Boston 617-298-0967

36th Edition

THE BREAKDOWN

During September and October of 2008, investors witnessed a
breakdown in our financial system. There were fundamental
factors driving the losses, such as bankruptcies and the onset of
a global recession. But, there were also technical factors that
exacerbated those losses. Banks were unwilling to lend and
there was forced selling by many investors.

The financial system can be compared to our nation’s physical
infrastructure—the highways, bridges, railroads, and air systems
that help us get from one place to another. This infrastructure
must be built with strong materials and skilled labor, and it
must be closely monitored. If this system is neglected, break-
downs can occur, stranding frustrated travelers and interrupting
our normal course of business.

The recent dislocations in the financial markets have indeed
interrupted investors’ normal course of business. One of the
most frustrating effects has been the range of losses across all
major asset classes (see Figure 1). When markets are responding
to fundamental factors, diversification provides great benefits
by reducing portfolio risk. But, when markets are seized by
technical factors like a flight to quality, there can be widespread
losses across risk-based assets. If the roads are crumbling, it
doesn’t matter if you are driving a sports car or a minivan—
you still can’t get to your destination.

Figure 1: Asset Class YTD Returns
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THE FUNDAMENTAL FACTORS

Most forecasters believe the U.S. is currently in a recession,
even though we haven’t yet seen two consecutive quarters of
negative GDP growth (one definition of a recession). The most
recent estimate of GDP growth was -0.3% for the third quarter
following 2.8% growth during the second quarter.

There are other signs indicating a recession, including the recent
announcement that unemployment is now at 6.5%. Since the
beginning of the year, the U.S. has lost close to 1.2 million jobs,
including over 500,000 between September and October alone.
Declines in retail sales, personal income, and industrial production
are also signs that we are in a recession.

International stock markets have experienced similar declines
as the U.S. in expectation of a global slowdown in production
and consumption. And, as the developed world slows, the
prospects for emerging economies dim, because there are fewer
consumers for their exports and resources.

The stability of the economy was shaken in the last few months
as major financial institutions went bankrupt or required vast
inflows of new capital. The headline events of Lehman Brothers,
Fannie Mae, Freddie Mac, Merrill Lynch, AIG, Wachovia, etc.
were like major car crashes on our financial infrastructure. And,
bank regulators keep seizing insolvent banks—the latest count
is 19 so far this year, with Washington Mutual being the biggest
ever in history.

The problem that started this mess—housing—still hasn’t
stabilized. The National Association of Realtors reports that
average home prices are down 16% from their high in mid-2007.
One stated goal of the government’s October bail-out package
was to make mortgages more affordable for homeowners.
Those efforts are finally starting to get underway, either
through government-sponsored programs or private initiatives
(JP Morgan Chase and Bank of America).

THE TECHNICAL FACTORS

If the headline events from this fall were car crashes, then the
market reaction can best be described as a severe “gapers
delay.” Most investors reacted to these blow-ups by slowing
down and staring out their windows at the damage, thereby
considerably magnifying the original problem.




One of our managers described it as a lender’s strike and a
buyer’s strike at the same time. Banks no longer wanted to
lend—to each other or to other companies. This is clearly
demonstrated in Figure 2, where there is a huge gap between
the federal funds target rate (for overnight interbank lending
with collateral) and the Libor rate (for three-month interbank
lending without collateral). No one wanted to lend for long
periods and no one wanted to lend without collateral. In a
flight to quality, investors flocked to Treasury bills, thereby
pushing those prices up and yields down.

Figure 2: Short-term Lending Rates
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If no one is lending, individuals and companies can’t get the
funds they need to purchase and expand. And, when buyers and
sellers sit on the sidelines, it becomes harder to price assets.
Those who are forced to sell must sometimes accept firesale
prices for their goods. This instability is illustrated in Figure 3,
which shows a measure of the near-term expected volatility in
the U.S. stock market. The VIX index hit an all-time high during
October, surpassing the levels of any other financial crisis of
the last two decades.

Another technical factor hurting the markets is the number of
hedge funds gearing up for record levels of redemptions for
December 31, 2008. JP Morgan Chase estimates that the $1.7
trillion hedge fund industry might see redemptions of $150
billion over the next year. Many hedge funds are selling assets
in order to raise cash to meet those redemption requests, and
this contributes to volatility and uncertainty in the meantime.
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Figure 3: VIX Volatility Index
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THE FIX

On October 3, the White House and Congress signed into law
the Troubled Asset Relief Program, a $700 billion rescue package.
While the original intent was to use this money to purchase
distressed mortgages and other bonds, there was a sudden shift
in implementation when the government decided on October
13 to use $250 billion toward the purchase of preferred equity
stakes in banks. This move was widely applauded by economists,
because this type of intervention works faster to recapitalize
banks and it provides the government (and taxpayers) with
more opportunities to profit from a recovery.

The Federal Reserve and Treasury have also announced plans
to purchase a type of short-term debt (commercial paper) directly
from corporations, to provide insurance to money market
funds, to raise the deposit guarantee on bank accounts, and to
guarantee bank debt for three years. The Federal Reserve also
lowered the federal funds target rate twice in October, bringing
it down from 2.0% to 1.0%.

Central banks and developed governments around the world
have also stepped in with similar programs involving bank
subsidies and guarantees and cuts to their target interest rates.
Some emerging markets, though, are currently raising interest
rates. These countries have witnessed huge outflows of capital
as investors seek safer investments, and the central banks hope
to slow that outflow by offering more attractive interest rates.
After years of weakening, the US dollar has strengthened in the
last few months as part of this global flight to quality.




Once these government programs get up and running, these initiatives
should help stabilize global markets. Figure 2 shows that there has
been some improvement in Libor rates in recent weeks in response
to these liquidity programs. But, one of the reasons Libor is falling
is because the government is now guaranteeing bank debt, rather
than because the banks are inherently more stable. The government
programs buy the banks more time to work through their losses
and to sell their troubled securities, but the banks will eventually
have to stand on their own.

LOOKING AHEAD

Just as our country’s physical infrastructure is in great need
of repair, so too is our country’s financial infrastructure. We
expect that both issues will be a major priority for the new
Obama administration.
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SAVE THE DATE

2009 Marco Consulting Client Conference
Friday, January 30, 2009 to Tuesday, February 3, 2009
Loews New Orleans Hotel
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There is no quick fix for a crisis of this magnitude, and we expect
that there will be some “construction delays” as the financial
infrastructure projects are completed. But, the United States
will be stronger after we rebuild. This is one of the reasons that
the U.S. is still the safe haven of choice for global investors,
even in the mist of some very challenging times.







AGENDA

Friday, January 30, 2009
BPM =6 PM coerereeeeeeee e e Conference Registration

Saturday, January 31, 2009
7am—8am ...cccoeeeerveceeeeceee e Continental Breakfast
am e, Session |
Discussion Topics:
- A timeline review of the events of 2008
- Equities and Fixed Income: What worked and
what did not work

Sunday, February 1, 2009

am-—-9am ... Continental Breakfast
D AM e Session Il

Discussion Topics:

- Consultants Roundtable

- Fiduciary Services update

- Proxy Report — 2008 Year in Review

- Guest Speaker

Monday, February 2, 2009

7am—-8am ....cccccceeeieeiiii e, Continental Breakfast

B aAM i, Session llI

Discussion Topics:

- Equity Real Estate in 2008

- Fund of Hedge Funds, Portable Alpha, and Private Equity:
What worked and what did not work

- Securities lending dislocations

Tuesday, February 3, 2009

7am—8am .ccccoeeveeinieeeieeeeeeeinn Continental Breakfast

8 AM i Session IV

Discussion Topics:

- Retiring in America Today

- Profile of a typical American working family

- The role of Defined Benefit, Defined Contribution, and
Health and Welfare Plans

- IRAs, personal savings and Social Security

Wednesday, February 4, 2009 (Optional Session)

B:30 @M coeriiee e Continental Breakfast

715 @M Buses Leave for Habitat
for Humanity Work Site

7:45am - 12 PM e Hands on Work

T2 PM e Lunch and Presentation

Discussion Topic:

- Housing in America Today, Habitat for Humanity Speaker
TpPpmM-3:15PM Hands on Work

330 PM e Buses Depart for Loews

FEES

$1,150

(includes daily continental breakfast,
Super Bowl party, and Monday
dinner for registered attendee)

Conference Fee:

Hotel Rooms:
Single/Double
Occupancy: $209 + taxes ($28.17)
Additional Person(s)
(18 yrs. and older):  $30/person/night + taxes

(18 yrs. and older)

Subject to availability, you may reserve rooms at these
group rates for the three days before Friday, January 30,
2009 and for the three days after Tuesday, February 3, 2009.

Room reservations must be held with a credit card (but no
deposit will be charged to the credit card). Reservations
may be made directly with Loews New Orleans by calling
(866) 211-6411.

In compliance with LM30 and LM10 reporting, the following
events must be paid for by attendees for family/guests:

Saturday Golf: $130/person
(for attendees and family/guests)

(club rental is $70)

$40/adult; $20/children 6-12*
(for family/guests only)

Super Bowl Party:

$75/adult; $35/children 6-12*
(for family/guests only)

Monday Dinner:

* Children 13 and over are considered adults. Children
five and under are free.

To register, please contact your plan’s administrator who
will be making arrangements for your group. Don’t forget
to give your administrator your arrival and departure
dates, the events you will be attending, and the number
of adults and children attending each event.
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