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For the last year or so we have attempted to invest conservatively, focusing on
U.S. Treasury and Agency securities, as well as very high credit quality securities
in corporate bonds and asset-backed securities. We tried to stay on the sidelines
of risk as much as possible.



But that’s changing for us.



Measured by the interest rate spread between corporate debt and U.S. Treasurys,
investment-grade and high-yield bonds have traded cheaper than where they are
right now less than 10 percent of the time.
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Clearly we are in the value zone, therefore we are starting to selectively look at
picking up some value securities. But as I have said before, valuation is a poor
timing tool. Markets often overshoot, and just because things are cheap doesn’t
mean they can’t get cheaper.



Investment-Grade Corporate Bond Spreads Widen
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What is a value security these days?
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Right now, I think it’s more in the bond market than in stocks. We probably
have another 10 to 20 percent of downside from here on stocks. The economic
data are just starting to show the effects of this virus-driven shutdown—look at
skyrocketing initial jobless claims—and the earnings data are going to look really
bad for most industries.



Because of the forced liquidations we’re getting now out of mutual funds and
hedge funds, I am starting to be more positive on bonds. One of the things I like
to see is capitulation. Capitulation means just “find me a bid at any price.” We are
starting to get that sense of panic in selected parts of the fixed-income market. I
haven’t seen that level of panic in stocks.



The places in the fixed-income market where we are finding real value, where
you are being paid more for the risk than the actual risk you’re taking on, is in
sectors that are seeing forced liquidation coming out of mutual funds and hedge
funds. Sectors like municipal bonds and selected asset-backed securities.
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Is there more downside in equities?


Absolutely. Let’s assume this isn’t as bad as the financial crisis—and that’s a big
assumption—when the drawdown in the S&P 500 from peak to trough was 57
percent. The drawdown in the 2001–2002 recession was 49 percent and back
in 1974 it was 48 percent. Right now, we’re only down a little over 30 percent.



We don’t even have to get to financial crisis levels for stocks to fall another
10–20 percent, but there’s good reason to believe that this is potentially
worse than the financial crisis.

How should bailouts or aid to individual companies
be structured?


The bailing out of the financial services industry and other companies like
General Motors in the wake of the financial crisis was political poison for a lot
of people in Washington. However, it is probably an essential evil in order to
maintain our economic system as it exists today.



I would take a different approach. Let’s say a company like Boeing needs $10
billion worth of guarantees for their debt. If Boeing went to a bank and said, “I
want a guarantee for my debt,” it would be charged an annual fee of maybe 50
basis points or one percent. And I think that’s what we should be doing.



I think that the U.S. Treasury should also be very careful to craft the program
so it does not reward the people who were paid to take on the risk, and then
expected the taxpayer to bail them out. And that’s why I think we should be
saying to a large company, “Yes, the U.S. taxpayers will help you, but you will
have to give them 20 or 30 percent of your company in exchange for that.”



I would prefer to do it in a low risk fashion with warrants rather than writing
checks into the equity part of the capital structure. Meaning, they’re essentially
options, so if the stock goes up the taxpayer makes money. Because if we can
get senior debt, or claims on senior debt, the downside in a worst-case scenario
is not as bad as having the equity wiped out.



This is one way to justify that what we’re doing is in the best interest of
taxpayers.



And I’ll say it again: TARP was a money-making exercise for the U.S. Treasury,
and the U.S. Treasury should look at this as an opportunity the same way
Warren Buffett or Steve Schwarzman would. In other words, let’s find a way to
make money for the taxpayers.

Does the best stimulus package involve sending direct checks
to families?


I think it’s better than a payroll tax cut, because if you don’t have a job there is
no tax to cut.
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But the money should be directed to the people who need it.
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It would be more powerful to increase unemployment benefits and extend
them for people that are unemployed. For people who are employed, to be
getting an extra check in the mail every month seems to be an inefficient
mechanism for allocating taxpayer money.



This brings me to my biggest complaint about how the financial crisis was
handled: It didn’t address the issues of the average person or business on
Main Street. We need to make sure this time that our policy solutions address
the issues of people who need help and not reward bad actors, and not create
a program that worsens income and wealth inequality, which is ultimately
politically destabilizing.
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