ROB HASSETT INTERVIEW OF MARC HEILWEIL

ROB:
I’m Rob Hassett, and this is a podcast for BusinesstoBusinessMagazine.com.  Today, I’m going to be interviewing Marc Heilweil who has a very impressive record as an investment advisor and is the manager of a very successful mutual fund.  Marc is the president of Spectrum Advisory Services, which in a recent survey of Atlanta investors, received the highest rating available of five stars.  He also manages the Marathon Value Fund Portfolio which this year (2008), out of 2000 large blend funds, is currently ranked seventh in performance.  And over the past five years, it is in the top 10%.  Since he took it over 8-1/2 years ago, he has out performed the Standard & Poor's Index by 8% per year.  In addition to that, Morningstar has ranked Marc’s mutual fund as No. 3 in volatility out of all the mutual funds, of which there are over 8,000, for the past three years.  Marc is on the phone and we’re ready to start.  Marc, you know why I called you today.  I wanted to get your comments on the proposed bailout being pushed by the Bush administration and being considered by Congress.  And I guess the best way to start is, could you give us some background as to how we got into this mess?

MARC:
Rob, it’s a sad story.  We have had the most unregulated credit market really in the last hundred years.  Many institutions were able to take on tremendous amounts of leverage.  The regulators failed to supervise these institutions properly, and there were private pools of capital which also created an incentive for highly leveraged instruments.  The housing market, as we know, enjoyed very robust growth and rapidly rising prices for a period of time.  The biggest business in the country became the financing of this boom in housing prices.  And many of our best minds were creating ways to finance this and make a lot of money on fees.  So it’s been a problem that has been apparent to many of us for the last three or four years, and only until very recently, have we begun to see the consequences of this unregulated and excessive leverage.

ROB:
Now when you say unregulated, have the laws been changed regarding the leverage that’s allowed, or is it more that their enforcement mechanisms aren’t there, or that people are just being more aggressive generally?

MARC:
Well, one area probably where it started was the Gramm-Leach-Bliley bill that passed and was signed by President Clinton in 1999, which removed several layers of supervision over investment banking houses, and though the SEC and the Federal Reserve reached a memorandum of understanding of trying to monitor the safety of these investment banks, they did not properly monitor the safety of these investment banks.  In effect what happened was the investment banks turned in to large hedge funds with leverage of anywhere from about  20-30 times their equity.

ROB:
And by hedge funds, you mean an organization that can invest its investors’ money anyway they want basically, right?

MARC:
That’s correct, and typically use large amounts of leverage in order to boost their returns.

ROB:
Were they previously, those investment banks like Goldman Sachs and Lehman Brothers, were they previously regulated?

MARC:
Yes, they were and they had to meet standards of capital safety.

ROB:

And those were removed by Gramm-Leech-Bliley?

MARC:
Correct.

ROB:
So, at this point, here we are with this total mess, and financially where is the U.S. right now?  Where do we stand?

MARC:
Well, we’ve been precarious for a few years.  Unfortunately what has now developed is a loss of confidence in our financial institutions.

ROB:

And what does that lead to?

MARC:
Well that leads to the kind of freeze up that we’ve had in lending, and the inability to create the normal flow of money which the economy needs to keep functioning.

ROB:
So Marc, from your viewpoint, let’s say we just did nothing about this, that Congress never could reach an agreement and we took no action, what do you think the result would be?

MARC:
Well let me differentiate between taking no action at this moment and having taken alternative steps two or three weeks ago.  Because for the last two weeks, we’ve had the extraordinary sight of the Secretary of the Treasury, the Federal Reserve chairman, and the president telling us that disaster will result if we do not pass their bill.  Therefore, the situation is different.  But let me take you back, perhaps, to what could have been done and maybe still should be done, that would be better than what is proposed.  And that is, historically since we’ve had an environment that has created a panic in the way that America experienced the panics in the 1800s.  In the 1800s, we used to have, before we had deposit insurance in the Federal reserve, there would be some unsound lending.  The word would get out that loans were not being repaid to a certain bank, and people would withdraw their money from the bank, and that resulted in a panic.  Usually, that was followed by a brief recession, of perhaps six months to a year.  The last one of that type was in the panic of 1907.  And the model of 1907 is worth looking at because it gives us an example of what actually could be done.  J.P. Morgan, at that point, brought in the important players in the financial world, locked the door literally, and told them to come out with a plan that would restore confidence.  As recently as 1982, when there was a Mexican debt crisis that imperiled some large banks, Paul Volcker convened a meeting which was much the same way.  What this bill does is reward those institutions which did the most of  the improvident lending.  What we could still do is require, bring in the large financial players, ask them to raise capital if they are able to, and if an institution would be unable to raise capital, we would arrange a merger which would put that institution out of business but in the hands of a stronger institution.  We saw that Goldman Sachs, for example, raised $10M overnight.  J.P. Morgan just did a very large offering in connection with its acquisition of WAMU, Washington Mutual, from the FDIC.  And these institutions could be recapitalized.  Perhaps the government could also, although this might be a little more difficult to accomplish in the very short run, put some equity preferred shares, buy equity preferred shares in some financial institutions which needed the capital.  The problem with the current solution, as I see it, is that it does nothing to encourage lending which could be done if we strengthened the balance sheet of the existing financial institutions.  And therefore, I’m not sure that it is an answer.

ROB:
All it does, Marc, as I understand it, it gives the treasury secretary, Henry Paulson, the ability to just buy the lousy loans that are in default, right?

MARC:
I’m sorry.  The present bill, right!  The present bill basically allows the treasury to buy and get off the books bad loans, and therefore, it lets off the hook the weakest banks, because they’re the ones who have it.  And so it’s counter to what you want to encourage, which is the stronger banks and the well-managed banks to be able to conduct business as usual.  As the CEO of one very strong bank which our fund owns, U.S. Bank Corp, said recently we have two uses for our capital.  The first is to lend money to our best customers, and the second to lend money to our competitors’ best customers.  Those are the sort of institutions we should be relying on and not bailing out the improvident.

ROB:
It also strikes me that some of these companies that have gotten in to so much trouble, their executives were being paid hundreds of millions of dollars a year in bonuses, and it’s amazing to me that they would pay out that kind of money and not have money to fall back on, capital if things went bad.

MARC:
That’s a disgrace; you’re right, Rob.

ROB:
Anyway, do you have any other thoughts on the crisis?  That was very interesting, Marc.

MARC:
Well, Rob, I just think right now we’re kicking the can along the road.  We’re accomplishing an end to short term acute pain, which markets are able to adjust to, painful as it may be.  And in return, I think we’re crippling this country’s ability to grow and be productive for a considerable period of time.  So my own view is that we’re probably going to have much lower economic growth than I would have thought that we could have as recently as two weeks ago as a result of this.  The hands of the fed and normal economic stimulus measures and the like will not be able to be used for some time.  The dollar will weaken, and we have lost considerable credibility as the indispensable nation as we’re sometimes referred to.  And this all is bad for America in the long term.  So everybody may be happy that they have solved the problem before the next election and put a crisis off, but the outlook for this country economically will be worsened by the cure which is being put in to effect now.

ROB:

The cure is buying up to $700B worth of ---

MARC:
That’s correct.  Of impaired loans from weak institutions.

ROB:
And what your point is that it would be better just to have the same thing that happened with Bank of America, I guess, taking over Meryl Lynch?

MARC:
Yes.  I think the strong should take over the weak and I think we should endure perhaps a short term fall in our stock market from which we could recover.  And we’re headed for a recession anyway.  And more importantly, we’re putting further resources into an area of the economy, finance and housing, which is not producing the kind of income that’s needed to service the debt this country is incurring.  We would be better off having less money in the financial and housing areas and having it better spread out throughout the economy in other productive uses.

ROB:

Marc, if anyone wants to reach you, how would they get in touch with you?

MARC:
Well our offices are in Atlanta, and our phone number is (770) 393-8725.

ROB:

Thanks a lot, Marc.

MARC:
My pleasure, Rob.
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