











selected banks? Why were the Hopeless Three provided access to TARP after Congress said
no to subsidies? No one knows or is willing to share the answers to these basic questions.

The absence of a clearly articulated economic policy may be understandable, but not forgivable.
This is an era in which reporters were embedded with our troops in Iraq to assure that they “got
the message out” expeditiously. The absence of a message in this case created widespread
financial and economic panic, with cascading consequences.

Trust Matters

Every society requires a trust, without which they degenerate into petty survivalists. The primary
function of government is to codify basic legislation that revolves around the beliefs that debts
will be repaid, that entities seeking debt and equity truthfully reveal all relevant information and
that governments will punish wrong-doers and not act capriciously. It is reflective of the serial
failure of political leadership that from September 13 to November 21, not only did the stock
market collapse and debt spreads substantially widen, but the commercial paper market all but
ceased to function, and money market funds teetered. LIBOR spreads over the Fed Funds rate
spiked 53% (from 248 basis points the day before the initial failed TARP vote to 380 basis points
on October 10). REITs fell by 76%, while AAA CMBS spreads rose by 138 basis points, and the
S&P 500 fell by 25.9%. Only the strongest and most transparent non-financial borrowers have
been able to overcome this lack of trust. It reached the point where real yields on 30-day
Treasuries reached -1.57%, underscoring the fact that many savvy investors were happier to
experience guaranteed losses of nearly 2%, rather than stumbling into a huge loss. In addition,
as of December 19, the 30-year Treasury yield was 2.6%.

What is needed is the immediate and total disclosure of all assets and liabilities (with no materiality,
safe harbor or off-balance sheet exceptions) from any institution with access to any form of state
or federal guarantee. It would allow investors to assess who holds the losses, restoring basic
financial trust, and would quickly reveal which financial institutions are insolvent, allowing public
and private liquidity infusions to be given only to the living, while an RTC-like agency set about
the orderly liquidation of the dead.

We are in a mine field of losses, but these losses are finite. The mines the economy faces are the
future losses associated with poorly underwritten investments made from 2004 through early 2007.
The trouble is we do not know how big these losses are, when they will occur, which firms hold
these assets or if these losses will wipe out their equity. Until the location of the losses is revealed,
the economy and capital will largely stand around in a worried state, rather than moving forward.

This is going to be a recession rivaling 1973-1975, and it is going to take time to work our way
through it. Unfortunately, the politically created panic perfectly coincided with the Christmas retail
season. People fell into a post-9/11 mentality, where even if they had money they did not spend
because it seemed like the wrong thing to do.

Time for a Stimulus Package?

Regarding the much talked about stimulus plan, we are skeptical. What most people forget is
the impact of substitution. For example, if the government were to buy school lunches for every
single student in America, what will happen to spending on school lunches? It is true that the
government will spend more, but as a result, the private sector will spend less. This huge offset
will in turn result in very little or possibly no net “stimulus” at all.

Second, as we have seen in the past three years, a bill has not been passed without being padded
with ample pork. With all of the well-intended (effective or not) stimulus spending will come ear-
marks for pet projects. This will not stimulate the economy; but rather, will simply burn money.

And so historically what undercuts most stimulus packages in this country and in others are the
substitution effect and the pork effect. In the 1990s the Japanese spent unprecedented sums in
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In the U.S., the most productive targets for a stimulus package are infrastructure projects — where
the consumer substitution effect is minimized. However, the problems with infrastructure spending
are twofold. First, infrastructure projects take time, and second, long timelines inevitably degener-
ate into pork projects. When you really want to have a meaningful impact on infrastructure — build-
ing much-needed bridges, repairing damaged tunnels, road widening, etc. — nothing is spent in
the first year or two. The real money will not get spent until three or four years into true infrastruc-
ture programs when planning and analyses are complete. Therefore, what unfortunately happens is
that the legitimate infrastructure projects get pushed aside and the pork projects with shorter time-
frames compete for immediate funding.

The Way Forward
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The roughly $1 billion in global losses by financial institu-
tions are primarily associated with loans that are fully

current. This means the losses are primarily conjectural losses associated with current loans.

Are these staggering paper losses reflective of future cash flow losses, a greater liquidity premium,

an increased risk premium or sheer irrational panic? Probably all of the above, but no one knows

for sure, as the actual losses will not be known for many years. Only when every outstanding loan
originated in 2004-2007 is either retired in three to 25 years or settled via a post-foreclosure sale

will the actual losses be tallied. Until then, it is a pure guessing game.

If instead of disclosing the loss mines and getting the economy moving forward we point fingers,



pass counter-productive legislation and raise taxes, our languishing economy will create unneces-
sarily large future losses. We all need to admit “I am guilty” because:

B | took some of that poorly underwritten debt.

B | invested in money market funds that bought anything rated AAA, irrespective of
real asset quality.

B | financed (or built) a home or condo using excessively cheap debt.

B | put my money in insured depositories without caring if they were making sound
loans with my deposits.

B In short, this mess is my fault.

Having accepted guilt, we can focus on identifying the location of the loss mines and providing
capital transfusions (both public and private) to the living, thus getting the U.S. economy back
on track without creating unnecessary damage.

Even if the present value of the losses is ultimately $1.2 trillion, the full reimbursement of these
losses via the proceeds of long-term federal debt will cost us less than $1.4 trillion (including
financing costs), versus aggregate U.S. GDP of roughly $150-170 trillion, and federal spending
of $30-35 trillion over the next 10 years. That is, for a mere 0.7% of our income over the next
10 years, we can reimburse the maximum conceivable losses. It is only a few hours of work a
year by each of us, and less than a couple percent of our net worth.

So take the “l am guilty” pledge and urge our political leaders to cover the losses as they occur
out of our future income. This is easily be done by a 10-year federal guarantee of all remaining
interest and principal payments due on every loan written from mid-2004 through mid-2007.

This loan guarantee program (subject to a good faith requirement effort to collect on loans and a
fraud exception) will spread the government cash flow burden over time, as payments will occur
only as the loans default. This policy can be implemented with minimal effort and will instantly raise
the value of loans by converting most qualifying debt to government debt valuation, thus allowing
this debt to be sold efficiently as government credit, creating cash proceeds for new loans.

Everyone agrees that the financial system was substantially over-leveraged and that we need to
de-lever. But no one with debt wants to be impacted by this policy. De-lever “them,” not “me

But all de-leveraging efforts must be concentrated on the debt that requires rebalancing, maturing
loans or new loans, as the lender cannot generally reduce lending on long-term debt. Hence, the
de-leveraging of the system is 100% focused on about 20% of all loans. As a result, many wildly
over-levered situations get a free pass, while new loans are stonewalled by lenders.

But if lenders make new loans, they will not achieve their leverage targets. This “de-lever them,
not me” sentiment is the schizophrenic element of the lender bailout efforts. On the one hand,
infusions of government money are intended to increase the asset base to more effectively match
current leverage. At the same time, banks are being told to expand their lending. But the first task
is to right-size lender balance sheets. Lending will resume once this objective is achieved.

A Final Thought

We must resist the urge to save everyone. Losers must lose if winners are to prosper. If one or
more of the Hopeless Three goes bankrupt, their competitors’ sales will rise as consumers shift
their purchases. The increased sales realized by the competitors, who make their vehicles in the
U.S., will improve their operating margins, allowing them to avoid financial distress and expand
output and employment. As with wildebeest in the Masai Mara, death is essential to life.

Finally, people knew that leverage was not riskless. They relished its upside, and now must suffer
its downside. The idea that a reasonably safe real estate cash stream bought at a 4-5% cap rate
could generate a 20% return is absurd unless premised on carry trades and loads of ever avail-
able debt. But just as tenants do not always renew their leases, lenders do not always roll their
loans. Debt is wonderful on the upside, but remorseless on the downside. This lesson will hope-
fully be remembered for a new generation.





