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HOUSING WOES-BE-GONE, OR STILL WOEBEGONE? 

 

As much as investors have become accustomed to fingering the blame for market volatility towards one 

of several usual suspects, whether it be: European government debt, European banks, Western consumer 

debt, a U.S. fiscal cliff, Chinese economic growth, or high unemployment, one of the great economic 

villains of the past several years has apparently been allowed to walk free on the basis of good behavior. 

Indeed, there appears to be a growing consensus that the U.S. housing market has now turned the corner 

and can assume its path towards recovery.  For that matter, there is growing fact-based evidence that 

supports this assumption.  Inasmuch as this may be true, and carry important consequences, any talk of a 

housing recovery needs to be accompanied by a broad disclaimer.  This disclaimer should describe the 

potential recovery’s vulnerability to any possible change in the business cycle, the assorted economic 

bogeyman we mentioned earlier, and the recognition that we could be discussing a gradual multi-year 

recovery.  Even so, the event itself merits discussion, and more specifically how certain existing portfolio 

holdings may benefit over the near to medium term. 

 

The basis for the recent brouhaha relates to a recent reversal in what had been years of biting price 

declines for homes.  More specifically, the housing market witnessed a sharp rise in prices during the 

second quarter of 2012. Based on data from CoreLogic Inc.
1
, home prices rose 6% from the first quarter, 

and 2.5% in the month of June taken on a year-over-year basis. The reported quarterly increase represents 

the fastest growth rate since 2005.  Of equal interest, the data showed that 71% of the metropolitan areas 

participated in the increase, representing the broadest price movement since 2006. 

 

The fact that housing prices have begun to rise after years of declines probably comes down to a matter of 

common sense supply and demand. Although the glut of homes following the bubble was, and still is 

sizable, the U.S. has a growing population and therefore new households are formed on a yearly basis.  

This reality suggests that eventually demand will catch up with the excess supply, and the fundamental 

question of when this happens is the most directly relevant one to the situation.  Likewise, it also stands to 

reason that just as prices swung much too high during the boom years in relation to replacement value or 

income levels, so too will they swing too low and in turn entice buyers.  These are the most basic 

arguments for housing recovery. Although these elements are likely at play in today’s market we believe 

they still represent a somewhat incomplete view and this has possible implications for judging the pace 

and length of the apparent recovery. 

 

To begin, in order for housing prices to rise in such a material fashion it makes good sense that demand is 

outstripping supply.  However, it also seems hasty to conclude that the vestiges of the credit bubble and 

ensuing real estate bonanza have been completely eliminated.  Based on observable data, it appears that a 

material level of negative equity (i.e., homes worth less than the amount owed to the bank) still exists in 

the marketplace.  Based on available data and even in the midst of the near-term price increases, there are 

still some 11.3 million homeowners, or 24% of the total, occupying a home worth less than what is owed 

to the bank
2
.  All told, this amounts to $692 billion in negative equity across the market

2
.  This data 

suggests that the price rises are owed at least in part to a cross-section of potential sellers who are 

unwilling to come off the sideline and test the market.  So while it is true that demand is currently 
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outpacing supply, any statement made on the phenomenon should come with an asterisk, so to speak, 

because it seems clear that housing is not completely out of the woods yet.  According to some estimates, 

there are still as many as 3 million homes languishing in some state of delinquency or foreclosure, and 

Freddie Mac alone reportedly has $118 billion in delinquent mortgages on its books
2
. 

 

Nevertheless, fundamentals are currently moving in the right direction, which is something that could not 

be said until recently.  Still, the reason for this is not so obvious, which is that more and more households 

are choosing to rent than to buy.  On the surface this is a strange statement.  However, once we look at the 

data it appears that the demand for renting an apartment or a home has been surging long enough to drive 

rental price increases across the market.  This phenomenon is owed to any number of reasons, but some 

obvious ones include that many would-be homeowners are either repairing their credit, or lacking the 

confidence to buy into a housing market that has been plunging in price while also pitted against an 

anemic economy.  Whatever the case may be, reports of investors purchasing homes in foreclosure and 

then turning around and renting out those homes have been multiplying.  Most notably, a man in 

Michigan recently purchased 650 foreclosed properties in one fell swoop for $4.8 million
3
.  Similar style 

transactions are occurring on a broader basis across the U.S.  Another example can be found in Phoenix, 

where an investor group there has purchased over 1,000 properties since 2008
3
.  In cases where the 

purchase came from a short-sale, the investor group simply turns around and rents the house back to the 

seller, often at a rental fee that represents half of the amount of the seller’s mortgage payment prior to the 

short-sale.  The bank clears unwanted inventory, the investor generates a return, and the short-seller keeps 

their dwelling and sense of dignity...capitalism at work.   

 

These transactions (as well as the traditional ones they accompany) carry broader implications.  For 

starters, as banks work down these inventories and home prices continue to rise, the banks will need to 

reserve less for losses going forward.  This translates into additional funds that can be loaned, and rising 

prices suggest the banks will have more confidence to make loans.  Although there is still a significant 

backlog to be absorbed by the market, and it will take time, it is encouraging to see positive forces at 

work. 

 

Similarly, turning to the demand side of the equation, the incentives to buy are strong.  Taken within the 

backdrop of historically low interest rates, and increasingly less affordable rental properties by 

comparison, the incentive to buy should continue to coax more potential buyers into the market.  The 

recovering fundamentals in the housing market seem to have more to do with the enormous demand for 

rental properties, than any actual economic driver.  This stands to reason given the persistence of high 

unemployment levels during the past several years.  Based on research conducted by The Demand 

Institute, and detailed in a report titled “The Shifting Nature of U.S. Housing Demand”, the median rental 

rate in the U.S. has increased slightly over 19% from 2005 through the first quarter of 2012.  Taking a 

closer look at the underlying the drivers of this increase, rental demand for homes has been noticeable 

where the number of people renting homes has risen by over 3 million from 2005-2011, representing an 

increase of 27%
3
.  The important byproduct of this activity is that the measurements such as Trulia’s 

index of the cost to rent versus the cost to buy a home, now indicate that in 98 of 100 U.S. cities surveyed 

it is now more attractive to buy a home rather than rent.  This is easy to see given the rising rental rates, 

depressed home prices, and remarkably low mortgage rates.  Still, these bullish fundamentals are 

tempered by the ongoing process of would-be buyers continuing to repair their credit, save for down-

payment, or become confident enough in the economy to take on a longer-term financial commitment. 
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Summing up the discussion thus far, housing prices have been rising on the basis of steadily increasing 

demand pitted against constricted supply, which is owed to some degree to the large amount of negative 

equity in the market keeping perspective sellers at bay.  Over the years to come, rising home prices should 

potentially rehabilitate the market in several ways; first it slowly erases negative equity at the margin, 

second, it provides some confidence to lenders, third, it teases renters paying premium rents into 

purchasing, and fourth, increased demand leads to new construction and a welcomed new source of 

employment in the economy. 

 

On this last point—and it is understandable if you need to rub your eyes—both home builder sentiment 

and construction activity has recently been improving in the housing market.  Based on data compiled by 

the National Association of Homebuilders (NAHB), and cited by publications such as The Economist and 

the web blog Calculated Risk, the uptick in builder sentiment, and single family housing starts thus far 

into 2012 is discernible.  In fact, the NAHB’s Housing Market Index (HMI) is now registering levels of 

recent activity and confidence, not seen since February of 2007. 

 

 
 

The recent uptick in homebuilder sentiment and increased construction activity is an encouraging 

development for a number of related businesses, industries and individuals searching for employment.  

Even so, observers need to restrain their enthusiasm for a continued surge in these segments for a number 

of reasons including the unusual negative equity and rental patterns propelling new demand, as well as the 

aforementioned economic bogeymen.  In sum, it seems likely in our opinion that a slow but steady drive 

towards more activity over the coming years is a reasonable outcome.  Regardless of the pace though, we 

believe its affect remains positive.  Economists generally estimate that for every $100 change in housing 

wealth an additional $7 change in consumer spending occurs
4
.  In other words, rising housing prices and 
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increased economic activity surrounding the housing market possess some, even if modest (it was the 

biggest bubble ever, after all) restorative capabilities to the broader economy which should stay true to 

past historical patterns.  The one potential risk we see in this event ties back to rising home prices leading 

to loosening lender activity.  Our concern here is that the tight conditions in the banking system are seen 

to represent the dam standing between the large increase in the money supply since 2008 and its 

inflationary implications for the broader economy. 

 

Turning to our investments, one way (we think we have others too) that we see this housing recovery 

benefiting our portfolio comes through our holding in Western Union.  Admittedly, this may not be an 

obvious beneficiary to observers, but we see the increased construction activity and services related to a 

healthier housing sector as creating additional transaction volumes for the business.  At the moment, we 

believe the market’s expectations for increased transaction volumes at the firm are generally non-existent.  

Tantamount to this discussion however is that we find the shares to be trading at attractive bargain levels.  

Trading at what we believe to be a reasonably depressed P/E of 9.1x, Western Union shares are currently 

trading at an approximate 30% discount to their long-term average P/E.  Moreover, we believe the shares 

represent a much larger discount to their intrinsic value measured through discounted cash flows.  We 

believe the discount is owed at least somewhat to the stagnant employment trends in the U.S., with some 

additional emphasis on the housing sector where a disproportionate number of workers are immigrants 

and habitually send material portions of their wages back to dependent relatives in their native countries. 

Based on market share, they most often choose Western Union when doing so. With construction pacing 

21.5% higher than a year ago in the residential space, we believe the trend in both multi-family housing 

such as apartment buildings (currently booming thanks to rental demand) and the burgeoning trend in 

single-family units bodes well for the company in the years to come.  Based on estimates by the Census 

Bureau, the United States is expected to achieve net immigration of between 1.2 and 1.6 million people 

per year by the year 2017, which compares to 1.3 million between 2005 and 2007.  One significant driver 

to the desirability of coming to the United States rests upon available jobs, and data shows that net 

migration fell precipitously during the housing bust.  Given that Western Union operates in 200 countries 

with 500,000 agents, we believe it is well-poised to capitalize on any migration trend, and a recovery in 

construction (and other home related services) is helpful to the overall picture.  Although the firm is an 

old name and may seem antiquated on this basis, it actually has room for growth in our opinion both on 

the basis of a rebound in fundamentals and opportunities to serve what it identifies as 2 billion people 

worldwide who qualify as “underserved” by the traditional financial sector.  We also tend to believe that 

the company’s earnings could accelerate on the basis of a higher velocity in the money supply, i.e., the 

eventual rise in inflation that we believe the Federal Reserve desires, as a higher velocity should lead to a 

higher turnover of money and therefore more transactions, and more fees to be collected by the firm.   

 

In any event, and summing up the bottom-up view of WU shares, we are comfortable with the valuation, 

the business model, and the brand in the market place, irrespective of these possible catalysts.  In other 

words, we feel there is some margin of safety in place at what we believe to be current bargain prices for 

the shares. 

 

We appreciate the opportunity to earn your business and look forward to serving you in the future.  If at 

any time you have questions or comments regarding our views or your investment with our firm, please 

do not hesitate to contact us. 
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Disclosures: 

 
Past performance is not indicative of future results.  This is not an offer to sell, or a solicitation of an offer to 

purchase any fund managed by Lauren Templeton Capital Management (“LTCM”). Such an offer will be made only 

by an Offering Memorandum, a copy of which is available to qualifying potential investors upon request.  An 

investment in a private fund is not appropriate or suitable for all investors and involves the risk of loss.  

 

LTCM reserves the right to modify its current investment strategies and techniques based on changing market 

dynamics or client needs.  It should not be assumed that any of the characteristics discussed were or will prove to be 

profitable, or that the investment recommendations or decisions we make in the future will be profitable.  The 

information provided in this report should not be considered a recommendation to purchase or sell any particular 

security. There is no assurance that any securities discussed herein will remain in the Fund’s portfolio at the time 

you receive this report or that securities sold have not been repurchased. The securities discussed may not represent 

the Fund’s entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio 

holdings.  It should not be assumed that any of the securities transactions, holdings or sectors discussed were or will 

prove to be profitable, or that the investment recommendations or decisions we make in the future will be profitable 

or will equal the investment performance of the securities discussed herein.  Recommendations from the past 12 

months are available upon request.  
 

 

LTCM is a registered investment adviser.  The fee schedule for LTCM’s investment advisory services with respect 

to the Fund is stated in the Offering Memorandum.  The Fund will also incur other operating expenses such as 

administration fees, audit fees and legal fees which will reduce the performance of the fund.  More information 

about LTCM can be found in Form ADV Part 2 which is available upon request.  LTF-12-49 

 


