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Federal Reserve Actions

by Chanley M. Christman

When the Federal Reserve is men-
tioned, we usually think about inter-
est rate changes. Historically, when
the economy is slow the Fed will
lower rates to stimulate the econ-
omy or they will raise rates to slow
the economy down. They are not
anti-growth, but simply want to pre-
vent a boom and bust cycle if possi-
ble. The Fed’s interest rate is im-
portant at the banking level as their
rate is the rate that the banks will
pay to borrow. With the ongoing
recession and banking problems,
the Fed has lowered rates numer-
ous times and now stands with rates
of essentially 0%. This historic low
rate is intended to push banks to
lend more. Thus far, it is not work-
ing as banks have many problems
and have been reluctant to take on
any more risk during this economic
downturn.

So what is the Fed to do? They can
not lower rates any more but they do
have the power to intervene in other
ways to try to stimulate the econ-
omy. One way is to buy back previ-
ously issued Treasury Bonds (T-
Bonds) and put more money (cash)
in the hands of individuals. We of-
ten hear that the Government
(Treasury Department) is printing
money, or that they own the printing
presses. Obviously, they can print
all the money they want, but the
next step is the distribution of that
money.

The Government does not just “give”
the money to banks or as Fed Chair-
man Ben Bernake joked “drop it
from helicopters” (thus generating
his nickname Helicopter Ben). No,
the way the Fed injects this extra
printed money into the system is
through the purchase of existing

Treasury Bonds. If you are holding
a T-Bond worth $1,000 and you sell
it back to the Government for
$1,050, you now have cash rather
than an illiquid piece of paper (T-
Bond). It is more likely this cash will
be spent than your T-Bond. This
process adds liquidity to the system
which has historically helped during

recessions.
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Many of you will know the name of Mansfield’s favorite potato chip. But can you
name the founder of the company and the year they started?

In the last newsletter we asked 1Q readers to name the three US Presidents that died on July 4.
They were John Adams, Thomas Jefferson and James Madison. Congrats to Phil, our winner,
for being first to answer correctly!
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The Fed has also begun purchasing Collateralized Mortgage Obligations (CMQ’s) in an attempt to lower rates. The
purchase of T-Bonds and CMO’s results in pushing the prices higher but also pushes the yields lower (prices and
yields act inversely of each other with bonds). Thus, through purchasing T-Bonds and CMO'’s, the Fed produces
two positive results; more liquidity and lower rates for borrowing, both of which are intended to stimulate growth.
The intention of the Fed is to pull down yields as much as possible and to make money as cheap as possible.

The week of March 23™ the Fed bought back $15 billion in debt, the most since the early 1960’s as reported by
Bloomberg. The Fed plans on continuing these purchases for the next few months to keep rates low. Short-term,
the economy has not turned around but the Fed’s actions are helping to some extent. The average 30 year mort-
gage rate is currently at 4.85% or 2.11% more than the yield on the 10-year Treasury bond. The spread averaged
1.72% in the decade before the crisis began, indicating the mortgage rates could come down approximately 3/8" to
1/2 % if things return to normal.

The Fed’s balance sheet has increased 56% to $2.07 ftrillion in the last year and could increase by another $1 tril-
lion before the Fed is done with their quantitative easing as outlined by Ben Bernake earlier this month in testimony
before congress. Many economists and money managers have opined that this huge influx of cash will lead to
higher inflation down the road. Although the extra cash in the system very likely could lead to higher inflation, there
is no guarantee as the Fed has said they will begin taking this excess cash back (selling more bonds) once the cri-
sis dissipates. However, we need to be cognizant of the risk of higher inflation. Therefore, if you would like to dis-
cuss this risk and our ideas to counteract the possible reduction in purchasing power, please give us a call to
schedule an appointment.

Auto Sales: Is There Any Reason To
Think Positively?

Think about recent auto sales: In January we sold 9.6 mil-
lion units in the U.S. (that’s cars and light trucks). In Febru-
ary the number dropped to 9.1 million units. Both months
represent dismal numbers not only for the Big Three but for
the imports as well. This is an industry that fairly recently
was selling more than 16 million cars per year. While the
current numbers are anything but encouraging, consider the
implication. While the quality of autos have been improving

for quite some time, is there anyone that believes this is a
long term trend? Selling only this many cars implies that we
will be driving cars for approximately 27 years. Think about
it — we have approximately 250 million vehicles on the road
and if we only replace them at the pace of 9.1 million units
per year, that means the average vehicle will be on the road
27 '/ years from now. While I'm not endorsing any company
or arguing foreign vs. domestic, this is a “depression type”
environment for autos and one that will not go on forever.
When the tide turns, the autos left standing will be stronger
and better positioned to benefit from what has been clearly a
temporary but horrific time in their industry.

Offer of Weekly Emails

We would like to introduce you to the Weekly
Market Snapshot, a weekly, online publication
from Raymond James. The Snapshot includes
a commentary from RJ Chief Economist, Scott
Brown and time-sensitive content that caps
what has happened in the week and what to be
on the look-out for in the week to come. If we
have your email address, look for the WMS at
the end of each week in your inbox. If you do
not receive it by May but would like to, we
probably don’'t have your email address. On he
other hand, if you would like to be excluded
from distribution, just let us know.
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Housing: Light at the End of the Tunnel

By Michael G. Sparks, CFP®

While the U.S. government has established a number
of programs to shore up the mortgage market and sup-
port housing, the central question remains: Are they
working? With mortgage rates about 1.5 percentage
points lower than they were in November, it's hard not
to view that as some degree of success. The drop in
mortgage rates increases the affordability of housing
by about 15%. There are two ways you can look at it:
for the same monthly payment you can buy a 15% big-
ger house, or you can buy the same house you wanted
for 15% less. Ultimately that's the most important is-
sue, because the purchase rate is more important than
the refinancing rate. For instance, if $2 trillion of loans
are refinanced at rates one percentage point lower,
that's about $20 billion in aggregate savings for con-
sumers. Obviously it's important to each individual, but
in the scope of the entire economy it's not a tremen-
dous savings compared to gasoline, for example,
which given the drop in prices from its peak is saving
consumers about $400 billion a year in aggregate. The
housing market and the economy really need rates to
drop to a level where individuals believe houses are
cheap enough, or payments low enough, that they
have to own one. Mopping up inventory will help get
housing prices from going down further. Foreclosures
also need to be addressed, and truly preventable fore-
closures avoided. In the end, though, we need to see
housing prices stop going down, and the easiest way
to accomplish that is to give people more buying power
to purchase houses.

Going forward there are two things that are very impor-
tant: 1) addressing the negative equity problem that
homeowners have, and 2) targeting lower purchase
mortgage rates. The negative equity issue is huge. Al-
most 30% of mortgage holders are upside down on
their homes — the mortgage is larger than the value of
the home. This means that “willingness to pay” is be-
coming a bigger factor than “ability to pay” in many
housing markets. Rational people will start walking
away from their homes just to jettison the negative eg-
uity position. The original Congressional proposal
seemed to be on the right track: combine loan principal
reductions with an immediate refinancing into a gov-
ernment-sponsored loan through Ginnie Mae, Fannie
Mae or Freddie Mac. This has a host of real benefits;
helping homeowners stay in their homes by reducing
their underwater position, and helping the banks and
investors, as it removes “toxic assets” from their bal-

ance sheets due to refinancing. It also solves the valua-
tion issue on securities as it focuses only on the value of
the home and mortgage, not the value of some arcane
security. This will help the overall markets (both housing
and mortgage markets), reduce foreclosures (and help
real estate values), reduce uncertainty about securities
valuations, reduce uncertainty about the value of bank
assets and help remove toxic assets from bank balance
sheets in a less controversial way. The other simple pro-
gram would be for the government to subsidize pur-
chase-only mortgages for homeowners. Inventory dimin-
ishes through purchases, not refinancing, so purchase
loan subsidies have a much bigger bang than refi subsi-
dies. | don’t know the rate that makes everyone "need"
to buy a home, but 4% to

Continued on page 4

Did You Knowé.

1 50% of the foreclosure action that took place last month
on nearly 291,000 troubled properties nationwide occurred
in just 3 states? The three states are California, Florida
and Arizona. (Source: RealtyTrac)

{ Only 1.08% of mortgages entered foreclosure in the 3™
and 4" quarter in 2008?

1 Richland County includes 355 miles of county roads and
359 county and township bridges?

9 There are 8,601,600 bulbs in the scoreboard at the new
Yankee Stadium. The scoreboard measures 6,343
square feet.

1 Some worry that at 70% of our GDP, consumption has
become too big of a slice of our overall economy but 60
years ago, consumption accounted for 66% of our GDP?
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4.5% will attract many new buyers.

While some in government have named 4% as the target rate for mortgages, is this realistic? If policymakers do that,
they should target buyers instead of refinancers, especially at this time of year when home sales are seasonally fairly
slow to begin with. Currently about 90% of the mortgage volume is in refinancing and only 10% is for home purchases.
Going back to my earlier point, given the limited amount

of money available for these programs, loans that are _ _
used to purchase a house are a much more efficient | T Currently there are 1107 properties on the local multi-
way to support the housing market. Unlike refinancing, ple listing service (MLS). Of these, 220 are bank owned

purchases reduce inventories and support prices, properties
which in turn stem the decline in value of the collateral
for all outstanding mortgages. (Side Note: | thought
when the 30 year broke below 5%, it was a good time
to jump in and refinance so | did. While my situation
was a refinance, | am thankful to be lowering my
monthly payment, even if it didn’t help overall inventory
levels.)

1 In 2008, 849 properties were sold with an average of
132 days on the market

91 Rates for a 30 year mortgage have recently dropped below
5% but did you know that the average rate for the last 30
years is 9.2%?

A special thanks to Jack for helping me gather information for this story

What many want to know though is, “Will home prices
continue to fall?” With the actions the government is taking, we are seeing probably the first glimmer of increased hope.
Whether it is by making credit cheaper or more available or working on loan modifications, these programs will mean the
bottom in housing prices is likely to be higher in price, and likely to happen sooner than it otherwise would have. So, de-
pending on what comes out of Washington in the next few months, it's possible that housing could bottom out at the end
of 2009. While prices may stay flat for a while after they bottom out, the key is to make housing prices stop dropping.
Something everyone reading this should appreciate!

The PFP P.O. Box

Please know that we no longer have a P.O. Box address.
Most of you are probably aware of this but occasionally
we hear of something going there. Just for the record,
we discontinued the P.O. Box about five years ago but
some of you still have it on file. Please update your re-
cords! All correspondence should be sent to Pierce Fi-

nancial Planning, 33 Park Avenue West, Mansfield, Ohio On A Personal Note
44902. Michael intends to run the Capital City Half Marathon in
early May with his Dad who will be walking the course.

Please feel free to forward this newsletter to family, ~ Chanley will be spending a portion of the spring coaching

friend I If d lik to add th his son Colin’s soccer team. Fortunately for everyone in-
nends or colleagues. I you would like us 1o a em volved, Chan just learned that you are not able to use your

to the list, please send us an email or call the office.  hands in soccer.

They Said It

“While people should be enraged by the audacity of American International Group’s bonuses, those bonuses are truly small potatoes
when compared to the much more troubling problems surrounding the AIG bailout. Moreover, there are HUGE consequences to be
incurred from passing such a bill. Indeed, behind Congress’ latest legislative over-reach lies the law of unintended consequences.
Most importantly is the sanctity of contract law, not to mention the fact the proposed bill is retroactive. No wonder investors “stutter-
stepped” as they pondered the question, “How can any rational investor put money at risk when legislators are constantly changing
the rules of the game?!” Then there would be the collapse of tax receipts for cities like New York, as well as the “brain drain” when

talented professionals leave companies that have accepted TARP money, further amplifying the mess.
Raymond James Chief Market Strategist Jeff Saut speaking about the AIG Bonus scandal and Congressional action

The information contained in this newsletter does not purport to be a complete description of the securities, markets or developments referred to in this material. Any
information is not a complete summary or statement of all available data necessary for making an investment decision and does not constitute a recommendation. Any
opinions are those of Pierce Financial Planning and not necessarily those of RJFS or Raymond James. Past performance may not be indicative of future results.



