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Sub-Prime Trouble






            April 25, 2007

It’s April, and the weather is beautiful – at least here in Los Angeles.  Taxes have been filed – for most of us – and our thoughts turn to baseball and summer plans.  On the face of it, such a relaxing atmosphere seemed to have enveloped the stock market in the first quarter, as well.  

If you just look at the final numbers, one could conclude that not much took place.  The domestic stock market posted gains of a point or two.  In fact, much of the world’s markets similarly tallied modest returns.  Upon taking a closer look, however, we can see that the quarter was far from an uneventful period.

After getting off to a strong start in January, the global markets were shaken by a sharp downturn in Chinese equities.  This occurred in the wake of comments made by a government official that attempts would be made to curtail their economic growth.

Then, on the heels of that news, fear began to spread that disaster was looming for the sub-prime lending market here in the U.S.  While that fear turned out to be well founded (numerous sub-prime lenders – seemingly overnight – have declared bankruptcy or laid off a majority of their workers), we feel it’s important to put the crisis of that sector into perspective.

In the last few years leading to the top of the housing market, mortgage lenders were basically doing anything and everything to make loans to as many buyers as possible.  A consequence of these somewhat unregulated practices was that loans were being made to people who ordinarily would not have qualified.  The risk being that if home values began to fall and/or an economic slowdown made times even more difficult for these low-credit home buyers who were already on shaky financial ground, many of these loans would be defaulted upon.  And in fact, this is exactly what came to pass – en masse.

As once high-flying companies like New Century Financial, the nations largest sub-prime lender, collapsed, fears escalated that this could be the beginning of a meltdown in the mortgage industry as a whole.

However, investors failed to realize a couple key points.  First, the sub-prime market only represents 15% of the overall U.S. mortgage market.  Second, and somewhat surprisingly, 80% of the sub-prime market is actually made up of AAA loans – loans that have a very low default risk.  So, while the issue deservedly grabbed all the headlines, the reality is that the companies that failed were those that were most aggressive in pursuing the shakiest of borrowers.

Consequently, in our opinion, the risk of this becoming a widespread problem for the entire mortgage industry is not very great.

Recent data has reinforced this belief, and those initial fears have subsided to a degree.  That, along with some positive corporate earnings, has caused the markets to stage a dramatic reversal from their lows of early March.  Amazingly, through the end of last week, the Dow had advanced higher on 15 of the past 16 trading sessions – setting all-time records along the way.

So that’s the good news.  Where are the dark clouds?  In recent weeks word has begun to spread that Israel, as well as the U.S., are both well along in their plans to make pre-emptive strikes against Iran’s nuclear infrastructure.  From both a market and human perspective, we should hope that diplomacy will prevail.

Elsewhere, the possibility of a recession is still out there.  The housing market was the main culprit in slowing the economy last year, and it continues to be a drag so far this year.  How much the housing struggles spill over to other areas of the economy will go a long way towards telling the final story of market success in the months ahead.

As always, we welcome your comments or questions about your portfolio.

Warm regards,

Tony Reed, CPA, CFP

President

