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No, our title does not refer to our 43™ president. Rather, it refers to the shape of an economic
scenario that is beginning to look to us as the most probable going forward. The current
economic environment is indeed bleak and there are precious few signs of a recovery. But we
believe that if the massive fiscal stimulus package being worked up in Congress is financed
largely by the banking system and the Federal Reserve, there is a good chance the economy
will begin to grow by the fourth quarter of this year and continue to do so throughout 2010.
And if we are correct on this, we also believe there is a good chance that the consumer price
index will be advancing at a fast enough pace by the second half of 2010 to induce the Federal
Reserve to become more aggressive in draining credit from the financial system. This could
set the stage for another recession commencing in 2012, or perhaps some time in 2011. So,
the shape of the path of economic activity we see over the next few years is not a “V”, a “U”,
oran “L”, buta “W” — down, up, down, up, all within four or five years.

As we mentioned, the current economic environment is bleak. As shown in the attached Table
1, we are forecasting that real GDP will contract at an annual rate of nearly 5% in both last
year’s fourth quarter and this year’s first quarter. Private domestic demand has collapsed —
spending for personal consumption, residential investment and business equipment. With the
U.S. recession having spread to the rest of the world, even demand for U.S. exports is now
contracting. Businesses are desperate to reduce their inventories. With Detroit, for all intents
and purposes, shut down for the month of January, business inventories will crater even more
in the first quarter. With office, retail mall and hotel vacancies rising and with credit to finance
commercial building all but dried up, the last domino to fall will be nonresidential
construction expenditures. Chart 1 shows the history of annual average percent changes in real
GDP and real personal consumption expenditures (PCE) from 1947 through 2007 along with
our forecasts for 2008 and 2009. As you can see, we are forecasting for 2009 the largest
percentage contractions in these two measures, minus 2.5% for real GDP and minus 2.0% for
real PCE, during this time span. So, no sugar coating — this recession is likely to be the most
severe in the post-WWII era.
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Chart 1
Real GDP and Real PCE
percentchange in annual average
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How will we know when we are going to pull out of this downward economic spiral? The
same way we knew we were going into it. That is, keep an eye on the index of Leading
Economic Indicators (LEI). Chart 2 shows that the LEI actually do tend to lead business cycle
turning points. When the three-month moving average of the LEI quits declining, this will be a
strong signal that a recovery is on the horizon. Right now, the LEI are not signaling that a
recovery is imminent. But we will make a bet with you. The behavior of the LEI will signal a
recovery before the consensus of economic forecasters does.

Chart 2
Index of Leading Economic Indicators
3-month moving average
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Although there are no signs that the economy has yet turned the corner toward recovery, there
are some indications that the interbank credit market is beginning to thaw. Chart 3 shows that
although the differential between the three-month Libor rate and the three-month Treasury bill
rate remains abnormally wide, indicating heightened perceived interbank credit risk, this
differential has narrowed considerably in recent weeks from its extremes. Chart 3 also shows
that discount borrowing by depository institutions from the Federal Reserve has fallen
significantly in recent weeks — from a record high of $112 billion in the week ended October
29 to a still-high $69 billion in the week ended January 14.

Chart 3
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Despite the modest thawing in the interbank loan market, the bank-to-private sector lending
market remains frozen. JP Morgan’s acquisition of Washington Mutual, a savings and loan, in
late 2008 caused commercial bank loans and leases to temporarily soar. But now that this one-
time event is over and accounted for in the data, commercial bank lending is once again falling
(see Chart 4). But news stories abound with speculation that the Obama administration is
preparing to quickly purchase or guarantee hundreds of billions of dollars (trillions of dollars?)
of toxic assets still on the books of banks in order to restart bank lending.
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Chart 4
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So, what is our rationale for a late-2009 economic recovery and a subsequent 2011 or 2012
slowdown/downturn? Massive federal spending funded by the Federal Reserve and the
banking system. The Obama administration and Congress are in the process of developing a
two-year fiscal stimulus package that at last, but likely not the final, count totals $825 billion.
This fiscal stimulus program will include all things to all people — traditional and non-
traditional infrastructure spending, aid to state and local governments, expansion of food
stamp and unemployment insurance programs, and tax cuts for households and businesses.
This massive federal spending and tax cut program will be financed by issuing additional
federal debt. Who is likely to purchase this debt? The Federal Reserve and the banking
system. Chart 5 shows that in the third quarter of last year, credit creation by the Federal
Reserve, the commercial banking system and the savings and loan system totaled $2.5 trillion
at an annual pace. Total borrowing by the U.S. nonfinancial sector — federal and state/local
governments, households and nonfinancial businesses — totaled $2.3 trillion. So, in essence,
the Fed and the banking system monetized the entire increase in debt by the nonfinancial
sector and then some. Chart 6 shows that it was the Federal Reserve doing the bulk of the
“heavy lifting” with respect to this credit creation. The Fed created $2.4 trillion of the total
$2.5 trillion credit created by the Fed, the banks and the S&Ls. If the stories are true about the
Obama administration’s plan to speed-up the government recapitalization of the banking
system, then the Fed will be able to throttle back in its credit creation as the banks increase
their share.
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Chart5
Credit Creation: Sum of Federal Reserve + Commercial Banks + S&Ls
SAAR, Bil.$
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Chart 6
Credit Creation: Sum of Federal Reserve + Commercial Banks + S&Ls
SAAR, Bil.$
Monetary Authority: Net Acquisition of Financial Assets
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The implication of the banking system and the Federal Reserve monetizing large proportions
of nonfinancial sector borrowing — government or private sector — is that the borrowers are
able to increase their spending without any other entity cutting back on its spending. Thus, in
terms of the GDP accounts, total spending in the economy increases. This is why we expect a
recovery in real GDP by the fourth quarter of this year.

If monetizing nonfinancial debt were costless, economically speaking, the Zimbabwean
economy would be the envy of the world. But, of course, there are economic costs.
Monetizing debt means printing money. And printing money ultimately leads to accelerating
prices — prices of goods, services and assets. As well intentioned as it may be, the government
does not use economic resources as efficiently as the private sector. This inefficiency from
government spending worsens the trade-off between aggregate demand and goods/services
price increases. And finally, with the Federal Reserve holding the price of credit below its
free-market equilibrium, malinvestment, as the Austrian economists say, occurs. That is, the
lower-than-equilibrium interest rate structure encourages investment projects that cannot
profitably be sustained when the interest rate structure ultimately must adjust upward. When
the interest rate structure finally does adjust upward, unprofitable investment projects are
abandoned and economic activity slumps.

If we are correct that a real GDP recovery commences by the fourth quarter of this year, then
we believe the Federal Reserve will cautiously begin slowing its credit creation in the first half
of 2010 — that is, the Fed will begin to slowly increase the federal funds rate. We then see
inflationary pressures intensifying in the second half of 2010 and the Fed reacting to this with
more aggressive hikes in the federal funds rate. This is what we believe will trigger the next
official recession, or at least, growth recession.

In conclusion, over much of 2009, the year-over-year change in the CPI is likely to be
negative. We advise investors not to extrapolate this “deflation” into 2010 and 2011. With the
massive monetization of debt that is likely to occur, increases in the CPI are expected to
resume. Keep in mind that from 1921 through 2008, the compound annualized growth in the
CPI has been 2.9%. Also keep in mind that after declining by 5.2% in 1933, the CPI increased
by 3.5% in 1934 despite significant apparent excess capacity in the economy as evidenced by
the fact that annual average real GDP did not re-attain its 1929 level until 1936 and that the
annual average unemployment rate did not fall below 20% until 1936. On last Friday, January
16, the yield on the constant maturity 10-year Treasury security closed at 2.36%. If we are
correct about our economic scenario for 2010, then Treasury bond yields are destined to move
higher later this year in anticipation of the economic recovery and increases in the CPI, and
perhaps significantly higher in 2010.

*Paul Kasriel is the recipient of the Lawrence R. Klein Award for Blue Chip Forecasting Accuracy
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Table 1 US GDP, Inflation, and Unemployment Rate

2007 2008 2009 Q4 to Q4 Change Annual Change
07:3a 07:4a|08:1a 08:2a 08:3a 08:4f | 09:1f 09:2f 09:3f 09:4f|2007a 2008f 2009f | 2007a 2008f 2009f
REAL GROSS DOMESTIC PRODUCT 48 -02 ] 0.9 28 -05 -4.7 | 49 25 07 21 2.3 -0.4 -1.5 2.0 1.2 -2.5
(% change from prior quarter )
CONSUMPTION EXPENDITURES 2.0 1.0 0.9 1.2  -3.8 25 | 28 -20 -1.0 2.0 2.2 -1.1 -1.0 2.8 0.3 -2.0
BUSINESS INVESTMENT 8.7 3.4 2.4 25 -1.7 -16.3 |-12.8 -11.2 -7.6 -25 6.4 -3.6 -8.6 4.9 2.0 -9.7
RESIDENTIAL INVESTMENT -20.6 -27.0| -25.1 -13.3 -16.0 -12.0 | -10.0 -50 0.0 25 | -19.0 -16.8 -3.2 -17.9  -20.2  -8.6
CHANGE IN INVENTORIES ('00 dlrs, bill) 16.0 -8.1 | -10.2 -50.6 -29.6 -60.1 |-101.7 -96.7 -86.7 -76.7 -2.5%  -37.6* -90.5*
GOVERNMENT 3.8 0.8 1.9 3.9 5.8 0.4 0.4 1.1 2.7 3.0 2.4 3.0 1.8 2.1 2.8 1.8
NET EXPORTS (*00 dlIrs, bill.) -511.8 -484.5|-462.0 -381.3 -353.1 -367.2 |-373.3 -382.4 -387.8 -390.2 -546.5*% -390.9* -383.4*
FINAL SALES 4.0 0.8 0.9 4.4  -1.3 -36 | 35 -26 -1.0 1.7 2.5 0.0 -1.4 2.4 1.5 -2.0
NOMINAL GROSS DOMESTIC PRODUCT 6.4 2.3 3.5 4.1 3.4 28 | 47 -10 1.2 4.1 4.9 2.0 -0.2 4.8 3.5 -0.9
GDP DEFLATOR - IMPLICIT (% change) 1.5 2.5 2.6 1.3 3.9 2.0 0.2 1.5 1.8 2.0 2.6 2.4 1.4 2.7 2.3 1.6
CPI (% Change, 1982-84 = 100) 2.8 5.0 4.3 5.0 6.7 9.2 | 3.7 17 2.0 2.2 4.0 1.5 0.6 2.9 3.8 -0.9
CIVILIAN UNEMPLOYMENT RATE (avg.) 4.7 4.8 4.9 5.4 6.1 6.9 7.7 8.3 8.6 8.8 4.6* 5.8* 8.3*
a=actual
f=forecast
*=annual average
Table 2 Outlook for Interest Rates
Quarterly Average Annual Average
SPECIFIC INTEREST RATES 07:3a 07:4a] 08:1a 08:2a 08:3a 08:4a] 09:1f 09:2f 09:3f 09:4f] 2007a 2008a 2009f
Federal Funds 5.07 4.50 3.18 2.09 1.94 0.51 0.12 0.12 0.12 0.12 5.02 1.93 0.12
3-mo.LIBOR 5.45 5.03 3.26 2.75 2.91 2.72 1.20 1.10 0.95 0.75 5.30 2.91 1.00
2-yr. Treasury Note 4.38 3.48 2.02 2.42 2.36 1.21 0.85 0.90 1.00 1.20| 4.36 2.00 0.99
10-yr. Treasury Note 4.73 4.26 3.66 3.89 3.86 3.25 2.45 2.50 2.60 2.85 4.63 3.67 2.60

a = actual
f = forecast
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