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Overview

Introduction: life after the unsustainable boom

Housing boom and bust: real and financial consequences

Credit boom and bust: banking after the demise of the shadow banking system
Between disappointment and hope: the healing in labor markets

Imbalances persist: the unsustainable fiscal position

Unconventional monetary policy

Conclusion: the 2013 scorecard
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Life after the unsustainable boom

Our main thesis: the slow recovery we experienced in the past three years is the
direct result of the previous unsustainable boom and the following bust.

Several factors concurred to create a toxic economic environment, in particular:

— in the housing market;

— in the credit market.

Since 2007-2008, the economy has been on the mend to absorb the imbalances:

— it takes time to adjust real variables;

— we should not expect a full return to the previous “normal”
The corollary: progress in the recovery will hinge on our ability to rebalance the
economy, and the outlook will depend on the success and speed of such a
progress.

The record is mixed:

— Housing, credit and labor markets show signs of moderate growth;

— Both fiscal and monetary policy remain on an unsustainable path; policy has become a
source of uncertainty, instead of a remedy against it.

While the outlook for 2013 and 2014 is encouraging, the persistence of large
imbalances casts a cloud over future.
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Housing boom and bust: the real side

Construction of new homes average 1.4 million units between 1980 and 2000, but rose
to 2.2 million in January 2006 before collapsing to 490,000 in January 2009.

Housing Starts
SAAR, Thous.Units
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Housing boom and bust: home prices

The level of home prices dropped more than 20% between April 2007 and March 2011.

FHFA House Price Index: Purchase Only, United States
% Change - Year to Year SA, Q1-91=100
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Housing boom and bust: effects on households’ balance

spneets
gnceshe bust, households lost a significant portion in the value of their real estate
assets, but have also reduced the amount of mortgage liabilities on their balance sheets.

Households & Nonprofit Organizations: Liabilities: Home Mortgages
NSA, Bil.$ (left-hand side)

Households & Nonprofit Organizations: Total Real Estate Holdings
NSA, Bil.$ (right-hand side)
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The credit boom: mortgage finance and the shadow

banking syst
/g{r}oughq is Mﬁcﬁt’g measure, mortgage finance was a major factor behind the boom
in the so-called shadow banking system that originated liquidity for toxic assets.

Mortgage Originations: 1-4 Family: Total
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The credit boom: liquidity vehicles

The collapse in the outstanding value of asset-backed commercial paper is a good proxy
for the massive correction in liquidity that occurred in the shadow banking system.

Commercial Paper Outstanding: Asset-backed
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On the path of recovery: bank credit (slowly) resumes

A 2-year credit crunch followed the collapse of the economy in 2008; the flow of credit is
slowly returning to the market, although we have not fully recovered.

C &I Loans in Bank Credit: Al Commercial Banks

SA, Bil.$
1800 - 1800
1600 - 1600
1400 - 1400
1200 - 1200
1000 - - 1000
800 T 600

04 05 06 07 08 09 10 11 12
Source: Federal Reserve Board /Haver Analytics

" i
estowFincil

Labor markets: gradual but unequal recovery

Since October 2009, the unemployment rate has declined from 10% to 7.8%: too little,
too late, and mostly because of a major decline in the labor force participation.

Civilian Unemployment Rate: 16 yr +
SA, % (left-hand side)

Civilian Participation Rate: 16 yr +
SA, % (right-hand side)
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Labor markets: adjusting to the “new” (?) normal

The recovery in the labor market has been uneven: not surprisingly, we lost 2 million
jobs in the construction sector alone; these have yet to come back (and they won'’t).

All Employees: Construction
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The inconvenient truth of deleveraging

Improvements in household balance sheets have been more than offset by the rapid rise
in government debt.

Households & Nonprofit Orgs: Liabilities
SA, Bil$

Debt Outstanding, Federal & Local Gov't
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From cliff to cliff...

Monetary and fiscal policy should contribute to the outlook by removing uncertainty; in
fact, measures of policy uncertainty suggest that policy is contributing to volatility.

Economic Policy Uncertainty Index
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The cost of uncertainty

Despite evidence that the recovery is taking place in many sectors, some crucial
elements in the economy are still lagging. Real non-residential investment (structures,
equipment, machinery, software, etc.) has yet to regain the ground lost in 2008-2009.

Real Private Nonresidential Fixed Investment
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The inconvenient truth of deleveraging: price matters!

The monetary policy quandary: cheaper credit should support economy activity, but also
delays deleveraging.

Federal Funds [effective] Rate
% p.a.

Contract Rates on Commitments: Conventional 30-Yr Mortgages, FHLMC
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Grand scale experiment

Unconventional monetary policy is testing boundaries. After lowering rates to the zero
bound, the Fed expanded its balance sheet. The next step is “forward guidance”:
quantitative easing will last until macroeconomic outcomes are achieved.

Reserve Bank Credit Outstanding (EOP, Mil.$)
Reserve Bank Credit: US Treasury Securities held Outright (EOP, Mil.$)
Reserve Bank Credit: Mortgage-Backed Security (EOP, Mil.$)
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The Outlook: the 2013 scorecard (as of Feb 4t

Gradual improvements in housing, credit and labor markets will generate growth in 2013
and 2014. Expanding policy imbalances will nevertheless increase future risks. The
balance of confidence will be crucial in the short-to-medium term.

- 2013 2014

Real GDP - 23 3.1

Personal Consumption - 1.9 2.6
Industrial Production - 2.6 4.9
Unemployment Rate (year - 77 73

average)

Housing Starts (million unit) - 1.07 1.43
Auto Sales (cars + light trucks) - 15.2 15.8
Consumer Price Index - 1.5 1.8

Fed Funds (year-end) - 0.20 0.20

10-year T-Note yield (year-end) - 1.90 2.65
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