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Current Economic 
Environment



2009 Straw Poll

5 = Life Is Good; Things Getting Back to Normal

4 = Slow Growth for a Year or Two But Fine

3 = No Clue How This Will Play Out

2 = Economy Will Grow Slowly for a long Time

1 = Another Great Depression



/ƘƛŎƪŜƴ [ƛǘǘƭŜΩǎ tƻǇǳƭŀǊƛǘȅ ¦Ǉ
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Longest 
Postwar 
Recession

ÅRecovery 
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ά¢ƘŜ ¦ǎǳŀƭ {ǳǎǇŜŎǘǎέ
(My Top Ten List)

1. The Fed

2. Wall Street

3. Congress 

4. Regulators

5. Ratings Agencies

6. Banks

7. Consumers

8. Globalization

9. Businesses

10. Voters

Arrogance, Greed, Stupidity, Incompetence, Ignorance

http://www.ritholtz.com/blog/wp-content/uploads/2009/07/suspects.jpg


The Divergence

GreenShoots (Wall Street)

ÅaŀƴǳŦŀŎǘǳǊƛƴƎ ά.ŀŎƪέ

ÅIƻǳǎƛƴƎ άwŜōƻǳƴŘέ

Å Exports Exploding

Å Inventory Drawdown

Å Stock Market Up 80%

BrownShoots (Jim Bud)

Å Unemployment
Å Structurally High

Å Commercial Real Estate
Å Pain Still to Come

Å Continued Housing Pain
Å Resets, Foreclosures

Å Banks
Å Problem Consumer Loans
Å Balance Sheet - Not Lending
Å Insolvent, 100 Dead So Far

Å Consumers
Å Underwater Mortgages, No Jobs
Å High Debt, Need to Save
Å Aging Boomers

Å State & Local Government
Å Taxes Down
Å Budget Must Balance

Massive Govt. Stimulus, Not 
CǳƴŘŀƳŜƴǘŀƭǎΣ 5ǊƻǾŜ ǘƘŜ άwŜŎƻǾŜǊȅέ

Happy Days Are Here Again!



US Economy
Oct 2009-Oct 2010

Greenand BrownShoots Update



Industrial Production: 
Growing But Slowing



aŀƴǳŦŀŎǘǳǊƛƴƎΥ bƛŎŜ tƻǇΣ .ǳǘΧ

Χ/ŀǇŀŎƛǘȅ 
Utilization at 
Recessionary 

Levels



LƴǾŜƴǘƻǊȅ 5ǊŀǿŘƻǿƴΥ ά.ǳƛƭŘƻǳǘέ hǾŜǊΣ 
Inventory/Sales Ratio Increasing



IƻƳŜ tǊƛŎŜ άwŜōƻǳƴŘέ

Repeat
Homebuyer 

$6500
Tax Credit 

First Time
Homebuyer 

$8000 
Tax Credit 

Nice Price 
Increases

During While 
Govt. 

Subsidized 
Homebuyers; 

Collapse 
After 

Program 
Ended ; 
Prices 

Basically Flat 
Now



Exports Positive But Small Overall
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Nice Percentage  
Increases

Of 10-15% per 
year; 

But Exports Are 
Only $150 Bnper 
Month So a 10% 

Pop is Only $180 Bn
Annually  or 1.2% 

of U.S. GDP



Stock Market Up

S&P 500 Index 11/08 to 10/10

Market Has Been Fairly Flat Over Past 12 Months After 
Huge Gains Following March 2009 Lows



Green Shoots Talk Alive and Well!

ÅManufacturing remains well in expansion territory, with 
booming industrial production. 

Å Leading economic indicators turned back up for the second 
consecutive month.

Å The savings rate is a healthy 6%.
Å Commodity prices are surging, suggesting strong global 

growth and trade. 
Å Initial unemployment claims have moved back down.
Å Home prices are up more than 3% from a year ago, and 

housing starts and pending home sales are tracking higher. 
Å Personal income and spending are both tracking higher. 
Å Retailers are beating sales forecasts, as consumer spending 

increased significantly in August. 
Å Construction spending surprised on the upside.
Å Housing affordability is near all-time highs. 

Investment Bank Newsletter Sept 2010



! /ǳǊƛƻǳǎ ό.Ǌƻǿƴ {Ƙƻƻǘǎύ 5ŜǾŜƭƻǇƳŜƴǘΧΦΦ

άΧ growth next year seems unlikely to be much (higher)...net job creation may not exceed the 
increase in the size of the labor forceΧΦ ǳƴŜƳǇƭƻȅƳŜƴǘ ǊŀǘŜ ǿƛƭƭ ŘŜŎƭƛƴŜ ƻƴƭȅ ǎƭƻǿƭȅΦ ¢Ƙŀǘ ǇǊƻǎǇŜŎǘ 

ƛǎ ƻŦ ŎŜƴǘǊŀƭ ŎƻƴŎŜǊƴ ǘƻ ŜŎƻƴƻƳƛŎ ǇƻƭƛŎȅƳŀƪŜǊǎΧ prolonged high unemployment would pose a 

risk to consumer spending and hence to the sustainability of the recovery.
Χ ŀƴ ŀŎǘǳŀƭ ǳƴŜƳǇƭƻȅƳŜƴǘ ǊŀǘŜ ƻŦ ƴŜŀǊƭȅ мл ǇŜǊŎŜƴǘΧ ƛǎ ŎƭŜŀǊƭȅ ǘƻƻ ƘƛƎƘ ǊŜƭŀǘƛǾŜ ǘƻ ŜǎǘƛƳŀǘŜǎ ƻŦ ƛǘǎ 
sustainable rate. 

Χ ǘƘŜ ƛƴŎǊŜŀǎŜ ƛƴ ǳƴŜƳǇƭƻȅƳŜƴǘ ΦΦ ƛǎ ŀǘǘǊƛōǳǘŀōƭŜ ǘƻ ǘƘŜ sharp contraction in economic 
activity that occurred in the wake of the financial crisis and the continuing shortfall of 
aggregate demandsince then, rather than to structural factors. 

ΧǘƘŜ significant moderation in price increases has been widespread across many 
ŎŀǘŜƎƻǊƛŜǎ ƻŦ ǎǇŜƴŘƛƴƎΧ

ΧΦǘƘŜǊŜ ǿƻǳƭŘ ŀǇǇŜŀǊ τall else being equal τto be a case for further (quantitative easing) 
actionΧΦόōǳǘύ ǇƻƭƛŎȅ ƛǎ Χ ŎƻƴǎǘǊŀƛƴŜŘ ōȅ ǘƘŜ ŦŀŎǘ ǘƘŀǘ nominal interest rates cannot be 
reduced below zero. Further policy accommodation is certainly possible even with the overnight 

ƛƴǘŜǊŜǎǘ ǊŀǘŜ ŀǘ ȊŜǊƻΧΦexpand the Federal Reserve's holdings of longer-term securities. 
Ben Bernanke Speech 
October 14th, 2010

If everything is humming along so well why would the chairman of the Fed 
feel the need to pump $200-600 Bninto the economy by printing money?



Weak Recovery: Very Slow Sales Growth, 
Inventory Build Biggest Driver



Modest Growth Could Be Fading

WSJ, 9.20.10
Truck Tonnage Now Off Highs

Double Dip in Indices?

Weak GDP Growth

Weak Hiring Intentions



Weak Recovery: Clearly Not a 
Normal Cyclical Recession



S&P Still Very Overvalued

Forward Avg.
10 Yr Returns

1.7%
5.3%
6.4%
7.2%
11.0%

Better buying opportunities are likely.



Wonder why small investors 
distrust the stock market?

NEW YORKτOn the day the "flash crash" bludgeoned the stock 
market and chaos swept over the floor of the New York Stock 
Exchange, the founders of BriargateTrading were at the movies.

ΧΧǘƘŜ proprietary-trading firm that the two former NYSE 

floor "specialist" traders started in 2008, is mostly active at the 
stock market's open and close..the men joined forces with a 
ǇǊƻƎǊŀƳƳŜǊ ŀƴŘ ǎǘŀǊǘŜŘ όǘƘŜ ŎƻƳǇŀƴȅύΧǘƘŜ ŦƛǾŜ ŜƳǇƭƻȅŜŜǎ ǿƻǊƪ 
out of an apartment in a luxury-hotel and condominium complex 

on Wall Street..and trade mostly stocks, using computer 
ŀƭƎƻǊƛǘƘƳǎΧ

ΧǘǊŀŘƛƴƎ Ƙŀǎ ōŜŎƻƳŜ ƛƴŎǊŜŀǎƛƴƎƭȅ ŎƻƴŎŜƴǘǊŀǘŜŘ ƛƴ ǘƘŜ ŦƛǊǎǘ ŀƴŘ ƭŀǎǘ 
ƘƻǳǊǎ ƻŦ ǘƘŜ ǎŜǎǎƛƻƴΧǘǿƻ ƘƻǳǊǎ ƴƻǿ ƳŀƪŜ ǳǇ ƳƻǊŜ ǘƘŀƴ ƘŀƭŦ ƻŦ 

ǘƘŜ ŜƴǘƛǊŜ Řŀȅϥǎ ǘǊŀŘƛƴƎ ǾƻƭǳƳŜΧƛƴ !ǳƎǳǎǘΣ ǘƘŜ first and last 
hour generated nearly 58% of NYSE primary volume

The rise of high-frequency trading, where algorithms are used to 
exploit small discrepancies in high-volume situations, amplifies the 
ŎƻƴŎŜƴǘǊŀǘƛƻƴ ƻŦ ǘǊŀŘƛƴƎ ŀǘ ǘƘŜ ōŜƎƛƴƴƛƴƎ ŀƴŘ ŜƴŘ ƻŦ ǘƘŜ ŘŀȅΧ

"We say all the time - these are the good old days." 



Prop Trading Exploding 

Goldman Sachs Has First Perfect Quarter 
With Zero Trading Loss

By Christine Harper - May 10, 2010

DƻƭŘƳŀƴ {ŀŎƘǎ DǊƻǳǇ LƴŎΦΩǎ ǘǊŀŘŜǊǎ ƳŀŘŜ 
money every single day of the first 
quarter, a feat the firm has never 
accomplished before. 

Daily trading net revenue was $25 million 
ƻǊ ƘƛƎƘŜǊ ƛƴ ŀƭƭ ƻŦ ǘƘŜ ŦƛǊǎǘ ǉǳŀǊǘŜǊΩǎ со 
trading days, New York-based Goldman 
{ŀŎƘǎ Χ The firm reaped more than $100 
million on 35 of the days, or more than 
half the time.

ά¢Ƙƛǎ ƛǎ ǘƘŜ ŦƛǊǎǘ ǘƛƳŜ ǿŜ ƘŀǾŜ ǊŜǇƻǊǘŜŘ 
ȊŜǊƻ ǘǊŀŘƛƴƎ ƭƻǎǎ Řŀȅǎ ƛƴ ŀ ǉǳŀǊǘŜǊΣέ {ŀƳǳŜƭ 
Robinson, a Goldman Sachs spokesman, 
said in an e-mail. ά²Ŝ ōŜƭƛŜǾŜ ƛǘ ǎƘƻǿǎ ǘƘŜ 
strength of our customer franchise and 
Ǌƛǎƪ ƳŀƴŀƎŜƳŜƴǘΦέ 



POMO and the Stock Market

Permanent Open Market 
Operations:
The purchase or sale of 
Treasury securities on an 
outright basis adds or drains 
reserves available in the 
banking system. Such 
transactions are arranged on a 
routine basis to offset other 
changes in the Federal 
wŜǎŜǊǾŜΩǎ ōŀƭŀƴŎŜ ǎƘŜŜǘ ƛƴ 
conjunction with efforts to 
maintain conditions in the 
market for reserves consistent 
with the federal funds target 
rate set by the Federal Open 
Market Committee (FOMC). 

Is it any wonder that financial players are doing well? 
They basically know in advance what will happen!



Demographics: Dent Theory



State & Local Governments: 
Painful Combination

Excessive Spending 
Growth in Boom Years

Stringent Balanced 
Budget Requirements



Does it feel like an expansion?



Longest Stretch of 8%+ Unemployment Since 1982-1984

WSJ, 9/3/10

Unemployment Level 



Employment/Population is 
Lowest Since 1982



Employment Outlook: Initial 
Claims Stuck at ~450 K/Wk



Employment Outlook: Continuing 
and Special Claims Slowly Declining 

ά¢ƘŜ ǊŜŘǳŎǘƛƻƴ ƻŦ ōƻǘƘ ŎƻƴǘƛƴǳƛƴƎ 

and special claims reflects a 
large number of claimants 
exhausting eligibility for 
ǳƴŜƳǇƭƻȅƳŜƴǘ ƛƴǎǳǊŀƴŎŜΦέ



Commercial Real Estate

Even as the economy shows signs of recovery, a government watchdog is 
warning that another financial crisis is coming round the bend -- and 
that the Treasury Department and financial regulators are not prepared 
to deal with it.

"There is a commercial real estate crisison the horizon, and there are no 
easy solutions to the risks commercial real estate may pose to the 
financial system and the public," says a report issued Thursday by the 
Congressional Oversight Panel.

Over the next five years, about $1.4 trillion in commercial real estate loans 
will reach the end of their terms and require new financing. Nearly half 
are "underwater," meaning the borrower owes more than the property 
is worth. Commercial property values have fallen more than 40 percent 
nationally since their 2007 peak. Vacancy rates are up and rents are 
down, further driving down the value of these properties.

In a recent speech, Dennis Lockhart, president of the Federal Reserve Bank 
of Atlanta...spoke about the "potential of a self-reinforcing negative 
feedback loop" involving bank lending, small business employment, and 
ŎƻƳƳŜǊŎƛŀƭ ǊŜŀƭ ŜǎǘŀǘŜ ǾŀƭǳŜǎΧΦΦbanks with the highest levels of 
exposure to commercial real estate loans account for almost 40 percent 
of all small business loans. 

"There was a big commercial real estate bubble, and it has to come downΣέ



/ƻƳƳŜǊŎƛŀƭ wŜŀƭ 9ǎǘŀǘŜ ό/ƻƴǘΩŘύ

The report notes that $770 billion (53 percent) of commercial 
mortgages maturing from 2010 to 2014 are underwater. 
More than 60 percent of mortgages maturing in 2012 and 
2013 are underwater. Many of these loans are likely to 
default, and the losses could cause more small- and 
medium-sized banks to collapse.

The nation's 20 biggest banks -- those with at least $100 
billion in assets -- have an average commercial real estate 
exposure equal to 79 percent of their total risk-based 
capital, according to the report. For the nation's roughly 
7,000 community banks -- those with less than $10 billion 
in assets -- the average commercial real estate exposure 
equals 288 percent of total risk-based capital.

So the average community bank has about $3 in commercial 
real estate loans for every $1 set aside to cover possible 
losses.

There are more than 10,100 troubled commercial properties 
worth more than $205 billionacross the U.S., according 
to Real Capital Analytics. The report notes that banks 
alone could experience losses nearing $300 billion.



Housing Market: Very Sick After a 
Near Death Experience

Home Sales at 17 
Year Lows Mortgage Applications 

for Refinance, Not 
Purchase

HomebuyingIntentions 
Remain Near 40 Year Lows

Highest Supply 
Level on Record



Housing Foreclosures Exploding 

Low Mobility 
Exacerbating 

Unemployment 
Challenges

1.5-2.0 mm New 
Foreclosures and 

Bankruptcies Annually!

Huge Mortgage 
Delinquency Rates in 
CA, AZ, FL, NV, and NY


