycle indicators of where we are now
- Employment - The Unemployment rate has gone from around 4.5%  a year ago to  4.7% now
This is still pretty low by historical standards and was even lower earlier in the year.  But looking at the chart it does seem clear that we have turned a cyclical corner and are in a phase of rising unemployment now.  It is still the case that  wages are essentially flat - workers have not shared in the expansion in the past year or even prior to that.
- Industrial Production –  
 Still no real sign of a slowdown – and in fact there are some encouraging signs in terms of exports – We should export more of this as dollar remains low but industrial production is still too small to be the engine of growth we want to see


- Wholesale/Retail Sales -

Most consumers don’t have any more money than before.  No convincing signs of slowdown in the data yet though there are hints of it.  And remember that gasoline and other fuel sales are included in retail sales so insofar as price increases in energy inflate sales numbers they arent indicating something positive.


- Personal Income - 
The trend from the last two years continues - The overall wage bill is stagnant compared to what we would expect with 3.% GDP growth, meaning that consumers don’t  have a lot more money to spend but nevertheless continue to borrow.  During the past year virtually all of the growth has gone to profits and not wages which explains why the stock market remains high by historical standards even though most workers say they are not better off.  Personal savings are still negligible, but with credit contracting we can expect some forced retrenchment in the coming yeatrs.


- Household debt Ratios still climbing?.  

As noted last year, a rise in long interest rates is painful for those exposed to it. Yield curve still pretty flat.  There is some recent signs of a turnaround in these ratios though


- Inflation - 

Last year I predicted it would be around 3% - As you can see in the chart I was off somewhat since there was a burst of inflation early in the year but it tapered off later on, even going negative in August.  Now the obvious danger is still oil prices.  They have dropped a bit but it is very telling that we smile when they go back below $90/bbl. 
- It is worth repeating an important caveat – Middle East politics and wars are always a wild card

III.  Current Policy Stance

A.   Bernanke has lowered rates  ….


- What the next moves be?
There is a real dilemma at the Fed.  If the credit crunch gets worse there is a powerful need to lower rates.  However, lowering rates still further will put still more pressure on an already sickly looking dollar.  There is no doubt in my mind that credit crunch considerations will outweigh exchange rate considerations but it is important to bear in mind that a weaker exchange rate will have consequences of its own.  More demand for exports and import competing goods (at least those we still produce) as well as inflationary pressure.  There is a lot of liquidity out there right now.

B.  Fiscal Policy


- Short term outlook



-More improvement from last year. now est $160 bn.  Next year worse again if there is any kind of recessionary trend


- Long run budget estimates still awful


IV.  Election Year Pause in Looking at Reality
A.
Congress vs. the  President


- Congress is in a deep freeze until after the next election with a now record number of filibusters as Republicans are fairly successful in keeping Democrats from passing what they want.  Sure, bills will get passed and debates will occur but it is safe to say nothing that is truly painful will happen.  And some serious pain is what we need if we are ever going to address the long term fiscal mess we are in.  Major contributors:

Medicare and Medicaid (NOT Social Security, contrary to what the popular press and many politicians would have you believe.)


The Iraq War – Cost estimated now at somewhere between $1 and $2 TRILLION. Climbing at a rate of 2-4 billion every week.


Interest on the debt – Debt is 9 trillion.  Interest adds up


Tax Cuts – Oh Please.  Open your eyes politicians.  Don’t you LIKE your own kids?  Give them a break.

Problem – Now is about the worst time (in terms of the business cycle) to raise taxes but we may well get that anyway since our fiscal mess is ever more pressing.


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


- The Current Account deficits are still huge and consumers are even more 



overextended  (Note chart is quarterly figures.  Multiply by 4 to get an 



idea of the size of the annual problem


- China has ridiculously high reserves.  Seems to be getting tired of our paper


- Exchange rate dropping – Rumors of Chinese aversion to more dollar assets

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.  Alternative Minimum Tax fixes seem to be the only thing that could possibly pass
V.  Where are We Going Now?


A.  We are entering a recession

B.
Housing market looking very very sick
Two years ago I said “Sell your house”.  Last year I said “You really ought to already have sold your house”.  This year I will say “Get used to the idea of staying in your house for a good while unless, that is, you owe a lot on it and are about to get a reset – In that case look for an apartment to rent”
Prices going down, 7% already.  How far can they go?  Even a 30% decline doesn’t take all of the air out of the bubble.  See chart – that much only gets us back to 2003 levels.

According to one analysis, at the end of last year 7% of all mortgage holders had negative equity while another 14% had less than 15% equity.  That means that 21% of all mortgage holders ($3 trillion worth) would have negative equity if prices fell by 15%.  Well, they are already at least half way to that point and likely to go further.  Indeed, if they go to 30% lower than their peak, we will have a total of around a third of mortgage holders with negative equity. 

Negative equity greatly increases the likelihood of foreclosure or just walking away.  (Why stay and pay a huge mortgage when you have zero or negative equity and can rent the same house for less money)  And the more foreclosed houses on the market the more the downward pressure on prices.  That foreclosures and price declines go hand in hand is shown graphically in the chart of Massachusetts home prices and foreclosures.

This ties in with our international problems in the following way – For the past decade we have been madly building, buying and selling houses while purchasing manufactures and other internationally traded goods from abroad.  We have been borrowing money from the Chinese and oil exporters to do this.  Now that these creditors are getting tired of our paper, resulting in a falling exchange rate, all of these goods are markedly more expensive.  Ultimately we will need to switch from house production (which cant be exported) to producing more of the stuff we now import or used to export.  This adjustment will be helped along by declining house prices and rising prices of traded goods.

The losers? Home owners and buyers of imported stuff. 

The winners?  Renters. Producers and sellers of exports or import substitutes – Farmers high on this list.

To do?  Add liquidity is certainly the first line of defense but that doesn’t ultimately solve the problem for those institutions which are in fact insolvent.  DON’T fix interest rates or prices or dictate portfolio composition as this will only slow down the adjustment.  Direct aid to citizens who are completely ruined may be in order but if institutions are broke they need to be allowed to go bust at least insofar as systemic stability isnt threatened.

C.  Consumer Savings and Spending

They are overextended and the mortgage equity raid is ending now


Mixed numbers from November retail sales


D.  P/E numbers 

I keep thinking that one of these days the guys down in Manhattan will start to look at WHY the Fed is lowering interest rates rather than just being happy they are doing it.  That is, when the Fed is lowering because we are in the middle of the biggest credit contraction since the 1930’s that is not necessarily a good sign for corporate profits or for stocks.  But still, the stock market doesn’t look ridiculously out of whack at the moment though the downward trend seems established for the moment.


- What Will Business Investment Do?



- Capacity Utilization – Still around 80-82



- Neither way high nor way low


- Will the Foreigners Help Us Out?




-No – Though exports will grow, the base is still too small to really pull us 


along any time soon
V.   Opinions

A.  Growth 
I am not happy.  Look for low even negative figures now and in the near future.  Lets hope the credit contraction proves short lived but it is hard to be optimistic about that.  I am guessing next year will see growth in the 1-2% range at best, lower if the credit crunch gets truly ugly.

B.  Inflation


CPI

Under control – for now.  Around 5% likely if dollar doesn’t tank significantly from where it is now – and if the economy really slows down so will prices


Stocks

S & P P/E now in the high teens.  Not wildly out of whack unless corporate profits take a dive in which case the P/E will start looking too high





