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BAILOUT FATIGUE

“You never want a serious crisis to go to waste”

- Rahm Emanuel

The magnitude of the current
downturn and its fundamental
differences from recessions of §
recent decades is causing an epic
restructuring of the economic
order and has dramatically
expanded the role of
government. Having committed '
trillions of dollars to reflate the
economy, the government is
looking for more than just a return on its investment. All
signs point to continued demands for increased regulation,
higher levels of transparency, and public involvement in
decisions that were once the sole province of corporate boards.
Whether one welcomes these changes or views them as
political interference, the fact is investors do not like them.

#

History has taught us that inaction on the part of government
during a financial crisis is disastrous. Given the colossal
amount of wealth destruction over the last 18 months,
extensive use of the Fed and Treasury war chests has been
warranted. However, the directives for all public money should
be to protect the customers of the companies in question and
ensure solvency and liquidity for day-to-day operations.
Instead, what has transpired over the last couple of quarters
has brought nationalization to the forefront. Monetized debt
labeled as “tax-payer-money” has been used as a means of
control rather than as a stabilizing capital injection.

A sobering example of how this “power play” can backfire is
with the execution of TARP funds. Once money has been
provided, the rules have changed and efforts have been made
to vilify the recipients. Such a pressured, adversarial
relationship between financial institutions and the government
scares talented people away when they’re needed most,
incentivizes recipients to give government money back without
using it for its purpose, or dissuades companies from
participating in the programs that will help them. Whichever
the case, a considerable amount of money is squandered.

Additionally, throwing ambitious reforms for health care,
energy, and the environment into the mix only increases the

market’s concern that the crisis at hand is not being tended to.
This is especially true when twenty-one out of twenty-three
senior positions at the Treasury Department were recently
vacant. The only way to gain control of a stampeding herd is
to get out in front of it. This takes coordination and a high
degree of trust, both of which have been lacking.

The blockbuster announcements toward the end of March
have gone a long way to quell the market’s fear, but that’s not
to say the challenges have gone away. It appears the Fed and
Treasury may have finally gotten out in front of the herd, but
staying there will require implementation with less political
drama.

To add, the economy is still contracting and the newly
announced programs will surely have inflationary repercussions
in the future. Market sentiment at the end of the quarter was
high, but the economy and the markets are extremely
vulnerable. Recent positive developments need to be kept in
context.

The New Deal

While the government added or amended several “alphabet
soup” programs over the quarter, the most significant of these
actions were the Fed’s announcement to ramp up its purchases
of mortgage backed securities and treasuries, and Treasury
Secretary Geithner’s , revised “Private-Public” plan to clear
toxic assets from balance sheets.

After its meeting in March, the Fed decided it will purchase
up to $1.25 trillion in mortgage backed securities and $300
billion in long-term treasuries over the next six months. The
objective here is to keep rates low by soaking up excess supply
on the market and clearing some of the existing log jam in
credit markets. In addition, one of the anticipated short term
effects is to make treasury rates relatively unattractive and
drive investor money into higher yielding (riskier)

assets.

The most significant benefit of the Fed’s actions

may be the impact on mortgage rates which have  Spending
fallen dramatically since the announcement. Market
Refinancing activity has been strong over the past iifiation
several weeks and could represent a powerful

Economy

stimulus for existing homeowners. In 2008, the
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average mortgage rate on outstanding loans was about 6.5%.
If 30-year fixed rate mortgages reach 4.5%, the aggregate
cash flow savings to homeowners who refinance could add
up to approximately $200 billion per year.

Toward the end of the quarter, Treasury Secretary Geithner
unveiled the details of his plan which builds on the existing
TALF program - designed to provide banks with capital, spur
auto, credit card and other consumer lending.

Geithner plans on using $75 billion to $100 billion of the
Treasury’s remaining bank-rescue funds to invest alongside
private investors in distressed assets. In addition, the
government hopes to entice investors by shouldering much
of the risk. Private investors will be able to leverage public
money by up to six to one, via FDIC-backed financing
subsidies. This Private-Public Partnership will allow investors
to keep 50% of the upside, while downside risk is limited to
15%.

The cost of these programs will bring about a massive
expansion of the Fed’s balance sheet from today’s $2 trillion
to at least $4 trillion by the end of the year. At that level, the
Fed’s balance sheet is equivalent to almost 30% of GDP and
50% of the value of all loans on bank balance sheets. This
comes at a time when Federal tax receipts have plummeted
by 42% over the last year and spending has increased by
16%.
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We believe the government actions taken will ultimately be
successful in reflating the economy. Ifnot, there will certainly
be additional measures to come. Even though Federal
spending is already at a post WWII high, the government has
shown it will do anything to avoid a deflationary trap. While

signs may not be completely convincing that a market bottom
has been reached, you cannot fight the Fed.

Market

The stock market slid out of the gate during the first quarter
and downward momentum accelerated as initial economic
policy and insufficient details were poorly received by investors.
Fresh 12-year lows were made virtually every day at the
beginning of March, and the bear market was officially deemed
the worst since 1929-1932. At one point the Dow was down
as much as 56% from its 2007 peak.

However, stocks started to rebound from the low of March 9,
and then rallied mightily after the Fed shocked the market on
March 18th with the announcement of its intention to purchase
up to $1.25 trillion of securities, including $300 billion in longer-
term Treasuries. A few days later, the S&P 500 surged 7.1%
for the day after Treasury Secretary Geithner unveiled the
details of the Public-Private Investment Program. The quarter
ended on a high note, but the Dow was still down -12.4% and
the S&P500 fell by -11.0%.

Market Measures* % Change % Change % Change

1QEnded 6 Mo Ended 1YrEnded

3/31/2009 3/31/2009  3/31/2009
Dow Jones Industrial Avg -12.43% -28.55% -35.92%
S&P 500 (Cap Wtd) -10.97% -30.44%  -38.07%
NYSE Composite -13.52% -33.90%  -43.40%
NASDAQ Composite -2.79% -26.48% -32.25%
Russell 1000 Large Cap -10.45% -26.93% -37.91%
Russell 2000 Small Cap -14.95% -37.17% -37.50%
Russell 1000 Growth -4.12% -25.97%  -34.28%
Russell 1000 Value -16.77% -35.22%  -42.42%
S&P Citigroup Growth -6.18% -25.17% -32.22%
S&P Citigroup Value -16.11% -36.09% -44.00%
Lipper Large Cap Value Fd -8.95% -16.25% -39.14%
Barclays Capital Int Bond -0.05% 4.79% 1.96%
U.S. T-Bills (90 days) 0.15% 0.47% 1.64%
Consumer Price Index 0.43% -3.50% -1.12%
*Total Return

The average annualized earnings decline of the S&P 500 during
all recessions going back to 1936 has been less than 20%.
The current decline in earnings over the last 18 months has
been over 80%, making this by far the largest decline on
record. Most of the damage was done in 4Q08 when
borrowing across the entire credit spectrum virtually
disappeared. The S&P 500 recorded its first negative earnings
quarter ever, and the amount lost during the quarter was more
than the index had ever earned during a single quarter.

Probably the most important risk to perceived valuations is
that continued deleveraging could serve to cap future return-
to-equity at a much lower level than was possible with
extremely high levels of debt. This will make historical norms
of price-to-book value and price-to-revenues increasingly
relevant, whereas the recent history of peak-earnings may be
misleading due to record profit margins. Companies that rely







