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A year ago we were hearing all about green shoots.  Analysts claimed to find them everywhere.  


Today, we never see the term.  In fact, there seems to be a growing malaise.  Just yesterday the 


first quarter’s Gross Domestic Product (GDP) estimate was revised downward a full half a 


percent, to 2.7 percent.  Pundits are depressed.  Our President and Secretary of the Treasury 


are telling the world that the United States cannot lead the world to sustained economic 


growth.  Our Vice President announced that "there's no possibility to restore 8 million jobs lost 


in the Great Recession."  Our stock markets are down and volatile.  Risk premiums have soared. 


What happened? 


Reality happened.  The green shoots were always ephemeral, the result of temporary 


government programs or spending.  We had housing stimulus programs.  We had Cash for 


Clunkers.  We had massive government spending increases.  We had foreclosure programs.  We 


had bailouts. 


The increased spending and the various programs had an impact.  Because of the way GDP is 


calculated, an increase in government spending results in an increase in GDP, but that is today’s 


GDP, not tomorrow’s.  Tomorrow’s economic growth is a result of investment today, 


investment in physical capital, technology, and human capital.  To the extent that government 


spending detracts from those investments, the growth we saw was cannibalized from the 


future. 


The housing stimulus programs similarly served only to change the timing of real estate 


purchases.  Sales fell when the programs ended. 


Some programs have resulted in temporary GDP growth, but were actually detrimental to long-


term economic growth.  The Cash-for-Clunkers program destroyed capital, as perfectly good 


cars were crushed.  The foreclosure prevention programs delayed the needed decline in home 


ownership rates.  The bailouts prevented assets from being transferred to more productive 


uses. 


None of the programs addressed the underlying problems of the current economic 


circumstances or paved the way for sustained economic growth.  The immediate problem was 


that businesses, consumers, and governments were over leveraged after September 2008’s 
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asset-value collapse.  The longer-term problem was insufficient investment, a result of years of 


credit-fueled consumption. 


What was needed was investment.  What was provided was more credit-fueled consumption.  


You might be able to borrow your way to prosperity, but to do that you better be investing the 


borrowed funds.  We didn’t do that.  Instead we used the government as a bank to increase 


consumption.  Credit-based consumption is not the way to long-term prosperity, regardless of 


who does the borrowing. 


Today, while sovereign default risks are significant and increasing, it appears that most of the 


decline in asset values has ended, but over-leverage is still with us.  Indeed, the increase in 


government leverage makes it more difficult to employ effective government intervention, 


government investment in productivity-enhancing capital and technology and investment tax 


credits.  Our options are more limited, but we do have one option that would provide 


immediate and sustained economic growth without increasing leverage.  That option would be 


a massive increase in immigration. 


The initial benefits of a new wave of immigration would be seen remarkably quickly.  Housing 


demand would increase, leading to renewed vigor in our real estate markets and the 


construction industry.  Our inner cities would be renewed, as they always have been by 


immigration waves.  New business formations would soar.  The tax base would increase, 


helping to fund debt repayment and baby-boomer retirements. 


Many would appose such an immigration increase.  They worry about increasing job 


competition and unemployment, crime, and even more demand on welfare programs.   


These fears are misplaced.  Criminals are easily sorted out by effective screening processes.  


People don’t migrate for welfare benefits, but if this is a concern, it is easy to deny immigrant 


access for some number of years after immigration.  Similarly, people don’t migrate to be 


unemployed, and unemployment benefits can be denied to immigrants.   


People migrate to more effectively use their human and physical capital, their technology, and 


their labor.  Effectively, immigration would provide new capital, technology, and labor.  This is 


exactly what we need, and it is free.  Immigration has served America well in the past.  It can 


serve us well today. 
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There is a lot of concern about the possibility of a second economic dip or W recession.  We 


don’t think that is the most likely outcome over the next few quarters, bit it is certainly 


possible.   


The world is a risky place today.  Sovereign default provides the greatest risk.  Several European 


countries could default on their debt over the next year.  Indeed, the failure of one country 


could lead to additional failures.  One or more defaults will likely result in financial-sector 


failure.  This would be similar to what we observed in September 2008.  Credit would become 


unavailable at any price, and the value of financial assets would collapse. 


Potential sovereign debt problems are not limited to Europe.  Japan continues to have very high 


debt and deficits.  Several U.S. states could also default.  A failure of an American state is likely 


to have impacts very similar to the failure of a small European country. 


We don’t believe that the failure of a country is the most likely outcome, however.  Instead we 


expect to see more international bailouts, just as we expect to see the federal government 


bailouts of several American states. 


Bailouts are inefficient, and they prolong periods of economic weakness.  Uncertainty and risk 


premiums remain elevated, holding investment to a minimum, limiting short-term and long-


term economic growth. They also leave a hangover of debt, which also limits future growth. 


Given these risks, the still-over-leveraged businesses and consumers, and the weaknesses of 


our financial institutions, investment is likely to remain subdued in coming quarters, serving 


mostly to replace depreciated or obsolete assets.   


It is increasingly clear that continued consumption through government borrowing is a failed 


stimulus policy, and industry-targeted programs such as the Cash-for-Clunkers and new home 


tax credits serve at best to only change consumption timing.  The result appears to be a 


growing reluctance to initiate new government programs or spending.  This combined with the 


contraction of state and local governments implies that the government sector could become a 


negative for future quarters’ economic activity. 
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Millions of consumers have been unemployed for months, and many of those still working are 


uncertain about their future employment.  Millions of American households, employed and 


unemployed, remain over-leveraged.  Those with the income are attempting to pay down debt, 


and reduce consumption in the process.  Thus, the consumer is not likely to soon be a source of 


rapid economic growth.   


While some Non-European economies are seeing economic growth, Europe’s weakness limits 


the capacity of exports to generate robust economic growth. 


We’ve excluded government, investment, consumption, and exports as sources of rapid 


economic growth, and those are our only possible choices.  We are left with little reason to 


believe that the United States economy will experience robust economic growth in the near 


term.  We expect to see growth, but it will most likely be slow growth, with persistent high 


unemployment.  The growth will also likely be uneven, with large variances between regions 


and industries. 


That said, our situation is not as dismal as the Administration is currently depicting it.  We 


certainly do retain the capacity to lead the world in economic recovery, and we probably will.  


We will replace the 8 million jobs lost in the recession.  It just may take longer than we would 


like. 


Indeed, there is some possibility that economic growth could accelerate dramatically.  This 


would most likely be accomplished by rapid strengthening of real estate values followed by 


increased construction.  Such a scenario can be constructed, and we hope to see it, but our 


models don’t lead us to expect strong real estate markets within the forecast horizon. 
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Finally we have some good news to report regarding the U. S. housing market.  Recent data 


suggest that the worst is behind us.  Nationally, the median price of an existing home increased 


for two consecutive months.  That has not happened since June and July 2006.  The decline in 


May home sales is, we believe, solely due to the expiration of tax credits.  Even with the decline 


May 2009 home sales are 19.2 percent higher compared to May 2008.  Foreclosure rates, while 


high, have started to decline.  Taken together we view this as positive momentum for the 


housing market. 


 


As the graph below shows, median home prices in the U.S. have increased for two consecutive 


months.  To be sure the increases are not significant.  Median home prices increased 3.5 


percent in April and 2.7 percent in May.  What is important here is not the magnitude of the 


increase.  Rather it is the fact that home prices have increased for two consecutive months.  


This suggests to us that prices are beginning to stabilize. 
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Home sales paint an even better picture of the market.  It is true that existing and new home 


sales fell in May.  However, we believe that the decline is solely due to the expiration of home 


buyer tax credits.  The same phenomenon occurred at the end of 2009 when the original home 


buyer tax credits expired.  We expect home sales to recover in the coming months. 


 


If we take a broader view we see that home sales, even after the May decline, are up 19.2 


percent compared to last year.  On a year-over-year basis, home sales have increased every 


month since July 2009.  This is certainly good news.  It should be noted that while home sales 


are increasing they are well below their 2005 – 2006 levels. 


 


 
 


Foreclosures remain problematic in some areas of the country.  In total, the percent of all loans 


in foreclosure continues to increase.  Nearly five percent of all home loans in the U.S. were in 


foreclosure at the end of Q1 2010.  While tragic and well above historical norms, foreclosures 


are not affecting all markets equally. 
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For the most part, foreclosures are a problem for the so called “Sunshine” states of California, 


Arizona, Nevada, and Florida.  Together these states have the bulk of all foreclosures in the U.S.  


Areas that experienced a significant building spurt during the boom, like the Sunshine states, 


are the most suspectible to the foreclosure problem.  Too many homes were built and sold at 


elevated prices in these markets. 


 


 
 


The relatively high foreclosure rate in parts of the country continues to put pressure on new 


construction.  In April 2010, the last month for which we have data, the seasonally adjusted 


annual number of single family permits was a mere 502,000.  For comparison, over one million 


permits are usually awarded in the U.S. during normal times.  Although low, this does represent 


an increase from the depths of the housing crisis, when permits bottomed out at 350,000. 
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The dearth of new construction is closely related to foreclosures.  Markets that are 


experiencing high foreclosure rates are also experiencing historically low new construction.  The 


abundance of empty, recently constructed homes has negated the need for more homes. 


 


What can we expect over the next twelve months?  First, we expect prices to remain flat.  We 


envision a scenario where prices bounce around their current levels.  Some months prices may 


rise a bit while in other months prices may fall a little.  Sales are likely to continue their slow 


upward trend.  We do not expect to see large increases in home sales.  Instead, we expect sales 


to rise slowly and gradually over the next twelve months. 


 


Foreclosures are likely to remain high in the “Sunshine” states.  Recent data point to a 


disturbing trend in these markets.  It appears that consumers who purchased homes at the 


peak are now walking away from those homes, even if they can afford them.  The loss in equity 


is just too great.  These consumers are looking at the prospect of paying for an asset that will 


take years to recover. 


 


Markets that experienced a gradual build up during the boom are likely to recover much faster 


than areas that built up rapidly.  Communities with smart growth strategies have not felt the 


tremendous pressure of the foreclosure crisis.  This is not to say that these communities will 


experience a rapid and robust recovery.  Instead, we believe these areas will emerge first from 


the housing crisis. 


 


New construction is likely to remain low for the next twelve months.  This is particularly true in 


areas with high foreclosure rates.  In these markets housing supply exceeds demand.  Even 


areas with manageable foreclosure rates will not see a significant increase in new construction.  


Weak demand and tight credit markets will likely keep new construction subdued in these 


markets. 


 


Commercial Real Estate 


Weak economic conditions continue to negatively impact commercial real estate.  Commercial 


real estate is intricately tied to the overall economy.  During prosperous periods commercial 


real estate performs well.  These periods are characterized by low vacancy rates, high lease 


rates, rising prices and new construction.  Of course, the opposite is true as well.  Commercial 


real estate performs poorly during economic downturns. 
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Additionally, commercial real estate metrics are lagging economic variables.  When the 


economy moves from boom to bust vacancy rates, lease rates, and other commercial real 


metrics do not fall right away.  It takes time for the downturn in economic activity to affect 


commercial real estate.  The same is true when the economy switches from bust to boom.  It 


takes time for a healthy economy to affect commercial real estate.  We are currently dealing 


with this phenomenon, especially so since the economy is arguably not that “healthy” yet.   


 


Economic activity is increasing in the U.S.  Unfortunately, commercial real estate has yet to reap 


any benefits.  Some of this is due to the lagging nature of commercial real estate.  More 


importantly, the recovery has been weak and this tends to delay improvements in commercial 


real estate.  Companies remain hesitant to expand and take on additional risk.  Instead, they 


are waiting for more positive signs of economic recovery. 


 


According to the Institute of Supply Management, the manufacturing sector expanded in May 


2010.  This was the tenth consecutive month of expansion.  This bodes well for the industrial 


sector.  A growing manufacturing sector will begin to absorb unused industrial space.  Over 


time this will translate into lower vacancy rates and higher lease rates. 


Consumer consumption is increasing.  In fact, consumer consumption has increased for three 


consecutive quarters.  This is good news for the retail segment as this segment has really been 


hurt by the decline in consumer spending.  Most retailers, the exception being discount 


retailers like Wal-Mart, have seen sales fall dangerously low.  Increasing consumer consumption 


will help to alleviate this problem. 


A word of caution is necessary.  Internet sales continue to compete with traditional retailers.  


The retailers most susceptible to this shift are video and music stores.  The internet continues 


to play a larger role in these products.  The advent of Netflix and iTunes are just two examples 


of internet retailers who have gained market share at the expense of traditional retailers.  


Traditional brick and mortar retailers in these industries are likely to face more competition 


from their internet competitors. 


The office market is likely to remain weak during the next twelve months.  High unemployment 


caused by a jobless recovery does not bode well for the office market.  Instead of hiring new 


workers and expanding, companies are squeezing more productivity out of their current 


workforce.  As a result, we expect the office market to remain weak. 
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Weak conditions throughout the commercial sector have negatively impacted construction.  


The American Institute of Architects billing index remains below 50.  Any reading below 50 


indicates a decline in billings.  This leading indicator suggests that construction remains weak.  


Considering the amount of vacant space across all commercial segments we are not surprised 


by this reading.  At the moment supply is greater than demand.  When this occurs there is little 


need for new supply. 


Prices for commercial real estate subdued.  High vacancy rates and low lease are not attractive 


to most investors.  A lack of available credit is also at work.  Prospective buyers have found it 


difficult to secure funding.  Considering that banks remain weak we expect this condition to 


prevail through 2010. 


In general, commercial real estate markets continue to suffer.  While there are some bright 


spots, the news is not overly optimistic.  We expect all segments in the commercial segment to 


underperform in the final two quarters of 2010. 
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We remain bears in the United States economic forecast business.  Our revised forecast has real 


GDP growth 150 basis points under the Wall Street Journal consensus in the third and fourth 


quarters of 2010.  We are also softer than consensus in 2011 but more to the tune of 100 basis 


points.  Why are we so dour? 


  


United States Economic Growth Rates: CERF vs. Consensus 


    2010 Quarter 1 - 2011 quarter 4 


            


  2010   | Qtr 1 | | Qtr 2 |  | Qtr 3 |  | Qtr 4 | 


   CERF     3.0      3.0      1.5      1.5 


   WSJ     3.0      3.6      3.0      3.0 


 


  2011   | Qtr 1 |   | Qtr 2 |  | Qtr 3 |  | Qtr 4 | 


   CERF     2.0      2.1      2.3       2.5 


   WSJ     2.9      3.0      n/a       n/a 
 


   Units: seasonally-adjusted annualized growth rates 


   CERF: Center for Economic Research & Forecasting, CLU 


   WSJ: Wall Street Journal June 2010 Survey of 55 forecasters 


            


 


Our GDP forecast is bottom up from the expenditure components.  Our consumption forecast is 


likely to be weaker than consensus but I cannot confirm this as GDP-component consensus 


forecast breakdowns are not available.  We forecast a reduction in real consumption growth in 


quarters 2 and 3, bottoming out at 2.1 percent in quarter 4.  Our quarter 2 forecast of 2.6 


percent could be high given the revised GDP data out today and the dismal May retail sales 


result.   
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Our Investment expenditure forecast is built bottom-up from its components.  We forecast 


inventory investment by looking at high frequency sales, inventories, orders, and inventory to 


sales ratios for retail and manufacturing.  While inventories remain low, retail sales were quite 


weak in May.  This weakness, especially if June and July retail sales are weak, could feed into 


less aggressive inventory level targets by the third quarter.  The less aggressive inventory level 


targets would slow the growth of inventory investment flows that have been occurring since 


the third quarter of 2009.  The improvement of $50 billion that occurred in 2010 quarter 1 


would diminish to about $26 billion in 2010 quarter 2 and about $10 billion in 2010 quarter 3.  


Beginning in the first quarter of 2011, inventory investment will begin to fall. 
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As Kirk explains in his real estate essay, we expect that commercial real estate will remain soft 


for some time, lagging other parts of the barely functioning United States economy.  Non-


residential structures investment experienced a double-digit negative growth rate in quarter 


one and our forecast maintains negative growth rates through the end of 2011.   


Residential real estate is probably not in much better shape than commercial, despite the fact 


that it declined much earlier than commercial.  (Commercial real estate investment turned 


negative in 2008 quarter 2 while residential real estate investment turned negative in 2006 


quarter 1.)  Despite the fact that residential has been negative for 2 of the last 17 quarters, we 


believe that it cannot rebound with any strength due to a still large overhang of distressed sales 


and an over-supply of housing in certain markets.   
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Equipment and software investment has been strong for 2 quarters.  We expect this strength to 


continue for the remainder of the forecast horizon.  This is the strongest component of the 


expenditure decomposition of GDP.  While this is good, it is not large enough by itself to imply 


rapid GDP growth. 
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Our trade forecast, imports and exports, essentially balance each other through 2011, leaving 


real net exports largely unchanged.  Imports fell a bit in quarters 1 and 2 of 2010 for the same 


reasons that domestic consumption did, and exports subsided a bit during that time due to 


problems in Europe and its impact on trade.  
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The final GDP component, Government expenditures, is not expected to grow during the 


forecast horizon.  This is despite some expected growth in Federal expenditures.  State and 


local government expenditures are sixty-percent of the Government portion of Gross Domestic 


Product.  While Q1 2010 Federal government spending rose by an annualized inflation-adjusted 


rate of $3 billion, State and local government spending fell by $15 billion.  We expect these 


kinds of State and local government spending declines to occur in each remaining quarter of 


2010, and 2011 will not be much better. 


From a sectoral view of the economy, there is growth in healthcare, international trade, and 


manufacturing; however these are not enough alone to generate overall GDP growth.  Most of 


the other sectors in the United States remain too weak to generate growth.  As well, the growth 


in international trade and manufacturing is low-job-generating growth due to technology and 


capital deepening.  This jobless growth weakens overall growth because household sector wage 


and salary growth will remain low, keeping a lid on consumers’ tendency to spend. 
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While there was a temporary pop in job growth due to Census hiring in April, May, and possibly 


June, this will disappear, weakening job growth.  Job growth will not exceed one percent until 


the end of 2011.  The weakness in the later half of 2010 and 2011 is due in part to expected 


state and local government job cuts as those entities deal with their constitutionally mandated 


balanced-budget requirements.  As a result, the unemployment rate will remain high, still 


above 9 percent at the end of 2011.   


Wealth growth is expected to remain weak through 2011 due mostly to weakness in real estate.  


Since wealth is an important driver of consumption expenditures and consumption is a large 


component of GDP, we expect relatively low economic growth.  This brings us back to where we 


started, with slowing consumption growth.   
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