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Treasury Secretary Henry Paulson and Federal Reserve Chair-
man Ben Bernanke presented a sweeping plan to members of 
Congress aimed at restoring confidence in the U.S. economy 
and the financial markets.  Indeed, the government now ap-
pears fully engaged in its attempts to solve the problem of illiq-
uid assets that has plagued consumer net-worth and the finan-
cial markets over the past year.  
 

1) The Treasury and the Fed are moving toward an “RTC-like” 
plan to systematically remove illiquid assets from the balance 
sheets of financial institutions.  While there are a few differ-
ences from the original Resolution Trust Corporation, set up to 
help move past the Savings and Loan crisis, the intent of the 
entity is very similar: address the capital inadequacy of finan-
cial institutions.  Early estimates suggest it will be much larger 
than the original RTC and the costs of the proposals could ex-
ceed $750 billion.  Items still being worked out with members 
of Congress include: who can sell into it, what can be bought by 
it, and asset valuation.  Since the political pressure is on this 
election season, we expect the plan to be passed within the next 
two weeks.   
 

2) The Treasury also unveiled a new guaranty program for the 
$3.5 trillion invested in money market funds, which has been 
hit by a wave of redemptions these past few days.  The Ex-
change Stabilization Fund will be financed with up to $50 bil-
lion to insure both individual and institutional investors in all 
publicly traded money market funds.   
 

3) The Securities and Exchange Commission has banned short 
selling in 799 financial companies for a period of 10 days, 
which can be extended to 30 days if conditions warrant.  The 
New York Attorney General also began an investigation into 
market manipulation by short sellers. 
 

In addition to these actions, the Treasury has significantly in-
creased issuance these past few days and the Fed’s discount 
window has seen borrowing surge as commercial and invest-
ment banks sought additional liquidity.  Moreover, several for-
eign governments also took action to address recent market 
activity:  The Financial Services Authority in the U.K. banned 
short selling of financial stocks for 3 months, Russia introduced 
a $20 billion stimulus package including corporate and capital 
gains taxes and China moved to reduce the tax on stock pur-
chases.    
 

We believe the RTC-like structure will help thaw activity within 
the credit markets, but it may come with a great cost.  Conse-
quently, equity prices soared on the news and the prices for 
U.S. Treasuries, particularly at the short end of the yield curve, 
declined dramatically.  Unlike the original RTC, which simply 
disposed of assets, the new entity must first purchase illiquid 
assets and then attempt to sell them.  Therefore, the entity must 
balance benefits and risks to both the financial institution and 
the U.S. taxpayer.  An obvious concern in the bond market is 
that the federal budget deficit, already on pace to reach $500 
billion by early next year, could double or even triple as these 
plans are put into action.  Given all the liquidity being pumped 
into the financial system, inflationary concerns are also ex-
pected to build going forward.     
 

The other actions outlined in the plan are also expected to im-
prove confidence in the financial markets.  Treasury and the 
Fed have been very proactive in recent weeks, and we are 
pleased to see the SEC take up the fight against short sellers.  
Longer-term, though, we would still prefer to see changes to the 
mark-to-market accounting rules, (FASB #157) as well as resto-
ration of the Uptick Rule.  The increased activity of policy mak-
ers around the globe is also encouraging, indicative of an im-
proved appreciation for the challenges ahead as we all attempt 
to emerge from this crisis. 
 

While these plans should help limit the damage to the econ-
omy, we do not expect them to eliminate the economic damage 
from the crises in housing and credit.  As a result, we maintain 
our projection that the risk to the economy remains with the 
duration, rather than the magnitude, of economic weakness.  
Tailwinds in 2008 (monetary and fiscal policy) are expected to 
become headwinds as the economy finally contracts by early 
2009.  We continue to expect flat profit growth in 2008 and our 
projection for 2009 remains well below consensus estimates.  
Considering our expectations for profits, interest rates, and in-
flation, we still look for the S&P 500 to experience a sustainable 
trading range of 1225-1350 through the first half of next year.        
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