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The Federal Reserve Bank is desperate to create inflation.  By inflation, one can read 

“rising asset prices.”  Rising asset prices are the key to easing the pressure from this large 

debt overhang.  Specifically, rising housing prices would bail out underwater mortgages.  

This in turn would ease write-downs of loans at the banks and enable the banks to lend 

more to grow the economy.  Long term, policies need to encourage the reduction of the 

debt overhanging the system, but right now, the economy needs to be reflated. 

 

Housing prices are the lynchpin, but solving this problem is not an easy task.  Although 

home prices have been rising since February, prices have recently slowed down and are 

dangerously close to declining again on a national basis.  There are many problems to 

overcome.  First, the huge debt burdens make the consumer reluctant to take on more 

debt to buy a home.  Second, with the large number of potential foreclosures, any 

increase in price or activity will lead to an increase in supply as banks attempt to unload 

homes where payments have long since ceased.  Supply rises once the price has risen 

above the mortgage amount.   Replacement costs for houses are now higher than buying 

an existing home, decreasing housing starts.  Unfortunately, housing starts are already at 

a low not seen for decades so this is already in the mix.  The best one can hope for is a 

slow, labored rise in sales and prices. 

 

Housing prices have been recovering since February and the supply for sale has declined 

about a third of the way back to normal levels.  Price gains have recently slowed to a 

crawl, but rents are now stabilizing in commercial and residential properties.  Several 

large banks have just announced a moratorium on foreclosures and this should mitigate 

short term pressure on prices.  Keeping mortgage rates low and slowly releasing the 

supply of foreclosures should help.  Expanding the credit worthy ranks, turning non-

performing loans into performing loans and generating housing demand are all a function 

of job growth and pay raises. 

 

Job growth is closely linked to an improvement in the housing market.  If an unemployed 

worker, who has defaulted on their mortgage, gets a job, payments can become current 

again and the bank can eliminate the need for a foreclosure.  Job growth creates 

household formation as young people enter the market for housing.  This in turn increases 

rents, making a home purchase a more viable alternative.  Rising consumer income bids 

up prices of goods, stimulating demand, which creates more jobs.  Rising home prices 

also positively affect consumer psychology, increasing consumer spending and economic 

activity. 
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Job growth is therefore the key to economic growth, as well as asset price recovery.  The 

two are interconnected.  Job growth, however, has been sluggish.  The good news is that 

announced future layoffs at major corporations are now at a very low level.  Initial 

Unemployment Claims has started to resume its downtrend.  Still, corporations seem to 

be balking at hiring people, in spite of their unusually strong financial condition.  Why is 

this? 

 

Companies are timid.  They worry about the tepid recovery sliding into a double dip 

recession.  They worry about ObamaCare costing them additional health expenses, about 

card check, about rising taxes on their income and other legislative initiatives that may 

not come to pass but ones that are talked about.  No one fully knows what is in the Health 

Care bill.  No one knows what the tax rates will be next year for capital gains, income or 

estates.  The financial uncertainties exceed the reality, but at this point businesses beg for 

clarity.  On that front, Republican gains in November at least point to a more centrist path 

in policy.  Still, the political landscape is a dense fog. 

 

Large banks report that they are getting paid back as faster than they can create new 

loans, such that their net loan portfolios are still shrinking.  Those who want to borrow 

can’t, those who can, won’t.  The government is angry at banks for making irresponsible 

loans in the past, forcing banks to tighten their lending standards and increase their 

capital accounts.  The government then berates banks for not greasing the economic 

wheels with more loans.  They, like insurance companies, health care companies, and 

others have been highly criticized by Washington.  They act like a deer in the headlights, 

resulting in fewer jobs. 

 

The Fed has not given up.  Enter QE2, no, not the Queen Elizabeth ocean liner but the 

second round of Quantitative Easing.  The Fed will buy securities, other than Treasuries, 

effectively lending directly where the banks are lagging.  I am reminded of Bernanke’s 

famous speech in 2007 when, upon being criticized by Wall Street for not responding to 

the credit crunch, said he would not fly up in a helicopter, dropping money out the 

window.  Two weeks later the Fed was in panic, forcing interest rates down at breakneck 

speed.  I got an email from a critical trader exclaiming, “Helicopter Pilots, start your 

engines.”  Now the Fed has expanded its balance sheet several fold.  The money forced 

into the system is unprecedented, but this only affects the cost of money, not behavior.   

 

Quantitative Easing is the order of the day.  This has driven interest rates down to record 

lows and will hopefully stimulate the economy and job growth.  It has ballooned money 

supply but the turnover or velocity of money has declined to offset that, resulting in low 

economic activity and low inflation.  Remember, the Fed’s purpose is to raise asset 

prices.  Well, commodities are off and running as evidenced by the high price of gold.  

The stock market is beginning to feel the effects of this excess cash.  Alan Greenspan 

declared that as the market rises, the wealth effect might stimulate retail spending by the 

middle class.  Housing remains the last asset that is relatively unaffected.    
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Stock Mutual Funds have had only outflows for months while money has flooded into 

Bond Funds.  We are entering a seasonal period of Stock Mutual Fund inflows and it 

appears things might be changing since quality bond yields have been beaten down to 

nothing.  Job numbers also point to a pickup in hiring over the near term, and if job 

growth picks up and the economy starts to accelerate, investors will finally return to 

equities with a vengeance.  One fund manager said that if the economy doesn’t respond, 

the Fed increase in Quantitative Easing will force money into the stock market, due to 

lack of alternatives, and stock prices will rise.  The Fed won’t stop until this flood of 

money has its desired effect. Either way, short to intermediate term, this market goes up. 


