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Short Housing Risk in the Credit Market 
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Research Overview — The Situation 

Short Housing Risk in the Credit Market 

Our interest rate strategists have recently highlighted some potential for renewed 
concern on the housing market and the potential for the market to begin pricing in a 
possible Fed cut. From the demand perspective, recent purchase applications show a 
deceleration in activity, as highlighted below in Figure 1. This occurred despite the 
strength we saw during the first week of December 2006 and January 2007 which, due 
to the unseasonably warm weather during those periods, seems to have exaggerated the 
recovery in the housing sector. Further exacerbating housing recovery concerns is the 
speculative element, which evidenced by Figure 2 below, shows a significant rise in the 
proportion of homes for sale that are vacant. Since 1970, the homeowner vacancy rate 
has averaged 1.5% of total homes for sale, while more recent data stand almost double 
the long-term average (2.7% at end of 4Q2006). This surge in the vacancy rate coupled 
with the rise in the number of existing homes for sale is likely to weigh down home 
prices. 

 

Figure 1. Warm Weather Induced Pick-Up in Purchase 
Applications Skewed Vigor of Housing Recovery  

Figure 2. Homeowner Vacancy Rates Soar to Nearly Double 
Their Long-Term Mean Suggesting Downward Pressure on Home 
Prices 
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Source: Bloomberg.  Source: Bloomberg. 
 

Against the backdrop of weaker housing demand and increased supply, residential 
mortgage delinquencies have been on the rise, as shown in the figure below. Sub-prime 
delinquencies (loans that are more than 60 days late) stood at 12.6% of total residential 
loans outstanding at the end of 3Q 2006, the highest reading since the first quarter of 
2003. Though not a harbinger of housing strength in and of itself, the Fed’s senior loan 
officer survey demonstrates that banks have imposed tighter credit conditions with 
respect to residential mortgages and the most recent reading of 16% is akin to that of 
1991. 

Our concerns surrounding the 
housing market grow as signs 
of stability may have been 
overstated due to warmer 
weather. Lack of spread 
widening in high grade credits
with subprime exposure 
suggests free options to short 
homebuilders, consumer 
finance and mortgage 
insurers 
 
Jeffrey Rosenberg 
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Figure 3. Residential Mortgage Delinquencies on The Upswing  

Figure 4. Banks Tighten the Reigns on Residential 
Mortgage Lending 
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Beware the Ides of March 

One notable concern surrounding the housing outlook is that all of the recent data in 
some sense is less meaningful than the data that will begin in March. That is because, 
while the market focuses on the seasonally adjusted figures, of course real estate is a 
highly seasonal industry with the bulk of purchases being made in the spring for a 
summer closing.  

 

Figure 5. Seasonality of Real Estate 1990-2006 

Buy in Spring, Move in Summer Before the Kids Start School in the Fall 
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Source: Bloomberg. 

 

The real read on real 
estate won’t begin until 
March, as the bulk of 
home purchases begins 
in the spring 
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Hence, until we see what happens to the real estate market in the spring, we really will 
not have an accurate read on the exact state of the housing market. Given the current 
signals of potential weakness in housing and the current tight spread levels in credit, a 
more cautious stance on credit will likely be prudent moving into the spring. Having 
just covered our short on credit, which was too early, we will maintain our market 
weighting overall for now1. 

Economics 

Trade Gap Rebounds Sharply in December 

 Following three consecutive monthly declines, the U.S. trade deficit widened in 
December. While an increase had been included in Commerce Department 
estimates and was expected by private analysts, the jump was surprisingly large 
and will produce a further modest downward revision to last quarter’s GDP 
growth, likely pushing annualized economic growth below 3%. 

 The U.S. trade deficit widened sharply to $61.2 billion in December, above the 
$59.7 billion median of analysts’ forecasts (according to Bloomberg). Exports rose 
a slim 0.6% in the month, while imports jumped 2.1%. 

 Higher petroleum import prices, up 4.8% in December following an almost 22% 
decline in the previous three months, accounted for a portion of the jump in 
imports. However, even inflation-adjusted (or real) goods imports increased a 
considerable 1.7% in the month. Inflation-adjusted goods exports fell 0.3%, also 
contributing to the widening. The December inflation-adjusted merchandise trade 
deficit widened to $57.7 billion from $55.2 billion in November. Real imports in 
December were 2.8% above year-earlier levels, while real exports were up 8.0% 
from December 2005. 

 The inflation-adjusted merchandise trade gap widened about $2 billion (chain 
2000) more than the Department of Commerce assumed in its advance GDP report. 
A jump in the surplus on services may provide a partial offset. On balance, we 
estimate that today’s report will subtract roughly 0.2%-0.3% from estimated 
annualized GDP growth in 4Q 2006. Given this, combined with the impact of 
lower inventory accumulation than Commerce assumed, we anticipate a downward 
revision to estimated GDP growth to 2.75% to 3% (from an advance estimate of 
3.5%).  

 Two-thirds of the large (real) import jump in December was accounted for by 
higher auto imports. Higher consumer goods (ex-auto) imports and a rebound in 
imports of petroleum and industrial supplies accounted for much of the remainder. 

 

                                                        
1 After a surprisingly bullish FOMC statement on January 31 and benign Core PCE the following day, the February 2 
employment report continued to suggest the Goldilocks economy. With credit spreads rebounding tighter—first on the statement, 
and then continuing during the week—and a dearth of events until Bernanke’s semiannual testimony on February 14–15, we 
concluded that spreads would likely move sideways. As a result, we covered our tactical short across High Grade and High Yield 
moving back to marketweight on February 2. Please see the February 2, 2007 Situation Room. 

Peter Kretzmer 
Economist 
(212) 847 5046 
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Figure 6. Trade Balance: Goods and Services, BOP Basis 
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Source: Census Bureau/Haver Analytics. 
 

UK CPI Begins Its Downward Descent on Lower Oil 

Headline Inflation Falls 0.3% Points to 2.7% yoy in January  

 The much greater than expected decline in headline CPI to 2.7% yoy in January 
from 3.0% in December—an advance reading of which the MPC had seen at last 
week’s monetary policy meeting—goes a long way to explaining the unchanged 
February rate decision.  

 As we highlighted last week in our Economic Brief entitled “UK Inflation Outlook: 
At the Top Looking Down,” published 08 February 2007, we had already expected 
inflation to have peaked at 3.0% in December. Today’s better-than-expected 
inflation reading still leaves open the door for further monetary tightening. 
However, the noticeable move downward in January already suggests that the 
MPC will be encouraged that their (and our) forecast that inflation will decline 
rapidly over the coming months is being borne out by actual data.  

 The decline in core inflation to 1.6% yoy in January from 1.8% in December, 
points away from a generalised increase in underlying inflationary pressures, which 
the MPC had been concerned about. Rounding off the encouraging January 
inflation data, RPI inflation declined to 4.2% yoy from 4.4%, despite market 
expectations for an increase to 4.5%. This unexpected fall will provide credence to 
the MPC's arguments that wage setters should only view the current spike in 
inflation as temporary and not use the elevated inflation numbers to ratchet up 
wage demands.  

 The details show that the largest downward effect came from transport costs, which 
alone accounted for −0.2 percentage points of the 0.3% point decline in headline 
yoy CPI inflation during January (from 3.0% yoy to 2.7%). Most of this downward 
pressure came from lower prices for fuel and lubricants, given that petrol prices fell 
0.8p per litre in January compared with a 1.7p per litre rise 12 months ago. Further 

Matthew Sharratt 
Economist 
+44 (20) 7174 1633 

Jan CPI Inflation 

 mom yoy 
Our Forecast -0.5% 2.9% 
Consensus -0.6% 2.9% 
Actual  -0.8% 2.7% 
Previous 0.6% 3.0% 

Sources: ONS, Bloomberg & BofA estimates. 

Jan RPI Inflation 

 mom yoy 
Our Forecast -0.4% 4.4% 
Consensus -0.3% 4.5% 
Actual  -0.5% 4.2% 
Previous 0.8% 4.4% 

Sources: ONS, Bloomberg & BofA estimates. 

Jan Core CPI Inflation 

 yoy 
Our Forecast 1.9% 
Consensus 1.8% 
Actual  1.6% 
Previous 1.8% 

Sources: ONS, Bloomberg & BofA estimates. 
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downward pressure in the transport subcomponent came from lower European 
airfares. Meanwhile, lower prices for food & non-alcoholic beverages subtracted 
0.07% points off the headline yoy inflation rate in January. By contrast, higher 
prices for alcohol & tobacco provided the largest upward offset, but added only 
0.03% points to the headline rate in January. 

 On balance, with headline inflation still well above target, there remains a greater-
than-even chance for a further and final 25-bp increase to 5.5%. However, today’s 
better-than-expected inflation numbers will place a question mark over whether 
any further tightening beyond 5.5% is necessary. Currently, our call is for a further 
25-bp increase to 5.5% in March. Ahead of tomorrow’s February Inflation Report 
publication we are reluctant to revisit our call. Still, the risk from today’s very 
encouraging inflation data is that any further tightening will be delayed until April 
or even May. With headline inflation likely to decline even further over the coming 
months, reaching the 2% target by 3Q 2007 according to our forecasts, the greatest 
risk is arguably not that rates will rise up to 5.75% as the market had been thinking 
previously, but rather that we may have seen the peak in rates already. 
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Desk Commentary 

Downside Housing Risk = Downside USD Risk? 

While we continue to believe that the worst of the housing downturn is complete, we 
have noted over recent weeks that the unusually warm weather in many parts of the US 
probably overstated the magnitude of improvement. Recent data releases suggest that 
likely was the case, and it appears that renewed concerns about the direct – and indirect 
– effects of a weaker housing sector could contribute to reduced growth expectations 
over the next four to eight weeks. If our analysis is correct, expectations for Fed easing 
around mid-year are likely to be rekindled, suggesting downside risks for US yields and 
the USD. 

Why the renewed concern about housing? The pace of mortgage applications for home 
purchases is the most timely indicator of housing activity and the modest decline in the 
applications for purchase index last week completed weaker reports over the last 
month. The more-reliable 4-week moving average suffered a 5+% tumble, falling back 
to its lowest level since early December. The setback supports our concern that the 
warm weather conditions late last year may have led to an exaggerated recovery in 
housing indicators. And while the correlation between movements in mortgage 
applications and the USD index is far from perfect, the general relationship over the 
last two years suggests modest downside for the USD, especially if the trend of 
applications continues to soften. 

 

Figure 7. Weaker Housing = Weaker USD? 
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Mortgage application activity is not the only sign of caution for the housing market. 
Last week the Federal Reserve released its loan officer survey, indicating a significant 
rise in the percentage of banks reporting tightening standards for individual mortgages 
to its highest reading since the early 1990s. While the tightening of standards, by itself, 
is not a major development, it is consistent with the mosaic of potential new concern 
about the housing rebound. 

Probably of more significance was the report that the vacancy rate of homes for sale 
has exploded higher during 2H 2006. Since 1970 the vacancy rate of homes for sale has 
averaged 1.5% and, until the most recent five quarters, never exceeded 1.9%. However, 
this measure jumped to 2.0% in 4Q2005 and has soared during 2H2006. The increasing 
percentage of homes for sale standing vacant suggests some combination of high 
speculative ownership and increasing pressure to liquidate a former home, both 
suggesting the potential for renewed downward pressure on prices. 

 

Figure 8. Increasing Pressure to Liquidate Homes? 

Source: US Census Bureau. 
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Interestingly, as the EUR position has moderated the GBP position (as of February 6) 
had rebounded to a record high, suggesting that the GBP could lag the EUR during the 
weeks ahead, particularly if the Bank of England forecasts sharply lower inflation 
during 2H 2007. Finally, the net short CHF position remains large, and the aggregate 
short USD position versus the EUR+CHF has narrowed to $3.1bn, about half the 
average of the last year.  

 

Figure 9. Short USD Position Has Fallen Sharply in 2007 

 

Source: Mortgage Bankers Association, Bloomberg. 
 

EUR/USD has traded with a 1.29-handle for 27 of the last 28 trading days and has 
closed within a 1.2850 – 1.3050 range consistently since January 4. EUR/USD 3-month 
implied volatility has fallen below 6% compared to an average 10.2% since the 1999 
introduction of the EUR. We doubt a major trending move is about to unfold, but we do 
believe that a break of the EUR/USD 1.2850 – 1.3050 is more likely to be on the 
upside, with renewed concerns about the US housing market the most likely near-term 
catalyst. 

JPY: Short Covering on Third-time Lucky Rate Hike or Further Depreciation 

The 4Q 2006 GDP report on February 15 will be an important input for the BoJ Policy 
Board’s rate decision on February 21. While the Economic Planning Association’s 
survey of 35 economists as of January 29-February 5 reported that 51% expect a 25bp 
hike in the overnight rate target on February 21, market rates suggest that a February 21 
rate hike is not a consensus with the overnight index swap (OIS) rate starting on 
February 22 currently trading at 0.35%. In both December and January, market 
expectations of a rate hike intensified and then receded just before the policy decision, 
so many market participants have concluded that hurdles to a rate hike must be higher 
than earlier expected. 4Q GDP data should not be downplayed as old news. The 
preliminary 4Q data and potential revisions to 3Q figures will update the picture of not 
only aggregate private consumption but also price pressures with implied trends in the 
output gap. On February 10 BoJ Governor Fukui stated that at the February 20-21 
meeting the Policy Board would like to have thorough discussions, combining past data 
and new data.  

Speculative Net Position: USD 
versus EUR + CHF 

($ billions) 
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Figure 10. Low Probability of a February 21 Rate Hike 
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We expect reasonably strong GDP data that will probably intensify expectations of a 
February 21 rate hike and JPY short covering. We expect headline real GDP growth of 
an above-potential 3.4% saar for 4Q with a possible upward revision to the 3Q reading 
(a mere 0.8% saar). Such an outcome would support the case for a closing of the 
negative output gap (-0.1% as of 3Q 2006 according to the Cabinet Office). At the 
same time, the domestic demand deflator, which posted a 0.1% yoy gain in 3Q, should 
maintain positive yoy growth. We expect only a 0.6% qoq gain in private consumption, 
which fails to fully offset the 0.9% qoq plunge in 3Q, but the softness mainly reflected 
temporary factors -- unseasonable weather and consumers’ refraining from PC 
purchases ahead of the new operating system release at the end of January. USD/JPY 
has been closely correlated with relative rate expectations and now suggests modest 
downside potential. As a February 21 rate hike is not a market consensus, and as the net 
short JPY position on the IMM is still the sixth largest on record, a sudden 
intensification of BoJ rate hike expectations should spur JPY short covering, which 
could take USD/JPY down toward the 55-day moving average support (currently at 
119.22). Nonetheless, expectations of a gradual pace of BoJ tightening for the time 
being will probably help resume capital outflows following a bout of JPY short 
covering.  
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Figure 11. Narrowing Rate Gap Pulls USD/JPY Lower 

 

Source: Bloomberg. 
 

Conversely, an unexpectedly soft GDP report would significantly intensify markets’ 
doubts about the feasibility of a rate hike anytime soon and spur JPY selling. In our 
judgment, if the BoJ fails to hike rates on February 21, the hike will probably be 
delayed until April (with April 27 slightly more likely than April 10). In that case, 
USD/JPY could easily break above the January 29 high at 122.19 and the 61.8% 
retracement of the major downward move from the 2002 high (135.14) and 2005 low 
(101.68) at 122.36, although the huge net short JPY position and European/Japanese 
authorities’ attempt to forestall JPY selling may help moderate more aggressive JPY 
declines.  
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being provided to you without regard to your particular circumstances, and any decision to purchase or sell a security is made by you independently without 
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Any analysis or material that is produced by a trading desk has been prepared by a member of the trading desk who supports underwriting, sales and trading 
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Trading desk material is provided for information purposes only and is not an offer or a solicitation for the purchase or sale of any financial instrument. Any 
decision to purchase or subscribe for securities in any offering must be based solely on existing public information on such security or the information in the 
prospectus or other offering document issued in connection with such offering, and not on this document. 

Although information has been obtained from and is based on sources believed to be reliable, we do not guarantee its accuracy, and it may be incomplete or 
condensed. All opinions, projections and estimates constitute the judgment of the person providing the information as of the date communicated by such 
person and are subject to change without notice. Prices also are subject to change without notice.  

With the exception of disclosure information regarding BofA, materials prepared by its trading desk analysts are based on publicly available information. Facts 
and ideas in trading desk materials have not been reviewed by and may not reflect information known to professionals in other business areas of BofA, 
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Neither BofA nor any officer or employee of BofA accepts any liability whatsoever for any direct, indirect or consequential damages or losses arising from any 
use of this report or its contents. 

To our U.K. clients: trading desk material has been produced by and for the primary benefit of a BofA trading desk. As such, we do not hold out any such 
investment research (as defined by U.K. law) as being impartial in relation to the activities of this trading desk. 

Important Conflicts Disclosures Relating to Trading Strategists 

Investors should be aware that BofA engages or may engage in the following activities, which present conflicts of interest: 

♦ The person distributing trading desk material may have previously provided any ideas and strategies discussed in it to BofA’s traders, who may already 
have acted on them. 

♦ BofA does and seeks to do business with the companies referred to in trading desk materials. BofA and its officers, directors, partners and employees, 
including persons involved in the preparation or issuance of this report (subject to company policy), may from time to time maintain a long or short 
position in, or purchase or sell a position in, hold or act as market-makers or advisors, brokers or commercial and/or investment bankers in relation to 
the products discussed in trading desk materials or in securities (or related securities, financial products, options, warrants, rights or derivatives), of 
companies mentioned in trading desk materials or be represented on the board of such companies. For securities or products recommended by a 
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recommendations made in trading desk material. 

♦ Members of a trading desk are compensated based on, among other things, the profitability of BofA’s underwriting, sales and trading activity in 
securities or products of the relevant asset class, its fixed income department and its overall profitability.  

♦ The person who prepares trading desk material and his or her household members are not permitted to own the securities, products or financial 
instruments mentioned. 

♦ BofA, through different trading desks or its fixed income research department, may have issued, and may in the future issue, other reports that are 
inconsistent with, and reach different conclusions from the information presented. Those reports reflect the different assumptions, views and analytical 
methods of the persons who prepared them and BofA is under no obligation to bring them to the attention of recipients of this communication.  
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publication of a research report containing such rating, recommendation or investment thesis. Materials prepared by BAS and affiliate research personnel are 
based on public information.  

BAS and its affiliates prohibit analysts, their associates and members of their households from maintaining a financial interest in the securities or options of any 
company that the analyst covers except in limited circumstances as permitted by BAS and affiliate policy. Any such direct securities ownership by the analyst(s) 
preparing this report is disclosed above. The absence of any such disclosure means that the analyst(s) preparing this report does(do) not have any such direct 
securities ownership in his or her covered companies mentioned in this report. Such persons may own diversified mutual funds. 

BAS and its affiliates are regular issuers of traded financial instruments linked to securities that are mentioned in this report. 

BANC OF AMERICA SECURITIES RATINGS DISCLOSURES 
BAS High Grade and High Yield Research employ a Buy/Neutral/Sell rating system, and these recommendations carry a time horizon of six months.  

Buy: Spreads and / or total returns are likely to outperform sector averages over the next six months; the company has improving credit fundamentals and/or it is 
trading at a notable spread concession relative to bonds of comparable risk within the sector. 

Neutral: Spreads and / or total returns are likely to perform equal to or near sector averages over the next six months; the company generally has solid credit 
fundamentals and/or it is trading in line relative to bonds of comparable risk within the sector. 

Sell: Spreads and / or total returns are likely to underperform sector averages over the next six months; the company may have weakening credit fundamentals 
and/or it is trading at a notable spread premium relative to bonds of comparable risk within the sector. 

High Grade and High Yield Research use the following rating system with respect to Credit Default Swaps (CDS). Buy: We recommend that investors buy 
protection in CDS, therefore going short credit risk; Neutral: We are neutral on CDS and expect performance in line with sector performance; Sell: We 
recommend that investors sell protection in CDS, therefore going long credit risk. 

High Grade Research also employs a formal structure to define sector performance, using Overweight/Market Weight/Underweight. The sector recommendation 
time horizon is determined by the expected performance over the next six months, but sector recommendation changes may occur at any time based upon sector 
analysis and relative value. 

Overweight: The sector is expected to outperform excess spread returns of High Grade corporate indices, namely the BAS Broad Market Index (BAS BMI), over 
the next six months. 

Market Weight: The sector is expected to perform in line with excess spread returns of High Grade corporate indices, namely the BAS BMI, over the next six 
months. 

Underweight: The sector is expected to underperform excess spread returns of High Grade corporate indices, namely the BAS BMI, over the next six months. 

Rating Distribution* 
Coverage  
Universe  Recommendations   Pct.  

Investment  
Banking Clients Recommendations Pct.** 

     Buy 212 32  Buy 86 41 
Hold 381 57  Hold 179 47 
Sell 80 12  Sell 50 63 

* For the purposes of this Rating Distribution, “Hold” is equivalent to our “Neutral” rating. 
** Percentage of recommendations in each rating group that are investment banking clients. 
As of 1/1/2007. 
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cases, may incur unlimited losses. It may be difficult to sell an investment and to obtain reliable information about its value or the risks to which it is exposed. Past 
performance of securities, loans or other financial instruments is not indicative of future performance. 
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any specific recipient. In the event that the recipient received this report pursuant to a contract between the recipient and BAS for the provision of research services for a 
separate fee, and in connection therewith BAS may be deemed to be acting as an investment adviser, such status relates, if at all, solely to the person with whom BAS has 
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