		

	

	

	
The Housing Market is about to Become Even More Oversupplied
While both the media and stock investors believe that housing has bottomed, they are unaware of the massive supply of homes that are already in the foreclosure process that will certainly drive home prices down even further when they are sold. We have been projecting a "W" shaped recovery for some time, and we are becoming even more convinced that we are right. The shape of the second leg down is almost completely dependent on the level of government intervention that will take place.
For a number of reasons, banks have not been aggressively taking title to homes and selling them, which has resulted in very few distressed sales in comparison to the actual level of distress in the market. This delay in REO sales, along with historically low mortgage rates and an $8,000 tax credit, has helped to stabilize the housing market - temporarily.
It is very clear that price stabilization is temporary unless something is done. Here are some facts to help project what housing will be like in 2010:
· 13.54% of the 44.7 million mortgages tracked by the Mortgage Bankers Association are delinquent. 

· 7.57 million homeowners are delinquent, applying the same percentage to the 11.2 million mortgages not tracked by the MBA (55.9 million total mortgages in the U.S.). That means that 10% of all homeowners in the country are delinquent. 

· Based on historical trend analysis by Amherst Securities, 6.94 million homes that are already delinquent will be liquidated, which is more than a one year supply of distressed sales poised to hit the market sometime in 2010 and 2011. During Q1 2005, that figure was only 1.27 million. 

· Defaults continue to grow at the rate of approximately 300,000 per month, assuring that the number of distressed sales will grow and will continue through 2012. 
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2009 Government Intervention 

Government intervention to date has been extremely helpful in preventing an even more dramatic decline in home prices. As shown in the chart at right, housing demand has only fallen to "normal" levels and stabilized there. Without historically low mortgage rates, support for Freddie Mac, Fannie Mae and FHA, and an $8,000 tax credit, how far would sales have fallen this year and what would that decline in demand have done to pricing?
Conclusion 

Demand needs to continue to be stimulated to bring down supply, particularly while the country continues to lose jobs. Without continued government intervention, home prices will plummet, banks and the GSEs will continue to lose money, and the economy has virtually no chance of increasing overall employment in 2010.
Economic Growth............................................................................D
Economic growth deteriorated this month as the economy remains very weak. Annual job losses continued, marking one of the worst losses in 60 years. The headline unemployment rate increased to 9.8%, after reaching 9.7% last month. Mass layoff events - defined as a cut of 50 or more jobs from a single employer - also increased this month, and are up nearly 43% year-over-year. Currently, it takes job seekers twice the normal length of time to find employment. The CPI (all items) decreased at a slower rate in August, recording a decline of 1.5%, while the Core CPI (minus food and energy) showed an increase of 1.4%. The final second-quarter GDP growth rate is at -0.7%, which is a significant improvement from the -6.4% decline in the first quarter. 

Leading Indicators...........................................................................C-
Many leading indicators continue to improve, and suggest that the worst of the recession is behind us. The Leading Economic Index 6-month growth rate rose in August to its highest level since early 2004. The ECRI Leading Index - an indicator of future U.S. growth - has increased almost 21% since the beginning of the year - the largest growth rate since 1971. Stocks continued to rise through September and the four major indices now range from -10% to +2% year-over-year. The S&P Homebuilding Index rose in August, increasing 14% from the previous month, but remains down 5% year-over-year and down 72% from its peak in July 2005. The Net Employment Outlook turned negative for only the second time in the 20-year history of the index (the first was last quarter), as more employers that were surveyed foresaw staff levels decreasing than increasing. The average hours worked per week by Americans declined slightly in September, reaching its lowest levels on record, partly due to furloughs forced upon both government and private sector employees. The price of crude oil declined to a monthly average of $69.46 per barrel in September, representing a 2% month-over-month decline. 
Affordability......................................................................................C-
Affordability improved this month as both mortgage rates and the median resale price fell compared to last month. Currently, our housing-cost-to-income ratio has fallen to 26.7%, which is near the lowest level since we began calculating the index in 1981. Due to the correction in home prices and low mortgage rates, owning a home is now essentially the same cost as renting, making it favorable for first-time home buyers to purchase a home. Household income has fallen 6% year-over-year to $52,856 as a result of job losses and furloughs. Despite the decline, the median-home-price-to-income ratio has fallen to 3.3, which is now equal to the historical average. The 30-year fixed mortgage rate fell again in September, reaching 5.04% by month-end, while adjustable mortgage rates reached 4.52% at September month-end. The Fed's overnight lending target rate remains at a range of 0.00% to 0.25%, which is the lowest level on record. The share of ARM applications increased to 5.6% in the last week of August, according to the Mortgage Bankers Association. However, the share of ARM applications remains extremely low when compared to peak levels above 35% of total applications in early 2005.
Consumer Behavior..........................................................................D-
Consumer behavior was mixed this month. Consumer confidence declined after increasing last month, falling to 53 - far below the historical average of 97. Consumer sentiment increased in September to 73.5, reaching its highest level since January 2008. The Consumer Comfort Index also increased in August to -46.4. The personal savings rate has fallen in the last two months after spiking at 6.9% in May. The U.S. net worth increased nearly two trillion dollars in the second quarter compared to the first quarter. This represents the first increase in net worth in almost two years, and is largely due to recent large gains experienced in the stock market. Despite the recent improvement, the second quarter year-over-year decline is the third worst on record in the 50-year history of this data point, losing $7.4 trillion of wealth in the past year. Both unemployment and inflation increased this month, resulting in a rising Misery Index (the sum of the two rates).
Existing Home Market.......................................................................D+
The existing home market remains weak yet seems to be stabilizing. Seasonally adjusted annual resale activity in August declined almost 3% from last month to 5.1 million homes, an improvement of 3% compared to one year ago, according to the National Association of Realtors (NAR). The rolling 12-month count of resale sales activity has increased for the second month in a row. The national median resale price fell to $177,500, and has declined 12% year-over-year. Weak consumer confidence and increased foreclosure sales continue to put downward pressure on resale prices. The Case-Shiller index, which tracks paired sales, fell 15% in the second quarter of 2009 compared to the second quarter of 2008. In August, the number of unsold homes declined sharply to 8.5 months of supply yet remains elevated compared to history. Pending home sales volume increased this month, and represents a 12% year-over-year gain. As of the second quarter, 32% of all homes with a mortgage were worth less than the original value of the mortgage. 
New Home Market............................................................................D
A few components of the new home market improved this month. Builder confidence increased in September to a Housing Market Index rating of 19 - the third consecutive month of an increasing index. The inventory of unsold homes continued to improve and has fallen to 7.3 months of supply. Seasonally adjusted new home sales are down 3% year-over-year and are down 69% from a peak of nearly 1.4 million annual sales in July 2005. The rolling 12-month count of new home sales was flat compared to last month - the first time since 2005 it hasn't declined from the previous month. The median single-family new home price dropped sharply to $195,200 in August from July's $215,600 median - representing an 11.7% year-over-year decline. 
Housing Supply.............................................................................F
Seasonally adjusted total permits increased to 579,000 as a result of a large jump in multifamily permits, while single-family permits declined slightly. Seasonally adjusted total new home starts decreased in August to 479,000, due to a 3% drop in single-family starts, and are down 22% from one year ago. 
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Economic Growth
    

    

D
These are the best indicators of how the economy is currently performing.
Real GDP (annual rate)
-0.7%
D+
Employment Growth (1-year Change)
   - Non-ag Payroll, NSA
-5,813,000
D-
Employment Growth Rate
   - Non-ag Payroll, NSA
-4.2%
D-
Unemployment Rate
9.8%
F
   Average Length of Unemployment (Weeks)
26.2
   Median Length of Unemployment (Weeks)
17.3
   % of Labor Force Unemployed 27 weeks and over
3.5%
U.S. Initial Jobless Claims
  530,000
Mass Layoff Events, SA (YOY % Change)
42.6%
D+
Productivity
6.6%
B-
Retail Sales
-8.5%
F
Inflation
   Core CPI
1.4%
A-
   Full CPI
-1.5%
B-
Personal Income Growth, nominal
-2.4%
F
Federal Deficit (last 12 mos., $mil curr.)
-$1,520,441
F
U.S. Immigration as a % of Total Population
0.4%
Total Population Growth
1.0%
Total Households
112,119,000
   - Growth Rate
0.8%
D-
Owned Households
  75,607,000
   - Growth Rate
-0.1%
D
Rented Households
  36,512,000
   - Growth Rate
2.8%
B
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Leading Indicators
    

    

C-
These have all proven to be predictable early indicators of the direction of economic growth.
Leading Econ. Index (Ann. Growth Rate Last 6 Mos.)
8.9%
B-
ECRI Leading Index
20.8%
A+
Manpower Net Employment Outlook
-2%
F
U.S. Vistage CEO Confidence Index
69%
CEO Economic Outlook Survey
19%
U.S. Average Hours Worked per Week
33.0
Temporary Employed Workers
-30.2%
F
Corporate Profit Growth (pre-tax)
-10.9%
D
Residential Investment as % of GDP (nominal)
2.4%
F
Interest Rate Spread
10-year Treasury
3.43%
2-year Treasury
0.98%
   Interest Rate Spread
2.45%
B+
3-month LIBOR
0.30%
3-month Treasury
0.12%
   TED Spread
0.18%
B
Stock Market (Return over last 12 months)
   Dow Jones 
-10%
C-
   S&P 500
-9%
D+
   NASDAQ
2%
C
   Wilshire 5000
-8%
D+
   S&P Super Homebuilding
-5%
C-
Tougher Standards on Business Loans - Large Firms
32%
D+
Tougher Standards on Business Loans - Small Firms
34%
D+
Crude Oil Price (Current $)
$69.46
D+
ISM Manufacturing Index
52.9
C
ISM Non-Manufacturing Business Activity Index
51.3
C-
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Affordability
    

    

C-
These statistics are probably the most important indicators of short-term housing market performance.
Conforming Mortgage Rates (contract rate; an additional 0.6 - 1.0 points are also paid up front by the borrower)
Housing Cycle Barometer
1.2
A-
US Median Home Payment / Income Ratio
26.7%
US Median Home Price / Income Ratio
3.3
C
Mortgage Rates, Fixed
5.04%
A+
Mortgage Rates, Adjustable
4.52%
B+
   Fixed/Adjustable Spread
0.52%
F
   Fixed/10-year Spread
1.61%
C
Fed Funds Rate
0.15%
Percentage of Adjust. Loans
5.6%
A-
Equity/Owned Home (Current $)
$104,096
C
Debt % in Home (LTV)
56.9%
F
Median Household Income
$52,599
   - Growth Rate, nominal
-6.0%
F
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Consumer Behavior
    

    

D-
Consumer attitudes correlate well with short-term housing sales performance. Consumer income growth, debt levels and job prospects affect the long-term outlook for housing sales.
Consumer Confidence Index
53.1
D-
Consumer Sentiment Index
73.5
D+
Consumer Comfort Index
-46.4
F
Revolving Cons. Credit per Household
$7,601
   - Growth Rate
-7.9%
A+
Personal Savings Rate
4.2%
D+
U.S. Net Worth Growth Rate
-12.3%
F
Financial Obligation Ratio
18.1%
D
Misery Index (Unemployment + Inflation)
8.20
C+
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Existing Home Market
    

    

D+
Sales volumes correlate well with the Housing Cycle calculations, and boost the trade up New Home sales market.
S&P/Case-Shiller® U.S. Price Index (YOY % Change)
-14.9%
F
NAR Single-Family Median Home Price
$177,500
NAR Single-Family Annual Price Appreciation
-12.1%
F
Freddie Mac Annual Price Appreciation
-4.5%
F
Annual Sales Volume, SA
5,100,000
B-
Existing Home Inventory for Sale, SA
3,622,000
D
Months Supply of Unsold Homes, SA
8.5
C-
Purchase Mort. App. Index, SA
277.7
C
Pending Home Sales Index, SA
97.6
D+
Homeownership Rate
67.4%
B
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New Home Market
    

    

D
High appreciation and low inventory would mean an excellent short-term outlook for the new home industry.
Housing Market Index
19
F
Multifamily Condo Market Index
15
F
Median Price, NSA
$195,200
Annual Appreciation Rate
-11.7%
F
Constant Quality Price Index (YOY % Change)
-6.2%
F
Sales Volume, SA
429,000
F
New Home Inventory for Sale, NSA
262,000
B
Months Supply of Unsold Homes, SA
7.3
C+
   Months of Homes Completed, SA
3.2
B-
   Months of Homes Under Const., SA
3.1
D+
   Months of Homes Not Started, SA
1.1
C
    

    

    

    

    

    

    

    

Statistic
    

Grade
Housing Supply
    

    

F
High construction levels are good for the economy. However, if new supply exceeds demand, prices could fall.
New Housing Units Completed, SA
760,000
F
Single-Family Starts, SA
479,000
F
Multifamily Starts, SA
119,000
F
   Total Starts, SA
598,000
F
Single-Family Permits, SA
462,000
F
Multifamily Permits, SA
117,000
F
   Total Permits, SA
579,000
F
Manuf. Housing Placements, SA
47,000
F
   Total Supply, SA
626,000
F
Total Housing Stock 
130,828,000
Homeowner Vacancy Rate
2.5%
F
    

    

    

    

    

    

    

    

SA stands for Seasonally Adjusted Annual Rate. NSA stands for Not Seasonally Adjusted.
* The best 15% ever are "A" scores, the average is a "C", and the worst 15% ever are "F" scores, with distributions throughout.



 

Wall Street Journal

Fed Frets About Commercial Real Estate 

With Banks Slow to Take Losses, Fears of a Residential-Bust Repeat; 'More Pain Likely Lies Ahead'

October 7, 2009

By LINGLING WEI and MAURICE TAMMAN  
Banks in the U.S. "are slow" to take losses on their commercial real-estate loans being battered by slumping property values and rental payments, according to a Federal Reserve presentation to banking regulators last month. 
The remarks suggest that banking regulators are girding for a rerun of the housing-related losses now slamming thousands of banks that failed to set aside enough capital during the boom to cushion themselves when the bubble burst. "Banks will be slow to recognize the severity of the loss -- just as they were in residential," according to the Fed presentation, which was reviewed by The Wall Street Journal. 
A Fed official confirmed the authenticity of the document, prepared by an Atlanta Fed real-estate expert who is part of the central bank's Rapid Response program to spread information about emerging problem areas to federal and state banking examiners throughout the U.S. 
While the Sept. 29 presentation by K.C. Conway doesn't represent the central bank's formal opinion, worries about the banking industry's commercial real-estate exposure have been building inside the Fed for months. "More pain likely lies ahead for this sector and for those banks with heavy commercial real estate exposures," New York Fed President Bill Dudley said in a speech Monday.
In another sign that many U.S. financial institutions are inadequately protected against potential losses on commercial real-estate loans, banks with heavy exposure to such loans set aside just 38 cents in reserves during the second quarter for every $1 in bad loans, according to an analysis of regulatory filings by The Wall Street Journal. That is a sharp decline from $1.58 in reserves for every $1 in bad loans from the beginning of 2007.

The Journal's analysis includes more than 800 banks that reported having more half of their loans tied up in commercial real-estate, ranging from apartments to office buildings to warehouses. 
Loan-loss reserves typically rise and fall during any credit cycle, being drawn down as losses mount. Some analysts and investors say the recession combined with inadequate loan-loss provisions when times were good have left banks dangerously vulnerable to the deteriorating commercial real-estate market. 
Mr. Conway's presentation painted a bleak picture of the sliding real-estate values and enormous debt that will need to be refinanced in the next few years. Vacancy rates in the apartment, retail and warehouse sectors already have exceeded those seen during the real-estate collapse of the early 1990s, Mr. Conway noted. His report also predicted that commercial real-estate losses would reach roughly 45% next year. Valuing real estate has always been tricky for banks, and the problem is particularly acute now because sales activity is practically nonexistent.

Some of the banks with especially low levels of loan-loss reserves are teetering. Capmark Bank, based in Midvale, Utah, and owned by commercial real-estate finance firm Capmark Financial Group Inc., had 11 cents in reserves for every $1 in bad loans it reported in the quarter ended June 30, the Journal analysis shows.

A Capmark spokeswoman said in a statement that the amount of loans written off by the bank, totaling $357 million as of June 30, "should be taken into account when evaluating possible future losses." 
Capmark's parent company, owned by investors led by private-equity firm Kohlberg Kravis Roberts & Co., warned last month that a bankruptcy filing could be imminent and said regulators intend to order Capmark Bank to raise capital and improve its liquidity. Capmark Bank got a $600 million capital infusion from its parent company in late September. 
These days, many U.S. banks have adopted a policy of extending loans when they come due even if they wouldn't make those loans now. In some cases, values of the underlying property have fallen below the amount of the loan.

"There's been an extend-and-pretend philosophy by banks to forestall hits to their balance sheets that might occur," says Patrick Phillips, new chief executive of the Urban Land Institute, a real-estate industry group.

Matthew Anderson, a partner at research firm Foresight Analytics, adds: "It's like taping paper over a hole in the wall." 
Last month's Fed presentation supports criticisms that banks have been slow to take losses on bad commercial real-estate loans. The value of commercial real-estate loans as recorded by banks has declined at a much slower rate than property values since 2005. But banks have been slow to absorb losses on their loans partly due to "capital preservation" concerns, the report states. 
Bank examiners are stepping up their scrutiny of commercial real-estate portfolios at U.S. banks. Michael Stevens, senior vice president of regulatory affairs at the Conference of State Bank Supervisors, said regulators are reviewing greater volumes of commercial real-estate loans than they did before the financial crisis erupted.

Commercial real-estate loans are the second-largest loan type after home mortgages. More than half of the $3.4 trillion in outstanding commercial real-estate debt is held by banks. 
The Fed presentation states that the most "toxic" loans on bank books are so-called interest-only loans, which require borrowers to repay interest but no principal. Those loans "get no benefit from amortization," the report states. 
"Today, most of the borrowers are paying because interest rates are so low, but the question is whether the loans will get paid off when they come due," said Michael Straneva, global head of Ernst & Young's transaction real-estate practice. 
Regulators are zeroing in on banks that use interest reserves to mask bad construction loans. When such loans are made, banks typically calculate interest that would be paid and set that money aside, basically paying themselves until the loan becomes due or the property generates cash flow. 
Regulators want to make sure banks don't have a false sense of security only because the interest reserve is paying the loan. Banks need to look at "the sources of repayment" to determine whether the loan will get repaid, says Darryle Rude, supervisor of industrial banks at the Utah Department of Financial Institutions. 
According to Foresight Analytics, more than 40 U.S. banks have been hit so far this year with enforcement actions by regulators that include alleged misuse of interest reserves. 
Some banks with unusually low levels of loan-loss reserves based on the Journal analysis said those figures reflect their decision to aggressively write off hopeless loans. "We've tried to both build up our charge-offs and reserves," says David Shearrow, chief risk officer of United Community Banks Inc. About 80% of the Blairsville, Ga., bank's problem loans have been charged down to a level where the bank thinks it can sell them.

Write to Lingling Wei at lingling.wei@dowjones.com and Maurice Tamman at maurice.tamman@wsj.com  
FORBES

We Aren't There Yet

Thomas F. Cooley, 10.07.09, 12:01 AM EDT 

Unwarranted optimism about the U.S. recovery.

For the past several months, there has been growing optimism about the state of the economy. The stock market has rallied strongly. Housing has picked up a little bit, as has industrial production. The Fed is now forecasting that the economy has bottomed out and will begin growing in the second half of this year. Even my usually more restrained colleague Nouriel Roubini sees growth in the second half of 2009. 

Many observers also look to the robust growth in the emerging-market economies as a sign that the worst consequences of the financial crisis are behind us. The Chinese economy is booming again, they say, generating demand for U.S. goods and services, and the economies of India and Vietnam have also bounced back. Surely this bodes well for the U.S. recovery? 

China and India, which together account for roughly 40% of the world's population, are the fastest-growing major economies in the world right now. And they were the fastest growing before the crisis. They, along with a small handful of other economies, are among the few countries that have continued to expand at a time when the economies of most countries have contracted.

China is expected to achieve 8% growth--possibly even higher--for 2009, and 8.9% for 2010. India is expected to hit 7% for 2009 and higher next year. Even South Korea, Vietnam and Brazil are expected to have positive growth for 2009 and better for 2010. 

I like to be the bringer of glad tidings as much as the next man. Happy days are there again. But maybe not here. 

While the U.S. has definitely halted its free fall, I think it is a mistake to take comfort from the robust recovery in the emerging-market economies as a good omen for the U.S. Why the caution? The answer is straightforward, if not simple.

The business cycle being experienced by China, India, et al., is not the financial crisis, credit-crunch cycle being experienced in the U.S. That emerging-markets business cycle was largely driven by high commodity prices, which fueled inflation. The immediate policy response was monetary policy tightening to address inflation.

Beginning in 2006 and continuing through late 2007, China raised interest rates to counteract inflation. It began cutting them dramatically in mid-2008 as the credit crunch took hold. India and other economies followed a similar course. Of course, all of them were affected by the sudden simultaneous collapse of the U.S. and Europe, and the collapse in world trade in the second half of 2008 as trade credit completely disappeared. That collapse put to rest the much-heralded notion of the great decoupling of economies. The collapse also coincided with a sharp fall in commodity prices that, together with rapidly eased monetary policy and possibly stimulus, fueled their recovery. They did not experience the banking and credit problems that crippled the U.S.

The contractions associated with financial crises tend to be different. A new book and recent research by economists Ken Rogoff and Carmen Reinhardt argues that contractions associated with banking and financial crises are different from standard business cycles, and that they have some predictable features. They tend to last much longer and cause more damage than standard business cycles. So far, they argue, that pattern is being borne out.

The U.S. economy is still shedding jobs, and it is expected that the unemployment rate will rise above 10% in the months to come. While alarming and painful, this alone is not surprising. The labor market tends to lag the performance of the economy and has produced "jobless recoveries," meaning slowly recovering labor markets for the past several recessions. 

More worrisome is the fact that credit markets have not really recovered. The financial press has focused a lot on the recoveries of some of the large banking institutions. They are making good profits based on their very low cost of funds. But small-business lending and consumer lending have contracted. The securitization market has not recovered. And mortgage lending is being entirely underwritten by the Fed. They are buying most of the mortgages and mortgage-backed securities being issued and continue to expand their balance sheet.

The lack of lending to small businesses is perhaps the largest cause for concern because they are--and always have been--the engines of innovation and job creation. They account for a large fraction of employment.

We also have to be concerned about the echo effects of the banking crisis on the aggregate economy. Rogoff and Reinhardt find that government debt rises by an average of 86% in the three years following a banking crisis. The U.S. is well on that path. U.S. debt will rise by at least $8.5 trillion over the next three years. That is more than 50% of U.S. GDP.

The fiscal drag caused by that debt and the declining revenues from tax collections at both the state and federal level are going to be a continuing problem for the economy. There are many other reasons for concern about the recovery: Trade has not recovered, important sectors like autos continue to struggle, and housing and mortgage markets have bottomed but not recovered.

So let's hold back the triumphalist discourse. We aren't there yet. It is important for policymakers in particular to remember that the U.S. recovery is but a fragile thing. They shouldn't be diverted from the difficult work of reforming financial regulation. A true recovery and solid economy moving forward depend upon these reforms, and the policymakers' will to confront the difficult choices such reforms represent.

Thomas F. Cooley, the Paganelli-Bull professor of economics and Richard R. West dean of the NYU Stern School of Business, writes a weekly column for Forbes. He is a contributor to a Stern School book on the financial crisis, Restoring Financial Stability (Wiley, 2009). 
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