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ECONOMIC ENVIRONMENT  

The U.S. Federal Reserve moved aggressively, 

during the first quarter to stabilize global 

credit markets. In addition to cuts to the 

discount rate, the Federal Reserve relaxed 

borrowing standards and increased eligible 

participants for discount window activities. It 
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are able to borrow at the discount window.  

Despite these efforts, Bear Stearns, a venerable 

U.S. investment bank, approached collapse in 

mid -March. With the backing of the Federal 

Reserve, JP Morgan purchased the company 

for $10 per share. Bear Stearns had traded as 

high as $160 per share in May 2007. By 

quarter-end, calls for increased regulation of 

financial institutions led to sweeping reform 

proposals from Treasury Secretary Paulson. 

 

The root source of the credit strains is the U.S. 

residential mortgage market. As conditions 

have continued to deteriorate in residential 

housing, the valuations of a wide variety of 

derivative instruments  based on residential 

mortgages have fallen markedly . The 

valuation decline spread to other derivative 

products as investors sought both simplicity 

and transparency. 

 

There is little sign of improvement in the 

housing market : prices continue to fall , 

inventory levels are at record levels and the 

pace of both defaults and foreclosures 

continues to rise.  The one sign that a 

bottoming process has begun is in the 

affordability index. This measure combines 

mortgage rates and house prices to determine 

how affordable the housing market is. As the 

following chart depicts , this index has 

improved rapidly over the past year and is to 

a level consistent with improvement in 

residential housing  conditions . 

 
HOUSING AFFORDABILITY INDEX  
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U.S. consumer confidence has fallen along 

with the decline in many economic indicators. 

The expectations index measures consumer 

optimism about economic conditions over the 

next 6 months. It has fallen at the third fastest 

pace on record over the last three months.  

 

Because of the close correlation between 

consumer confidence and consumer spending  

the prospects for a U.S. recession have risen 

markedly.  

 
CONSUMER EXPECTATIONS AND SPENDING  
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