Cartwright Industries Ltd.

They Chose Di shonour

VWhen Neville Chanberlain returned from Miunich in
Septenber 1938 after appeasing Htler by ceding the

Sudet enl and, Wnston Churchill famously commented, “Britain
and France had to choose between war and di shonour. They
chose di shonour. They will have war.” 1In the |ast few

weeks, the Federal Reserve canme under inmense pressure from
the markets and bankers to cut interest rates in an effort
to stemthe bleeding fromthe nortgage market crisis.

| ndeed, the Fed had to choose between di shonour in
appeasi ng the markets and standing firmto its dual nandate
of price stability and maxi num sust ai nabl e enpl oynent. The
Fed chose di shonour and now we may wel |l have stagflation.

The extraordinarily accommodati ve nonetary policy by
t he Federal Reserve from 2001 to 2005 hel ped to fuel a rea
estate bubble that saw prices rise at unsustainable rates
to values that were significantly msaligned with
fundanmentals. As rates rose in 2006, many real estate
mar ket participants were squeezed as adjustable rate
nort gages reset to higher rates and their ability to
qui ckly exit their investnents with substantial gains was
largely mtigated by the general slowdown in real estate
activity. The subprine industry was the hardest hit by
this rise inrates, leading to a rise in defaults and
forecl osures. These factors couple with fear that the
crisis would have adverse system c effects contributed to a
massi ve credit crunch in August 2007.

Fromits January neeting until |ate August, the
Federal Open Market Commttee (FOMC) and Federal Reserve
Chai rman Ben Bernanke expressed concern that inflation
woul d fail to be contained as expected. At its June 28,
2007 neeting, the FOMC indicated the foll ow ng:

Readi ngs on core inflation have inproved nodestly in
recent nonths. However, a sustained noderation in
inflation pressures has yet to be convincingly
denonstrated. Mreover, the high | evel of resource
utilization has the potential to sustain those
pressures.
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In these circunstances, the Conmttee's predom nant
policy concern remains the risk that inflation wll
fail to noderate as expected...

Even in testinony to the Commttee on Financi al
Services in the U S. House of Representatives upon
delivering the Sem - Annual Monetary Policy Report to the
Congress on July 18, 2007, Chairman Bernanke stated,

As neasured by changes in the price index for personal
consunption expenditures (PCE inflation), inflation
ran at an annual rate of 4.4 percent over the first
five nonths of this year, a rate that, if maintained,
woul d clearly be inconsistent with the objective of
price stability.

Whilst it is true that headline inflation was roughly
2.3% for the preceding twelve nonths, the upsurge in
inflation along with further increases in oil prices
represent a worrying trend of an erosion of purchasing
power of consuners, an engine of growth, and may indicate a
proclivity of producers to pass along to consuners
i ncreased production costs resulting from hi gher energy
prices. Core inflation, headline price index |ess food and
energy prices, has also experienced sone volatility and is
often a preferred nmeasure of inflation by academ cs and
econom sts. However, consuners spend a | arge portion of
their incones on food, shelter, and energy costs. To
excl ude the food and energy conponents is, as is becomng a
nmore wi del y-accepted position anbngst econonm sts, to
distort the inpact of rising prices on the purchasi ng power
of consuners.

To be sure, the Fed found itself in a highly
unconfortable situation in early August. Wth credit
conditions contracting, banks and | ending institutions
found thenselves facing tighter liquidity and rising market
rates. As a result, the Fed injected over $69 billion in
liquidity into the financial systemthrough open nmarket
operations over a week in md-August to bring market rates
nmore into line with the target federal funds rate. In
addition, the Fed cut the discount rate whil st increasing
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t he payback period to thirty days. These actions were

i ntended to shore up confidence anongst | ending
institutions and help to ease the liquidity crunch. These
actions at the discount w ndow reduced the “penalty” that
banks i ncurred by borrow ng overnight fromthe Fed, the

| ender of last resort?.

But sonmehow, the Fed’ s actions in August were lost in
transl ation and the financial markets, banking industry,
and real estate investors saw this as an opportunity to
bail themout with a new “Bernanke put.” Though the Fed s
mandate is not to bail out market participants from
financially disastrous situations, there has been a grow ng
trend that the Fed can justify this type of action under
t he gui se of ensuring properly functioning financial

mar kets. I ndeed, the pressure for a rate cut began to
mount in |ate August and early Septenber, despite the
significant risks to the econony still posed by inflation.

The real estate markets seized the opportunity to pressure
for a rate cut in hopes of stinulating an industry still
reeling fromexcessive speculation. And financial nmarkets,
of course, are always eager to have rate cuts to fue

i nvest nment .

I n acqui escing to these outside pressures, the Fed
failed to maintain its i ndependence and has set the stage
for lower growh and higher inflation. This rate cut has
hel ped one party al one—+he banking industry. The | ower
federal funds rate equates to | ower | ending charges for the
banks. Banks such as Citigroup, Goldman Sachs, Lehnman
Brothers, Merrill Lynch, and Morgan Stanl ey paid out nore
than $65 mllion in additional |ending charges fromJuly to
early Septenber. The top twenty-five banks paid out a
conbi ned $300 mllion in extra lending charges fromJuly to
Septenber. Needless to say, the rate cut will have
substantial benefits for these institutions. The rate cut
has not and will not help the real estate market.

11t is inportant to note that banks are permitted to borrow fromthe
di scount window at any tine in the event of liquidity issues at the
di scount rateon an overni ght basis, which has typically been higher
than market interest rates so that the borrower incurs an interest
penal ty.
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| nvest ors and honme buyers who got in over their heads with
properties they could not afford will still not be able to
afford these properties even after the rate cut. Rates
woul d have to drop to virtually zero before these parties
feel less pressure. Prices in real estate nmarkets still
have farther to fall before fundanental s and val ue are nore
closely aligned. Rate cuts will not stemthis fall in
prices yet. Financial markets had already reached record
hi ghs and were buoyed by stable corporate profits and
earnings. Rate cuts may well fuel further increases in the
financial markets, though fundanentals may be at odds with
current val uations.

However, the full effects of the decline in the real
estate markets have yet to be felt. The extent to which

this will adversely inpact consuner confidence and spendi ng
have yet to be convincingly denonstrated. These factors,
in addition to sustained higher energy prices, will likely

have an adverse inpact on GDP growh in the second half of
the year. The magnitude of the slowdown in growh wll

| argely be a function of energy prices and consumner
spending. But in addition, higher energy prices pose a
significant threat to rising inflationary pressures. As
producers becone nore confortabl e passing cost increases
onto consuners, inflation will |ikely experience a

noti ceable uptick. The rise in food prices, fueled in part
by rising corn prices associated with increased demand for
et hanol production, is not likely to abate anytine soon.
Thus, the stage is set already for increased inflation and
| oner growt h—stagflation rem niscent of the 1970s on a
smal | er scal e.

There is a possibility that the Fed' s rate cut, which
will inject additional liquidity and may lend itself to an
uptick in inflation, may be just enough to stimulate
addi tional economc activity so that inflation remains
contained. This could well have been acconplished by
nat ural market forces whereby |ower growh and demand hel ps
to contain inflationary pressures. Apparently, the Fed
felt the need to reassure the markets of the next
generation “Bernanke put” rather than let the situation
work itself out.
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To appease the large market participants, the Fed has
set a dangerously destabilizing precedent that may
ultimately lead to nore far reaching and nore devastating
consequences in the near future. Perhaps the FOMC shoul d
visit the lonely nonetary policy cave once occupi ed by
Arthur Burns and Paul Vol cker?...
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2 Arthur F. Burns was Chairman of the Federal Reserve Board of Governors
fromFebruary 1, 1970 to January 31, 1978. Paul Vol cker was Chairnman
from August 6, 1979 to August 11, 1987.



