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View of the Marketplace:
Economic Slowdown Continues

Dr. Wood is president and chief economist with Insight Economics, LLC, a macroeconomic adviso-
ry and consulting firm based in California. Prior to founding the firm, he was chief economist for
Financial Oxygen. Previously, he was a senior capital markets economist with Banc of America
Securities for 15 years. Dr. Wood also teaches economics at the University of California, Berkeley.

Ithough the Business Cycle Dating
Committee of the National Bu-
reau of Economic Research,
which is the arbiter of when
recessions begin and end, has not officially
declared a recession, the weight of the eco-
nomic data suggests that a business down-
turn began in January. The best evidence for
the recession is the job losses that have
occurred so far this year. In addition, manu-
facturing activity is stagnant, income growth
has slowed, and consumer spending — which
accounts for 70 percent of the economy —

has stalled.

This recession was caused by the bursting
of the housing bubble and subsequent melt-
down in the housing market. The housing
bubble between 2003 and 2006 was very
extended. Home sales climbed by 34 per-
cent. Home prices soared by 60 percent, and
had doubled between 2000 and 2006.

The bursting of this bubble was clearly
going to be painful. Once the speculative
fever in the housing market broke in early
2006, it was inevitable that the economy
would eventually slip into recession. The
magnitude of the housing bubble, and the
extent of the unconventional financing of
the bubble, virtually guaranteed it although
it took somewhat longer than expected
to arrive.

New mortgage structures add to problem

If the economy only faced the bursting of
the housing bubble, it would more likely

experience a slowdown in economic growth
rather than an outright recession. However,
during the housing boom, many home
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purchases were financed by unconventional
means, with a dramatic expansion of very
high loan-to-value, low quality sub-prime
and alt-A, adjustable rate mortgages (ARMs)

made to lower income families.

Most of these ARMs included initial teas-
er rates that were far below market interest
rates. After an initial period, the interest rate
on these mortgages adjusted higher, in some
cases sharply higher. There were also new
option ARMs where the homeowner had a
menu of payments from which to choose,
with one alternative being a minimum pay-
ment that resulted in the negative amortiza-
tion of the principal value.

Mortgage securities also play a role

The original mortgage loans were sold to
Wall Street investment banks, Fannie Mae
and Freddie Mac. These institutions com-
bined large pools of mortgage loans into
packages of residential mortgage backed
securities (RMBS). The RMBS were then
further split into different tranches, each
with a different claim on the underlying cash
flows from the individual mortgages.

These tranches were then rated by the
rating agencies, with those tranches with
first priority on the underlying cash flows
being given an AAA rating. The various
tranches were then sold to a variety of investors
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and speculators including hedge funds,
some of which were owned by the invest-
ment banks that created the securities.
A prominent feature of the hedge funds
was that the purchase
of these securities was
almost always done on
with

leverage, i.e.,

borrowed money.

When in mid-2004
the
began steadily raising
interest rates, monthly

Federal Reserve

payments on adjust-
able rate mortgages
would rise with each
If initial
teaser rates were also
expiring, mortgage
payments would shoot
sharply higher. These
higher mortgage pay-

rate re-set.

ments caused severe financial difficulties for
many lower income families, causing the
number of delinquencies and foreclosures to
increase dramatically, especially on subprime
and alt-A loans. Meanwhile, homeowners
with option ARMs increasingly chose the
minimum payment option and allowed their
principal value to climb.

3-MONTH LIBOR INTEREST RATE CAPS AND FLOORS

3-Month LIBOR Caps

Prime Caps

Declining home values initiate cycle

When home prices were rapidly increas-
ing, mortgage lenders and the holders of
RMBS and their derivative securities were
relatively unconcerned about rising delin-
quencies and foreclosures. This was because
the mortgaged house could always be sold

for more than the out-
standing mortgage bal-
ance. Similarly, home
owners with option
ARMs saw their home
equity increase even as
the mortgage principal
value was rising.
However, once home
prices stopped climb-
ing and particularly
when they began to
decline, the game was
up. Bursting asset bub-
bles almost always lead
to a self-reinforcing
downward spiral that
greatly exacerbates the
downturn, and the bursting of this housing
bubble is no exception.

Declines in home sales amid rising inven-
tories led to a demand-supply imbalance
that pushed home prices down. Falling
home prices reduced the demand for hous-
ing further because people are reluctant to
purchase a depreciating asset. Falling
demand for housing widened the demand-
supply imbalance and pushed home prices
even lower, continuing the cycle.

swike Falling home prices have led to another
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because a substantial portion of mortgages
made in recent years have been very high
loan-to-value. Once home prices fell, an
increasing number of homeowners found
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Some of these homeowners have decided

they had been current on their payments and
were not under any undue financial stress to
make the mortgage payments. These “walk

away’ loans have placed additional property

Prime is corrently 5.25% on the market, putting further downward

pressure on home prices.

B Premiums for caps and floors are quoted separately. To construct an inferest rate colla; simply choose your desired cap premium from the table, | | Mortgage-backed securities take a hit

and subtract the desired floor premium to arrive at your collor’s net cost.
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This dynamic in the housing market led
to a sharp markdown on the price of the
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RMBS and the derivative securities that
were created out of the pools of under-
lying mortgage loans. Because these were
often held by highly leveraged hedge funds
and other financial
institutions, a major
un-winding of portfo-
lio positions began.
While this made sense
for every individual
institution, when all
financial market partic-
ipants tried to reduce
their portfolios, the
imbalance in sell orders
pushed prices down
even more sharply.

Consequently, it be-
came increasingly diffi-
cult to value the RMBS
and derivative securities
because that required
valuing each piece of each underlying mort-
gage that was included in the particular
tranche of the particular RMBS that was
owned. In addition, because financial insti-
tutions were reluctant to reveal exactly what
securities they owned, the lack of trans-
parency between buyers and sellers led to
sharp declines in both trading volume and
securities prices. Liquidity in the financial
markets dried up and it became increasing
difficult and expensive for financial institu-
tions to get financing.

Fed attempts to stop downturn

The Fed began attacking these problems
last September with its traditional tool of
cutting short-term interest rates. It followed
up the initial September rate cut with fur-
ther reductions in both October and
December, and again in January and March.
The magnitude of these rate reductions has
been substantial.

As the financial crisis deepened, however,
the Fed introduced more unconventional
measures to try to restore liquidity to the
market. These measures included a new
lending facility that was introduced in
December to promote greater liquidity in
the market. This lending facility was first
expanded in January and then extended
in March.

As the financial crisis reached a boil, the
Fed helped engineer a rescue package for

investment bank Bear Sterns, which was on
the brink of failing. If this failure had
occurred, it would have sent major shock
waves through the global financial markets
and caused a significant seizure in the stock
and credit markets.

The Fed has done heroic work over the
past six months, react-
ing to an unfolding
housing and financial
crisis with speed, flex-
ibility and inventive-
ness. It has
attacking the financial
market’s liquidity and
transparency  prob-
lems at their source,
and its aggressive and

been

innovative actions have
relieved much of those
pressures in the mar-
ket. This has been
critical for the econo-
my’s health because
modern capitalistic eco-
nomic systems can’t
function without having well-functioning
capital markets.

Rate reduction not a cure-all

The Fed actions can only affect those sec-
tors of the economy that are responsive to
short-term interest rates and liquidity issues.
Little of what the Fed has done has ad-
dressed the fundamental issue confronting
the economy: declining home prices.

It is not clear that the Fed even has the
tools to effectively influence this decline.
Even the economic stimulus package passed

by Congress and signed by the President
with great fanfare will not have much
of an impact on home prices. While it will
temporarily boost consumer spending, it
will not affect the dynamics in the hous-
ing market.

To break the downward housing cycle,
either enough time must pass for the hous-
ing market to reach a new equilibrium or
bold government action is needed, some-
thing that is unlikely in a presidential elec-
tion year. Until the housing cycle is broken,
the economy will experience either recession
or sluggish growth.

Looking ahead in the economic cycle

A typical recession lasts ten months. A
long recession, of which there have been two
during the post-World War II period, lasts
16 months. If January was the first month of
the recession, and if history is any guide, this
economic contraction could be over by
October if it is a short recession or no later
than April 2009 if it is a long recession.

The length of this recession depends on
how quickly housing prices stabilize. Given
the current pace of home sales and housing
starts, as well as the magnitude of the inven-
tory of unsold homes, it will likely take
another six to nine months before housing
bottoms. Thus, this recession will likely
extend into early 2009 before a slow recov-
ery can begin.

This economic commentary is for general
information only and does not necessarily
reflect the opinion of COBANK. The information
was obtained from sources that COBANK believes
to be reliable, and is not intended w provide
specific advice.
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Products and Services

Tailored loan programs with short-,
intermediate- and long-term maturities
Letters of credit

Cash management services

Leasing through Farm Credit Leasing
International banking services

Loan participations and syndications
Interest rate risk management services
CoLinkg, online financial solutions
Equity partnerships

Private placements

Tax-exempt environmental bonds
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