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We continue to expect the current soft patch in economic
activity to be followed by an acceleration of U.S. and
global GDP growth in late 2013 and in 2014. In that
context, both the Fed’s contemplation of future actions to
taper its quantitative easing program and the recent rise
in intermediate-term and long-term interest rates appear
to be cyclically appropriate. Our most likely case is a
“Three for Three Pattern” for the U.S. economy. What
does that mean? During the years 2014, 2015 and 2016,
we expect U.S. real GDP growth to average 3% or more for
three years. We expect an acceleration in economic
growth in late 2013. The strengthening of U.S. economic
growth should be aided by the gradual fading of both the
fiscal drag and the deleveraging drag.

With the recent sharp rise in mortgage rates, we expect
volatile housing data over the next several months.
However, there is pent-up demographic demand for
housing. Inventories of new homes and existing homes
have already been sharply reduced. We continue to
expect strong sustained expansion in the housing sector,
despite any short-term volatility.

We expect the Federal Reserve to begin to taper its
purchases of Treasury securities in late 2013, consistent
with the recent guidance from Chairman Bernanke.
Current economic data are below the Fed’s dual mandate
targets for both employment and inflation, so it is
reasonable to expect the Fed to wait a few months before
beginning to taper, especially given recent market
turbulence. Chairman Bernanke described the Fed’s
intentions to begin the taper later this year. However, the
“global margin call” on risky assets and repricing of bond
yields triggered by the Fed’s policy shift is tightening
financial conditions worldwide. In the U.S., a financial
tightening is reflected in rising real yields, with nominal
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yields rising and inflation and inflation expectations
falling. The timing of tapering is not predetermined but is
data dependent. Chairman Bernanke stated that “...if
financial conditions move in a way that make this
economic scenario unlikely, for example, then that would
be a reason for us to adjust our policy. ..we have no
deterministic or fixed plan. Rather, our policies are going
to depend on this scenario coming true. If it doesn’t
come true, we’ll adjust our policies to that.”

The economic impact of an interest rate rise is very
sensitive to the cyclical stage of monetary policy. In our
view, there are five stages of monetary policy: (1)
aggressively stimulative (2) stimulative, (3) neutral, (4)
restrictive and (5) aggressively restrictive. The Federal
Reserve plans a gradual move from aggressively
stimulative to merely stimulative, in response to
evidence that the U.S. economy is in a sustainable
economic expansion. We doubt that this move to a
somewhat less stimulative policy is going to disrupt the
U.S. economic expansion in any major way, although it
may create volatile data in the short run. It is occurring
in response to favorable news on the sustainability of
economic expansion rather than any unfavorable news of
excessive inflation. Inflation is below the Fed’s target
and inflation expectations have shifted lower. Interest
rates are not rising because of excessive inflation but
rather because the Fed intends to withdraw its program
of driving bond yields below free-market levels.

We believe that monetary policy shifts at a later stage of
the business and monetary policy cycle can be more
damaging. If inflation surges above the central bank’s
tolerance limit and the Fed moves from neutral to
restrictive and then to aggressively restrictive, the result
can be a credit crunch, recession and sharp decline in
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profits. But that’s not what we’re dealing with today. We
expect that it will be many years in the future before the
Fed shifts to a restrictive or aggressively restrictive
monetary policy.

The markets have tended to treat the Federal Reserve’s
discussion of tapering quantitative easing as a signal that
the timing of the first Fed rate hike is likely to be
accelerated. However, concerns at the Federal Reserve
about potential negative side effects appear to be much
greater for quantitative easing than for the zero Federal
funds rate. Quantitative easing was driving down
perceptions of risk to extreme levels, which has just been
substantially corrected by indications of potential
tapering. We continue to expect that the first Federal
funds rate hike is likely to be postponed until 2015.

QE3 was basically designed to force long-term interest
rates below their free-market clearing level in order to
drive up asset prices and support economic expansion.
Prior to indications from the Fed on May 22, 2013,
indicating potential tapering, there were clear signs of
more aggressive risk-taking in many markets. We do
believe that excessively easy Federal Reserve policy
contributed to the internet bubble in 1999 and early 2000
and the housing bubble in the mid-2000s, so concerns by
central bankers and market participants about excessive
risk-taking in response to hyperstimulative monetary
policy seem appropriate. So far, however, the magnitude
of risk excesses has been much more muted in this cycle.
Markets where risk-taking was embodied in “crowded
trades” have recently corrected after the Fed indicated
that it would soon begin to taper quantitative easing.

There has been a recent “bear steepening” in the bond
market, with intermediate and long-term interest rates
rising even as short rates are firmly locked near zero by
the Fed’s policy. We put this rise in intermediate-term
and long-term interest rates in the context of a gradual
multiyear interest rate normalization which we expect to
occur during a multiyear economic expansion. The lesson
of economic history is that a rise in interest rates is a
normal pattern in prolonged economic expansions. The
onset of the normal cyclical rise in interest rates was
delayed this cycle due to the severity of the financial
crisis and recession and by Federal Reserve actions to
hold down bond yields, but the normal cyclical pattern is
now emerging.

Historically, the yield curve has been a leading indicator.
When short-term rates rise faster than long-term rates,
first flattening and then inverting the yield curve, that has
been a warning sign for economic activity. The recent

steepening of the yield curve tends to be more consistent
with sustained economic expansion. The marginal
profitability of expanding bank credit tends to be more
favorable when the yield curve is steep. However, an
offset may come from current tightening and expected
future tightening of bank regulation. While monetary
policy has been very stimulative, financial regulation has
tightened, leaving net monetary policy moderately
stimulative even though gross monetary policy is
aggressively stimulative. Recent market turbulence may
restrain the desire of regulators for additional rounds of
regulatory tightening, since that might exacerbate the
effect of the Fed’s tapering of quantitative easing.

The U.S. has benefited from declining interest rates for
about three decades. We outlined the logic for a
persistent decline in long-term yields in our May 25, 1981
Forbes column, entitled “Last Chance This Century.” The
actual long-term secular decline in long-term interest
rates lasted nearly 31 years, with 10-year U.S. Treasury
yields peaking at 16% on September 30, 1981 and
troughing below 1.4% in late July 2012, a decline of over
1400 basis points over a period of more than three
decades. We believe that the three-decade-long secular
bond bull market is over. After all, the long-term
declining trendline of 10-year bond yields was destined
to be broken eventually unless yields dropped another
1400 basis points over the next three decades, to about
minus 12%. This appears to be quite unlikely, so an
eventual break in the long-term declining trendline in
interest rates should hardly be a surprise.

We believe that a persistent multiyear upward drift in
interest rates is now likely. The aftermath of the three-
decade-long decline in interest rates is likely to be
labeled a secular bond bear market, but we prefer to view
it in the context of the cyclical normalization of interest
rates that we expect over a half-decade period. If we are
correct to expect real GDP growth of 3% or more for the
next three years, 10-year Treasury bond yields are likely
to eventually normalize at about 5% at the end of a half-
decade-long process of interest rate normalization.
Following the rise of about 100 basis points in 10-year
Treasury yields since their secular and cyclical lows
below 1.4% in July 2012, we expect that the pace of
increase in 10-year Treasury bond yields should be
gradual from now on, with the 12-month moving average
likely to drift higher at a pace of about 50 basis points a
year.

Ten-year Treasury bond yields have nearly doubled in the
last 11 months, illustrating how extremely depressed
bond yields were to begin with. We expect them to
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double again over the course of a number of years. The
recent rapid rise in bond yields may be sufficient to
generate a plateau in interest rates for the next several
months. While we expect the upward drift in interest
rates to occur in a volatile and choppy pattern, a drift
higher in 10-year Treasury yields at an average pace of
about 12 basis points a quarter over the course of a half-
decade is hardly likely to disrupt U.S. economic
expansion, in our opinion. Some of the severity of the
recent sell off in the bond market and other markets was
the result of the unwind of leveraged positions at
expensive asset prices, which were priced to the
expectation that the Fed would continue to hold bond
yields below free market levels. From a short-term
perspective, the recent sell-off has done much to correct
that mispricing. In summary, we expect a prolonged
upward drift in interest rates over the coming years, but
recognize that substantial short-term adjustment has
already occurred.

The China boom has decelerated into a China expansion
as structural adjustments are occurring. For demographic
reasons, new entrants to the labor force have dropped.
Despite an ample supply of white collar workers, the
supply/demand balance for blue-collar workers has

tightened. In response to this reality, the Chinese
government has tolerated a wage inflation, making China
less competitive for low wage industries. China now
faces several financial issues, notably including poor
capital discipline in capital spending decisions. China
faces an overhang from past malinvestment. In addition,
the authorities have begun to damp down on high risk
financial behavior. We believe that China has the
financial resources to deal with these issues, but for now
they are contributing to a slower pace of expansion. We
expect two developments to aid the Chinese economy by
2014. By then, we expect a better-defined economic
growth strategy in China. Second, we expect stronger
global demand in 2014, supporting exports from China.

In Europe, the good news is that the overall economic
decline appears to be ending. The bad news is that
fundamental policy problems have not been resolved.
Much of Europe still has a combination of relatively
inflexible labor markets and growth-restraining
economic policies. In addition, Europe has been slower
than the U.S. to strengthen its banking system, so its
ability to support economic expansion is damaged. We
do expect an economic recovery in Europe to start soon,
but expect it to be quite weak.
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