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US Housing—A Double Dip
Benjamin Tal and Meny Grauman

The US economy may be on the mend, but a full-fledged recovery in the residential real estate market is still years
away. After an unprecedented multi-year collapse most housing indicators have stabilized, but whatever signs of
improvement do exist are more a function of a badly damaged market, and the distorting effect of temporary tax
incentives, than evidence of a sustainable rebound. Starts, sales and prices are ended 2009 higher than they were
earlier in the year, but we anticipate further weakness ahead as supply continues to outpace demand, mortgage
rates head higher, and the government’s generous home-buyers tax credit finally expires. That has significant
implications for related equities which have already priced in a steady recovery in the US housing market.

Short-Lived Remedies

Just how strong an impact recent tax policy has had is clearly visible in the flood of purchases of existing homes,
where foreclosures beat down prices to levels tempting to the first time buyers who initially qualified for the
program. During the past year in which the program has been in effect, sales of existing homes have climbed by
15%, while new home sales have actually dropped by 5%. In fact, the usually stable sales ratio between the two
has more than tripled, recently hitting a record high 18. But after being extended once by the Obama
Administration, this tax credit will expire at the end of April—putting downward pressure on demand for existing
home sales. That prospect will make it more difficult to clear out the next wave of foreclosures, prompting
another down leg in US house prices.

Shadow Inventory

But the risk of a double dip in US home prices is not simply the result of properties being sold at “fire-sale”
valuations, but also due to a deluge of shadow inventory coming onto the market. Although conventional
inventories are trending lower, shadow inventories, capturing seriously delinquent and bank-owned properties,
are just as large.

There are close to two million mortgages that are more than 90 days delinquent, and nearly all of these will end
up in foreclosure, given that over the past three years the “cure rate” of this category fell from 40% to less than
one percent. Add to that the 2.3 million properties that are in foreclosure or already seized by banks, and total
inventories (conventional and shadow) are now running at over 8 million units. At current sales rates, that adds
up to a record high 16 months of supply. True, this “shadow"” stock will not hit the market all at the same time
as banks manage their supply of seized properties, but this constant flow is likely to keep markets depressed for a
while.
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Note that default and foreclosure rates continue to rise despite a slowly improving economy and government
efforts to stem the tide. Out of the nearly 730,000 mortgages in trial loan modification just 31,000 have been
made permanent. And according to recent figures, despite managing to reduce monthly payments, the vast
majority of modifications have actually raised loan balances—an important contributor in itself to the probability
of foreclosure.

A big part of the problem is a still weak labour market, which has left a record 15 million Americans unemployed
and another 9 million underemployed for economic reasons. However, just as significant is the roughly 10 million
households in a negative home equity position of worse than -20%, for whom strategic default - failing to pay
when one could - is a very real option. While negative equity is a necessary but not sufficient condition for
default, it's a clear risk; out of the 2 million or so foreclosures in 2009, roughly 25% were strategic.

Fed About to Halt Purchases of Agency MBSs

It's not just inventories and tax credits that are looming large over the housing market, but also interest rates.
Aggressive central banks’ rate cuts along with large amounts of agency MBS purchases by the Federal Reserve
have lowered mortgage rates by over 100 bps since the height of the financial crisis. That spurred a refinancing
boom, which, according to First American Corelogic, saved $2.3 billion in mortgage payments—a roughly 10%
reduction—in 2009 alone. Although we don’t expect policymakers to raise the fed funds rate until 2011,
mortgage rates have already started to head higher, and could keep climbing towards the end of the first quarter
when the Fed’s $1.25 trillion agency MBS purchase program is completed. Those purchases made up almost
50% of all MBS issuance last year, and despite the improvements in the securitization market, their absence will
likely have a material impact on rates.

In the final analysis, the end of unprecedented government tax support for housing, along with the looming
overhang of supply and a higher cost of borrowing will keep new home building activity trudging along at
historic lows over the next two years and could see prices drop again by 5-10%.
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WTI CRUDE FUTURE (US$ / bbl.)
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SILVER (US$ /t oz.)

GOLD (US$/toz.)

WHEAT (US¢ /bu.)

SOYBEANS (US¢ /bu.)
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US$ /EURO
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US$ /BRITISH POUND
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CANADA

COMMODITIES

Current* yesterday* a week ago* a month ago* ayear ago
19 19 21 21 97
278 277 279 283 204
27 27 30 37 69
0.06 0.06 0.04 0.04 0.30
0.23 0.23 0.23 0.23 0.50
0.25 0.25 0.25 0.25 1.26
0.89 0.88 0.83 0.94 0.97
2.42 2.42 2.36 2.52 1.99
3.67 3.66 3.62 3.77 3.02
153 156 152 164 365
475 478 477 535 1234
386 390 388 428 917
185 185 185 185 215
0.44 0.45 0.45 0.47 1.35
28 29 29 28 74
215 213 221 221 198
1.22 1.22 1.19 1.39 1.15
2.49 2.47 2.50 2.74 2.05
3.37 3.35 3.40 3.60 3.13
97 101 103 107 335
164 168 166 182 422
32 36 35 35 55

57 59 55 59 135
77 81 75 81 151
74 77 74 80 162
73 76 70 78 160
103 105 102 107 169
105 110 105 117 189
89 93 91 94 176
96 102 99 100 178
92 97 92 102 163
86 89 84 87 162
74.4 73.7 75.5 77.2 44.8
53 5.2 5.8 5.9 4.2
16.2 16.5 17.1 17.3 131
1080.3 1087.6 1087.8 1101.8 942.5
485.0 486.5 495.3 5243 510.5
930.3 929.3 952.5 1001.0 874.5
29.7 28.8 28.7 27.0 13.5
360.3 358.3 367.8 405.5 350.8
1.065 1.061 1.055 1.048 1.267
1.392 1.396 1.413 1.437 1.267
1.482 1.482 1.491 1.506 1.616
90.810 89.970 90.200 91.713 97.570
1.605 1.614 1.611 1.595 1.432
1.054 1.053 1.041 1.037 1.169

* Asof 11:00 a.m.
Note: Data is for reference only.
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International Stock Indexes

Thursday, January 28, 2010

DAILY 52 WEEK
% Chg YTD 3-yr

Index (Regiona/Country) High Low Close Chg -+ % chg  High Low % Chg % chg
Global
The Global Dow (World) 1922.39 1888.92 1895.87 -14.7 -0.77 -4.5 2047.33 1139.9 34.5 -4.2
The Global Dow (Euro) (World) 1293.76 1273.76 1278.76 -2.48 -0.19 -1.8 1337.88 849.42 26.1 -6.6
DJ Global Index (World) 222.14 218.42 219.13 -1.58 -0.72 -3.4 234.99 130.29 36.4 -7.7
DJ Global ex U.S. (World) 195.81 192.64 193.07 -0.68 -0.35 -4 209.06 111.8 41.2 -7.4
MSCI EAFE* (World) n.a. n.a. 1517.2 -14.87 -0.97 -4 1642.2 911.39 33.1 -9.9
Asia Pacific
DJ Asia-Pacific (Asia-Pacific) 122.09 120.31 121.68 1 0.83 -1.1 129.57 73.76 37.2 -6.1
All Ordinaries (Australia) 4699.2 4667.9 4697.7 27.72 0.59 -3.8 4981.2 3111.7 35.7 -6.5
S & P/ASX 200 (Australia) 4676.1 4642.6 4673.3 28.63 0.62 -4.1 4950.7 3145.5 325 -6.8
DJ CBN China 600 (China) 26543.58 26106.59 26451.71 134.55 0.51 -9 29890.92 16643.43 58.9 11.2
Dow Jones China 88 (China) 267.94 263.9 266.47 -0.68 -0.25 -11.6 327.69 182.09 46.3 5
Shanghai Composite (China) 3006.04 2963.89 2994.14 7.54 0.25 -8.6 3471.44 1990.66 50.4 1.3
Hang Seng (Hong Kong) 20437.56 20170.15 20356.37 3233 1.61 -6.9 22943.98 11344.58 54.7 0.1
Bombay Sensex (India) 16524.69 16182.14 16306.87 17.05 0.1 -6.6 17701.13 8160.4 76.6 4.5
Jakarta Composite (Indonesia) 2619.98 2565.38 2619.57 55.01 2.15 34 2667.27 1256.11 97.8 14.2
Nikkei 300 (Japan) 187.63 185.28 186.21 1.32 0.71 0.6 197.22 140.76 12.1 -18.6
Nikkei Stock Avg (Japan) 10462.7 10296.98 10414.29 162.21 1.58 -1.3 10982.1 7054.98 26.2 -15.8
Topix Index (Japan) 920.64 909.59 914.32 6.65 0.73 0.7 975.59 700.93 11.7 -19.1
Kuala Lumpur Composite (Malaysia) 1267.85 1261.69 1264.51 -1.26 -0.1 -0.6 1308.36 838.39 43.2 2.6
NZSX-50 (New Zealand) 3202.18 3180.22 3183.6 -9.97 -0.31 -1.4 3310.23 2417.95 14.9 -8.2
KSE 100 (Pakistan) 9643.92 9414.48 9579.81 -23.74 -0.25 21 9954.41 5183.22 84.8 -4.8
Manila Composite (Philippines) 2963.18 2912.54 2961.63 42.15 1.44 -3 3121.91 1759.33 59.2 -2.2
Straits Times (Singapore) 2763.36 2717.92 2757.68 51.42 1.9 -4.8 2933.53 1456.95 56.1 -2.9
Kospi (South Korea) 1649.46 1619.26 1642.43 16.95 1.04 -2.4 1722.01 1018.81 40.8 6.2
Colombo Stock Exchange (Sri Lanka) 3647.8 3521.83 3636.41 45.03 1.25 7.4 3636.41 1612.33 98.2 7.4
Weighted (Taiwan) 7756.77 7607.56 7694.58 134.55 1.78 -6 8356.89 4247.97 81.1 -0.5
SET (Thailand) 698.35 682.17 689.72 -0.74 -0.11 -6.1 751.86 411.27 58.6 1.6
Europe
DJ Stoxx 600 (Europe) 250.76 244.61 244.61 -2.69 -1.09 -3.4 260.26 157.97 28.2 -13.1
DJ Stoxx 50 (Europe) 2521.51 245411 2454.12 -34.7 -1.39 -4.8 2634.1 1614.75 23.7 -13.3
DJ Euro Stoxx 50 (Euro zone) 2825.27 273.32 2737.33 -50.07 -1.8 -7.7 3017.85 1809.98 20.6 -12.9
DJ Euro Stoxx (Euro zone) 265.81 25.61 258.62 -3.66 -1.4 -5.9 281.41 169.38 23.7 -13.6
ATX (Austria) 2566.31 2473.26 2473.26 -45.77 -1.82 -0.9 2752.39 1411.95 45.2 -17.8
Bel-20 (Belgium) 2537.01 2486.51 2486.51 -7.16 -0.29 -1 2606.93 1527.27 31.3 -17.3
PX 50 (Czech Republic) 1200.2 1186.4 1186.4 1.3 0.11 6.2 1220.3 628.5 51.9 -10.6
OMX Copenhagen (Denmark) 335.16 328.3 329.88 2.23 0.68 4.5 338.35 193.26 40.1 -9
OMX Helsinki (Finland) 6790.12 6556.87 6622.67 146.06 2.26 2.6 6690.24 4110.31 29.7 -12.7
CAC 40 (France) 3810.57 3688.79 3688.79 -71.01 -1.89 -6.3 4045.14 2519.29 22.6 -12.9
DAX (Germany) 5718.81 5540.33 5540.33 -102.87 -1.82 -7 6048.3 3666.41 25.1 -6.1
BUX (Hungary) 21870.62 21550.28 21559.36 155.3 0.73 1.6 22981.48 9461.29 83.6 -3.3
FTSE MIB (ltaly) 22287.69 21594.02 21603.13 -394.46 -1.79 -7.1 24425.98 12621 19.4 -20
AEX (Netherlands) 331.57 323.95 323.95 -3.31 -1.01 -3.4 343.03 199.25 28.4 -13.5
All-Shares (Norway) 410.58 401.73 403.33 1.6 0.4 -4 434.23 239.48 46.6 -8.2
WIG (Poland) 40393.8 39915.62 39917.92 -43.13 -0.11 -0.2  41617.21 21274.28 60.5 -9.3
PSI 20 (Portugal) 8156.73 7930.24 7930.24 -109.92 -1.37 -6.3 8882.69 5743.09 23.9 -11.8
DJ Russia Titans 10 (Russia) 5641.22 5432.73 5587.69 136.89 2,51 0.2 5929.42 2631.38 111.9 -4.8
RTS Index (Russia) 1478.39 1453.79 1460.98 14.62 1.01 24 1581.09 508.25 175.3 -7.8
IBEX 35 (Spain) 11200.5 10829.3 10829.3 -212.9 -1.93 -9.3 122225 6817.4 27.7 -9.1
SX All Share (Sweden) 304.85 296.59 297.09 -2.82 -0.94 -0.8 309.79 186.58 54.6 -8.2
Swiss Market (Switzerland) 6551.07 6442.41 6442.41 -30.62 -0.47 -1.6 6633.86 4307.67 22.2 -10.7,
Istanbul National 100 (Turkey) 55100.87 54492.53 54770.46 699.44 1.29 3.7 55469.2 23035.95 109.3 9.4
FTSE 100 (U.K.) 5280.4 5145.7 5145.74 -71.73 -1.37 -4.9 5538.1 3512.1 22.8 -6.2
FTSE 250 (U.K.) 9349.75 9213.78 9213.78 -31.47 -0.34 -1 9726.44 5769.79 46.9 -6.1
Americas
DJ Americas (Americas) 291.12 285.01 287.03 -3.01 -1.04 -3.2 305.67 172.41 34.3 -6.7
Merval (Argentina) 2327.6 2281.59 2293.81 -12.4 -0.54 -1.2 2401.75 930.12 110.7 4
Sao Paulo Bovespa (Brazil) 66049.09 64541.49 65587.8 518.01 0.8 -4.4  70729.34 36234.69 65.5 13.9
S & P/TSX Comp (Canada) 11389.15 11162.11 11274.2 -69.91 -0.62 -4 11953.83 7566.94 28.7 -4.6
Santiago IPSA (Chile) 3806.35 3746.04 3774.02 -8.86 -0.23 5.4 3814.97 2360 47.2 9.8
IPC All-Share (Mexico) 30926.05 30334.67 30811.35 200.52 0.66 -4.1 33064.57 16929.8 57.7 4.4
Caracas General (Venezuela) 59303.28 59169.44 59206.59 37.15 0.06 7.5 60299.4 34900.62 66.5 11.5
Other Countries
CASE 30 (Egypt) 6698.83 6636 6696.07 109.4 1.66 7.8 7249.55 3389.31 72.8 -0.2
Tel Aviv (Israel) 1137.11 1128.89 1135.79 10.75 0.96 -0.8 1179.12 637.5 71.9 6
Johannesburg All Share (South Africa) 27040.24 26795.3 26795.3 -6.83 -0.03 -3.1 28346.78 18120.69 30.2 1.8
*Europe, Australia, Far East; U.S.-dollar terms. Three year percent change is annualized. Sources: Reuters; WSJ.com
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