August 14, 2009
Economics Group

Special Commentary

Mark Vitner, Senior Economist
mark.vitner@wachovia.com e 704.374.7034
Adam G. York, Economist
adam.york@wachovia.com e 704.715.9660

Housing Chartbook: August 2009

Finally, We Are Seeing Some Positive Signs

Recent months have seen a modest improvement in home sales, residential construction and
home prices. While activity is far from robust, the improvement is consistent across most
geographic areas and is backed up with anecdotal reports from builders and realtors. The source
of the improvement is some lessoning of the credit headwinds from last fall’s collapse in the
financial markets as well as two key policy moves by the Administration and the Federal Reserve.

Credit conditions tightened abruptly amidst the onset of the financial crisis late last year, making
it extremely difficult for builders and developers to secure construction and development loans.
Conditions eased slightly earlier this year, and single-family home starts rose for four consecutive
months from their severely depressed levels of January and February. Nonetheless, despite the
increase, construction of single-family homes remains severely depressed and on track to post its
lowest annual total since records began being kept in the 1960s.

Home sales have also risen off their earlier lows, reflecting some improvement in mortgage
lending. The Federal Reserve announced a plan late last year to purchase $1.2 trillion in
mortgage-backed securities, effectively buying down mortgage rates. The program was very
successful at the start of the year, almost instantaneously bringing mortgage spreads back to their
historical norms relative to the 10-Year Treasury note. Treasury yields also declined, as the Fed
bought large quantities of Treasury securities. By late January, conforming 30-year mortgages
could be had at just 4.50 percent.

Home sales are also getting a boost from the $8,000 tax credit for first-time homebuyers. The
credit is due to expire near the end of the year, but the looming end of the program could depress
sales well before then as purchases must be completed by November 30. Builders are lobbying
Congress and the Administration to extend and expand the program, but large and growing
budget deficits make an extension far from a sure thing. In the near term, the approaching end of
the first-time homebuyer tax credit will likely boost sales late this summer, which is typically
when sales tend to wind down.

While it is encouraging to see some improvement in sales and new construction, it is also
somewhat worrisome that sales have risen so little given the enormous amount of stimulus that
has been put in place. In the past, housing has helped lead the economy out of recession, as
sharply lower interest rates brought buyers back into the market. It is doubtful that mortgage
rates will revisit the lows seen earlier this year, and even those exceptionally low rates produced
only a minor ripple of sales. There is also very little pent-up demand for homes in the economy
today. Nearly everyone who wanted to buy a home and could afford to do so purchased during the
boom years. Moreover, much to everyone’s consternation today, lots of people who wanted to buy
a home and could not afford to do so, bought one too.

Together we’ll go far
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The lack of pent up demand means there are very few levers policymakers can pull in order to
jump-start demand. Even if the first-time homebuyer tax credit is extended, its benefits are likely
to be fleeting, and the program could effectively rob the system of sales in future years. Sales and
new construction are much more likely to slowly grind higher over the next few years. As a result,
it will likely take quite some time to clear the tremendous oversupply of homes on the market.

The oversupply of housing will likely put further pressure on prices and rents. Home prices have
firmed up in a number of widely followed home price indices, including the Case-Shiller index.
The increases may simply reflect the impact from foreclosure moratoria, which reduced the
volume of foreclosure sales late this spring and early this summer. With fewer bargain-priced
foreclosure sales in the mix, the median price of an existing home has perked a bit, and this
improvement has bled through to other price measures.

Unfortunately, mortgage delinquency rates and foreclosures are still rising, particularly in areas
where home prices surged during the bubble years and in markets where construction ran well
ahead of demand. Most of the run-up in delinquency rates and foreclosures that has occurred so
far has been due to the poor underwriting done around the peak of the housing boom. As a result,
a large proportion of foreclosures is occurring in just a handful of states, namely California,
Arizona, Nevada, and Florida. A larger part of credit problems going forward are likely to arise
from deteriorating employment conditions, which means delinquency rates and foreclosures are
likely to rise much more in the Southeast, Midwest and Pacific Northwest. All these areas have
seen the unemployment rate rise dramatically over the past year, while wages and salaries have
stumbled.

Our updated forecast has home sales and housing construction slowly grinding higher over the
next 18 months. We assume the $8,000 tax credit for first-time homebuyers is extended through
2010 but that its impact wanes as fewer buyers are able to take advantage of the program. The
gradual improvement in underlying economic conditions that we are projecting for 2010 should
also help sales to pick up even though mortgage rates are expected to rise nearly half a percentage
point from current levels.

We expect home prices to resume their slide later this year, as more foreclosures work their way
to market. We calculate the housing market is still oversupplied by just under two million units.
While underlying demand should gradually improve, unemployment is expected to remain high
through the next few years, which will likely serve to reduce household formations. The
oversupply of housing will likely also put additional downward pressure on rents, making rental
apartments a more attractive option versus home ownership. The weak rental market and
oversupply of condominiums will likely also keep a tight lid on multi-family unit starts, although
we see some improvement from today’s unusually depressed levels.

Housing Starts Home Prices
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Mortgages

After dropping precipitously earlier this year,
mortgage rates have bounced back above 5
percent. The increase reflects higher Treasury
yields. Spreads have remained close to their
historical norms ever since the Fed announced
their massive purchases of mortgage-backed
securities last winter. Higher mortgage rates
have caused home affordability to decline
slightly, but affordability remains high and is
not the issue today.

® Mortgage origination volumes continue to
decline, reflecting the relatively low levels of
home sales and lack of cash-out refinancings.
®  Home sales have perked up a bit recently, and
this should translate into at least a slight pickup
in mortgage applications and volumes this fall.
Mortgage Applications for Purchase
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Single-Family Construction
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"  Single-family home construction bottomed in

the first half of the year and has made small but
steady gains since then. While sales are rising,
they remain low and are likely being helped by
the $8,000 first-time home buyer tax credit.

"  Single-family home building permits and starts

both showed clear signs of bottoming earlier
this year and should continue to gradually grind
higher.

®  Completions hit modern-era lows earlier this

year and will likely remain near current levels.

®  Builder sentiment has risen off the lows hit

earlier this year and likely reflects success at
clearing inventory.

Single-family Building Permits

SAAR, In Millions, 3-Month Moving Average
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Single-family Housing Starts
SAAR, In Millions, 3-Month Moving Average
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ulti-Family Home Construction

®  Multi-family home construction activity has
been far more volatile, but it may have
bottomed when activity dropped below an
annual 100,000 unit pace in April. With
apartment and condominium construction near
all-time lows, much of the recent construction
activity likely reflects student housing and
affordability housing projects.

®  Apartment market conditions remain extremely
stressed, with markets generally oversupplied
and facing competition from condominiums and
for-sale housing currently being offered for rent.

" Sales activity is improving slightly. Debt and
equity financing is still tough to secure, but
conditions are a little better than they were at
the start of the year.

NCREIF Apartment Property Index
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Multi-family Housing Starts

SAAR, In Thousands, 3-Month Moving Average
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Buying Conditions

100

If you are employed, feel secure in your job, and
have the income to qualify, now is a great time
to buy a home. Mortgage rates are relatively
low, and home prices have fallen across much of
the country, particularly in markets where
prices had risen the most. Unfortunately, high
unemployment is preventing many potential
homebuyers from taking advantage of today’s
improved buying conditions.

Buyer traffic has not improved anywhere near
as much as buying conditions have, but traffic
has clearly moved off its lows and matches up
well with the recent uptick in sales.

Lending standards remain relatively tight,
particularly in areas where home prices are still
falling significantly.

U. Michigan Sentiment Home Buying Conditions
Index
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Mortgages for Individuals
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New Home Sales

Sales in the new home market appear to have
bottomed earlier this year and have risen 16.7
percent since January. While builders will likely
continue to face competition from the overhang
of distressed properties, sales now appear to be
on the upswing.

Cancelation rates are reported to have declined
significantly, which means a larger proportion
of today’s sales are actual transactions.

Inventory levels have improved markedly over
the course of the recession and are now below
the levels maintained in the late 1990s. We
would expect inventories to overshoot to the
downside considering the dearth of new activity
in the pipeline and lack of developer financing.

Percentage of New Homes Completed in Inventory
Non-Seasonally Adjusted

50%

50%

New Homes Completed in Inventory : Jun @ 45.4% ‘

45%

40%

35% T

30%

25% T

T 45%

T 40%

T 35%

T 30%

T 25%

20%
90

—ttt—+—+——+——+——+—+—+——+—+—+—+—+—+ 20%
92 94 9% 98 00 02 04 06 08

Inventory of New Homes for Sale
New Homes for Sale at End of Month, 2002=100

220 220
Northeast: Jun @ 118.5
— Midwest: Jun @ 64.8
South: Jun @ 97.2
—West: Jun @ 90.0
180 T 180
140 T 140
100 - + 100
60 T T T T T T T T T T T T 60
97 98 99 00 o1 02 03 04 05 06 07 08 09

New Home Sales

Seasonally Adjusted Annual Rate - In Thousands

1500 1500
— New Home Sales: Jun @ 384,000
3-Month Moving Average: Jun @ 356,000
1300 1 “ [ “”\/‘M -+ 1300
A
LT
VT
1100 v i + 1100
A / )
W
VA
1 Nim [\ [ | 1
900 .n/v" W W ' U‘, 900
| i / M | \
I i WV
N I |9 24 \ i
700 | WA v U 700
W™ b g T
| 1Y, L s
\ il l
[}
500 Yt %+ 500
\,,,/

300 — 300
89 91 93 95 97 99 01 03 05 07 09
Inventory of New Homes for Sale
New Homes for Sale at End of Month - In Thousands
600 600

New Homes for Sale: Jun @ 281,000
550 + + 550
500 + + 500
450 + + 450
400 + + 400
350 + + 350
300 + 300
250 250
97 98 99 00 01 02 03 04 05 06 07 08 09
Months' Supply of New Homes
Seasonally Adjusted

14 14
12 + + 12
10 + + 10

8 1 +8

6+ +6

4+ +4

Months' Supply: Jun @ 8.8
> e >
90 92 94 96 98 00 02 04 06 08

Source: U.S. Department of Commerce

and Wells Fargo Securities, LLC




Housing Chartbook: August 2009 WELLS FARGO SECURITIES, LLC
August 14, 2009 ECONOMICS GROUP

Existing Home Resales

EXiSti N g H ome Sal es Seasonally Adjusted Annual Rate - In Millions
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S&P Case-Shiller Home Prices
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What seems to be an ever-rising tide of
delinquencies is unlikely to abate this year.
Rising unemployment and the payback from the
loose lending near the peak of the housing
bubble are responsible for much of the increase.

The latest foreclosure numbers show that a
disproportionate share of foreclosures continue
to be in California, Florida, Arizona and Nevada,
which is where the housing bubble inflation was
the worst.

Rising unemployment and sluggish income
growth are becoming a larger issue for
delinquencies, which are certain to rise further
in coming months.
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