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Synopsis

Credit markets in the United States have con nued to see expansion. Banks have become less risk averse in recent
years as the nega ve affects of the recession become more and more a thing of the past. Thanks to several years of
sustained growth, both households and non-financial businesses are increasing their debt loads.

In this report, Beacon Economics places its focus on the rebound in lending ac vity that took place in 2014. Where
did the new credit come from? Where did it flow to? Has residen al mortgage lending started to turn around? What
are the implica ons for home sales and the housing market looking forward? With nega ve equity falling, average
FICO scores on approved loans coming down and interest rates s ll near historic lows, will it mean a resurgence in the
owner-occupied housing market in 2015? Are consumers expanding their debt levels and what are the implica ons
for the sources of economic growth in 2015?

Posi ve cyclical factors, coupled with increased demand for real estate-related loans and loosening credit standards
for those loans, points toward con nued growth in the coming years. Although longer-term structural problems loom,
the short-to-medium term outlook is bright and Beacon Economics expects con nued improvements in the already
posi ve cyclical trends laid out in this report.
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United States Overview

In 2008, the United States economy sunk into the deepest downturn since the Great Depression. By the end of that
year, most of the globe had followed the U. S. into recession and in 2009, global output shrank by over 2%, the first
me that has happened since World War II ended. The U. S. was not the only country with a large housing bubble.

Nevertheless, it was clear that the U. S. was at the heart of the global problem.

Today, the global economy is weak again. Europe has yet to fully pull out of the recession, led by sovereign debt crises
experienced in 2014. The BRICS (acronym for an associa on of five major emerging na onal economies: Brazil, Rus-
sia, India, China, and South Africa) are also showing signs of trouble. China, while s ll growing, has slowed and its real
estate markets are showing signs of distress. Brazil has slipped into a mild recession due to sagging commodity prices.
Sanc ons on Russia are clearly having an impact on that na on and India has also slowed sharply. The World Bank
and the Interna onal Monetary Fund have both had to scale back their growth outlooks numerous mes in the last
few months.

But this me the U. S. is no longer at the core of the problem; quite the opposite, its economy will be an important
source of strength globally as these other na ons work to reverse course and get back onto a growth trajectory. Nearly
every part of the U. S. economy is showing signs of slow but steady improvement, from housing to public spending
and credit. Non-educa on consumer credit in par cular has seen steady growth as people’s incomes con nue to re-
bound from the damage caused by the recession. The only por on of the economy that is ac ng as a drain on the
na on is the export sector—for all the aforemen oned global reasons. In 2015 expect the U. S. economy to grow at
a pace modestly over 3%, with the following year improving even more. Improving fundamental factors, of which the
most important is the improving employment picture, will drive the growing momentum. The unemployment rate is
quickly approaching levels previously associated with employment at or near poten al, and the number of long-term
unemployed workers, and workers employed part me for economic reasons con nues to fall as well.

As for major U. S. risks, they remain largely external, although there is nothing on the interna onal front that could
seriously derail the na on’s economy. The global economy remains the swing factor. If there is a be er recovery than
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expected, then 2015 will be be er than Beacon Economics’ current forecast. If it is significantly worse, then growth
will likely dip into the low 2% range. Regardless, the U. S. economy will con nue to expand for the foreseeable future.

California Overview

As the Great Recession fades from California’s rear-view mirror, it is becoming increasingly impera ve to focus on
the structural challenges that the state faces over the long run. Fortunately, as the economy has healed and ci es
and coun es are no longer plagued by the existen al threats of precipitous declines in key revenue sources, the state
finally has the opportunity to address these structural challenges. Beacon Economics is currently forecas ng that the
California economy will con nue to lead the na onal economic recovery, with growth picking up in 2015 and 2016
before se ling into more “normal” rates of growth therea er.

As such, California should have more “breathing room” to tackle the major challenges it faces to improve growth
prospects and solidify the economic base for decades to come. These include improving educa onal a ainment, find-
ing sustainable solu ons to the state’s pension obliga ons, funding the infrastructure investments that are needed to
maintain and expand the state’s various assets, reforming California’s Environmental Quality Act to reduce the cost of
housing and make the state more friendly to manufacturing, and reforming its tax system to mi gate the effects of
future economic downturns.

Despite the persistence of these longer-term chal-
lenges, California con nues to show signs of eco-
nomic improvement. As of September 2014, nonfarm
employment in the Golden State jumped ahead of its
pre-recession peak by more than 80,000 posi ons.
While some sectors have performed be er than oth-
ers, every major industry in the state’s economy has
shown progress since hi ng bo om in 2010. The un-
employment rate has dipped to 7.3% from its peak
of 12.4%, even as more Californians have reentered
the labor force. Addi onally, jobs are being created
across the spectrumofwage categories, which is con-
trary to the media narra ve that suggests the recov-
ery has included primarily part- me or “bad” jobs.
Indeed, California has enjoyed solid job growth in low-wage categories like leisure and hospitality, administra ve
support, and retail trade. However, the state’s labor market has also created a sizeable number of new healthcare,
professional, and informa on jobs, which tend toward the higher end of the wage spectrum.

In addi on, it isn’t just the labor markets that have turned toward improvement. Many leading indicators for future
job growth remain in posi ve territory. Business and consumer spending, as measured by taxable sales, were up by
more than 4.5% through the first half of 2014. Like employment, every major category of spending has increased on
an ongoing basis with the excep on of fuel sta ons, which saw the price per gallon of gas decline substan ally. In
addi on, business investment con nues to move forward in California. Indeed, with more than $5.4 billion in new
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venture capital (VC) deployed in 2014, the state has almost doubled the $2.9 billion in VC funding put into ac on at
the same point in 2013. Much of this new funding flowed to California’s high-tech sectors of IT services, computers
and peripherals, so ware, industrial energy, telecommunica ons, biotechnology and semiconductors, sugges ng that
more high-wage jobs are on the horizon.

Finally, the real estate market has shown signs of ongoing progress. A er precipita ng the housing collapse, Califor-
nia’s residen al and (to a lesser extent) commercial real estate markets have become a source of economic growth
once again. Through September 2014, California averaged a 14.9% annual growth rate in home prices. While home
sales have been rela vely lackluster, that is due almost en rely to lack of inventory resul ng from the con nued pre-
cipitous declines in housing stock previously available from foreclosures. Basically, home sales figures have looked
quite good, but those numbers were somewhat inflated by the sale of both foreclosed proper es. As the housing
market con nues to improve thanks to declines in foreclosures, those declines nega vely affect sales figures. While
these declines have hampered the headline sales figures, they are ul mately a source of strength for the state as
non-performing mortgages have largely worked themselves through the system.

Commercial markets have been slower out of the gate, but both rents and vacancy rates are edging along in the right
direc on. Fortunately, these improvements have driven ongoing gains in both residen al and nonresiden al building
permit issuances. Through last September, residen al permits were up more than 1% over a solid 2013 and nonresi-
den al permit values were 17.7% above where they were at the same point in 2013.

The Great Recession is increasingly fading from view. Every major cri cal indicator in the state has shown consis-
tent progress over the past two years. As such, Beacon Economics remains op mis c that the improved economy
will enable policy makers in Washington, D. C., Sacramento and across California to begin to shi their focus from
a triage/survival mode to long-term efforts that are needed to ensure that California retains its role as a leader of
na onwide economic growth in the decades to come.

A Closer Look at Consumer Finances

Overall consumer finances in the U. S. have shown rela ve improvement since the end of the Great Recession. From
2010 to 2013, the Survey of Consumer Finances reported that consumer leverage ra os — total household debt to
disposable income — declined by nearly 11%, to 14.6%. Families appear to be improving their ability to pay off their
outstanding debt as household incomes have been steadily increasing and employment levels are improving across
the country. In addi on, families who previously owned a home but were later foreclosed upon or exited the housing
market altogether, have decreased their debt burden considerably since they are no longer saddled with “under-
water” home-secured debt. This can be seen through the decline in the median value of home-secured family debt
throughout the na on, dropping just over 2% to $115,000 from 2010 to 2013. Overall, median family debt levels have
tumbled over 20% since 2010 to $60,400. This suggests that U. S. households have deleveraged considerably over the
last few years and household balance sheets are much improved as a result.

The significantly low interest rates over the last few years have also improved the consumer’s financial obliga on
standing because it is not just the level of the debt, but the cost of that debt that truly ma ers for the economy. With
interest rates remaining at near-historic lows, the costs of servicing the current debt levels are also much improved:
as of the second quarter of 2014, the Federal Reserve reported a total debt service ra o of 9.91, meaning that it takes
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less than 10% of a household’s disposable income to service its debt obliga ons. This is a significant improvement
from the second quarter of 2009, when it took nearly 13% of a household’s disposable income to service all its debt
obliga ons.
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Indeed, the lower interest rates across the board
have helped consumers achieve lower monthly pay-
ments. With firms con nuing to hire, households are
also showing a stronger ability to meet their finan-
cial obliga ons without falling behind on any loan or
credit payment, which would otherwise adversely af-
fect their credit scores and their ability to borrow for
a homeor car. The lower household debt service ra o
is significantly beneficial as creditors should see both
increased levels of on- me payments and higher de-
mand for loans by consumers.

S ll, despite the overall reduc ons in the cost of
consumer debt, families around the country have
demonstrated an increased appe te for debt associ-

ated with installment loans, par cularly educa on loans. From 2010 to 2013, the median family debt related to in-
stallment loans increased 8.1% to $14,600. In addi on, the propor on of total family debt associated with installment
loans now comprises 13.1%, compared to only 11.1% in 2010. This is in contrast to the decreased propor on of debt
associated with secured residen al property and credit card balances.
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Installment loans consist of payday loans, car loans
and student loans. Increased college tui on and uni-
versity enrollments are the primary drivers for the
increased debt burden associated with installment
loans. Families and individuals are thus exposing
themselves more to a type of installment debt that
cannot be discharged in bankruptcy proceedings.
Upon gradua on, theywill be subject to a highly com-
pe ve labor market where the student loan bor-
rower will be under pressure to start repaying these
loans soon a er gradua on.

Overall, educa on-related debt comprised nearly
49% of all installment debt in 2013, compared to
only 45% in 2010. In addi on, educa on-related debt
comprised 6.6% of total family debt in 2013, compared to only 5.7% in 2010 and 3.6% in 2007. In terms of age,
educa on-related debt comprised the largest propor on of installment debt (at 68.4% in 2013) among families whose
head of household is less than the age of 35, which is the age cohort that is most exposed to college/university tui on
increases.
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As men oned earlier, total debt levels have fallen since the 2010 survey, which contradicts the percep on that an
improving economy would trigger a broad-based increase in demand for credit. However, this is not the case as the
up ck in new consumer debt has been uneven across different types of loans. Many consumers, par cularly those
within the millennial genera on (birth years ranging from the early 1980s to the early 2000s), are exercising more
fiscal prudence, as this genera on was hard hit during the Great Recession. Many graduated from college at the onset
of the Great Recession and seek to increase their financial stability before taking on more debt. At the same me,
this genera on is taking on more educa on-related debt, a debt category that can be considered “good debt”, as this
type of debt can lead to be er employment opportuni es. With the increased compe ve nature of today’s labor
markets, higher educa on is necessary to land a good-paying job.
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Households that were most leveraged saw large re-
duc ons in debt while those with slightly more man-
ageable debt levels improved their balance sheets
even more (though by slightly less) over the past few
years. Looking at debt levels by percentage of in-
come, those families that carried debt levels rang-
ing from 40% to 59.9% of income experienced a 34%
decline in their total median debt level to just un-
der $40,000 in 2013, compared to nearly $61,000
in 2010. Families with debt levels ranging from 60%
to 79.9% of income also experienced a significant
decline, with median debt levels falling by 7% to
$100,000 in 2013, compared to $107,000 in 2010.

The rapid decline in debt by income category, espe-
cially the income categoriesmen oned above, should bodewell for the U. S. economy. In the long-term,more families
will slowly remove themselves from long-term financial obliga ons and be able to use a larger por on of their incomes
on other consump on categories like retail, restaurants and hotels, and other consumer discre onary products, which
are essen al to the economy’s con nued expansion.

Bank Lending Trends

With the housing market in recovery mode, there were high hopes for the California residen al market in 2014. How-
ever, the robust resurgence in owner-occupied residen al property largely disappointed the expecta on. Indeed in
many ways, the housing market recovery over the past few years has taken place despite a rela vely ght credit en-
vironment. However, the good news is that recent evidence suggests that demand for credit is increasing, and the
overall credit condi ons have begun to thaw sugges ng that the real estate recovery is expected to be sustained
throughout 2015 as a result.

The Senior Loan Officer Opinion Survey (SLOOS) provides some insights into the mindset of bankers. The most re-
cent data suggests that bankers themselves are becoming more op mis c about the future, par cularly with respect
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to the real estate markets. The October 2014 report reveals that “Banks also reported having eased standards for
construc on and land development loans, a category of commercial real estate (CRE) loans included in the survey” . ¹

Senior Loan Officer Opinion Survey
(Net Percentage of Domes c Banks Repor ng Stronger Demand For)

Series Descrip on 2013Q4 2014Q4

HELOCs 8.7 6.9
Non-Tradi onal Mortgage Loans -15.2 -20.0
Prime Mortgage Loans -7.2 -1.4
Subprime Mortgage Loans N/A -16.7
Comm. RE Loans with Construc on and Land Development Purposes 28.2 17.6
Comm. RE Loans Secured by Mul family Res. Structures 29.2 25.0
Comm. RE Loans Secured by Nonfarm Nonres. Structures 26.0 25.0

Source: Federal Reserve Board of Governors

Senior Loan Officer Opinion Survey
(Net Percentage of Domes c Banks Tightening Standards For)

Series Descrip on 2013Q4 2014Q4

HELOCs -5.8 -5.6
Non-Tradi onal Mortgage Loans 0.0 -5.7
Prime Mortgage Loans -8.7 -11.1
Subprime Mortgage Loans N/A 0.0
Comm. RE Loans with Construc on and Land Development Purposes -9.9 -10.8
Comm. RE Loans Secured by Mul family Res. Structures -9.7 1.3
Comm. RE Loans Secured by Nonfarm Nonres. Structures -6.8 -6.7

Source: Federal Reserve Board of Governors

This con nues the easing of credit standards that began in 2013 to a lesser extent when 8.3% of banks relaxed stan-
dards on net returns to large and middle-market firms along with 7.1% of banks easing standards for small firms. The
easier standards have come as banks have started to adapt to the new reali es of lending in the more regulated envi-
ronment. In 2014, for the first me since 2008, bank holdings of closed-end mortgages started to rise, demonstra ng
that the thawing in credit standards has translated into an up ck in commercial real estate lending.

However, the SLOOS also revealed that not all loan types are experiencing easier credit standards. Sub-prime mort-
gage lending has yet to turn around and none of the banks reported ghtening standards on net returns for subprime
mortgages. This highlights the fact that although banks are more willing to lend than they have been since the Great
Recession, there is s ll a minimal appe te among banks to make more risky loans. Ul mately, this is a posi ve for
the state’s residen al market, even though it will mean a slower expansion of loan volumes than if sub-prime/ riskier
lending were to take off, it will also lead to growth that is more sustainable over the long-term. Indeed, bankers are
much more bullish on less risky mortgage products and 11.1% of surveyed banks reported loosening standards for
prime mortgage loans, up from 8.7% of banks in 2013.

¹See h p://www.federalreserve.gov/BoardDocs/snloansurvey/201411/default.htm.
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Addi onally, taking a look at the two charts tracking changes in standards and demand for prime and non-tradi onal
mortgages, it becomes apparent that although shi s have been slow to occur, the number of loan officers repor ng
stronger demand has grown, while the number of loan officers repor ng ghtening lending standards has begun to
fall.

Although standards are easing on mortgage loans, which in turn should provide a supply-side boost to the real estate
market, demand s ll appears to be rising at a somewhat subdued pace as borrowers in California and across the na-
on con nue to pay off mortgage debt over five years a er the end of the recession. This reduc on in mortgage debt

can be a ributed to the trend that although lending standards appear to be easing, they remain rela vely high in the
wake of Dodd-Frank and other legisla on that emerged a er the financial crisis. Thus, while more people are able to
access the mortgage market as standards ease, it is s ll a rela vely small group of individuals who can qualify for a
mortgage currently, whichmeans that the overall up ck inmortgage debt hasn’t rebounded significantly. But as credit
standards con nue to ease up, it should be good for 2015 and beyond, especially as incomes rise and unemployment
falls.

Recent evidence suggests that California’s housing market con nues to return to "normal." According to DataQuick,
distressed mortgages con nue to plummet across the state with double-digit reduc ons in both defaults and fore-
closures through the first nine months of 2014. What’s more, this comes a er nearly 60% reduc ons in defaults and
foreclosures in the state in 2013.

As home prices con nue to rise at a solid pace, home equity has returned to many homeowners. CoreLogic currently
es mates that more than 944,000 households returned to posi ve equity in 2014, and that there are fewer than 10%
of all mortgages in the state with nega ve equity, well ahead of states like Florida and Nevada where nearly 25% of all
mortgages remain "underwater". This should help to bolster the California resale market as the economic expansion
con nues and should certainly help to curtail new foreclosure ac vity as homes with equity rarely foreclose.
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Not only are more homeowners returning to posi ve equity, but there has also been an ongoing and significant re-
duc on in the amount of distressed mortgages in the state. From the second quarter of 2009 to the second quarter of
2014, the percentage of mortgage debt that has been 90+ days late in California fell from 12.9% to 2.0%. During the
same me period, the percentage of new foreclosures fell from 0.5% to 0.02%, meaning that almost no newmortgage
debt has been foreclosed upon according to the most recent data. As these debt constraints faced by borrowers over
the last five years con nue to wane, demand for new loans should begin to increase.
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Looking at the chart detailing the composi on of the debt balance per capita, it is clear that California has a very high
per capita mortgage debt burden. Cyclically, Californians are becoming current with larger and larger percentages
of their mortgage debt each quarter, so California mortgage debt consumers are on the right track in that regard.
However, California has a long-term housing supply issue that drives prices up rela ve to the rest of the na on. As
a result, Californians must maintain higher mortgage balances to finance the median-priced home, leading to the
high per capita mortgage debt burden in the state. Accordingly, the cost of housing will remain a key challenge facing
Californians moving forward.
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Loans and Leases Outstanding by Type - California vs U.S. ($ Mil.)

Loan Type 2013 YTD 2014 YTD Change (%) U.S. Change (%)

Number of Ins tu ons Repor ng 212 202 -4.83 -2.97
Net Loans and Leases 321,447 367,506 14.33 3.70
Construc on and Land Development 7,065 8,647 22.39 6.90
Commercial Real Estate 83,626 90,986 8.80 3.29
Mul family Residen al Real Estate 18,770 22,373 19.19 12.17
1-4 Family Residen al 106,637 126,768 18.88 -1.24

Source: Federal Deposit Insurance Corpora on (FDIC)

Importantly, the change in the pace of bank lending in California has outpaced that of the U. S. in a variety of loan
categories. Perhaps most interes ng is the rate of growth in construc on and land development loans in California,
which grew by 22.4% from the first two quarters of 2013 to the first two quarters of 2014, easily outpacing the na onal
growth rate of 6.9% over that same me. California bank lending is also outpacing the na on in a variety of residen-
al loans including commercial real estate loans, mul family residen al, and 1–4 family residen al loans. Overall, it

appears that California banks are becoming increasingly willing to extend credit for a variety of loans and are doing
so at a more rapid pace than the na on overall. This underscores the dispropor onate need for addi onal housing in
the state.

The breadth and pace of loan growth have some implica ons for real estate markets. First, as credit standards con-
nue to ease and return to longer term norms, more people may be able to buy homes, which will help bolster home

sales. Second, loans for commercial and residen al construc on will provide a posi ve boost to permit ac vity. Both
of these developmentswill help keep upward pressure on prices, albeit at a pace that is consistent with incomes rather
than having double-digit increases forever.

Fannie Mae & Freddie Mac Relax Mortgage Standards

In a move to make home ownership more accessible, Fannie Mae and Freddie Mac announced plans to purchase
mortgages with down payments as low as 3% on December 8, 2014.² Unveiled as part of the plan to reduce down
payments were various measures that are intended to protect against the types of abuses seen in the run-up to the
housing bubble and that precipitated the subsequent crash. According to the new rules, these loans would be allowed
only for fixed-rate mortgages on single-family homes that would be the borrower's primary residence and would re-
quire full documenta on of the ability to repay the mortgage.

A low down payment coupled with fairly strict lending standards is targeted specifically at poten al homeowners with
proven credit worthiness but who are in the lower to middle end of the income spectrum. Indeed, this might end up
being par cularly beneficial to those with moderate incomes that live in higher cost states such as California.

²See http://touch.latimes.com/#section/-1/article/p2p-82224129/ FannieMae, FreddieMac detail plans for 3% down-paymentmortgages.
Jim Puzzanghera, LA Times, Dec. 8th 2014.
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However, with such specific criteria placed on borrowers to qualify for such loans, this a empt to loosen lending stan-
dards is more smoke than fire, especially when considering lending standards are s ll very strict by historical standards
as noted earlier. For example, the average FICO score accepted for FHA home purchase loans only fell from 732 in Oc-
tober 2013 to 726 in October 2014. In addi on, in October 2014, 33% of loans had an average FICO score under 700
compared to 28% in October 2013. So while standards are loosening, the change is happening slowly and occurring
in an environment of historically high borrowing standards.

It is true that lending standards are star ng to loosen and demand for loans is increasing. However, this move from
Fannie Mae and Freddie Mac is likely to benefit only a small percentage of borrowers and is merely a slight relaxing of
lending standards which are currently above historical norms. Yet, far from cri cizing this move as many pundits have
done, as either not going far enough to help borrowers or as a clear signal of a return to the housing-bubble-era lax
lending standards, it should be viewed for what it truly is. This is a calculated move by Fannie Mae and Freddie Mac
to move towards slightly looser standards without being perceived as moving the needle too quickly or recklessly.
Thus, the move will provide some modest boost to the housing market, but because of its limited reach, is far from a
panacea.

Summary

The combina on of posi ve cyclical factors, coupled with increased demand and loosening standards for real estate
loans , points toward con nued growth in the sector in the coming years. It is also noteworthy that the increased loan
demand comes a er a prolonged period of mortgage deleveraging that muted previous demand from retail home-
buyers. Loosening credit standards for homes will help drive moderate single-digit home price growth going forward
as prices cool off from their previous double-digit gains.

A strengthening jobmarket, in combina onwith low vacancy rates and increased borrowing, will drive growth in com-
mercial permits as the retail, office and industrial markets all con nue to see moderate growth in rental costs paired
with declining or stabilizing vacancy rates.

As headwindsweaken and tail winds grow stronger in the economy, it is now impera ve to bemindful of the structural
problems that s ll burden California and the na on as a whole. That being said, the short to medium term outlook is
bright and Beacon Economics expects con nued improvements in the already posi ve cyclical trends laid out in this
report.
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Beacon Economics is one of California’s leading economic research and consul ng firms, specializing in economic and
revenue forecas ng, economic impact analysis, economic policy analysis, regional economic analysis, real estate mar-
ket and industry analysis, and EB-5 Visa analysis. Known for delivering independent and rigorous analysis, we strive
to give our clients an understanding of economic trends, data, and policies that helps strengthen strategic decision
making. Clients range from the State of California to Fortune 500 companies to major ci es and universi es. Learn
more at www.BeaconEcon.com.
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