





U.S. Politics, Europe, and
China—Why Do We Care?

The market commentaries we have written in the last few months have all had
a pretty consistent theme:
e Concerns about a renewed U.S. slowdown or recession;
e Concerns about sovereign default and a banking crisis in
Europe; and
e Concerns about a meaningful reduction in Chinese growth.

These three concerns didn’t spring to life overnight, and have been driving
the markets on nearly a daily basis since August 2011. They are rooted in the
recession of 2008-09 and the response of economic actors to those events.
We've been talking about this for a while, and we’ll try to tie it all together for
you. Let’s start close to home, with the U.S. economy.

In terms of what's taking place in the economy, we've stated repeatedly that we
have no ability to predict specific turns or events. Instead, we monitor a broad
variety of areas to make sure we understand what is happening in the economy
today. The following is the checklist we've had for over three years:

Consumer Spending
Business Investment

Credit Default / Bank Health
Velocity of Money

Federal Reserve and Treasury
Taxes

Regulation

Europe
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The most recent additions to the list are:

9. China
10. U.S. Politics

Essentially these categories focus our attention on the economic behavior of
consumers, businesses, and governments, and the ways in which these actors
influence each other. Europe, China, and U.S. Politics are included because
political decisions are being made in those areas which will have a large
impact on economics. The 2008-09 recession served as a catalyst, moving these
decisions forward in time from the “out” years, (about which it was hard to
worry overly much), into the present and the immediate future where they
must now be dealt with.



First, the United States. We'll start our discussion by looking at U.S. Gross
Domestic Product (GDP) over time. Figure 1 is a plot of Real GDP. (“Real”
means adjusted for inflation; this plot is not adjusted per capita.) As you can
see from the chart, we’ve just come through our twelfth recession since 1945.

Figure 1 Real Gross Domestic Product, 1945-2011
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Source: Bureau of Economics Analysis; U.S. Department of Commerce Year

NOTE: In 1996, the U.S. D of i the chained-dollar measure. The new measure is based on the average weights of goods and services
in successive pairs of years. It is "chained" because the second year in each pair, with its weights, becomes the first year of the next pair. The advantage of using
the chained-dollar measure is that it is more closely related to any given period covered and is therefore subject to less distortion over time.

Recessions shown on Figure 1 are determined using the economist’s definition
of recession; there are others. Any time you talk about recession be aware there
are at least two different interpretations, only one of which helps the investor:

1. Aneconomist’s definition of recession is two consecutive
quarters of decline in GDP. Typically, the economists won’t
tell you a recession has begun until it is well under way—and
they won't tell you it is over until well after the GDP begins
growing again.

2. The media doesn’t think a recession is over until everybody
that lost a job has a new one, GDP is back above where it
was, and unemployment is below where it was. (Think:
“Until it’s as warm as it was last July, it can’t be summertime.”)

As an investor, if you wait until you get confirmation that a recession is
officially over, you've usually missed most of the up-move in the markets.
(Lesson: If you are trying to be a successful investor, do not let the economists
or the media set your agenda.) If you are using one definition and listening or
talking to someone with a different definition, you are not going to come to a
common ground.
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The point being, if you wait for a recession to be over, you can miss a very good
bounce coming out of it. That was certainly true this time.

As Figure 3 indicates, on September 10, 2010, the National Bureau of Economic
Research (NBER) told us that the recession ofially ended in June ©09, but since
March 009 the stock market is up 90 percent. ItOs not back to where it wasNbut if
you waited for the whole economy to turn, you missed one heck of a move.

WeOre also hearing concerns that itOs been a Olost decadeO (i.e. the stock market
is no higher than it was ten years ago), but be careful. Looking at Figure 1

(Real GDP), the economy is ahead of where it was ten years ago; in fact, itOs

been growing by an average of 2%2%-3% per year. When we talked about the
potential of being Oon the road to JapanO at our seminars in 2010, we stated that
itOs important to remember that Japan had 0% GDP growth for a decade, but

its market peakedtwo decades ago. So, the fear that we might be Oon the road

to JapanO suggests that we risk having another decade at Returnsand 0%

growth in GDP.

ThereOs a difference between what GDP does and what stock prices doNcertainly
over short periods of time. Over long periods of time, they tend to come

together, but in terms of inRation-adjusted GDP in the U.S., it is now above the
peak where it was a couple of years ago.



Still looking at Figure 1 (on page 2), you see that Real GDP has gone from $2
trillion to $13 trillion over a 65-year period. If they weren’t all highlighted in
gray, many of the recessions would be difficult to find on this plot. You can
spot a bit of a decline back in 1973-74, along with another in 1980-82. The
2008-09 recession, however, is one that we are able to find with no problem.
The decline in GDP during 2008-09 is the largest on the chart.

I think of recessions and expansions the same way my father thought of
farming: as a cycle—something that comes around on a regular basis. Anything
that occurs twelve times over a 65-year period, | tend to think of as a cyclical
pattern. I've also come to think of recessions as necessary—they are needed to
rid the economy of excesses built up during its expansion; i.e. excess inventory,
unprofitable businesses, and unserviceable debt. I also think that recessions
are generally self-correcting. During a normal cyclical recession, people tend to
work a little harder, spend a little less, and save a little more, and the economy
tends to heal itself.

What made the 2008-09 recession different?

Looking back at the beginning of 2008, we tried to sort out which parts of

the 2008-09 recession looked like a normal cyclical recession and which parts
were unusual or abnormal. | once had a professor who said to me, “Ron, if you
don’t know why, you don’t know.” Accordingly, we attempted to understand
why the 2008-09 recession was different from its predecessors as well as the
lingering repercussions. We'll start with the excesses of the 2001-07 expansion.

We believe two separate actions by our government kicked it off:

First was the Federal Reserve taking short-term interest rates to 1% after
9/11/01—and keeping interest rates at that level for three years. Low Treasury
rates allowed people to get adjustable rate mortgages below 4% because they
were priced off of Treasury Bills (T-Bills) at 1 percent. Loose lending policies
and massive loan securitization exacerbated the situation.

Second was a mandate by HUD (U.S. Department of Housing and Urban
Development) in 2004, specifying that the goal by 2008 was for 56%

of mortgages to be written to people whose income was below the 90th
percentile. And since Fannie Mae (Federal National Mortgage Association) and
Freddie Mac (Federal Home Mortgage Corporation) weren’t allowed to write
jumbo mortgages, the mismatch was even greater.

The combination enabled and mandated the mortgage industry to provide low
interest mortgages to people who could not afford them.



The Consumer

Consumer confidence always falls during a recession—it’s almost a definition of
recession.

Figure 4 U.S. Consumer Confidence, 1945-2011

U.S. Consumer Confidence
1945-2011 (Monthiy)
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You'll notice in Figure 4 that after the first several recessions, consumer
confidence came back pretty quickly. An exception was back in 1990-93, when
it took a couple of years for consumer confidence to come back. My suspicion
is that with a third of the saving and loan associations (S&Ls) going bankrupt
and more than a thousand banks going out of business in 1989-90, consumer
confidence was severely rattled.

In 2001, the recession was triggered by the excesses in dot-com’s and the
aftermath of 9/11. Afterwards, consumer confidence bounced up a bit and
then dropped back down around the time we were going to war in Irag. | recall

investors responding to these circumstances as being very careful due to the
uncertainties.

Coming out of the 2008-09 recession, consumer confidence has not yet come
back.



Let’s take a look at the flip side of consumer spending. Here’s what personal
savings looks like:

Figure 6 U.S. Personal Savings Rate, 1992-2011
U.S. Personal Savings Rate

% of Disposable Personal Income
1992-2011 (Monthly)
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Back in 1992, the personal savings rate of disposable income was at 7%-8
percent. From 1992-2006, it went from 8% to 1 percent. In the first quarter of
2008, personal savings was around 2%; it has since climbed up to 5%-6% and
has pretty well stayed around that level. So the consumer took a step down in
spending and, since then, has grown it a bit—and took a step up in saving and

has maintained that.

So far, most of the savings is going into CDs and T-Bills. Similarly, after the 1990
recession, people began to rebuild their balance sheets. You might remember
that economists referred to that period as a “half-speed recovery.” The same

applies to today.

Worth noting: some of you may be familiar with our work on consumer
spending. Over the past 50 years in the U.S., as a percentage of income, what we
spend on food has dropped from 28% to 14%; what we spend on clothing has
gone from 10% to 4 percent. If you add those two categories together, what we
spend on food and clothing went from 38% to 18%, leaving 20% of our income
to spend on something else. That 20% went to spending on healthcare, Social
Security, leisure activities (e.g. trips to Las Vegas), and financial services. Now, a

greater portion of it is going into savings.

Has the consumer started buying homes again? Not really, even though they are
much more affordable than they were in 2006.



Figure 8 S&P Case-Shiller Home Price Index for 20 Major Cities,
2000-2011
S&P Case-Shiller
Home Price Index for 20 Major U.S. Cities
2000-2011 (Monthly)
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As you can see from Figure 8, the price of homes peaked in roughly '07, and
has come down nationwide on a Index scale from about 200 to 150—about
25%—and has leveled off.

Something to consider: for the last decade or so, we've been seeing people
buying houses based on desire, not need. It was based on what people thought
they could pay for—and the belief that buying a house was a good investment.
If you argue that we are currently producing large, manufactured goods below
replacement levels, (which we are), then at some point there should be a
rebound. But the rebound may not look the same as it did before. If people
start buying 1,800 square foot houses instead of 2,400 square foot houses,

or if they start buying small cars instead of luxury cars, that gives a different
flavor and a different profitability to the industry going forward. Will people
continue to “up size” two or three years from now, or will they say “we’ve got
enough already”? That | simply don’t know, but there usually comes a point
when one is basically satisfied.
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Figure 9 Moody’s Corporate Bond BAA versus 30-Year Mortgage Rate
versus 10-Year U.S. Treasury Note Rate, 2005-2011
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Until the beginning of 2008, the three plots in Figure 9 tracked together.
Historically, the BAA corporate bond rate and the 10-year Treasury rate have
traded at about a 2% spread. The 30-year fixed mortgage rate generally sits in
the middle, about 1% above 10-year U.S. Treasuries (the benchmark for long-
term lending).

Late in 2008, the spreads began to widen. As the Federal Reserve brought down
10-year Treasury rates through its own buying of mortgage-backed securities
and Treasuries, mortgage rates came down too. As you can see in Figure 9,
there’s now a wider than normal gap between mortgage rates and Treasuries;
we think this is because Treasury rates are too low. Currently, 30-year mortgage
rates are 3.75%; 15-year rates are 3%4 percent.



Source: U.S. Census Bureau

"Normal" is
probably
somewhere
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A couple of months ago, the price of gasoline was pushing $4.00 per gallon.
Today, my price at the pump was $3.39 per gallon, so that’s encouraging... but,
overall, folks are spending less on new houses, less on new cars, and buying
less gasoline. What may seem surprising is that people have paid down their
credit cards. Take a look at Figure 13:

Figure 13 U.S. Credit Card Delinquency Rate, 1991-2011

U.S. Credit Card Delinquency Rate (All Banks)
1991-2011 (Quartery)
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Credit card delinquencies always run up in a recession, as it did this time.
What's encouraging is that even though our economy is not back to where

we want it to be, credit card delinquencies are back at low levels. People

are paying their credit cards down—so the American public is doing what |
think it needs to do. (In contrast, you're hearing a lot of negative news about
foreclosures. Foreclosure on a house or a mortgage tends to be a one- or
two-year process. Credit card defaults are processed quicker than mortgage
defaults and foreclosures.) Incidentally, this is what typically happens during
a recession—people work a little harder, spend a little less, and save a little
more. After a while, they build up their balance sheets and gradually resume
spending as they become comfortable with their savings. That’s why we think,
to a large extent, recessions are self-correcting. So we think the public has been
doing what it needs to do—and what it normally does—to work its way out of
this recession.
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The picture is very similar when we look at Durable Goods:

Figure 15 New Orders for Durable Goods, 1993-2011

New Orders for Durable Goods
$ Billion - Seasonally Adjusted
1993-2011 (Monthly)
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During every recession, you can find a drop in Durable Goods.

We are noticing a common theme when we talk with industry leaders:
“Business is better than it was a year ago, but we’re not back to where we were
three years ago.” Folks, that’s an apt description of almost every facet of our
economy. Everything fell off a cliff during the fourth quarter of 2008; since
then, we're growing at a measured rate, but we're not back to where we were.

The recession has been over for nearly 2% years. Normally, by this period of
time, capital spending would be picking up and employment would be picking
up. Unfortunately, we don't yet see signs of that happening.

The U.S. economy is roughly 70% services and 30% manufacturing. Having
seen the effect on Industrial Production, how did the recession affect the
service portion of the economy?

9/30/11
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You can see how the stress built in the financial system in Figure 17:

Figure 17 LIBOR and T-Bill Rates, 2000-2011
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London Interbank Offered Rate (LIBOR). The rate of interest at which banks borrow funds, in marketable size, from
other banks in the London interbank market. LIBOR, the most widely used benchmark or reference rate for short-term
interest rates, is an international rate.

Figure 17 shows short-term interest rates, both LIBOR (London Interbank
Offered Rate) and the three-month T-Bill rates (the rates at which banks lend
to each other).

You'll notice the rates track together from 2000 up until early 2008, at which
time the Fed kept lowering T-Bill rates to try to boost the economy. At this
point, LIBOR started moving sideways. (When people get fearful, it seems they
are willing to take an almost zero return for the comfort of U.S. Treasuries—
this was not the case with LIBOR.)

LIBOR spiked in late 2008, when lending locked up everywhere. Since then,
LIBOR has come back down to the lowest level in a long time, well beyond the
timeframe for this plot. In sum, Figure 17 shows the panic or illiquidity that
occurred in the financial markets back in the fourth quarter of 2008 and that
has since been alleviated. U.S. banks are not out of the woods, but they’'re on
their way. They are recovering from the panic that occurred in late '08, early
'09—and they’re not yet in good shape, but they’re on their way.
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In other words:
GDP = Price x Quantity = Money x Velocity.

What we're trying to achieve is a greater quantity of goods (per capita) at stable
prices. The Federal Reserve attempts to manage this process, but it's not an easy
task. Here’s why:

We can measure the quantity of goods pretty well. (Examples: How many
tons of steel are produced? How many bushels of wheat are harvested? How
many cars are manufactured?) And, we can measure prices pretty well. We can
also measure the money supply pretty well—in fact, we measure it about five
different ways. But we really can’t measure velocity very well.

Forty years ago, when you and | got a mortgage, the bank held that mortgage.
If lent $100,000, we agreed over a period of 30 years to pay the $100,000 plus
interest back to the bank. To accomplish this, the bank would take deposits
from depositors and lend money to prospective home owners who would pay
off their mortgages over a period of 30 years.

Ten years ago, if you got a mortgage, the bank would lend you the money
(which you would promise to pay back plus interest), then take your note and
run it through Fannie Mae. In turn, Fannie Mae would market the mortgage
through Merrill Lynch, which would “securitize” it by wrapping it in a package
to make it look like a bond, and then sell it to an investor. So, within a few
months, (instead of a few years), the bank would get its money back and go
out and make another loan. Folks, if that happens twice, the velocity of money
just doubled.

For most of the past 40 years, velocity has been fairly stable or gradually
increasing. Let me be clear: the Fed does control the money supply. The
velocity of money, however, is a wild card. Velocity is a function of all

the turnover and leverage that goes on in the economy by a whole lot

of operators—and no party controls it. Technically, the Fed did not lose
control of the money supply over the past few years, but it lost control of the
combination of money supply and velocity (MV). When the Fed was trying to
squeeze the economy in '04 and '05 by raising rates, the velocity (turnover) of
money kept growing and overwhelmed the Fed’s actions.



In late 2008 and early 2009, as a result of all the deleveraging and the collapse
of lending, velocity fell off a cliff. More specifically, let’s say velocity was cut

in half. Your goal as head of the Federal Reserve or as Treasury Secretary is to
not let the quantity of goods get cut in half, or the prices of goods to get cut

in half, or the combination of the two to get cut in half. To do this, if velocity
is cut in half, you have to double the money supply. The money that the
federal government initially shoveled into the banks was to offset the collapse
in velocity. It’s very likely we would have had a serious depression, or serious
deflation, had the Fed not acted.

Bottom line: because the Fed is afraid of deflation, it is purposely creating
inflation as an antidote. Most people in this audience were around in the
1970s when the big problem was inflation. Now, we’re trying to create
inflation on purpose, which is why we are a bit cautious about the actions the
Fed is taking. As the velocity of money starts to grow again, the Fed will need
to sop up some of this money, or we will, indeed, experience high inflation.
Remember, velocity is hard to measure—so my fear is the Fed will not know
when to begin this process.

Finally, the government couldn’t help but notice a big run up in unemployment!

Figure 18 U.S. Employment—Total Full time, 1968-2011

U.S. Employment - Total Full Time
1968-2011 (Monthly)
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The scale on Figure 18 is pretty good, so you can see a drop in employment
during many of the past recessions. During the last recession, you can see a
considerable drop—and that employment is not bouncing back.
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Source: http:/federalreserve.gov



Moody's Corporate Bond BAA vs.
30-Year Mortgage Rate vs.
10-Year U.S. Treasury Note Rate

2005 b 2011 (paiy

Fed

MoodyOs Corporate Bond BAA
30-Year Mortgage Rate —
10-Year U.S. Treasury Note Rate Fear

Source: Bloomberg

Once again, Figure 20 displays the 10-year Treasury Note rate (green), along
with the BAA Corporate Bond rate (black) and the 30-year Mortgage rate (red).
In late ©08, early O09, interest rates on 10-year Treasuries dropped dramatically
because of fear. We had witnessed the demise ofiencial powerhouses,

the extension of credit coming to a halt, and uncertainty (accompanied by
volatility) that generated wide swings in market prices and values. People
wanted the safety of U.S. Treasuries; so they sold Corporate Bonds, driving
their interest rates upNand they bought U.S. Treasuries, driving their interest
rates down.

Once the panic was over, Treasury rates came back to 3%+ and stayed there
for a bit. Then, the Fed implemented QE1: from December 2008 to March
2010, the Fed bought $1.7 trillion of mortgage-backed securities to drive
interest rates down. From November 2010 to June 2011, the Fed implemented
QE2, purchasing an additional $600 billion in Treasuries. More recently, on
September 20, 2011, the Fed announced OOperation Twist.O (Many of the
short-term Treasuries the Fed has purchased over the past few years will come
due in the next few years. In an effort to keep interest rates low for a longer
period of time, Operation Twist involves the selling of short-term Treasuries
and the buying of 10-year Treasuries and longer term bonds.)
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Percent

So, you'll notice on Figure 20 that the Fed engineeredhe recent decline in 10-
year Treasury rates.

Figure 21 Three-Month U.S. Treasury Bill Rates, 2005-2011

Three Month U.S. Treasury Bill Rate
2005-2011 (Daily)
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Historically, inflation in this country has been at 3%; today, it's approximately

2.5 percent. Short-term interest rates have roughly equaled inflation. So, if the

Fed didn’t have its thumb on the scales right now, short-term rates would be at

2.5%, rather than 0.25 percent.
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Figure 22 20-Year U.S. Treasury Bond Rate
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Historically, long-term rates have equaled inflation plus 3 percent. So, if the Fed

was not intervening, long-term rates would be on the order of 5.5%, rather than
2.5 percent

Congress extended unemployment benefits, passed a large health care bill, and

passed a large spending package designed to sustain aggregate demand and keep
the economy functioning.

What were the effects of government action?
Unemployment hasn’t improved much; (refer again to Figure 18). Why hasn’t

government action caused unemployment to drop? We think there are a couple
of reasons:

Consider the mindset in Washington. We think it discourages businesses from
growing and hiring. For example, while it has since been removed, the new
health insurance bill originally contained a provision that outlined 2012 tax
guidelines for all businesses. All businesses would need to issue a 1099 to any
vendor to whom it paid $600. Think about that from a personal level. Suppose
you had to report to the IRS every business with which you spent $600—every
grocery store, every gas station, every utility, (cable TV, telephone, gas to heat
the house...). If you took a cruise, you'd have to report the $600 you spent with
Carnival Cruise Lines. Wouldn’t that change what you do? Every plumber, every
carpenter, and every electrician—people who hate bookkeeping—thought so,
and demanded the proposed burden be removed.
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If you are a retiree and living on the income produced by your investments,
when interest rates go from 5.5% to 2.5%, that lowers your income, does

it not? Does that encourage you to spend more or to spend less? If you are
approaching your retirement years and planning the resources you will need at
2.5% interest rates, instead of 5.5%, you need more than twice as much assets
to support a retirement, correct?

So | maintain that keeping interest rates low has encouraged our retirees and
those approaching retirement to spend less.

The whole presumption behind keeping interest rates low is that 30-year olds
will spend more—they’ll buy houses and cars. It isn’t interest rates that are
keeping 30-year olds from buying houses and cars—it’s all the uncertainty.
We don’t think keeping interest rates low is an effective means of encouraging
consumer spending. It does not appear that cheap financing alone is enough
to cause the consumer to take on additional debt—consumer debt continues
to fall in the aggregate.

Further, some of the money introduced into the banks with Quantitative
Easing remains in the banks; it's been deposited in the Federal Reserve and it
is earning interest. So, the availability of reserves is not a constraint on bank
lending—banks are sitting on $1 trillion in reserves. Borrower demand and
credit worthiness appear to be the constraints. Also note that we continued
with Quantitative Easing without having seen the job creation it was supposed
to generate. Unemployment hasn’t gone down—and if jobs were saved, it
would be nearly impossible to prove one way or the other.

It seems the assumption of people in Washington is that low interest rates will
encourage spending because they are thinking of the 30-something’s—not

the population at large. (For example, when there was a $250 supplement to
Social Security in 2009, retirees saved 80% of it.)

Please know that coming out of a recession, there have been times when
lowering interest rates have boosted the economy. This time, however, there
are many other economic crosscurrents. For example, a heated political debate
with massive economic implications keeps everyone on edge, and the very real
external threats from China and Europe add to the volatility and potential for
disaster. And we think the Fed’s actions are adding to the problems.






While we're on the subject of gold/precious metals, some investors use these
assets as hedges against inflation, but our belief is that gold is “half religion.”
The real point is, do we want to chase gold at these prices? We think it’s too
late. We would much rather own Cisco or Microsoft—companies with 10%
free cash flow—based on the price we're paying. Gold has no free cash flow;
therefore, as an economic quantity, it's hard to value. (Most investments are
valued by calculating the present value of future cash flows; this method is not
useful in valuing gold as the only future cash flow is the sale some time in the
future.)

We believe any incremental investment would have helped to drive the prices
up; likewise, any incremental outflow would have helped to drive the prices
down. Based on my extensive studies, | believe that over time, prices gravitate
towards economic value. Over short periods of time, however, these fund flows
do have an effect. Again, it's going to be interesting to see what happens. As
money flows in, prices move up, yet the underlying values have rolled over.

Here’s what's happened to commodity prices:

Figure 25 Wheat, Rice, 2005-2011

1,400 : : 5 - 30
Wheat : : :
1,200 { Rice e 25
2005 - 2011 (Daily) i :
5 1,000 | iTunisia
2 : i T 20
3 !
S 800
g A\ 15
& 600
§ 10
3 L
= 400 i
0 ik i | 1 1 P l il | 0
s w I~ [--] [=;] (=] - -
(=] (=] 2 (=] (=] - ~— :
b4 & & b4 b4 & & N
Source: Bloomberg Year §

Just over three years ago, we were looking at triples in prices for wheat and
rice. Since that peak, prices came down 30% and have since increased. Frankly,
I think prices are being affected by people playing momentum games in the
commodities marketplace.

Rice (Price USD/cwt)

33



Consider the implications:

Food is about 14% of the budget for the average family in this country. So
when the price of wheat triples, it’s an inconvenience, but not debilitating. |
am told that in China and India, food is about 40% of the family budget. So
when the price of rice triples, it's a potential catastrophe. By the way, the “Arab
Spring” that began in Tunisia began as a food riot.

Lowering interest rates to encourage Americans to buy houses and cars
didn’t work, but it did enable hedge funds to borrow cheap money to buy
commodities—and to run up the price of food in the Middle East, India, and
China.

Figure 26 Corn, Soybeans, 2005-2011
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Prices of corn and soybeans track together, partly because these crops are
grown on the same land. Their prices nearly tripled during 2008. (The last
time the price tripled for corn and soybeans was in 1973-74. Within eighteen
months, half of the price gain was given back.) After their peak in 2008, it
took five months, but close to half of the price gain was given back. Prices have
since run up in 2010-11.



Natural Gas
Crude Oil —
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Source: Bloomberg
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Figure 28 Year-to-Year Change in General Fund Revenues and Expenditures

by City Governments, 1986-2011
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In Figure 28, the color blue indicates the money that is coming in; (what
governments refer to as “revenues,” we refer to as taxes). Red indicates the
money going out; i.e. expenditures. For most of the past, city and state
governments have had to balance their budgets.

If you look at 2008 and 2009, however, the money coming in dropped
significantly; the money going out did not. Since that time, the money coming
in has been down—and so has the money going out. For 50 years or more,
Muni bonds have had very few defaults. Now, however, we are in a period

of time where you have to do your homework. You have to figure out the
specific assets and the specific cash flows behind the bond that you own. We
think there are going to be blow-ups in the Muni bond market because cities,
counties, and states have made promises that cannot be kept, and it’s going to
come home to roost.

There is a similar dynamic occurring at the federal level. For years thoughtful
analysts have warned that Social Security, Medicare, and Medicaid were
unsustainable in the long run and changes needed to be made. The increase
in federal spending prompted by the 2008-09 recession has moved those
problems from the intermediate term into the near term—we no longer have
the luxury of postponing the discussion.



In April 1988, | wrote an essay that attempted to make the U.S. federal budget
easier to understand by looking at it on a per household basis; (refer to
Muhlenkamp Memorandum Issue 4). That worked out pretty well, so | updated
the numbers in 1992, 2002, and 2006. Given the attention federal spending
is currently receiving in the press and popular discourse, I've updated the
numbers for 2010.

Note: To eliminate the effects of inflation, all of the nominal dollar amounts in
Figures 29-31 have been adjusted to 2010 equivalent dollars.

Let’s start with the big picture and work our way smaller. Figure 29 shows U.S.
GDP per household, as well as U.S. Federal Government outlays, revenues, and
deficit or surplus.

Figure 29 U.S. GDP, Federal Government Outlays and Revenues per
Household in 2010 Dollars, 1991-2010
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Looking at GDP per household (red line), you can see a pretty steady
movement higher, interrupted by significant drops during the 2001 and 2007
recessions. After the 2001 recession, it took until about 2003 for us to reach
the prior high.

Note: Figure 29 doesn’t show GDP reaching the prior high after the 2007 recession—
the data ends in 2010; we reached that GDP level in the summer of 2011.
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Looking at the total federal outlays (green line), you can see it was fairly stable
in the vicinity of $23,000 per household from 1991 through 2001; steadily
increased until it stood at $25,000 per household in 2006, where it leveled off
for about two years; then leaped to $30,000 per household in 2009. It's come
down a little bit since then, but not much.

Looking at federal revenues (purple line), you see them increasing a bit faster
than GDP from 1991 to about 2000; declining from 2000 to 2003 likely

due to the 2001 recession; increasing again from 2003 to 2007 as GDP grew
once again; then moving down again in 2007 as the recession hit. | find it
interesting that federal revenues per household were about the same in 2010
as in 1991, although GDP per household was about 20% higher in 2010 than
in 1991.

Finally, you can look at the plot of the federal deficit (blue line), which was
steadily declining from 1991 to 2000—actually turned into a surplus from
1997-2001—jumped up in 2003, and jumped again in 2009.

Summarizing where we stood in 2010, the gross domestic output of the
country was just over $120,000 per household. Government outlays were
about $29,000 per household, or roughly one-fourth of GDP. Of the $29,000
per household that the government spent in 2010, taxes and other revenue
only covered $18,000—the remaining $11,000 per household was borrowed.
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Now let’s drop those two categories and look at the top five outlays:

Figure 31 Per Household GDP and Federal Government Outlays in 2010
Dollars, 1991-2010 (continued)

Per Houshold GDP and Federal Government Outlays in 2010 dollars
1991-2010 (Yearly)
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In 1991, Defense (purple line) was the largest single federal outlay at about
$4,700 per household in 2010 dollars. It declined to about $3,600 per
household during the drawdown after the Gulf War, and rapidly increased after
September 11, 2001. Remember the decline in government outlays from 1991 to
2001 we discussed earlier? It looks like a decline in defense spending was a big
piece of that.

Social Security (green line) has moved from the number two position to
number one and now accounts for over $6,000 per household in federal
spending. It was increasing at about the rate of GDP until 2008, and has
increased rapidly in the last two years.

The Income Security category (orange line), which includes general retirement
and disability insurance, unemployment compensation, housing assistance,
food and nutrition assistance, and federal employee retirement and disability
outlays, has gone from $3,000 per household in 1991 and 1999 to over $5,000
per household in 2010. You would expect a piece of this to be sensitive to
economic cycles—unemployment and food stamps—and it appears to be—
look at the bump up during the 2001 recession. The jump from 2007 to 2010
is huge—reflecting the extension of unemployment benefits, and some of the
homeowners assistance programs and food stamps—and should come down a
bit as employment improves.
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Tony inquired further, “Is there something else that could give us a
depression?” | thought about that for a while and here are my reflections:

At the core, for an economy to grow, we need people who are willing to work
and people who are willing to hire them. So far, it seems we have people who
are willing to work—pretty much. Every McDonald’s up and down the pike
has a “Help Wanted” sign; starting pay is $8.75 per hour. So, jobs are available.
But it seems people are unwilling to work at $8.75 per hour, perhaps, because
they are making more than that receiving unemployment benefits which
extend for 99 weeks.

In Muhlenkamp Memorandum Issue #96, | updated an essay written back in
October 1996, The Trouble with Government Spending, offering my perspective
on taxes, federal spending, and their effects on the economy. In the essay,

I suggest that personal and national wealth production only occurs in the
private (nongovernmental) market because when the government gets
involved, work incentives decrease and spending becomes less efficient.

For example, how many of you have worked overtime to buy a bigger car, take
a nice vacation, or send a child to school? But how many of you are willing

to work overtime to build another bridge, or add another airport runway?
Don’t get me wrong, building the first bridge across the Ohio River was a huge
deal. Building another bridge a mile down the road has less merit. When we
first built the canals, the railroads, the interstate highway system... it was a
huge boost to this country. Today, we need to pay much more attention to
what we are building and not simply throw money into asphalt, hoping it
does some good.

The government reaction to the 2008-09 recession pulled forward in time

the government spending debate we knew was coming. We are in the midst

of a difficult and extremely important political debate that is being waged

at all levels of government—from the local school board to the federal
government—as the U.S. body politic works through the questions of which
government promises will be kept, who can and will pay for them, and which
promises will be broken. While the debate has honestly and truly begun, we
do not see that all the alternatives have been laid on the table and we do not
appear to be close to reaching a collective decision. We expect this process to
take a while. We also believe that the outcome of the debate will determine the
economic environment for a generation—much like the Reagan reforms did
30 years ago. If we penalize our productive population, we will look a lot more
like Europe than we ever have in the past; at the extreme, we’'ll look like Russia.
If we continue to reward hard work and reduce our expenditures to match our
incomes, | believe we can expect a bright future. That pretty much summarizes
why we care about U.S. politics.
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What’s happening in Europe—and why do we care?
Europe, of course, has been interesting lately, with lots of meetings, speeches,
and associated drama. At the core, there are two interrelated problems:

1. A number of European countries are losing their access to
cheap credit—but not their demand for it.

2. European banks, the creditors to these profligate countries,
don’t have enough capital to survive if the borrowers default.
(Market uncertainty has drastically reduced the credit available
to fund their ongoing operations and to roll over existing
debt. As a result, most European banks are now turning to the
European Central Bank (ECB) for short-term funding.)

How did this happen?

The euro’s origins can be traced to a series of international agreements,
beginning in 1978, which were made among the members of what was then
called the European Community. In February 1986, the framework for the
unified monetary system was agreed upon by certain nations, creating “an
area without internal frontiers in which the free movement of goods, persons,
services, and capital is ensured.” A common currency was in place by the end
of February 2002.

For countries to join the European Community, they had to get inflation
below 3% and agree to keep government deficits and budgets below prescribed
levels. Many countries failed to keep these agreements, particularly Portugal,
Ireland, Italy, Greece, and Spain (hence PIIGS).

The upshot was that all these countries’ cost of borrowing money went down
as they joined the European Community. Investors assumed they were more
creditworthy than they had been—and, perhaps, had the implicit backing of
Germany, Europe’s economic powerhouse. As examples, cheap credit fueled a
construction boom in Spain and social spending in Greece. (In Greece, rather
than abiding to the maximum amount it would pay its civil servants on a
monthly basis, politicians granted workers additional salary. Civil servants
received 13 months of pay for 12 months of work during one year, and 14
months of pay for 12 months of work a year later!)

In the U.S., our banks got into trouble by buying packages of subprime
mortgages and treating them as if they were high-grade bonds. And, to some
degree, European banks participated in the same madness. To a larger degree,
the way European banks got into trouble was by lending money to various
federal governments—particularly, Greece, Portugal, Spain, and Italy. Greece
is a small enough economy that—if it goes bankrupt—it can be absorbed, but
that’s not true of Italy. As a result, Europe is now wrestling with significant
sovereign debt and banking problems.
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As you can see from Figure 35, the price of the PIIGSO government bonds all
went from 100 to a substantially lower value. The ECB has a program to buy
bonds on the open market, but has not bought enough to support prices at par.

Who else might be interested in buying these bonds?

LetOs say you have six brothers-in-law: one sister married a Frenchman; another
married an Italian; one a Spaniard; one an Irishman; one a Portuguese; and
another married a Greek. YouOve lent money to eachNand each is having
trouble paying it back. The individual family situations worsenEfor some, the

kids get sick; for others, they need to borrow to make their mortgage payment.

To whom are you more likely to lend money: the Greek brother-in-law who
throws eggs at your car as you drive by, or the Irishman who says OweOre now
spending 13% lessO? (In response to austerity measures, the public in Greece is
rioting in the streets, whereas, in Ireland, public sector employees agreed to take
a 13% pay cut.) Well, in the past three months, the world bond markets took

Irish bonds from 60 cents on the dollar to 80 cents on the dollarNjust on the
promise that theyOre going to spend less. Meanwhile, Greek bonds went from

60 cents on the dollar to 40 cents on the dollar because they continue to riot

in the streets.



