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What is the Government Doing?

Banks hold investments as “capital.”  They may then loan out a multiple (10-20 times) of this capital in order to make money.  If the capital drops in value, their ability to loan drops proportionally.  For example, let us say that a bank named “First Folly of Florida (FFOF)” has a pool of investments valued at 1 billion dollars in early 2008.  They traditionally loan out using a 10:1 multiple, so that they then loan out 10 billion dollars.  They are also making money by “borrowing” from sources like other banks and from the government at interest rates lower than those they receive from borrowers.
When the economic whirlwind of late 2008 hit, it became apparent that much of FFOF’s (and almost every other bank/hedge fund/brokerage house) capital was not of pristine quality, and was perhaps not worth 1 billion dollars, but let us say ½ billion dollars.  Not only that, but no one wants to buy it even perhaps at that price.  Why?  With the marked drop in capital value, the banks must drop their loans by ½ as well.  Credit dries up, and the banks are making ½ the income.

With our current accounting standards, the so called “mark to market” rules just made things worse.  These rules mandate that the banks value their capital holdings as the lowest price paid for similar capital by any other institution.  So, hedge funds in big trouble dump bond portfolios at fire sale prices, making similar capital holdings at banks worth instantly less by “mark to market.”  Now the banks must contract their lending, and perhaps sell some of their holdings to remain liquid, The situation just gets worse and worse.

One of the “fixes” is for the government to stabilize the capital.  They can do this (and have done so) in a number of ways.  They can give capital to the bank in exchange for stock.  They can loan money to the banks.  They can guarantee a higher worth for the capital. They can encourage private institutions to buy the capital with some government funding and guarantees (the TALF program that resulted in the 6% market jump on 3/23/09).  Finally, they can “liberalize” mark to market accounting rules, which has been “suggested” to be a future adjustment.  
All of these efforts appear to be working.  The banks will not be formally nationalized, but instead “supported” with significant government input and regulation.  They should be able to slowly pay off their bad debts over a number of years from profits on debt purchases, debt sales, and from the spread on lending at higher interest rates.

What Wealth Care LLC Does in Terms of Investment Management

Although the process I use to help manage your financial lives can be put into just a few sentences, the actual underlying work is anything but easy.  

We start with a plan.  Are you saving enough to achieve your expressed financial goals?  If not, what needs to be done?  Do you have the proper insurance to protect your family in the case there is a disruption of income?
Once a plan is in place, we move on to investments.  The tenets of prudent and successful long term financial success are:

1. Asset Allocation/Diversification

2. Patience

3. Discipline

Asset allocation-is perhaps the single most important determinant of long term success.  The process involves identification of presumably overvalued and undervalued asset classes, with avoidance of the former.  A portfolio is then allocated in a manner that fits your individual plan.  For example, if you are 85 years old and have “just enough” savings to support your lifestyle during your expected life expectancy, the allocation is all to 100% safe fixed income.  Conversely, if you are 45 and have a high income, a nearly 100% equity portfolio is most appropriate.  Diversification involves both a variety of asset classes that may not “move together” with various economic changes, but also using a large number of investments in any given asset class.  This means that usually index funds or ETFs are the best choices.

Patience-is especially important for portfolios with a large percentage of equities.  The payoff of 2-3 times the long term return by stocks as compared to fixed income is a reward for sitting out the frequent grueling drop in prices (13 drops of more than 20% in prices for the American markets since the end of WW2).  Patience avoids the mistake of selling at market bottoms.
Discipline-is the mirror image of patience.  It is what helps avoid the mistake of buying fads and market tops.  Those of you who discussed real estate with me several years ago know what I’m talking about here.

Successful investing is a process using all of the above inputs.  We cannot control or predict the vagaries of market motion in the short term, but we can use a process that will take advantage of long term trends.  
Random Thoughts
"Being wealthy doesn't mean having all the money in the world, just not having to worry about it."-anon
'Those who hammer their guns into plows will plow for those who do not.'   
  
~ Thomas Jefferson

"He has all the virtues I dislike and none of the vices I admire." -  Winston Churchill 

It takes 20 years to build a reputation and five minutes to ruin it. If you think about that, you'll do things differently. -Warren Buffett 
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