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How has another year come and gone so quickly? It seems like someone hit the
fast forward button. And once again, all too soon, it istime for me to demonstrate my
masochistic nature and write a forecast issue. Rather than going into details on every
topic, | will try and stick to the big picture and |eave the fine points for later letters.

Each year as| do thisforecast, | look for atheme. What will be the driving factor
which will set the stage for the economy? In 2001 it was the coming recession; in 2002 it
was aweak recovery and the beginning of the Muddle Through Economy; in 2003 it was
Surprise and Transition. In 2004 it was the Silver Lining Economy; in 2005 it was the
See-Saw Economy. Last year it was The Gripping Hand, as Bernanke had the economy in
hisinterest rate gripping hand. Who knew in January 2006 how far he would go? For
masochists, you can go the archives at www.2000wave.com and read those forecasts.

Thisyear the themeis The Goldilocks Recession. As outlined in the past few
months, | think the US will have amild recession or slowdown in 2007. That premise
leads to alot of other follow-on forecasts. Why the theme? Remember that after finding
things were just right, Goldilocks ended running out of the house when the bears came
home. And | think the housing bear will finally come home in 2007.

And as | do each year, we start by reviewing last year’ s forecast. Prior to last year,
| had been on kind of aroll in my forecast issues. Never perfect of course, but all inall |
have been lucky. | wrote as a preface last year:

“As| look at the coming year, | think it islikely | will not be as successful in my
accuracy. There are alot of potential variables which could cause any number of my
predictions to be wrong. But chief of my concernsis Fed policy. When will they stop
raising rates? In my mind, | see Ben Bernanke playing Clint Eastwood, doing the Dirty
Harry role, looking into the face of the housing market and saying, ‘Do you feel lucky
punk? Well, do you? Aswe will see, thisisthe wild card upon which the economy will
turn.”

Asitturnsout, | did not do al that badly. | wrote at length why | though the Fed
would go further hiking rates than the consensus at that time and | was right. However, |
thought that raising rates more than most economists thought, plus a slowing economy,
would put adamper on the stock market and | was really wrong in calling for adown
year in the stock market. | also thought inflation would peak earlier than it has, but that is
my bias, as| think that global deflationary forces will eventually be the order of the day.
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Onthe plusside, | got the currency marketsright. | was mildly bearish on the
dollar aswell as seeing a small rise in the Chinese Renminbi. | was bullish on gold and
energy. | did not think we would go into arecession in 2006, but that consumer spending
would slow down by the end of 2006. | predicted areturn of the Muddle Through
Economy by the end of the year, which we certainly saw. Growth in the last half of the
year will be below the 2% range, which qualifies for Muddle Through. | was positive on
global growth and Chinain particular, even with many calling for ahard landing in
China. | aso called for a correction in copper, which we surely got this year.

Past performance is not indicative of future results. In golf, you drive for show
and you putt for dough. Forecasts are for show. | can guarantee | will get afew things
wrong. Maybe alot of them. Count on it. Its how we invest, and what either confirms or
changes those forecasts as time plays out that isthe key. If the facts change, so will my
views. However, aforecast stays forever in the archives, good or bad. Let’sseeif we can
get afew right this year.

Cavedt: If | am wrong about the housing market retreat causing arecession, this
forecast is going to be really wrong.

And speaking of the accuracy of forecasts, a note from reader Nathan Lewis
called to my attention an interesting historical event. Let’s get in the Way Back Machine
and go to the 70s. The Dow had topped out in late 1965 - early 1996, and then began an
amost 30% bear market drop to the spring of 1970. But wait, from that bottom the Dow
took off. In January of 1973, the Dow topped out around 1050, or 5% above its previous
high. Writes Nathan:

“On January 1, 1973, Barron's published its famous Roundtabl e interviews with
big-name professional investors. Thetitle was *Not a Bear Among Them.” (By the way,
the Fed Funds Rate, as of the end of December 1972, was -- 5.33%! Y ou can't make this
stuff up.)”

Of course, the Dow then proceeded to drop 40%.

And yes, this year’ s Roundtable had not a bear in the room. Let’ssee. A 5% rise
from previous highs? No bears in the Roundtable? Y ou drive for show.

Let me note that this issue probably gets forwarded more than any other weekly
letter | write. For new readers, you can join my 1,000,000 closest friends and get this free
weekly letter sent directly to your email address by going to www.2000wave.com and
simply entering your email address. Now, let's get into the forecast.

The Goldilocks Recession

Economic forecasts this year tend to fall into three camps. The very large mgority
which sees amild slowdown (not arecession!) with the Fed cutting rates in response and
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then renewed growth. They look back to the middle 90’ s where there was indeed a
slowdown but not arecession, and the market continued to climb. Goldilocks, indeed.

There are afew which see the roots of a serious recession based upon a collapse
in housing prices and a manufacturing slump.

And then there isthe lonely middle where | reside, which sees amild recession (at
least by historical standards). It’slike the line from the one hit wonder by Stealers Whesel
from 1973:

“Clownsto the left of me, jokersto the right of me, stuck in the middle with you.
And I’'m wondering what it is | should do.”

Why just amild recession? Because basically the bulls are right about 70-80% of
the economy. Things are doing just fine, thank you. The service sector is rocking along
with the latest ISM number for the service sector at 57.1%, which is quite healthy. By
some estimates, the service sector is up to 80% of the economy.

Thereis not arecession in health services. Where is the bear market in
government employees? Education? Except for mortgage related services, there is growth
in the finance area. Technology? Food services? Every month, we see solid increasesin
service employment. Unemployment is a comfortably low 4.5%, with many areas of the
US showing even lower levels.

The problem isin two areas, housing (which is categorized mostly as service) and
manufacturing, especially auto related manufacturing. These sectors are in recession
aready. If you are in the home building business, it feels like more than arecession.
While some point to asmall rise in new home sales, there is plenty of evidence to suggest
that it isfrom aggressive price cutting. Even so, the numbers of new homes for sale just

keep rising.

Under normal circumstances the bulls would be right. A slowdown in the housing
sector, even a serious one, should not be enough in and of itself to cause arecession. But
thisis not anormal circumstance.

1. Wehave had areal asset bubble in housing. Bubbles do not end without pain.

2. UShome owners have used the rise in the value of their homes as a source for
increased consumer spending through Mortgage Equity Withdrawals (Mews),
financing increased consumer spending even while savings were negative.
MEWSs are going to fall even more as home prices do not rise and even (hard
to believe!) fal.

3. The housing industry —construction, finance, sales, MEWSs, furniture and
renovations - accounted for a significant part of the recent growth there has
been in the economy. Without that positive contribution, and indeed what will
be a negative detraction in 2007, the economy will indeed be slower.
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Let’sreview two charts from friend Barry Ritholtz we used last week. Thefirstis
what GDP would have been without MEWSs.

GDP Growth: With and Without Mortgage Equity Withdrawal

-] GDP as
reported

B cor without
MEW

Percent Real GDP Growth

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

The second graph shows the drop in MEW s through the third quarter. As we will
see below, home prices are not going to be rising, thus making it more difficult for
home owners to borrow money against the rise in their home values. Given other
pressures mentioned below, | think it is enough to cause consumer spending to slow
enough to cause arecession.
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MEW, Billions Dollars, Quarterly. Greens pan-Hennedy
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That Hissing Sound You Hear

In my home counties (Dallas and Fort Worth, Texas) homes are very affordable
when compared to the rest of the nation. We have not experienced the bubble.

Yet, foreclosures are at an all-time high here. There is aflood of these homes
coming onto the market. The pattern is the same all over the country. Why should
foreclosures be high in a period of low unemployment? Part of it is that bad stuff happens
to good people. They fall behind, lose ajob, get sick. Any of adozen reasons.

But it is also because the mortgage industry has made some very bad loans. That
hissing sound you hear are the subprime mortgage loans escaping from the housing
bubble. The Center for Responsible Housing suggests that 1oose lending practices in 2005
and 2006 will push 20% of the sub-prime loans made into foreclosure. Thisis not
insignificant. Subprime loans are 25% of the mortgage market. What do you think will
happen if 20% of recent sales go back onto the market?

And that is based on a mere 3.6% drop in housing prices nationwide. If the price
drops are more typical of what we have seen in regional housing recessions (we have not
seen anational one since the Depression), housing prices could drop more than 3.6%,
pushing more homes into the problem zone.

Gary Shilling writes: “ Subprime mortgage |oans have also leaped in recent years
asaportion of total originations, and among subprime mortgages, so have ARMs. Most
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of those Subprime borrowers are very stretched to meet monthly mortgage payments, and
few have financial resourcesto fall back on if they lose their jobsor if their mortgage
payments adjust up substantially. They already spend about 40% of their incomes on
house costs. But payments will leap unless interest rates collapse— and soon.

Around 60% of subprime ARMs issued since 2004 have fixed interest rates for
two years and float for 28 years thereafter—2/28 mortgages. Their original rates in 2004
were 7.1% on average and, under their mortgage contracts, can eventually adjust up to
about six percentage points over the current short-term benchmark, the London Interbank
Offered Rate (LIBOR). It's5.4% at present, so those subprime ARMs can adjust to
11.4% if market rates don’t change. Wow!

“On average, those subprime ARMSs' upward adjustment islimited to 2.3
percentage points on the first reset and 1.2 points per year thereafter. So a subprime ARM
originated in 2004 adjusted to 9.4% last year, and will move to 10.6% in 2007 and 11.4%
in 2008 if benchmark rates remain the same. Thisis known in the trade as reset shock for
good reason. Of the estimated $436 billion in mortgage loans that reset last year, $250
billion were subprime as are $360 billion of the $585 billion that will move to floating
status in 2007.”

The Derivative Sleeper

Lenders are going to become more cautious for several reasons. First, as these bad
loans come home to roost, there will be losses. Regulators are increasingly mandating
higher standards. Finally, investors are going to balk at buying the paper. This latter may
be more of a slegper than most people reaize.

Derivatives known as credit default swaps are getting expensive if you want the
protection. And there is ahidden problem in the mortgage market. The credit rating
agencies have priced some derivatives based on past performance that may in fact not be
justified when the future rolls around.

First, before we get into the subject of mortgage derivatives, let me say the sky is
not falling. We are not going to see a meltdown of the global financial system. But there
are going to be some people who are going to lose more money than they had planned
for, because they are taking more risk than they thought there were.

Let’s say alarge investment bank puts together a pool of subprime mortgages.
They break this pool up into various “tranches.” Thefirst tranche gets the first money
back and gets ajustifiable AAA rating. Thisis about 80% of the pool. Lower tranches
take more risk asthey are lower down in the repayment stream. They slice and dice these
pools down to where some tranches are rated C, somewhere slightly above Enron debit.

About 4% of the pool israted BBB, or barely investment grade. Now, hereis
where it getsinteresting. Let’sread what Shilling has to say about this debt paper.
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“...Next the BBB tranche, only 4% of the RMBS [Residential Mortgage Backed
Security], is pulled out and combined with BBB tranches from other poolsto serve as
collateral for aderivative called a Collateralized Debt Obligation. Since this combining
of BBB tranches supposedly creates diversification that the rating firms models indicate
will drastically limit delinquencies and defaults, the AAA tranche of the CDO is 75% of
the total capital structure and 12% israted AA. Only 4% is considered BBB. So pools of
mortgages that probably would be considered below BBB are miraculously turned into a
CDO with 87% of its capital structure rated AAA and AA and only 4% is rated BBB.

“Wow! Talk about asow’s ear being turned into asilk purse! Think of the
leverage involved in converting low into high quality debt, even more so when the CDOs
are leveraged by their buyers 10 or 20 times! And think of the losses when the 25% fall in
house prices we foresee wipes out the whole BBB tranches of the RMBSs by which
the entire CDOs are collateralized!

“Conversaly, consider the potential huge profits of investors that are essentially
buying insurance policies, Credit Default Swaps, that pay out any losses on BBB tranches
of the CDOs. But will the sellers of these CDSs be able to make good on their contracts if
the house price collapse we foresee materializes?’

(You can subscribe to his excellent letter by going to www.agaryshilling.com)

Who buys this stuff? Gary suggeststhat alot of it is Asian and European
institutions who simply look at the rating by the credit agencies and buy. It isalso
sophisticated shops that buy default insurance when they buy the CDOs, aswell as high
risk funds that have investors who are searching for yield.

Remember Amaranth, the hedge fund that blew up $6 billion of investor money
thisyear? Not a hiccup in the market. We are going to see some of these CDO pools
“have issues.” Some are ssmply going to disappear. Investors will lose some of their
assets.

And let me say again the sky is not falling. The vast majority of mortgage paper
will be just fine, thank you very much. A few investorslosing abillion here or thereis
not a problem for the system as awhole.

What will really be the upshot is that investors are eventually going to shy away
from the subprime market without increased protection, scrutiny and returns. The day of
the no paperwork subprime mortgage will go away not because of government action, but
because the market will ssmply not take the paper.

Why should we care? 25% of the mortgage market is in the subprime space. If a
significant portion of people (which would be way less than the 20% mentioned above)
who have bought homes on subprime mortgages are foreclosed on, and there is not
financing for anew buyer for that home, it goes on the market and the price drops until it
becomes affordable to a sub-prime buyer under the new tighter standards.
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Every real estate agent knowsthat it isfirst time home buyers who arein large
part the fuel for the market, buying from more established households who are “moving
on up to the Eastside.”

Problemson the Margins

Now, let me be clear here. | am talking about problems on the margin. The vast
majority of subprime loans are going to be repaid on time, as are their more conventional
cousins. Remember, 80% of the country, and alarge portion of the rest of homeowners
will be just fine. They may not be happy because their piggy bank doesn’t automatically
refill with home pricesrising 15% ayear, but they will adjust.

But recessions are all about “on the margin.” Really all arecessionisisaperiod
of time when the economy does not grow but falls back, usually just afew percentage
points or on the margin. Recessions are typically created when a small portion of the
economy has larger than usual problems. In the past, it hasclassically been
manufacturing, but manufacturing is an increasingly smaller part of the US economy.
Thistimeit will be the housing market and its cousins that put pressure on the consumer.

The housing problems will spill over into consumer spending, both from much
lower MEWSs and from the negative wealth effect. Throw in higher mortgage payments
for asignificant portion of the country and there isless to spend. Instead of robust growth
in consumer spending, we will see anemic growth in much of 2007. Note | said growth.

But with inflation at 2%, businesses need 2% growth in consumer spending just to
“break even.” Whilewe all talk about “real” or after-inflation GDP, we live in anomina
GDP world. Yes, incomes are (finally!) going up, but they have to go up enough to cover
the rise in expenses and to cover the loss of MEWS, etc. | don't think they will.

From a sector standpoint, | think it is consumer durables that get hit the hardest in
the Goldilocks recession. Consumers will buy the staples. The simple bear necessities
will be ok, but larger purchases will be put off.

Timing? Aah, now you ask a much harder question. The inverted yield curve
historically suggests no sooner than the second quarter and by at least the end of the third
guarter, but what does ayield curve know? That sounds as good a time frame as any.

But won't the Fed start to lower rates? Yes, but | think it unlikely that it will bein
time. The Fed has made very clear, and the minutes from the meeting on December 12
underscore their unease, that inflation is still a concern. They are not going to lower rates
until the inflation monster iswell and truly dead. Not unless they want to lose their
credibility, and they seem to value that.

Today’ s employment report suggests that a Fed ready to cut ratesis further off
than the market hopes.
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Will the Stock Market (Finally!) Ready to Correct in 20077

If I am forecasting arecession, then that suggests the stock market will drop as
well. Maybe not by as much asin past recessions, but it is hard to see how it could shrug
off arecession without so much asareal correction of at least 10-20%. In future letters
we will look at why a deep (the 40% plus that is typical in recession) stock market bear is
not aslikely.

It also followsthen that the Fed will cut rates and that long term interest rates will
go down, thus there is some room for abond rally. Let me suggest you go to
www.pimco.com and read Bill Gross' s latest missive. He argues that nominal GDP istoo
low for the current rate structure. (Van Hoisington and Lacy Hunt do aswell, for
different reasons. | will send you their latest |etter in Monday’ s Outside the Box).

Let’sjump to Gross's conclusions:

“We at PIMCO look for a Fed Funds rate of 4%:9 by December of 2007 with 5 and
10 year yields hovering at levels perhaps 25 basis points higher. While that by no means
would be reflective of past bond bull markets in terms of magnitude, that is not to imply that
12/31/07 would mark its last gasp. With nominal growth in the U.S. economy dependent on
asset appreciation more than ever before, the Fed will lower rates as far as they must in order
to produce it. We, like everyone else, will be interested observers along that downward path
as they attempt to push the nominal economy back to the magic 5% rate of growth necessary
to pay this nation’s bills. Is the Fed impotent now? Not as powerful as it once was, but with
private financial market participants more interested in other pursuits, it may be the only
game in town, at least for 2007, and if it lowers rates sometime within the next six months
then the U.S. bond bull market will gain renewed vigor.”

Hard to argue with the Bond King. But while he does not say so, if the Fed is having
to cut rates that much that would suggest to me that a serious slowdown, if not a recession, is
underway.

A recession means that risks premiums should reassert themselves into the high yield
bond market, so if you are reaching for yield, | would be very careful. Very careful indeed.

And if the Fed is cutting rates while Europe is raising theirs, as their economy seems
to be on a better track, then you would expect the dollar to fall some more. Nothing
precipitous, just another leg down, especially against Asian currencies.

But in amercantilist world, | don’t think that many countries will let their currencies
rise al that much against the dollar. So, no large returns without leverage, but that means a
lot of risk. If you are going to invest in foreign currencies with any type of leverage, let the
professionals do it for you. There is no guarantee, but the leveraged currency markets
(futures and other derivatives) is no place for amateurs. And even the pros get spanked

regularly.
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And if the dollar will fall some more, you would have to think that gold will rise, so |
remain bullish on the barbarous relic. The energy complex? A pause isin order before the
next leg up as foreign demand just keeps rising. And just as last year, | would still be wary of
long only commodity funds, at least for the first part of the year. That could change.

If we do get a mild recession and a correction in the stock market back to lower than
trend valuations, | expect to finally turn selectively bullish on stocks. | am really looking
forward to that.

| think the global economy will get a mild hangover from a US recession, but not as
much of one as in the 90s. Things are changing.

The risks to my forecast? One very real oneis typified by Steve Leuthold, a very
seasoned (and generally right on target) analyst, who thinks the recession does not start until
2008. |1 am often early on these things.

Another real possibility isthat there is not even a slowdown, as many think will be
the case. It could happen. If inflation does indeed come down faster than it now looks,
alowing the Fed to cut rates not as stimulus but because inflation is not a problem, then we
could indeed find that soft landing. If that is the case, then take every forecast | made (except
energy) and turn it around.

Or the economy could get strong, stoking the inflation fires and force the Fed to raise
rates. | don’t think so, but credible economists, ones that | respect, see that as a possibility.

That being said, for all the reasons | haven outlined in this letter over the past few
months - the inverted yield curve, the leading economic indicators, a housing recession,
pressure on the consumer and more - | think we see the Goldilocks Recession in 2007. We
will see. Stay tuned.

As | indicated two weeks ago when | discussed my personal portfolio, | will change
little in any case, at least for the first half of the year. For those of you who did not see that
issue, hereisalink: http://www.2000wave.com/article.asp?d=mwo0122206

South Africa, A Moment for Reflection and My Book

| am off to La Jolla tomorrow with Tiffani to meet with business partner Jon Sundt
and the team at Altegris Investments, but flying back on Tuesday. In a few weeks | am flying
down to South Africa. | am looking forward to that trip. It has been too long since | have
been there. Partner Prieur du Plessis will host me. | am going to be speaking at about a dozen
meetings, so drop me a note and | will make sure someone gets in contact with you.

And yes, | am going to take a few days to kick back. | need it. | realized over the

holidays | have not taken a vacation for along time, and may even take a longer when | get
back.
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This last year was more stressful than most. Toward the end of the year | took a
routine test for a life insurance policy. | was disturbed when | was turned down, and when |
found out the reason was brought up short. There was a large jJump in a potential cancer
marker. As my doctor, Mike Roizen (the author of Y ou, the Owner’s Manual) said, “John,
you either have some reason for a false positive which happens a lot with this test or you
have a vicious SOB of a cancer.” Not the words you want to hear. Ironically, we were also
working to update my will, estate and business continuity plan. Kind of brought you up short,
known what | mean?

Asit turns out, later tests (it took more than six weeks to work it al out) did indeed
confirm that there is no reason at all for any concern. Everything is now testing normal. In
fact, | am in overall better shape than a year ago. The only bad news is we don’t exactly
know why the first test was off, but why sweat the small stuff? | had a special reason to enjoy
Christmas even more.

| have had areal writer's block on my next book The Millennium Wave. | just
couldn’t get the words on the screen to make any sense. Normally when | write | get a sense
of direction and just let the words flow, admittedly in fits and starts. Trying to write
something coherent and thoughtful about how the world will change over the next 20 years
has been far harder than | originally thought it would be.

Over the holidays | finally realized | was trying to write the wrong book. | think that
now that | have a sense of the direction, | can finally get it done. It is the 800 pound gorilla
on my work schedule shoulder and | want to get it off. Thisis abook I have wanted to do for
along time, so when | get it done, | want it done right.

Thisis going to be a busy year. | expect to travel more than in most years, so | may
be coming to a city near you. All over Europe, maybe Dubai, Chile, a few other Latin
American countries, Australia and Canada, of course, as well as all over the US. | will keep
you updated on my schedule.

| wish you a truly prosperous and Happy, Healthy New Y ear. Thanks for letting me
come into your life.

Your planning on living to see if his 20 year predictions work out analyst,

John Mauldin
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