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The U.S. Economy In Crisis:

When Will It End?

lan C. Shepherdson
Chief U.S. Economist, High Frequency Economics
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Retrenchment Underway... Long Way To Go

Heading to 8%/

— Personal sector’s net flows, % GDP
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Balance Sheet Correction Has Barely Begun
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— Total household liabilities, % annual personal
after-tax income (Left)
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As Consumers Borrowed, Bank Assets Soared

— Bank assets as % GDP, trend from
1960-t0-94, extended

—— Bank assets as % GDP
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...Asset Growth Was Focussed In Mortgages

— Mortgage assets as % all bank assets
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...Especially, Subprime Mortgages

— Number of subprime mortgages
outstanding
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...S0 17 Rate Hikes Were Disastrous

— Average adjustable mortgage rate, % (Left)
—o— Subprime ARM delinquencies, % (Right)
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Result: Dramatic Credit Tightening

% Banks tightening standards for small firms
—— % Banks tightening standards for credit cards
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Initial Housing Shock Has Spread

" — Light vehicle sales, per
1000 population (Left)

—o— Total home sales per 1000
population (Right)
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Now, Other Spending Is Dropping Too

Tax rebate boost

-10
-12

— Sales ex-autos, gas, and food,

three-month annualized %
—o— Year-over-year, %
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Stock Shock Limiting Impact Ot Gas Prices

75

65

95

45 A

35

— Michigan survey expectations index (Left)
—o— Real consumers’ spending, y/y% (Right)
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But Falling Home Prices Are The Killer

— Real OFHEO home prices y/y%, lagged
four quarters (Left)

—o— Net equity withdrawal as % net housing l
wealth (Right)
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Consumption’s GDP Share Has To Shrink

— Consumers’ spending as % of GDP
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Home Prices Have To Fall Further

— Ratio of OFHEO U.S. home prices to
disposable per capita income, 1988=100
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Price-To-Rent Ratio Still Far Too High

— Ratio of OFHEO home prices to CPI
primary rents. 1981 = 100
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Homebuilders Running To Stand Still

— Number of new homes for
sale, thousands (Left)

—o— Months’ supply of new
homes (Right)
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Falling Rates Will, In Time, Help

— 30-yr current coupon secondary market
mortgage yield, two-week lag (Left)

—o— 30-yr primary market mortgage rate,

J

Freddie Mac (Right)
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Meanwhile, Corporate Finances Look OK

— Corporate Sector’s Financial Balance, % GDP
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...But Business Confidence Is Rock-Bottom

— NFIB optimism index (Left)

—o—ISM Manufacturing (Right)
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...50 Capital Spending Is Rolling Over
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— Capital goods orders ex-defense

and aircraft, $B
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...And Inventories Have Soared

— Wholesale inventory-to-sales ratio,
ex-autos, petroleum & farm (Left)

—o— Manufacturing inventory-to-sales
ratio, durables ex-autos (Right)
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Global Credit Crunch Has Killed Exports
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— ISM export orders index, lagged four months (Left)

—o— Non-oil goods exports, y/y% (Right)
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Layoffs Rocketing; Will Rise Further

— Jobless claims as % payrolls
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Hiring Is Dead Too, So Payrolls Collapsing

B Nonfarm payrolls

Jan 06
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Monetary Policy Transmission Is Broken

— Year-over-year change in fed funds, % 6-mth lag (Left)
—o— Year-over-year change in the NFIB index, points (Right)
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Corporate Yields Have Not Responded

— Fed funds, %

—e— 10-year BBB industrials, %
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Quantitative Easing Began In September

50
OI T T T

—— Fed holdings of CP

—o— Money market mutual
fund facility, $B

—e— Agencies

— Total
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QE Has Massively Boosted M2

Bl M2, m/m% (Left)
—— M2, y/y% (Right)
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TAF And Others Have Boosted Reserves
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But Banks Face Further Huge Losses

— Nonfarm payrolls, y/y%, inverted, (Left)

—o— Prime fixed rate mortgage delinquencies
(Right)
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...And Not Just In Mortgages

— Unemployment rate, % (Left)
—o— Credit card delinquencies, % (Right)
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Corporate Loan Delinquencies Will Leap Too

— GDP, y/y% inverted (Right)

—o— C&l loan delinquencies (Right)
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Headline Inflation Will Soon Be Negative

Forecast

— Headline CPI y/y%
—o—Core CPI y/y%
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Slowing Wage Gains Will Drive Down Core

Three-month
averages

— Unemployment rate, %, 4-month
lag, inverted (Left)

—o— Hourly earnings, y/y% (Right)
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Slowing Wages Will Depress Rents

— Wage and salary income, y/y% lagged five quarters (Left)
—o— CPI primary rents, y/y% (Right)
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There’s No Threat From Materials Prices

— PPI crude goods, ex-food and
energy, y/y% 12-mth lag (Left)

—o— PPI finished goods, ex-food,
i energy & tobacco, y/y% (Right)
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Equities Are Still Risky

A

HFE K
forecast
—— Nominal GDP y/y% less unit labor costs, y/y% (Left)\A

—o—S&P 500 EPS, y/y% (Right)
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...Though A Further Big Drop Is Unnecessary

— S&P 500 trend from 1960-t0-94,
extended

——S&P 500

The start of the
bull market

Below trend for
the first time
since Jan. 1991
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Summary

The consumer retrenchment will be deep
and long, keeping pressure on banks

Core inflation will drop all year; headline
inflation will be negative until Q4

The Fed will not raise rates this year and
probably next year too.

Corporate earnings will be very weak into
2010; Treasury yields can fall further
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