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US: Gauging the potential from a turn in housing

e Along with the US economy moving out of recession, signs of stabilisation in the
housing market have emerged. The correction in housing activity over the past three
years has taken both construction activity and home sales substantially below any
long-term sustainable level. We believe that a turnaround in sales and residential
construction is on the cards for H2 this year and home prices are likely to follow.

o Housing fundamentals have turned considerably more positive over recent months.
Affordability is close to an al-time high, construction as a percent of GDP is at its
lowest level since WWII and the inventory of new homes for sale has dropped below
its long-run average. Given our expectation that job growth will be back in the black
by year-end, the backdrop is thusin place for arebound in housing.

o We expect home sales to recover back to the underlying trend over the coming six to
eight quarters, and residential construction to turn from a considerable headwind to a
modest tailwind. Prices are in the process of bottoming and we look for positive
growth in 2010. Unless home sales turn out stronger than we anticipate, we don’'t
envisage much of an increase in house prices in 2009 though.

o Lagged effects from the plunge in household net wealth caused by declining home
prices will continue to weigh on consumers through 2010, but at a diminishing rate.
This leaves the overall contribution to growth from housing at 0.2-0.3pp AR in each
of the coming six quarters compared to an average drag of 1.5pp over the past three.

Don't disregard a turnin housing

The burst of the housing bubble and the subsequent plunge in home sales and residential
construction has had severe consequences for the US economy. Households have seen the
value of their housing assets shrink by more than USD 4000bn since the peak in late
2006. This in turn has fuelled major losses in the financial sector and a ramp-up in the
household savings rate. On top of this, residential construction, which at the peak
accounted for 6.3% of GDP, has shrunk to a mere 2.4% of GDP in Q2 2009, subtracting
on average 1% AR each quarter from GDP growth over the past three years. A turnaround
in housing activity and prices will thus remove a significant drag on the economy and a
major factor of uncertainty for both the financia sector and US households.

While housing cycles are generaly long, the current downturn has been unusualy
protracted. The boom in the housing market resulted in a relatively large overshooting in
investment, home sales and prices, but over the past quarters, this overshooting has
reversed into a general undershooting. A turnaround in the housing market is thus on the
cards, and once the rebound materialises it has the potential to be hefty.

Indeed, the latest housing market data has been encouraging. New home sales have risen
30% from the bottom in March this year, existing home sales are up 4% and the latest
Senior Loan Officer Survey showed an increase in demand for prime mortgages for the
second quarter in arow. Furthermore, the two major home price indexes that we track, the
S& P/Case-Shiller national and the FHFA purchase only, have shown sequential increases
in June.
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Signs of stabilisation in home prices...
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Pent up demand coming on stream

Theinventory of new homes for sale skyrocketed from 2004 to 2006, far overshooting the
long run average, but since then, a gradual correction towards more reasonable inventory
levels has been ongoing. In order to get rid of the excess inventory of new homes, supply
has to fall short of demand for a period of time. This implies that new home sales have
outpaced housing starts. This has been the case for the last two years and the correction
has now brought the inventory of unsold new homes below its long run average. With
very lean inventories, a pick-up in demand for new homes or even a stabilisation would
thustrandate into alift in “production” of new homesi.e. residentia construction.

. L . A fast run down in inventories as the pace of supply falls short
Demand for prime mortgages is rising again
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Fundamentals are generally positive for housing demand. The worst of the impact from
the credit shock is behind us, house prices are a a low level compared to income and
mortgage rates are relatively low. Nevertheless, home buyers have to a large extent stayed
on the sideline and home sales are stuck at depressed levels. Total home sales have
grossly undershot the level implied by our simple model based on mortgage rates,
unemployment and growth in real compensation. This suggests that a recovery in salesis
on the cards once consumer home-buying sentiment turns more favourable.
Improving housing fundamentals has encouraged buyers to With employment growth back in black by year-end, home
step off the sideline sales should recover
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In our view, the fina catalyst for getting pent-up housing demand on the market is a
stabilisation in the labour market. We expect this to materialise by Q4 this year as GDP
growth recovers to above trend. Given our expectation of a turnaround in the labour
market and assuming that mortgage rates follow the trend in government bond yields,
implying an increase of 100bp over the course of next year, home sales should return
gradually to trend sales of around 7 million AR by late 2010 from the current level of 5.1
million AR. This implies a significant rebound in new home sales and consequently in
residential construction in the coming quarters. Assuming that new home sales adjust to
trend sales over the next two years, this implies growth rates of on average 35% g/q AR
for the next eight quarters. The potential from a turnaround in the housing market is thus
substantial.

The longer run outlook for residential construction looks favourable as well. A general
feature of housing cycles is that they are mean-reverting. This follows from the fact that
there is a natural demand for new homes from demographics, i.e. population growth, and
replacement of housing units lost from demolition, damages, conversions and other
changes. New household formation in the US runs at around 1.4 million annually and
demoalitions around 600,000 per year, according to the US department of housing and
urban development. Around 500,000 housing units are derived annually from other
sources than construction which implies that 1.5 million housing units annually need to
come onto the market in order to keep the stock of housing units per household constant.
Thisisfar below the current pace of housing starts at 580,000 units annually.

Residential investment as a percent of GDP is far below the
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Another way to gauge the underinvestment in housing isto look at the value of residential
investment as a share of nonfarm GDP, referred to as the residential investment ratio.
This measure is now at its lowest level since WWII and has fallen far below the 30-year
long run average. The mean reverting properties of the investment cycle means that the
distance between the current investment ratio and the long-run average is able to explain
at least some of the variation in residential construction. Currently residential construction
will need to increase by 84% from its current level in order to get the investment ratio
back at itslong-run average.
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Residential investment ratio deviation from long run average . . . ..
A rebound in residential construction is on the cards
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A simple model based on this distance, the change in unemployment and the change in
mortgage rates suggests that residential construction growth should increase to 20% yly
by Q2 2011. This is a somewhat more gradual adjustment than implied by new home
sales.

Using the information from both models and taking into consideration that tight credit
conditions is likely to remain constraining on the construction sector for some time yet,
we expect residential construction to increase by 12% g/q AR in Q3, by 35% in Q4 and
gradually decline to 20% g/q AR thereafter. Already in the current quarter residential
construction should thus turn from a significant drag on growth of on average 1% AR per
quarter over the past three years to a positive contributor. The boost to growth should rise
to approximately 0.8-0.9pp AR in Q4 and Q1 next year and stay at 0.5-0.6pp for the
remainder of 2010.

Home prices to follow with alag

Historicaly, the pace of home sales and house prices has been closely correlated. It is
however not the absolute level of home sales that matters for prices but rather the
deviation from trend sales. Home sales should trend upwards over time to keep up with
the growth in households and the housing stock. In order to get upward pressure on real
house prices, home sales need to rise at a pace close to or above this underlying trend.
Even though we expect the recovery in home sales to continue in the coming months,
home pricesislikely to follow with alag.

The historical relationship between total home sales and real house prices implies that a
return to trend sales by end 2010 will be accompanied by a 1.25% annua growth rate in
real prices corresponding to 2.5% y/y growth in nominal prices.

Currently, house prices are in a bottoming process and we expect that to continue
throughout this year. Unless home sales recover even faster than we expect, we do not see
scope for amajor increase in home prices this year though. An additional factor which is
likely to weigh on home prices for awhile yet is the elevated inventory of existing homes
for sale and the continued rise in foreclosures and distressed sales.
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Home prices to start growing again as we get closer to 2010 House prices and Danske Banks forecast
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Housing headwinds turning
The most direct impact on GDP growth from changes in house prices comes trough the
wealth effect on private consumption spending. Generally, consumers adjust to changes
in their net wealth very gradual and the negative impact on consumer spending from the
house price bust has only just peaked. Looking forward, although house prices are set to
rise by year end, the impact on private consumption will be negative throughout 2010.
Importantly though, the drag on growth will diminish from here.
The rebound in residential construction will remove a significant drag on GDP growth
which has been in place for three years now. We expect the contribution to growth to turn
modestly positive in Q3 this year and provide a boost to growth of app 0.8-0.9pp g/q AR
in Q4 and Q1 next year fading to a boost of around 0.5-0.6pp through the rest of 2010.
Overall the housing market will turn from a significant drag, subtracting 1.5pp AR from
overall growth on average over the last three quarters, to a modest tailwind adding around
0.2-0.4pp AR to growth from Q4 this year and throughout 2010. This measures the direct
effect on GDP growth but on top of this, a stabilisation in the housing market will remove
alarge factor of uncertainty from households and banks balance sheets. While the direct
effect on GDP is difficult to quantify it will most certainly have positive spill-over effects
on the broader economy.
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