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THE BEAR ROTHE BEAR ROTHE BEAR ROTHE BEAR ROTHE BEAR ROARSARSARSARSARS
“Without courage, wisdom bears no fruit.” - Baltsar Gracián

The massive, global deleveraging
occurring over the last year
reached a chaotic apex during the
third quarter that ultimately saw
the fall of financial stalwarts
Lehman Brothers, Merrill Lynch,
Washington Mutual and Wachovia
Bank.  Incredibly, the government
also stepped in to annex mortgage
behemoths Fannie Mae and Freddie Mac, and resuscitated
insurance giant AIG.

At the close of the quarter, credit conditions had deteriorated
to the point where some banks would not even loan to each
other over-night, and countless industrial companies were
encumbered without access to short-term credit needed to
conduct their daily trade.  In response, the government obliged
by unveiling the whopper of all rescue packages intended to
put the financial system back on its feet.

The ensuing reaction has been of historic proportions.  The
bear is roaring mightily as the uncertainties have piled up.  In
fact, a recent CNN/Opinion Research poll found some 60%
of Americans believed another Great Depression was likely
due to the current economic crisis.  If one considers the market
to be a voting machine, then it is easy to see why equities have
sold off so sharply.

We for one aren’t looking for the bread lines or dusting off our
apple carts.  Nor do we give any credence to a scenario where
unemployment will rise to 25%, GNP will fall by 32% or
foreclosures reach 50% as they did during the Great Depression.
Rather, in the midst of the market’s meltdown over the past
several weeks, we steadfastly ascribe to old Buffett adages
like “be fearful when others are greedy and greedy when others
are fearful.”

Indeed, these are the times that test an investor’s resolve.
The challenges facing the global economy are real, and the
arrhythmia resulting from the credit crunch will continue to
reverberate around the globe for several quarters.  However,
recent price action in the markets can only be characterized as
shear emotion, substituting haste for logic, and without regard
to what a company will be worth once the turmoil subsides.
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FALLEN FINANCIALS

Each week in September and through the first half of October
seemingly brought with it a new plate tectonic shift in the
financial sector.

On September 7th, the US Treasury Department announced
that it was placing Fannie and Freddie into conservatorship
under its regulator, the Federal Housing Finance Agency
(FHFA).  In stunning news the next week, Bank of America
announced it withdrew its interest in acquiring Lehman
Brothers and instead acquired Merrill Lynch.  At the same
time, after failing to find a buyer, and seeing its shares fall
80% over a two week period, 158-year-old Lehman Brothers
filed for bankruptcy.  Secretary Paulson was reluctant to bail
out Lehman, and the company could no longer wait.  While
Lehman’s decision was not totally unexpected, the company’s
demise seemed to be a catalyst for a whole number of cascading
emergencies in global financial markets.

Not wanting to repeat a Pandora’s Box scenario
that would dwarf Lehman’s, the government came
to the rescue of AIG a few days later.  Without an
$85 billion loan to the company, financial
institutions around the world would have instantly
incurred an estimated $440 billion loss on credit
derivatives issued by the company.

To round out the month, Washington Mutual and
Wachovia Bank each were acquired in FDIC
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arranged marriages, while Goldman Sachs and Morgan Stanley
changed their charters to become commercial banks.

After Lehman’s failure, there was an absolute void of trust
among counterparties and an unwillingness of banks to part
with any precious cash.  The commercial paper market for
banks shrank by 20% in one month and the weighted average
maturity was reduced to just 5 days.  Once the Wamu and
Wachovia deals were announced, risk aversion rose to new
extremes.  The 30 day treasury yield actually moved from
1.64% at the beginning of September to .16% at the end.
That literally means investors were lending to the government
for $0.16 on every $100.  If one considers the impact of
inflation then investors were literally paying the government
to hold their money!

As treasury yields collapsed, yield spreads above treasuries
spiked across the fixed income spectrum.  Noteworthy was
the rise in the Ted spread, which is the difference between
yields on 3 month Tbills and 3 month LIBOR.  The Ted
spread is a good indicator of credit risk because T-bills are
considered risk-free while LIBOR reflects the credit risk of
commercial banks lending to each other.  The Ted spread had
hovered around 1 through much of the quarter, but moved
swiftly to an extreme high of 4.37 in October as counterparties
had no faith in each other.

Ultimately, on October 9th, the Fed coordinated with five
other central banks to make a momentous 50 basis point cut
on over-night rates.

GOVERNMENT ACTION

Some have called the $700 billion Troubled Asset Relief
Program (TARP) an abomination and associate it with the
death of capitalism.  With all the political theater and
unnecessary pork associated with the bill, we don’t entirely
disagree.  Yet, in our judgment, we feel it will help avoid
future dislocations that would result from future disorderly
failures of highly interconnected financial institutions.  The
bill’s three-pronged approach is to purchase up to $700B in
troubled assets or make direct investments in banks, increase
FDIC insurance limits, and pay interest rates on bank reserves.

Perhaps the most controversial part of the plan was a recently
unveiled $250 billion capital infusion whereby the government
intends to invest directly in banks alongside existing preferred
shareholders.  The nine largest U.S. banks alone are to receive
$125 billion.  While this action might reek of nationalization
and extreme socialism on the surface, history may show this
as one of the government’s smarter moves.  Said differently,
if the government has already committed to spend $700 billion,
we believe boosting the banks’ balance sheets is preferable to
buying their distressed assets.

Simply purchasing troubled assets from financial companies
would do very little to reduce leverage ratios and it would
leave institutions susceptible to further solvency issues should
their remaining loan portfolio deteriorate further.  It would
neither help ensure liquidity needed to service the 90% of

good loans that exist on bank balance sheets, nor would it give
them the capability to issue future good loans.  In addition, if
the troubled assets end up worthless, the first to bear that loss
would be the taxpayers, not the company’s shareholders.

By contrast, injecting capital directly onto the balance sheet
instantly reduces leverage ratios.  The financial sector’s equity
and assets each effectively shoot up by $250 billion overnight.
This helps insure the strongest banks are sufficiently capitalized
to gradually work through their problems and stem counterparty
risk fears.  It also ensures the first losses on bad loans are
properly borne out of the capital base, beginning with the
common shareholders of the companies that incurred them.

The Fed package could have been implemented much worse.
In Europe, bailout provisions include government officials’
gaining board seats and having enough equity voting power to
impact daily operational decisions.  Furthermore, it’s not like
the U.S. package will give the Federal government power it
didn’t already have.  The FDIC already has the authority to
pull the plug on any bank if deemed necessary.

In short, the TARP will allow the bank’s customers and
counterparties to deal in good faith, the banks can continue to
replace bad loans with good loans, the common shareholders
are on the hook for the first losses, and the taxpayers might
even make a return without nationalization.

MARKET VOLATILITY

We officially entered into bear market territory during the third
quarter.  As the confidence crisis in the credit markets intensified
in September, all asset classes were down with U.S. Treasuries
being the only place to hide.

The equity markets are traditionally a leading indicator.  Today
however, they are caught in the crosscurrents of policy makers
and credit markets.  The day the TARP was initially shot down
in the House, the DOW dropped a record 778 points and
declining stocks on the NYSE outnumbered advancers by 25
to 1.  Then after the bill passed, unprecedented volatility carried
into the fourth quarter with the market closing down every
single day in October through Friday the 10th.

Market Measures* % Change % Change % Change
3Q Ended  6 Mo Ended 1Yr Ended
9/30/2008 9/30/2008 9/30/2008

Dow Jones Industrial Avg  -3.72% -10.31% -19.92%
S&P 500 (Cap Wtd)  -8.48% -10.97% -22.08%
NYSE Composite -13.02% -14.37% -24.97%
NASDAQ Composite  -8.59%   -7.85% -21.92%
Russell 1000 Large Cap  -9.35% -10.54% -22.10%
Russell 2000 Small Cap   -1.11%   -0.54% -14.48%
Russell 1000 Growth -12.33%  -11.23% -20.88%
Russell 1000 Value   -6.11% -11.10% -23.56%
S&P Citigroup Growth  -11.24%   -9.42% -19.44%
S&P Citigroup Value   -4.97% -12.38% -24.50%
Lipper Large Cap Value Fd   -8.20% -16.79% -23.80%
Lehman GC Int Bond   -1.19%   -2.70%   3.13%
U.S. T-Bills (90 days)    0.69%    1.17%   3.35%
Consumer Price Index   -0.18%    2.30%   4.77%
*Total Return




