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Failure

"Thisisaonceinahalf century, probably onceinacentury type of event"
— Alan Greenspan, September 15, 2008

Failures of judgment appear to have been epidemicinthe US economy. A brief summary of
major failuresincludes:

e |Insufficient regulation of banking system leverage,
L ack of regulationin mortgage origination,
Low interest rates and too much borrowing
I ndi scriminate purchase and bundling of imprudent mortgages,
Public maniainreal estate,
I nsufficient enforcement of existing securitiesregulation
Institutional competition toward unlimited investment leverage,
Accounting rulesthat unfairly punishilliquid securities,
Concentration of credit risk within AIG,
No prepared means to resolve abreakdown ininterbank lending.

Thesefailures revealed themselves like layersin an onion as credit becameunavailable and
investors sold into falling prices.

Contagion

Bad mortgages are generally blamed for causing thiscrisis, but they were just the trigger.
Think of them as the match that lit the bomb that caused the crash. Fundamentally reasonable
declines in mortgage securities were magnified many timesby fundamentally unreasonable
leveragein the banking system. These magnified |osses drove a small number of financial
institutions toward insolvency, so they were forced to unwind their investments. The contagion
had begun.

Selling became arace because as selling drove down prices, overleveraged institutional
investors lost their collateral to support their portfolios. So selling begat selling. Because
falling prices and alack of buyers drovecompanieslike Bear Stearns, Merrill Lynch, and
Lehman Brothersinto collapse, anew kind of risk was exposed: counterparty risk.

Counterparty risk isgenerally ignored in securities valuation, but if the party that owesyou
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money (or oil, or stocks) fails, then counterparty risk becomesimportant.
Peopl e stopped trusting their counterparties so lending and trading between
banks slowed way down. Somemarketshad“no bid” and stopped trading
entirely.
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When your investments have lost money and you are forced to reduce your
leverage, you hopefor aliquid market with ample buyers. But with
counterparty risk seizing the markets, there were only vulturesto be found.

Panic |-:mu:|-:Tuw:§4'ff_%“‘.' GEORGET
Largeinstitutional investors could not sell because trading had seized. The
few transactionsthat occurred were at desperation prices. Meanwhile, new
laws requiring institutions to quote their assets using “mark to market,” as if
all similar securities should be priced like the few transactions taking place,
added further chaos. The paper losses from asmall number of desperate
sales multiplied against the entire asset base of the banks. On paper, many
banksinstantly becameinsolvent. Counterparty risk suddenly becamethe priority and credit marketsfailed to operate.
Prices plunged, fear spread to the public, and mutual fund redemptionsjumped to $75 billion in September (3 times the

previousrecord set in 2001).

All maniasand al crashesare, at their core, psychological. But psychology isvery real, and in crowdsit drives society
and the economy. Free marketsare subject to freefall when everyone wantsto sell and thereis nobody willing to buy.

With asomewhat dispassionate perspective, it’ s curiousto watch the public enthusiastically follow momentum:
euphorically buying high and fearfully selling low.

The Future

The Valuable US Dollar

The collapse of the credit system is (or was) highly deflationary. Asthe volume of credit declines, so doesthe money
supply, and with less money each dollar isworth more. That iswhy commaodity pricesfell in half, stocks crashed, and
home prices declined. On theflip side of the coin, the recovery of the credit systemis (or will be) highly inflationary.
In addition to recovering toward the reasonable avail ability of credit, the government has also pumped alot of new
money into the system. While the short-term may be deflationary, the longer-term appearsto hold significant risk of a
USdollar that isdeclining invalue.

Leveragein the banking system directly reflectsthe debt of companiesand of people. Debt isoneside of the leverage
ratio, with reserves on the other side. Asleverage isbrought down to more reasonablelevels, the overall level of debt
must, by definition, bereduced. That meansthat corporations and people must pay down debtsin order to deleverage
the banking system. If leverageratiosare cut from 20x to 10x, then we must all (on average) pay off half of our debts.
This will have adepressiveimpact on consumer spending and economic growth and could lead to big problemsif itis
done too quickly.

Many companiesfinancetheir operationsusing debt, and many will fail. Profitable companiesoftenfinancetheir

growth using debt, using their operating profitsto pay bigger salariesand bonuses and if thisdebt is cut in half then
therewill belessinvestment to grow companies, and less money for salaries and bonuses. People who arein debt will
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have to consume much less because consumer credit could be cut in half. Dollars become scarce and the value of the
dollar goesup. Insummary: deflation and depression. The government is going to great lengthsto avoid this!

“There arerisks and coststo aprogram of action. But they arefar less
than the long-range risks and costs of comfortableinaction.”
— John F. Kennedy (1917 - 1963)

1. Bailout — Government can provide banks with additional reserves.

If the Federal Reserve or the Treasury buys debt or equity in banks, it can have the proceeds used asreserves
and go directly into the Federal Reserve as*high powered money”. Thiswould reducetheleverage of the
banks and allow them to continue operating asusual. Because of thereserveratio, every dollar investedinto a
bank’ sreserves has many times as much impact on credit and the money supply. If thereserveratiois9:1, for
example, then, because of interbank Iending, theimpact on credit and the money supply can be as much as 99
times. That iswhy itiscalled high power money, and thiswould be avery potent way to fix the credit markets
inthe short term. Inthelong term, the bankswould have lost some of their own equity, and would work to
avoid such alossin the future.

The downside of thisform of bailout isthat the government would own part of the banking system, spend
taxpayer money to do it, increase the money supply, increase debt, and not do anything to fix the structural
problemsthat led to so much leverage.

2. Regulatory Overhaul — Government can change the system to engineer a soft landing.

New regulation of reserveratios, credit, and securities markets are probably required to reduce the chances of
systemic failureinthefuture. We think there should be atarget reserveratio just asthereisatarget fed funds
rate. Credit regulation should include minimum collateral limitsfor derivative securities such asmortgage
backed securities, credit default swaps, and other derivativeslinked to a credit spread. Securities brokers
would beresponsiblefor reporting aggregated (clientsremain anonymous) positionsand collateral by security

type.

The dollar has been strengthening lately as an anomaly within along downtrend. Thisis no coincidence: the strength
of the dollar reflects big investors reducing their leverage, repatriating US cash, selling down leveraged international
investments, and generally holding more cash. Asbanksreducetheir leverage, the money supply shrinks, so each
dollar isworth more. Thedollar wasfalinginvaluefor yearsasleverageincreased (money supply increased) and
now, very quickly, the opposite has happened.

“Decoupling”

We have heard the argument that decoupling isdead: that international trade has brought every market into shared
economic cycles. We don't seeit as aquestion of “either/or”, but rather as acontinuum. Global growth is diverse and
strong. Thereare certainly correlations caused by shared trends (such as trade, technology, cultures, etc.) and shared
sources of capital, but these have been exaggerated in the past few years by excessive leveragethat has given excessive
influenceto global ingtitutional investors.

Astheworld economiesemerge from the current financial crisis, expect lower correlations. In other words, expect
some countriesto emerge very strong and othersto remain depressed for much longer. Countrieswith healthy political
and economic foundations, along with abundant natural resources, arein the best positions. Brazil, Canada, India,
Mexico, and Chinamay be very strong.
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The Fundamentals of the World Economy are Better than you might Expect

Thisistrue whether you are talking about the American workforce or global economic statistics: the fundamentals are
generaly fine. Some of the statistics are clearly not strong but the overall pictureisfar from adisaster.

Gross World Product (GWP) growth has slowed from a5% ratein mid-2007 to an estimated 3.7% in 2Q 2008, with
3% growth projected for the second half of thisyear. International liquidity growth slowed from 12%to 1.6% and
global capital investment growth slowed from 6.5% to 3% over the same period. GWP, liquidity, and capital
investment areall still growing. Liquidity growth has slowed from an unsustainabl e pace (more than doubl e the growth
rate of GWP), but itisstill growing. Thisisfar fromaglobal contraction, and growth ismoreglobally diverse and
inclusivethan in any previoustimein economic history.

World trade volume growth has also been slowing significantly, declining from 9.3% in 2006 to 7.1% in 2007. This
year, world trade volume growth has slowed to zero in May/June according to the latest official data. Thisisnot world
production, but world trade. World trade puts downward pressure on prices so aslowdown in World tradeis
inflationary.

Global inflation (CPI) rosefrom 2.2% in mid-2007 to 7.8%in 2Q 2008. Headlineinflationin theindustrial economies
has risen from 1.4% to 4.2% in the past year, and is at double-digit level sin many emerging markets, the Middle East,
South Asia, and Africa.

Global industrial output growth has slowed from 4.4% in mid-2007 to 1.6% in 2Q 2008. Inthe OECD, which accounts
for 73% of world production, output growth has slowed from 3.4% to 0.7% in this period. 1n non-OECD, industria
output growth has slowed from 8.4% to 4.7%. The OECD represents a shrinking proportion of agrowing global
demand for resourcesfor industrial outpuit.

IntheU.S, Q2 U.S. real GDP grew at 3.3% up from the 0.3% average growth of the prior two quarters.

GDP growth came mostly from export growth. Consumer confidenceisat 30-year lows. Disposable personal income
inthe USrose $596 hillion in May from the Economic Stimulus Plan, and consumers saved 84% of that. July dataon

consumer spending and personal incomes showed contractionsin both areas. US Consumersare building up cash and

righting their financial positions.

How you | nvest

First thingsfirst: pay down debts or be ready to do so. We' vebeen calling for readersto lock ininterest rateson
mortgagessince July '06. Credit may be more expensive and more difficult to obtain in the next few years.
Companiesthat rely on credit to finance continuing operationswill suffer.

Don't let fear control you. Buy low. Thedollar isstrong and securities are cheap. Hoarding cash at atimelikethisis
folly. Invest and diversify into Assets, Commodities, and I nternational Equities. Companiesthat haveinternational
demand or that earn foreign profits may be particularly undervalued. Missing even afew days or weeks of equity or
commodity price recovery might mean missing 20% or moreinreturns. Maintaining your strategic asset allocation
balanceis moreimportant now than ever, and the dramatic volatility means rebal ancing often.

Divest of long term US Treasuries, fixed income securities, and companiesthat require debt financing to survive.
Investmentsthat pay you back as afixed number of future US Dollars may be eroded by inflation. Inthe short term,
credit markets are essentially seized. Inthelonger run, it may be decades before debt financing becomesthis easy

again.
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http://vkra.net/2006Q3.pdf

We arein the midst of major global shifts toward free societies, fair markets, growing consumption, and themagnetic
attraction of purchasing-price-parity. Thebiggest driversof global growth are unshaken:

Expanding productionintointernational (including devel oping) markets,

Rapid global sharing of social systemsand technologiesthat improve production,

Expanding global tradein both goods and services,

A WD

Improving alignment of tax codes and central banking policy inlinewith global best-practices,

Global investing appearsfundamentally very strong, probably more so than at any other timein human history. The
current financial crisis should be seen as an opportunity to use strong dollarsto buy global investments.

Good luck,

s

Dan Von Kohorn

More on Money

"The process by which banks create money is so simplethat themind isrepelled.”
— John Kenneth Galbraith

“That iswhat our money systemis. If therewere no debtsin our money system, there wouldn’t be any money.”
— Marriner S. Eccles, Former Chairman of the Federal Reserve Board

"Whoever controlsthe volume of money in our country is absolute master of al industry and commerce...and
when you redlize that the entire system isvery easily controlled, oneway or another, by afew powerful men at
thetop, you will not have to betold how periods of inflation and depression originate.”

—James A. Garfield, assassinated President of the United States

"The Government should create, issue, and circulate all the currency and credits needed to satisfy the spending
power of the Government and the buying power of consumers. By the adoption of these principles, the taxpayers
will be saved immense sums of interest. The privilege of creating and i ssuing money isnot only the supreme
prerogative of government, but it isthe government's greatest creative opportunity.”

— Abraham Lincoln, assassinated President of the United States

"Until the control of theissue of currency and credit isrestored to government and recognized asits most
conspi cuous and sacred responsibility, all talk of sovereignty of Parliament and of democracy isidleand
futile...Once a nation partswith its control of itscredit, it matters not who makesthe nation'slaws...Usury once
in control will wreck any nation."

— William Lyon Mackenzie King, former Prime Minister of Canada

A cartoon explanation of the banking system:
http://video.google.com/videoplay?doci d=-9050474362583451279
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