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Market Statistics 
Stocks   Yields (%)      Commodities  

DJIA 12,354 Fed Funds 5.38 US Tr. 5-Y 4.48 CRB Futures 407 

P/E ratio 16.94 Disc. Rate 5.25 US Tr. 10-Y 4.58 Gold ($/oz)* 662 

S&P 500 1,421 US Tr. 1-Y 4.93 US Tr. 20-Y 4.82 Silver ($/oz)* 13.39 

P/E ratio 17.28 US Tr. 3-Y 4.51      Crude ($/bbl)* 
 (NYM Light Sweet Crude) 65.87 

Source: Barron’s (Apr. 2), * Spot prices (Mar. 30) 
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S ir John Templeton, the famous investor, was 
quoted: “To buy when others are despon-

dently selling and to sell when people are greedily 
buying requires the greatest fortitude, even while 
offering the greatest reward.”  
 
We are pleased to present our First Quarter 2007 
report. Going forward, we are going to be chang-
ing the way that we present our commentary and 
analysis, moving more towards a blog type plat-
form. We will post more frequent notes on our 
website with announcements posted on the client 
login page. Our future quarterly reports will gener-
ally be much shorter than the ones that you’ve 
seen lately. As a result, you can expect more 
timely research updates and analysis. 
 
Preservation of capital has always been a corner-
stone of our investment approach. We are, have 
been, and will always be happy to temporarily 
concede ground to speculators if it allows us to 
sleep better at night. The long-term effect of this 
approach has been to increase (not decrease) our 
clients’ relative and absolute long-term perform-
ance. Being liquid when prices become attractive 
gives us maximum flexibility to acquire new hold-
ings for our portfolios. 
   
Due to the market’s mispricing of extraordinary 
risks – which we discuss in depth in this report, 
we have actively reduced our risk exposure over 
the past six months. With money market funds 
accounting for a larger share of our overall portfo-

lio, we expect our short term results to be sub-
dued relative to our recent returns. However, with 
money market returns currently yielding roughly 
the same as 30-year Treasury bonds, we are be-
ing reasonably compensated. These returns could 
actually outperform those of riskier assets if the 
economic outlook continues to deteriorate. 
 
Here’s another way to look at it. According to 
David Rosenberg at Merrill Lynch, the historical 
record shows that the average decline in the S&P 
500 Index is 34% during recessions. Even if you 
are more sanguine, the market is way overdue for 
a normal 10% correction. If the market goes up 
another 10% from here before a 10% correction 
hits, you would still have been better off with the 
money market fund yielding nearly 5%. 
 
During the 12 months ended March 31, 2007, our 
Equity Composite earned 8.5% vs. 11.2% on the 
Dow, 5.5% for the Value Line Composite Index, 
and 15.4% on the MSCI World Index. Over the 
same period, our Income Composite earned 
14.7% vs. 7.2% on the Citigroup Investment 
Grade Bond Index and 5.0% in 90-day Treasury 
bills. The SEC requires us to mention that past 
performance is not a guarantee of future returns. 
(See Disclosures.) 
 
Last year, our reports conveyed our growing 
sense of concern about widespread mispricing of 
risk. In the fall, we warned about the looming con-
sequences of reckless subprime lending practices 

Letter to Investors 

"Basically, price fluctuations have only one significant meaning for the true 
investor.  They provide him an opportunity to buy wisely when prices fall sharply 
and sell wisely when they advance a great deal.  At other times, he will do better 
if he forgets about the stock market ." - Warren Buffett 
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yet the subprime crisis took the market by sur-
prise this year. We also warned that oil prices 
would remain elevated, inflationary pressures 
would persist, record corporate profit margins 
would start reverting to the mean, and the hous-
ing market downturn would persist. We still be-
lieve the US economy is slipping towards reces-
sion. 
  
Unfortunately, as the US stock market continues 
to rise, we believe that the systematic mispricing 
of risk is only intensifying. The spin emanating 
from the media and the National Association of 
Realtors about a bottoming out in the housing 
market strikes as either delusional or deceptive 
along the lines of the Bill Clinton proclamation 
that, “I did not have sexual relations with that 
woman.” 
 
In this report, we share our observations about 
the market’s behavior on February 27; how the 
strong selloff involving positive correlation across 
all risky asset categories points to an extreme 
case of mispriced risk. We provide evidence as to 
why the housing market is unlikely to recover 
soon. We discuss the role of liquidity in the mar-
kets and the possibility of a worst case scenario 
involving the “mother of all margin calls” in the 
collateralized debt obligation markets. There is 

plenty of eye-popping stuff in here to digest. 
  
As we navigate through treacherous headwinds, 
an important thing to bear in mind is that we are 
currently more focused on return of principal as 
opposed to return on principal. We look forward 
to mouthwatering buying opportunities that arise 
during the inevitable dislocations in global stock 
markets that will be required to correct currently 
mispriced risk. 
 
Just remember, investors who had the fortitude to 
resist jumping onto the technology bubble-wagon 
in 1999 were ultimately proven prudent. What-
ever it cost them in short term relative perform-
ance at first was more than made up for in long 
term performance over the next few years. 
 
Looking forward, 
 
 
 
 
Kevin Tanner 
 
 
 
 
 

“You are neither right or wrong because the crowd 
disagrees with you. You are right because your data and 
reasoning are right.” - Benjamin Graham

y,
we believe that the systematic mispricing,
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P eter Lynch once said, “You get recessions, 
you have stock market declines. If you don’t 

understand that’s going to happen, then you’re 
not ready, you won’t do well in the markets.” 
 
Update on Recession Warning 
In our recent quarterly reports, we have written 
extensively about the economy, housing market, 
and subprime mortgage crisis, all of which cur-
rently have important implications for the stock 
market.  
 
If we had the choice, we would spend less time 
writing about the economy and more time writing 
about companies in our portfolio and those that 
we have researched as potential additions to our 
portfolio. We think you would find it much more 
interesting. Unfortunately, the SEC doesn’t want 
registered investment advisors like us to write 
about individual companies.  

In this section, we will update you on new devel-
opments that further buttress our belief that the 
US economy is headed for a recession.  
 
Slowing Economic Growth  
Preliminary first quarter GDP growth came in at 
1.3% well below market expectations of 1.8%. 
The prior quarter’s figure was revised downwards 
from 3.5% to 2.5%.   
 
Consumer at Inflection Point 
Surprisingly, 3.5% growth in private consumption 
was the strongest GDP component, albeit weaker 
than in the previous quarter. It seems that the 
American consumer will try to spend as long as 
there is still access to credit. Old habits die hard. 
 
However, there are signs that consumers’ debt 
burden may be starting to bite: 

Storm Watch 

Source: SaratogaRIM and BEA  

Fig. 1: US GDP Growth  
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�� Last week, Target announced that its sales 
growth for April was coming in much weaker 
than expected. 

  
�� Wal-Mart expects April sales to be flat to 

down two percent.  
 
�� Circuit City shares plunged to a 52-week low 

on Tuesday after announcing that it now ex-
pects a first quarter loss due to weak big-
screen TV sales. They  withdrew their earn-
ings outlook.  

 
�� Redbook released data on Tuesday showing 

that US chain store sales fell 4.1% in the first 
three weeks of April (vs. the previous month). 
This was the first year over year drop since 
March 2003 when the war with Iraq began. 
Previously, the last time that this rate was 
negative was in November 2001 when the US 
was in recession. 

 
Mortgage equity withdrawals have declined sig-
nificantly as the housing recession continues and 
Americans - whether they want to or not - are be-
ginning the process of being weaned off the 

housing ATM that has sustained their spending 
habits in recent years.  
 
Despite $50 billion in year-end bonus payments 
during the first quarter - with a disproportionate 
share going to  Wall Street - the US savings rate 
remained in negative territory (-1%). As in recent 
years, consumption grew at a faster rate than in-
come. This unhealthy trend is dangerous and 
clearly unsustainable. Ultimately, the consumer 
will be forced to cut back on consumption. The 
latest data suggests that this is happening. 

Inflationary Pressures 
The Fed’s preferred core-PCE inflation rate for 
the first quarter came in at 2.2%, which remains 
above the Fed’s comfort zone.  
 
High oil prices - which had spiked on the news 
that British marines and sailors had been taken 
hostage by Iran - have persisted despite the safe 
return of the detainees (Fig. 2). Hard commodi-
ties have resumed their inflationary trajectory. 
These factors, combined with a tight labor mar-
ket, exacerbate inflationary pressures and exert 
further pressure on consumers.  

Source: SaratogaRIM and DOE 

Fig. 2: Brent Oil Prices 
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We expect inflation to rise further in coming 
months. Late last year, there was a decline in en-
ergy prices. However, they accelerated again 
earlier this year. It typically takes around two to 
four months for these price increases to flow 
through to the checkout stand, which would be 
over the next couple of months. Furthermore, it is 
possible that gasoline prices may approach $4.00 
per gallon this summer . In San Francisco, there 
is already a gas station charging $3.99 per gal-
lon. The peak driving season will soon be here. 
 
According to Barron’s, only 3.7% of investors ex-
pect the Fed’s next move to be a rate hike. We 
think this vastly under-estimates the risk. Infla-
tionary pressures are too high - not just in the US 
but in the Euro zone, Asia, & elsewhere. Inflation-
ary pressures, including rapidly rising Chinese 
wages, are beginning to trickle through the glob-
alization process.    
 
If other central banks continue to increase short 
term interest rates as expected, the Fed may be 
forced to follow suit.  Otherwise, the US dollar, 
already at a multi-year low against the Euro & 
British pound, will weaken further and exacerbate 
inflationary pressures. (The last section dis-
cusses a dilemma that Fed Chairman Ben Ber-
nanke faces.) 
 
Rising interest rates have negative implications 
for valuation. 
 
Recessionary Expectations 
On April 11, a Bloomberg survey revealed that 
60% of Americans now expect the U.S. economy 
to soon slip into recession. Prior to the last reces-
sion, 64% held such concerns. 
 
Still, the poll also showed that most Americans 
remain sanguine about their own home prices, 
with more than half expecting home prices in their 
neighborhood to hold ground over the next six 
months.  
 
We suspect this is due to the constant spin from 
commentators, mortgage lenders, real estate 
economists-spokesmen, and other so-called ex-
perts – that the housing market has bottomed.  
 
As the dismal trend in housing continues, eventu-

ally psychology will change.  
 
Housing: Dismal Trend Continues 
The latest S&P/Case-Shiller Housing Index data - 
for February - shows that the US housing market 
continues to worsen. The 10-City and 20-City 
Composite Indexes have declined for eight and 
seven consecutive months respectively (Fig. 3). 
The broad breadth of the decline is evident in the 
fact that 17 cities in the 20-City Composite Index 
recorded further housing price declines in Febru-
ary. 
 
The NAHB – Wells Fargo Housing Market Index, 
confirms that conditions in the housing market 
have progressively deteriorated (Fig. 4). 
 
There are several factors that will make it difficult-
for the decline in US housing prices to reverse 
anytime soon:   
 
�� It will take time to liquidate the substantial 

inventory of homes. There is now nearly 
eight months of supply. As Fig. 3 shows, the 
last time inventory reached a similar level was 
in 1990, which marked the beginning of a 4-
year decline for the S&P/Case-Shiller 10-City 
Composite Index.  

 
�� Inventory of homes for sale is likely to 

continue to increase. Due to a time lag 
caused by the time it takes to build a home, 
the number of new homes brought to market 
by homebuilders tends to continue for about a 
year before they can adjust to changes in 
market conditions. Since the housing market 
did not turn negative until last August, we ex-
pect that new homes will continue to add to 
total inventory for another quarter or so. Fur-
thermore, we expect to see an increase in the 
overall inventory of homes for sale; as prices 
continue to decline, more homeowners slip 
into negative equity, and foreclosure rates  
snowball, resulting in even more homes com-
ing to market. If the economy slows and work-
ers begin to get laid off, the downward spiral 
could accelerate. 
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Source: SaratogaRIM and NAHB 

Fig. 4: NAHB-WF Housing Market Index 

Fig. 3: S&P/Case-Shiller Home Price Index and New Homes for Sale Inventory 

Source: SaratogaRIM and Standard & Poor’s 
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�� Surging foreclosures will result in more 
homes coming to the market. US foreclo-
sures increased 47% in March, while Califor-
nia foreclosures nearly tripled (Fig. 5). Based 
on the reports that we’ve seen, estimates of 
total foreclosures over the next few years 
range between 1 million and 2.4 million. The 
number of subprime loan holders who face 
resets to higher interest rates has yet to peak. 
It will stay high through to the fall of 2008, 
keeping foreclosures on the rise.  

 
�� The liquidity crunch will compound credit 

problems and add to surging foreclosures. 
Figure 6 shows that banks are tightening 
mortgage lending standards. People are be-
ginning to find it more difficult to obtain new 
mortgages or to refinance existing ones.  

 
�� The mortgage mess is complicated and 

will take a long time to resolve. The full ef-
fects of the credit contagion are yet to be 
known. There are large unrealized collateral-
ized debt obligation (CDO) losses throughout 
the banking system. We don’t expect these 

problems to be resolved quickly. As we will 
explain in the next section, it is possible that a 
massive liquidity crisis may unfold. Any way 
you look at it, the mortgage crisis is much 
worse than commonly perceived. 

 
Subprime Contagion 
Despite contradictory statements from the gov-
ernment and media, we see widespread evidence 
of subprime contagion in the auto, motorcycle, 
and consumer credit card segments. Examples 
include: 

 
�� Losses at DaimlerChrysler AG’s finance unit 

are running at their highest levels since 2000; 
GM’s Vice Chairman blames the mortgage 
“meltdown” for declining auto sales (down 
9.5% in April).   

 
�� Harley Davidson’s finance unit is experiencing 

significant increases in delinquencies on sub-
prime motorcycle loans. 

 
�� Bank of America says that subprime woes are 

Fig. 5: US Monthly Foreclosure Filings 

Source: SaratogaRIM and RealtyTrac 
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spreading into their credit card business.   
 
There is also evidence of subprime contagion in 
the Alt-A segment of the mortgage market, which 
involves high FICO borrowers who do not provide 
verification of income, etc. Examples include: 
 
�� M&T Bank - a regional mid-Atlantic bank held 

by Berkshire Hathaway - projected first quar-
ter earnings of $1.50 to $1.60 per share, far 
below consensus estimates of $1.86 per 
share. They blamed the shortfall on Alt-A 
mortgage loans, which make up 30% of the 
bank's mortgage portfolio. Forced to repur-
chase non-conforming loans, the bank also 
decided to not sell some new loans due to 
inadequate pricing due to lack of bidders. 

 
�� GE, the fifth largest subprime lender in 2006, 

is laying off nearly eight hundred employees 
in its mortgage lending business. GE stated 
that delinquencies in its Alt-A loans were in-
creasing and that conditions in the mortgage 
market would worsen.  

 

These are just a few examples. In our view, there 
is ample evidence to dispel the spin that all is well 
in the mortgage market. Since our last report, the 
number of lenders which have been forced to 
shut down has grown to 50.  
 
Homebuilding Slowdown 
The National Association of Home Builders esti-
mates that the drop in housing starts will shave 
one percent from GDP in 2007. Government sta-
tistics estimate that 61,000 homebuilding jobs 
were lost between October 2006 and February 
2007. However, these numbers dramatically un-
derstate the damage as they ignore illegal immi-
grants who have been idled. Such workers don’t 
show up as being laid off because they never en-
ter official payroll data to begin with.  
 
According to the New York Times, Hispanic ille-
gal immigrants accounted for 60% of the one mil-
lion homebuilding jobs created in 2004-06, but 
government figures don’t include them in the offi-
cial headcount. These immigrants were among 
the first to lose jobs in the housing downturn.  

Source: SaratogaRIM and Federal Reserve 

Fig. 6: Percentage of Domestic Banks Tightening Mortgage Standards to Individuals 
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The Wall Street Journal reported that  immigrants 
send an average of $1,000 back home. Mexico’s 
remittances are down by about $600 million. This 
implies that roughly 600,000 Mexican workers 
alone have lost their jobs. Remittances from else-
where in Latin America are also off sharply. 

Cyclical Turning Point 
As the first quarter reporting season comes to 
close, the earnings growth rate for S&P 500 has 
slowed to roughly 7%. This is significant coming 
off the record streak of consecutive quarters of 
double digit growth rates. If our recessionary 
fears materialize, corporate managements are 
likely to do what they’ve done so well in the past 
– cut expenses and cut payroll. This would im-
pact every sector of our economy.   

"For some reason, people take their cues from price action rather 
than from values.  What doesn't work is when you start doing things 
that you don't understand or because they worked last week for 
somebody else. The dumbest reason in the world to buy a stock is 
because it is going up." - Warren Buffett
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I n Berkshire Hathaway’s 2000 Annual Report, 
Warren Buffett wrote: “...a pin lies in wait for 

every bubble. And when the two eventually meet, 
a new wave of investors learns some very old 
lessons: First, many in Wall Street - a community 
in which quality control is not prized - will sell in-
vestors anything they will buy. Second, specula-
tion is most dangerous when it looks easiest."    
 
Eerie Calm Shattered 
In our last report, we warned that complacency in 
the highly leveraged stock market left it ill-
prepared to deal with unexpected surprises. The 
S&P 500 Index hadn’t and still hasn’t seen a 10% 
correction for four years, the second longest such 
period in history. Prior to February, the DJIA had 
gone more than eight months without a 2% de-
cline during a daily session. The VIX Index, a 
CBOE measure of risk (volatility) for the S&P 
500, aka “the investor fear gauge,” hovered 
around record lows.     
 

On February 27, tranquility was shattered. The 
first region to open for trading was Asia, as it is 
situated just westwards of the international date 
line. The Shanghai stock exchange plunged 8.8% 
that day. Major stock exchanges in Asia, Europe, 
and Americas followed. India, Turkey, Germany, 
and Brazil plunged 3%, 4%, 4.5%, and 6.6% re-
spectively. The Dow dropped over 550 points to 
its intraday low before closing down 416 points or 
3.3%, its largest single day percentage drop in 
four years. The VIX Index spiked by 64% (Fig. 7). 
  
Retrospection
The 3.3% decline in the Dow is hardly note wor-
thy when compared with other one-day plunges 
in history. By mid-April, the Pavlovian “buy-the-
dip” mantra had erased the Dow’s decline. A few 
days later, the Dow surged past 13,000 to set a 
new record high. By the end of April the eerie 
calm of complacency had regained its footing.    
 
We believe that February 27 was a harbinger of a 

State of the Market 

Source: SaratogaRIM and CBOE 

Fig. 7: VIX Index 
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more protracted market decline in the future and 
think it is worthwhile to share our thoughts with 
you. 
 
Why Ask Why? 
What was the trigger for the late February global 
selloff? The plunge in Shanghai shares was ig-
nited by false rumors that the Chinese govern-
ment planned to impose capital controls on inves-
tors. There may also have been a delayed reac-
tion to Alan Greenspan’s comments on February 
26. Greenspan had given a speech via satellite 
hookup to a Hong Kong business conference. He 
conceded that a US recession was possible. His 
speech hit the newswires a few hours before the 
US stock market opened on February 26. The 
U.S. and London markets took little notice. 
 
However, by February 27, a plethora of gloomy 
news headlines appeared on trading screens all 
over the country. Sample headlines from Reuters, 
New York Times, Financial Times, and Wall 
Street Journal on February 26-27 included: 
 
�� Greenspan warns of possible recession 
�� Durable goods orders dropped 7.8% last 

month 
�� US home prices fell in December  
�� Subprime lender Fremont delays results 
�� Manufacturing slips quietly into recession 
�� GM says February US sales to fall 6-7% 
�� Chinese stocks post biggest fall in decade 
�� Freddie Mac tightens standards  
�� Cheney targeted in assassination attempt 
�� Housing sector may be knocked by mort-

gages 
�� Iraqi bomb factory stokes US fears 
�� Bank of Japan sees gradual rate rises  
 
Ordinarily, headlines like these would not seem 
significant enough to trigger a synchronized 
global selloff. Nobody can ever truly be sure why 
traders decide to sell when they do.  
 
Like February 27, there is no consensus on what 
triggered October 19, 1987 stock market crash 
either. The point is, no catalyst is necessary for 
markets to implode. 

Dramatic Market Action 
The Dow’s decline on February 27 was driven by 
extreme selling pressure as opposed to a dearth 
of buyers. The 100-to-1 ratio of volume in declin-
ing stocks over advancing stocks was the most 
lopsided margin ever recorded, even greater than 
the 1987 crash. The 4.1 billion shares traded on 
the NYSE was an all-time record. 
 
Most intriguing, was that the selloff involved virtu-
ally every asset category, even those that are tra-
ditionally inversely correlated. Risk premiums 
widened as investors retreated from all risky as-
sets. No asset class was spared as markets for 
virtually every type of stock, bond & commodity 
were routed. The risk premium on developing 
country bonds widened by 140 basis points - a 
major decline. Unwinding of the carry trade 
caused the Japanese yen, to gain more than 2%, 
its most powerful move in about a year.  

Drawing Parallels with Precedents 
Recently, Richard Fisher, the president of the 
Federal Reserve Bank of Dallas gave an interest-
ing, and colorful speech titled, “Risk Is a Many 
Splendored Thing: Lessons Learned.”  
 
The speech compared the events and market 
psychology behind the current subprime mort-
gage debacle and the savings and loan, banking, 
and real estate crisis of the eighties. In the after-
math of the latter, by the early nineties, more than 
800 financial institutions went under, including 
nine out of the ten largest banking institutions in 
Texas. 
 
The following two paragraphs caught our eye: 
 

“The memory cells begin to tingle.  We are 
reminded that investors and financial insti-
tutions need to consider fully the potential 
for broad swings in financial markets to 
cause losses across a range of asset 
classes, even when losses may seem un-
correlated in a more benign environment.  
As we learned from our experience in 
Texas, adverse performance may be 
more correlated across assets than many 
expect, and the ramification of pricing er-
rors can be enormous.” 

more protracted market decline in the future 

p
adverse performance may be p y

more correlated across assets than many y
expect, and the ramification of pricing er-p
rors can be enormous.” 



Saratoga Research & Investment Management   First Quarter 2007 Report  -  12 

  

“I often hear anecdotes of seemingly risk-
laden financial deals fetching only bare-
bones margins. Capital appears to be 
chasing one hot product after another, 
even as returns are compressed. In this 
regard, we should be mindful of the possi-
bility that intense competition is causing 
investors to reach for yield and assume 
too much risk, just as Texas banks did in 
the 1980s with their aggressive shift from 
the faltering energy sector to the glitter of 
real estate.”  

 
The relevance of these two paragraphs to the 
February 27 selloff could not be more striking. 
The highly correlated behavior of the risky assets 
across the board during the February 27 selloff 
strongly implies that pricing errors are enormous. 
Investors around the world are reaching for yield 
and assuming too much risk. 
 
The lesson here is that if we can recognize highly 
leveraged situations, where people invest without 
regard for proper pricing situations, it pays to be 
sober and patient in order to be able to take ad-
vantage of broad swings in the financial markets.  
 
When people get greedy with leverage and are 
oblivious to risk, especially when macroeconomic 
fundamentals are deteriorating, it is smart to be 
selective and wait for better pitches to hit. As  
Warren Buffett once said: 
 

"The stock market is a no-called-strike 
game. You don't have to swing at every-
thing--you can wait for your pitch. The 
problem when you're a money manager is 
that your fans keep yelling,  
'Swing, you bum!’” 

 
Another lesson is that static asset allocations 
based on historical returns and correlations are 
foolhardy. There is no substitute for common 
sense, experience, and independent analysis in 
order to evaluate risks relative to expected re-
turns.  
 
The Middleman Factor 
Five years ago, Professor Franklin Allen at The 
Wharton School wrote a report on asset price 
bubbles for the Federal Reserve. The report ac-

curately described how the appetite for risk has 
proliferated in the financial markets. The argu-
ment is equally relevant to today’s subprime mar-
ket and to stocks.  
 
The report concludes: 
 

“This paper has suggested that one basic 
reason for the existence of positive bubbles 
is an agency problem. Many investors in 
real estate and stock markets obtain their 
investment funds from external sources. If 
the ultimate providers of funds are unable 
to observe the characteristics of the invest-
ment, there is a classic risk shifting prob-
lem. Risk shifting increases the return to 
investment in risky assets and causes in-
vestors to bid up prices above their funda-
mental values. A crucial determinant of as-
set prices is thus the amount of credit that 
is provided for speculative investment. Fi-
nancial liberalization, by expanding the vol-
ume of credit for speculative investments 
and creating uncertainty about the future 
path of credit expansion, can interact with 
the agency problem and lead to a bubble in 
asset prices.”  

The term, “agency problem,” may be a bit confus-
ing for you here unless you have the author’s re-
port at your disposal. An “agency” is a financial 
intermediary or middleman. The financial markets 
have evolved over the years such that there are  
many new types of specialized financial interme-
diaries. They include fields ranging from lending 
and brokerage to securitization, alternative in-
vestments and structured products. 
 
Allen’s main point is that many investments in 
risky assets are bought using borrowed money 
and that lenders end up taking more risk than 
they think because of the use of a middleman. By 
using such an agent, who makes a commission 
or similar fee, the incentive is to get the deal done 
as opposed to looking out for the interest of the 
lender. 
 
In the past, the job of the traditional loan officer 
at the bank was to evaluate the credit worthiness 
of potential loan applicants and to recommend 
whether or not the bank should make loans to 

When people get greedy with leverage and arep p g g y g
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them. The officer  carefully reviewed the appli-
cant’s documentation to verify assets, liabilities, 
and history of cash flows.  He also wanted to 
know what the money was going to be used for, 
and how the borrower proposed to pay the princi-
pal with interest at a rate that made the risk profit-
able. 
 
Now, let’s fast forward to today. A loan broker ob-
tains a line of credit with a Wall Street firm to 
make loans (off the credit line) which the Wall 
Street firm will buy back (less commission) to pay 
down the line of credit. The borrower meets with a 
loan broker. The loan broker is paid a commission 
for selling the borrower a loan. (If there’s no loan, 
there’s no paycheck for the broker.) The broker 
then sells the loan to the Wall Street firm and has 
nothing further to do with it. The Wall Street firm 
(who has never met the borrower) then repack-
ages the loan with others into a portfolio of loans. 
The portfolio is then securitized, chopped, diced 
and sliced into derivative securities which are then 
sold to the ultimate lenders. 
 
As you can see, the scheme has changed. Allen 
points out that ramifications from this change in 
the way that lenders and borrowers interact has 
become a powerful feature of today’s financial 
markets. The problem, Allen argues, is that limited 
liability tends to encourage excessive risk taking, 
which causes prices of risky assets to be bid 
above their fundamental values. Below, we pro-
vide a few examples: 
 
�� Home owners who couldn’t get a loan before 

(because of poor credit) have little risk, espe-
cially if they borrow all (or more) of a houses 
value. 
 

�� Mortgage brokers are paid on how much they 
can lend, but suffer no penalty for defaults be-
cause they aren’t lending their own institutions 
money. 

 
�� Due to incentivized pay structures (typically 

2% management fees plus 20% of profits) at 
hedge and private equity funds, fund manag-
ers have incentive to engage in the riskiest of 
strategies. Often through the use of derivatives 

and cheap leverage they have every incentive 
to chase short term performance. This is be-
cause they typically get 20% of the profits but 
do not share in any of the losses. Due to lim-
ited liability and a huge payday if their bets 
payoff, they have little incentive to be con-
cerned about the risk they take with their cli-
ent’s money. In the worst case scenario, they 
can just shut down the fund (and start a new 
one like some have).  
 

�� The derivatives market has learned to bypass 
equity margin requirements by creating a de-
rivative called a total return swap. This make it 
possible for risk-hungry hedge funds to make 
bets using leverage of 10, 15, or even 20 
times. For example, under current margin re-
quirements, to buy $100 worth of IBM stock a 
deposit of $50 is required. Using a total-return 
swap derivative contract, $100 worth of IBM 
could be effectively bought for $5 or less. 

Incidentally, Warren Buffett feels the proliferation 
of such swaps is dangerous. He was recently 
quoted in a Wall Street Journal about the prolif-
eration of leverage: “Total-return swaps make a 
mockery out of margin requirements. The wide 
spread use of such swaps makes the leverage 
that preceded the 1929 Crash look like a Sunday 
School Picnic.” 
 
With benefit of hindsight, an appropriate title for 
the paper and an attentive audience, Allen could 
have issued a prescient warning for today’s asset 
price bubble. Given that we’ve seen mortgage 
brokers duping subprime or even Alt-A families 
into taking on mortgages that they couldn’t afford, 
we know that Allen’s agency problem is real. 
 
 Forty percent of the firms operating today in the 
explosive collateralized debt obligation market 
have no experience in managing a downturn in 
the credit cycle. Once the current serial asset bub-
ble pops for good, you can rest assured that pol-
icy makers will attempt to enact structural reform 
in the financial industry to deal with the agency 
problem. What happened on February 27 should 
have come as a surprise to nobody.  
Risk and the Illusion of Risk Management 
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Extreme financial leverage permeates every fi-
nancial sector of the world today. Furthermore, 
the “agency” problem has by-passed many tradi-
tional safeguards and encouraged excessive risk 
taking on a wide scale basis. We believe these 
factors to be among the primary causes of com-
pressed risk premiums throughout virtually every 
risky asset class in the world. Under such condi-
tions, any unexpected shock (or abnormality) 
should be expected to cause extreme selling 
pressure.  
 
Complicating matters, sophisticated “risk man-
agement” strategies in practice today have be-
come so popular that their cumulative effect may 
have the effect of increasing risk rather than re-
ducing it. 
 
Because institutions are employing so much lev-
erage, they attempt to mitigate risk by putting into 
place automated selling strategies intended to 
“get them out” if volatility increases or prices be-
gin to fall. In a nut shell, these strategies involve 
supercharged batches of stop-loss orders. 
 
As was the case with “Portfolio Insurance” strat-
egy (which was the risk management trading 
strategy du jour in the run up to the Crash of 
1987) the “Value At Risk” incarnation today is 
predicated on selling if others are selling. 
 
Obviously, if large numbers of sellers try to rush 
the “exit door” at the same time the result is going 
to negative. Automated trading strategies, con-
tributed to the February 27 selloff. 
 
At the end of the day, it doesn’t matter how you 
dice it or slice it, highly leveraged markets are 
susceptible to an elevated risk of capital losses.  
 
 

“Not everything that counts can 
be counted and not everything 
that can be counted counts.” – 
Albert Einstein 
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I n this section, we explain the meaning of liquid-
ity, its role in today’s markets, and how a sub-

prime spillover could trigger a recession. When 
people hear about global liquidity, they may think 
of all the fancy terms that are associated with it 
(e.g., yen carry trade, total return swaps, collater-
alized debt obligations). However, the one single 
common characteristic of all the phenomena as-
sociated with the truly amazing liquidity flows pre-
sent in today’s markets is leverage.   
 
Fictional Exchange 
To achieve our objective, we present a hypotheti-
cal discussion between two fictional characters, 
Mr. Bear and Mr. Bull, who had their first discus-
sion in our last report when they discussed a 
tome, Our Brave New World, by GaveKal Re-
search. The discussion follows: 
 
Bull:  I really enjoyed talking to you last time 

about GaveKal’s thesis. You were right. I 
see in the newspaper that S&P 500’s re-
cord streak of double-digit earnings growth 
has slowed to single digit figures, and that 
not only are real wages rising but produc-
tivity gains have also decelerated.  

 
Bear: GaveKal’s incorrect thesis shows the im-

portance of doing your own objective re-
search. You can’t believe everything that is 
being hyped up in the media. I’m glad that I 
was able to help you to understand the 
truth.  

 
Bull: I’m perplexed though. If earnings growth 

has slowed and the economy is barely 
growing, how come the Dow keeps making 
new record highs over the last couple of 
weeks. Commentators keep saying we’re 
awash with liquidity.  

 
Bear: Oh, liquidity! Yes, you mentioned that last 

time. Let’s see. Besides the stuff you and I 
used to drink at Cow’s sorority parties, 
what do you think it is?  

 
Bull: It’s been a long time since I studied this 

stuff. I think cash and marketable securities 
are liquid assets. 

 
Bear: That’s right. However, the traditional asset-

based definition of liquidity also depends 
on the maturity of receivables, the turnover 
of inventory, and the relationship of these 
assets to total liabilities.  

 
Bull: I also hear about liquidity in a different con-

text. When people brag about their invest-
ments successes, they mention that this is 
a liquidity driven market.  And since there’s 
just too much liquidity out there, they’re 
convinced that the markets can only go up 
from here.  

 
Bear:  That is partly a perception problem. Today, 

when people use the term liquidity in refer-
ence to the markets they are not using the 
traditional definition of the word. For the 
most part, when people use the term 
“liquidity driven market” they are actually 
talking about -  whether they know it or not 
- a leverage driven market. The markets 
have been in a speculative phase for quite 
some time. When the market gets hit by its 
next sizable correction, which is now long 
overdue, they will learn that leverage is a 
double edged sword that cuts both ways. 

 
Bull: What do you mean by that? 
 
Bear: Leverage has the effect of magnifying re-

turns on both the upside and downside.  
 
Bull: When people refer to liquidity nowadays, 

they are actually including borrowed 
money on top of traditional cash and liquid 
assets?  

 
Bear: That is right. Times have changed. And we 

are not just talking about margin here. Wiz-
ards of Wall Street have been very busy in 
recent years. Derivatives trading and secu-
ritization have been an increasingly power-
ful force in financial markets. Its role in 

Liquidity Binge & Spillovers 

g
For the 

most part, when people use the termp p p
“liquidity driven market” they are actuallyq y y y
talking about -  whether they know it or not g y
- a leverage driven market. The marketsg
have been in a speculative phase for quitep p q
some time. When the market gets hit by itsg y
next sizable correction, which is now long, g
overdue, they will learn that leverage is ay g
double edged sword that cuts both ways.

Leverage has the effect of magnifying re-g g y g
turns on both the upside and downside. 



Saratoga Research & Investment Management   First Quarter 2007 Report  -  16 

  

turning non-marketable assets into market-
able securities has changed not only the 
culture but the very nature of the financial 
markets. The combination of an insatiable 
appetite for yield and the explosive in-
crease in synthetic tradable assets has 
helped to create a shadowy credit deriva-
tives market that is now bigger than the 
entire U.S. Treasury market. 

 
Bull: Wow! Securitization? Can you explain se-

curitization in more detail? 
 
Bear:  Sure. It involves repackaging non-

marketable securities such as mortgage 
debt into marketable securities for resale. 
For example, a Wall Street firm purchases 
a billion dollars of mortgages from mort-
gage brokers. They then package the port-
folio of mortgages into a single security 
called a collateralized debt obligation 
(CDO) that passes through principal and 
interest to its owner. They do this with all 
kinds of illiquid assets. 

 
Bull: Is this what they call a derivative security? 
 
Bear: Yes, it is a credit derivative. A derivative is 

a security that derives its value from an un-
derlying asset – in this case credit. But 
those clever guys don’t stop there. They 
often create derivatives out of derivatives. 
For example, they might take that CDO 
that I just described, cut it into parts, and 
structure a product so that all of the princi-
pal and interest would go to pay off the 
senior part (called a tranche). When the 
first tranche is completely paid off, all of the 
money starts paying off the next senior  
tranche, and so on. Obviously the most 
senior tranche is the safest and the lowest 
tranche is the most risky. At the end of the 
process they are rated by rating agencies 
like Moody’s or Standard & Poor’s before 
they are sold to yield hungry investors. 

 
Bull: That actually sounds simple enough. 

What’s your beef? 
 
Bear: Well, there are some issues that I’m un-

comfortable with. The ratings agencies 

have relied too heavily on historical data 
and not adequately accounted for factors 
that may cause future default rates to differ 
significantly from past ones. For example,  
there has been significant deterioration in 
the quality of  the underwriting process for 
issuing loans.  

 
Bull: I can see how that would be a problem. 
 
Bear: Even so, yield hungry investors are buying 

these derivative securities in massive 
amounts using heavy leverage on the as-
sumption that the AAA rating makes them 
as safe as a Treasury security. Consider-
ing that many of these bonds that were 
sold as AAA credit ratings have underlying 
assets made up in large part by subprime 
mortgages,  

 
Bull: Subprime Mortgages? I thought these were 

AAA rated securities! 
 
Bear: Hey. Don’t yell at me. I agree with you, 

these ratings agencies were totally out to 
lunch. Wall Street got into the alchemy 
business turning lead into gold. And the 
ratings agencies let them get away with it.  
Where do you think those bonuses came 
from? 

 
Bull: Why, if many of these CDO’s or whatever it 

is you call them, should actually have been 
rated lower than they were sold at, that 
would also mean that they were sold at 
prices potentially far higher than they are 
really worth.   

 
Bear: That ain’t no bull.   
 
Bull: Okay, I get it. What other beefs do you 

have? 
 
Bear: I’m worried that these potential mispricing 

issues have been magnified because the 
markets have just grown too fast. In 2006, 
$550B in CDOs were issued globally (Fig. 
8). Demand for collateralized debt obliga-
tions (CDOs) has pushed risk premiums 
lower for everything from mortgages to 
risky junk bonds, forcing investors to use 
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more and more leverage to achieve rea-
sonable returns. The CDO market is so 
big, and so dynamic, that it has actually 
impacted the pricing structures of compet-
ing yield investments all across the credit 
spectrum. And to the extent that there may 
be widespread mispricing in the CDO mar-
ket, that also means that many other totally 
unrelated investments that investors have 
bought for income may also be mispriced.  

 
Bull: $550 billion though. That’s a really fast 

growing market. Should I get into the game 
too by instructing my broker to trade these 
on the margin and juice up my returns? It is 
pretty amazing to read about how much 
money some hedge fund managers got 
paid last year for taking risk. 

 
Bear: Considering that it looks like we’re coming 

to the end of a credit cycle that sounds like 
an incredibly bad idea. We have experi-
enced an unusually long period of low in-

terest rates. People have been lulled into a 
false sense of security by the fact that we 
haven’t had many recessions for awhile 
and they’ve been relatively mild and short. 
Also, we are in a credit bubble that looks 
like it is on the verge of bursting. Another 
problem is that there are so many players 
already in the game, including supposedly 
conservative pension funds, chasing the 
same returns. This market is now so large 
that asset prices have been bid above their 
fundamental values. The worst case sce-
nario is extremely ugly. 

 
Bull: What if I invest with these hedge fund 

guys? I hear that even though they employ 
leverage to enhance their returns that they 
employ extremely sophisticated quantita-
tive models that help them to mitigate their 
risks.  

 
Bear: It is amazing just how many hedge funds 

have blown up even with brainiest statisti-

Source: SaratogaRIM, SIFMA, and Thomson Financial 

Fig. 8: Global CDO Market—Total Issuance 
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cians on their staff. There’s always scope 
for both modeling errors and abnormal 
events, which crop up more frequently than 
people expect.  

 
Bull: But the biggest banks in the world use 

similar quantitative risk management ap-
proaches and I can’t remember any well 
publicized blow ups except for the vener-
able British bank, Barings, over a decade 
ago. Today’s risk managers benefit from 
rigorous statistical applications, powerful 
computers, real time information flows, and 
rapid execution of trade orders. 

 
Bear: That is true but you are also overlooking 

something. These risk management mod-
els really haven’t been stress tested yet in 
the real world. We had very accommodat-
ing monetary policy for quite some time. 
The question is whether these models will 
fare well during a more hostile monetary 
environment. We’re not only looking at the 
potential bursting of a credit bubble but this 
is also happening at a time when there are 
higher inflationary pressures around the 
globe. Then there’s the spillover risk from 
the subprime mortgage market.  

 
 [Editor’s note: Yesterday, just as this report 

was being finalized for publication, the 
Swiss banking giant, UBS, reported mas-
sive losses as a result of one of its hedge 
fund’s blowing up due to exposure to the 
subprime meltdown.] 

 
Bull: What is a spillover risk? 
 
Bear: Stephen Roach, Morgan Stanley’s well 

known bearish chief economist, says a 
spillover is a contagion within an asset 
class or repercussions from one sector to 
another in the real economy. For example, 
there were over 350 pure dot.com stocks, 
which had an aggregate market capitaliza-
tion of over $1 trillion in early 2000 (i.e., 6% 
of the total market value of US stocks). 
When the Internet bubble burst, most in-
vestors felt that there would be no spillover 
effect to the rest of the market. They were 

wrong, as the S&P 500 Index fell 49% over 
the next two-and-a-half years.  

 
Bull: Wow!  
 
 Bear: When the stock market deflated in 2000, a 

spillover effect led to cutbacks in technol-
ogy-related capex. However, this time 
around, we expect the housing recession 
to have a spillover effect on consumer 
spending, which accounts for around 70% 
of GDP. Given that the economy barely 
budged forward at a 1.3% growth rate in 
the first quarter, we believe that a hard 
landing is more likely than most investors 
think. In Roach’s words, “Subprime is to-
day’s dot.com, standby for the spillover…” 

 
Bull: You’re scaring me. 
 
Bear: There’s more. A hard landing would indeed 

be worrying because Americans are so ill 
prepared for it. Unlike the Japanese who 
had savings when their asset price bubble 
burst in the early nineties, Americans have 
had negative savings for the past two 
years, unprecedented since the Great De-
pression. American consumer debt and 
debt service obligations have surged to all 
time highs. 

 
Bull: You mentioned earlier that we were in a 

credit bubble. How leveraged are the play-
ers and do we know how the risks distrib-
uted? 

 
Bear: I’m not sure we could answer the question 

even if we tried. Worried regulators are try-
ing to find out for themselves. One reason 
is that many credit derivative transactions, 
etc., are done privately. What we do know 
is that central bankers now have less con-
trol than ever over the situation. Through-
out most of our history the creation of 
“money” has been managed through the 
banking system which is governed by the 
Federal Reserve. The process involves in-
jecting “liquidity” into the system through 
member banks who through their normal 
course of business implemented a multi-
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plier effect throughout the economy.  
 
Bull: Why did you say it like that? Throughout 

most of our history…. 
 
Bear:   Well, today with all these derivatives and 

the associated leverage, it almost seems 
like Wall Street has figured out how to cre-
ate “liquidity” all by themselves without the 
assistance, or oversight of the Federal Re-
serve. 

 
Bull: Is there a realistic scenario whereby things 

go wrong and this wall of “liquidity” comes 
crashing down? 

 
Bear: There are large unrealized CDO losses 

throughout the banking system. If visible 
cracks appeared in the wall or credit agen-
cies were to awaken to reality, perhaps by 
rising defaults or increased regulatory 
pressure, they will downgrade many AAA-
rated CDOs which are backed by subprime 

debt. I will spare you the gory details but 
the gist of the problem is that capital re-
quirements for bank holdings are directly 
tied to credit ratings. The higher the rating 
the more the holding can be leveraged. If 
credit ratings are cut across a wide spec-
trum of the CDO market, a massive liquid-
ity crisis could unfold. Jim Grant describes 
that possibility as  “the mother of all margin 
calls.”  

 
Bull: Wow!  That sounds like a Frankenstein 

movie.  Sorry I asked.  As always my 
friend, thanks for the insights. 

 
Bear:   Anytime.      
 
 
 

“Everything is in bubble territory. Everything. From 
Indian antiquities to modern Chinese Art; from land in 
Panama to Mayfair; from forestry, infrastructure and the 
junkiest bonds to mundane blue chips; it’s bubble time! 
The bursting of this bubble will be across all countries 
and all assets.” – Jeremy Grantham (Grantham Mayo 
Van Otterloo, April 2007)
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B en Bernanke has got to be wishing he was 
back in the cozy halls of academia. His new 

job thrusts him far outside the realm of the hypo-
thetical and into the real world. The job of being 
Fed Chairman is probably always difficult.  
 
Two Americas 
Senator John Edwards has spoken often about 
the existence of “Two Americas.” This issue has 
to be Bernanke’s greatest nightmare. He’s 
damned if he does and damned if he doesn’t - and 
vice versa! 
 
The policy options being faced today by the Fed 
are complicated by the fact that the upper tier of 
the socio-economic spectrum is doing well while 
the much larger bottom tier is struggling just to 
make ends meet. I would argue that the lower 
America is in a recession while the upper America 
is still doing relatively well. The aggregation of the 
two America’s into consolidated economic reports 
released by the government paints a distorted and 
inaccurate picture. The aggregates don’t accu-
rately describe how anyone is actually doing. 
 
Soft Landing vs. Stagflation 
There is a very fine line between love and hate. 
Depending on the mood du jour, Wall Street 
keeps teetering recently in trying to interpret the 
economic data flowing out of Washington. De-
pending on whom you talk to or which week you 
ask, the current economic environment would 
likely be described as either a soft landing or a 
stagflationary environment. 
 
The common denominator between the two is that 
aggregate growth is slow or shrinking while the 
primary difference is that inflation is higher than 
desired in the latter while just about right in the 
former.  
 
The apparent schizophrenic behavior of Wall 
Street can be largely explained by the fact that 
their playbooks, depending on which scenario we 
are actually in, are quite different. The “soft land-
ing” scenario is perceived as being very benevo-
lent for stocks while the word stagflation conjures 

up memories (either real or more likely from text 
books since many people working on Wall Street 
were not yet alive) of the 1973–74 bear market. 
 
Reality is far more complex than these over sim-
plifications imply. As we said earlier, the distribu-
tion of wealth and income in this country have be-
come so disparate that, at least from a policy per-
spective, the American economic condition might 
properly be considered as two separate econo-
mies – upper America and lower America.   
 
From a policy perspective, upper America is cur-
rently experiencing a soft landing (but moving to-
wards stagflation) while lower America is experi-
encing a hard landing. If there were two separate 
Federal Reserves, The Fed for upper America 
should be stepping on the brakes and raising in-
terest rates while the Fed for lower America 
should be cutting interest rates and providing as-
sistance.   
 
The problem is, there’s only one Fed and they 
have to follow a one policy for both lower and up-
per America. The result is that the Fed is totally 
boxed into a corner.  They don’t know what to do 
(or which side to help) so they are sitting on their 
hands and not doing anything.  If they raise rates 
to help keep inflation contained, they will abso-
lutely kill lower America; potentially dragging ag-
gregate America into a deep recession, possibly 
even depression. If they cut rates to try to help 
lower America, they risk fanning the flames of in-
flation and potentially setting off a 1970s-style in-
flationary spiral.  
  
Which Bernanke? 
Eventually the Fed will have to choose sides. If 
Greenspan were still at the helm Wall Street 
would know which way to bet.  Mr. Bernanke is far 
less predictable at this point.   
 
Bernanke has written extensively - from an aca-
demic perspective - on the concept of inflation tar-
geting where he has argued that Fed policy is 
most effectively practiced by targeting a desired 
core inflation range of 1% to 2%, with proper pol-

The Bernanke Dilemma 
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icy being restrictive when inflation is running 
above that range and accommodative when it is 
running below. 
 
On the other hand, he has been widely quoted as 
saying that if the economy slipped into recession, 
such that actual deflationary pressures were to set 
in, his solution would be to drop money from heli-
copters – hence his nickname, Helicopter Ben.   
 
However, the situation is more complicated than 
that. Whatever Bernanke does, he has to be 
mindful of the currency ramifications of Fed pol-
icy—as foreign exchange rates are affected by 
relative monetary policies. This is particularly true 
at a time when the dollar is already trading at a 
26-year low against the British pound and an all 
time low against the Euro. 
 
In England, property prices are soaring to record 
highs and inflation in England is running at over 
3%. Hence, the Bank of England’s Monetary Pol-
icy Committee is expected to raise the current 
“Bank Rate” upwards from 5.25% on May 10. 
While an increase to 5.50% is generally expected, 
around 10% of the economists expect a 50 basis 

point increase. The Fed’s policy decision is due 
the next day.  
 
Should rates rise on the other side of the pond, 
the US dollar will continue to decline against the 
pound and other currencies which would increase 
inflationary pressures in the US. 
 
For the time being however, we suspect that Ber-
nanke (and his Fed cohort) will leave rates un-
changed. In doing so they will stand by and watch 
lower America slip closer and closer to oblivion 
while upper America keeps chugging along. Even-
tually, when the problems in lower America finally 
do start to pull upper America down as well, Ber-
nanke will flinch.   
 
But if things turn south in a big way, keep your 
ears open for rotor blades warming up.  

“There is no subtler, no surer means of overturning the 
existing basis of society than to debauch the currency. 
The process engages all the hidden forces of economic 
law on the side of destruction, and does it in a manner 
which not one man in a million is able to diagnose." 
– John Maynard Keynes
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Condition Requirement 
Overvalued S&P 500 price/peak earnings greater than 18. 
Overbought S&P 500 at a 4-year high and at least 5% higher than its level six 

months earlier. 

Overbullish Investors Intelligence percentage of bullish advisors above 53%. 
Yield Pressure 3-month Treasury yield higher than its level of six months earlier. 
 

T here is never a shortage of thought provoking 
work coming out of Wall Street. One investor 

who we (more often than not) see things eye-to-
eye with is John Hussman, Ph.D., founder of 
Hussman Econometrics.  
 
The Doctor’s Approach 
We have respect for Hussman’s thoroughly ana-
lytical approach. A former economics professor at 
the University of Michigan, John comes from a 
medical family hence he attempts to identify 
symptoms that would enable him to form an accu-
rate diagnosis. 
 
Hussman uses the example of how radiologists 
look for “Aunt Minnies” – a set of spots on an X-
ray that can only mean one thing, as he says that 
the symptoms should be groups of things that you 
understand. During an interview with Weeden & 
Co., Hussman said:  
 

“You might not believe your doctor’s diag-
nosis if the clincher is that it snowed yes-
terday in Albuquerque, but you have more 
confidence when the symptoms have an 
understood relationship to the diagnosis. 
Think of that in terms of what’s widely 
known about the stock market. We all 
know that rising interest rates tend to be 
negative; that high bullishness tends to be 
negative; that rich valuations tend to be 
negative, at least in the long term, and that 
overbought markets at multi-year highs 
might not be the greatest buying opportuni-
ties.

But none of these tendencies is individu-
ally strong enough to draw a firm conclu-
sion, so we ignore what we know. The 
problem is when all of those come to-
gether, you’ve got an Aunt Minnie. You 
only see that constellation of symptoms 
before short-term panics or bear markets. 
And when you look from trough to peak, 
it’s easy to forget that stocks also move 
from peak to trough.”     

Conscientious Warning 
Hussman wrote a blog – titled “Hazardous 
Ovoboby!” – as a dire warning to the market. 
“Ovoboby” is a weird acronym that he coined to 
describe recent market conditions: “overvalued, 
overbought, overbullish conditions, coupled with 
upward pressure on yields.” 
 
Separately, none of these market symptoms have 
proven terribly predictive on their own. However, 
in the rare instances when they have been experi-
enced simultaneously, these symptoms have 
presaged just about every major market decline in 
the past 50 years. 
  
Given that market advances have a tendency to 
lull investors into complacency, it would be 
healthy for all of us to take a look at what actually 
happened during the only eight other times in the 
last 50 years when all the Ovoboby conditions co-
existed. We give credit to Hussman for Tables 1 
and 2 below: 
 
Another interesting observation that Hussman had 
was that in each of these eight instances depicted 

Hussman Ovoboby 

Table 1: Hazardous Ovoboby Conditions 
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Dates Outcome 
April 30, 1965 The Dow advanced less than 2% to its 5/14/65 peak, 10 trading 

days later. The Dow then skidded -10.5% lower over the next 30 
trading days. 

December 18, 1972 
& January 5, 1973 

The Dow advanced less than 2% from the first instance, and a 
fraction of a percent from the second instance, to its bull market 
peak on January 11, 1973. The Dow then toppled -12.3% over the 
next 50 trading days, and collapsed to half its value over the 
following 22 months. 

August 14, 1987 & 
August 21, 1987 

No remark is really necessary, but for the record, the Dow 
advanced less than 2% from the first instance, and a fraction of a 
percent from the second instance, to its bull market peak on August 
25, 1987. The Dow then crashed -36.1% over the following 38 
trading days. 

April 3, 1998 The Dow advanced another 2.5% over the following 6 weeks to a 
preliminary high on May 13, 1998, and quickly dropped -6.3% over 
the following 22 trading days. The market then enjoyed a short-lived 
8.1% rebound over the next 22 trading days to a fresh high on July 
16, 1998, before suddenly plunging -19.1% to its August 31, 1998 
low, 32 trading days later (overall, a -16.1% loss from its April 3 
level). 

April 23, 1999 From a longer-term perspective, the market was already floating on 
the suds of the late-1990's bubble. Indeed, despite the recent high 
in the S&P 500, its total return has underperformed Treasury bills in 
the years since then. Still, from a short-term perspective, this was 
the most benign instance on the list. The Dow advanced less than 
3% to a peak on May 10, 1999, followed by a selloff of -4.9% over 
the next 13 trading days. The lack of a deep correction, however, 
left subsequent gains open to repeated selloffs, erasing them even 
before the bear market began in earnest. 

July 2, 1999 & July 
16, 1999 

The Dow advanced less than 2% from the first instance and about 
1% from the second instance, to a peak a few weeks later on 
August 25, 1999. The Dow then fell -11.5% over the next 36 trading 
days. 

December 23, 1999 
& December 31, 
1999 

The Dow advanced less than 3% from the first instance and less 
that 2% from the second instance to the final peak of the market 
bubble a few weeks later, on January 14, 2000. The Dow then 
plunged -16.4% over the next 35 trading days. 

March 24, 2000 The actual bull market high already behind it, the Dow had enjoyed 
a bounce off of an early-March low. It advanced less than 2% 
further, to a short-term peak 12 trading days later. The Dow then 
dropped -8.8% over the following 32 trading days. Over the 
following 30 months, the stock market would lose half its value. 

November 17, 2006, 
December 8, 2006, 
and January 12, 2007 

We’ll find out shortly. 

 

Table 2: Outcome of Hazardous Ovoboby Conditions Over the Last 50 Years 
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“When business in the United States underwent a mild contraction in 1927, the Federal 
Reserve created more paper reserves in the hope of forestalling any possible bank 
reserve shortage. More disastrous, however, was the Federal Reserve's attempt to assist 
Great Britain who had been losing gold to us because the Bank of England refused to 
allow interest rates to rise when market forces dictated (it was politically unpalatable). 
The reasoning of the authorities involved was as follows: if the Federal Reserve pumped 
excessive paper reserves into American banks, interest rates in the United States would 
fall to a level comparable with those in Great Britain; this would act to stop Britain's gold 
loss and avoid the political embarrassment of having to raise interest rates. 

The "Fed" succeeded; it stopped the gold loss, but it nearly destroyed the economies of 
the world, in the process. The excess credit which the Fed pumped into the economy 
spilled over into the stock market-triggering a fantastic speculative boom.  Belatedly, 
Federal Reserve officials attempted to sop up the excess reserves and finally succeeded 
in braking the boom. But it was too late: by 1929 the speculative imbalances had become 
so overwhelming that the attempt precipitated a sharp retrenching and a consequent 
demoralizing of business confidence. As a result, the American economy collapsed. 
Great Britain fared even worse, and rather than absorb the full consequences of her 
previous folly, she abandoned the gold standard completely in 1931, tearing asunder 
what remained of the fabric of confidence and inducing a world-wide series of bank 
failures. The world economies plunged into the Great Depression of the 1930's. 

- Alan Greenspan (in his 1966 paper, “Gold and Economic Freedom”)

in Table 2, the market always made no “net pro-
gress” at a later point, often years later. Hussman 
wrote: 
  

“This underscores the fact that while valua-
tion may not pose much resistance against 
short-term or intermediate-term market ad-
vances (even over a period of a few 
years), it is the overwhelming determinant 
of long-term market outcomes. Investors 
focused on long-term, sustainable, risk-
managed returns should have very little 
concern about having a defensive position 
here, even if the market continues some-
what higher in the short term.” 

Hussman also had another remarkable observa-
tion. He wrote:  

 
“Reviewing the foregoing instances care-

fully, one of the striking features that 
emerges is the abruptness of the declines. 
– 10.5% in 30 days, -12.3% in 50 days, -
36.1% in 38 days, and so forth. The first 
several days of decline from a market peak 
has often erased weeks and sometimes 
months of prior net gains. It’s that tendency 
for abrupt declines from overvalued, over-
bought, overbullish conditions that has 
held us to a defensive position despite 
market action that otherwise looks “good” 
and has repeatedly produced marginal 
new highs.” 

For our own reasons, we had already 
moved towards a more defensive stance 
well before Hussman’s “Hazardous 
Ovoboby!” blog. However, we felt that 
Hussman’s warning was well explained in 
a “professorial” style and that it was worthy 
of mention in this report.



Saratoga Research & Investment Management First Quarter 2007 Report  -  25

The opinions herein are those of Saratoga Re-
search & Investment Management. 
(“SaratogaRIM”).  This report is not intended to 
convey investment advice or legal, tax, or financial 
advice.  If you wish to become a client of Sarato-
gaRIM, you will be required to sign an Investment 
Advisory Agreement that exclusively governs the 
relationship between you and SaratogaRIM. 

The contents of this report are only a portion of 
the original material and research and should not 
be relied upon in making investment decisions. 
Under no circumstance is this an offer to sell or a 
solicitation to buy securities.  All data, information 
and opinions are subject to change without notice. 

All contents and research in this report have been 
obtained from sources believed to be reliable, but 
accuracy and completeness cannot be guaran-
teed. Past performance is no guarantee of future 
results.  However, SaratogaRIM believes that the 
significance of long-term performance can some-
times be underappreciated. SaratogaRIM agrees 
never to disclose any financial information with 
regard to any aspect of your portfolios or private 
personal finances without your permission, unless 
required to do so under the law. 

If you ever obtain "inside information" of any type, 
pertaining to any security whether you own it or 
not, keep it to yourself. We do not want to know.  

This report or others on our website may contain 
quotes, statistics or other financial information, 
which has been obtained from sources, and is be-
lieved reliable but is not necessarily complete and 
cannot be guaranteed.  Prices and other quota-
tions were as of the date of this report (or as close 
as possible) and as such do not represent either 
an offer to purchase or sell; they are presented 
purely for informational purposes.  Our calcula-
tions are believed to be accurate but are not ex-
ternally audited or guaranteed.  We do not as-
sume any liability or responsibility for its accuracy 
or completeness.  

Any statements non-factual in nature constitute 
only current opinions, which are subject to change 

without written or verbal notice.  Officers of the 
SaratogaRIM or any organization, which they are 
affiliated with, may have positions in securities or 
commodities referred to herein, and may, as 
agent or principal, buy and sell such securities or 
commodities.  Opinions based on technical factors 
are primarily suited for the trader.  Opinions and 
statements of a fundamental nature, however, are 
geared for the long-term investor.  Therefore, 
there will often be instances when these opinions 
will be in conflict.  SaratogaRIM is not a tax advi-
sor and therefore assumes no liability for any tax 
research.  Any information that is furnished to you 
should be thoroughly examined by a professional 
tax adviser.   

Valuation work has been made using present val-
ues of estimated future net cash flows, which is in 
no way intended to guarantee present or future 
value or to imply certain future returns.  A severe 
correction could significantly impact market prices 
of securities mentioned herein.  Past performance 
is not a guarantee of future performance.  In fact, 
no guarantee of any type can ever be made, im-
plied, or intended with regard to future perform-
ance by any professional money management or-
ganization.   

SaratogaRIM’s privacy policy and most recent 
form ADV are available on our website, 
SaratogaRIM.com.

If you have any questions or would like a written 
copy of our form ADV sent to you, please feel free 
to contact Kevin Tanner at our physical address 
and contact details listed below: 

Kevin Tanner 
Saratoga Research & Investment Management 
14471 Big Basin Way, Suite E 
Saratoga, CA 95070      

E-mail: kevin@saratogarim.com 
Tel: (408) 741-2333        
Fax: (408) 741-1032 

(updated to reflect July 2008 move) 
Highlights have been added to emphasize what we 
were thinking and talking about at the time. 

Disclosures 

http://saratogarim.com/899161.pdf
www.saratogarim.com
http://saratogarim.com/899159.pdf


Saratoga Research & Investment Management, Inc.
PERFORMANCE HISTORY

NET OF FEES
Managed Equity Group
From 03-31-06 to 03-31-07

Percent Return Cumulative TWR
Per Period Basis = 100

Time Period Portfolio Dow Jones Value Line MSCI 
World

Portfolio Dow 
Jones

Value 
Line

MSCI 
World

03-31-06 100.00 100.00 100.00 100.00
03-31-06 to 04-30-06 1.76 2.32 0.73 3.04 101.76 102.32 100.73 103.04
04-30-06 to 05-31-06 -2.99 -1.75 -5.01 -3.42 98.71 100.53 95.69 99.52
05-31-06 to 06-30-06 0.88 -0.16 -1.05 -0.03 99.58 100.37 94.69 99.49
06-30-06 to 07-31-06 0.90 0.32 -3.04 0.62 100.48 100.69 91.81 100.11
07-31-06 to 08-31-06 1.15 1.75 2.46 2.60 101.63 102.45 94.07 102.71
08-31-06 to 09-30-06 -0.55 2.62 1.44 1.19 101.07 105.13 95.43 103.93
09-30-06 to 10-31-06 3.36 3.44 4.18 3.67 104.47 108.74 99.41 107.75
10-31-06 to 11-30-06 3.53 1.17 2.52 2.45 108.16 110.02 101.92 110.38
11-30-06 to 12-31-06 1.50 1.97 0.52 2.03 109.78 112.19 102.44 112.63
12-31-06 to 01-31-07 -0.21 1.27 2.27 1.18 109.55 113.61 104.77 113.96
01-31-07 to 02-28-07 -1.22 -2.80 -0.07 -0.52 108.21 110.44 104.70 113.37
02-28-07 to 03-31-07 0.25 0.70 0.79 1.83 108.48 111.21 105.53 115.44

Date to Date
03-31-06 to 03-31-07 8.48 11.21 5.53 15.44
Annualized 8.48 11.21 5.53 15.44

The above summary/prices/quotes/statistics contained herein
have been obtained from sources believed reliable but are not
necessarily complete and cannot be guaranteed.
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Saratoga Research & Investment Management, Inc.
PERFORMANCE HISTORY

NET OF FEES
Managed Equity Group
From 02-29-00 to 03-31-07

Percent Return Cumulative TWR
Per Period Basis = 100

Time Period Portfolio Dow Jones NASDAQ Value Line MSCI 
World

Portfolio Dow 
Jones

NASDAQ Value 
Line

MSCI 
World

02-29-00 100.00 100.00 100.00 100.00 100.00
02-29-00 to 05-31-00 13.10 3.89 -27.59 1.70 -0.24 113.10 103.89 72.41 101.70 99.76
05-31-00 to 08-31-00 6.58 6.58 23.68 6.46 3.69 120.54 110.73 89.56 108.27 103.44
08-31-00 to 11-30-00 6.67 -7.14 -38.24 -13.56 -12.59 128.58 102.83 55.31 93.59 90.42
11-30-00 to 02-28-01 -1.40 0.78 -17.17 5.21 -5.20 126.78 103.62 45.82 98.47 85.72
02-28-01 to 05-31-01 1.15 3.97 -1.92 1.96 -1.01 128.24 107.74 44.94 100.40 84.85
05-31-01 to 08-31-01 -5.18 -8.82 -14.45 -8.68 -9.04 121.60 98.24 38.44 91.68 77.18
08-31-01 to 11-30-01 3.57 -0.99 6.93 -3.94 -1.60 125.94 97.27 41.11 88.07 75.94
11-30-01 to 02-28-02 0.10 2.58 -10.31 -0.57 -3.30 126.06 99.78 36.87 87.57 73.44
02-28-02 to 05-31-02 -0.49 -1.79 -6.69 0.56 1.02 125.45 98.00 34.40 88.06 74.19
05-31-02 to 08-31-02 -6.26 -12.71 -18.62 -22.03 -13.86 117.60 85.54 28.00 68.67 63.91
08-31-02 to 11-30-02 1.29 2.68 12.47 1.80 0.68 119.11 87.83 31.49 69.90 64.34
11-30-02 to 02-28-03 -7.59 -11.30 -9.55 -12.75 -9.37 110.06 77.91 28.48 60.99 58.31
02-28-03 to 05-31-03 8.60 12.16 19.32 20.28 14.68 119.53 87.38 33.98 73.36 66.87
05-31-03 to 08-31-03 6.41 6.39 13.44 10.09 6.00 127.20 92.97 38.55 80.75 70.89
08-31-03 to 11-30-03 6.17 3.89 8.27 7.98 8.17 135.05 96.59 41.74 87.20 76.68
11-30-03 to 02-29-04 3.97 8.19 3.55 7.91 9.78 140.42 104.50 43.22 94.10 84.18
02-29-04 to 05-31-04 0.16 -3.74 -2.12 -3.45 -1.81 140.64 100.59 42.30 90.85 82.65
05-31-04 to 08-31-04 -3.22 -0.14 -7.48 -4.54 -0.85 136.11 100.45 39.14 86.73 81.96
08-31-04 to 11-30-04 -0.18 2.50 14.07 11.84 9.87 135.86 102.96 44.64 96.99 90.04
11-30-04 to 02-28-05 2.99 3.24 -2.15 1.30 4.69 139.93 106.30 43.68 98.25 94.27
02-28-05 to 05-31-05 -3.81 -2.77 0.80 -2.09 -2.37 134.59 103.35 44.04 96.20 92.03
05-31-05 to 08-31-05 5.34 0.13 4.06 6.15 5.18 141.78 103.49 45.82 102.11 96.80
08-31-05 to 11-30-05 3.14 3.09 3.75 0.12 3.44 146.24 106.69 47.54 102.23 100.13
11-30-05 to 02-28-06 4.78 1.74 2.18 5.83 6.62 153.23 108.54 48.57 108.19 106.76
02-28-06 to 05-31-06 0.36 1.59 -4.49 -1.72 1.70 153.78 110.27 46.39 106.33 108.58
05-31-06 to 08-31-06 2.96 1.91 0.22 -1.69 3.21 158.32 112.37 46.50 104.53 112.06
08-31-06 to 11-30-06 6.43 7.39 11.36 8.34 7.48 168.50 120.67 51.78 113.25 120.44
11-30-06 to 02-28-07 0.04 0.38 -0.64 2.73 2.70 168.57 121.13 51.44 116.34 123.69

02-28-07 to 03-31-07 0.25 0.70 0.23 0.79 1.83 168.99 121.98 51.56 117.26 125.95

Date to Date
02-29-00 to 03-31-07 68.99 21.98 -48.44 17.26 25.95
Annualized 7.69 2.84 -8.93 2.27 3.31

The above summary/prices/quotes/statistics contained herein
have been obtained from sources believed reliable but are not
necessarily complete and cannot be guaranteed.
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Saratoga Research & Investment Management, Inc.
PERFORMANCE HISTORY

NET OF FEES
Managed Income Group
Consolidated Accounts
From 03-31-06 to 03-31-07

Percent Return Cumulative TWR
Per Period Basis = 100

Time Period Portfolio Invt-Grade 
Bonds

90-Day 
T-Bills

Portfolio Invt-Grade 
Bonds

90-Day 
T-Bills

03-31-06 100.00 100.00 100.00
03-31-06 to 04-30-06 1.98 -1.80 0.35 101.98 98.20 100.35
04-30-06 to 05-31-06 -1.66 -0.21 0.38 100.29 97.99 100.73
05-31-06 to 06-30-06 0.17 0.47 0.44 100.45 98.44 101.17
06-30-06 to 07-31-06 2.88 2.07 0.38 103.35 100.48 101.56
07-31-06 to 08-31-06 1.13 2.96 0.41 104.51 103.45 101.98
08-31-06 to 09-30-06 -0.44 1.62 0.47 104.06 105.12 102.46
09-30-06 to 10-31-06 3.00 1.05 0.38 107.17 106.23 102.85
10-31-06 to 11-30-06 3.00 2.16 0.41 110.39 108.52 103.27
11-30-06 to 12-31-06 0.90 -2.19 0.47 111.38 106.14 103.76
12-31-06 to 01-31-07 1.04 -0.46 0.38 112.53 105.66 104.16
01-31-07 to 02-28-07 0.57 3.10 0.38 113.17 108.94 104.55
02-28-07 to 03-31-07 1.37 -1.62 0.47 114.72 107.17 105.05

Date to Date
03-31-06 to 03-31-07 14.72 7.17 5.05
Annualized 14.72 7.17 5.05

The above summary/prices/quotes/statistics contained herein
have been obtained from sources believed reliable but are not
necessarily complete and cannot be guaranteed.
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Saratoga Research & Investment Management, Inc.
PERFORMANCE HISTORY

NET OF FEES
Managed Income Group
Consolidated Accounts
From 12-31-02 to 03-31-07

Percent Return Cumulative TWR
Per Period Basis = 100

Time Period Portfolio Invt-Grade 
Bonds

90-Day 
T-Bills

Portfolio Invt-Grade 
Bonds

90-Day 
T-Bills

12-31-02 100.00 100.00 100.00
12-31-02 to 03-31-03 2.00 2.00 0.19 102.00 102.00 100.19
03-31-03 to 06-30-03 3.32 6.18 0.25 105.39 108.31 100.44
06-30-03 to 09-30-03 0.41 -2.07 0.41 105.82 106.07 100.85
09-30-03 to 12-31-03 4.44 -0.22 0.25 110.52 105.84 101.10
12-31-03 to 03-31-04 2.54 5.04 0.38 113.32 111.17 101.48
03-31-04 to 06-30-04 -4.21 -5.10 0.28 108.55 105.49 101.77
06-30-04 to 09-30-04 5.12 6.59 0.38 114.11 112.45 102.15
09-30-04 to 12-31-04 5.30 2.16 0.47 120.15 114.88 102.63
12-31-04 to 03-31-05 -0.65 0.10 0.50 119.37 114.99 103.15
03-31-05 to 06-30-05 4.79 7.24 0.69 125.09 123.32 103.86
06-30-05 to 09-30-05 3.74 -2.76 0.85 129.77 119.92 104.75
09-30-05 to 12-31-05 -0.65 0.94 0.98 128.93 121.05 105.78
12-31-05 to 03-31-06 4.24 -3.36 0.86 134.39 116.98 106.68
03-31-06 to 06-30-06 0.45 -1.56 1.17 135.00 115.16 107.93
06-30-06 to 09-30-06 3.59 6.79 1.27 139.84 122.97 109.30
09-30-06 to 12-31-06 7.04 0.97 1.27 149.69 124.17 110.69
12-31-06 to 03-31-07 3.00 0.96 1.24 154.18 125.36 112.07

Date to Date
12-31-02 to 03-31-07 54.18 25.36 12.07
Annualized 10.73 5.47 2.72

The above summary/prices/quotes/statistics contained herein
have been obtained from sources believed reliable but are not
necessarily complete and cannot be guaranteed.
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