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Seeing Clearly
The real financial challenge of our
day is the federal deficit, or annual gap
between how much we spend and how
much we receive in taxes. Converting the
chart at right to household terms it would
be like earning $2,300 in a month and
spending $3,600.1 You just can’t keep
doing that.
If we want our economy to grow and
our investments to perform well, we must
address the deficit. There are three major
deficit drivers: spending, taxes and
economic growth. None of them alone
will do the trick.

What Won’t Work
Cutting spending alone won’t work; deep
cuts to defense, social programs and essential
government services could draw protestors to
the streets like bees to a picnic.
Raising taxes alone won’t work; at the
time of this writing the proposals of both the
Democrats and the Republicans amount to
less than 10% of the shortfall. Taxes would
have to be raised to the point of revolt.
Economic growth alone won’t work;
according to the Congressional Budget
Office “…real GDP growth would have to
average 8.6% per year to get the deficit to 3%
by 2020.” We have averaged less than 4%
per year since 1947.2 While I would love to
see that happen it is extremely unlikely.
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Winston Churchill once said
“The Americans will always do the right
thing… after they've exhausted all the
alternatives.” Here is what I expect:
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First, to address the burden of the stillgrowing national debt, inflation will probably
rise. Politicians love inflation because it
shrinks the burden we carry while causing
only minimal pain. We have done this before
and it worked great. Some say the policies to
create inflation are already in place.
Second, entitlements will be reformed
and tax revenues will be raised. These will
have to go together so each side can claim
they have gored the other’s sacred cow. The
gap is large, significant sacrifice will be
needed.

The Good News
Finally, economic growth will be
spurred. Growth helps both sides so they are
motivated to see it happen. This is not
guaranteed but the common interest is good
news.
If those things happen, Wall Street will
love a responsible resolution to the deficit
debacle and a solid foundation for real
growth. While inflation may be painful in
the near term it may eventually bring higher
interest rates and inflate the value of
America’s great companies.
So you see we have reason for optimism
and hope for brighter days ahead. I say
“Carpe Diem!” Seize the day!
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Be always at war with your vices, at
peace with your neighbors, and let
each New Year find you a better man.
Benjamin Franklin
New Year's Day now is the accepted
time to make your regular annual good
resolutions. Next week you can begin
paving hell with them as usual.
Mark Twain
We spend January 1 walking through
our lives, room by room, drawing up a
list of work to be done, cracks to be
patched. Maybe this year, to balance
the list, we ought to walk through
the rooms of our lives, not looking for
flaws, but for potential.
Ellen Goodman

Every New Year is the direct
descendant, isn't it, of a long line of
proven criminals?
Ogden Nash
Let this coming year be better than
all the others. Vow to do some of the
things you've always wanted to do but
couldn't find the time. Call up a
forgotten friend. Drop an old grudge,
and replace it with some pleasant
memories. Vow not to make a promise
you don't think you can keep. Walk
tall, and smile more. You'll look ten
years younger. Don't be afraid to say,
'I love you'. Say it again. They are
the sweetest words in the world.
Ann Landers
B.C. strip published by permission
John L. Hart FLP © 2012 www.johnhartstudios.com

Shouldn’t SOMEBODY
Go to Jail?
Following the 2008 financial meltdown I have heard
concerns that many people were hurt but no one was held
accountable. Despite all the finger pointing no clear
villain has emerged. With a bit of back story I believe we
can uncover the creators of the fiasco.
The story can be told in three parts: the
goal, the strategy and the unintended
consequences. The goal was the
American dream: home ownership. For
more than fifty years America has
promoted home ownership with an
alphabet soup of entities: GNMA or
"Ginnie Mae", FHLMC or "Freddie
Mac" and FNMA or "Fannie Mae."
These entities were the strategy.

How It Was
Supposed to Work
First, banks make home loans. When
the banks run out of money to lend, they
look to Ginnie Mae, Freddie Mac and
Fannie Mae for cash. If the banks follow
their underwriting rules, the government
agency agrees to buy the loans providing
money to the banks which they can lend
again.
Now the alphabet soup group owns a
bunch of mortgages but they don’t plan
to hold them. Their role is to act as a
middle man. They bundle the loans
together, apply a triple-A rating and sell
them to investors as mortgage backed
securities.
So far it was working great. The investors were happy to
get good interest on AAA-rated bonds, the banks were

happy to charge more origination fees and qualified
borrowers were happy to get a mortgage. Unfortunately,
unqualified borrowers were not happy; they still couldn’t
get a loan. This is where the strategy started to go wrong.

Unintended Consequences
Fannie and Freddie began pressuring banks to loan to
those folks. The banks pointed out the target “sub-prime”
borrowers don’t meet their standards so
Fannie and Freddie lowered them. Ginnie
Mae, to their credit, recognized the folly
of packaging manure and selling it as
alfalfa and refused to participate.
Fannie and Freddie took on all the risk in
hopes of expanding the American Dream.
The banks were happy -- they could make
more loans and didn’t have to hold them.
Investors were happy -- they got great
interest on triple-A rated bonds.
Borrowers were happy -- they got to
buy houses with no money down. As a
result, mortgage lending boomed and
home prices boomed … until the
bubble burst. Borrowers defaulted on
their loans, Fannie and Freddie
defaulted on their guarantees and the
rest is history.

Conclusion
No one went to jail because most of
the bad guys didn’t break any laws.
Bankers, investors, borrowers and
government officials all may have been
greedy and foolish but we don’t send
folks to jail for that. The best we can do is
learn the lessons this sad story illustrates
and not encourage such foolishness in the
future.
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Worthy Resolutions
Achieving above average results
often requires above average
effort. I believe one secret to
rising above good to achieve
better or best is striving for
worthy goals. As 2013 is upon
us, here are five investor
resolutions to consider.
1. I will have a clearly defined
investment objective for
each of my accounts.
Your investment objective should take
into account your comfort with risk, your
time horizon and your unique situation.
Your objective is the foundation on
which you can build an investment
strategy. Strategies can be created to
address a single objective or a
combination of objectives
simultaneously.
2. I will properly judge risk.
Here, your time horizon is crucial. Some
investors focus on investments that
address short-term volatility even though
their investment time horizon may be 20
years or more. This could result in poor
portfolio performance relative to your
goals and time frame.
3. I will not drink the
single stock, single sector
Kool Aid.
Close association with a company or
industry can tempt investors to become
overconfident and under-diversified.
Employees of a firm often make this
mistake believing they can avoid losses
due to their intimate knowledge of the
firm. Enron employees learned firsthand
that is not necessarily true.

4. I will not let
emotions drive my
investment
decisions.
Every day you hear
speculation and
market theories
from friends,
family and
media
personalities.
Some of these people
can be very persuasive
making objective decisions
difficult. Opinions can look like
facts, intuition can take the place of
research and it is easy to wander from the
best path to your goals.
5. I will not pay more
than I have to in taxes.
Taxes are an impediment to the growth of
your portfolio; you have no obligation to
pay more than required by law.
Structuring your investments properly
can help make your portfolio more
efficient while not using tax-efficient
managers or strategies where appropriate
may cause you to pay taxes
unnecessarily.

Pat Riley, the successful NBA coach,
said “If you have a positive attitude and
constantly strive to give your best effort,
eventually you will overcome your
immediate problems and find you are
ready for greater challenges.”

