Wealth Care LLC Interim Commentary-September 26th, 2008

I offer these more frequent comments – not as a monitor of short term market moves, but as my explanation of the rapid events on the financial landscape.

The “bailout” plan being debated in Washington is enmeshed in political wrangling.  The Democratic party seeks to expand the bailout to its constituents, while the Republican party seeks to put as much of the pain as possible on the financial institutions (and their shareholders) that brought us this mess.

We are dealing with two issues: solvency and liquidity.

Solvency is the ability of a particular financial institution to remain a going concern.  Bear Stearns, Lehman Bros, and now Washington Mutual did not have the assets to remain solvent and were allowed to fail.

In contrast, AIG (a large insurer) was felt to be solvent, but had short term liquidity problems.  It was the feeling of the government (and many of its larger shareholders) that if a short term loan to provide cash would be made, then AIG could perform an orderly sale of assets (at much better than fire sale prices) and remain a profitable company.

To explain-imagine that you own a house with a “market value” of $500,000 last year.  It is your only asset and you have a mortgage of $400,000 on it.  So, you are solvent (for now) with $100,000 in equity in the house.  You are not really “liquid” however-as an orderly sale of the house at fair market value will take time.  Now, events transpire such that you need your equity for an important reason right now. You ask a realtor to sell the house this week.  You are told the sale price will net you less than $400,000 if the sale must be that rapid.  Poof-no more equity, no more solvency.  However, a Fairy Godmother (the US Government in the case of AIG) comes along and agrees to lend you the money you need in the short term so that you may sell the house at a pace in which you get fair market value.  Wonderful-you are again both solvent and liquid.

So, the government bailout is in some respects primarily to ensure liquidity in the financial markets so that sales of assets can be made more carefully and perhaps at higher prices.  It is indeed possible that the government will actually make money if they buy assets at the right price for sales later.

We’ve entered a time in which psychology is very important to the markets.  Despite the fact that no one is losing money in bank failures (and probably no one will to any significance), the continued barrage of bad news will make the ability of businesses to transact business much tougher.  People will spend less, and the economy will contract if this problem isn’t fixed.

For this reason, I have no doubt the government will act very soon.  I ignore the press baying about huge taxpayer losses, as it is not clear this will happen at all.  Certainly the shareholders of most major financial institutions will pay large costs (they already have), which is appropriate in a capitalistic economy.

Once the full faith and credit of the US Government is behind ensuring liquidity, I believe the press will turn elsewhere for its stories.  There is still some shoes to drop, with the unwinding of complex derivative financial instruments and more bank/hedge fund failures to come.  But the storm will be over for most of us and our portfolios.

Just my thoughts.

As always, I remain available for calls and other contacts to discuss these or other matters of your financial lives.   Steve

