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Panic Takes Control As Credit Markets Freeze
                               October 22, 2008

OK, take a deep breath.  At this point it feels like you have a pair of concrete shoes on and you’ve just been tossed over the side of a boat.  Let’s take those shoes off for a moment and get started.

The problem with providing our regular quarterly update this time around is that there have been so many unbelievable events in the past three months that this letter could turn into a novel if I’m not careful.  Most of the time there might be one or two significant events to discuss.  But this time, most every day has brought attention grabbing headlines – each one seemingly more incredible and disturbing than the last.

Rather than spend time running through the returns of the past quarter, suffice it to say they were quite awful, and October has only brought more pain.  Yes, the declines have been historic.  How depressing it was to watch both the Dow and Nasdaq fall nearly 30% in a mere three weeks.  What has set this decline apart from others, though, is the fact that, at its core, it’s really not a stock market problem.  It’s a credit market problem, which has meant that many fixed income securities – the ones that are intended to provide the stability for portfolios during turbulent times – have been hit hard, as well.  The result has been that only portfolios filled with cash have been spared the carnage.

Instead of going over the entire course of events, I thought I would touch on a few key elements, and then offer some thoughts on how to proceed going forward.

The wheels really started to come off in earnest around the time that the $700 billion “bail out” package came to a vote.  The first problem was that Treasury Secretary Paulson, the architect of the plan, did an extremely poor job of communicating to the public exactly what it was.  He should have insisted from the start that it be recognized as an investment, not a bail out of Wall Street fat cats, that stood a good chance of actually making money for the American people when all is said and done.

Having failed to do that, the ensuing public outcry was understandable, and lead to a large number of house representatives bowing to the pressure of their constituents, resulting in the shocking non-passage of the package.  Unfortunately, what the members of the House failed to realize was how urgently the world’s credit markets were in need of such a measure being implemented.  It didn’t take long for that realization to set in, however, as the Dow lost nearly 1,000 points within a couple hours.  What followed over the next few days, however, was one of the more shameful and embarrassing events in our government’s recent history.  With the entire world on edge, the bill eventually got passed – but not before a hefty serving of pork was added to the mix.  And it was not a partisan thing – they’re all guilty!

Was the package perfect in its initial form?  No.  But one only needs to look back to the savings and loan crisis of the 1980’s to see why it was necessary.  Over 700 thrifts became insolvent, so in 1989 the Resolution Trust Corporation was established to gather up and liquidate the assets of these failed entities.  It took six years, but eventually the losses were kept to a minimum because the assets could be sold at something other than distressed, fire sale prices.  If no such action had been taken, home prices likely would have remained depressed for a much longer time.

So how did we end up in this mess in the first place?  There is an enormous amount of blame to share.  Mortgage lenders, home buyers, banks, brokerage firms, the government – they’re all complicit to some degree.  In my view, however, the bloodied body that is the world’s financial system can be laid at the doorstep of two places – the SEC and the credit rating agencies.

The SEC is supposed to be the ultimate watchdog over the investment industry, making sure the investing public is protected under all circumstances.  Throughout its history, policies have been put in place so that the SEC could regulate the actions of those within the industry.  In 2004, however, a rule change went into effect that went largely unnoticed – except by those who would take great advantage of it.  Up until that time, broker dealers were permitted to have up to a 12-1 debt-to-net capital ratio (a measure of the amount of leverage they were allowed to use).  Under SEC Chairman Cox’ guidance, however, those rules were changed, and they began permitting ratios as high as 40-1 – a truly extraordinary amount.  Imagine borrowing 40 times the value of your home.  What risk!

In retrospect, it is thus hardly surprising that the Wall Street guys were suddenly like kids in a candy store, creating an endless stream of derivative mortgage securities, encouraging lenders to make loans to virtually anyone, regardless of their true ability to repay.  Greed will always win out over self-control on Wall Street.  They’re pretty much always going to take what they can get – and then some – without much fear of incrimination.  This is in no way condoning their actions.  They have fleeced investors all over the world and should be held accountable – meaning jail time and massive penalties.  (Also, don’t forget that before he became Treasury Secretary, Henry Paulson was the Chairman and CEO of Goldman Sachs where he lobbied for the same kind of de-regulation that he is now in charge of fixing.)

However, it is precisely because of this that a watchful SEC is such a necessity.  The regulatory environment became way too lax, and now the price is being paid.  Too much regulation, of course, would also be a bad thing.  Our free market, capitalistic structure has fostered the unmatched growth that America has generated for over 100 years.  Clearly, though, it’s time to get back to a working system of checks and balances.

Now, onto the credit rating agencies.  It’s one thing for Wall Street to have come up with these risky packaged mortgage products.  It’s another for the best and brightest analytical minds to not see them for what they were – a house of cards sitting in front of a fan that was about to be turned on.  As we’re learning, though, it wasn’t that they didn’t see it.  They simply chose not to report it.

Standard & Poor’s.  Moody’s.  Fitch Ratings.  The three biggest credit rating companies.  It is their job to assess the risk of investments.  If ever there was an industry that should be overflowing with integrity it’s the credit rating industry.  Without it, how could they exist?

Yet today, in the incredible headline du jour, there were the top executives of the aforementioned companies being grilled by the House Oversight and Government Reform Committee.  It became clear at these proceedings that when it came time to assess the risk of trillions of dollars of subprime-mortgage related investments, these firms put their desire to grow revenues ahead of the necessity to provide quality ratings.  Instead of labeling these risky vehicles as being non-investment grade (like they knew they were), they slapped AAA ratings on them and collected their fees.  That’s right, they sold their independence.  In one of the more damning pieces of evidence presented, an internal email from one S&P employee to another stated, “It could be structured by cows and we would rate it.”  That’s simply criminal.

So all this greed and lack of oversight has lead us over a cliff.  What now?  Through the coordinated actions of policy makers from around the globe, it appears that we have avoided a financial Armageddon.  The credit markets have begun to thaw a bit this week.  The 3-month T-bill is back up to yielding a full 1% after dipping down to, yes, 0%.  0% results when investors can think of nothing else they could possibly imagine putting their money into other than a T-bill.  No truer indication of the fear that has been gripping the markets exists. 

Above, we talked about the credit crisis and how it has caused normally stable bond investments to suffer along with the stock market.  Due to a somewhat complex accounting concept referred to as “mark-to-market” bond owners are required to report the value of their bonds at their most recent selling price.  Unfortunately, this still holds true even in a time when bonds are being sold at extremely distressed prices – without any liquidity, bond holders have been forced to sell, sell, sell.  Thus, many quality bonds are being valued for reporting purposes (for instance, by your bond fund) at prices that don’t in any way reflect their true value.

As you may deduce, this is a cause for optimism related to your fixed income holdings.  As the credit markets continue on the path towards stabilization, more realistic pricing should return, which should result in a rise in value of your bond positions.

As for the equity markets, well, that’s another story right now.  Today marked the 25th day out of the last 28 that the Dow has posted a triple digit movement.  The continued extreme volatility indicates that investors are quite concerned about a prolonged worldwide recession.  Most of the recent recessions in U.S. history have lasted around 10 months or so.  If you figure that the recession likely began in the 3rd quarter, 10 months out puts us into the 2nd quarter of 2009.  However, history has consistently shown us that the stock market anticipates a recovery and actually begins its climb around three months in advance of the end of each recession – possibly the 1st quarter of 2009.

An argument can certainly be made, however, that this time around the slump may last a bit longer.  That may be the case, but we’ll only know for sure when we’re actually out of it.  All of this makes for an incredibly stressful situation as one ponders what the right move to make, if any, would be.

As of today, most markets are off around 40% from their peaks of a year ago.  In this heightened emotional time, it’s completely natural to feel like pulling back altogether.  If you’ve chosen to do that, or are strongly considering doing so, we certainly honor and respect that choice.  It does come with a caution, though, that an even harder decision awaits you when trying to determine when to “get back in”.  You can be certain that a bell will not go off!  In fact, you will likely only feel better about the market after it has already gone up (which, of course, is in and of itself the reason you’ll feel better).  Nevertheless, if temporarily getting out is truly the only way you can cope with these awful times, then that’s fine.

No matter how you choose to act right now, however, we urge you to please not lose sight of your long-term goals.  As bad as things currently are, they will get better.  Maybe not now, next week, or next month.  Better times do lie ahead.  

In fact, there is a very strong possibility that years from now we will look back and see this as having been a once-in-a-generation opportunity.  Along those lines, for those of you with cast-iron stomachs, we encourage you to consider making small, incremental additions to your equity exposure over the next few months.  Not big bets.  Just unemotional purchases into areas that have recently been slaughtered.  

No one knows when the bottom will be established, but it’s hard to ignore the wisdom of Warren Buffet, who has been buying heavily in recent weeks.  He’s the most successful investor of all time, and has achieved that success by consistently following this mantra: Be fearful when others are greedy.  Be greedy when others are fearful.

Here’s to peace on earth, and peace of mind.  When we next formally write to you it’ll be 2009!  With that in mind, as we always like to do as we head towards the holiday season, we want to wish you and yours the very best of times, for the love of friends and family members is what truly makes the pursuit of financial gains worthwhile.

Warm regards,

Tony Reed, CPA, CFP

President

