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The The Outlook,Outlook, June,June, 20112011

•• ActuallyActually pretty positive but with riskspretty positive but with risks
•• ForcesForces and measuresand measures
•• Government Government responsesresponses
•• InflationInflation
•• ConclusionsConclusions
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The four forces which started and The four forces which started and 
ended the ended the recession can helprecession can help
forecast the outlook:forecast the outlook:

•• OilOil
•• HousingHousing
•• Fed policiesFed policies
•• FearFear

(GDP: $14T, 3.3% ave. (GDP: $14T, 3.3% ave. growth.  Itgrowth.  It’’s the s the ““sizesize”” of the of the 
economy.  Use it to measure the economy.  Use it to measure the ““sizesize”” of other big of other big 
numbers like budget deficit/debt)numbers like budget deficit/debt)
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HousingHousing

Not much good Not much good to sayto say at all, butat all, but……

1.1. We have recovered without it.  We have recovered without it.  
When it returns itWhen it returns it’’ll be great.ll be great.

2.2. An incredible buyerAn incredible buyer’’s markets market
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Index = 100 when median family income qualifies for an 80% mortgage on a median priced existing single-family home. Rising 
index indicates more buyers can afford to enter market. Source: National Association of Realtors
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Fear of lending recedingFear of lending receding……
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Finally! Lending 
is resuming.

8.2% vs 6.1% ave

one reason this recovery 
has taken so long 
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RecapRecap
•• Four forces caused/ended recessionFour forces caused/ended recession
•• OilOil bad, housing a negativebad, housing a negative
•• Yield curveYield curve great and lending goodgreat and lending good

•• So what do the measures, the So what do the measures, the 
dashboard, say?dashboard, say?
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Consumer recoveringConsumer recovering
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Manufacturing recoveringManufacturing recovering
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still>50…

Japan?
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Business conditions good: low interest rates, Business conditions good: low interest rates, 
inflation, labor; inflation, labor; 67%67% S&P beat, strong outlookS&P beat, strong outlook
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Employment: May weak, but prior 3 Employment: May weak, but prior 3 
months best in 6 yearsmonths best in 6 years……
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RecapRecap
•• Four forces caused/ended recessionFour forces caused/ended recession
•• OilOil bad, housing a negativebad, housing a negative
•• Yield curveYield curve great and lending goodgreat and lending good
•• GDP OKGDP OK
•• Consumer, mfrg, corp profits Consumer, mfrg, corp profits goodgood
•• EmploymentEmployment is catchingis catching
•• But the unemployment rate is still highBut the unemployment rate is still high
•• To fix it, the government is causing two To fix it, the government is causing two 

big problems:big problems:
Debt & InflationDebt & Inflation



19
Copyright Euler Hermes 2011

FISCAL POLICYFISCAL POLICY

Congress, Congress, AdministrationAdministration
SpendingSpending, taxing, , taxing, borrowingborrowing

deficits/debt, budgetsdeficits/debt, budgets……
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•• Fiscal Deficit Reduction CommissionFiscal Deficit Reduction Commission
•• Obama 2012Obama 2012
•• Continuing Resolution Continuing Resolution (substitute for (substitute for FY2011)FY2011)

Debt ceilingDebt ceiling

•• Ryan (House Republican) 2012Ryan (House Republican) 2012
•• Obama 2012, Part 2Obama 2012, Part 2
•• Senate Gang of SixSenate Gang of Six
•• Biden commissionBiden commission
•• 18% budget18% budget

Budget Proposals Anyone?Budget Proposals Anyone?
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•• Year 1: spent $80Year 1: spent $80
•• Original budget for year 2: spend $110Original budget for year 2: spend $110
•• Final budget for year 2: spend $90Final budget for year 2: spend $90

•• In Washington, even though theyIn Washington, even though they’’re re 
spending $10 more in year 2,spending $10 more in year 2, this is actually this is actually 
a $20 a $20 ““cutcut””..

•• Both sides do thisBoth sides do this

Budget Math in WashingtonBudget Math in Washington
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Spending, Deficits and DebtSpending, Deficits and Debt

GovGov’’t spendst spends $120$120

GovGov’’t gets tax revenuet gets tax revenue $100$100

DeficitDeficit $20$20

Treas. gets loan, issues $20 notes/bondsTreas. gets loan, issues $20 notes/bonds

How big is $20T?  DonHow big is $20T?  Don’’t know t know -- measure measure 
against size of the economy against size of the economy -- GDPGDP
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A New Era of A New Era of 
Responsibility!Responsibility!

1960 - '07
Ave. Max

U.S. -2.1% -6.0%
UK -2.2% -7.9%
France -1.7% -6.0%
Italy -6.0% -12.4%
Japan -3.7% -10.2%
Canada -1.8% -6.0%
EU targ. 3.0%-12%
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Accumulated deficits become debtAccumulated deficits become debt……
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1991-2007
U.S. 63%
Italy 110%
Germ. 58%
UK 42%
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The Deficit Reduction Committee is finally The Deficit Reduction Committee is finally 
saying it out loud:saying it out loud:

We must touchWe must touch the the ““third railsthird rails”” of of 
•• Social SecuritySocial Security
•• MedicareMedicare

If we donIf we don’’t we will never be able to balance t we will never be able to balance 
the budget the budget -- entitlements will become the entitlements will become the 
entireentire budgetbudget

The rest is whistling past the The rest is whistling past the graveyardgraveyard
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Next 10 yrs:
Discr falls
SS      +71%
Mcare +72%
Mcaid +115%

heroic effortsheroic efforts……
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In the meantimeIn the meantime……

Next 10 yrs:
Discr falls
SS      +71%
Mcare +72%
Mcaid +115%

In the meantime…
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Fed QE2 bought all in blackFed QE2 bought all in black……

ends in ends in JuneJune

FYI, tomorrow at 1pm, the FYI, tomorrow at 1pm, the 
Treasury will indebt you for Treasury will indebt you for 
another $21B of 10 yr notesanother $21B of 10 yr notes
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MONETARY MONETARY POLICYPOLICY

The Federal Reserve Bank,The Federal Reserve Bank,
Ben BernankeBen Bernanke
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MONETARY POLICYMONETARY POLICY
•• Lowering the Lowering the short termshort term Fed Funds Fed Funds 

interest rate works, but need an extra interest rate works, but need an extra 
boost, lowering boost, lowering long termlong term interest rates.interest rates.

•• Quantitative easing:Quantitative easing:
•• Fed prints new $ billsFed prints new $ bills
•• Buys Treasury bonds in open marketBuys Treasury bonds in open market
•• Raises bond prices, lowering interest Raises bond prices, lowering interest 

rates (they move in opposite directions)rates (they move in opposite directions)
•• Puts $ into financial systemPuts $ into financial system
•• And creates inflationary pressuresAnd creates inflationary pressures……
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Monetary Base: Printing Money, 
Quantitative Easing
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Monetary Base: Printing Money, 
Quantitative Easing
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The Fed will eventually have to The Fed will eventually have to 
mop up, because, heremop up, because, here’’ss what what 
happens if you print a bit too happens if you print a bit too 

much much money:money:
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Wholesale Price IndexWholesale Price Index

July 1914 July 1914 1.01.0

Jan 1919 Jan 1919 2.62.6

July 1919July 1919 3.43.4

Jan 1920 Jan 1920 12.612.6

Jan 1921 Jan 1921 14.414.4

July 1921July 1921 14.314.3

Jan 1922 Jan 1922 36.736.7

July 1922July 1922 100.6100.6

Jan 1923 Jan 1923 2,7852,785

July 1923 July 1923 194,000194,000

Nov 1923 Nov 1923 726,000,000,000726,000,000,000

German HyperinflationGerman Hyperinflation
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Zimbabwean HyperinflationZimbabwean Hyperinflation

231 000 000% (official, July 08)
89.7 × 1021% (HHIZ, 14 Nov 08)
6.5 × 10108% (Forbes Asia, 22 Dec 08)

$250,000,000$250,000,000
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The Fed is unlikely to let that happen.The Fed is unlikely to let that happen.

But the Fed waits to tighten until itBut the Fed waits to tighten until it’’s sure s sure 
that unemployment has peaked.that unemployment has peaked.

By then itBy then it’’s too lates too late…… itit takes a really long takes a really long 
time for changes in monetary policy to have time for changes in monetary policy to have 
full full effecteffect…… 33--55 Qs.Qs.
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InflationInflation
Inflation = QE 2 = Printing money = Dollar devaluationInflation = QE 2 = Printing money = Dollar devaluation

•• All the same thingAll the same thing
•• QE 2, printing money, meant to stimulate the QE 2, printing money, meant to stimulate the 

economy by lowering interest rateseconomy by lowering interest rates

But can also:  But can also:  
•• Devalue the $ and debt we owe ($4T to foreigners)Devalue the $ and debt we owe ($4T to foreigners)
•• Raise commodity prices (inflation)Raise commodity prices (inflation)
•• Lower the trade deficit ($500B/yr)Lower the trade deficit ($500B/yr)
•• Create asset bubblesCreate asset bubbles
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$ devalued, QE at work$ devalued, QE at work
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Debt DevaluationDebt Devaluation
Simple exampleSimple example
Today: LendToday: Lend $1 @10%.  Loaf of Bread costs $1$1 @10%.  Loaf of Bread costs $1
Inflation goes to 20%Inflation goes to 20%

A Year later:A Year later:
Creditor Creditor getsgets $1.10 back.$1.10 back.
But now loaf of bread costs $1.20.But now loaf of bread costs $1.20.

Creditors lose with Creditors lose with inflation / dollar devaluation.inflation / dollar devaluation.
Debtors, like the U.S. government, win.Debtors, like the U.S. government, win.
The U.S. government The U.S. government is ok withis ok with inflation.inflation.
The U.S. government The U.S. government is ok withis ok with a weaker a weaker dollar.dollar.
Maybe the only way out of massive debt obligations.Maybe the only way out of massive debt obligations.
Dollar devaluation may be going on for years.Dollar devaluation may be going on for years.

……also affects commoditiesalso affects commodities……
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…… and $ deval = inflationand $ deval = inflation
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ConclusionsConclusions
PositivesPositives

••GoodGood consumerconsumer
••Gas prices fallingGas prices falling
••Strong manufacturingStrong manufacturing
••Employment; May hiccupEmployment; May hiccup
••Strong corp profits, outlookStrong corp profits, outlook
••Tax package goodTax package good
••MonetaryMonetary policy will take offpolicy will take off
••Banks starting to lendBanks starting to lend
••FallingFalling dollardollar
••Yield Curve positiveYield Curve positive

RisksRisks
••Oil Oil pricesprices
••Weak housing marketWeak housing market
••High unemploymentHigh unemployment
••InflationInflation (strong arg.)(strong arg.)
••Fiscal policy damagingFiscal policy damaging
••StateState budgetsbudgets
••PIIGSPIIGS
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Thank you 
for your attention.
www.eulerhermes.com
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