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Probability is high for a new global downturn
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Despite the encouraging U.S. jobs-report datawask, the fiscal situation in the United
States and most of the rest of the world continnaeteteriorate. ThEuropean Central
Banksaid the eurozone’s economy is likely to contthist year Greecefinally formally
defaulted last week. The situation continues togese, and many observers think
Greecewill need another bailout within a year. The nixte, the world’s taxpayers,
rather than private banks, will be holding the BBge situation irPortugalalso is getting
worse at an accelerating rate.

It's not just Europe that is having problems. hastk, the Chinese reduced their
expected growth rate from 8.2 percent to 7.5 percer2012. There has been growing
political deadlock irindia, stopping many reforms, which will negatively ingpa
economic growth. There are indications tBedzil also may be facing an economic
slowdown.

The 10 largest economies account for a little ntloa® two-thirds of the world gross
domestic product (GDP). The United States alonewts for about 23 percent of global
GDP. Of the 10 largest economies, o@lyinaandindia have economic growth rates
higher than their deficits as a percentage of GliR¢ch means all of the others have a
rising debt-GDP ratio, as can be seen in the acaogmpg chart. Studies have shown that
once net debt-GDP ratios rise above 90 perceistyiry hard for countries to avoid debt
default and/or high inflation and very painful aargly. The United State§ranceand the
United Kingdom are uncomfortably close to the 9fcpet mark. Any further turndown

in economic growth that would sharply reduce tasereies or any unexpected spending
because of war or natural disaster would push tbesetries over the tipping point.




Italy may muddle through, thanks to partial economiorrafand a large underground
(untaxed) economy. Japan is well past the startggohg point for most countries and
has had two decades of very slow growth but has baeed from a Greek-style
meltdown because of its very high domestic saviags, which finances most of its debt.
Even so, any adverse circumstance could pashor Japan into a downward fiscal
spiral.

Of the 10 largest economies, oyazil and Canada are in sufficiently strong fiscal
positions to weather another global recession withdting the tipping point. Germany
has had strong economic growth and has managedatemy much better than most of
the other Europeans, but it depends heavily onrexjpd machinery and high-tech goods,
and as its customers weaken, it will follow themvdo

Most of the rest of the world - the other one-ttofdvorld GDP - looks little better than
the big 10. On every continent, there are many lemebuntries with uncomfortably high
debt-GDP ratios, and it would not take much to pih&im into a crisis situation.

The United States is in the best position to mbkeréforms necessary to take care of its
own economic problems and thereby become an enfi@eonomic growth for the

world, but theObama administratiocontinues to head in the wrong direction. It
presented a budget that was both economically ahiticplly unrealistic and did nothing
to stop the rise in the debt-GDP ratio. Bugninistratiorhas proposed massive tax
increases on job creators and continues headlomg iash to implement job- and
economy-killing regulations.

Last week, President Obama said that “reducinglémeand for oil would cause its price
to drop” and also, “increasing the supply of oillkanot cause its price to drop.” Huh?
Which is it? What the president has done with hidl@ssly contradictory statements and
actions on the economy is prove that he is the momtomically illiterate president at
least since Jimmy Carter.

What is unambiguously clear is that without a majmurse correction in the United
States and the other major economies, a new gtebassion will occur sometime in the
next few months or the next year or two at thestat€he economic growth and deficit
numbers in the accompanying table are the besathdikely to happen. An incident in
the Persian Gulf or elsewhere could send oil prstgsocketing, which would ricochet
quickly throughout the global economy, leading toesv global turndown. The U.S.
recovery has been so tepid and incomplete thag ikaro margin for error. Any major
policy error by the Federal Reserve, which is sigatin very thin ice, or further
economic lunacies by treministration like blocking the Keystone pipeline - could be
the trigger to push the economy beyond the tippimigt.

A good economic forecaster looks at the probabediof all of those things that could go
wrong and those that could go right. Yes, it isgilde to describe a scenario in which the
United States and the world could get out of thaimrent economic fix without too much
pain. Unfortunately, even though | am basicallyoatimist, the probabilities are much



more likely that some event will push much of therid over the tipping point within the
next 24 months. It didn’t have to be this way.
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