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MARKET RECAP

At first glance the news on housing starts was a real downer, given that starts
declined 1% to an annual rate of 581,000 units in July. On second glance, the news
was less of a downer. The decline was due to a fall in multifamily dwellings, while
construction of single-family houses, which account for 75% of the industry, rose
1.7% to a 490,000 annual rate. Even more encouraging, permits for single-family
homes rose 5.8%.

On the existing-home front, purchases climbed 7.2%, in July, to a 5.24 million
annual rate, the most since August 2007. Lower prices continue to be the lead reason
for the increase in sales. The median sales price has slid 15.1% in the past year to
$178,400 due to the swelling ranks of stressed properties, which accounted for 31%
of July's sales.

Many pundits expect the number of stressed properties to continue to grow. Data
provided by TransUnion show the ratio of mortgage holders who are 60 days or more
behind on their payments increased for the 10th straight quarter, to 5.81%, for the
three months ended June 30. This bad news was tempered by the fact that while the
delinquency rate hit a new high, the increase from the first quarter to the second was
below the previous two quarters, suggesting the pundits could be wrong about the
sustainability of the trend.

Good news or bad news, homes are very affordable, and mortgage rates should help
keep the affordability quotient high. The 30-year, fixed-rate loan continues to
average around 5.5%, while the 15-year fixed-rate loan continues to average around
4.9%. The really good news here is that rates should hold these levels heading into
fall. We've stated before that inflation will likely be an issue when the economy more
fully regains its bearings, but for now inflation remains a non-issue. In fact,
wholesale prices fell more than forecast in July, capping the biggest 12-month drop
on record.
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Wall of Worry

“If it bleeds, it leads,” is an old journalism trope, meaning bad news sells. There is
still plenty of bad news out there. Two weeks ago Deutsche Bank startled most of
us when it predicted that nearly half of American mortgage holders would be
underwater by 2011. Last week, the Mortgage Bankers Association startled a few
more when it reported that 13% of mortgage-encumbered homeowners are either
behind on their payments or in foreclosure.

Many pundits expect that percentage to increase, pointing a finger to prime
mortgages, which are becoming delinquent at an accelerating pace: Among prime
loans, 9% were past due or in foreclosure at the end of June, up from 5.35% one
year ago.

More worries center on the $8,000 federal tax credit, slated to close November 30
— a mere three months from now. (But practically speaking, less than that when
you consider you want to allow at least 30 days — and probably closer to 60 — for a
normal transaction to go from contract to closing.) The credit has provided the
greatest benefit to the low-end segment of the market. Many are worried the lower
end will reverse course once the credit expires and begin mimicking the higher
end ($750,000 and up), which saw inventory levels increase to a 16-month supply
in July.

These worries are legit and often repeated, and that's okay. Sustainable recoveries
need to climb a wall of worry. Worries don't make it any easier to sleep at night, to
be sure, but they do make us more cautious and diligent. It's always a good sign
when markets can still push ahead when populated with cautious and diligent
participants. Besides, markets work best when opinions are heterogeneous, unlike
the homogeneous opinions that prevailed in 2006.
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