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The State of the Markets: A Decade in Flux

The books are officially closed on a decade which will be remembered Higher interest rates translate into lower purchasing power for
buyers, curtailing the steady stream of homebuying demand
that, coupled with ongoing foreclosure moratoria, has propped

for an historic real estate boom in the United States that busted in
spectacular fashion, nearly taking the entire world financial system
down with it.

Of course, the real story is a touch more complicated: Our housing
bust was merely the most glaring crack in a global economy that grew
far too dependent on cheap debt, where flows of money around the

world magnetized to the hot asset, blowing bubbles first in stocks, then

real estate, then commodities.

During each subsequent bust, governments rushed to the aide of mar-

kets, stitching them up with a patchwork of looser regulations, low
interest rates and promises it would never happen again.

Late in 2008, the collapse of the credit markets culminated in the fail-
ure of some of this countryds m
the dust settled, Bear Stearns, Lehman Brothers, Merrill Lynch,
Washington Mutual, Wachovia, Fannie Mae, Freddie Mac, AlG, Coun-
trywide and a host of smaller, lesser known entities had either gone
bust or been bought for a song by stronger, better capitalized firms.

Some simply melted into this or that government agency, while many
members of our financial complex survived only with historic govern-
ment aide. Citigroup, Bank of America, Wells Fargo, JP Morgan
Chase, Goldman Sachs, Morgan Stanley, GM and Chrysler are alive
today thanks to massive taxpayer-funded bailouts.

But enough looking behind us; historians and journalists will be em-
ployed for decades slicing and dicing this most turbulent of decades.

Surveying the horizon, the primary fear among economists, investors
and ordinary Americans is that the inflationary effects of pumping tril-
lions of dollars into an economy must eventually come home to roost.

To be sure, there are those who remain firmly in the camp that be-

|l ieves the more pr essi anglluaderstcod r
counterpart, deflation. But even the most ardent deflationists believe
theirs is a debate that is more accurately painted as one of time hori-
zons, rather than absolutes.

The US dollar is in the crosshairs of this philosophic, as well as very

practical debate. The greenback
rency has been thrown into question as investors around the world
scratch their collective heads

our staggering, ever-growing debt.

And now, as our economy appears to be slowly healing, the Federal
Reserve faces the unenviable task of withdrawing its generous stimu-
lus. In March, the Fed plans to scale back its purchases of mortgage
backed securities, spooking more than a few market participants.

The fear, particularly for the housing market, is that any Fed pullback
will push up interest rates.
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Home Prices: A Much Needed Breather

Life is always so much clearer in hindsight.

The graph below shows the US Median Home Price (blue line, as measured by the 6-month moving average
of the Median Price, admittedly as arbitrary a metric as any other) graphed against the year-over-year change
in prices (red |Iine). While it doesndét take a degr ometr
most significant in recent memory, here are a few additional items to glean from this broad view of history. AMore t han h a

First, on a year-over-year basis, even at the height of the real estate boom in 2004, at no point did prices rise all home price
as quickly as they did in both of the booms in the early 1970s or mid-late 1980s. Instead, prices grinded up- appreciation has

ward without a meaningful correction: Prior to late 2007, the last annual decline occurred back in 1992. been caused by

Second, although prices are now roughly back in line with the historical trend of appreciation, understanding | nf | at i on . o
what drives this particular dataset paints a somewhat cloudier picture. Of the myriad ways to measure home

prices, Median Price, despite being the most ubiquitous, can be misleading. Foreclosures and other distressed

sales have driven the most active housing markets in recent years, so a larger-than-normal portion of sales

have occurred in lower priced markets. This, in addition to nominal price declines, has skewed median price

data to the downside. Now, as lower-priced markets stabilize and luxury markets continue to tumble, the data-

set should return to a more historic mix of cheap as well as expensive homes. This means median price data

could show appreciation where, in reality, no such rise in prices exists.

Finally, it is crucial to understand home prices in relation to inflation and the value of the dollar. Continue read-

ing for some interesting comparisons between home prices and inflation while considering this: Simply adjust-

ing for inflation and ignoring all other factors, a house bought in 1965 for the median price of $17,200 would

cost $118,123 in todayodés dollars. With the current median price |
of all home price appreciation in the past 45 years can be attributed to inflation. Nothing more, nothing less.
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Getting Back on Track: Are We There Yet?

We wr ot e back i TheHoly Grail dejbur d filhdn8al mafket prognostication is predicting the
bottom in housing. ltds a foolds errand, however. o

Identifying the low point in any asset class is an effort best left for speculators and academics. The former
must be willing to be wrong and lose big, the latter can play Monday Morning Quarterback and look back in i Y e-aver-year
time to identify turning points that happened months, if not years in the past.

data can be
With all that said, itodés still helpful to look at \jewedasa 10 me
be seen below, we are now back to prices as they stood in 2004, during the height of the boom. This is i
hardly comforting. o 9
- , , ) indicator for
Statistics being what they are, however, it also depends on how you keep score. The Case-Shiller Home nominal

Price Index, a widely quoted metric that compares paired sales (which measures the change in sales of )
individual homes over time), places us closer to 2003 values. Some individual markets look a bit better, prirces. o
others far worse.

Another interesting item to note is the lag between the peak in year-over-year home price appreciation and
a peak in prices. Looking below, we see that it took almost 3-years for the high of 14.3% y/y appreciation to
be matched with a high median price of $248,467. Even the nominal peaks (ignoring moving averages) are
20 months apart, meaning year-over-year data can be viewed as a leading indicator for nominal prices.

Heading in the other direction, there is a similar lag between the most precipitous fall in prices and the ac-

tual bottom in prices. Comparing what we see below to the chart on the next page foretells patience before
hailing the all-clear: A mere 6-months have passed since what many believe to be the nadir of home price

declines.

300,000 —— Median Home Price (6mo avg) ——Y/Y change US Median Home Price 1999-2009 20.0%
280,000
i 34 months 15.0%
260,000 X
240,000 10.0%
220,000
5.0%
200,000 i
: 0.0%
180,000 1
i
i
160,000 : -5.0%
i 4
140,000 1
i
: -10.0%
120,000 1
- 6 months
100,000 : -15.0%
g O . \ > > © o A N O Q
Y ) ) O O O O N ) ) O "
s 2 2 2 s > > o 2 2 & 2>
& R ) w R X & & & R X3 &



Cirios Trends
SPECIAL EDITION: A Decade in Flux

Recovery: How Long Did it Take Last Time?

The aforementioned warning about historical analogues notwithstan
ing market recovered the last time there was a persistent decline in home prices.

As an aside, one of the most challenging aspects of analyzing the current housing recession is how infre- AFrom the
quently home prices have fallen for an extended period of time. Since 1965, this is only the third time the US  bleakest

housing market has experienced two or more consecutive months of year-over-year price declines. moments in 1991,

The most recent such decline occurred in 1991 as the housing market reeled from the Savings and Loan it was 18 months
debacle. For those unfamiliar with the S&L crisis, banks and thrifts found themselves overleveraged to resi-

. ) until we saw a
dential mortgages as home prices fell. Clearly, we learned our lesson.

meaningful

The peak of the 1980s real estate boom, as measured in year-over-year appreciation, registered 28 months - -

: T T pickup in home
earlier than the top in prices, not a dissimilar tally as our the most recent boom. On the way back up, from

the bleakest moments in 1991, it was 18 months until we saw a meaningful pickup in home prices. prirces. o

Of important consideration in examining this historical example, however, is the way in which government

action affected the cleanup of each respective housing bust. The Resolution Trust Company, or RTC, was

created in 1989 to l|liquidate distressed real estate assets gummin
while many argue this strategy ushered in a de-facto policy of moral hazard that culminated in our recent

financial crisis, others widely hail the strategy as cordoning off the damaged segments of the banking sys-

tem so the rest of the industry could heal on its own.

We have no RTC2 to clean up this mess, but we are certainly flush with government schemes to prop up the
housing market. The relative effectiveness of these programs will go a long way to determining when the
good old days of steady home price appreciation will be back again.
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Inflation: What is it Good For?

At the heart of some of the most contentious debates in the otherwise drab world of macroeconomic theory is
that of inflation (yes, there are in fact contentious debates about macroeconomic theory). To wit, economics
canbdt even agree on a definition for the term.

The laymen understanding of inflation is the rising of prices. Some economists agree, while another camp
argues that higher prices are merely one of many signs of inflation, which they define as an increase in the
supply of money within an economy.

Commonly, inflation is measured by the Consumer Price Index, or CPI, which purports to be a representative
basket of goods and services that reflects what the average consumer buys with his or her hard-earned
dollars. And while there are myriad criticism of the CPI and how government bean counters arrive at the final
tally, that is a debate for another forum.

Suffice to say, as can be clearly seen below, prices in the US have been steadily rising for about as long as
anyone can remember. And as some generations remember better than others, during the 1970s and 1980s,
prices rose rapidly indeed.

Most creditthen-Feder al Reserve Chairman Paul Volcker (currently

nomic Recovery Advisory Board) for breaking the back of inflation in the early 1980s with a hard-line policy of
high interest rates. High borrowing rates discourage investment, curtailing economic growth, which can slow
the pace of rising prices. This politically unpopular monetary policy led to persistently high unemployment and
a deep recession, but ultimately inflation was brought under control.

Since Volckerds tenure as Chair man, successive Fed

over a period of slowly rising prices. While this sounds like a perfectly healthy economic balance, many argue

this fAbalancedo fostered the eventual i mbal ances that
5 Consumer Price Index (6mo avg) —— Y/Y change Consumer Price Index 1965-2009
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Inflation and Home Prices: Is the Romance Over?

A cursory look at the long term trends for inflation and home prices reveal strikingly similar patterns. Until,
that is, right around 2003 (see dotted line below).

In the wake of the short recession caused by the dot-com bust and September 11th terrorist attacks, then-
Federal Reserve Chairman Alan Greenspan aggressively lowered interest rates to spur economic growth.
Leaving rates at historic lows for several years encouraged active borrowing, helping to bring the US econ- iGreenspan
omy out of its tailspin.

critics now
Greenspan critics now wonder, at what cost? wonder, at
As homeowners, real estate speculators, investment bankers, mortgage brokers, real estate agents, ap- what cost ?0

praisers and credit rating companies (among others) rushed to grab their piece of property values, the his-
toric relationship between moderate inflation and steadily rising home prices broke down. Home prices
leapt, while inflation continued its casual march upward.

Then, around the begi nni n-gonthmovih@alderage dathset), thepedatiokship of our 6
flipped inverse (see arrow below). Rising prices as measured by the CPI faced off with tumbling home
prices, feeding the feverish macroeconomic debate of inflationists vs. deflationists.

No w, as what feels Iike the entirety of the financi al worl d awai t
trillions upon trillions of dollars in economic stimulus, we hope the following few pages shed some light on

what we can expect if it turns out the majority (in this case, the inflationists) prove to be correct. Since policy

-makersd key tool to fight inflation is higher interest rates, ani
pensive mortgages, future inflation has serious implications for real estate markets around the country.
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Home Prices vs. Mortgage Rat es: Let 6s Da

It stands to reason that falling interest rates leads to higher home prices. After all, for every one percent
drop in mortgage rates, buyers can afford around 10% more house. Against that backdrop, the chart below
makes sense: After sky-high interest rates of the late 1970s and early 1980s, a consistent decline in interest

rates helped usher in an historic increase in home prices. AWhy did home
But, as is often the case when complex macroeconor prceskeepon t Pl ay
In order to fully understand what on the surface seems like a relatively straightforward relationship, we need rising during

to more fully understand what moves mortgage rates, which have such a direct effect on home prices. this period of

Since itds creation in 1913, the Feder al Reserve I highmortgage har gec
policy and maintaining price stability. Chief amor rates?o sponsi
which in simple terms is the rate at which banks lend to one another. Virtually all other borrowing rates are

pegged at some fispreadd above this baseline rate, the pe

With this tool, the Fed tries to maintain the modicum of inflation it believes strikes the proper balance be-
tween economic growth and stable prices. Lower rates encourage growth but push up prices, while higher
rates curtail rising prices but at the cost of retarding economic activity.

However, with the Full Employment and Balanced Growth Act of 1978, Congress tacked on another man-
date to the Fedosumhistcomdmit@asgrsowtih omgThe seeming contradiction o
ffeconomic growtho is at the root of the debate over the role of t

So, using the logic laid out above, Paul Volcker and his inflation-crushing high interest rates of the 1980s
should have sent home prices tumbling. Why then did home prices keep on rising during this period of high
mortgage rates? Read on to find out.

——Median Home Price (6mo avg) Median Home Price vs. 30-yr rate 1970-2009
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Do High Mortgage Rates Kill Home Prices?

Given the widespread expectation for future inflation, and as an extension higher interest rates to combat ris-
ing prices, the question above is the most common one we hear from home buyers and real estate investors
alike. To try and resolve the issue to completion on this short page would be ambitious, to say the least.

During the inflationary period of the late seventies and early eighties (flip back to pg 5 for a picture of
inflation during this period), mortgage rates climbed to almost 20%. In a world where locking in a rate north of

5% feels like a rip-off, 20% mortgages are a thing of fantasy. ey by

gold. They buy
oil. They buy uUs on

i . _ . real estate. 0
Thumb through speeches written by pointy-headed Fed economists and youbo| i's phr

pectationso peppered throughout discussions of mor icy an
least appreciated, yet most important aspects of effective use of monetary policy to manage inflation.

Yet, despite this seemingly gale force headwind, home prices still climbed. While there are number of reasons
for this increase (demographic, regulatory, etc),

At the core, all economic decisions reflect participantsd view of
utility (ie, use) they can receive and whether the price for that utility is fair. Embedded within this decision is
some expectation of what can be done with that money in the future: Saved, spent, invested, etc.

When consumers fear rising prices, that a gallon of gas will cost more tomorrow than it does today, they buy
the gas today. This pushes future demand forward, increasing aggregate demand and in turn, prices. The cy-
cle continues, and in extreme cases (think Zimbabwe or the Weimar Republic), hyperinflation ensues.

As inflation rises, so too do Inflation Expectations. Consumers deploy capital towards assets they perceive to
be a better store of value than the worthless paper in their pockets. They buy gold, they buy oil, they buy real
estate. So, even with higher rates, money still flows into housing.

—— Median Home Price (6mo avg) Median Home Price vs. 30-yr rate 1970-1990
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All Bubbles Burst, Eventually

The belief that the Federal Reserve kept interest rates too low, for too long, is one which is now nearly univer-

sally held. Well, outside the Fed, that is. Hereds a smattering o
|l oose monetary policy (and now Bernankeds) varies from aroup to ¢
AThe best response to the housing bubble would have ul at c

- Fed Chairman Ben Bernanke, January 3, 2010

AGi ven the decloupl i ng -efmnmurgage tates, accelprating the pathfof mometady o n ¢
tightening that the Fed pursuedin2004-2 005 coul d not have prevented the .
- Former Fed Chairman Alan Greenspan, March 11, 2009 lower interest

rates. o

n We al’tlafulb%I

firhe reason | wrote this book was so that the average person could understand the scope of the housing bubble,
and what its bursting was going to mean and. .. where€ oul d
- William Fleckenstein, on hisbook Gr eenspanés Bubbles: The Age of |Ig t the

fiBernanke has do nlehnsan. But goiag intg thiskerisis, peoreally was the architect, if not the co-
coll aborator, in creating some of the conditions in the economy t
- Stephen Roach, chairman of Morgan Stanley Asia, Ltd, August 25, 2009

Awe artificially | ower interest rates. |I'tds been going on for 10
that policy.

-RonPaul(R-TX) at Chairman Bernankeébés testimony to the Joint Economic
AiAmerican consumers might benefit if |l enders provided greater mor

fixedr at e mortgage. 0O
- Then-Fed Chairman Alan Greenspan, during a speech on February 23, 2004
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A Tale of Two Markets: Underneath the Data

Since we just spent the last ten pages laboriously scratching the surface of complex macroeconomic trends with
a few over-simplified charts, we will now analyze every single US housing market by looking at sales data in two
cities.

As we wrote in April2009,i The bifurcation of the real estate mar Tues,
picking up the slack whilelow-e nd mar ket s g r o phestréndhas parsidted fortmonths, @and as fore-
. . . . . AfEast Pal o A
closures creep into higher end markets, we believe the trend will persist for the foreseeable future. _
experienced

Below are sales transactions for the past ten years in East Palo Alto. East Palo Alto, which in 1992 had the dubi- .
gentrification he hi

ous distinction of being fAmurder c-pepcapitarhte inthe2mie cobngry, t _
has undergone a renaissance of sorts. Sort of. on steroids.

As Silicon Valley wealth swelled during the dot-com boom, so too did housing prices. One of the last bastions of

affordability on the Peninsula, real estate speculators flocked to this rough town for high risk, high reward devel-

opment. The town experienced a decade of gentrification on steroids, as home prices became completely un-

hinged with the economic prospects of the areafds residents.

This story was repeated in cities across the country, each with i
the roof. Track homes in Phoenix were flipped monthly by amateur and professional real estate speculators
alike. Waterfront homes in the quiet town of Cape Coral, FL approached $1 million apiece.

But now, as prices in these markets have returned to earth, buyers are wading back in, armed with government
loans, tax credits and a newfound fear of the stock market. Inventory is being constricted by ongoing foreclosure
moratoria and in certain markets, prices have begun to stabilize.

The arrow below points out the steep price declines from 2007-2008 on few sales transactions. The shaded cir-
cle shows buyers stepping back in and prices groping for a bottom.
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