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First the numbers, then the story
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The much-anticipated appearance of Fed Chairman Greenspan before the Joint Economic Committee took center stage this
week, and the end-result was anything but momentous. Perhaps the most surprising development was what didn't happen; to
wit, no one on the Committee asked Greenspan what inning of the rate-hiking ballgame we were in. The question would
seem to be a natural follow-up to the comments made last week by Dallas Fed president Fisher, in which he claimed that the
central bank was in the eighth inning of the process. We can only conclude that either Fisher's comments did not resonate in
Congress, or they were sufficiently repudiated beforehand by analysts and other Fed officials.

Nonetheless, the question was unnecessary, as the Chairman clearly indicated that the ballgame is far from over. In his
closing comments, he reaffirmed the Fed's intention to remove policy accommodation at a measured pace, reflecting the
perception that the "U.S. economy appears to be on a reasonably firm footing...". And, while he noted that underlying
inflation appeared to be well contained, there is little question that the Fed remains more concerned about a flare-up in
inflation than a recession. Simply put, the JEC testimony did little to derail the prevailing expectation that another quarter-
point rate hike will take place at the next policy-setting meeting on June 29-30, and at least one more will follow later in the
summer. Beyond that, there is a range of opinion, with the majority looking for the Fed to pause at some point in the fall.
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Most agree, however, that the endgame will not be reached until the funds rate is brought up to the 4 percent level, perhaps in
early 2006.

Although Greenspan's trip to the Hill was ostensibly to present an economic outlook, most of the testimony was devoted to
the two major issues of the day: the so-called interest rate "conundrum" and the housing bubble. The conundrum has baffled
investors as well as the Fed chairman for some time, and continues to garner a wide array of explanations. At the heart of the
issue is the mysterious behavior of long-term interest rates, which declined by about 80 basis points over the past year, even
as the Fed has hiked its benchmark short-term interest rate from 1 percent to 3 percent. As Greenspan put it, this divergence
is unprecedented in recent history. While he recognizes the possible reasons for the atypical movement in bond yields, none
of them is viewed as particularly persuasive, something that was more elaborately discussed in a speech made earlier in the
week to a monetary conference in Beijing.

Long and ShoriRates Narrow
Fercent
&.00
I0-Yaar Treasury Bond Ield
500 A, &4
4.00 4
S.00
Fadaral Funds Rafe
200 ‘-rrr
1.00 \
0.00 T T T
Tan-02 Jan-03 Jan-04 Ian-05

As noted in the Beijing speech, perhaps the most compelling argument is that the bond market is signaling a slowdown in
economic growth, which implies lower inflation and an impending move towards monetary ease. But Greenspan noted that if
this were the case, bond yields would have increased when the economy showed clear signs of accelerating at various times
over the past year. However, except for a brief spike in March, that has generally not been the case. Another widely-held
explanation for the decline in bond yields is that foreign central banks are pouring funds into U.S. Treasury bonds to boost
the dollar's exchange rate, thus increasing the export competitiveness of foreign goods in the global marketplace. But if that
were the case, then the absence of central bank buying elsewhere in the world would have pushed up foreign bond yields. In
point of fact, however, bond yields in most other developed capital markets have fallen more steeply than in the U.S., and in
many cases are even lower than they are here.

Greenspan also dismissed two other explanations for the decline in U.S. bond yields -- the disinflationary impact of
globalization and the growing demand for long-term securities by pension funds to accommodate aging baby boomers as they
near retirement. Both of these trends, however, have been ongoing for some time and should already have been incorporated
into the yield structure by forward-looking bond investors. As the Fed chief noted in his Beijing speech, "world demographic
trends are hardly news". So, it appears the "conundrum" remains a formidable unresolved issue, which the Fed can only hope
doesn't mask some underlying macroeconomic force that could undermine its policy goals.

Indeed, rather than signal economic weakness, the prevailing notion seems to be that low bond yields, by stimulating
economic growth, will only provoke the Fed to remain on its rate-hiking course. Nowhere is this stimulus more apparent than
in the real estate market, which Greenspan also discussed at length in his testimony. The basic theme sounded by the
chairman was that the housing market appeared to be frothy in some local areas, but there is no sign of a systemic speculative
binge that is causing a nationwide housing bubble. As he noted many times in the past, speculation in the housing market is
not as easily conducted as it is in the financial markets because of the high transaction costs involved -- such as commissions
and closing costs. For the most part, where speculative activity exists it is mainly in the market for second homes, those
purchased as vacation destinations or for investment purposes. Unlike owner-occupied properties, these homes are more
readily purchased and sold because the transaction does not force the owners to move from place to place.
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By extension, if the housing market is not in a speculative bubble, the odds are against a collapse in home prices that would
undercut consumer wealth and spending, thus bringing down the overall economy. This, of course, has been a fear of many
analysts who remember the bursting of the stock-market bubble in 2000 that vaporized some $5 trillion of shareholder value
over the next three years. In their view, only the remarkable appreciation in home values -- fueled by low mortgage rates --
rescued the economy from serious damage. Since more people own homes than stocks, and home price appreciation more
than offset the decline in stock values, this notion makes some sense. By the same token, however, a collapse in housing
prices would be expected to impart a more damaging jolt to the U.S. economy.

However, Greenspan noted that it would take a major drop in home prices -- which he does not expect -- to seriously
undermine household spending. In this, he is backed up by the figures. According to the latest flow of funds data,
homeowners have built up a considerable amount of equity in their homes, despite the sharp increase in mortgage borrowing
in recent years. During the first quarter, for example, households added $802 billion to their outstanding mortgage debt, but
the value of their homes increased by $1.89 trillion. Hence, homeowners enjoyed an increase in housing equity of more than
$1 trillion during the period, lifting the equity percentage of home values from 56.1 percent to 56.3 percent -- the highest in
two years.
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To be sure, this is a mixed blessing as far as Fed policymakers are concerned. On the one hand, the appreciation of home
values is providing major support for consumer spending, as households continue to extract an enormous amount of funds out
of their real estate holdings through refinancings and equity loans. Indeed, according to Freddie Mac's latest numbers, some
64 percent of homeowners who refinanced their mortgages in the first quarter took out a loan that was at least 5 percent larger
than the original loan, up from 56 percent who did so in the previous quarter. These cash-out loans provided households with
$46 billion of extra cash to spend. What's more, those who refinanced just to take advantage of lower mortgage rates are
savings $100 million a month in interest expense, which also boosts discretionary incomes for spending purposes.

On the other hand, the increased dependence of consumer spending on household wealth puts the Fed in a bind if this source
of spending power dries up. That could happen if the long-awaited increase in bond yields -- which directly influences
mortgage rates -- finally takes place, thus choking off the incentive to refinance mortgages. At that point, the Fed might have
to stop snugging up monetary policy even though inflationary considerations justify further rate hikes. Simply put, just as the
conundrum of low long-term rates is making the Fed's job of containing inflation harder, a sharp rise in bond yields could sap
consumer purchasing power and bring about an abrupt halt to the expansion. Should that unhappy circumstance occur, critics
would likely be quick to accuse the Fed of overkill, claiming that rates were needlessly pushed too high.

We doubt that households will find themselves in such a precarious state that they would rein in spending so abruptly. For
one, we agree that a housing collapse, reminiscent of the stock-market collapse in 2000 that undercut consumer confidence, is
not likely. Even if mortgage rates head higher in coming months, which is a distinct possibility, the demand for homes is
receiving a good deal of support from an improving job market and demographic trends. Our sense is that home values are
more likely to rust than bust until the regional froth evaporates and income growth catches up with the sharp rise in house
prices in recent years. Meanwhile, the support for consumer spending should shift away from assets, such as homes, to
income generation, which should gain traction as the job market strengthens over the balance of the year.
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If we are correct about housing retaining most, if not all, of its value, the much-improved financial condition of households
will continue to provide some support to consumer spending. In the first quarter, household net worth increased by another
$327 billion, following an outsized $2.1 trillion increase in the previous quarter. At a record $48.8 trillion, households have
seen their net worth climb by $9.4 trillion since mid-2003. That's a lot of spending power and a formidable cushion to
withstand a tapering off of the real-estate boom.

Households in Good Financial Shape
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