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So Long Bear Stearns




                        April 25, 2008

“Business stinks!” one of our long-time valued clients recently lamented to me.  Business owners and operators, large and small, seem to be echoing that refrain everywhere you look these days.  With all the talk about whether or not we are in a recession, we would pose the question, “Does it really matter?”  Recession or not, most everyone seems to be feeling the pinch of the economic slowdown to some degree.  So, whether or not we ultimately fall into a true recession by definition, the impact of the slowdown can be just as real.

Higher gas prices, higher food prices, higher utility bills, declining home prices, and a credit market that has become so tight that even the most credit-worthy borrowers are finding it hard to get a loan – because some of the lenders that are still in business have virtually halted lending on certain types of previously-common loans.  These are but a few examples of the hard times that we consumers are facing.

Eventually, such economic conditions were going to have to take a toll on the stock market.  After peaking towards the end of October last year, world markets were largely in “retreat” mode through mid-March.  The first quarter of 2008, though, brought some truly historic events.

In January, it seemed as if every day brought a new, shocking disclosure from some large financial institution about an enormous write-down of bad debts they were having to take.  With little certainty about who would survive and who would not, the market had virtually no support, resulting in double-digit losses for equity markets around the world in a matter of four or five weeks.

There was also news of a stunning scheme perpetrated by a rouge trader at the highly respected French bank Societe Generale.  News of the fraud, estimated at $7.2 billion, sent shivers through the world banking industry.

The piece de resistance, however, came with the news in March that financial giant Bear Stearns was about to go under.  The previously unfathomable was about to occur.  In the final hour, JP Morgan came in to rescue Bear with a buyout proposal – of $2 per share.  As recently as December Bear was trading at $100!  Needless to say, the stability gained by the market in February immediately gave way to renewed selling pressure in the wake of this news.

When all was said and done, the first quarter turned out to be the worst for the market in about six years.  The S&P 500 lost 9%, domestic small stocks lost 10%, international equities lost 8%, and stocks in emerging markets lost almost 12%.

On the fixed income side of the ledger, with the continued decline in interest rates came solid, albeit unspectacular, returns, mostly in the 1-2% range for the quarter.  One exception to the downside was our position in the ING Senior Income fund.  It’s a long-time fantastic performer in the short-term bank loan arena, and has never experienced a single default of one of its positions.  However, the panic of the banking industry, combined with the fund’s requirement to report the pricing of its holdings on a mark-to-market basis, lead to a stunning 8% loss for the quarter.  Pricing in that sector has improved, however, and the fund has already made up about 40% of the decline in April.

Getting back to the Bear Stearns issue, much information can be derived by viewing our government’s response to that event, as well as the numerous other issues that preceded it.  What is evident is that there has been a dramatic increase in the government’s size and power.  The result could be both positive and negative.

In response to the credit crisis, the Fed has acted with large, swift strokes.  Beyond the sizeable and numerous rate cuts it has authorized, it has also eased its lending policies by opening up the discount window to a wide new range of borrowers.  It also played a major role in brokering the deal between Bear Stearns and JP Morgan. 

In Congress, in addition to approving the rebate checks that will begin going out Monday, legislation has been introduced that will allow for the restructuring of difficult mortgages and to provide tax incentives for the purchase of real estate.

It would be easy to say that these are just political maneuverings prompted by the fact that this is an election year, but there would appear to be other factors at work.  Clearly, the government is saying that it will do everything in its power to prevent a complete meltdown of the financial industry.  Without question, none of us wants to see such a meltdown occur, but what are the implications down the road of this larger government role?

One of the more clear answers may be that by pumping so much money into the financial system via its rate cuts the Fed might have begun to spur inflation in the coming months, meaning that steep drop in interest rates might soon have to be dramatically reversed.

On a more philosophical level, however, is the concept of moral hazard, which can be defined as the prospect that someone who is insulated against risk might behave differently than if they were exposed to that risk.  By doing “whatever it takes” to prevent disasters – the failure of financial giants, the failure of homeowners to meet their obligations – the government is essentially stepping in and taking those risks via our tax dollars, and potentially leaving those who have been bailed out to act less carefully in the future than they otherwise would.  Certainly, it makes us all feel better right now, but the bill will have to be paid at some point, and it will take some further creative maneuvering then to appropriately deal with the consequences of today’s actions.

The good news is that things do appear to be improving.  The strength showed by the recent IPO of Visa in such difficult conditions added a level of confidence to the market.  This was followed by positive earning reports from Google, American Express and Citigroup.  In particular, Citigroup announced that it would be writing down an additional $12 billion in bad debts, yet the market surged due to the notion that the write-downs could have been larger, which lead to optimism that the worst of the credit crisis has come and gone.

Interesting times indeed, and certainly never a dull moment!

Warm regards,

Tony Reed, CPA, CFP
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