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     September 15, 2008

The Changing Landscape of Wall Street… Unprecedented, perhaps…..but cathartic for sure!

The series of events that took place on Wall Street since last Friday kept us on bankruptcy watch for much of the weekend.  As of Monday morning (9/15) the latest news reports indicate that Bank of America has finalized a deal to purchase investment giant Merrill Lynch (BoA will apparently maintain the Merrill name and as of now, will keep much of the firm intact);  Lehman Brothers, another large investment banking firm has filed for bankruptcy (while you may recall my statement that Lehman should be allowed to go bankrupt, the only surprise here is that they turned down a buyout bid last week because it was too low, and then ran out of options!).  

In addition, and of greatest interest of the day, is that AIG (American Investor Group), one of the country’s largest insurance companies (doing business in over 130 countries with a balance sheet of roughly $1 trillion dollars) continues to scramble to seek avenues from which to raise approximately $50 billion to shore up their balance sheet in order to avert a downgrade by rating agency S&P.  The ramifications of such a downgrade would be considerably more negative and far more reaching than the news of Lehman’s bankruptcy, as its scope is far more broadly based.  For openers, a downgrade would require an additional $13 billion to meet just the requirements of their current credit default swaps, not to mention the ramifications regarding the millions of individual policy holders who own life insurance contracts from AIG.  

The optimistic news here is that AIG is currently in talks with the Federal Reserve to obtain a bridge loan in order for them to sell assets to raise the much needed capital. In addition, New York State’s insurance commissioner, in another unprecedented move, has allowed AIG to use up to $20 billion of subsidiary assets, to meet their short term obligations, leaving them to make arrangements to find an additional $20-$30 billion by Wednesday of this week!!   Of course, these developments are fast moving and can be changed within hours.   Still, as the consensus of Wall Street professionals suggests that AIG is too big to fail (because of the systemic risk within the entire global financial system), we are hopeful that a solution is in the works. That said, the equity markets, while down notably for the day, have remained orderly and reacting much more rationally than most would have expected before the open.   The Fed has injected liquidity during the day and investors have taken some solace in that it is apparent that this recent turmoil represents a business banking crisis rather than a consumer banking crisis.

Sadly, the markets this year have already been shaken by the Bear Stearns bailout earlier this year, and just last week, we experienced the developments due to the Fannie Mae and Freddie Mac crisis because of inappropriate sub-prime mortgage lending.  Home prices have plummeted, the economy has slowed, the dollar has been pummeled and inflation pressures are pervasive due to gas and commodity price pressures.   This has impacted not only the financial markets but also investor psychology.   As financial advisors/wealth managers, our job is to provide straight forward information, without sugar coating the issues.  That said, Fannie and Freddie needed Government support as they represent the majority of home mortgages in the US and the Government had a moral obligation to back these institutions via congressional charters.   Lehman, Merrill, AIG and others are investment firms and should be operated as any American free market enterprise.  The Federal Reserve is not in the business of bailing out companies.  This is referred to as “moral hazard” and the Fed is there to act as a regulator not a partner with enterprise businesses.  As such, it was necessary to maintain the structural integrity of the US financial markets by letting Lehman fail.  The Fed must, however, keep an eye on the bigger picture and do what’s necessary to stabilize financial conditions and contain events that may cause further disruptions in the future.   

Will these events shake the financial markets and the economy – undoubtedly YES, particularly for those invested in the financial sectors.  However, recall negative market cycles of the past, where considerable opportunities followed thereafter:  the 43% drop in the market in 1973 before ending the year higher; the worst recession in 40 years in 1981; the 1987 stock market collapse and the bank failures and the Savings and Loan crisis; the Invasion of Kuwait by Iraq in 1991;  the 1997 Japan Bank crisis and Asian market chaos, the 2000 Internet/Tech Bubble, the 2005 real estate market peak and beginning of the collapse in prices and finally the 2008 Bank and Financial Crisis!!  
Keep in mind that market volatility is a normal part of a capitalistic economy and society.  We feel that a good purging for bad decisions (e.g. the sub prime mortgage debacle) and poor business ethics on Wall Street is beneficial for the markets overall.  Hence, we suspect that this shake up will be painful…and as history suggests, upheavals produce stress and considerable volatility.  Nonetheless, we have continued to stress the important of diversification and prudent management, and believe that the increased cash holdings (that we have been recommending in recent months) in client accounts will soon be available for market opportunities that are likely to avail themselves as dislocations in the market are created.  We are here to answer your questions, so feel free to call us anytime. 

“History never repeats itself but sometimes it rhymes” …Mark Twain
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