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The Bernanke Proposal
Posted by David Gaffen

Banking stocks took a hit yesterday, in part due to suggestions from Federal
Reserve Chairman Ben Bernanke that some financial institutions may want to reduce
the principal owed by borrowers who are having trouble with mortgages. The
suggestion floated by the Fed head was covered extensively in commentary today, and
not surprisingly there are a few who see such a course as perilous. Greg Ip, in today’s
Wall Street Journal, quotes Andy Laperriere of ISI Group, who says that any proposal
that helps many borrowers “will be very expensive for either the financial institution or the taxpayer.”

“He publicly and explicitly urged banks to reduce the principal owed on certain loans, which the
administration has not been willing to do,” writes Neil Irwin in the Washington Post. “But he stopped well

short of endorsing ideas embraced by some congressional Democrats, who want to force mortgage issuers
to delay foreclosures and who support a government program to buy problem loans.”

In an emailed commentary, Bennet Sedacca of Atlantic Advisors expresses his displeasure with the idea as
it represents an attempt to short-circuit the cleansing that occurs with downturns in business cycles. “Sadly,
there needs to be business cycles. And with business cycles come failures,” he writes. “In this case, a

bunch of them.”

Tim lacono, writing on The Mess That Greenspan Made, is a bit more caustic. “What about
credit cards and auto loans? Why not get out ahead of the curve on those problems that are now
starting to blossom? Reduce my outstanding balance! Gimme some free cheese!”

Bill Gross, chief investment officer at PIMCO, argues that the government is not acting quickly enough.
“Historically high levels of consumption as a percentage of gross domestic product are not being supported
any more by leverageable assets that appreciate perpetually in price. The economy is faltering,” he writes in
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FT.com. “Policymakers may have noticed this asset deflation but it appears to have had little bearing on
the haste of their salvage efforts.”

Steven Mallas, writing on Bloggingstocks.com, suggests that Mr. Bernanke’s view does at least give the
market insight on their state of mind — and what it means for monetary policy. “What does all this tell us as
investors? Well, more reductions in the Fed Funds rate are on the horizon,” he writes. “Yes, it will be tricky
to balance this with inflationary concerns, but they are coming. The recession — count me in, | believe we
are in a recession — is going to get worse before it gets better.”
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