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bout once a decade, investors embark on a modest

tantrum over common stocks, shoving prices into
“lala” land before the inevitable bust. Then the process
begins yet again.

Once every couple of generations investors congre-
gate in what they perceive as the “investment opportu-
nity of a lifetime.” Such action brought the Panic of
1907, followed years later by the infamous Crash of
1929 and bargain basement equity prices of the 1930s.
The late 1960s culminated in a market top lasting five
years, before the great plunge into the 1973-1974 bar-
gain basement. Stocks again were dirt cheap.

So here we are once more, almost two generations
later, about to plunge into the abyss.

Ears.” As he said, “Tin Men was written as a preface to
the inevitable bust.” Mr. Sheehan discusses in detail
the growing menace of easy credit. Excesses? He
writes: “We learned the fund, with $12.5 billion in as-
sets, paid $5.5 billionin fees the previous year.” Wow!

emy and holds an MBA from Columbia University. He
also is a CFA and no stranger to the investment arena.
Here he serves up thoughtful observations on the
world’s greatest money bubble. We thank Mr. Sheehan
for letting us publish this pertinent comment.

Last June, Fred Sheehan wrote “Tin Men with Tin

Fred Sheehan graduated from the U.S. Naval Acad-

Comment: Cash will be your best friend.
— Charles Allmon

Tin Men with Tin Ears

ome may remember the movie
S Tin Men. Set in Baltimore during

the 1960s, the main characters,
Danny DeVito and Richard Dreyfuss,
make a living selling aluminum siding
for houses. They are part of a
quick-money operation that leaves cus-
tomers possibly defrauded and certainly
disillusioned. The main plot pits the two
against each other in a brawl that even-
tually destroys DeVito’s marriage.

The camera periodically cuts to a
courtroom where hearings are held of
the shenanigans used to entice custom-
ers. DeVito and Dreyfus are oblivious
to the proceedings even though the du-
bious operation is front-page news.
Their battle for one-upmanship,
DeVito’s wife and aluminum-siding
sales completely ignores the noose that
eventually falls, after testimony has
condemned them.

Whatever crimes (if any) they com-
mitted are incidental in political circles,
compared to the image contrived of the
bureaucrats doing their all to protect the
Little Man. One could deduce that devi-
ous practices were old hat by the time
the authorities decided to act, possibly
having collected their own booty before
feigning disgust and doling out
retribution.

There is little that is new in the cur-
rent private-equity, hedge-fund,
prime-broker, rating-agency, derivative

By Fred Sheehan

mixture. The question seems to be how
the borrowing and leveraging will end.
If past is prologue, it will be the politi-
cians who will shut the door. This will
be (at least, it always has been) after the
tide has turned. (The nature of legisla-
tion is reactive.)

The current boom is coagulating into
the same, dark mixture that drowned the
market twice before— in the late-1960s
and the late-1980s. The time line of the
earlier periods is repeating itself today:
the limited attraction of a new bull mar-
ket, the massive attraction of an aging
bull market, the publicity drawn to vic-
tors in a moribund bull market, the
overinvestment and overleveraging of
funds that lead to a bear market,
criminality and bankruptcy.

It is the latter two developments so
essential to political involvement: these
are tangible (and inevitable) develop-
ments. Poor coverage ratios and the
structure of payment-in-kind bonds will
not make the Congressional docket.

The current LBO boom rose from the
housing bubble bust. The housing bub-
ble inflated after technology stocks
crashed. If markets had their say, each
of'the earlier busts would have caused a
credit contraction and a period of finan-
cial recuperation — bankruptcies, debt
workouts and the like. But the powers
that be decided it was better to produce
money and credit rather than permit the

excesses to perish. In both cases, the
economic and financial mutations
caused by these experts grow worse.

There are probably two million
houses in the United States that never
would have been built in the absence of
the 1.0% fed funds rate. To the bureau-
crats’ apparent ignorance, speculation
always chases a rising market. How
many late-cycle buyouts will end in
tears?

Even the wise men were taken aback.
One apparent difference this time was
the recognition of the bloat and the pri-
vate-equity firms’ apparent decision to
stand aside. (“Private equity” is this cy-
cle’s euphemism. Entrepreneur is worn
out and the most accurate description,
LBO firms, is not good for public rela-
tions.} In the fall of 2005, Henry Kravis
acknowledged the LBO boom was
winding down and announced KKR had
no intention of opening an Asian opera-
tion. Sam Zell’s annual holiday greet-
ing did not lend itself to seasonal cheer.
He wamed, “The enormous monetiza-
tion of hard assets has created a massive
amount of liquidity. . . . Together with
[the rising demand for income in the de-
veloped world], these factors are reduc-
ing the relative expectations on equity.
This imbalance will require five years
or more to return to equilibrium.”

Stephen Schwartzman, head of
Blackstone Group, told an audience in
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February 2006: “We have low interest
rates, tons of money in both private eqg-
uity and debt markets. . . . But when it
ends, it ends badly. One of those signs is
when dummies can get money and
that’s where we are now.”

But this was not the end. It was barely
the beginning. The money available for
deals kept growing. Since the real,
non-government-manipulated inflation
rate is running at least 5% higher than
the borrowing rate, why not borrow?
KKR opened an Asian office then
launched a $5 billion publicly-traded
fund. It was soon to raise $15 billion
more.

In July 2006, Blackstone raised
nearly $16 billion and a grand total of
$30 billion over the previous 12
months. This was only $2 billion short
of the total amount Blackstone raised in
its previous 19 years of operation. To-
wards the end of 2006, the Blackstone
Group outbid competitors and paid $39
billion for Sam Zell’s Equity Office
Properties. This is the largest LBO to
date.

Skipping past the source of the funds
— the inability of the world to absorb
U.S. dollars — commercial banks are
borrowing to lend to LBO firms. They
sometimes lend at an interest rate below
their cost-of-funds. Prime brokers (gen-
erally, investment banks) borrow and
lend to hedge funds. The hedge funds
leverage their positions. They then lend
to the LBO market. Investment banks
are running in-house hedge funds and
private-equity funds; hedge funds are
forming LBO partnerships. The
Blackstone Group, for instance, has
borrowed $80 billion in the past three
years and continues to get all the money
it wants under the terms Blackstone —
the borrower — dictates. Blackstone
and KKR leverage their equity from the
borrowed funds to outbid each other for
companies. An analogy to the overpric-
ing of houses through bottomless credit
is appropriate.

An insight into motivations for the
most powerful firms piling into every
niche could be gleaned from a public
bond filing by Citadel, a hedge fund.

We learned the fund, with $12.5 billion
in assets, paid $5.5 billion in fees the
previous year. Over 90% of those fees
were the cost of borrowing. This trans-
lates into roughly $100 billion of bor-
rowed funds, above the fund’s $12.5
billion asset base, an 8:1 leverage ratio.
Dresdner Bank published a study that
estimates annual transaction costs of
hedge funds at $52 billion.

The investment banks, which often
actas prime brokers, are not keen to turn
this business away. It is very profitable.
As long as the machinery does not break
down, the banks will borrow so that
they may lend. During the first quarter
of 2007 (December 2006 through Feb-
ruary 2007), the balance-sheet assets of
Goldman Sachs, Lehman Brothers,
Morgan Stanley, and Bear Stearns rose
$237 billion: a 34% annualized growth
rate.

Through May 7, 2006, over $1.35
trillion of mergers and acquisitions
(please note the “t”) were announced;
through May 7, 2007, over $2 trillion of
deals were completed or in negotiation.
U.S. buyout groups launched $82 bil-
lion in bids during the month of May
2007; the 1980s LBO boom peaked at
$204 billion during the twelve months
of 1986.

Twelve S&P 500 companies have
been bought and have disappeared from
the Index through mid-May, an annual
pace of 26 delistings. This happens to be
the same number of delistings as in
1968 — the peak year for mergers dur-
ing the conglomerate craze. That ended
very badly: The Dow only fell 36% be-
tween December 1968 (from 985) to
May 1970 (to 631), but, as in 2000, the
fever ran elsewhere. Dun's Review con-
structed indices of the ten leading con-
glomerates, the ten leading computer
companies, and the ten leading technol-
ogy companies. During that period,
these indices fell 86%, 80%, and 77%,
respectively.

Gillian Tett of the Financial Times
offered a glimpse of how the wheels are
greased today. A City veteran who has
“been working in the leveraged credit
and distressed debt sector for 20 years™

warns her: “I don’t think there has ever
been a time in history when such a large
proportion of the riskiest credit assets
have been owned by such financially
weak institutions . . . with very limited
capacity to withstand adverse credit
events and market downturns.”

The leveraged-credit specialist de-
scribed the case of a typical hedge fund,
two times leveraged. That hedge fund is
supported by a fund-of-fund, which is
three times leveraged. The
fund-of-fund is investing in deeply sub-
ordinated tranches of collateralized
debt obligations, which are nine times
leveraged. “Thus every $1 million of
CDO bonds is supported by $20,000 of
end user’s capital — a 2% decline in the
CDO paper wipes out the capital
supporting it.”

The Wall Street Journal reports that
“Lenders have been doling out increas-
ingly large sums of money and accept-
ing increasingly crummy conditions
and meager returns on their loans.” The
Journal reporters queried, “If borrow-
ers and lenders alike agree the corporate
debt boom can’t last, why isn’t anyone
stopping it?” The answer had been writ-
ten in the 1960s and 1980s:
“Hedge-fund managers, buyout artists,
and bankers get paid for short-term per-
formance. The long-term consequences
of their actions are, conveniently,
someone else’s problem.”

This effort to cash out can be seen
across the private equity and hedge fund
spectrum. It would normally be puz-
zling to see such groups make public of-
ferings of themselves, yet it makes
sense with the closing bell about to
sound. Blackstone, Apollo Group,
KKR and many others have or are offer-
ing the public shares in their operations.
Leon Black’s Apollo Group has been
borrowing to pay dividends to itself.
(Apollo used between $200 to $300
million to buy Rexnord Corporation,
which then borrowed $450 million; the
proceeds of this loan paid Apollo a divi-
dend; Rexnord is strapped with the
$450 million debt repayment.)

The Carlyle Group used $235 mil-
lion of borrowed money to finance the









