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House Prices. Leveling off likely, but no bubble to bust

- Strong demand and tight supply characterized last week’s reports on the US housing market. New home sales and
existing home sales both hit record highs (demand) while the supply of new homes for sale fell to arecord low (3.3
months of inventory at the current sales pace). Statistics like these have raised the question of a possible bubble in the
housing market. We think those fears are misplaced. One feature of the late 1990s tech bubble was speculative
spending and infrastructure overbuilding. The housing market’s tight supply refutes the concept of a bubble in
homebuilding in our view. Ancther difference isthe absence of a bubble in the valuations for home building stocks.
Price to earnings and price to cash flow are close to three-year averages and athough price to salesis near 16-year
highs, a PS ratio of 0.6 times seems reasonable compared to the S& P Industrials 1.53 PS ratio, in our view.

In search of a bubble. Takeatrip to California or Florida where median home prices rose over 20% in the last year and talk to
homeowners or potential homebuyers and they will both probably use the word bubble in the first sentence. But mention the words
housing bubble to aresident of Kansas, Indiana, Ohio, Oklahoma, West Virginia, South Carolina or Arkansas, where median home
pricesfell in thelast year and you'll probably get ablank stare. Housing isalocal market and regional trends vary enormously in a
country the size of the US, which makes understanding local supply and demand dynamics critical for investors buying individual
properties. Analyzing the overall US housing market is relevant when trying to forecast the US economy due to the sensitivity of
consumer confidence to house prices. The housing industry has enjoyed strong growth in both unit volume and prices for over 10
years. For anindustry that has historically been cyclical, this should set off some warning signals with interest rates already rising at
the long end and about to rise at the short end. Based on the rise in home prices relative to longer-term trends, debt servicing ratios
and the ratio of median new home prices to median incomes we can make a case for house prices to be about 10% overvalued. While
that should concern lenders who are financing over 90% of the value of homes, it is hardly abubble.

House prices look overvalued on longer-term trend analysis. Our dataon US house prices goes back to 1967. Since that
time house prices have risen at atrend rate of 0.9% over CPI inflation. Periods of high inflation and/or low real interest rates have
been good for house price appreciation; recessions and periods of high real interest rates have caused pricesto stall. Thanksto strong
demographic trends such as population growth and the rise of dual income families, house prices have not declined on a national basis
during this period. Looking simply at price appreciation, the greatest gains were during the last five years of the 1970s, when inflation
was rising and before former Fed chairman Paul Volker caused real interest rates to rise dramatically in the early 1980s. However, in
order to put the current period in a historical context we feel it isimportant to adjust for inflation and view house prices gainsin real
terms. On thisbasis, the gainsin the last three years are just as strong as the late 1970s (see Charts of the Week). Consequently real
house prices are about 12% above their 37-year trend. Real house prices strong rise since 2000 is particularly impressive against the
background of arecession, aweak employment market and subdued income growth. In our view the explanation for theriseisthe
combination of falling mortgage rates, the confidence induced by house pricesrising every year over the last 37 years and the three-
year bear market in stocks which caused investorsto look for alternatives. Other valuation measuresyield similar results. The median
US home priceis about 4.4 times the median US income, compared with a 26-year average of 4 times. Admittedly this relationship
appearsto bein arising trend, but even thetrend is only at around 4.25 times. Finally, The Economist magazine has estimated that US
house prices need to fall 10% over the next four years to bring the ratio of house prices/wages and house prices/rents back in line with
the 1975-2003 average, assuming wages rise at recent growth rates.

Conclusion. Inour opinion, if house prices are around 10% overvalued, that hardly constitutes a bubble. However, we would not
be at all surprised if house priceslevel off over the next 3-5 years to allow incomes to catch up with prices. Wethink the catalyst for a
period of leveling off will be rising short-term interest rates, which will drive home affordability out of the reach of the marginal
buyer. Those regional markets which have been the most frenetic in the last few years and which are not supported by strong local
demographic trends, but rather by speculation and buyer capitulation, are most vulnerable in our view. From an economic perspective
our conclusions are important. Countries that have experienced housing bubbles followed by sustained declines in house prices have
often experienced prolonged painful recessions—for example the UK in the early 1990s and Japan for the last decade. If we areright
and housing simply goes through an adjustment period, then the effect on the economy will be areduction in growth rather than a
recession in our opinion.
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Charts of the Week: Real home prices above trend
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Information provided in thisreport is for educational and illustrative purposes only and should not be construed as individualized investment advice. Theinvestment or strategy discussed may
not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and financial circumstances. The S& P 500 (aregistered trademark of
McGraw-Hill Companies) is an unmanaged index of common stock. Unmanaged indices arefor illustrative purposes only. An investor cannot invest directly in anindex. Technical analysisis
based on the study of historical price movements and past trend patterns. There are no assurances that these movements or trends can or will be duplicated in the future.

Additional Information Available Upon Request.

Wachovia Securities is the trade name under which Wachovia Corporation provides brokerage services through two registered broker-deal ers: Wachovia Securities, LLC, member NY SE/SIPC,
and Wachovia Securities Financial Network, LLC, member NASD/SIPC. Each broker-dealer is a separate non-bank affiliate of Wachovia Corporation.
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