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Retrenchment Underway… Long Way To Go

Retrenchment Underway But A Long Way To Go
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Balance Sheet Correction HasBalance Sheet Correction Has Barely BegunBarely Begun

The Household Balance Sheet Correction Has Barely Begun
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As Consumers Borrowed, Bank Assets SoaredAs Consumers Borrowed, Bank Assets Soared

As Consumers Borrowed, Bank Assets Exploded
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……Asset Growth Was Asset Growth Was Focussed Focussed In MortgagesIn Mortgages

…Bank Asset Growth Was Concentrated In Mortgages
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……Especially, Especially, Subprime Subprime MortgagesMortgages

…Especially, Subprime Mortgages
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…So 17 Rate Hikes Were Disastrous…So 17 Rate Hikes Were Disastrous

…So Rate Hikes From Mid-04 To Mid-06 Spelled Disaster

4.5

5.0

5.5

6.0

6.5

7.0

7.5

98 99 00 01 02 03 04 05 06 07 08

8

12

16

20

24

Average adjustable mortgage rate, % (Left)

Subprime ARM delinquencies, % (Right)



Result:  Dramatic Credit TighteningResult:  Dramatic Credit Tightening

The Result Is A Dramatic Credit Tightening Everywhere
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Initial Housing Shock Has SpreadInitial Housing Shock Has Spread

The Initial Spending Shock Was In Housing, Then Cars

40

50

60

70

80

90

100

68 71 74 77 80 83 86 89 92 95 98 01 04 07 10

0

5

10

15

20

25

30

35

40

Light vehicle sales, per
1000 population (Left)

Total home sales per 1000
population (Right)



Now, Other Spending Is Dropping TooNow, Other Spending Is Dropping Too

More Recently, Other Spending Has Tanked Too
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Stock Shock LimitingStock Shock Limiting Impact Of Gas PricesImpact Of Gas Prices

The Credit Crunch Gap, Or Just A Lag?
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But Falling Home Prices Are The KillerBut Falling Home Prices Are The Killer

But The Big Killer Is Falling Home Prices 
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Consumption’s GDP Share Has To ShrinkConsumption’s GDP Share Has To Shrink

Reduced Consumption Is The Inevitable Result
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Home Prices Have To Fall FurtherHome Prices Have To Fall Further

House Price-To-Income Below Trend; Further To Go
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PricePrice--ToTo--Rent Ratio Still Far Too HighRent Ratio Still Far Too High

…Home Prices Are Still Very High Relative To Rents

90

95

100

105

110

115

120

125

130

135

140

81 83 85 87 89 91 93 95 97 99 01 03 05 07 09

Ratio of OFHEO home prices to CPI
primary rents.  1981 = 100



Homebuilders Running To Stand StillHomebuilders Running To Stand Still

Builders Kept Building, So Inventory Rocketed
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Falling Rates Will, In Time, HelpFalling Rates Will, In Time, Help

Collapsing Mortgage Rates Will, In Time, Help

3.8

4.2

4.6

5.0

5.4

5.8

6.2

Jan 07 Jul 07 Jan 08 Jul 08 Jan 09

4.4

4.8

5.2

5.6

6.0

6.4

6.8

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

30-yr primary market mortgage rate,
Freddie Mac (Right)



Meanwhile, Corporate Finances Look OKMeanwhile, Corporate Finances Look OK

Meanwhile, Corporate Finances Look Relatively Healthy
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……But Business ConfidenceBut Business Confidence Is RockIs Rock--BottomBottom

But Plunging Demand And Credit Has Killed Confidence
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……So Capital Spending Is Rolling OverSo Capital Spending Is Rolling Over

…So Capital Spending Is Rolling Over
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……And Inventories Have SoaredAnd Inventories Have Soared

…And Inventories Are Rising Rapidly
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Global Credit Crunch Has Killed ExportsGlobal Credit Crunch Has Killed Exports

Please, No Further Drop
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Layoffs Rocketing; Will Rise FurtherLayoffs Rocketing; Will Rise Further

Layoffs Are Soaring But Have Further To Rise
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Hiring Is Dead Too, So Payrolls CollapsingHiring Is Dead Too, So Payrolls Collapsing

With Hiring Dead Too, Payrolls Are Collapsing
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Monetary Policy Transmission Is BrokenMonetary Policy Transmission Is Broken

The Fed Funds Transmission Is Broken
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Corporate Yields Have Not RespondedCorporate Yields Have Not Responded

Corporate Bond Yields Have Risen As The Fed Has Eased
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Quantitative Easing Began In SeptemberQuantitative Easing Began In September

Quantitative Easing Began In September
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QE Has Massively Boosted M2QE Has Massively Boosted M2

QE Has Massively Boosted M2
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TAF And Others Have Boosted ReservesTAF And Others Have Boosted Reserves

And Bank Reserves Have Been Pumped Up
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But Banks Face Further Huge LossesBut Banks Face Further Huge Losses

But QE Does Not Fix This

-6

-5

-4

-3

-2

-1

0

1

2

3

98 99 00 01 02 03 04 05 06 07 08 09

1.8

2.0

2.2

2.4

2.6

2.8

3.0

3.2

3.4Nonfarm payrolls, y/y%, inverted, (Left)

Prime fixed rate mortgage delinquencies
(Right)



……And Not Just In MortgagesAnd Not Just In Mortgages

Non-mortgage Consumer Finance In Trouble Too
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Corporate Loan Delinquencies Will Leap TooCorporate Loan Delinquencies Will Leap Too

Corporate Loan Delinquencies Set To Rocket Too
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Headline InflationHeadline Inflation Will Soon Be NegativeWill Soon Be Negative

Headline Inflation Will Soon Be Negative
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Slowing Wage Gains Will Drive Down CoreSlowing Wage Gains Will Drive Down Core

Slowing Wage Gains Will Drive Core Inflation Down 
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Slowing Wages Will Depress RentsSlowing Wages Will Depress Rents

Slowing Wages Will Depress Rents
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There’s No Threat From Materials PricesThere’s No Threat From Materials Prices

No Threat From Materials Prices
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Equities Are Still RiskyEquities Are Still Risky

Equities Are Still Risky
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……Though AThough A Further Big Drop Is UnnecessaryFurther Big Drop Is Unnecessary

Though A Further Big Drop Looks Unnecessary
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SummarySummary

• 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


