may be due for major hangover

iers”

“House Part

Y uosAL Aq JIWLL Saj UONRAS

"W JOJ SHJOM
NMOQ INIHLON
yiimbuihng

iNMOQYvY3L
0541 puD’y a0}
NOITILW
opiod 1

juoouJ2} JO

‘umop
s206 Jan3au
3Lvis3 v
Aos Aayy

“YALYIHL JWOH
D p{INg PuD |jOM 4Dy
UMOp 20U p.T

¢s3rave
as53y4 joxuiyi
noA op joym
‘Aap

*200|d S1y} 40}
QIVd As-L
J0YM J2pUOM T

W4

2yjul . puo
Buiuaow 3y4
ur1H9No8 1

a]E}S3 |22l (1M LOISSASHOSN0DNES IN0 APISU] "310fd

-doxd omy3s1y sty paddiy ay—Louour auios Spr STy SR
003 yoLi 3o 0 pojuem [, s{es 0y
SyourBuried sangdea[jod puespu yfuvut os mes 1, o pmb
e 10y woyy Surddiy—sowy 1no jo aouepud ayy w—put
dunwoay Suixy ‘sasnoy Suldng 1RO WOY PILIOKT]Y
UIOYINOG B} O} SAUNTIO] SIY UMY 03 PIPIIP APudd
-0l ‘(F ‘SWEI[IAN "STUISO[D 91B)Sa [E01 S0P OS[E DL
‘sopaedAeppag puesiuippamiof 1
HOVEH ONOT WONA AIND0

e
WIZOMIINOd SIWVI A8

ALYvd 3SNOH

SNIINY




Foreign bu

Continued From Page DI
gap has been widening,” says Barbara
Ryan, an associate director at the FDIC.
To be sure, housing prices could con-
tinue to climb, thanks in part to interest
“Arates that are still at historically low
Q) levels. In addition, how much impact
) declining affordability will have de-
pends in part on whether it’s offset by
3‘ shifting demographics and by rising em-
\\ployment—which creates rising in-
comes—says David Berson, chief econo-
mist of Fannie Mae. Another factor:
I\'what happens to demand from investors
who tend to focus more on total return
than on their monthly payments.

As affordability has declined, many -
borrowers have increased their buying
power by shifting to adjustable-rate
loans and interest-only mortgages,
which allow borrowers to pay interest
and no principal in the loan’s early
years. More recently, many have em-
braced option ARMs, which give borrow-
ers multiple payment choices. Borrowers
who elect to make the minimum payment
can see their loan balance rise, which is
known as “negative amortization.”

“We_postponed the inevitable with
these Interest-onlies and negative-amorti-
Zation” loans, says David Lereah, chief
ecOnomist of the National Association of
Realfors. "But you can't sustain double-

i Tice appreciation an
affordable.”

"Sotar, the steady upward apprecia-
tion in prices hasn't had much of an
impact on home sales. The NAR yester-
day boosted its forecast of existing-home
sales to show a rise of 2.8% to 6.97 mil-
lion this year, setting another record.

In California, where affordability is a
big problem, more-affordable areas arey

Mortgage Payments %
Hit the Walil

Mortgages aimed at boosting affordability
are starting to lose their punch. Below is
the average initial payment on new
mortgages taken out to buy homes. *

ST

2500
2‘40‘09
1500
'1-,06& ;

0 |

c BB
2002 2003
*Data for jumbo mortgages, currently loans above $359,650
Source: Bear Stearns Cos.

5

2004

The Least-Affordable
Housing Markets

Here are some of the nation’s least-affordable
markets, based on how much of a median-priced
house can be bought by someone earning the
median income in that market.

4Q 2004 1Q 2005

METRO AREA

Visalia, Calif. 354

San Diego

Salinas, Calif.

Santa Barbara, Cal

731

West Paim Beach, Fla.

Notes: This affordability index measures the percentage of
the median-priced existing home that can be purchased by a

seeing bigger price gains. Home-price
growth in San Diego and Orange County,
two of California’s least affordable mar-
kets, has dropped to the single digits,
according to the California Association of
Realtors, while prices have climbed more
than 20% in less expensive areas, such as
Riverside-San Bernardino.

Overall, just 16% of households in Cali-
fornia can afford the median-priced
home, according to the California Associ-
ation of Realtors, the lowest level since
1989, when the average rate on a 30-year
fixed-rate mortgage was 10.33%. Rates
on 30-year fixed-rate loans currently aver-
age just 5.81%, according to HSH Assoc1—
ates in Pompton Plains, N.J.

Until recently, innovative moxtgage
products have made it easy for home buy-
ers to buy ever more expensive homes
while taking less out of their pockets.
Monthly payments on jumbo loans have
risen only once since 2002, according to
the Bear Stearns study. That climb came
when rates jumped in the third quarter of
2004 and was quickly reversed thanks
largely to the surging popularity of op-
tion ARMs. Option ARMs and interest-
only loans have accounted for 65% to 704
of jumbo-mortgage originations in recent
months, according to UBS AG.

The new data sugeest “the honging

market co rit weight,”
says Mark Zandi. chief economist of
Economy.com.

wws\mé%gﬂ a
fixed-rate mortgage to an or other
aﬁj@%ﬁy_pw_dw_hmbem_dam
ing as the Federal Reserve has boosted
short-term Interest rates and the yield
curve has flatt p

between short- and long-term interest
rates. Raies on ARMs that are fixed for

currently average mc
co ding to HSH Associates.
hi t_lev ince July 2002, and ust
1.11 percentage points lower than the

rate on a 30-year fixed-rate mortgage. As

recently as May 2004, borrowers could

cifthe rate on their loan by 2.41 percent-
age POINts by OPUIg JOT 4 one-year ARM

instead of a 30-year fixed-rate mortgage.

The initial teaser
period for some
mortgage rates can be
as brief as a month.

Higher short-term rates are also re-
ducing the attractiveness of option
ARMs. Once the initial teaser period—
which can be as brief as a month—ends,
rates on these loans can jump to 5.5% or
more, not much lower than the rate on a
traditional 30-year fixed-rate mortgage.
Credit-rating services recently set
tougher standards for option ARMs be-
cause of fears that borrowers who hold
these loans will default at a higher rate.
That, says Dale Westhoff, a senior man-
aging director at Bear Stearns, “ulti-
mately makes it more expensive to origi-
nate these kinds of loans.”

A handful of lenders have tried cou-
pling option ARMs with 40-year mort-
gages, but coming up with additional
ways to reduce monthly payments is
likely to be difficult. Standard & Poor’s
Corp. says some proposed mortgage pro-
grams it’s been asked to evaluate re-
cently are aimed at fixing the low pay-
ment for a longer period. Others try to
manage the sharp increase in payments
a horrower can face when the interest-
only period ends or the option ARM re-
sets, so that the mortgage balance is paid
off during the remaining term. With
some lenders offering rock-bottom teaser

. rates, “I don’t know how much lower you
can get” when it comes to reducing the
initial monthly payment, says Standard

& Poor’s associate director Brian Grow.
Journal Link: Determine how
much house you can afford with

@ the Mortgage Tools, af

RealEstatelanrnal.com

ing of treasuries helped keep interest rates lower
rdinarily would be in economic recovery, allowing
o bid home prices up to ever higher levels.

Housing Gets Even Less Affordable
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A;homeprioesrose, riskier mortgage volume exploded
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" As home. prroesvcontlnue to rise ac
-_to help buy h mes that they would

~$360,

‘Rlskmgr Affordablhty

ross the country. home buyers are turnlng to rlskrer adjustable-rate mortgages '
ot otherwrse be able to afford : : -

-Bym ropolrtan statrstrcal area.

mortg ,ge rate-is fixed for a
usually 3'to 10

_ e fixed or adjustable
ys only interest fora:

;~Typ|ca||y n adjustable -rate
mortgage where the rate adjusts
‘Each month, borrower has
of four different

5

the optid

: payments one based.on an

‘artificially low rate like 1.25%, one
nly on that month's rate,
one pringipal ‘plus mterest on a 30-
year schigdule and one principal

plus rnterest ona 15—year schedule.

ber of years, after which

incipa tany‘t|me without penalty.

. ay dprion'adtostablesrétéimortgeéif' ok

ircles on th .maps are srzed by the ercenta e of home lodns g reater than
Are interest-only loans. Does, not |nc|ude refrnancmg :

Payment amaunts dre guaranteed

quity gradually

Initial mortgage rate is Iower than
on frxed rate mortgages j N

: Inmal payments are much Iower than
they. would be if borrower were also

paying principal. Good for people

who expect big increases.in income.

Initi.al payments can be extremely
low. Good for people with variable
income who want flexibility.

“Source: LoanPerformance

d inflation.effectively. reduces ..
hem over time; borrower burlds up -

é:/é 05

PERCENTAGE ° Q .-
OF LOANS . 10% 40% 70%

CONS -

'Bofrowers who plan
& quickly will have pai
i - fixed-rate loan:

lfratés go up when rate
“borrower could be hit with, much
higher ‘monthly payments.”

et

The sprke rn payrne C

onerous. if home prices falla .
borrower could Bild up no equrty A
despite years of- interest g
payments

If borrower makes only minimum
payments, the size of the debt wrll
actually grow. After five years,
borrowers must pay principal plus
interest on a 30-year schedule,
which could mean sharply
increased monthly payments. .

.« 1 s

The New York Tim!

en

enid  “T+ Aneen

A oneninIln vse9ea




M Thzs will

Fed Reserve make you
Study finds:

Household
Income falls
(infl. Adj.)

House'hold'
Gains tied -

are saving

More families
Deep in debt

- abunch, particularly as interest

prehensive
. state of American households. The

(HI!IS lESIER

see red

ere are a few fresh takes
on debt, a topic sure to. .
get this Scotsman’s kilt in

rates trend A
We'll start on the home front.
'Every few years, the Federal
Reserve Board conducts a com-
survey on the financial

Fed’s “Survey of Consumer Fi-
nances came

out, and it unleashed a blur of -
interesting numbers.
~~Here are just a lewrends:

| A%% mﬂauon-a%usmd

ho income "3
percent during the 2001-2004
period. Tn'the previous three-year-
period, dverage household in-
come had jumped 17.3 percent.

M Despite the income
. average household net worth
increased 6.3 percent during the
2001-2004 period. That gain was
dmvn from 28.7 percent durmg
the previous-ths i

dences mcreased 28 l peroent
the 2001-2004 period.

during
Few families -Fmrra;[:gi;argnsz% .

that say they are saving money
declined 3.1 percentage points in
the recent 2001-2004 survey, to
56.1 percent.

M More families are in debt, and
deeper in debt The proportion of
families in debt climbed 1.3 per-
centage points, to 76.4 percent.
The overall debt load of those
families that are borrowing
jumped 33.9 percent from 2001 to .

Adnnttedly thal’satmncated

summary of a 38-page report.
packed with numbers, charts and_

analysis. You can read the whole - .- I ;'

- 1ML |l
'STADIUM VOTE
\ DIDN'T PASS.
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Assistant Managing Editor — Business:
Chris Lester (816) 234-4424
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By MARK SHAIKEN
Guest Columnist

n Oct. 17, 2005, life under the

new bankruptcy code be-
gan. One of the most impor-

tant changes made by the new law is -

restrictions placed on the role bank-
ruptcy judges will be permitted to
play in Chapter 11 reorganizations.

Business bankruptcy cases area
delicate balance of rights and protec-
tions given to debtors, power and
leverage given to creditors, and dis-
cretion given to bankruptcy judges to
oversee the process. With such a
balance, the parties in the case have
been given the incentive to resolve
their differences through business
solutions.

. Without appearing to give much

thought to the effect on this delicate
balance, enacted a number

debm:scmﬂdeuiusively.ﬁleapl.an '
rganization.

of reo

The new law limits the judge’s B
discretion to extend the exclusive :
plan filing deadlines to 18 months. As

- a result, Chapter 11 businesses will

1
have to move through the bank- ;
ruptcy process more quickly, and 1

parties may be encouraged to “hold
out"furﬂmee:q)u'auonofﬂ:e&ad-

not be a sufficient period of titne for
limbtmmstoslabﬂmeandabusi

ness plan to emerge
Ilhalmlemededshm
Similarly, when a business com-

merices a bankruptcy case, it previ-
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Housing glut reaches levels of the last real estate collapse: late 80’s
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HOUSING MARKET GLUTS UP

By PAUL THARP

February 28, 2006 - A sudden glut in unsold new homes is threatening to snuff out SCORE A
the blazing housing market that's been carrying the U.S. economy. 3 ? _{”NW?{P
NS Ak ith

The Commerce Department said yesterday the backlog of unsold new homes in
January reached the highest level ever of 528,000, with sales steadily sliding by as

much as 5 percent.

Nearly half the new homes put up by builders aren't being sold as expected, the
report shows.

At the current sales pace, there were enough new homes on the market to satisfy
demand for the next 5.2 months, the fattest inventory glut since November 1996.

U.S. BOND STRATEGY - WEEKLY BULLETIN MARCH 6, 2006 3

CHART 2
U.S. Housing Slowdown On Track
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consumption growth. The good news is that the
business sector is in excellent shape. and unlikelv
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CHART 11
Consumers Losing Confidence
CONSUMER CONFIDENCE
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The combination of deteriorating housing activity
and worries about energy (and the effect this is
having on electricity rates) is eating into consumer
sentiment. The preliminary University of Michigan
poll of consumer confidence showed a sharp drop
in May (top panel, Chart 11). Consumption growth
has slowed in fits and starts since January, but not
yet by enough to confirm that a period of trend or
below-trend growth is underway. However, such an

outcome looms in the coming months.

The boom in energy and commodity prices
started the inflation scare back in late 2004. How-
ever, prices further down the supply chain failed
to ignite. Finished goods producers have had
great difficulty increasing selling prices because
retailers face strong resistance from consumers.
In fact, the PPl report last week showed that the
core finished goods inflation rate has been drift-
ing mildly lower. The same pattern is true for core

CPI goods prices.

The sharp rise in gold prices in recent months has
heightened inflation worries. Memories of the
1970s — when energy and gold prices soared in
tandem as the dollar sank - have revived. How-
ever, the link between gold and inflation is tenu-
ous at best. The “relationship” between gold *
prices and headline and/or core inflation that pre-
vailed in the 1970s has long since broken down
(Chart 12). In fact, the few times CPI has re-
bounded since the mid-1980s have not coincided
with, or been led by, bull markets in gold prices
(shown as the shaded areas in Chart 12). Soaring
gold prices do not herald a revival in global infla-
tion, but are part of the commodity stampede

and reflect growing anti-dollar sentiment.

editor@BCAresearch.com B TEL 514.499.9550 ® FAX 514.843.1763 m waCAresearch com Copyright ® 2006 BCA Publlubuns Ltd. All Rights Reserved. Refer 1:2{ ast page.
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California home sales drop 24% in January

Decline reflects rising mortgage interest rates and weakening consumer
confidence.

February 28, 2006: 7:26 PM EST

SAN FRANCISCO (Reuters) - California's housing market is slowing as analysts had predicted,
underscored by a slump in home sales in January, according to the California Association of Realtors.

Mass. home sales plummet 21% - The Boston Globe Page 1 of 2

:i- bOSton’mm THIS STORY HAS BEEN FORMATTED FOR EASY PRINTING
.;:‘i‘\Mass. home sales plummet 21% %U’M 4 % The Boston Globe

January prices also slip but condo deals climb }/lefﬁ
By Chris Reidy, Globe Staff | March 1, 2006 /
The number of sinéle-family homes sold statewide fell 21 percent in January, the largest year-to-year decrease in monthly

home sales since April 1995, and another sign that the once red-hot local real estate market is cooling, the Massachusetts
Association of Realtors reported yesterday.

Based on the supply of homes for sale, up sharply from a year ago, the real estate market favored the buyer in Januafy.
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48% home sales drop leads state /

One theory: Many well-off sellers await the 'right offer

By Stephen Frater and Michael Pollick L)
STAFF WRITERS 4

The high season peaked in mid-February but so far there is little evidence of a long-awaited and often-
predicted real estate recovery.

In fact, the Sarasota-Bradenton market had the dubious distinction of being the Florida market with the
biggest decline in sales during January: a precipitous 48 percent drop when compared with the same
month a year ago -- more than double the state's 19 percent declme

The Charlotte County-North Port market saw its sales drop 18 percent during the same time frame the
Florida Association of Realtors reported Tuesday.
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Tribune photo by José M. Osorio

| Real estate agent Mike Sorensen says this bungalow has been for sale since November. The owner has lowered its price.

Sales slide for 5th month

‘Existing-home sales |

fall 5.2%; prices up

By Mary ilmberger

Tribune staff reporter

A week ago Mike Sorensen
got his client to lop $10,000 off
the asking price for the Por-
tage Park bungalow that has
been for sale since November.

Then the phone started ring-
ing, said the Northwest Side
real estate agent, whose client
came down to $359,000 after
checking out other homes for
sale in the neighborhood. Six
showings are scheduled for
Saturday, he said.

“Two or three years ago the
property would have sold in
two days,” Sorensen said.

Realty has a different reali-
ty now, agents say, and data re-
leased Tuesday by the Nation-
al Association of Realtors re-
flect it: Existing-home sales
slowed nationally in January
for the fifth consecutive
month, down 5.2 percent from
the year before. .

The Chicago area fared only

| slightly better, with single-
| family sales down 4:8 percent

from January 2005 and condo
sales down 2.8 percent. _
_ Prices continugt_.l to_ plip:b,

median of $211,000 for all types
of housing. They jumped by
11.5 percent in the Chicago
area, to a median $234,000 for
single-family homes. Chicago
condos went up 8.2 percent, to
a $211,000 median.

The national existing-home
numbers paralleled those for
new construction released by
the Commerce Department
Monday, and analysts agreed
that Tuesday’s report is anoth-
er sign of a softened market.

Nonetheless, they and local
real estate agents said the tra-
ditionally busy spring market
may revive sales, at least for
the short-term.

“] expect we are in a bitof a
trough that may be followed by
amodestrise and then a gener-
al plateau in the level of sales
activity,” said NAR chief econ-
omist David Lereah.

Local agents are more terse:
They said business is better.

“January was just kind of a
hangover from Christmas.
Nothing was moving,” said

Susan Devlin, an agent based .

in the South Loop.

“Butright now, it’s jumping,
and there are pockets where
things really fly, such as in Uk-
rainian Village or in the outer
limits of the city, where people
are looking for single-family
homes.”

. - .2

ing longer to sell.

Inventory, the number of
homes on the market, is climb-
ing as the sales pace slows, the
NAR reported.

Total inventory rose 2.4 per-
cent at the end of January, to
2.91 million existing homes,
which represents a 5.3-month
supply.

In the Chicago area the Mul-
tiple Listing Service of North-
ern.Illinois said it could not
{rack year-over-year invento-
ries, but reported that 22,560
homes and condos went up for
sale in January, up from 18,337
new listings a year earlier.

Even with the higher inven-
tories, prices generally will be
slow to drop, analysts said.

“People will hold their
house on the market longer,
rather than accept a lower
price,” said Bob Walters, chief
economist for Quicken Loans
in Livonia, Mich. “A lot of
sales are discretionary, and
yow’'ll see slowing sales before
price declines.”

Year-over-year data for Jan-
uary did show price declines
in many Illinois counties,
maost of them far downstate.

However, double-digit price
increases continued in the
Chicago area, from 13.3 per-
cent in Cook County (a $311,358
l_nedian price) to 32.1 percent

1., fmOneT AFAL - o

cording to the Ilinois Associ-
ation of Realtors.

Deerfield real estate agent
Honore Frumentino = de-
scribed the current market as
“strange.”

“On the very high end, we
have two and three and four
years of inventory on the
North Shore,” Frumentino
said. “The break point is $3
million. It's really tough over
$3 million. That's where the
air gets really thin on the
North Shore.’

“] think it’s the same in the
western suburbs, where a lot
of stuff in the $1 million to $3
million range is just sitting.”

In the highest tiers, the
North Shore is seeing price re-
ductions, she said, citing alist-
ing that has dropped to $4.2
million as of two weeks ago
from $9.7 million last fall.

Washington economist
Dean Baker said the January
numbers shouldn’t be given
too much weight as an eco-
nomic indicator.

“Monthly data tend to be
very erratic, and I never make
too much of a single month,”
said Baker, co-director of the
Center for Economic and Pol-
icy Research, who has been
outspoken in his prediction
that house prices will decline,
perhaps significantly.

B R T T R



HOME PRICES ARE NOW FALLING

Home Starts Fell 7.8% in

Mai‘ch'

Amld stmg Market Pesszmwm

By CHRISTOPHER CONKEY

‘The pace of new house constriiction
slowed last month, and home builders
are becoming increasingly pessimistic,

* signs of further weakemng in: the hous- .

1ng market.

““Meanwhile, wholesale prices were

up in March, but a tame reading on
underlymg prices suggests inflation is
rising at only a moderate clip. -’

~The Commerce Department said

housing starts fell 7.8% in March toan

annual rate of 1.96 million units, match-
ing February’s 7.8% drop to 2:13 million
units. Although the pace of home build-

'ing in March was 6.9% higher than a

year ago, the recent declines: indicate
that the supply of new houses is start:

ing to follow the downward trajectory . _ toccor-at the University of Maryland’s “

. Robert H. Smith School of Business.

of Sales seen in recent months.
-With sales dechmng, interest rates

Nationa
“All the
been dc,

month, :;
builders

are “poor.
low since
9/11,” Mr.
pect it to

0.5% from
from a year

fell 1.4% in February Much of the vola-
tility is caused by gasoline prices,
which Jumped 9.1% last month, after an
1% drop in February.

The “core” 'producer price mdex
which is more closely monitored by
economists becausé it excludes the vola-
tile .energy and- food sectors, was up

only a slight 0.1% from February and

1.7% from a year earlier.’ After more

- worrisome ‘readings. the two previous

months, the tame figure for core prices
in March assuaged fears. that robust
economic growth and rising oil prices

_will cause inflation to surge.

“The bottom line is that wholesale

" price ‘inflation, outside the energy sec-

tor, is likely to remain in check, and
“+the. outlpok  for . consumer prices re-
“mains good,” said Peter Morici, a pro-

Units | Price
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estimates in Feb ruary,
nation’s home sales surpassed consensus
-;hzepercent from the prior month. Mild weather in January boosted February closings.

KEY == EXISTING-HOME MEDIAN SALES PRICE Scale in thousands of dollars
- EXISTING-HOME SALES Scale in millions of units at a seasonally adjusted annual rate
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Clouds gather over US economy

06/12/2006 //4/5 /;////(('%@(/ W’///éd /éu;

Monday view: Storm clouds gather over a US economy heading for icebergs By Ambrose Evans-Pritchard (Filed:
12/06/2006)

Like a thunder clap too close for comfort, the US bond market last week issued its time-honoured warning of recession. This
time for real. The yield on 10-year Treasuries slid below the short-term rates, an emphatic signal that investors are more
worried about a US housing bust than surging inflation.

Fear is creeping into the markets that a hyperactive Federal Reserve run by a chatterbox novice, risks sinking the global
economy by tightening too hard - supposedly to curb prices, in reality to combat his fatal reputation as an easy-money
ideologue.

Yes, bonds issued the ‘inverted yield curve’ warning in February. But those were halcyon days when the world was still
awash with liquidity. The central banks of Asia, Europe and America have since succumbed to a belated and fierce bout of
orthodoxy, raising rates in unison for the first time since the early 1980s.

Bernard Connolly, global strategist for Banque AIG, says the Fed, now chaired by Ben Bernanke, has already gone too far by
raising rates sixteen times from 1pc to Spc since June 2004, too much for an overspent economy running on fumes.

"Unless the Fed begins cutting rates by this summer, which it won't, then the US economy could be in for a nasty recession.
The stock market has not yet woken up to the full gravity of this," he said.

If past is prologue, we have three or four months to find shelter before the full lightning storm begins. Buy government bonds,
horde cash and shun risk, advises Joachim Fels, credit strategist at Morgan Stanley.

"Only once global GDP growth slows significantly - my story for the second half of this year and the first half of 2007 - and a
new monetary easing cycle begins, can risky assets start to rally again," he said. Mr Fels has pencilled in the next upturn for
mid-2007.

Beware the dollar too, warns HSBC's currency guru David Bloom. "Inflationary concerns will dissipate as the economy cools
and it will become clear the Fed has over-tightened. This will herald the next wave of dollar weakness."

For now, Mr Bernanke seems determined to steam ahead with a quarter point rise to 5.25pc this month - and damn the
icebergs. His pilloried "pause" talk in spring gave way last week to studied words about the "unwelcome" leve! of core
inflation, now 2.1pc. Within hours the effects of this volte-face hit Turkey, South Africa, India and Thailand, all compelled to
raise interest rates to defend their currencies and slow an exodus of foreign investors.

"He reintroduced testosterone to the inflation-fighting resolve of the Fed," said Diane Swonk, an economist at the US firm
Mesirow Financial. She told the Washington Post: “This is a pure male thing. "You think I'm a wimp? Take me on,' he said to
the markets."

Yet the Fed's own staff said in May that inflation will peak over coming months before slowing later in the year..
Hourly earnings are remarkably tame, rising just 0.1pc in April, down from 0.6pc in March. The Economic Cycle
Research Institute's ECRI index, which signals future inflation, dropped 0.2pc in May and is now well below Its peak
in October.

Fed doves are pleading for caution. "We want to be looking through the windshield, we don't want to be just looking at the
rear view mirror," said Governor Randall Kroszner.

Yet Mr Bernanke has buckied to the will of the Fed's monetary Ayatollahs - Dallas and St Louis come to mind - although he
knows the risks of interest rate overkill all too well.

It was he, Professor Bernanke, who wrote the seminal 1995 paper - Inside the Black Box:

The Credit Channel of Monetary Policy Transmission - describing how inflation lags the cycle, flashing amber long after the
real danger has switched to recession.

And it was he - scholar of the Great Depression - who blamed the Fed for crushing the American banking system in the early
1930s by starving it of funds. "You're right, we did it," he said theatrically as a junior Fed governor at the 90th birthday party of
Milton Friedman. "We're very sorry. We won't do it again."

/
/
Talk about hostages to fortune.

http://www.businesscycle.com/showstory_friendly.php?storyID=1003 6/15/2006



ECRI - Economic Cycle Research Institute Page 2 of 2

Mr Bernanke is counting on a "soft-landing" for the housing boom, the central pillar of the US consumer economy.

It provided $600bn of spending last year from home equity withdrawals - ie, from ever-bigger mortgages entailing ever-more

debt.

This rosy assumption is looking shakier by the day. The inventory of unsold new houses is now at the highest level in a

decade, rising by 1m properties to 4m over the last year.

The Philadelphia index of US construction equities has crashed 23.3pc since early May, pointing to an immediate wave of
_lay-offs.

Some 32pc of the 4.22m jobs created by the US economy since the expansion began in 2001 have been in the housing

sector, more than four times the usual ratio, according to a study by Merrill Lynch. HSBC warns that US property has aiready

tipped into a downturn, with the likelihood of outright price declines in the overheated markets of the East and West coast.

lan Morris, the bank's chief US economist, said the combined cost of mortgage payments and house insurance for new

buyers in California takes up 70pc of pre-tax income.

"Affordability is now worse than in 1981 when mortgage rates were 16pc. This is pretty scary stuff,” he said, predicting a

property slump lasting four to five years.

The Federal Reserve's blunder was to hold interest rates at aimost free-money levels of 1pc until the summer of 2004, yet

blowing fresh asset bubbles at home and abroad, and stealing prosperity from the future by pushing spending to the reckless

level of 107pc of GDP.

The time for tough love was then, not now, sixteen rate rises later - with delayed effects only just starting to exact their toll. If

Ben Bernanke had guts, he would now be holding the ground he staked out to Congress in April, explaining patiently that
inflation lags the cycle. Are the bond markets telling us he has failed his first test of nerves?

more ECRI press quotes
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Euro Zone Inflation Pressures Up / 5 / ﬂy/ﬁ@ V) 2(‘7 vy

06/02/2006

LONDON, June 2 (Reuters) - Inflation pressure struck a 5-1/2 igh i i i i i
LON \ -1/2 year high in Europe in April and is steadily becoming a f
life in Japan after many years when deflation was the problem, the ECRI institute said on Friday. Y gatactol

Increasing inflation in Germany and France pushed underlyi i i ' i
_ ying price pressures in the euro zone to i
from the Economic Cycle Research Institute showed. o112 year highs, an index
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Pulte Homes Slashes 2006 Forecast as Orders Fall 29%
(Updatel)

June 2 (Bloomberg) -- Pulte Homes Inc., the largest U.S. homebuilder, cut its 2006 earnings forecast

after orders in April and May fell 29 percent from a year earlier.

The company expects to earn $4.70 to $5 a share for the year, down from its previous forecast of $6

to $6.25 a share. Earnings in the second quarter will be 85 cents to 95 cents a share, the Bloomfield
Hills, Michigan-based company said today in a statement.

Demand for U.S. housing is flagging at the height of what is usually the busiest time of year for real
estate sales. Home-loan applications fell last week to the lowest level In four years, the Mortgage
Bankers Assoclation said yesterday. The average rate for a 30-year fixed mortgage was 6.6 percent
last week, a four-year high, according to mortgage buyer Freddie Mac.

" " Current demand varles by market, but overall it continues to transition after an extended period of

stronger sales," Richard J. Dugas Jr., president and chief executive officer of Pulte, said In the

statement. Orders are falling because of an increase in homes on the market, more cancellations and

rising Interest rates, he said.

To contact the reporter on this story:
Larry Edelman in Boston at at ledelman3@bloomberg.net.

Last Updated: June 2, 2006 06:09 EDT
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