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The economy will man-
age just enough positive
growth through the sec-
ond half of 2009 to allow
for home prices to ap-
preciate between now
and year-end.

The argument as to
whether the economic
landscape shows “green
shoots” or is still a brown-
field is, to my thinking,
beside the point. Many
indicators lead, many lag,
and their timing relation-
ship with the economy
changes some with each
cycle. To be clear, con-
sumption and production
data have yet to turn up
broadly enough or even
narrowly enough for that
matter to suggest recovery.
A slower pace of decline is
a positive development
but it isn’t positive growth
and changes in economic
activity during a recovery
have a plus sign in front of
them.

My view on most eco-
nomic forecasts is that the
bias is to look for growth
in all the usual places, es-
pecially where the collapse
had occurred, and look
forward from there. In
truth, it is impossible to
tell in advance where the
drivers of growth are go-
ing to be — no one would
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have forecast hi-tech in
1992 or single-family
homes in 2002. The model
that Pangea has developed
is driven by interest rates,
yield curves and credit
spreads. Markets signal
first the economy’s direc-
tion — fundamental data
naturally lag. If Chairman
Bernanke et al had under-
stood credit markets a bit
better in August 2007 the
extent of the negative
spasm in the economy
might very well have been
mitigated.

Monetary and fiscal policy,
yield curves, credit
spreads, inventories, and
the price of oil suggest
that the worst is behind us
and an upside is about to
begin. The recent rise in
oil prices is particularly
telling. As the chart on the

next page illustrates oil
price spikes precede reces-
sions and recoveries begin
when falling oil prices sta-
bilize and start rising. De-
lays and revisions in fun-
damental data conse-
quently turn current mar-
ket oil prices a leading
indicator.

There will not, however,
be a “V” shaped recovery.
If there has been one con-
stant since the 1980-82
recession it is that it takes
longer than expected for
recoveries to ramp up em-
ployment growth.

As for what drives the
coming recovery, now that
the historic twin engines
of expansion — autos and
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Economic Overview contd

homebuilding — are sidelined, look
for a cheaper dollar.

It is hoped that a cheaper dollar will
generate growth through import sub-
stitution as well as growing the export
sector. This potential source of
growth becomes all the more impor-
tant because consumption will grow
more slowly with households fright-
ened into saving and the collapse of
asset prices keeping debt onerous and

avenues for new credit closed..

The critical dollar relationship that
needs to change is with the Chinese
Yuan. Think of it not so much as dollar
depreciation but East Asian currencies
revaluing to the dollar to the extent that

their trade surpluses would indicate.
Keeping their currencies too cheap to
the dollar is how China and the rest of
East Asia ended up holding too many
dollar assets in the first place.

Baseline Forecast

2008 2009 2010 2011 2012
YearEnd-Over-YearEnd Percent Change
Personal Income (After-tax) 2.2% 5.0% 3.9% 3.8% 3.7%
Consumption -1.1% -3.8% 1.4% 2.0% 2.6%
Consumer Prices (x food & energy) 1.7% 1.5% 1.6% 1.7% 2.1%
Employment -2.8% -3.6% 1.0% 1.6% 2.0%
Year End Levels
Fed Funds 0.2% 0.3% 1.5% 3.0% 3.8%
2-Year Treasury 0.8% 1.5% 2.6% 3.7% 4.5%
10-Year Treasury 2.4% 4.3% 4.8% 5.2% 5.5%
Mortgage Rate* 5.3% 6.0% 6.4% 7.0% 7.3%
YearEnd-Over-YearEnd Percent Change
RPX 25-Msa Composite -21.6% -10.4% 11.7% 13.8% 4.1%
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Leading Indicators For RPX

The proprietary leading indicators that Pangea has developed are, like the fundamental model, pointing to higher prices —
especially in those markets that have been hit the hardest. The major exception is the New York market, where the down-
turn has been less severe relative to Miami, Phoenix, and Los Angeles. The result is none too surprising considering that
NYC has less possible recovery in price and still potential downfall from the losses in employment and income in the fi-
nancial related industries that drive much of the New York area economy.
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RPX and Capital Market Pricing

Capital markets continue to price for lower home prices thereby creating investment
and trading opportunities. Outright long positions could be taken in RPX forwards,
ABS/ABX HEL or in vatious equity indexes tied to the residential housing market (see
charts below). If less certain about HPA recovery but more certain that house price
increases will be evident in RPX data before capital markets prices adjust then a long
position in RPX forwards against short positions in any of these asset classes is an at-
tractive opportunity worth looking into.

Forward Contract Implied HPA For MSA Composite* vs Model Forecast
(Cumulative %Ch from Initial Index Value of $207.49)

Dec-09 Dec-10 Dec-11 Dec-12 Dec-13
Forward Market* -22.89% -31.56% -31.08% -26.74%  -23.85%

Model Forecast -15.31% -5.26% 7.86% 12.69%

*Fixing date: 06/09/2009

RPX vs. Select Equity Indexes
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RPX vs. Select Equity Indexes contd
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RPX and Fixed-Income Spreads
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The strong correlation
between the price behavior
of these Equity Indexes and
the RPX 25-MSA
Composite creates
opportunities to construct
any number of attractive
positions, hedged and not,
that profit from the

direction of home prices.

Quantitative easing collapsed
the OAS between Agency
RMBS and Treasurys. When
house prices do increase the
OAS might actually widen as
the Fed then chooses to reduce
purchases or become an
outright seller. There will be
more opportunity in the OAS
of related ABS when home
price appreciation turns
positive. Because our Model
and leading indicators point to
higher home prices, they
suggest being long ABS' and/
or ABX against Agency
RMBS.
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The securities/instruments discussed in this report may not be suitable for all investors. This report has been prepared and
issued by Pangea Market Advisory primarily for distribution to market professionals and institutional investor clients. Recipi-
ents who are not market professionals or institutional investors should seek independent financial advice prior to making any
investment decision based on this report or for any necessary explanation of its contents. This report does not provide indi-
vidually tailored investment advice. It has been prepared without regard to the individual financial circumstances and objec-
tives of persons who receive it. Pangea Market Advisory recommends that investors independently evaluate particular invest-
ments and strategies, and encourages investors to seek the advice of a financial advisor. The appropriateness of a particular
investment or strategy will depend on an investor’s individual circumstances and objectives. You should consider this report
as only a single factor in making an investment decision.

This report is not an offer to buy or sell any security/instrument or to participate in any trading strategy. Pangea Market Advi-
sory makes every effort to use reliable, comprehensive information, but makes no representation that it is accurate or com-
plete. We have no obligation to tell you when opinions or information in this report change.

The value of and income from investments may vary because of changes in interest rates, foreign exchange rates, default

rates, prepayment rates, securities/instruments prices, market indexes, operational or financial conditions of companies or

other factors. There may be time limitations on the exercise of options or other rights in securities/instruments transactions.
Past performance is not necessarily a guide to future performance. Estimates of future performance are based on assump-
tions that may not be realized.

This report may include research based on technical analysis. Technical analysis is generally based on the study of trading
volumes and price movements in an attempt to identify and project price trends. Technical analysis does not consider the fun-
damentals of the underlying issuer or instrument and may offer an investment opinion that conflicts with other research gener-
ated by Pangea Market Advisory. Investors may consider technical research as one input in formulating an investment opin-
ion. Additional inputs should include, but are not limited to, a review of the fundamentals of the underlying is-
suer/security/instrument.

Options are not suitable for all investors. Before purchasing or writing options, investors should understand the nature and
extent of their rights and obligations and be aware of the risks involved, including the risks pertaining to the business and fi-
nancial condition of the issuer and the security/instrument. A secondary market may not exist for these securities/instruments.
Futures are not suitable for all investors. The trading of futures or options on futures contains inherent risks. Investors should
be aware that tax considerations, margin requirements, commissions and other transaction costs may significantly affect the
economics of the transactions discussed in this material and should be reviewed carefully with their account representative
and tax advisor.

Trademarks and service marks contained herein are the property of their respective owners. Third-party data providers make
no warranties or representations of any kind relating to the accuracy, completeness, or timeliness of the data they provide and
shall not have liability for any damages of any kind relating to such data.

This report may not be sold or redistributed without the written consent of Pangea Market Advisory.

Pangea Market Advisory research is disseminated and available primarily electronically, and, in some cases, in printed form.
Additional information is available upon request.
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