
 

 

 

 

 
 

 

 

 

 

What a difference a year makes!   
 
 
 
The S&P 500 has gone from about 800 to about 1200.  401k’s that went to 201k’s are now back up 
to 301k’s.  Home prices are up.  The recession is over.  So everything is fine, right?  Well, 
hopefully.  We look at what is driving the economy and earnings to try to get a glimpse of where we 
are headed. 
 
Consumer spending is rebounding from its depths a year ago.  Even malls are starting to perk up.  
The inventory rebuild that started last year is generating more income and jobs and that income is 
being spent which helps the economy recover. 
 
JPMorgan did a study which showed that the top 10% of income earners account for more than 
40% of aggregate US spending.  This top 10% probably has a significant amount in the stock 
market as well.  The run from 800 to 1200 in the S&P 500 has no doubt rekindled the spending of 
this group.  There is probably some pent-up demand now that we are 2.5 years away from the 
stock market peak.  The Wall Street bonuses in December probably helped as well. 
 
We believe it is this high earner group that is causing consumption to do better this cycle than the 
past two cycles in 2001 and 1991.  Why?  Well, income growth is actually weaker than the past 
two cycles.  Real income less government transfer payments is up only marginally (see below).  So 
most consumers do not have extra income to spend. 
 
Some increase in consumption could be due to lower mortgage interest costs.  30 year mortgage 
rates were under 5% for much of last year and many people refinanced their mortgages.  This 
lowered interest expense and may have increased consumption. 
 
Much of the growth in consumption is coming from a decrease in savings.  The Personal Savings 
Rate decreased from 4.7% to 3.1%.  This drop in saving is a similar magnitude to the increase in 
consumption.  The savings rate does not take into account changes in wealth.  As the stock market 
goes up, people with these assets feel wealthier, consume more and save less.   
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In the past decade, people could consume more and save less because another large asset was 
growing in size, namely their house.  While home prices have increased over the past year, many 
are still upside down on their mortgage.  We are not seeing a cash-out refi wave driving spending.   
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So it looks to us that this improvement is largely wealth effect spending by top earners driven by 
stock market increases.  Is this sustainable?  Perhaps.  If the group that accounts for 40% of 
spending consumes out of wealth and employers begin hiring and aggregate income grows, this 
could become self sustaining.  This is not how we usually get out of a recession, but it is possible.  
Certainly this is what the Fed is hoping for and actively encouraging.  Since this is not what usually 
happens, it is hard to handicap the outcome.  It is also difficult to forecast how long this continues 
and how strong the rebound could be.   
 
What usually leads us out of Recession? 
 
What usually happens when a recession ends is that interest rates are low which incents people to 
buy big ticket items (durables) with debt.  This has not happened yet.  Housing, and all that goes in 
to a house are the largest beneficiaries.   
 

 
 
Home purchases are back to 1997 levels (seasonally adjusted) even though mortgage rates are at 
generational lows.  Auto sales, while off their lows are still at very low levels.  This is with generous 
incentives in March.  The market is betting that we are taking off from the bottom like a normal 
recession.  12.2 million sales is the replacement rate. 
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According to recent polls, economic forecasters expect strong home price increases over the next 
couple of years.  This will bail out the banks from the toxic mortgage paper they hold on their 
balance sheets.  This has already led to strong stock price moves in the national banks and 
regional banks as well as mortgage insurers and brokers.  So all is great, right?  Well let’s look at 
what is driving this. 
 
Foreclosure sales tend to sell for about 20% less than homeowner organic sales.  Some of this has 
to do with the condition of distressed sale homes and some of it is related to the bank just wanting 
out while the homeowner can usually wait longer for its price.  As you can see below the distress 
share of home sales peaked in Q1 of 2009.  That is the same time that foreclosure moratoriums 
and government programs like HAMP were active or began.  The purpose of these programs was 
to limit the number of foreclosure sales and let home prices recover so bank capital would not get 
written off and banks would stay solvent and lend again. 
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The government programs were largely successful in stopping the fall in home prices.  Look at the 
stress tests done in Q1 2009.  Home prices have performed much better than was forecast by the 
two scenarios below.  The Fed bought about $1.5 trillion of Fannie, Freddie and Treasury paper to 
keep mortgage and interest rates low to prop up home prices and get prices rising again.  The 
government also gave first time homebuyers a credit if they bought a home.  Actually this acted 
like a 0% downpayment loan as the credit was the downpayment.  All of these programs stopped 
the home price fall and even got home prices rising again and forecasters expecting more 
increases for the next two years. 
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However, the impact of those programs is decaying and the programs themselves are ending.  
Furthermore, the HAMP program has caused a larger problem by creating a large backlog of 
foreclosures.  It is rumored that Bank of America will do over 6 times as many foreclosures in 2010 
than in 2009.  You can see from the Distressed Sales chart that the distressed sales percentage is 
rising again.  With distressed sales putting pressure on home prices, we question the forecasts for 
rising home prices.  Note also that the First American CoreLogic Home Price Index (above) has 
actually begun to decline again.  So has the RPX home price index. 
 

RPX Home Price Index 1/1/01 – 2/5/10 

 
 
We are a credit based economy.  Credit growth is important and responsible for much of our 
economic and earnings growth over the past 30 years.   Credit growth has turned negative due to 
collateral prices falling.  There is less collateral to lend against as well as less bank capacity to 
lend and less consumer demand for borrowing. 
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We are also heading into another period where teaser loans, created 5 years ago, are reset.  
These are higher FICO score loans that are now largely underwater.  We will see what effects 
these will have in the 2d half of this year. 
 
We believe that borrowers demand for credit and banks ability to lend both need to increase to see 
a strong sustainable recovery.  Perhaps wealth effect spending has started  the ball rolling and the 
subsequent employment growth will keep the ball rolling and we will continue to see a sustainable 
recovery.  That is what we will be watching for. 
 
Going forward we intend to find strong companies that are undervalued and have exceptional 
appreciation potential.  We will also keep one eye on controlling risk.  We expect continued market 
volatility and will position the fund accordingly.  We are grateful to have thrived so far in this 
environment and will continue to execute our strategy.  
 

Best regards, 

 

 
 

Thomas H. Forester 

CIO and Portfolio Manager 
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For more complete information on the Forester Funds, including charges and expenses, obtain a 
prospectus by calling 1-800-388-0365 or visiting www.forestervalue.com. The prospectus should 
be read carefully before investing.  
 
 
The foregoing does not constitute an offer of any securities for sale. Past performance is not indicative of future results. The views 
expressed herein are those of Thomas Forester and are not intended as investment advice. 
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