September 22, 2008

Our newsletter went to the printers just a week ago, but so much has transpired we felt it necessary to include an update.  If you had joined Rip Van Winkle for a week long nap, you would awake with the Dow Jones Industrial Average losing just 35 points, but with a closer examination the Dow moved more than 2000 points last week.
The moment of truth came Thursday night, as Fed Chairman Ben Bernanke laid out the potentially devastating ramifications of the financial crisis before congressional leaders.  “At first there was stunned silence when you listened to him describe it you gulped.  We were literally maybe days away from a complete meltdown of our financial system.” said Senator Charles Schumer, Democrat of New York.
Bring on the troops, actually 1.2 trillion George Washington’s to save the day.  Prior to Thursday Ben Bernanke and Treasury Secretary Hank Paulson had been throwing buckets of money at the problem, but it’s time to get serious and turn on the hose’s.  We believe disaster has been averted, yes, we are still in recession and yes real-estate prices are still falling.  But, if you add up all of the troubled assets from Sub-Prime Mortgages and the rest, you come up with a tally around $1.2 trillion in total.
What does this mean for the U.S. taxpayer?  Yes, we’re on the hook for the bill.  But, we don’t see a total loss.  The Government is providing liquidity for the trouble assets, not a total bailout.  A good example is the February, 2006 ABX Sub-Prime Pool.  It’s a basket of Sub-Prime Mortgages that once traded at 100 cents on the dollar, but today trades at just five cents on the dollar.  Our tax dollars are there to provide liquidity, and if purchased at only 5 cents could offer a great return.  Even if every one of the mortgages defaults, real-estate prices were to fall 50% and you had ten cents on the dollar in legal expenses, you’d still eventually realize 40 cents on the dollar for an eight to one return.
We believe this was necessary, as a do nothing approach would have cost significantly more in the long run.  It may seem as if we’re seeing something that has never taken place before, quite the contrary this scenario has taken place before throughout the world and history.  And, historically it has marked an absolute bottom in the host country’s stock market 78% of the time.  We are far from through with the scary news, but hopefully the market lows of July and last week hold, and will go down in the history books as another market bottom.
