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2008 Housing Forecast:
More Blood in the Streets

From the start of 2007, roughly one year after the greatest housing bubble in history had peaked out,
the forces of financial gravity were already in full force — exerting significant downward pressure on U 5. housing
prices. It wasn't until August, however, that the true underlying weakness {and vulnerability) of the market was
finally revealad.

It was then that the two Bear Stearns hedge funds blew up — exposing the fact that the trillions of dollars
aof ultra-creative mortgage loans that were originated from 2003 to 2007 should never have been made. These
were Adjustable Rate Mortgage leans that were issued with little or no money down, “extreme balloon terms”,
the rates being largely irrelevant, where the low "post-teaser” monthly payments lead to almost certain and
immediate default.

This marked the official Day of Reckoning for U.S. banks, Wall Street, and the entire investment
community — where all parties owning these creative mortgage loans were essentially left helding Cld Maid
cards — namely, bad loans that would ulimately result in significant losses.

You see, as long as housing prices rise, all mortgage lending sins of the past are forgiven. Evenifa
borrower gets into trouble and can't make his monthly payments, the home can be sold for more than it was
purchased for and the loans could be paid off. But when a real estate boom tumns into a bust — as they all do —
there is no price appreciation "safety net’ for ill-made mertgage loans.

With the mid-summer 2007 blow ups, and with the U_.5_ housing market already in the bust mode of the
housing cycle, it became abundantly clear that — absent the ultra-creative lending schemes that artificially
supported a highly over-priced housing market during the boom years — the owners of those once easy-to-get
$500,000 mortgages were now holding leans (Old Maid cards) that were secured by assets that were really
worth only $300,000.

This turn of events sent shock waves throughout the U_S. banking system, rendering many banks
insalvent and unable to function normally. This forced a rapid tightening of lending standards — known as a
credit crunch — which sent the housing market plummeting into an even steeper decline. As hundreds of
thousands of loans started going into default ... as a growing number of “for “sale” signs failled to turn up a
shrinking number of qualified buyers .. foreclosures started spreading like an infectious disease by the end of
2007.

This brings me to the subject of this moenth’s Timing Letter — what | see coming down the pike in 2008.



Lending Crisis Will Get Worse

In 2008, the lending crisis will continue to extend far beyond the creative sub-prime mortgages that
precipitated the massive problems we're now experiencing. With falling housing prices and rising default rates,
lenders are now becoming more afraid to make loans to even qualified borrowers — and are tightening their loan
standards, even on “A” paper loans. Loans are getting approved, but in most cases, buyers have to come up
with sizable down payments, have high credit scores, and, in most cases, fully document their income.

Take giant investors like Fannie Mae and Freddie Mac, for example, who buy and own trillions of dollars
of mortgage loans. Starting March 1, they require an extra 5% down payment in declining markets. That's now
all of California, Florida, Nevada, Arizona, and many other metro areas. And if first-time home buyers can't buy
until they save up 5% or more down, it impacts the entire housing chain, and so practically no cne can sell their
home. At the end of the day, it's the first-ime homebuyers that drive the real estate market.

Once considered “prime” borrowers, significantly higher fees are also being charged to those people
with FICO credit scores less than 680 and who have less than a 30% down payment — either in the form of
higher loan costs or higher interest rates.

While it's true that sub-prime lending died off a year ago, these changes back to “normal” loans are only
now starting to have a more and more senous impact on mortgage lending. In addition to the increased down
payment requirements, Freddie and Fannie are often requiring a minimum of 6 months worth of “reserve”
mortgage payments in the bank. As one mortgage broker said to me, “and who has that!”

The U.S. banking system is heading deeper into a crisis. Data from First American Core Logic
estimates that if home prices fall 20 percent, there will be 13.7 million homeowners with negative equity. If
prices fall 30 pereent, that number would rise to more than 20 million.

Only time will tell how far housing prices will ultimately fall, but its safe to say there are going to be a
massive amount of loan losses — maybe a trillion dollars or more by some estimates — and that explains why
mortgage lending is tightening up.

To illustrate the amount of bad debt out there, and the huge problem that many if not most owners of
mortgages face, take a look at the chart below.
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As of September 30, 2007, Fannie Mae had $40 billion in capital. The company also owned $196 billion
in Alt-A loans and $74 billion in sub-prime loans (loans with a FICO score under 620). Altogether, Fannie owns
$2.7 trnifion worth of mortgages. If a high percentage of the risky loans go bad — and there’s no reason to think
they won't — Fannie Mae could quickly lose all the capital they have, becoming insolvent, and they would not be
able to purchase any more mortgages without capital infusions.



Freddie Mac — as well as Countrywide, CitiBank, Washington Mutual, Downey, and a host of other
bagholders — are in essentially the same boat as Fannie Mae right now: they're insclvent, and their ability to
generate and buy new loans is becoming more limited each manth.

How will this credit crisis end? The lending markets won't start functioning normally again until all the
bad debts have been purged from the system. And that probably wont happen until housing prices have
stopped falling and all the bad loans have been written off. Only then can the lending system be successfully
“rebooted” — and that will probably take years.

Meanwhile, anyone who expects the Fed or anyone else to come up with a magical plan in 2008 that
makes this financial crisis go “poof” and disappear is wishing for a miracle. It's simply not going to happen. The
Fed is now caught in a trap they set for themselves by allowing — or causing — a real estate bubble to occur.
When an asset like real estate becomes overvalued, even if you drop interest rates to zero, you can't force
consumers to borrower more, because they've already borrowed too much. Nor can you force lenders to lend,
because they're already puking on “bad paper.” It's called a liquidity frap.

The one way out is also likely to be most the painful: higher levels of housing affordability. This will
require a long pericd of downward price adjustment until lower amounts of mortgage debt can once again be
adequately serviced by household incomes and rents. Because the housing market and economy have been
tightly connected since 2001, not only will this period of readjustment hit the housing market like a freight train,
but the U.S. economy is going to get pounded as well.

Recession: A Clear and Present Danger

In the last 12 months of my Timing Letter, | have repeatedly shown you reliable recession warning
indicators that were consistently flashing “recession dead ahead.”

Well, based on the increase in the 2007 unemployment rate, here’s another one that shows the U5,
economy may be on the verge — or is already in — a recession.
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The civilian unemployment rate rose to 5.0% in December from 4.7% in Movember. The December
reading is the highest reading since September 2005, The jobless figure was 0.6 percentage point higher than
the March 2007 low of 4.4 percent, which was the lowest reading of the economic expansion that began at the
end of 2001.
























