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“Bernanke Dilemma Revisited” 

Like Watching a Train Wreck in Slow Motion 
Our warnings over the past year – of persistent housing price declines, spreading subprime 
contagion, accelerating foreclosures, fallacy of risk management methodology used by quant 
traders, dangers of a massive liquidity crisis due to collateralized debt obligations (CDOs), etc. 
– have been prescient. 

As measured by the S&P/Case-Shiller Home Price Indices (see Fig. 1), home prices are still 
tumbling. In July, the inventory of existing homes for sale hit 9.6 months, a 16-year high, while 
home foreclosures increased 93% over the year earlier period. Over 100 mortgage lenders 
have now imploded. Although subprime accounts for less than 8% of its mortgage book, 
Countrywide Financial, the industry leader, is now struggling. The lender was forced to find 
new sources of liquidity three times over the last several weeks totaling 25.5 billion dollars. 
Last month, US retail sales declined 0.4% (minus volatile auto sales). Prominent hedge funds 
imploded as a result of CDO losses and risky quant trades. Banks’ off-balance sheet conduits 
and hedge funds around the world reported credit derivative losses and it is likely that many 
more will do the same in coming earnings reports. The reported loss of 4,000 jobs in August 
was depressing. (Note: The economy needs to create 100,000 jobs per month merely to ab-
sorb the growth of the working age population.)  

Disconnect Between Equity and Credit Markets 
Since the beginning of August, the global credit markets have been buffeted on several fronts 
– with widening spreads, rising cost of borrowing between banks (e.g., Libor rate), lack of li-
quidity in wholesale money and commercial paper markets, setbacks in private equity LBO 
funding, US subprime and CDO related losses all over the world, bank runs in Germany and 
England, etc. 

Although we believe that recent widening of credit spreads is the first step of a broader re-
pricing of risk, equity markets have managed to squeeze by relatively unscathed up to this 
point. Despite utter chaos in the credit markets, the S&P 500 Index has yet to experience even 
a 10-percent correction (on a closing basis) in more than four years. At present, the S&P 500 
Index is just 5% off its record peak. Despite increased volatility in the stock markets over the 
last several weeks, equity investors appear to believe that the problems in the credit market 
will not spill over into the real economy or the stock market. 

we believe that recent widening of credit spreads is the first step of a broader re-g
pricing of risk,
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There are a number of possible reasons why equity investors seem relatively oblivious to the 
credit problems. We list two as follows:  

First, most people do not realize just how heavily leveraged the financial system really is. For 
example, they may not understand that hedge funds can record substantial losses through 
leverage even if the value of the underlying asset shifts just a few percentage points. Further-
more, they do not realize how dependent private equity funds are on the short term credit mar-
kets to fund their heavily leveraged buyout (LBO) acquisitions.  

Second, they do not realize the severity and scope of the ongoing credit problems, which have 
only surfaced from time to time in the financial media. The reason is that the proliferation of 
credit derivatives over the past years has been largely unregulated. Many banks have set up 
off-balance sheet vehicles, in which they have significant but largely invisible exposure to 
CDOs, etc. Given that such derivatives do not trade on open exchanges, there is very little 
visibility as to how the risks are distributed, where the losses lie, and what the fair value is. 
However, as we’ve seen, skeletons in the closet are being revealed from time to time in far-
fetched places (e.g., US subprime related losses at banks in Germany, England and Australia 
and in a money market fund managed by France’s largest bank, etc.). Given that the credit 
situation continues to deteriorate, it is becoming progressively harder for these losses to re-
main marked to myth. 

What the vast majority of equity investors fail to recognize is that all of these markets are inter-
connected - with each other and with the economy. Risk premiums do not expand in a vac-
uum. Furthermore, just because the credit crisis has fallen off the front pages does not mean 

Fig. 1: S&P/Case Shiller Home Price Indexes 

Source: SaratogaRIM and Standard & Poor’s 
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 people do not realize just how heavily leveraged the financial system really is. 

 they do not realize the severity and scope of the ongoing credit problems,

the vast majority of equity investors fail to recognize is that all of these markets are inter-j y q y
connected - with each other and with the economy. 
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that it has been resolved for good. It simply means that the media and investors either have 
short attention spans or are incapable of comprehending the significance of the issues in-
volved. We believe that the credit problems which started with the sub-prime mortgage market 
in the US have already infiltrated virtually every nook and cranny of the financial system, 
which is beginning to have a significant effect on the real economy. With time, we expect to 
see many more skeletons climb out of their SEC filing crypts and walk the earth. Maybe, just 
in time for Halloween! 

In any case, bulls are basing their hopes on a widely expected 25 to 50 basis point cut in the 
Fed funds rate tomorrow. They hope that in doing so the Fed can revive flagging economic 
growth and push stocks into new record territory. Because this is so widely anticipated, there 
is even the possibility that investors will react negatively to a 25 basis point cut (i.e., perceiving 
it to be too small). For the past several weeks, the effective Fed funds rate has already been 
significantly below the target rate of 5.25% (i.e., 5.02% for August). In our view, the market’s 
immediate response - whichever way it tips - to the FOMC’s announcement tomorrow is likely 
to be psychological and short lived. 

Mounting Resets and Bernanke’s Dilemma  
Bernanke is under extreme political pressure to cut the Fed funds rate despite the moral haz-
ard issue. Such a move is unlikely to solve underlying economic problems. Interest rate cuts 
by the Fed are usually enacted to encourage people to borrow. Unfortunately, we are in a 
situation where lenders don't want to or simply aren’t in the position to lend regardless of how 
low the Fed funds rate is. Lowering interest rates might provide a temporary psychological 
boost but it will not solve the underlying problem. 

Over the last couple weeks, more and more pundits have thrown the "R" word around. Even 
Moody’s says that a recession may have already begun. We are sticking to our belief that the 
malaise in the housing and mortgage sectors are much more serious (and will take much 
longer to work through) than most of Wall Street either recognizes or is willing to acknowl-
edge. At this point, it seems probable to us that a recession has already begun or will do so 
shortly.

We believe the deterioration in the housing and mortgage markets will accelerate on the heels 
of the great credit crunch of August 2007. The continuing problems with ARM resets combined 
with the sharp curtailment of the availability of credit will almost certainly manifest itself in the 
August housing data when it becomes available.  

Every recession since 1960 has started with a decline in home construction and we expect 
this time will be no different. Based on sources such as Moody’s, Bank of America, and Credit 
Suisse, we expect the number of adjustable rate mortgages (ARMs) resetting from low teaser 
rates to market-based interest rates  to continue snowballing. Over $50 billion and $100 billion 
in ARMs will reset in October 2007 and March 2008, respectively. Unfortunately, interest rates 
on many of these ARMs are Libor-based; the 3-month US Libor rate hit a high of 5.73% one 
week ago (compared with a 52-week low of 5.33%). Coupled with tightened lending standards 
and a weaker employment situation, we can expect these factors to drive the rate of home 
foreclosures upwards, which would help to drive housing prices down even further. The down-
ward spiral will be difficult to reverse.   
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We believe that the credit problems which started with the sub-prime mortgage marketp p g g
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We believe the deterioration in the housing and mortgage markets will accelerate on the heels
of the great credit crunch of August 2007.

g
Coupled with tightened lending standardsg ( p ) p g g

and a weaker employment situation, we can expect these factors to drive the rate of homep y , p
foreclosures upwards, which would help to drive housing prices down even further. The down-p ,
ward spiral will be difficult to reverse.  



Saratoga Research & Investment Management                      September 17, 2007 Research Note  -  4

While we prefer not to speculate as to how far housing prices will decline, it is reasonable to 
say they can decline a lot further. Dr. Robert Shiller, a prominent economics professor at Yale, 
says declines of around 50% are possible. Alan Greenspan even mentioned yesterday that a 
double digit percentage decline would be possible, which would’ve been unthinkable within the 
mainstream American psyche not long ago. Let’s not forget that Japanese housing prices are 
still around 30% below their peak 17 years ago despite extremely low interest rates. 

Cuts in the Fed funds rate will not have a noteworthy effect on the housing market in the near 
term; we cannot expect significant declines in mortgage rates until the problems in the credit 
markets are resolved. Unfortunately, if housing prices were to decline further, the credit mar-
kets could experience even greater illiquidity. At the minimum, due to lack of transparency and 
mistrust in the wholesale money and securitization markets, it will take at least several months 
to establish what all these illiquid credit securities are worth and, ultimately, where the losses 
are. Banks are likely to start booking adjustments to their balance sheets, which would nega-
tively affect their ability to borrow. 

[Note: Up to this point, much of the acute weakness in the national housing market has been 
felt at the lower end of the scale. Recently, interest rates on jumbo mortgages, which cannot 
be sold to Fannie Mae, to prime borrowers have surged. This is due to the meltdown of the 
secondary market for mortgages. At this point, any loan that a lender makes over $417,000, 
even to a credit worthy borrower, is effectively illiquid. Consequently, lenders are demanding a 
risk premium for any loan that they cannot sell and have to hold in their portfolio. Currently, 
jumbo loans that were available for around 6.25% in June are now in the 8% range. We would 

Fig. 2: US Import Prices for Manufactured and Nonmanufactured Goods from China 

Source: SaratogaRIM and Bureau of Labor Statistics 
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kets could experience even greater illiquidity. At the minimum, due to lack of transparency andp g q y , p y
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be surprised if the high end of the housing market does not feel the impact of these rate pres-
sures soon.] 

As we warned earlier this year, Bernanke is wedged in a difficult situation with mounting global 
inflationary pressures and multi-year weakness in the US dollar. Lowering the fed funds rate 
might lead to further weakness in the dollar, which could raise import prices. The problem is 
that inflationary pressures are already threatening. Wheat, oil, pork, and even milk have been 
pushing record highs; NYMEX light crude oil established a new $81-plus per barrel record to-
day. Inflation in China came in at 6.5% for August, an 11-year high, which is having a direct 
impact on our import prices (see Fig. 2). 

Making the situation worse for Bernanke is that productivity growth has plummeted, which we 
warned about earlier this year (in our GaveKal discussion). Nonfarm business productivity, av-
eraged over the last four quarters, has only gained 0.5% compared with the previous year. 
This is the slowest pace for more than a decade, and well below the 4%-plus levels from over 
two years ago. The lesson learnt from the slow productivity 1970s was that the Fed’s interest 
rate cuts led to “stagflation” – a discomfiting combination of rising inflation and weak growth. 

Preview 
We did not intend to write a lengthy note. The main message here is that we wanted to high-
light why we believe it imprudent to be increasing exposure to risk in the equity markets de-
spite the expected cut in Fed funds rate. We are confident that better buying opportunities will 
present themselves as volatility in the global financial markets is on the rise. Recent events 
such as the first run on a British financial institution in more than thirty years are now causing 
significant ripples across the pond and elsewhere.  

False hopes may spur stocks upwards in the near term. However, each subsequent disap-
pointment may also become greater. Markets have a nasty propensity to suck everyone into 
the fray just before they take their biggest plunges. For example, during the Great Depression, 
the stock market staged several powerful rallies between its high in September 1929 and the 
bear market bottom in 1932, including a gain of around 50% in the Dow. At the end, losses 
were so painful for most investors that they withdrew from the markets altogether.  

We will publish a more detailed, comprehensive report after the end of this quarter, which will 
provide analysis of the global credit marketplace, including our expectations that corporate de-
faults will increase dramatically next year. We will make the effort to demystify the world of col-
lateralized debt obligations (CDOs), collateralized loan obligations (CLOs), credit default 
swaps, banks’ off-balance sheet investment vehicles known as “SIVs” or “conduits,” etc., as 
you can expect to hear more about them in the coming months. We will explain how the multi-
plier effect throughout a heavily leveraged financial system can be so dangerous. We will also 
cover many other issues. Stay tuned.  

"You don’t know who’s swimming naked until the tide goes out."
       - Warren Buffett 
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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 finan-
cial advice.  If you wish to become a client of 
SaratogaRIM, you will be required to sign an In-
vestment Advisory Agreement that exclusively 
governs the relationship between you and Sara-
togaRIM. 

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, informa-
tion and opinions are subject to change without 
notice. 

All contents and research in this report have 
been obtained from sources believed to be reli-
able, but accuracy and completeness cannot be 
guaranteed. Past performance is no guarantee 
of future results.  However, SaratogaRIM be-
lieves that the significance of long-term perform-
ance can sometimes be underappreciated. Sara-
togaRIM 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 
believed reliable but is not necessarily complete 
and cannot be guaranteed.  Prices and other 
quotations were as of the date of this report (or 
as close as possible) and as such do not repre-
sent either an offer to purchase or sell; they are 
presented purely for informational purposes.  
Our calculations are believed to be accurate but 
are not externally audited or guaranteed.  We do 
not assume 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 se-
curities or commodities.  Opinions based on 
technical factors are primarily suited for the 
trader.  Opinions and statements of a fundamen-
tal nature, however, are geared for the long-term 
investor.  Therefore, there will often be instances 
when these opinions will be in conflict.  Sarato-
gaRIM is not a tax advisor and therefore as-
sumes no liability for any tax research.  Any in-
formation that is furnished to you should be thor-
oughly examined by a professional tax adviser.   

Valuation work has been made using present 
values 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 mar-
ket prices of securities mentioned herein.  Past 
performance is not a guarantee of future per-
formance.  In fact, no guarantee of any type can 
ever be made, implied, or intended with regard 
to future performance by any professional 
money management organization.   

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 ad-
dress 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
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