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In this issue we’ll be talking about our favourite topic of 2006. Can you guess what it is? ...
That's right! ... The US housing market. Some of you may be rolling your eyes already,
thinking that we here at SAM must be a bunch of obsessive compulsives. Our obsession is
to think about housing and our compulsion is to continually write about it! Be that as it may,
it is our opinion that the US housing market is the single most important (not to mention the
most threatening) issue facing financial markets today. What's more, the stock markets in
their current state of frenzy seem completely oblivious to the perils that a plummeting
housing market portends.

We purposefully incorporated the word “fear” in the title because we want to convey that
the data is beginning to look downright scary, and this won’t be lost on the vast majority of
the American populace who are either in the housing market or in the stock market, or both.
Take the following chart as a case in point. For those who are bullish on the stock market,
be forewarned that this chart will likely cause a gut check.

Source: “Can the Economy Survive the Housing Bust?”, Fortune, November 13, 2006, page 190.

Note that the S&P is plotted with a one-year lag (i.e. shifted one year to the left). As such,
the chart shows that the housing market, as measured by the National Association of Home
Builders (NAHB) Housing Market Index, has been an excellent predictor of the stock
market for the past 10 years. What is the chart saying today? It says rather starkly that the
stock market will fall by 50% within the next year. We warned you the chart is scary!

Can this really happen? To most of us it seems too unbelievable to be true. So things
must be different this time, right? Although the past isn’t always a reliable predictor of the
future, those who dismiss the past usually do so at their peril. There can be no denying
that trends in the housing market have a long historical record of forecasting trends in the
economy and stock markets. Of the ten sharp declines in the housing market since World
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War 2, eight (i.e. 80%) have led to a recession.” That's a pretty impressive track record
and not one to be taken lightly by investors. Today we have the eleventh such sharp
decline in the housing market, and by most measures it's a doozy. Will it be the exception
or the rule? Stay tuned, but what we can say with confidence is that the current bull market
flies in the face of the historical record. As such, we believe it will be very short lived. So
we hope our readers can forgive our obsession with the housing market. We are in the
investment business after all, and we like to think that there is a method to our madness!

As well as scary charts, there are also some scary data points on the horizon that people
will have to contend with. According to the National Association of Realtors, the median
price of existing home sales is down 2.2% year-over-year in September (the most recent
data), and down 1.9% month-over-month. This doesn’t sound particularly devastating so
far. However, the year-over-year comparisons will get worrisome in the months ahead as
the months with rising prices from last year get replaced with months with plummeting
prices in the 12-month data series. For example, last October the median price was up
0.7% over September. If this October has the same month-over-month drop as September
(i.e. 1.9%), then the year-over-year price decline will be 4.8% when October data gets
reported, i.e. more than double what September’s year-over-year decline was. This shows
how quickly the data can turn ugly in a data series where rising monthly data points fall off,
to be replaced by falling ones. Needless to say, all this could prove quite frightening for
homeowners as they witness the value of their largest investment (not to mention their
largest source of debt) go down the tubes.

Using the same analysis for new home sales makes things look even scarier. The year-
over-year decline in median prices for new homes in September was 9.7%, and 9.1%
month-over-month. This is quite alarming already, but can only get worse. Let's assume
for the moment that October is flat month-over-month. Replacing last September with this
October in the 12-month series will result in a year-over-year drop of 11% in median new
home prices. This is if we optimistically keep October prices flat! If prices in October were
to fall as much as they did in September (unlikely seeing as how precipitous the September
drop was, but let’s just see what happens), then the year-over-year price decline in October
would be reported as 19.1%! Again, this analysis shows what can happen to a data series
where rising prices at the head of the series are replaced by falling prices at the tail. We're
not trying to make forecasts here of what the October data will be when it gets reported
shortly. What we want to convey is that the data is heavily stacked against any favourable
year-over-year comparisons. We also want to emphasize that, if current trends continue,
which in all likelihood they will, then in the following months the comparisons will get even
tougher. We believe such reported declines cannot help but scare the wits out of people.

In past articles on housing we’ve written about the economic and financial implications of a
bursting housing bubble. We've talked about the end of home equity extraction and how
that will impact people’s finances and consumer spending. We've spoken to the issue of
mortgage rate resets, where $2 trillion of adjustable-rate mortgages threaten to reset at
higher interest rates over the next two years. We mentioned the mounting risk of defaults
and foreclosures as 10% of homeowners have negative equity, with this percentage rising
the more housing prices fall. Then there is the issue of derivatives and how the industry
has grown to unfathomable heights, by last count amounting to $370 trillion, an increase of
$70 trillion in merely six months! But who can count that high anymore? We would have a
hard time believing that the explosive growth of the derivatives market is not somehow tied
to the equally explosive growth of mortgage securitization and credit default swaps that the
global housing bubble has spawned. As such, the financial risks to the system of a housing
collapse, even though as yet indeterminate, has the potential to be devastating.

! ““Can the Economy Survive the Housing Bust?”, Fortune, November 13, 2006.
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But above and beyond the financial and economic risks just mentioned, one must also
consider the fear factor that the current housing collapse could induce. We believe the
current precarious position of the housing market will prove to be as important
psychologically as it is financially. It won't take much of a decline from here before a vast
proportion of the US population begins to feel truly fearful. Lest we forget, fear is the most
dangerous of emotions for financial markets. It can turn the current bull market into a rout
in very short order.

There appears to be very little not to be fearful of in the housing data. Homebuilders are
experiencing record cancellations, in some markets exceeding 40%! In some previously
hot markets new home sales are down over 50% and new home prices are down as much
as 25% according to KB Homes. Nationally, housing starts are falling off a cliff, falling to
their lowest level in over six years in October. Building permits are likewise tumbling, in the
same month falling to their lowest level in nine years after a record nine straight monthly
declines. This should come as no surprise, given the glut of homes for sale. Why would
anyone build a new house? According to Bob Nardelli, the CEO of Home Depot: “The loss
of jobs in the home construction market is at unprecedented levels.” As well as the
construction, furniture, and home renovation markets, it is also evident that hundreds of
thousands of real estate agents will also soon be out of work. The economic impacts will
be very significant.

It should therefore come as no surprise that US GDP saw a marked slowdown in the third
quarter, falling to 1.6% after averaging a 4.1% pace in the first half of the year. It should
also come as no surprise that retail sales have been softening for four months in a row.
This does not bode well for the all-important Christmas shopping season. Many believe
that the data, as bad as it looks, will soon improve because the bottom of the housing
downturn is nigh. We would like to point out at least two reasons why we consider this
highly unlikely. First of all, we don’t even have a recession yet (though the prospects for
one in the near future are very real, for the reasons we outlined above). The US
unemployment rate is still at a relatively low 4.4%. Housing industry executives, many of
whom have been in the business for several decades, point out that the sharp downturn in
the housing market currently taking place is “unprecedented” without first having a
downturn in the economy and employment. For the over-mortgaged and over-indebted US
consumer, issues such as interest rate resets and the drying up of home equity extraction
will become secondary should he lose his job. Default and foreclosure will be his chief
concern, and this can only exacerbate the housing collapse.

Many believe that the prospect of lower interest rates will save the housing market. With
this, too, we disagree. Thanks to Federal Reserve largesse in the first half of the decade
(which, not coincidentally, spawned the housing bubble that is now popping), inflation is still
running well above the Fed’'s “comfort zone” and financial excesses persist. Even
members of the Federal Reserve are well aware of the mistakes they made. According to
Richard Fisher, President of the Reserve Bank of Dallas: “In retrospect, the real fed funds
rate turned out to be lower than what was deemed appropriate at the time and was held
lower longer than it should have been.” Mr. Fisher goes on to say that inflation was
underestimated by the Fed, leading “to a policy action that amplified speculative activity in
housing and other markets... the housing market is undergoing a substantial correction and
inflicting real costs to millions of homeowners across the country.”?> As such, we believe
(as they likely do) that the central bank finds itself handcuffed with respect to monetary
policy options, making it unlikely that we will see any interest rate cuts until well into next
year. However, with each monthly data point worse than the last, the housing market
doesn’t have several months to cool its heels before panic sets in.

2 “Confessions of a Data Dependant”, Remarks before the New York Association for Business
Economics, New York, November 2, 2006, www.dallasfed.org.
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The flimsy foundations on which the US housing market was built are now showing their
cracks. Short of letting the printing presses run amok (which would open up a whole new
can of financial worms), we believe there is nothing that can save the housing market at
this time. We are nowhere near the bottom in housing... even though the stock markets
seem to think so.

The information contained herein may not be reproduced, quoted, published, displayed or
transmitted without the prior written consent of Sprott Asset Management Inc. (‘SAM’). The
opinions expressed are solely those of the author. They are based on information obtained from
sources believed to be reliable, but it is not guaranteed as being accurate. The report should not
be regarded by recipients as a substitute for the exercise of their own judgment. Any opinions
expressed in this report are subject to change without any notice and SAM is not under any
obligation to update or keep current the information contained herein. SAM accepts no liability
whatsoever for any loss or damage of any kind arising out of the use of all or any part of this
report. SAM is the investment manager to the Sprott Canadian Equity Fund, Sprott Gold and
Precious Minerals Fund, Sprott Energy Fund, Sprott Hedge Fund L.P., Sprott Hedge Fund LP I,
Sprott Bull/Bear RSP Fund, Sprott Opportunities Hedge Fund L.P, Sprott Opportunities RSP Fund,
Sprott Offshore Fund, Ltd., Sprott Strategic Offshore Gold Fund, Ltd. Important information about
these funds, including management fees, other charges and expenses is contained in its
simplified prospectus and/or offering memorandum. Please read them carefully before investing.
Mutual funds are not guaranteed; their unit values and investment returns will fluctuate.
Performance data represents past performance and is not indicative of future performance.
Performance comparisons are drawn from sources believed to be accurate. This is not a
solicitation.

Sprott Asset Management  p.4




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /ENU (Use these settings to create PDF documents with higher image resolution for high quality pre-press printing. The PDF documents can be opened with Acrobat and Reader 5.0 and later. These settings require font embedding.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308030d730ea30d730ec30b9537052377528306e00200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /FRA <>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


