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Overview
Adjustment needed for: 

1) Housing – adjustment in activity began in 2005, house prices to stabilize in early 2009.

2) Banks, – capital has been raised to cover 75% of losses; we’re in the 8th inning.

3) Consumers – adjustment is just beginning.

Aggressive easing of fiscal and monetary policy could build a 
bridge in Q2 and Q3 over a potential recession.

Longer-run: Potential growth = F(productivity, capital, labor)

What about inflation? Slowdown in economy => companies see 
less demand => less pricing power => less inflation. Inflation 
worries are about food and energy
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Source: Bloomberg, DB Global Markets Research

Market pricing in substantial policy tightening by 
end of 2008
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Often-ignored fact number 1: Profit margins are high

Source: FRB, BEA, NAR, DB Global Markets Research
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Often-ignored fact number 2: Growth of housing stock 
(completions) has now fallen well below long-run 
average growth in demand

Trend growth 
in demand*

*Equals 25-year average annual household formations plus removals

Home 
completions



Source: Bloomberg, DB Global Markets Research
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Often-ignored fact number 3: Banks have so far raised capital 
to cover an impressive 75% of their losses

Note: Data as of 6/18/2008
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Often-ignored fact number 4:
In downturns, commodity prices normally decline

Commodity price changes during global downturns1

-13.514.0-2.1-12.9-19.2Agricultural 
materials

-8.3-24.8-3.2-20.5-17.3Beverages

-4.8-7.7-8.111.0-13.0Food

-4.8-34.7-14.9-25.6-5.4Metals

-37.0-47.9-1.8-10.5117.2Crude oil
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1Downturns identified on the basis of global industrial production using business cycle dating methods.
Peak to trough changes in % based on $ prices.
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1.72.71.70.3Total policy boost

2008Q42008Q32008Q22008Q1

Impact on GDP from monetary and fiscal policy

1.02.01.20Fiscal 

2008Q42008Q32008Q22008Q1

Impact on GDP of fiscal stimulus package

0.70.70.50.3Average, monetary 
policy

0.70.80.70.4Small Fed model

0.50.70.70.5Taylor's model

0.80.70.40.0Fed model (FRBUS)
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Impact on GDP of a 3.25%-points reduction in fed funds rate

Often-ignored fact number 5:
Stimulus provided by economic policy is significant

Source: DB Global Markets Research
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Four states - California, Florida, Nevada and Arizona -
account for 89% of the increase in new foreclosures.
GDP in those four states is about 20% of US GDP

Homes in foreclosure

Foreclosures started (per qtr)
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Foreclosures heavily concentrated in subprime
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Subprime ARM first payment resets
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Note: For the interest only mortgages the interest only 
period is the teaser.
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Source: Loan Performance, DB Global Markets Research

Quantifying the ARM reset problem
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A macro perspective on ARMs

Source: Loan Performance, DB Global Markets Research
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Source: Hope Now, DB Global Markets Research

Some progress on government plans
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DB’s top-down house price model

House price = F(income, mortgage rate, inflation, 
vacancy rate, subprime foreclosures)

Baseline: No recession, 20% of all subprime borrowers enter 
foreclosure => home prices fall 5-10% over next two years.

Worse case: Recession, 40% of all subprime borrowers enter 
foreclosure => home prices fall 15-20% over next two years.
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Steep decline in home price inflation has further to go

Source:OFHEO,NAR,DB Global Markets Research
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* Composite-10 in bold.  ** Quarterly data till Q1-08 used in the calculations. 
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Consumers currently hit by a “Perfect storm”
Consumers hit by five shocks:

1. High food and energy price inflation

2. Declining real income growth

3. Negative wealth effects

4. Tighter credit conditions

5. Confidence is low
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Key to the wealth effect is how much households have 
looked through the bubbles
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The Credit Crunch
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CDS spreads: US banks
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Pressure on US banks has eased since March
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Pressure on European banks has eased

CDS spreads: European banks
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Private long-term rates rising, or declining only slowly  

Source: Bloomberg, Haver, FRB, DB Global Markets Research
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Securitized mortgage lending has disappeared
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Bank credit at all commercial banks (excl. domestic 
commercial interbank loans)
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But bank credit conditions for households are tightening

Source: Federal Reserve Senior Loan Officer Survey, DB Global Markets Research
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Consumer credit quality beginning to deteriorate 

Loan charge-off rate (All commercial banks)
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Taylor Rule rate implied by Fed's latest economic forecast

Note: * Fed forecasts published with the "Minutes of the Meeting of January 29-30, 2008“

-10.5Taylor's original coefficients

-20.5Coefficients in this Taylor rule: 

Output gapInflation
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201020092008
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Inflation: Headline running well above comfort zone
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Productivity growth has picked up, compensation easing 
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Implications for investors I
Check stories you hear across markets for consistency

Short rates are pricing in a quick US recovery

Long rates + spreads pricing in a US recession/depression

Equity markets are down about 10% from October peak –
they normally fall 25% from peak to trough over recessions. I.e.
they have priced in a 40% chance of a recession

FX markets are pricing in a recession. USD = F(US trade 
balance, Δinterest rate)

Commodity prices – seem not to worry about recession: Case 
in point: Unemployment up 0.5%-point and oil rallies +$10???

But all these stories cannot be true at the same time. Many 
opportunities for investors in the current environment.
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Implications for investors II

A macro trading framework:

1) What is the probability of different scenarios? 

2) Are these probabilities reflected in current prices?

3) Bet on your preferred scenario

4) Limit downside risks with a hedge portfolio

Set the direction of your core portfolio to efficiently reflect the most 
likely outcome and at the same time hedge out idiosyncratic risks.
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Implications for investors III

Top 3 macro trades if you believe in a US recovery:

1) Short bonds

2) Long USD

3) Long equities

Top 3 macro trades if you believe in a US recession/depression:

1) Short fed funds rate

2) Short equities

3) Short USD
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Conclusions

US economy sluggish, but should avoid serious recession.  

Housing overhang should begin to drop significantly in next  
several quarters.

Home prices should bottom by H1 ‘09, and along with 
monetary and fiscal stimulus, help keep recession mild. 

Risks to this view are weighted more to the downside than the 
upside, given deteriorating credit conditions, rising oil price.

Inflation risks still present, but receding as growth slows and
labor market softens despite elevated oil/food prices.

Fed likely to be on hold into H1 ‘09. 

Expect a relatively sluggish recovery through 2009.
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