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THISWEEKN THEECONOMY

Housing:
AThe Cas&hiller home price index data showed a big increase in the month of June for the
metropolitan indexes, and also for the national index for the second quarter (the metropolitan indexes
are updated monthly, whereas the national index is reported on a quarterly basis)
oForthe200A &8 AYRSE ONBLRNISR Y2yiKfeéozr wdzySQa 3
the figure is down over 15% from its level a year ago
o For the national index, Q2 was up a robust 1.4%, from the previous quarter, its highest
guarterly gain since Q1 of 2006 (the market peaked at that time); since then the national
index has been declining quarter over quarter until last quarter
AThe Cas&hiller index is a good gauge on the health of the housing market and the
gain in the index has surprised many market analysts. The consensus view is that
housing prices (as measured by the C8bdler index) will fall another 10 to 20
percent. But the one month blip should not be taken as a signal that the woes of
housing are over as the data is volatile and some fundamental indicators still show
that housing is overvalued (albeit a majority of consumers in a recent survey believed
that housing prices would not decline furthermore this year)
AThe Commerce Department announced last week that sales of new homes jumped by 9.6% in July
yet another good sign for the housing sector
o But akin to the Casghiller index, the yeamveryear figure overshadows the montb-
month gain: sales were still down 13.4% compared with last year. But the gain is indicative of
consumers that have finally been enticed back into the market after they previously shunned
the real estate sector
ASingleunit housing starts in Q2 came in at 124 thousand units, a significant increase from its level of
78 thousand units in Q1. The recession has been especially hard onwiitdgieusing starts, with the
level having fallen below 200 thousand units since Q4 of 2007 (when the recession began)
o Singleunit housing is a highly volatile component of the economy (and more so than
construction of multiunit housing, which is why the singlmit figure is most often reported
by the media and tracked by economists). Multiit housing starts in Q2 actually came in
lower than Q1, but in 2008 total mudtinit construction was down only 8.1%, whereas single
family units were down 40.5%
CAYlIYyOAlLt AyadGAilddziizya oGKS C5L/Qa fAad 2F LINRoOf
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lowest in over 15 years. Some have questioned whether the funds will be adequate to cover all the
expected losses
0¢KS C5L/ Qa RSLIaAld Ayadz2NFyOS FdzyR LINRGSOGA d
from $100,000 per depositor after officials feared a possible bank run as they watched
Northern Rock in the UK succumbing to a victim of a bank run)
AThere have been 81 bank failure s thus far in 2009 and historically the number of banks that fail from
the problem list is about 13%, although may would argue that given the severity of the current crisis,
that the proportion of failures this time around is likely to be much higher
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The Federal Reserve and monetary policy:
APresident Obama is to reappoint Bernanke as the chairman of the Fed. Markets reacted favorably as
Bernanke has gotten mostly good reviews from academics and business people alike. There were other
names bandied about (Larry Summers, Jafadten Alan Blinder; all of whom are Democrats, in
contrast to Bernanke, a Republican, who was appointed by George W. Bush), but the President chose
to give the market consistency and a known quantity as the economy begins its recovery
oLy Yz2ad SO2y2YArAaitaqQ @OASgaz .SNYyryl1S KIFa R2yS
through the Great Recession. The severity of the downturn surprised most pundits
(notwithstanding notable doomsayers suchNwsuriel Roubin), yet Bernanke was able to
steer the economy from falling into an abygthe country is very lucky that Bernanke is a
scholar of the Great Depression. The Great Recession is by most measures the worst recession
since the Depression, and things would have likely been worse if not for the unprecedented
measures that he took in combating the downturn (e.g. liquidity facilities diseaimdow to
non-deposittaking banks, the use of unconventional monetary policy {quantitative easing))
AHowever, Bernanke was originally on the wrong side of the hotsidple debate,
arguing, as did Alan Greenspan, on the side of froth, rather than a bubble
0 The country benefits from the fact that Bernanke is a scholar of thelpaisble Japanese
economy; it is likely that he and the Fed will need to draw on the lessons from Japan as the US
deals with its posbubble economy, coupled with a potential bout of deflation

The deficit:
AThe projected deficit over the next 10 years is now estimated at $9 trillion, thus almost doubling the
yEiA2yQa RSoiG 20SNI (KS ySEG (Sy &SINA® ¢KA& 62 dzf |
owe approximately $56,000 of debt (much of the debt would be owned by domestic residents, but a
large portion of the debt that must be paid to foreigners) and would push the-tel@DP ratio above
100%. (The federal debt is projected to reach $18 trillion and current GDP is about $14 trillion, and not
expected to grow with any vigor in the next decade.)
o The deficit for 2009 is expected to peak at $1.58 trillion, or 11.2% of GDP (a deficit level
more commonly found in developing and thivebrld nations)
o Although deficit spending seems like a necessary evil given the current slump, it would
behoove the Obama administration, as well as future governments, to rein in spending before
0KS O2dzyiNE Aa SyaylFINBR Ay | RSo6dG GNI LI Ly wmn
dollar may no longer be the supreme international currency. If that were the case, the cost of
FAYLFYOAY3 GKS yIGA2yQa RSo00G ¢2dzZ R afGDPYS 2 @GSN
ratios above 100% often find the cost of financing their debt unmanageable, and the specter
of countries deflating their way out of debt leads investors to demand higher premia on debt,
as well as to dampen the exchange rate as investors anticipate a depreciation in the currency

Miscellaneous:

AGlobal interest rates remain low and the coordination to bring them back to normal levels will be a

GFral GKFdG . SNYyly1S gAatt KF@S (42 RSIHEf gA0GK 6KSy K.
not until January 2010, but Obama chose to reappoint him early, so it seems, to score some political

points at a time when he is having troubles elsewhere, namely trying to sell his healthcare reform)

AAlthough the economy looks again to be expanding, jobs are still bleeding. Unemployment insurance
claims came in at 570,000 last week, a level that is still high (though down from the week before)
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Top left: The change in house prices since the peak in each local market and the corresponding change in unemployment,
along with card delinquencieSource: BLS, CaShiller, FRB.op right: A misery index based on housing, unemployment
and card delinquencies, with Miami most miseral8eurce: FRB, NBBRddle left: The Cas&hiller 26city index over the
last 3 yearsSource: CasBhiller, S&FMiddle right: CaseShiller national index (monthly andoyy changes)Source: Case

Shiller, S&MBottom: Qutlays and receipts of federal government and the national d8burce: Office of Mgmt & Budget.
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Top left: Singleunit housing starts in the last 3 years. Since the recession. it has been below 2@y0a®: Commerce
Department.Top right:Historical and projected debt as a share of @D&tio to surpass 100%ource: BLS, Office of
Budget and Managemeniiddle left: Corporate bond yields and the effective Fed r&eurce: FRB, NBBERddle right:
Spread on corporate bonds are highly correlated with unemployment and the businessSzyalee: BLS, FRB, NBER.
Bottom: The performance of the DJIA in recoveries (positive paths, except in last rec@arge: Yahoo! Finance.
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