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Market of the absurd
In the closing scenes of the bear bond
market of 1946-81, despairing bulls
cracked open Sidney Homer’s “History
of Interest Rates.” Surely, they reasoned, nothing in markets is ever really
new. There must be some guidance,
some consolation in history. Actually,
15%—the then-quoted, long Treasury
bond yield—was unprecedented.
The essay in progress concerns the
mirror image of 1981. Today’s stunted
interest rates, though not exactly unprecedented, are rare and remarkable.
The world over, creditors are living on
the equivalent of birdseed. Investors
who once disdained sky-high yields
today settle for crumbs. What were
they thinking a generation ago? What
are they thinking today?
The thoughts, in fact, run in parallel.
Central bankers are harmless, said the
bond bears in 1981; in a social democracy, inflation is ineradicable. Central
bankers are harmless, charge the bond
bulls of 2012; in an overleveraged
economy, inflation is unachievable.
So is growth, they have lately begun
to insist. As for us, we hold a candle
for both growth and inflation—and, in
consequence, for our long anticipated,
long overdue bond bear market.
Markets live by the ideas that stock
the noggins of the fully credentialed
professional investors. “The new normal”—meaning, essentially, “Don’t
get your hopes up, Mr. or Ms. America, because growth is hostage to debt,
and stocks are cooked”—is one such
ubiquitous notion. Implicit is a call to
action. Call your Pimco representative
without delay. Buy bonds. Earn almost
as much as the measured rate of inflation. Sleep tight.
In August, Robert J. Gordon, professor of economics at Northwestern

University, took up the theme in a National Bureau of Economic Research
working paper entitled, “Is U.S. Economic Growth Over? Faltering Innovation Confronts the Six Headwinds.”
As might be inferred, the answer
to the question posed in the title is
“yes.” We’ve seen the best of growth
in America for what may be a very long
time, say the year 2100, the professor believes. “There was virtually no
growth before 1750,” Gordon writes,
“and there is no guarantee that growth
will continue indefinitely. . . . [T]he
rapid progress made over the past 250
years could turn out to be a unique
episode in human history.”
The first industrial revolution,
1750-1830, brought forth the steam
engine, cotton spinning and the railroad. The second industrial revolution, 1870-1900, delivered electric-
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Grant’s Interest Rate Observer, taking its
Christmas vacation, will resume publication
with the issue dated Jan. 11, 2013.

ity, the internal combustion engine
and flush toilets. The third industrial
revolution, 1960 to approximately the
peak of the Nasdaq Stock Market in
2000, is responsible for digital technology in all its permutations.
Inventions bestow their gifts over
time, Gordon continues. The benefits
of indoor plumbing, air conditioning
or jet air travel contributed to growth
for a certain number of years. But
then they stopped. It’s not as though
we don’t continue to benefit from the
ingenuity of Thomas A. Edison or
Henry Ford and whoever it was who
invented the shower head. But their
contributions to material progress
eventually stop producing the incremental unit of GDP.
More than 100 years elapsed before
the transformative power of the first
and second industrial revolutions ran
their course, Gordon proposes. But
digital innovation has nothing like that
staying power. It flares then it fades.
Besides, the significance of the innovations of industrial revolution No.
3 pale in comparison to those of the
first two upheavals. Electric lights and
central heating transformed the way
we live and work. In a very different
league are the products that diffuse
the entire body of human knowledge
in ways never before imagined. They
please and amuse and improve, but,
he insists—though many will argue—
they do not transform.
Not to mention Gordon’s buffeting “headwinds”—slowing population
growth, rising inequality, the Web-induced leveling of the global commercial
playing field, high tuition costs and ignorant students, taxes and environmental
regulations, and burdensome debts.
  (Continued on page 2)
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Get it out of your head, the Gordon essay counsels, that progress is
constant and accelerating. It is intermittent and—as at this moment—decelerating. For ages, nobody moved
faster than “the hoof or the sail.” Then
came the railroad in 1830 and, finally, the Boeing 707 in 1958, a soaring
curve of speed and convenience. But
that’s when forward motion stopped:
“[I]n fact, airplanes fly slower now
than in 1958 because of the need to
conserve fuel.”
We forget how lucky we are, the
professor proceeds. It was 500 years
before the living standards of the year
1300 improved by a factor of two, while
to double the standard again, starting in 1800, took but 100 years. The
standard of living of 1929 doubled in a
mere 28 years—by 1957, people were
living twice as well as they had in the
year of the Crash, the Great Depression and World War II notwithstanding. Progress thereupon downshifted.
The next doubling, to 1988, took 31
years, Gordon claims, at which point
the historian becomes a prophet: To
double the living standard of 2007 will
require 93 years, he pronounces.
During the techno-bubble of the
late 1990s, Gordon was a brave debunker of the extravagant claims of
the prophets of the “new economy”
(see, for instance, “The great productivity delusion,” Grant’s, March 31,
2000). Not only was he correct, but also
contrary. And while he may be correct
today, which we happen to doubt, he
160
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is anything but contrary. Stock prices
peaked five years ago, bond yields 31
years ago. Monday’s Financial Times
reports that “assets in fixed-income
hedge funds are poised to overtake
those in equity trading strategies for
the first time in the history of the $2
trillion industry.” Tuesday’s Wall Street
Journal reports that the public is out of
the market.
Europe is evidently in recession,
America peers down from its fiscal cliff
and Japan hasn’t been heard from in
25 years. Jeremy Grantham, the voice
of Boston money manager GMO, has
produced a deeply gloomy analysis entitled, “On the Road to Zero Growth.”
Capital formation is slowing, population growth is shrinking, resource costs
are rising, climate is changing and real
growth is faltering, he proposes. We
may survive, or we may not. GDP
growth in the developed world, “and
particularly in the U.S.,” has fallen,
“and will continue to do so in the future,”
writes Grantham, not just predicting
but underlining his prediction, as if
to say, “It’s really going to happen!”
Unless we misread the sentimental tea
leaves, “growth is dead” has become
safe institutional doctrine.
As it was, of course, in the 1930s and
early 1940s. Yet, as Gordon notes, living standards between 1929 and 1957
were on their way to doubling. Surely,
few living witnesses to this uplift realized it was happening. Bearishness is
always in flower in depressions, so Alvin Hansen, apostle of John Maynard

Keynes and professor of economics
at Harvard University, stood before
a sympathetic audience as he delivered the president’s address at the 51st
meeting of the American Economic
Association in Detroit in 1938. It was
entitled, “Economic Progress and Declining Population Growth.”
Bond yields had been falling for 18
years, and the stock market had just
crashed—again. The prosperity of the
1920s must have seemed like a fantastic dream. “We are passing, so to
speak,” Hansen told his colleagues,
“over a divide which separates the
great era of growth and expansion of
the nineteenth century from an era
which no man, unwilling to embark
on pure conjecture, can as yet characterize with clarity or precision. We
are moving swiftly out of the order in
which those of our generation were
brought up, into no one knows what.”
But Hansen knew, or thought he
did. The key was population growth.
It had collapsed to half the rate of the
1920s, “and the best forecasts indicate a decline to a third in the decade
which we are about to enter.” Yet the
“best” forecasts missed one small upcoming event—the baby boom (see
Grant’s, Feb. 10).
Anticipating Gordon, Hansen foresaw no tailwinds, only the winds at
his face. The vanished frontier was
one such. In the 19th century, the push
into new places called forth half of
new capital formation. But, said Hansen, “[t]hese outlets for new investment are rapidly being closed.” India?
China? Russia? Think again, he said.
They offer “relatively meager investment opportunities. At all events, no
one is likely to challenge the statement that foreign investment will in
the next 50 years play an incomparably
smaller role than was the case in the
nineteenth century.”
Neither would invention save the
day, Hansen went on. “[W]hile technology can facilitate the opening of
new territory, it cannot create a new
world or make the old one bigger than
it is. And while the advance of science, by reducing the death rate, was
a major cause of the vast nineteenth
century increase in population, no important further gains in this direction
can possibly offset the prevailing low
birth rate.”
So “secular stagnation” was on the
long-term agenda, the Harvard profes-
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sor preached: “sick recoveries which
die in their infancy and depressions
which feed on themselves and leave
a hard and seemingly immovable core
of unemployment.” Except, that is, for
the seminal prosperity, beginning at
the close of World War II, which failed
to appear in the would-be futurist’s
field of vision.
Gordon could be right or he could
be wrong. Maybe, suggests colleague
Evan Lorenz, the shale gas boom
will restore American manufacturing
dominance. Or, perhaps, “that glaring marker of income inequality, low
wage growth for the middle class, is
making America’s labor force globally competitive. Witness the recently
announced relocations of Apple and
Lenovo factories to the United States
from the formerly low-cost precincts
of China.” Then, too, Lorenz points
out, Americans have been paying
down their debts even while citizens
of other countries—widely assumed
to be the prudent countries—have
been running them up. “Did you
know, for instance,” Lorenz inquires,
“that the ratio of debt to disposable
income in America fell to 107.9% in
the third quarter of 2012 from a peak
of 129.4% in the third quarter of 2007?
Meanwhile, Canadian and Swedish
consumers carry debt-to-income ratios
of 163.4% (as of June 30) and 170.7%
(as of year-end 2011), respectively.
Not to forget house prices: America’s,
having collapsed, appear to be on the
upswing. Canada’s are only starting to
break. In November, year-over-year
sales fell by 16% in Toronto and 28.6%
in Vancouver.”
Imagination is what a prophet needs
lots of. We sometimes wonder if investors should read more science fiction
and less economics. Thinking about
Gordon’s low opinion of the economic
payoff of digital technology, we are put
in mind of the diametrically opposite
view expressed by, among many others, the mathematician and science fiction writer, Vernor Vinge. In remarks
delivered in 1993 at the Vision-21 Symposium sponsored by NASA (a setting
we judge to be at least as likely to elicit
actionable investment ideas as a meeting of the American Economic Association), Vinge discussed the coming of
artificial superhuman intelligence. “I
argue. . . ,” he said, “that we are on the
edge of change comparable to the rise
of human life on earth.” Added Vinge,
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“I’ll be surprised if this event occurs
before 2005 or after 2030.”
We have a feeling—and the merest feeling it is—that Vinge, even
adjusted for hyperbole, has a better
view into the potential of computer
technology than Gordon has. From a
somewhat more solid footing, we observe that a kind of comprehensive
bearishness is baked into the cake
of world interest rates. Neither inflation nor growth will prompt a rise,
Mr. Market is saying. Yes, the Bank
of Bernanke will carry out its plan to
buy bonds and mortgages. And, yes,
central bankers the world over are—
as Bloomberg reported on Monday—
“arguing about how far they can look
beyond their price mandates and focus instead on economic growth, employment or financial stability when
inflation threats are either not pressing or deemed to be passing. This
marks a shift from three decades in
which central bankers battled inflation, an enemy they understood so
well that most made it their singular
emphasis in the 1990s.” Which, for
many, leaves bonds (though not for
GMO, let the record show). And what
is a bond? It is evidence of indebtedness, denominated in the very fiat
currency that our central bankers are
working so hard to depreciate.
For us, we’re on the lookout for the
anti-Paul Volcker of this interest-rate
cycle. We have our eyes peeled for the
central banker or bankers who will lay
low the menace of not-rising prices.

Many are the contenders. In China,
in the three months to October, so a
knowledgeable mainland observer advises, broad credit financing jumped
to an annual rate of 40% of GDP, the
highest since the first half of 2009. In
support of this money-materializing
drive, the People’s Bank has boosted
net liquidity injections into the market
to the tune of 1.95 trillion renminbi
($313 billion).
Famously, Japanese government
bonds yield next to nothing, because
Japan is locked in the supposed purgatory of not-rising prices. At the 10-year
maturity, JGBs return a nominal 0.69%,
a princely return, say the bulls, given
the dwindling Japanese price level
(down 0.4%, year-over-year, in October). But the Japanese go to the polls
on Dec. 16 to elect a new parliament
and—perhaps—a new monetary policy.
Front-runner Shinzo Abe, president of
the Liberal Democratic Party, is foursquare for reflation. He demands that
the Bank of Japan print yen until the
rate of rise in consumer prices touches
2%. It is a familiar demand, of course,
but we should not be blasé.
“The Bank of Japan,” Lorenz relates, “seems to be bending to political pressure. Assets at the bank grew
by 21.4% at an annual rate in the
three months to Nov. 30 after having
contracted by 5% on the same basis
as recently as June 20. In anticipation
that the BoJ will print and print, but
that the printing will cause no consequential inflation, the Japanese yield
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curve has attained its flattest profile
since 1993.”
Also in contention for the antiVolcker laurels is the European Central Bank, whose muscular interventions have succeeded in reducing the
quoted yields on the sovereign debt of
the EU’s peripheral problem children.
Thus, Spanish yields have tumbled
to 5.42% from a 2012 high of 7.62%,
Italian yields to 4.71% from 7.16% and
Greek ones to 12.68% from 37.10%. If
the market is shelving its fears of deflationary debt collapse, it may focus
instead on the risk of a new inflation
(thank you, Bill Fleckenstein).
Demoralized was investment morale in 1938. Desperate is the mindset of fixed-income investors in 2012.
In search of income, they are looking under rocks. They venture far
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and wide—to BB-rated Turkey, for
instance, which on Dec. 5 raised $1
billion of 29-year, dollar-denominated
debt at a price to yield 4.352%, an interest cost just 158 basis points below
that paid by the split-rated U.S. Treasury. In the local currency market, the
Turkish 10-year note is priced to yield
6.58%, only slightly higher than the
6.37% Turkish inflation rate. Turkish
banks have issued $12 billion of international debt this year, more than
twice the amount laid off in 2011 and
topping, even, the $7.1 billion raised
by the government, according to
Bloomberg. “And a good thing, too,”
Lorenz notes, “as Turkey is running
a current account deficit equivalent
to 7.5% of forecast 2012 GDP. Collectively since year-end 2009, Turkish
banks have expanded their loan book
by 94%, their deposits by 49%. International funding is more than desirable; they really have to have it.”
And let us not forget Mongolia, a
BB-minus-rated credit, which tapped
the ravenous market for 10-year bonds
in the sum of $1.5 billion, equivalent
to almost 20% of Mongolian GDP, in
a two-part issue on Nov. 28. “Over the
past 22 years,” Lorenz notes, “Ulan
Bator has had recourse to the IMF
on five separate occasions. But not
this time. It called on Mr. Market and
wound up paying 5 1/8%. Ireland is paying 4.62%.”
Then there is Iceland, whose Islandsbanki, the state-sponsored successor to the shattered Glitnir Bank, is

preparing to return to the international
debt market, or how about Baa-rated
Amazon, which last month sold $750
million of three-year notes at a price
to yield 0.65%, with Moody’s cautioning that the online retailer’s 12-month
EBIT of $531 million was the lowest
since 2006.
What are the world’s creditors thinking about bonds? What they thought in
1981—but in reverse. They will rue it.

•

Well-marked book
iStar Financial (SFI on the New
York Stock Exchange) lives and
breathes. This seemingly minor claim
to fame is no small accolade for a real
estate finance business that borrowed
to buy at the top of the market in 2007.
But, like Marley’s ghost, iStar really
does exist, and Grant’s is bullish on it.
Let us only say that there are warts.
The income statement is a fright, the
directors vote no dividend and management won’t come to the phone (at
least, not to talk to us). The $6 billion
balance sheet, though less encumbered than it used to be, is still leveraged, and nonperforming loans are
still a drag on earnings. The CEO, Jay
Sugarman, 50, earned $25.9 million
in 2011, a figure that puts him in the
running for a new title that the staff of
Grant’s has teased from the Bloomberg
data base. This is the title: “recipient
of the highest total compensation as

GRANT’S/DECEMBER 14, 2012

laneous investments besides, including a 24.2% stake in LNR Property, a
mortgage special servicer.
Chief sources of revenue for iStar
are interest income and lease income,
but neither is adequate to deliver a net
profit. Losses before earnings from
equity-method investments and other
items totaled $288.4 million in the first
nine months of 2012, better than the
$1.34 billion recognized in 2009, but a
loss nonetheless. “Apple,” Peligal remarks, “the company is not.”
“It is not a ‘beat-and-raise’ story,”
Peligal continues, “nor a ‘my-estimates-are-higher-than-the-Street’s’
story. It’s not even a ‘I-think-they’regoing-to-make-a-lot-of-money-on-aGAAP-income-basis’ kind of story.
They’re going to lose money over the
next few quarters, and it wouldn’t be
surprising if book value fell a little bit
during that time.”
iStar is rather the story of asset values still hidden but—perhaps with an
assist from Chairman Ben Bernanke—
ultimately to be realized on a $900
million land portfolio that is going to
be sold to home builders over the next
12 to 36 months, and on a $400 million
condominium portfolio that is in the
process of being sold, unit by deluxe
unit, to wealthy home buyers. The
value proposition we judge to be compelling, but instant gratification plays
no part in it.
Land—the company’s high-quality
acres destined for master-planned
communities or for waterfront devel1,200

opment—was a topic on the thirdquarter conference call. “The managed land portfolio,” Sugarman told
dialers-in, “. . .can be broken down
a few different ways, but one simple
way is to group them according to
when they will begin production. Our
current portfolio has 10% of assets by
book value already in production, and
we anticipate having approximately
60% by book value to be in production
by the end of 2014. The remainder are
expected to begin production between
2015 and 2017. This portfolio should
be a strong contributor to future earnings, though not until a majority of the
projects are in full selling mode and
will remain both cash flow and earnings negative until then.”
The company’s condominium exposure consists of $264 million in performing loans, $65 million in nonperforming loans and—the stuff with the
upside potential, we judge—$389 million in “other real estate owned.” The
iStar OREO portfolio features such
sanctuaries for the one-tenth of 1% of
American earners as 10 Rittenhouse
Square in Philadelphia (an unfinished,
6,900-square-foot space will cost you
$7 million, not that you should even
blink) and Ocean House in South
Beach in Miami, Fla. Both projects are
said to be more than 70% sold. “Two
years ago,” relates Peligal, “there was
a lot of doubt about iStar’s condo portfolio. Today, there is not.”
The process by which a lender by
  (Continued on page 8)

Sugarman’s a finalist
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iStar, which is organized as a real
estate investment trust, opened for
business in 1993, went public in 1998
and—skipping ahead a full decade—
purchased the commercial and construction loan portfolio of the Fremont,
Calif., General Bank in July 2007 at the
opening gun of the great debt contraction. Over the next 16 months, the SFI
share price, too, did some contracting,
to $1 from $45. Then, on March 16,
2009, iStar negotiated a $1 billion secured term loan from its bankers. The
clouds parted, the sun shone and Sugarman exhaled.
“Its funding base secured,” relates
colleague David Peligal, “iStar showed
its mettle by buying back boatloads of
stock at huge discounts to book and
hundreds of millions of dollars of debt
at meaningful discounts to par. Before
the crisis broke, there were 131 million
iStar shares outstanding. Today, there
are 83.6 million, at $7.88 each. After
shooting itself in the foot with the Fremont purchase, iStar smartly managed
its liabilities during the crisis. There
aren’t too many financials, especially
credit-focused ones, that had both the
will and the way to shrink their share
counts.” Except for management’s
coolness under fire—to be sure, fire it
had partly trained on itself—the iStar
book value per share would certainly
be lower than the $10.23 one can simplistically calculate today: $1.4 billion
of book equity minus $545 million for
the preferreds divided by 83.6 million
of outstanding common shares.
Lending is iStar’s main operating
business. Real estate developers are
its principal customers, and they borrow from $20 million to $150 million
for periods of three to 10 years. Whole
loans, loan participations and debt securities stock the iStar portfolio.
Sometimes the borrowers bite off
more than they can service or repay,
which opens the door to a second
business line. iStar acquires properties, or shells of half-completed properties, through foreclosure, deed in
lieu of foreclosure, or in satisfaction
of nonperforming loans. These buildings, and this land, are mainly what
make us bullish.
A third line of business is the netlease assets division—leasing a finished property to a single creditworthy
corporate tenant. There are miscel-
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The Bank of Japan “can do a lot learning from other countries and other central banks,” Adam Posen, former Bank of
England policy maker, told Bloomberg
TV on Tuesday, referring to cooking up
a proper inflation, that is. Judging from
the most recent data, Governor Masaaki Shirakawa already got the message.
Over the past three months, the BoJ has
expanded its assets at an annual rate of
21.4%, not too far from the BoE’s rate of
growth (see box to the right).
Other banks teach other lessons. The
Fed, it would seem, teaches that it is better to do something—anything—than to
be accused of doing nothing. The Fed’s
maturity extension program, a.k.a. Operation Twist, under which the Bank of
Bernanke sells short-dated Treasurys
and purchases long-dated Treasurys, expires at year-end. Unable to do nothing,
the chairman is expected to announce
a new Treasury purchase program, i.e.,
QE4, on Wednesday after we go to press.
This comes on the heels of the Fed’s
Sept. 13 declaration of QE3.
The Bank of Japan has held its policy
rate at around 0.1% since Dec. 19, 2008.
Perhaps Shirakawa might take a lesson
from Danmarks Nationalbank, the Danish central bank, which announced on July
5 that banks with excess reserves would
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pay a penalty rate of 0.2%. Or he might
learn from UBS and Credit Suisse, which
recently informed depositors that they
must pay for the honor of holding Swissfranc-denominated accounts.
China, on the other hand, might take a
lesson from Japan, a past master of credit
excess. As we note elsewhere (“Market
of the absurd”), the People’s Republic
is back to boosting debt in order to raise
up growth. However, China is still struggling under the burden of the 2009-2010
credit expansion. The situation came to
a boil outside a Huaxia Bank branch in
Shanghai where customers are protesting
a failed wealth-management “product.”
Banks use WMPs to invest off-balance
sheet in long-term projects using shortterm deposits. Bank of China Chairman
Xiao Gang believes that many banks use
WMPs to hide problem loans (Grant’s, Oct.
19). The WMP sold by Huaxia appears to
have been used to repay a defaulted loan
by a failed credit guarantee company, says
J Capital Research, a boutique China firm.
Fitch bank analyst Charlene Chu estimates that WMPs may grow to 13 trillion
renminbi ($2.08 trillion), or 25% of estimated GDP, by year-end. Alive to the
risk, authorities have a plan. They will,
according to a Dec. 6 Reuters dispatch,
remove the entire 13 trillion from official
estimates of the country’s shadow-banking sector. Problem solved. •
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Solvent for sure
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trade becomes an owner and developer begins with someone’s miscalculation. “Let’s say,” says Peligal, “iStar
lent to a condominium developer, the
developer couldn’t pay and iStar repossessed the collateral. The project is
stalled, so iStar must complete it. The
lobby needs work, the fixtures are uninstalled, whatever. Money goes out
of iStar’s door to salvage—and to improve and enhance—the value of the
project. The expenses go on and on—
for security guards, maintenance, utilities. As long as these outlays continue,
the condo will remain an eyesore on
iStar’s income statement. But it’s not
a terrible assumption to make that the
dollars they’re investing today are going to allow them to sell the building
for a 30% gain compared to where it is
marked on the balance sheet.”
But this assumption is one that an investor will have to make him- or herself.
Goldman Sachs may mark its assets to
market, but iStar does something else. It
estimates what an asset might be worth
in the future, but discounts that value
by what the asset might fetch today.
Fair value accounting—the kind that
iStar, a finance company, employs—defers the recognition of any accretion in
value of repossessed collateral until the
moment of sale or leasing. “The bottom
line,” notes Peligal, “is that it takes a
very long time for these assets to generate what looks like GAAP earnings. But
we could potentially see $100 million to
$150 million in gains thrown off from
the stable of repossessed condos in the
next 18 months.”

Ori Uziel, a big iStar owner and—
and—a paid-up subscriber to Grant’s,
tells Peligal that what the iStar doubters miss is the quality of the iStar assets.

“Most people don’t know the tracts of
land we’re talking about,” Uziel says.
“If you do know what tracts of land
we’re talking about, you should be
encouraged, but it’s a long-tailed process. . . . For an investor to invest here,
you have to realize that book value is
worth more than what is stated in the
10-Q. This is because the credit tenant
lease assets are worth more than book,
the condos are worth more than book,
their stake in LNR is worth more than
book, etc. There is probably not much
loss content on the loans, although
some people point to mezzanine loans
in Europe as potentially a problem.
But it’s not very much. What you’re
left with is a big bet on residential land
and the potential to restart the lending
business. Almost all the land is singlefamily residential and it’s marked at
about, according to my calculations,
40 to 45 cents on the dollar vs. peak
prices. Some of it is less than that, some
of it is more than that. They just sold a
piece of property in Hollywood, Calif.,

10 Rittenhouse Square, Philadelphia—an iStar trophy
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Back from the Abyss
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to Kilroy Realty for basically the peak
market price. iStar actually had it on its
books for that price and it was the piece
of land I was most worried about. This
is because it was sold for $15 million in
2003 and then $66 million in 2006. iStar
had it on its books for $64.5 million, and
they just sold it for $65 million. Those
are the numbers. The market is marking down a well-marked book.”
With the Oct. 15 closing on a new
$1.82 billion credit facility, iStar secured a lower cost of capital and a more
forgiving debt-maturity schedule. Next
year, $1 billion of debt falls due, then
essentially nothing until 2017. Moody’s
bestowed its approval on the autumn
financing by raising its iStar debt rating
to B2 from B3. On the third-quarter call,
Sugarman said that some additional reduction in corporate leverage—now
running at the top of the company’s expressed 2.0:1 to 2.5:1 preferred range—
“is probably prudent.”
Incidentally, in fairness to Sugarman, the stockholders themselves
voted to bestow the $23.4 million of
multiyear stock awards that formed the
principal source of his $25.9 million
jackpot in 2011. But in fairness to us,
his sympathetic analysts, there’s nothing to do but guess about the reason,
or reasons, behind his sale of 188,175
shares of iStar at the end of November.
We are going to guess that the use of
proceeds was to fund his professional
soccer team, the Philadelphia Union,
which, at 10-18-6, failed to make the
Major League Soccer playoffs this year.

Even contending teams cost money.
Sometimes non-contending teams cost
more.
“One of the interesting things
about iStar is how hard it is to get information from the company,” Peligal
winds up. “Maybe there’s a reason.
Maybe silence better serves the interest of a buyer of discounted shares (its
own) or the developer of discounted

9

land. Banks typically sell their foreclosed land. Not iStar, which has to
spend money to develop its land. If
that’s the strategy, you wouldn’t want
your IR team putting out press releases telling the world how valuable the
portfolio will be in 2015. Could this
land be worth 50% more than where
it’s listed on the books now? It’s possible. Could it be worth 100% more?
Also possible. If you think about the
numbers, there’s potentially $5 a share
to $10 a share of upside for the land
portfolio, and probably only a few
bucks of downside.”

•

Control freaks
In shocking the world by reversing
its longstanding opposition to capital
controls, the International Monetary
Fund was actually reverting to form.
Controls were an integral part of the
Bretton Woods framework when the
fund came into being at the end of
World War II, money then being under the wartime governmental thumb.
America, a sometime philosophical opponent of government-erected barriers
to the free movement of capital, did an
about-face in the 1960s to try to contain

Still time before Christmas!
Own a print of a Hank Blaustein masterpiece.
5”x 5” cartoon size.
Signed by Hank,
matted and suitable
for framing, $150.
Domestic orders only.
For timely holiday
delivery, call by noon
on Dec. 18: 212-809-7994
“Well, thank you, Mr. Market!”

Find your favorite in the Grant’s cartoon treasury:
www.grantscartoonsandreprints.com/cartoons.cfm
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At ‘war’ with the Fed
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a persistent balance-of-payments deficit (it was unsuccessful). We write to
sound the alarm, or, rather, to re-sound
an alarm repeatedly gonged by John
Dizard of the Financial Times: Capital
controls are on the agenda again.
They might seem like an anachronism. Do not all enlightened people
of the 21st century support capital
mobility and free trade? They do not,
though opponents of those things usually avoid the provocative word “controls.” However, the tax collectors and
central bankers are free enough with
the telltale euphemisms: “tax compliance,” “exchange-rate stability,”
“quantitative easing” and—a little less
subtly—“currency wars.”
So anodyne was the IMF declaration
of Dec. 3 that you could hardly tell that
the governments of the world were slipping their fingers into your pockets again.
“In certain circumstances,” says the fund
in a staff paper entitled, “The Liberalization and Management of Capital Flows:
an Institutional View,” “introducing capital flow management measures (CFMs)
can be useful for supporting macroeconomic policy adjustment and safeguarding financial system stability. It may be
difficult at times to assess quickly the appropriate macroeconomic stance owing
to rapidly changing underlying economic
conditions, and CFMs can help gain
time for such assessments.”
Controls come in a variety of disagreeable flavors. Thus, Brazil depreciates the value of its real, Iceland keeps
$8 billion of its kronur locked up in do-

mestic assets and the Swiss banks “encourage our customers to keep their
Swiss franc balances as low as possible,”
as UBS put it on Tuesday. The new impetus to block and tax and redirect the
flow of money across national borders
is part and parcel of the broader policy
of “financial repression.” Manipulating
interest rates and asset prices, the central banks make cool money hot. They
bring it on themselves.
“How Effective Are Capital Controls?” was the question posed in the
title of a 1999 paper in the Journal of
Economic Perspectives. “Not very,” was
the answer of the author, Sebastian Edwards, a research associate of the National Bureau of Economic Research
and an economics professor at the Anderson Graduate School of Management
at UCLA (he had observed then-recent
experiments in capital controls in South
Korea and an earlier episode in Chile).
Controls are easily evaded, and they
breed corruption. In monetary officials,
they instill complacency. Then, too, said
the author, controls treat the symptoms
of balance-of-payments imbalances and
financial mismanagement, not their underlying causes. “[O]nce controls are in
place,” Edwards wrote, “the authorities
usually fail to implement a credible and
effective adjustment program. Quite
the contrary, once the controls are imposed—or tightened—the extent of the
macroeconomic disequilibria tends to
increase, rather than subside.”
The United States would be a logical
defender of the ideal of the free move-

ment of capital, importing as much of
it as it does. But, as colleague Charley
Grant observes, “it is increasingly untenable for this country to have a credible voice against the restriction of
capital movement with every weekly
release of the Fed’s balance sheet (assets footed to $2.84 trillion on Dec. 5).
This is especially obvious now that the
IMF, in that Dec. 3 broadside, notes
that ‘push factors have been well documented to contribute to capital flows.’”
And what might those “push factors” be? Money conjuring, for one:
“[I]t is recognized that expansionary
monetary policy in advanced economies, which has been necessary for
fighting the risks of a prolonged
global slump, played a role in pushing
net capital flows to emerging economies.” “Currency wars,” the Brazilians call them.
Switzerland, too, is making waves by
printing money. To protect Swiss exporters against the depreciating euro,
the Swiss National Bank has materialized francs and bought euros. Since
2007, the balance sheet of the SNB
has expanded by fivefold (vs. a mere
tripling for the Fed’s). These vast interventions have disturbed exchange
rates and interest rates far and wide.
Tax rates are another story, and one
just as big as the others. A European
subscriber advises: “The higher tax regimes in the UK and now France are incentives for high earners to move their
capital and income abroad, probably in
legal ways in most cases. (Like some
smart guy said: Show me the incentives
and I’ll show you the result.) The effect is that the tax income the finance
ministries are counting on will be lower
than estimated (a warning to Obama).
But they can’t force the capital to stay
without capital controls.”
In June, Switzerland and the United
States entered into an agreement to
implement America’s Foreign Account
Tax Compliance Act, or FATCA. This
is legislation intended to bring into IRS
compliance those reluctant who hold
untaxed assets abroad. Not corporations,
mind you: Google moved $9.8 billion of
revenues into a Bermuda shell company
and thereby saved itself about $2 billion
in global income taxes in 2011, according to Bloomberg. But the corporate tax
law says, “Go right ahead.”
The Swiss tax authority submitted to
Washington, D.C., as it has submitted
to other sovereign tax agencies. And
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in so doing, it sounded a tone of wistful defeat. “FATCA,” said a June 21
Swiss press release, “basically requires
foreign financial institutions (FFIs) to
enter into a FATCA agreement with
the Internal Revenue Service that imposed reporting requirements on them
regarding U.S. accounts. A financial institution has to obtain the client’s consent in order to submit such reports. A
client who does not consent is considered recalcitrant. In the case of such
clients, financial institutions have to
withhold 30% on all payments coming
from the United States.
“The implementation of these provisions is generating high costs and legal
uncertainty worldwide,” the Swiss release went on. “Switzerland’s refusal to
implement FATCA would cause major
disadvantages for the financial center. The prohibitive withholding tax of
30% on all payments from the United
States and the likely consequence that
foreign financial firms would terminate
their business relationships with Swiss
financial institutions in the medium
term would result in exclusion from the
world’s largest capital market.” So, by
reports, the Swiss banks are busily peeling off their American clients. “Swiss
bankers say they are restricting or denying service to ‘the few American clients’
they have because compliance with new
U.S. tax law is cost-prohibitive,” said an
Oct. 20 bulletin from the UPI.
The three-way intersection of tax,
capital controls and gold bullion is a subject for Simon Mikhailovich, managing

member of Eidesis Capital, New York.
Having grown up in the Soviet Union,
Mikhailovich speaks from knowledge
about predatory governments.
On the phone last week, he said
that he approaches the breach of Swiss
bank secrecy as a sign that governments are seeking information as well
as revenue. Suppose, says he, you
were a government contemplating the
eventual imposition of capital controls—not so farfetched, considering
the IMF’s volte-face or the goings on
in Switzerland. What would you do?
You would try to pinpoint the money:
“If we want to control capital, the first
thing to know is where capital is located.” So governments create data bases
connecting owners of capital with
wealth domiciled on the financial grid
in regulated banks.
Now, Mikhailovich goes on, you
want to be law abiding and you want
to be tax compliant. But you do not
necessarily want to invite the government to sit in on your meetings with
your accountant. “It’s OK to be in the
government data base,” he says. “You
just don’t want to be in that data base.
You want to be in a very big, ubiquitous data base where there are many
people conducting normal activities.”
Which is where gold comes in. The
barbarous relic is that rare store of value
that one can hold outside the financial system. It is, Mikhailovich points
out, “the only nonfinancial asset that
is globally liquid. It’s as liquid as monetary assets, and it’s much more liquid
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than any other physical asset. . . . It is
the only ubiquitous valuable commodity that is sufficiently valuable per unit
of weight, that is easily movable and can
be tendered anywhere at virtually the
same speed as cash around the world.
It is universally accepted, understood,
acknowledged and respected. And that
is the only nonfinancial asset that has
that property.”
Not that a revenue-famished government wouldn’t want to know the location of one’s gold. The U.S. Treasury did
in 1933, and the government of France
did in 1945. We have before us a dispatch from The Wall Street Journal, dated
Jan. 22, 1945, which reads as follows:
“Paris—Three ordinances published over the weekend mark what
is certainly the most determined and
thorough attempt yet made in this
country to discipline capital, which,
fleeing from the franc, has taken refuge in foreign securities, foreign currencies or gold.”
To “discipline” capital? Better if the
capital did not make itself available to
be disciplined.

•
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170

19). The WMP sold by Huaxia appears to
have been used to repay a defaulted loan
by a failed credit guarantee company, says
J Capital Research, a boutique China firm.
Fitch bank analyst Charlene Chu estimates that WMPs may grow to 13 trillion
renminbi ($2.08 trillion), or 25% of estimated GDP, by year-end. Alive to the
risk, authorities have a plan. They will,
according to a Dec. 6 Reuters dispatch,
remove the entire 13 trillion from official
estimates of the country’s shadow-banking sector. Problem solved. •
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The Bank of Japan “can do a lot learning from other countries and other central banks,” Adam Posen, former Bank of
England policy maker, told Bloomberg
TV on Tuesday, referring to cooking up
a proper inflation, that is. Judging from
the most recent data, Governor Masaaki Shirakawa already got the message.
Over the past three months, the BoJ has
expanded its assets at an annual rate of
21.4%, not too far from the BoE’s rate of
growth (see box to the right).
Other banks teach other lessons. The
Fed, it would seem, teaches that it is better to do something—anything—than to
be accused of doing nothing. The Fed’s
maturity extension program, a.k.a. Operation Twist, under which the Bank
of Bernanke sells short-dated Treasurys
and purchases long-dated Treasurys, expires at year-end. Unable to do nothing,
the chairman is expected to announce
a new Treasury purchase program, i.e.,
QE4, on Wednesday after we go to press.
This comes on the heels of the Fed’s
Sept. 13 declaration of QE3.
The Bank of Japan has held its policy
rate at around 0.1% since Dec. 19, 2008.
Perhaps Shirakawa might take a lesson
from Danmarks Nationalbank, the Danish central bank, which announced on July
5 that banks with excess reserves would
pay a penalty rate of 0.2%. Or he might
learn from UBS and Credit Suisse, which
recently informed depositors that they
must pay for the honor of holding Swissfranc-denominated accounts.

China, on the other hand, might take a
lesson from Japan, a past master of credit
excess. As we note elsewhere (“Market
of the absurd”), the People’s Republic
is back to boosting debt in order to raise
up growth. However, China is still struggling under the burden of the 2009-2010
credit expansion. The situation came to
a boil outside a Huaxia Bank branch in
Shanghai where customers are protesting
a failed wealth-management “product.”
Banks use WMPs to invest off-balance
sheet in long-term projects using shortterm deposits. Bank of China Chairman
Xiao Gang believes that many banks use
WMPs to hide problem loans (Grant’s, Oct.
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