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*  The Outlook The U.S. job market continues to worsen, with accelerating job losses and further increases in
) ) ) unemployment (see figure 1). Nonfarm payroll employment fell by 595,000 in January, the biggest one-

*  Special Topic: Why is month drop since the end of 1974. In addition, the unemployment rate jumped to 7.6 percent in
the Number of Vacant January, the highest level since 1992. While these measures of the job market tend to be lagging (or at
Units Up Again when best contemporaneous) indicators of the economy, even job market measures that are often viewed as

the Inventory of Homes leading the economy are worsening. Weekly unemployment claims, for example, climbed to 626,000 at

the end of January, the highest level since 1982. Overall, there is no good news with the job market,

for Sale is Down? 140 d
and it is likely to get worse before it gets better.

= Housing Market Other recent economic news was also dismal, confirming that the economy remains in the throes of a broad-
Indicators based recession. Consumer spending is still in the dumps, as households attempt to increase their savings.
Retail sales fell by 2.7 percent in December, and were down by a record 9.8 percent from a year earlier (data
back to 1967). Even after stripping away falling gasoline prices, which are clearly a positive for consumers,
retail sales fell by 6.7 percent from December 2007.  (Continued on page 2)
Figure 1: Continued Weakness in the Job Market
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Special Topic: Why is the Number of Vacant Units Up
Again when the Inventory of Homes for Sale is Down?

By LaVaughn M. Henry, Ph.D., Director, U.S. Economic Analysis

Popular measures of the number of homes for sale show that they have fallen in recent months. The Census
Bureau’s monthly estimate of the number of new homes for sale fell to 357,000 units in December, down by
38 percent from their July 2006 peak and at the lowest level since August 2003. The National Association of
Realtors’ monthly estimate of total homes for sale dropped to 3.68 million units in December, down by nearly
20 percent from their peak just five months earlier and at the lowest level since January 2007.

(Continued on page 12)
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Auto sales were a large part of this drop, with light vehicle sales
down to a 9.57 million unit annualized pace in January — the
lowest level since these data began in 1990 and down by nearly
38 percent from a year earlier. The broadest measure of
economic activity, real GDP, also fell sharply with a 3.8 percent
annualized drop in the fourth quarter, the biggest drop since early
2002. But this was boosted by inventory gains, despite
businesses trying to cut them. Taking out the impact of
inventories results in a 5.1 percent annualized decline in the
fourth quarter, and suggests that overall real GDP will fall more
quickly in the first quarter as inventories are pared. The one
piece of good news is that the Institute for Supply Management’s
(ISM) manufacturing and non-manufacturing surveys both
edged up in January. While the levels in these surveys still
suggest declining activity, they also show a slowing in the rate of
decline.

In last month’s report, we compared the drop in the job market in
this recession to the average of all of the post-war recessions as
well as the Great Depression. That comparison showed job
losses and increase in the unemployment rate in the current
downturn only now getting to average recession levels — but with
the Great Depression orders of magnitude worse than the current
downtumn. While this sounds reassuring, the trend in the job
market was downward in this recession through December,
while it had already begun to improve for the average recession.
This month we compare the behavior of payroll employment in
this downturn with the two longest recessions in the post-war
period: 1973-75 and 1981-82. We also compare overall
economic growth in this period with those two long recessions.
Figure 2 shows the comparison of employment in each of these
three recessions, using an index of nonfarm payroll employment
constructed to equal 100 in the month when the recession began.
Based on January’s sharp drop in employment, the downturmn in
jobs is similar in the 13™ month of this recession to a comparable
period in the 1981-82 recession, but much worse than in 1973-75.
On the other hand, looking broadly at the economy through the lens
of real GDP (also indexed to equal 100 at the beginning of the
recession), this downtum has thus far been significantly more
modest than either of the other two (see Figure 3). As mentioned
above, however, the inventory buildup in the fourth quarter boosted
growth — probably at the expense of future periods. So the
comparison may get closer over the next couple of quarters.

As noted earlier, the rise in inventories boosted real GDP
growth for the fourth quarter of 2008 and likely will lower it
for the first quarter of 2009. As a result, real GDP fell by a
less-than-expected 0.2 percent last year (fourth quarter-to-

fourth quarter), but is now projected to decline by 0.9 percent in
2009. The combination of additional fiscal and monetary
stimulus, as well as an end to the inventory drawdown, should
allow for a moderate pickup in the economy over the second
half of the year. While the exact composition of the final fiscal
stimulus plan still wasn’t known as this report was being
finished, it is likely that the bulk of the boost to the economy
from it will occur in 2010 rather than this year — and so we have
raised our forecast for growth next year to 3.6 percent. With
weaker growth expected for this year, the unemployment rate is
now projected to climb to probably a bit above 9.0 percent in
the first half of 2010. Above-trend economic growth should
finally begin to push unemployment down over the second half
of next year. The acceleration of growth in 2010 should also
prompt the Federal Reserve to begin withdrawing the huge
amounts of liquidity it has added to combat the downturn,
causing interest rates to rise — with short-term rates increasing
faster than long-term rates. The risks to the economy remain
firmly to the downside, with a higher probability of a worse
recession than we are predicting over the next year rather than
a milder one — but the economy is still far from a 1930s-type
scenario.

Housing: New home sales fell dramatically in December, and prior
months were revised downward, falling by 14.7 percent to 331,000
units (seasonally adjusted annual rate, or SAAR). This is the lowest
level of sales since the data began in 1963. For all of 2008, new
home sales totaled 482,000 units — the lowest level since 1982.
Total existing home sales rebounded modestly in reaction to strong
foreclosure and short sales, rising by 6.5 percent in December to
4.74 million units (SAAR). Single-family existing sales totaled 4.35
million units in 2008, the lowest annual pace of sales since 1997.
Housing starts plummeted in 2008 in reaction to the drop in new
sales — falling by about 33 percent last year to 904,000 units, the
lowest pace of construction since starts were first tracked in 1959.

Leading indicators of home sales continue to be mixed. The
National Association of Realtors’ (NAR) pending home sales index
for December climbed by 2.1 percent, suggesting a modest uptick in
re-sales for January, while the National Association of
Homebuilders’ (NAHB) housing market index dropped to a new all-
time low. Unfortunately, purchase activity in the Mortgage Bankers
Association’s (MBA) weekly applications survey, which had shown
some promising increases as mortgage rates fell to record lows in the
first half of January, edged down over the second half of the month
as mortgage rates trended upward. The most recent readings show
little prospect of a meaningful increase in sales in the near-term.
(Continued on page 3)

Figure 2: Job Losses in Current Downturn Similar to the 1981-82 Recession
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We continue to expect a modest pickup in housing activity
in 2009, although from a lower base and starting later in
the year as a result of the recent rise in mortgage rates.
Given the ongoing strength of short and foreclosure sales,
it is likely that existing sales will edge up this year. We
project a gain of around 2.0 percent for 2009, with a
larger gain of 9.0 percent next year as the economy
rebounds more strongly. Because of the pressure coming
from the sale of distressed houses, new home sales will
probably remain subdued this year. We expect a drop of
27 percent in 2009, but with a jump of 46 percent next
year as the housing market returns to some normalcy.
House prices are projected to decline again in 2009, with
median existing home prices down by another 4.5 percent
and broad repeat-transaction prices dropping by 5-10
percent. House prices should stabilize by early next year
as unsold inventories are drawn down, and edge up
modestly over the course of 2010.

Interest Rates and Financial Markets: The Federal Reserve
emphasized that it would continue to add liquidity to the
economy in large amounts for whatever length of time would be
necessary to spur a pickup in the economy. With inflation low,
and perhaps negative, over the course of 2009, the Fed has little
concern about a near-term rebound in inflation. Long-term
interest rates have edged up over the past month, with yields on
10-year Treasury notes climbing from around 2.2 percent to a bit
over 3.0 percent. While the resulting steepening of the yield
curve makes it more profitable for depository institutions to lend,
it has also put upward pressure on mortgage rates and other long-
term borrowing rates. Moreover, banks still don’t appear anxious
to lend as the Fed’s senior loan officer survey showed further
tightening of lending standards in the first quarter. The Fed may
begin to purchase longer-dated Treasury notes in order to bring
long-term rates down, as it recently suggested it might.

As noted, mortgage rates have increased in recent weeks as long-
term rates have climbed despite the Fed’s ongoing purchases of
Fannie Mae/Freddie Mac debt and mortgage-backed securities
(MBS). Yields on 30-year fixed-rate mortgages (FRMs) have
climbed by more than 125 basis points in the past three weeks to
5.25 percent, according to data from Freddie Mac. While these
rates are still extremely low historically, the recent rise hurts near-
term affordability and makes it more difficult for borrowers to
qualify to buy homes. Rates on jumbo mortgages (those with
balances higher than allowed for purchase/securitization by
Fannie/Freddie) have been more stable over the past several
weeks, with the spread between jumbo and conforming rates

edging down to a still-high 130 basis points — more than 100
basis points above the normal spread.

Given the worsening recession, Fed policy will remain
aggressively easy for a while, retaining its zero interest rates
policy for all of 2009. One of the unknowns about the
current situation is whether and by how much the Fed will
expand its quantitative easing policy by purchasing jumbo
MBS, commercial MBS, or other securities in depressed
sectors of the economy. We expect the Fed to purchase
longer-term debt at some point, helping to push long-term
rates back down. This will allow prime conforming 30-
year FRM rates to move back below 5.0 percent for much
of the year. Later this year we should see further
reductions of risk premiums as the economy begins to
rebound. At some point after this, the Fed may begin to
remove some of the liquidity it has added. In 2010,
however, we expect the Fed to aggressively remove this
liquidity, especially in the second half of the year, to
ensure that inflation or asset bubbles don’t arise —
boosting interest rates significantly later next year.

Mortgage Markets: The recent increases in mortgage rates
have caused both purchase and refinance applications to fall in
the MBA’s weekly mortgage applications survey. Not only
will this reduce home sales from what they would have been
if 30-year FRM rates had stayed low, it will reduce the
number of households that can successfully refinance —
keeping monthly payments higher than they would have been.
FHA/VA lending continues to be a larger part of the market,
in response to the virtual elimination of the subprime and Alt-
A markets, as well as the sharp decline in jumbo lending.
Together with Fannie Mae and Freddie Mac, the government
or government-associated mortgage institutions are about 85
percent of total mortgage originations — an all-time high.

In 2009, we project an increase of 8.2 percent in mortgage
originations — up to $1.98 billion. The refinance share is
expected to soar to 58 percent this year with sales still
depressed and mortgage rates low. Purchase originations
in 2009 are expected to fall by 9 percent to $832 billion.
Next year, however, purchase activity should expand, up
by more than 17 percent in response to stronger sales and
increases in house prices. Total origination may slip a bit
in 2010, however, as refi activity falls. The adjustable-rate
mortgage (ARM) share of originations should stay in
single-digits through next year, although probably edging
up over the course of 2010 as the jumbo market begins to
recover.

Figure 3: Current Economic Downturn Less This Time
(At Least for Now)
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Housing Market Indicators
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NOTES:

 Existing home sales rebounded in December as foreclosure and short sales increased, but new sales continued to decline.
* Home prices continued to decline in December, as high unsold inventories put downward pressure on them.

* Housing starts fell to an all-time low in December, as lack of demand, plummeting prices, and financing difficulties kept builders on the
sidelines.
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Mortgage Market Indicators

MORTGAGE APPLICATIONS MORTGAGE RATES
(INDEX: MARCH 16, 1990 = 100) (%)
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NOTES:
* Mortgage applications have been edging downward as mortgage rates creep back up.

* Yields on 30-year mortgages have been climbing in response to higher Treasury rates.

* The ARM share of mortgage applications remains near record lows.
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Unemployment Rate*

House Price Appreciation
Annualized Rate

Housing Vacancy Rate

State MSA Dec-08 Nov-08 4th Qtr 08 3rd Qtr 08 3rd Qtr 08 2nd Qtr 08

Alaska 7.5 7.2 1.37 0.86 13.31 13.55
Arizona 6.9 6.3 -22.40 23.64 11.02 11.18
Phoenix-Mesa-Scottsdale 55 55 -25.52 -26.53 7.11 7.25

Tucson 5.8 5.8 -17.99 -12.72 9.86 9.99

Califomia 9.3 8.4 -20.40 -28.82 5.96 6.09
Bakersfield 10.4 9.9 -29.35 -29.95 7.35 7.31

Fresno 12.1 11.3 22.02 29.24 5.48 5.61

Los Angeles-Long Beach-Glendale 9.5 8.7 -16.46 -26.20 2.74 2.87
Oakland-Fremont-Hayward 7.2 7.1 22.86 -29.28 5.02 5.14

Oxnard-Thousand Oaks-Ventura - - -12.58 -17.19 4.07 4.28

Riverside-San Bemardino-Ontario 9.5 9.6 -29.65 -29.61 8.44 8.65
Sacramento-Arden-Arcade-Roseville 8.1 7.9 -15.31 -28.49 7.08 7.37

San Diego-Carlsbad-San Marcos 6.9 6.9 -14.97 24.27 6.58 6.60

San Francisco-San Mateo-Redwood City 5.7 5.6 -20.17 -17.67 6.11 6.26

San Jose-Sunnyvale-Santa Clara 7.2 7.0 22.61 -19.74 3.03 3.20

Santa Ana-Anaheim-Irvine 6.1 6.1 -12.95 -14.03 3.82 3.89

Stockton 11.9 111 -30.04 29.68 2.78 3.15

Colorado 6.1 5.8 -11.83 0.19 10.88 11.11
Colorado Springs 6.6 6.3 -17.54 -8.86 10.31 10.47

Denver-Aurora 5.9 5.6 9.33 0.59 6.48 6.76

Hawaii 5.5 5.0 4.31 -13.49 16.44 16.42
Honolulu 4.4 3.8 -13.99 -13.20 12.33 12.35

Idaho 6.4 5.7 -3.05 5.61 13.72 13.67
Boise City-Nampa 6.2 53 4.19 -11.00 8.45 8.46

Montana 5.4 4.9 0.94 -4.69 11.60 11.79
Nevada 8.1 9.1 -28.12 24.01 11.69 11.90
Las Vegas-Paradise 8.0 7.6 -28.63 -29.25 12.61 12.79

New Mexico 4.9 4.3 -1.76 -3.07 13.76 13.99
Oregon 9.0 8.0 21.95 8.77 8.19 8.47
Portland-Vancouver-Beaverton 7.2 6.3 -21.55 -10.50 4.02 4.33

Utah 4.3 3.7 3.00 6.14 10.17 10.28
Ogden-Clearfield 3.7 3.6 2.76 -4.94 7.73 7.83

Salt Lake City 3.4 3.2 2.90 5.09 6.99 7.20

Washington 7.1 6.3 -20.77 -11.38 8.67 8.80
Seattle-Bellevue-Everett 6.1 55 -20.67 -14.42 6.71 6.87

Tacoma 6.6 6.2 -18.88 8.87 7.90 8.05

Wyoming 3.4 3.2 -7.87 -3.37 15.56 15.34
United States 7.2 6.8 -16.65 8.76 11.36 11.43

Source: Bureau of Labor Statistics/ First American CoreLogic, LoanPerformance HPI/ U.S.CensusB ureau/ Moody'sEconomy.com/ Haver Analytics

*State, Regions,and U.S. unemployment ratesare seasonal ly adjusted. MS A unemployment ratesare not seasonal lyadjusted. Dashed MSAs not tabulated.
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Inventories of single-family re-sales have dropped
by even more than total existing inventories have —
down by 21 percent from their all-time high in
May and at the lowest level since mid-2006.
Homebuilders have cut construction significantly
over the past couple of years, with housing starts
at their lowest measured level ever (data back to
1959), bringing unsold inventories down even as
sales have collapsed. The falloff in existing
homes for sale, while large, has been less than for
new homes because increasing numbers of
foreclosed properties have been put on the market
over the past year. This decline has been partially
offset by large numbers of discretionary home
sellers putting off selling their homes. Even with
these reductions, however, the Census Bureau
recently reported that vacant housing units
climbed to an all-time high in the fourth quarter of
2008.

According to the Census Bureau’s Current
Population  Survey/Housing Vacancy Survey
(CPS/HVS), the number of vacant housing units
climbed to an all-time high of 18.99 million units
at the end of 2008 — up by 6.8 percent from a year
carlier. Note, however, that because the housing

stock and the number of households grow every
year, the number of vacant units increases in most
years as well (see Figure 1). Over the period from
1965 (when this survey began) to the present, the
annual increase in vacant units averaged 4.1
percent — a substantial rise, but still well below
last year’s surge. Moreover, the growth rate of
vacant units has been substantially above the long-
term average for the past several years — pushed up
in part by double-digit increases in the number of
vacant units for sale in 2005-6 that have not yet
been worked off, putting downward pressure on
prices.

One way to quantify this oversupply of vacant homes
for sale is to compare the ratio of these homes to the
total housing stock in a more normal period to the
current period. The decade-long period of 1995-2004
was relatively normal for the housing market, and so
we have used that as our benchmark. A simple linear
regression over this period picks up both the average
relationship between vacant units for sale and the
total housing stock as well as the upward trend over
time as the homeownership rate increases (suggesting
that the mix of homes should be shifting toward
owned rather than rental).

(Continued on page 13)

Figure 1: Vacant Units have Surged in Recent Years
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With the relationship determined for this more normal
period, we can determine the oversupply of vacant
units for sale in the current period. Figure 2 shows
this relationship, especially the current oversupply.
We estimate that there were approximately 686,000
excess vacant units for sale in 2008 — little changed
from the previous year and up modestly from 2006.

While the current oversupply of vacant homes for sale
is much greater than normal, it may still understate the
problem. The CPS/HVS also captures a category of
vacant homes for other reasons. After accounting for
homes that are vacant only seasonally, those that are
vacant for sale, for rent, held off of the market for
occasional use, or are temporarily occupied by
persons with primary residences elsewhere, there is a

category of vacant units held off of the market for
other reasons (see Figure 3). The number of homes in
this category has also surged, but the biggest gains
have occurred over the past two years. A portion of
this increase may be coming from foreclosed homes
that have not yet been put on the market for sale,
given the current poor market conditions.
Unfortunately, we cannot determine the size of this
group, but given the large increases in the number of
foreclosed housing units over the past couple of years,
it could be substantial. At some point in the future the
number of vacant units for sale will increase as the
owners of these foreclosed properties eventually put
them on the market. This suggests that the downward
pressure on home prices from excess supply is still
not over.

Figure 2: Excess Homes for Sale Remain High
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Note: The excess unsold homes were estimated based on the average vacancy rate from 1995 Q1 to 2004 Q4.

Figure 3: Vacant Housing Units Held off the Market have Exploded
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2008 2009 2010
01 Q2 03 Q4 Q1 Q2 Q3 Q4 Q1 02 03 Q4 | 2008 2009 2010
Economic Outlook
Real GDP Growth | 0.9 28 D5 38| 50 -5 1.0 2.0 3.0 is 4.0 4.0 02 09 36
Consumer Price Inflation . 4.3 5.0 67 92 | -0 05 0.8 1.5 1.6 1.9 2.0 21 38 08 16
Civilian Unemployment Rate 4.9 5.4 6.1 6.9 7.8 8.2 B.6 8.9 9.0 88 B.4 8.0 58 8.4 B.6
Interest Rates
30-year Fixed Rate Mortgage (%) 587 609 631 587 | 520 490 510 520 | 545 565 580 595 [ 604 510 571
1-year Adjustable Rate Mortgage (%) 514 519 3521 516 | 490 490 500 520 | 525 550 575 590 | 518 500 560
10-year Treasury Note (%) 367 38R 386 325 | 275 240 270 300 | 330 370 390 4.0 | 367 271 ATS
Housing Market
Existing Sales (Thousands of Units) 49531 4910 5023 4700 | 4800 4900 5100 5200 | 5300 5400 S500 5600 | 4912 5000 5450
New Sales (Thousands of Units) 561 519 462 375 | 330 320 350 400 | 470 490 530 550 | 482 350 510
Median Existing Home Price Change (%) , 44 48 31 104 | 4D 8BS 50 20| -35 50 40 -10 | 40 -45 4.8
Mortpage Market
Single Family Originations (Billions of §) 500 380 410 340 410 540 560 470 395 560 550 450 | 1830 1980 1955
Refinancing Share (%) 60 51 38 47 65 56 55 57 52 50 49 50 50 58 50
ARM Share (%) 10 8 8 2 3 4 6 6 7 7 8 9 7 5 8
Al forecasted values are in bold
1 Quarterly = annualized percent change ; Annual = Q4 7/ Q4
2 Quarterly = annualized percent change ; Annual = Year Avg. / Year Avg,
3 Quarterly = percent change ; Anmual = Year Avg. [ Year Avg
Cautionary Statement:
Statements in this document that are not historical facts, or that relate to future plans, events or performance are "forward-looking" statements within the
meaning of the Private Securities Litigation Reform Act of 1995. These forward-looking statements include our expectation with respect to the economy
and the housing and mortgage markets. Readers are cautioned that forward-looking statements by their nature involve risk and uncertainty because they
relate to events and depend on circumstances that will occur in the future. Many factors could cause actual results and developments to differ materially
from those expressed or implied by forward-looking statements. Such factors include, among others, national or regional recessions, credit market 3
disruptions, changes in interest rates, housing prices and employment rates, and regulatory and legislative developments. Other risks and uncertainties are w
o

discussed in our SEC filings, including our Annual Report Form 10-K for the year ended December 31, 2007 (in Item 1A) and Form 10-Q for the quarter

ended September 30, 2008. We undertake no obligation to update forward-looking statements.






