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Points to Remember
. GDP growth = 3.0% in 2012.

. The housing sector will turn sharply higher in 2012.

. Jobs growth will accelerate to 225-250 thousand per
month.

. Unemployment rate will end 2012 at 7.6%.
. Inflation will hover round the 2.0% mark.

. Europe will probably not derail the expansion.

. The budget deficit & debt remain long-run obstacles.

GDP Components

Investment
15%

Trade /. Consumption

10.0% .

Government
15.0%

2/13/2012

Points to Remember
1. GDP growth = 3.0% in 2012.

2. The housing sector will turn sharply higher in 2012.

3. Jobs growth will accelerate to 225-250 thousand per
month.

4. Unemployment rate will end 2012 at 7.6%.
5. Inflation will hover round the 2.0% mark.

6. Europe will probably not derail the expansion.
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S&P 500

The S&P declined sharply last year, but it has
been climbing steadily and is near its high

or the cycle.
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Consumption Spending (%)

Consumer Sentiment

900

nsumer sentiment plunged during the
Recession summer as fears of a recession mounted.

It has since rebounded.
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While consumers said they were worried,
it did not affect their pace of spending.
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Corporate Profits with IVA and CC

Corporate America has been making
record profits.
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Backlog of Orders ($ Million)

The backlog of orders has been
steadily increasing since
January 2010.
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Corporate Cash ($ billions)
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That money earns less than 1.0%.

It will get spent.
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For this forecast to be correct two things must
happen:

1. The housing sector must turn upwards.

2. We need to create many more jobs.
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Case Shiller Home Price Index

Home prices have fallen 30%.

Many homeowners owe more than
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30-year Mortgage Rate

A 30% drop in home prices

combined with record low 4.0%
mortgage rates makes housing

very affordable.
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In response to all this, home buyers
have stopped looking and are
actually taking the plunge.
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Homebuilder Confidence

Sensing this shortage, homebuilders today
are more confident than they have been

\ at any time in the past five years.
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Housing Starts

And they are doing something about
it. Builders have been steadily

increasing production since
mid-summer.
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What about Jobs??

Construction Employment

over almost six years, construction jobs have finally
begun to turn upwards and currently average 15T per month.

If housing turns around, construction can easily I

generate 35-40 thousand jobs a month.
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. \ Housing Starts
The Census Bureau tells us that 1.3 million
new households are formed every year.
1700
\ Those households need a place to live.
1500 n B
We need to see housing starts increase to
1.3 million just to satisfy growth.
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The housing sector can easily double from where
itis today.
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State & Local Govt. Employment

During the recession as tax revenue declined,
state & local governments laid off thousands of
I teachers, police, and firemen.

We are still losing 15 thousand jobs per month. I

But as the economy improves, tax receipts
will rise, and these layoffs should soon end.
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The unemployment rate is particularly
;0% igh for blacks, teens, and those
lacking a high school education.
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These long-term unemployed workers
may become unemployable.
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If so, the full employment level may be
rising from 5.0% to 6.0% (or higher).
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Unemployment Rate

A
e The unemployment rate currently is
8.3%, and it should fall to 7.6% by yearend,
% but that is still way too high. v"
Furthermore, that 8.3% rate is not spread \
80 evenly amongst various sectors of the

population. \
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Average Duration of Unemployment

The unemployment rate has fallen 0.8% in 5 months,
butthe of y is the highestit
has been since the depression.

400

Long-term unemployed workers are having

43% have been without a job for more
than 6 months.

By Yearend 2012

1. GDP Growth =3.0% in 2012
2. Housing Sector Begins to Turn Upwards
3.  Monthly Job Gains Increase to 225-250 Thousand.

4. Unemployment Rate Falls to 7.6%.
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Economics. Explained.

All-in-all, not a bad year!
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Debt/GDP (%)

Greece ists believe a debt to GDP ratio

above 90% is a serious problem.

reece at as a huge problem.
Italy at 100% has a little problem.
i has virtually no

us:

Corporate Cash ($ billions)
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Corporate cash levels are also at a record high level.
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Higher cash levels at banks and corporations will
provide a buffer in the event of a problem in Europe.
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What about Europe?

Can it derail the U.S. economy?

0.0

Bank Leverage (Total Assets / Cash)

Not very likely!
300 | Priorto the recession banks were very highly leveraged. —

In the past three years their cash holdings have doubled,
25.0 whileloans ing have declined

This ratio of leverage is at a near record low level!
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What About Inflation?
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PCE Deflator
ao% | The Fed has a 2.0% target for the personal
consumption expenditures deflator.
Ex food & energy it is currently running at 1.8%.
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Once it hits the 80% mark, prices begin to climb.
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/ Commodities prices for everything other than \
energy -- food, metals and industrial materials --

have been dropping like a rock. 0o
They have fallen 15% in the past year. \ /
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Unemployment Rate

Because labor costs are two-thirds of a firm’s
overall cost, they are the mostimportant
% factor in determining the inflation rate.

With the unemployment rate so high
80 at 8.3%, competition

workers for available jobs will keep the

pressure off of wages.
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This year they have risen 8.0%.
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The Fed has flooded the banking system with / N
s1,400 | 916 trillion of surplus reserves.
s1200 At some point they will have to drain those reserves. /

It has a game plan, but will it work? /'\/K /
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If 2012 GDP Growth
Is Stronger Than Expected

Might the Fed Begin
to Tighten?

Fed Funds Rate

If the Fed does not begin to tighten
until late 2014 it will take until

the middle of 2016 for the funds |
rate to return to “neutral”.
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How Bad is the
Budget Deficit?

Debt Outstanding?

Federal Reserve’s Forecast

Longer

2012 2013 2014 Run
GDP
Federal Reserve 2.5% 3.0% 3.7% 2.5%
Unemployment Rate
Federal Reserve 8.4% 7.8% 7.2% 5.6%
PCE Inflation
Federal Reserve 17%  17% 1.8% 2.0%

Federal Reserve’s Forecast
Longer

2012 2013 2014 Run
GDP
Federal Reserve 2.5% 3.0% 3.7% 2.5%
NumberNomics 3.0% 3.5%
Unemployment Rate
Federal Reserve 8.4% 7.8% 7.2% 5.6%
NumberNomics 7.6% 7.0%
PCE Inflation
Federal Reserve 17%  1.7% 1.8% 2.0%

Things to Talk About

1. What are budget deficits?
2. How are budget deficits and debt related?
3. Is our debt really a problem?

4. How might we solve this problem?

2/13/2012
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Budget Deficit

Budget Surplus / Deficit s200
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FY 2011 h
Revenue $2.3 trillion 5400 |
Less: Expenses $3.6 trillion 00
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Budget Deficit $1.3 trillion
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cumulates over time.
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18.0% 3 0 < ey
a0.0% Social Security, Medicare, Medicaid
H [
Population Age 65+ (% GDP) / oo (% GDP)

35.0% As we age, more people receive Social Security. /

The basic reason why our budget outlook 14.0% ~ - -

N . . More people receive Medicare benefits.

deteriorates so quickly is because s

our populationis getting older. Medicaid payments go up-
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By 2035 38% will be 65+ years of age. 10.0% - ey will represent 16% o

25.0%
8.0%
20.0% 6.0% /
2.0%
15.0% /
/ 2.0% /

10.0% 0.0%

1950 1960 1970 1980 1990 2000 2010 2020 2030 2040 1950 1960 1970 1980 1990 2000 2010 2020 2030 2040
200.0% 200.0%
Debt / GDP Debt / GDP

180.0% | second, the baseline forecast assumes current laws remain 180.0%

in place for the entire forecast period. “Many analysts believe that the alternative
160.0% An “alt tive” fo 4 | timisti 160.0% scenario presents a more realistic picture

n “al erna‘;ve recast uses less optimistic of the nation’s underlying fiscal policy.” Alternative

1a0.0% | Fevenueand expense assumptions. 140.0%

Payroll taxes, y benefits, pay to i
120.0% 120.0%

In this case, debt/GDP climbs to 190% by 2035.
100.0% 100.0%

Danger Danger
80.0% 80.0%
2] Baseline 2] Baseline
7 o

60.0% Acceptable 60.0% Acceptable
40.0% 40.0%
20.0% 20.0%

8883888858833 2338858383 3885388338333 8 8883838858833 323885238 3338858333833 38

RSRRRRRRRARRRRRRRRRRRRRRRRRRRRRRRRRRRR SRRSRRRRRRRARRRRRRRRRRRRRRRRRRRRRRRRR

Greece

170.0%

suggest that the U.S. debt problem will
become worse than many of the
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130.0%

110.0%

Treland

90.0%

70.0%

50.0%

12



26.0%

25.0%

21.0%

20.0%

19.0%

17.0% 1

16.0%

Major Components of Government Spending
1960

Government Spending % GDP

Currently government spending is 24% of GDP,
well above its 20% average, and it stays high.

This reflects an implicit belief that government can

spendmoney more wisely

than private sector. v/\ R
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So What Have We Learned?

20.0%

19.0%

17.0%

14.0%

2/13/2012

Major Components of Government Spending
2010

Revenue % GDP

18%. They will climb to 21% as 2010 tax act expires at end of 2012.

Reduce child tax credit. Raise estate tax rate.

Raise income tax rate. A /
Reduce ion for AMT., /J \ f

I
N
While some want to increase taxes, \ /
this does not seem prudent. \/
Make provisions of 2010 tax act permanent.

So What Have We Learned?

1. Our likely budget deficits over the next 25 years are too big.
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Economics. Explained.

So What Have We Learned?

1. Our likely budget deficits over the next 25 years are too big.

2. As aresult, we just keep piling on debt.
We are simply pushing the problem off on our kids and grandkids.

3. To reduce our deficits and debt we will have to cut Do We Have the Courage to Do It?

transfer payments — Social Security, Medicare, Medicaid.

4. Focus on cutting expenditures.
The government sector has become entirely too big.

5. Keep revenues in line with their long term average.
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