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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.  The Good News IS the Bad News
 (for my predictions, anyway)
My pessimism was correct – That’s the good news – Everything that happened is the bad news
Overall I was exactly right to worry that the housing market would blossom into something extremely ugly and create a general credit crisis that would put us clearly into a recession.  As for the details of this:

Growth – Prediction a year ago “growth in the 1-2% range at best, lower if the credit crunch gets truly ugly”.  
It looked like my prediction was spot on in the first quarter with growth not even getting to 1% but quarter 2 was a bit better with growth between 2 and 3%.  Preliminary reports on the 3rd quarter look pretty bad again with growth coming in at a negative 0.5%   That means that the first three quarters are pretty much what I predicted with the growth rate a bit over 1% in annual terms.  The 4th quarter looks like it will be substantially worse, even terrible, with predictions for the worst Christmas sales season in memory.  So the second part of my prediction “Lower if the credit crunch gets truly ugly”  will be borne out – the crunch is ugly and growth will be lower than 1-2%.
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 steadily lowering rates to the current 1% (and even this is merely notional since the actual overnight rate is lower than that while the yield last week on 3 month Treasuries was 0.005%  (aka zero).

Inflation – Prediction was for “around 5%”.  This looked good until gas prices spiked in the spring and summer with inflation looking like it would go way higher than I thought.  It then went way back down as gas prices collapsed so I might not be drastically off base by the end of the year though that is just dumb luck since it happened for reasons other than those I talked about.  The strengthening exchange rate helped (and will help) keep inflation down going forward.
Exchange Rate – I got  my exchange rate prediction right last year but wasn’t as good this year.  While I did say I wasn’t sure my weak dollar prediction was still valid for another year, I talked about the dangers of a weakening dollar if Bernanke had to cut interest rates due to the credit crisis.  As it happened, Bernanke did just that but the dollar strengthened instead of weakening as investors worldwide flooded into Treasuries as a flight to quality when stock markets tanked.  Its weakest point was about 1.60 to the euro and it is now in the vicinity of 1.25.
Federal Deficit – I predicted more huge deficits with the size depending on GDP growth.  Boy was I right about that.  We are heading for a deficit on the order of half a trillion this year and you ain’t seen nothin’ yet.
Housing – Last year I said “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”.  How right that was.  My extreme pessimism about housing was if anything too optimistic as the housing market has melted down spectacularly.  Any time you hear someone say “Nobody could have predicted ….. “  you can say, well, actually, somebody did.
A few weeks ago it was reported that 7% of all loans outstanding on 1-4 unit dwellings were delinquent,  while and additional 3% were in foreclosure.  That means 10% of all residential mortgages have either gone bad or are headed that way.  Prime loans had a delinquency rate of 4.3% - this is NOT just a sub-prime problem
II.  Business cycle indicators of where we are now
- Employment - The Unemployment rate has gone from around 4.7%  a year ago to  6.7% now
This is still not disastrous by historical standards but broader measures of unemployment which include discouraged workers and unemployed workers show that the picture is worse than that, with more than 10% of the labor force out of work or less than fully employed.  The outlook is dismal with retailers hiring a third fewer workers for the Christmas season, according to surveys of hiring managers, and mass layoffs being reported almost daily.
- Industrial Production –  
The slowdown is here. Industrial production is now down 4% compared to a year ago.  ISM index is at about 39 – Well into recession territory.


- Wholesale/Retail Sales -

Consumers have finally woken up to the fact that things arent going well.  Retail sales are way down and purchases of consumer durables are even worse.  Cars arent selling and large retailers like Best Buy are saying things like “There is a seismic shift” in consumer sentiment.  Consumer sentiment indicators are at the lowest levels ever recorded.  Black Friday sales up 3% but that is in nominal terms – in real terms they are pretty flat.  Cyber Monday sales are down 2%


- Personal Income - 
Stagnating as unemployment grows


- Household debt Ratios.  

Have stopped climbing, at least for those who are still employed.  You would have a tough time getting a loan even if you wanted to go into debt right now (which would be insane, in my view)


- Inflation - 

Inflation is not a problem.  With demand flat or down, so are prices.  The collapse in oil prices helps.
- 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 agressively ….


- But he is out of bullets.  Sure, he might try one more rate cut but it wont really matter because  3 month T bills were yielding 0.005% last week.  That’s effectively zero.

B.  Fiscal Policy


- Short term outlook



It depends on what stimulus packages are passed but it is safe to say we are going to (and ought to) set new records. (though not in terms of % of GDP


- Long run budget estimates still awful but now is not the time to worry about that


IV.  The Election is Over and the Dems are In
A.
How to Deal With the Current Situation – textbook Keynesian conditions


- STIMULUS – A big one.  And that means we need to ignore reflexive budget balancing tendencies or rhetoric.  Now is not the time to balance the budget.

- A note on size – In the Great Depression, FDR was timid.  He even tried to balance the budget again in 1937 and undid much of the progress.  It wasn’t until WW2 and deficits on the order of 20% of GDP that we really came out of the Depression.  While that kind of size may be more than is needed, it is far far far better to err on the side of too much rather than too little.
Note that the Chinese announced a stimulus a month ago that amounted to just about 20% of their GDP (because 9% growth is too low for them!)



-  What kind of stimulus?  We need it SOON and we need it to be SPENT


- This means that we need to put money in the hands of people who will spend it right away.  Candidates are 




- extension of unemployment compensation




- aid to state governments




- immediately disbursable government projects


- If we can channel it to uses which are productive, so much the better.  That is why we have seen suggestions for support to already existing infrastructure projects.  These projects are very labor intensive and also productive.  If they can be done immediately then they are good candidates.



-  How NOT to do the stimulus



- DON’T do it piecemeal.  We want shock and awe, not to dissipate the 




effect



- DON’T do it via tax cuts.  Politicians have a knee jerk tendency to do 




this but there are three problems with it:  First, the people who 




really NEED the money arent the ones who are still paying taxes.  




Second, I don’t know about you but if they give ME a tax cut right 




now, I am going to save it and not spend it.  Third, we are going to 




need higher taxes in the future, so lets not make that any harder 




than we need to.  Which brings us to:



- DON’T make it via permanent cuts or programs.  The stimulus needs to 




be clearly seen as temporary and not something that adds to our 




fiscal mess as far as the eye can see.


B.  The Danger of Hooverism


- Herbert Hoover spent 3 years after October 1929 trying to balance the budget



- Many Congressmen and commentators can’t wrap their minds around what it 



means to have a stimulus



- In a nutshell, it means LOTS of red ink ON PURPOSE.  




We do NOT want PAYGO




We do NOT want to raise taxes to pay for our spending




We DO want to push money out the door as productively as possible, and 




since tax cuts may not be spent that means that the government 




will have to do the spending directly

C. We still need the foreigners to fund our deficits 


- We need to hope that they will be OK with large short term deficits


- We need badly to convince them (and to follow through) that we will get our 



fiscal house in order AFTER we pull out of the recession


- We are aided by the flight to quality.  We are also aided by zero interest rates 



When the crisis passes, so will this “free pass” for our debt


-  Chinese likely to keep buying our paper.  OPEC probably not (oil prices down)


C.  Tax reform?
Please Please Please stop talking about cutting taxes right now.  We have bigger fish to fry.  We also don’t want to cause bigger long run structural problems in the future.  We are going to need to find new revenue at some point and shouldn’t make that chore any harder than it already looks like it will be.
V.  Is this like the Great Depression or like 1982?

A.  Lots of Comparisons to 1982  and 1932 – Are they valid?


-  Yes, it is like 1982 in that this is a very sharp recession that the government is 



doing all it can to combat.



-  In 1982 we did it via sharp cuts in interest rates and sharp increases in deficits 



as the Reagan tax cuts were enacted



-  No, in that this time we already have used up our monetary policy bullets.  In 



addition, we are starting from a position of big structural deficits – this 



wasn’t the case in 1982



- Therein lies the analogy to 1932. Interest rates were already down and the only 



weapon left was government spending.  Not tax cuts back then since they 



werent so high to begin with, but actual government spending programs to 


put people to work in what were hoped to be productive projects.  Not tax 



cuts now because people are likely to simply save the money.

B.  How Long Will it Last?


- Longer than 1982 because we have more limited means to address the problem



- Shorter than the Great Depression because we already know what to do and are 



doing it.



- Still looking for a bottom in housing.  Have to even see the meltdown in 




commercial real estate still to come (but beginning right now)

C.
Housing market looking very very sick
We need to see a bottom to the housing market before this turns around.  Remember this was triggered by the meltdown in the housing market and wont really stabilize until real estate does.  That means that we still have a way to go.  Housing prices have dropped drastically but ratios to income and to other prices are still out of whack by historical standards.  Inventory is still high also.  Commercial real estate just now starting to go down. 
Need to bear in mind that the issue isnt how to re-inflate the housing bubble – That is a fool’s errand and we neither can nor should try to jack up house prices.  The issue is how to deal with debt that is greater than the value of the underlying assets.

D.  Consumer Savings and Spending

They are overextended and there is nowhere to finance renewed spending.  Consumers 

wont be the engine of growth

Awful retail sales numbers in this quarter.

E.  P/E numbers 

Did you notice the stock market went down?  I am tempted to say it is now in a range where the P/E numbers are in the historical range (25 when high, 10 when low, and in the mid-teens on average).  But the fact is we don’t have a clue what earnings are going to do.  And that is why there is such volatility.  Nobody knows what the “right” level is.  What to do?  I wouldn’t cash out at this level.  Nor do I think it is time to jump on the train because it is leaving you behind.  I am glad I sold last summer and am just sitting tight right now. But I have no clue.

F.  What Will Business Investment Do?



- Nothing until the economy is clearly stabilized



- Especially since they cant get loans and stocks are so cheap


G.   Will the Foreigners Help Us Out?



-No – Though oil prices will stay low as long as the economy is bad
V.   Opinions

A.  Growth 
2009 is going to be a bad year.  If growth is positive it would be a good thing.  I will predict no growth at all if things go well.  Center of the forecast range is negative 1-2% growth.  Worse if things go badly.

B.  Unemployment
Look for it to keep going up in the near term.  8-9% could happen easily some time next year.  10% is possible if things don’t go well

C.  Inflation


CPI

Prices arent going anywhere.  There is no demand, oil is low, and the exchange rate is high.  We could even see deflation which would be very dangerous.


Stocks

Get out  your dart board.  But expect continued volatility.  Stocks are also likely to pick up much sooner than real variables such as unemployment, but we wont really be sure of what we are seeing until much later due to the volatility

D.  Exchange Rate
Now in the mid 1.20’s.  Wont go up much more.  Will stay there as long as people are nervous.  Could go back down a bit, but the only place interest rates can now go is up so that fact will eventually put a floor under the dollar.





