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The housing bubble ended in the summer of 2006 with aggressive lending to sub-prime 
borrowers.  Home buyers were qualifying for mortgages based on the one year below-
market teaser rate of two to three percent.  Some banks were lending without regard to 
the borrower’s income, lending solely on the home value which is called a “no income 
verification loan.”  The banks were counting on the rise in real estate values to cover their 
risk.  Some people borrowed the down payment.   
 
Some people started with a ninety-five percent loan to value instead of the traditional 
eighty percent.  As loan defaults rose, Senator Chris Dodd of Connecticut asked, “Where 
was the Federal Reserve supervision?”  Why were they not cracking down on these 
banks?  How could this have happened with no reaction from any banking authority?  By 
late 2006 many on Wall Street had warned of the shaky mortgage market, especially in 
the sub-prime area.  As housing values began to decline, the owner’s small amount of  
equity was wiped out.  As the teaser rates reset to market prices, home owners found their 
mortgage payments going up dramatically to levels beyond their ability to pay.   
 
Loans generated less than a year ago are the major problem.  These borrowers have yet to 
see the increase in their interest rate from the original teaser rate.  The picture below 
shows the bulge of borrowers and their first interest rate re-set by monthly volume. 
 

 



 
 
Bill Gross, the famous Pimco bond manager, has called bonds (CDO’s), backed by these 
mortgages, “hookers with spiked heels and a tramp stamp on their backs.”  I suspect that 
is his way of saying “something you don’t want to go near.”  The current default rate of 
2006 sub-prime originations is about 16%.  Wall Street analysts feel that the rate could 
rise to 25% to 30% before subsiding.  When asked how bad the market is in mortgages, 
one trader said the market is outright terrified. The pervasive panic has affected better 
quality mortgage prices and all financial stocks as well.  David Malpass wrote in the Wall 
Street Journal that the losses from these mortgages could reach over one hundred billion 
dollars, a lot of money.  He then went on to point out that the stock market has lost two 
trillion dollars fretting about it.  The market is over-reacting.   
 
Rarely does one see the market reach such extreme irrationality. Usually a major anomaly 
in prices presents a golden buying opportunity.  I have seen about six such events in my 
career over the past thirty years and most of them are smaller or in foreign markets.    
When I see a clip of Jim Cramer saying, “If it lends or borrows money, don’t own it.  
Banks and brokers, don’t own anything financial,” it gets me excited.  Is the financial 
system at risk because of the defaults in a small portion of the mortgage market?  The 
major banks will absorb these losses like they did the foreign loans in the 80’s and the 
Enron and WorldCom debt of the 90’s.  The two hedge funds that blew up in Bear 
Stearns face will give Bear a bad quarter, but probably not a net loss.  Don’t expect major 
losses at Goldman or Morgan Stanley, either.  Some worry that it might spread to the 
commercial lending area which I doubt.  The commercial real estate market is healthy, 
rents are rising and construction is moderate.  In New York rents are strong, but the 
market is hardly overdone.   
 
This is NOT a credit problem.  This is a liquidity problem.  Last Thursday and Friday, the 
Central Bank of Europe and the US Fed injected money into the system, essentially 
funding any financial company with short term liquidity problems.  The debt market is in 
the process of re-pricing the troubled mortgage paper, with an eye towards the resets that 
will occur over the next year.  Today, markets don’t take months to reset prices, they take 
days.  Therefore, this decline is in its very last days. 
 
As hedge funds have been forced to raise money, they have been selling stocks to cover 
margin.  Large liquid names are swinging ten to fifteen percent in a matter of minutes.  
The selling is based on a fund’s need for cash, not the public companies’ outlook.  
Opportunities abound and we have been trading furiously to take advantage of these 
short-lived declines in good stocks.  Many financial stocks have gotten clobbered simply 
because they are financials.  Many have nothing to do with sub-prime mortgages, 
consumer mortgages or any kind of mortgage.  These companies are guilty by being 
similar to any company who is guilty by association with a sub-prime consumer 
mortgage originator.  A few more originators might go bankrupt and some hedge funds 
will go out of business but life will go on for the rest of the financial world.  The market 
is a buy and we are extremely bullish. 
 



  
Hello Ben, wake up Ben, where are you Ben??��
 
By Don R Hays  
Summary:  

It is amazing the difference in the tones of e-mails we get when the seas are smooth and then 
when the seas turn rough like they’ve done in the last three weeks. I’m not putting names on it, 
but this one is too good to pass up. We got a copy of something one of our subscribers passed on 
from someone saying—they might be right in that this market COULD go higher, but it will just 
fall that much harder. SERIOUS ISSUES over night in Europe. The ECB (their Federal Reserve 
Bank) had to inject $100 BILLLLLLION euros into the system to keep it from crashing. Things 
are just getting started and I think Don Hays is going to blow out because they’re too reliant on 
their models to use some common sense. Yeah, right!! I tried my common sense, and that of all 
the “talking heads,” for several years, and there was always one common sense solution in times 
of high stress: “raise cash, get defensive, stress quality.” That opinion never changed until the 
market exploded out of those bottoms, rallied strongly, and then the “common sense” told me the 
market had gone a too far, too fast, wait for a pull-backs” But when the pull-back did come (and 
it didn’t sometimes) those “common sense” guys would tell me that “it was going to retest the 
previous bottom, so keep my powder dry,” and it was only after a significant further rally, the sun 
began to shine, and of course “common sense” told me to buy for the long-term. My friends, if 
you are depending on my “common sense,” to help you get through these emotional market 
times, you are on the wrong track.  

My common sense had a hard time rebutting those in 1974 that saw the demise of America and 
Equities, and again in 1982. My common sense saw that massive decline in the stock market on 
October 19, 1987 that looked exactly like another 1929 to the collective “common sense”. Then 
the 1990 predictions helping massage my “common sense” of the heavily mortgage leveraged 
banks about to decimate the financial underpinnings of the U.S. and world, then old Saddam 
Hussein’s leadership and million man army being compared to Napoleon by the Economist 
magazine. Oh x5.q*% (expletive deleted), don’t tell me to depend on my (or your) common 
sense.  

 
Don’t get me wrong. I search high and low to get the real answer to problems such as we are in 
now. Do I get them from those “talking heads,” or the Journalistic experts? You know that 
answer, their “common sense” is muted as fast as my fingers can fly. Do I use a heavily leveraged 
hedge fund “talking head,” or a trader “talking head,” or someone that told me in 2000 to stay 
bullish “talking head?” They are at the top of my “tune-out” list. I do turn to some trusted “old 
salts,” who I have heard their logic in other high stress market periods, and I have a few of those 
today I’ll share with you. But you know, the bottom line is: when the air gets turbulent, when you 
feel a little disoriented, that, my friends is when you trust your instrument panel the most. Mighty 
shock absorbers can handle any shock with only minimal vibrations. We still believe the risk is 
very small, and are actually glad to hear the ECB has already been awakened that they are in the 
ditch and need to change policy. Hello Ben, wake up Ben, where are you Ben??  

 

 

 



 
This is referred to as the Fed Model or the IBES Model. It shows the historic relationship that I 
have just described. You can see that these two asset classes typically trade within plus or minus 
fifteen percent of each other. Anything outside those boundaries is considered extreme. At the 
market peak in March 2000, stocks were 60% overvalued to bonds. At the low in March 2003, 
stocks were about 50-55% undervalued. Despite the five year bull market from that point, the 
undervaluation of stocks to bonds has stayed at extreme levels due to the rapid rise in earnings 
and the sideways action of interest rates. The charts below, courtesy of our friend Don Hays, 
shows the growth in earnings and the big gap between the earnings yield and the bond yield.  
 

 

The above charts are courtesy of HaysAdvisory.com  
As you can see, earnings estimates are at an all-time high, while the gap in valuations is extreme. 
It will be cured by rising stock prices, lowered earnings expectations, rising interest rates, or a 
combination. We believe it will be cured by rising stock prices. This is not a great timing 
indicator on its own, but it shows the valuations from a macro perspective and helps to quantify 
the risk-reward profile of the market. This is the primary reason that we have believed that any 
correction or sell-off would be contained within the parameters of a normal bull market 
correction. As I write, fair value on the S&P 500 Index, according to this indicator, would be 
around 2100. Color this one green.  

 



 
 
 
 
 
 
 
 
 
 
 
 

 
 

 
 

 
 

 



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 

 



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 



 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 

 



 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 

 



 
 
 
 
 
 
 
 
 

 
 


