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he economy is not now officially
in recession. In fact, there has not
been even one quarter of con-
tracting economic activity, let
alone two consecutive quarters. Regardless,
this popular rule-of-thumb for a recession is
not an official definition. If it were, there
would not have been a recession in 2001.

In order for the economy to be officially
in recession, the index of coincident eco-
nomic indicators needs to decline substan-
tially for a sustained period of time. This
composite index consists of four individual
indicators: payroll employment, industrial
production, personal income excluding
transfer payments in real terms, and manu-
facturing and trade sales, adjusted for
inflation. During the last recession, the
index reached a peak in late 2000 and
declined by 1.8 percent over the subsequent
11 months.

Currently, each of these individual indica-
tors has reached a peak and started to drift
lower. The composite index reached a peak
in October 2007 but has declined by only
0.4 percent during the past six months.
Unless the index is revised much lower, or
the economic situation deteriorates signifi-
cantly more, this is not a substantial enough
decline to be classified a recession.

Regardless of whether the current eco-
nomic period is ever classified as a recession,
it is clearly a period of significant economic

distress. Many sectors of the economy are
reeling, particularly housing construction,
motor vehicle production and finance.
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However, several other sectors of the
economy are booming, including energy,
agriculture and exports. This has produced
a bifurcated economy that is growing slug-
gishly at the present time.

Housing at the core of economic slide

The root problem that the economy
is experiencing is the bursting of the housing

bubble.

Total home sales peaked in July 2005 at
more than 8.5 million units. Since then,
they have tumbled by more than 36 percent.
Existing home sales have declined by almost
33 percent while new home sales have
plunged by more than 62 percent.

The sharp decline in home sales, particu-
larly for new homes, has led to a substantial
decline in housing starts. Single-family
housing starts topped out at more than
1.8 million in January 2006. Despite a
63 percent decline since then, the inventory
of unsold new homes has ballooned to
more than a 10-month supply at the
current sales pace. This large overhang of
unsold new homes will pressure housing
starts even lower in the quarters ahead.

Falling home prices cause concern

The major consequence of the overbuild-
ing of new homes is that there is now a
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major supply-demand imbalance that is
pressuring home prices lower. As a conse-
quence, home prices have tumbled by about
16 percent over the past two years.

Moreover, the pace of price depreciation
has accelerated in recent
quarters. In addition,
relative to rents, it ap-
pears that another 10 to
15 percent decline in
home prices is needed
in order to re-establish
the long-term relation-
ship between rents and
home prices.

Further price declines
will push more home-
owners into a negative
equity situation, where
the amount they owe on
their mortgages exceeds
the market value of
their homes.

At the end of the first quarter of 2008, it
was estimated that slightly more than 8 mil-
lion homeowners owed more on their homes
than they were worth. However, with home
prices continuing to fall, that number is
expected to increase by about 50 percent to
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Prime is currently 5.00%

more than 12 million by the middle of
next year.

The danger of an increasing number of
homeowners with negative home equity is a
resulting rising mortgage delinquency rate.
The probability of mortgage delinquency
rises with decreases in home equity or
with larger negative equity. Consequently,
falling home prices threaten further increas-

es in delinquency rates,
which have already soared.

Credit crunch continues

Commercial banks are
still heavily exposed to
residential real estate
and construction loans.
Despite significant write-
offs during the past year,
real estate loans still
account for nearly one-
third of total bank assets.
As a result, financial
institutions are still liable
to experience increasing
mortgage delinquencies
and foreclosures.

The lack of transparency with many mort-
gage backed securities, and their derivative
products, will continue to exacerbate banks’
funding issues. This will force financial insti-
tutions to remain heavy users of the Federal
Reserve’s expanded credit facilities. For-
tunately, the Fed’s balance sheet still has sub-
stantial room to accommodate this demand
for liquidity.

However, the era of surprise write-offs,
earnings disappointments and capital-raising
is not yet over. This will force banks to
be much more conservative in extending
new credit.

These tighter credit standards will reduce
the amount of lending available to con-
sumers and businesses, and with slower debt
expansion, the economy will begin to
de-leverage and economic growth will
remain slow.

The broader economy takes a hit

For a while, the problems in the housing
market seemed to be contained within the
housing and housing finance sectors of the
economy. But as the problems in these sec-
tors have intensified, the rest of the economy
has also felt the effects.

Job losses have been accumulating since
December 2007. In addition, soaring food
and energy prices have boosted inflation.
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As a result, real wage growth has slowed
sharply over the past nine months.

With home equity values dropping, mort-
gage equity withdrawals — which were a sub-
stantial source of spending power during the
housing boom — has faded into insignifi-
cance. This has caused
real consumer spending
to slow sharply.

Slow recovery likely

Recessions do not last
forever. Eventually the
economy will recover
and begin to grow more
quickly. However, the
rebound from this cur-
rent period of sluggish-
ness is likely to be par-
ticularly weak for sever-
al reasons.

First, many economic
recoveries are stimulat-
ed by lower interest
rates engineered by the Federal Reserve, and
the Fed has done its job with regards to the
current situation. However, dislocations in
the financial markets have prevented private
sector intermediate and longer-term interest
rates from following short-term rates.
Private sector yields are little changed, or are
actually higher, than they were a year ago.
Thus, there is little interest rate stimulus for
the private sector.

Second, banks have significantly tightened
credit standards. This is particularly true for
real estate loans, both residential and com-
mercial, but it is also true for credit card
loans and commercial and industrial loans.
If banks are less willing to lend, then credit
expansion will be slower and spending will
likely diminish.

Third, consumers are already highly
leveraged with little capacity for additional
borrowing. Household liabilities as a per-
cent of disposable income are at record high
levels. Consumers are also devoting a re-
cord share of their income to making
the principle and interest payments on

their debts.

Fourth, there is limited scope for further
fiscal expansion. The budget deficit this year
and next is estimated at more than $400 bil-
lion. Given the longer-run fiscal challenges
the government faces, any future tax relief
will be both limited in size and temporary
in nature.

These factors strongly suggest that any
rebound from the current economic lethargy
is likely to be fairly limited. This means that
the economy will experience yet another
“jobless recovery” and that the unemploy-
ment rate will continue to climb well into 2009.

Optimism remains

There are a number of positive factors that
should keep the economy afloat. First, the
dollar has weakened sig-
nificantly over the past
five years against the
currencies of most of the
country’s major trading
partners. This has made
U.S. goods and services
much less expensive to
the rest of the world. As
a result, exports have
been booming,.

Second, the boom in
agricultural and energy
prices has been demand-
driven, providing sub-
stantial support to these
sectors of the economy.
Although these goods

are sold internationally in dollar terms, the
weaker dollar has minimized the amount of
demand reduction that typically takes place
when prices spiral higher.

Third, the health care sector continues to
grow at a rapid pace along with the aging of
the baby boom generation — over the past
year, the health care sector has created twice
as many jobs as the entire economy. Because
health care spending is largely insulated
from the vagaries of the business cycle, this
sector should continue to expand strongly.

Fourth, lackluster economic activity will
dampen inflation. Nearly three-quarters of
all costs in the economy are due to labor
costs. An economy that is growing so slowly
that the unemployment rate continues to
climb will not generate the tightness in the
labor market for wages to rise rapidly.
Combined with intense competitive pres-
sures, labor productivity should continue to
rise. This will keep unit labor costs and infla-
tion pressures in check, particularly if oil
prices stabilize.

Silver lining present in current conditions

The economy is going through a rough
patch at present. There are significant risks
that the situation will get worse because of a
vicious cycle in the housing market. Even if
the economy manages to avoid a recession,
any rebound from the present sluggishness is
likely to be restrained.

The good news is that even in a period of
weak economic growth, some sectors of the
economy — exports, agriculture, energy and
health care — will significantly outperform
the rest of the economy. In addition, weak
economic growth will allow inflationary
pressures to recede without the need for a
significant recession or Fed tightening.

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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