Steve Czech's - Anecdotes From The Road: "You Thought 2011 Was Volatile?
Wait 'Tll You See 2012”7 - Volume V., No. 1

Ladies & Gentlemen:

Hope all is well with you and yours!

Below, please find the latest instatiment of Steve Czech's Anecdotes From The Road: "You
Thought 2011 Was Volatile? Wait 'Til You See 2012". The following are seme very interesting
anecdotes 've gleaned from readings, meetings and conversations during the past month. (A pdf
version is aitached hereto for iPad users).

AMERICA OM THE ROAD TO RECOVERY: DAY 450

GM’s STOCK PRICE AT THE IPO ON 11.18.10: $33.00/5HARE
GMW's STOCK PRICE ON 1.13.12: $24.29/5HARE
ABSOLUTE % CHANGE FROM IPO PRICE: - 26.3%%

QUESTION OF THE WEEK:
s Are you better off financially today than you were three years ago today?
s Think about that as you decide who to vate for in this year's upcoming U 5. presidential
eiection.

THINGS TO WATCH IN 2012:

s Private Equity Industry: The largest players will continue to morph from LBO-only
shops into assat management firms, offering their clients a wide array of investment
strategies. In addition, many marques private equity shops are aggressively pursuing a
"buy-te-liquidate” strategy. Their investrment periods are ending so they are buying
companies who are in 2 free-fall. These companies, because of the free-fall, altract few
bidders. Their investment thesis is to pay as low a8 possible and liquidats the companias
ower lime. The hope is that what they realize from the liquidation exceeds what they paid
for the company. Examples of deals wa've saen along these lines are deals in community
nawspapars, small-market radio stations, magazines and industrial diractories.

« The U5 Housing Market: Those who, {i) purchased homes prior to 2003, {ii) are
approaching retirement age; and (iii) who still have equity in those homes will be selling
and renting to preserve what little equity they have remaining in their homes and use the
procesds to fund their retiremeant. The rental market will continue to strengthen and single
family home prices are likely to continue bo decline.

« The U.5. Banking Mariel: Banks like Bafd and Citigroup are too big to manage. Walch
for growing calls for their break-up.

» Eurgpa: Greece has yet to be fixed; the EFSF is no tonger viable in the waks of France's
downgrade and the Continent's banks are insalvent and more levered than their U.5.
counterparts.

» ObamaCare: Likely to be overtumed in part ar in total by the U S, Supreme Court this
SLUMITIST.

« Jran: The lranians are increasing their influence in the Middle East as Ohama is
retreating. The Strait of Hormuz is likely going 1o become dinner table conversation this
year.



s The Middfe East: Obama *led from the rear” in the vanous revolutions in Tunisia, Egypt
and Libya. The fighting is aver and the wordd's greatest proponent of democracy is
nowhere to be found tz fill the vacuam.

v« The U.5, Presidential Election: An Obama defeat means 2-3 more years of the currant
malaise. An Obarma victory means 4-8 years more of the curant malaise.

DID YOU KNOW....

» That annua! revenue at Sears Moldings (includes Sears & ¥-Mart stores) has declined
from $53.0 killion in 2007 to $43.3 billion in 20117

« That annual operating income at Sears Holdings {includes Sears 8 K-Mart stores) has
declined fram $2.5 billion in 2007 to 30.4 billion in 20117

« That the market capitalization of Sears Holdings {includes Sears & K-Mar stores) has
declined from $27 .2 billion in 2007 to $8.3 billion in 20117

= During the week of 1.9.12, CIT Group, one of the werld's 1argest factoring companies,
announced that it would no longer provide factoring financing to suppliers who sell to
Sears Holdings. Other factors in the busingss have not cut off Sears Hofdings, but have
acknowlecdged that they arg insisiing an faster repayment and tighter terms {Sotrces:
Bloomberg Businessweek frevenue, operating incoma and market capitatization dals,
1.8.12) and The Wall Streat Journal, 1.12.12].

U.S. GOVERNMENT REGULATORY INEPTITUDE OF THE WEEK:
» Salmon {as in “fish"} that is found in U.5. salt water is reguiated by one U_S. agency while
saimaon that is found in U, S, fresh water is reguiated by anather .S, federal agency.
s« Dbama cited the aforementioned as example of samething he could do to make it easier
for small businesses 1o navigate the federal bureaucracy (Source: The Wall Street
Journaf, 1.14.12)

CLASSIC QUOTE:
s ‘Investors are wall-advised to worry first about the return of their capital and second
about the return on their capital” - Wilf Rogers (Used in an article by Mohamed El-Eran,
CEQ of PIMZD in The Wall Streat Journaf, 1.9.12),

NUMBER OF THE WEEK # 1: 372
s Hostess, maker of Twinkies, plans to fila court papers scon (after entering bankruptcy
court for the sacond time in three years, aka: "Chapter 227) that threaten to reject or
modify its 372 union labor contracts that govern Its day-to-day operations (Source:
The Wall Streal Joural, 1.11.72}

NUMBER OF THE WEEK # 2: 12

s More than B0% of Hosfess’ 13,000 employess betong to 12 separate unicns that are
gaverned by 372 conlracts.

+ in some instances, union work rules mandate thal separate trucks must deliver hraad and
taka products.

= Somelimes separate workers must lead the frucks ang additional workers must make
final defiveries oncea a truck arrives at a suparmarket

s Hosless, which owes creditars more than $880 million and has struggled since emerging
from bankrupltcy proceedings in February 2009, tred to find & white knight that would buy
tha cormpany outright or take individual businesses over the years to ne avail, the people
clazse to the situation said.



Hostess, for instance, pays about 5100 million cash annually to some 40 muitiemployer
pension plans that cover workers at a wide array of companies other than Hestess.
Hostess wants to switch to a so-called “single employer plan” so that It only has to pay
the pensions of its employees and not those of 40 other companies {Source: The Wall
Street Journal, 1.11.12).

PLEASE STOP SAYING THATI

For the past three months, the talking heads on husiness & netwark television and their
guests have been sanctimaniousty preaching about how strong the U.5. banks are and
how much belter off they are refative to Eurcpean banks.

Naothing could be further from the truth and hera’s why.

Priar to October 2008, if the value of collateral securing a loan fram a U .S, bank declined
below the vatua of the faan itself, tha Faderal Deposit Insurance Corporation (“FINC"
would make a bank write down the vatue of the loan to reflect the deterioration in the
value of the collateral regardiess of whather or not the borrow could make the scheduied
principal and inferest paymenis.

The resulting write-down would result in a reduction in bank profitability and a
corresponding reduction in a bank’s capital buffer,

in Qctaber of 2009, for the first time ever, the FDIC tald banks the following: Even if the
collateral securing 2 foan declines balow the amount of the loan, so long as borrowers
are making their scheduled interest and principal payments on time, banks are NOT
required Lo write down the value of the loan to reflect the deterioration of the collaterat
sesuring the loan,

Why did the FDIC do this?

Because had the FOIC adhered to the old standard, every bank in the U5 would be
insolvent gvarnight, given that residential and commercial raal estate loans comprise a
large portion of most banks' balance sheets and given tha fact that most residential and
commercial real estate has declined in value anywheare from 30% - 60% since 2007,
depending on where the real estate is located.

How bad is this problem of bank capital and liquidity being overstated?

According to Fannie Mae and Freddie Mac, there is approximately $411.0 trillion of
residentiat mortgage debt in the U_S and according to Corel ogic, approximately 25% of
U.5. homeowners have martgages whose balances exceed the values of the home, if
you apply a 25% haircut ta the $11.0 trllion, that means that banks would have had to
write down their real estate (this excludes commercial & industrial loans) by $2.75 trithon,
Last time | countad, the cumutative write downs the .5, banking secter have been a
fraction of that amount. Like Obarna, bank executives are hoping the economy will
recovar, increasing the value of their collateral and reducing the need to write-down
thesa over-valued loans.

The punch line?

Mominally, banks in the U3, have more fquidity and capitaf than their European peers.
Effectively, they are likely as worge off as their European peers.

The bottom-tine? Until .S, banks recognize these losses, lending will be impaired and
credit will become more scarce, more expensive and less flexible than it has been in our
lifatimas.

If you want to invest in & bank stock, consult someone wha has actually worked in a
bank as oppased to analysts who naver have.



ANECBOTES FROM THE NEIGHBORHOQD:

Background:

Curing the past few weeks, |t appeared that the mass media and most invesiors started
acting as though Etrope’'s problems were solved. the U.S. economy was on solid fooling
and that nirvana was just around the corner.

As you'll read below, nothing could be further from the truth. The fact of the matter is that
we, the U.S. economy, are in a more pracarious position starting 2012 than we were al
the sama time in 2011

What follows, is 2 summary of some personal anecdotes | cams acrass during the
holiday seasan that highlight how the ne-growth Obama policies are impacting the so-
called "miltionaires & billionaires” that Cbhama Tkes to blame for the no-growth 1.5,
BCONOMY.

“Mr. Cxech, When Is This Going To End?"

That was the question put to me by an electrician working in my house the day before
Christmas.

His workioad is 40% of what it was in 2008 and declined as much as 30% in 2009.

Mo longer weorking on building new hemes, | asked him what he spant most of his time
daing.

He replied that most of his time is spent "decommissioning” large portions of homes in
Greenwich, Darien and Mew Canaan, Cannecticut.

What is decommissioning?

If & home has 10,000 s of living space, all of that living space has electrical power in the
walls. Raegardless of whathar you have appliances plugaed in, electrical power is running
to those cutlets.

According to this electrician, residents of Graenwich, Darien and New Canaan with huge
homes are asking him to literally cut off the power to certain parts of the house In arder Lo
reduce their electrnic bills because they are so cash strapped.

“The Greenwich Foreclosuraes Are KILLING Usi”

That's what a very good friend of ming, a builder of custom hames for the past 25 years
in Fairfield County. CT in the 33.0 - $7.0 miltion range. told me over the holidays.

He hasn't hean able to build a new home since late 2007. Between 2002 and 2007 he
built 3 homes per year, on average.

Why?

Priar to 2008, people who wanted a very nice houss in Greenwich, CT had o spend $7.0
million - $10.0 million to get the size of home they wanted. Those who couldn't afford
Greenwich built in Westport or New Canaan, spertt $33.0 - 36.0 million and gat the size of
home they wanted.

Fast{-forward to today: There are s0 many foreclosure sales of high-end homesg in
Greenwich that a home that was built for 37.0 - $10.0 million in 2007 can be purchased at
a foreclosure suction for $3.0 - $6.0 million today.

As a result, builders like my buddy can't get anyone to lock at a $3.0 - §5.0 million new
house in Westport or New Canaan CT when buyers can get the same size house (if not
larger) for the same or lesser price in Greenwich,



FOUR FACTORS BEHIND THE TEPID L1.5. JOBS “"RECOVERY":

1.
2.

The glacial pace of U.5. GDP growth;

& structural mismatch between worker's skills and available jobs {Translation: American
workers are becoming ingreasingly under-gualified for the high-tech work available in
most companias);

& geographic mismatch, exacerbated by the housing depression, that leaves U.S.
workers trapped in homes and in areas with few jobs; and

Increased productivity in the workptace as evidenced by the surge in capital equipmant
investment usad to reduce the number of workers per unit of cutput (Sources: RBC
frlobal Assel Management & The Wall Street Journal. 1.7. 124

CAN'T MAKE THIS UPI

You Need A “Sting”™ To Catch This Guy? A Florida man who werit shopping for al-
Qaeda flags was arrested after a sting operation in which he allegadly planned atiacks
with bormbs and guns in the Tampa, FL area, authorities said (Source: The Wall Strest
Jaumal 1.10.12},

Congress Can Insider Trade — You and | Cannot' Members of Congress are aliowsd
to trade on information they gather as part of their daily work (said information may be
material and non-public) so Iong as they disclose their trading activity..... manths later,

The FDA Can “Insider Trade” — You And [ Cannot: The U.5. Food and Drug
Administrafion {“FDA") advisers, in a recent vote, said the benefits of four popular Bayer
AG birth-controd pills oubweigh the blood-clot risk. What the FDA didn't disclose is thal
three of the advisers have had ties to Bayer, serving as consultants, speakers or
researchers, FDA advisary committees are designed to give the agency independent
judgments on medical issues. The FDA says members of the pubfic speaking before
advigory committees MUST declare any financial retationships to the relevant drug
maker, 1o "gnsure __. transparency.” However, FDA4 committee members must disclose
potential conflicts only to the FOA, which doesn’t generally make the information public
{Source: The Wak Straet Journal, 1.11.12}

Is It Genetic Amang Democrats Te Aveid Work? Indiana House democrats are again
boycotting the chamber to block & bill that would crimp labor union influence {Source: The
Walt Street Journal, 1.6.12).

“Liar, Liar Pants On Firg” Obama's appointments of Richard Cordray and three others
to the Nafional Labor Relations Board appear to run counter to Obama's own views as a
senator, when he regularly crificized Fresident George W. Bush's assertion of expansive
presidential authority {Source: The Walf Streed Journal, 1.6. 12},

GM's Valt Is Really "Hot": GM's Chevy Voit sales in 20111 fell 23% shart of GM's goal ko
sell 10,000 in the .3, The company sald 7,67 TValts in 2011.. BEFORE their batteries
started catching on fire. GM is [coking to sell 45,000 Vorts in 2012, mare than five bmes
what it sold i 2091, and has been eager to resclve the battery issus. GM's Mark Reuss
said the company will only build that many if it betisves the company can sell them
{Source: The Wall Street Journal, 1.6.12). Editor's Note: Manufacturers of fire
sxtinguishers expect produclion fo increase by at feast 45,000 unfts in 2012 in
anticipation of GM's plan lo increase the production of its Volt)



Oprak Really Is "O" ._.As In “Zare": For the month ended 12.18.11, The Oprah
Winfrey Network ("OWN"} averaged about 210,000 viewers for its prime-time shows,
down 169 from the same period in 2010, before the channel launched and when it was
still known as Discovery Heallh, according to Mielsen {Sources. Nielsen & The Wafl
Stree! Journal, 1.3.12).

“Move Aiong! Move Along! Nothing To See Here... " Congressional investigators are
stepping up their inquiry intp how deeply credit-rating companies examined the
disastrous bet that sank MF Globa! Hofdings Lid. and whether the firms overlocked
crucial information in thewr evaluations, according to peaple famitiar with the matter
{Source: The Walf Sfreet Journal, 1.8.72)

Editor's Note: Memo to Congress: The CFTC, which was given expanded oversight
authorify in the wake of Dodd-Frank, had fts requiators SITTING IN MF GLOBAL'S
OFFICES days befare MF Global filed for bankruptcy and STILL fias no idea what
happaned to §1.2 bilkan of CLIENT maney (that the CFTC wasg there to walch) neany
threa monthe after the bankrupicy fingiiH}

ANOTHER SECOND PLACE FINISH FOR OBAMA'S ECONOMY:

Hong Kong again beat the NYSE in new stock offerings in 2011,

One reason the U5, economy isn't creating enough jobs is that it's nat creating enough
employers. After another dismal year in 2010 faor American initial public offerings (*IPQs"},
some had predicted a strong 2011, But now the results are in and as The Wall Street
Journal raported the week of 12.26.11, "the comeback never cams.”

Fewer companies went pubfic in 2011, and the offerings raisad less monay.

For the third year in a row, the world's leading exchange for new stock offerings was
focated not in New York, but in Hong Kong. And even without counting Hong Kong's $31
illien in deals, the various exchanges on the Chinese mainiand stightly exceeded the
%41 billion combined total of Masdag and the Mew York Stock Exchangs, according to
Dealogic.

{Sivan that the 1.5, is still hame to the world's largest economy, there's nG reasan it
shouldn't have the most vibrant equity markets—unless regufation is holding back the
creation of new public companies. On that score it's getting harder for backers of the
Sarbanes-Oxfey accounting law to explain away each disappoeinting year since its 2002
enactment as some kind of temporary or unrelated setbask.

And don't try blaming all the problems in U.S. equity markefs on the European crisis. The
London Stock Exchange Group said an 12.28.11 that proceeds from 2011 initial public
offerings in London rase 27% from 2010, and that 2012 "promises to be another exciting
year"

There will certainly ba exciterment in 2012 for Facebook's expected |PO, but for many
innavative .S, companias the regulatery burden of being a public company is simply too
great. Every Presidential candidate should do as Newt Gingrich did in The Wall Strest
Journal on 12.28.11 and maks the casa that Amarica's markets should be the most
hospitable in the world for companies raising equity capital. Gingrich called for full repeal
of Sarbox, which would be a good start {Sources: Dealogic & The Wall Strest Journal,
1.3.12).

COMRADE DBAMA L5 AT IT AGAIN:

Incapable and unwilling to meet, negotiate andior comprise with Cangress (ingiuding members of
his own party}, Comrade Obama is reveriing back to his Chicago-style, *Community-Organizer™
tactics. The following s a summary of what he's been up to while you were away for the holidays.



Contempt for Congress:

Chama makes recess appointmants when there's no recess.

Remember thoss terfble days of the Imperial Presidency, when George W. Bush made
several "recess appointments” to overcome Senate opposition? Well, Czar George ||
never did attempt what Obama did on 1.4 12 in making recess appointments when
Congress isn't aven on racess.

Eager to pick a fight with Congress as part of his re-election campaign, Obama did the
Constitutional equivalent of sticking a thumb in its eye and hitting below the belt. He
instalted Richard Cardray as the first chief of the Consumsr Financial Protection Bureay
and namad three new members to the National Labor Relations Board ("NLRE’). He did
s0 even though the Senate was in pro forma session after the new Congress convened
this weel.

A Prasident has the power to make a recess appointment, and we've supported Obama's
right to do 50, The Constitutionat cateh is that Congress must be in recess.

The last clause of Section & of Article 1 of the Constitution says that "Meither House" of
Congress can adjoumn for more than three days "without the Consent of the other” house,
In this case, the House of Representatives had not formafly consented o Senate
adjournment. It's true the House did this to block the President from making recess
appointments, bul it {the House) is following the Constitution in doing 2. Let's hear
Obama's legal justification.

Democrats had used 3 similar process to try to thwart Bush's recess appointments late in
hie term when they cantralled both the House and the Senate. Prodded by West
Virginia's Robert C. Byrd, whe has since died, Sanate Majority Leader Harry Raid
{Democrat-NY) kept the Senate in pro forma session. Some advisers urged Bush to
ignare the Senate and make recess appointments anyway, but he declined. Now Reid is
supporting Obama's decision to make an end run arcund a Senate practice that Reid
pioneered!|

Some lawyers we respect argue that a pro forma session isn't a real Congressional
session, and that's certainly worth debating. But that isn't the view that Reid por then-
Senator Obama fook In 2007-08, and it weuld certainty be an extension of Presidential
power for the chief executive to be abiz to tell Congress that he can decide when
Ceongress is really sitting and when # isn't. in any event, that still woutdn't explain the
viclation of the langueage in Section 5 above.

Thase appointments are brazen enough that they have the smell of a delibarate, and
palitically motivatad, provocation. Recall the stories aver the Hew Yeaar's weekend, clearky
planted by the White House, that Chama planned to make a campaign against Congress
the core of his re-election dnve. One way to do that is to run roughshod over the Senate's
“advice and consent” power and dare the Members to stop him.

Cordray's appointment alse plays into Obama's plan to run against bankers and other
plutotrats. The President justified his appaintment on 1.4.12 by saying that Senale
Eepublizans had blacked Cordray's nomination "because they don't agree with the faw
satting up the consumer watchdoeg.”

Obama knows {and has acknowledged) that Senate Republicans haven't called for the
disselution of the consumer financial bureau, or persanally attacked Cordray. as
Democrats like to claim, Republicans have said they'd be bappy to confirm him if Obama
agrees ko reforms of the bureau that would make it more accountabie to elected officials
and subject to Caongressional appropriations.

As it stands, the bureau is part of the Federal Resenve but Cordray sets his own budget
and deesn’t report to the Fad Chairman...or anyane for that matter. His rule-makings alsc
don't need to worry about such inconvenient details as bank safety and soundness.

The tureau has been up and running since July 2011 and is already pushing the
boundariss of its examination powers. With Cordray on board, he says the bureau can
now begin to issue rules, including oversight of nonbank institutions and the ability o
defina what constitutes an "abusive" act ar practice, an invention of the Dodd-Frank
financial refarm that will surely lead to mischief.



As Ohio Altorney General, Cordray was tight with the tort bar and launched a barrage of
national lawsuits worthy of Eliot Spitzer. His new job might be a nice populist springboard
for running for Ohio Governor, should he choose to do so. Look for Cordray to announce
new and controversial rules or enforcement actions, oh, say, around Labor Day.

As for Obama's three MLRB appeintees, he only notified Congress of his intent to
nominate them on December 15, 2011, The Democratic-controlled Senate hasn't had
time to hold a SINGLE confirmation hearing. The nominees, two Democrats and one
Republican, will give the labor beard a quorum that it wouldn't have had with the
December 31st expiration of the term of previous recess-appointee Craig Becker.

Unger the Qbama Administration, the supposediy nonpartisan NLRE has becomne a
partisan arm of Big Labor, and that will probably continue this election year. Appointes
Sharon Block is the Labor Departrent’s Congressicnal liaison and former aide to Ted
Kennedy. Richard Griffin is general counsel for the international Union of Operating
Engineers.

Remember a year ago when Obama was talking about “regulatory relief” and moving
toward the palitical center? He even sent The Wall Street Journaf an op-ed.

Congress can't do much immediately to stop these appointments, but it cught to think
creativaly about how to fight back using its other powers—especially the power of the
purse.

However, private parties will have standing to sue if they are affected by one of Cordray's
rule-makings, and that's when the eourts may get a say on Obama's contampt for
Congrass {Source: The Wall Sireet Jouwrnal, 1.5.12).

Contempt for the Constitution:

&

The U.S. Justice Department just invented a lzgal rationale for Ohama appointments,
wWhere's John Yoo when Obama needs him? The famous Bush Administration legal
official was much maligned for issuing opinions supporting Presidential power, and he
surely would have coms up with something better than the junk law issued by the Justice
Department’s Office of Legal Counselon 1.12.12,

The 23-page memaranduem (dated January 6, 2012} by Assistant Attormey General
Virginia Saitz is meant to justify Obama's recess appointments last week of Richard
Cordray at the Consumer Financial Protection Bureau and three new members of the
Mational Labor Relations Boargd—even though the Senate was not in recess but was
holding pro farma sessions. The House alsg did not cansent to the Senate's
adjournment, as required by the Constitution's Ardicle |, section 3, clause 4.

Seitz concedes that "The question is a novel ong, and the substantial arguments on each
side create some litigation risk for such appointmenis,” and little wonder, Most of the
opinion is an off-point digression on the constitutionality of recess appointments between
Senate sessions, which no one disputes. But on that "novel” question, Seitz's legal
reascning is remarkably weak.

Seitz avers that tha pro forma sessions aren't technically sessions. As "z practical
mafter." she writes, in those sessions the Senats isn't capabie of receiving and acting on
nominations to the executive branch and therefore cannot axercise its advice and
consant duties. Sedz points in particular to a Senate "standing crder"—the rules of order
it adopts to govern its procedures—ithat no business weould ba transacted during the pro
forma sessions.

If the Senate itself says it can’t conduct busingss, she says, then the Fresident can
conclude it isn't really in session.

The problem is that the Senate does most of its work by unanimous consent—meaning
without objection from present Members and without a vate or quorum, Even a singie
Senator alone on the floor (or "as a practical matter' one from each party) can use this
process to modify the standing order in a heartbeat and conduet business.



The Senate did exactly that to pass Cbama's payroll tax holiday in December 2011,
changing a standing order by unanimous consent to conduct businass during an
ostensibly pro forma session.

Obama stqned THAT bill. Either that was a real session and therefore his recess
appolntments are unconstitutional or the bill was invalidly enacted and therefore
unconstitutional, Both can't be true,

The practicat effect of Seit2's legal logic is that the President could make a recess
appointment whan the Senate adjourns for the day, or for linch. Ha could alse decide
that the Senate isn't functiening ko his liking—TFer instanca, by dragging its fest on his
nominations—and recess appoint nominees svan when the Senate is conducting other
blsiness.

Last week, White House spokesman Jay Carney claimed Obama relied on the advice of
While House counsel and didn't mention that the Cffice of Legal Counsel had been
consulted beforehand. Now wa know why: The Administration's position is a “madea-to-
arder” legal invention (Source: The Wall Streat Journal, 1.13.12),

Editar's Nole: Ms. Seitz may wish fo request a refund for the tuition she paid to the
University at Buffalo Universify Law School where she earned her constitufional “law”
degree”

EUROPE IS NOT FIXED!

Background:

Owver the holidays, | had conversatinons with nearly two dozen money managers who
manage several different stralegies.

What struck me was how little most of these managers knew about the current state of
affairs of the European debt cnsis and how little they cared.

Thare was almost 5 sense of "It's their problem, not aur problem”; “It's been fixed”; and
“Things arg petting better hers — we're de-coupling”.

As a service to our readers, the following is a summary of where this crisis startad and
where it is today.

As you'll read below, NOTHING has been resolved sinca the European crisis broke in
Greace in May 2010 NOTHING!

(i} Greece 1s on the verge of a free-fall bankrupicy as | type, (n} the European Financial
Stabifity Facility (*EFSFT is now in need of "Financial Viagra® in the wake of France's
downgrade on 1.13.12, and (i) the European banks are. for all intents and purposes,
insolvent,

Current Situation - The ECB's Backdocr Bailout:

»

December 21*"s mammoth lending spree won't fix what afls the euro zone.

Bring out the punch bowl, Maro. The European Ceniraf Bank in late December splashed
cut €483 billion [($528 billion) in three-year loans to 523 banks across the Continent.
Overnight, this new iong-term lending program produced the single biggest liguidity
injection in ECH histary, & hugea boon to banks that have struggled to fund themse!ves in
private markets.

The injection of money, with another three-year auction due in February, reduces the
short-term risk of a liguidity-driven banking melidown in the euro zone. But it won't salve
Europe's zovereign-debt problem.

£C2 President Maric Draghi has been at pains {o peint out that this sort of lending o
banks is 2 normal central-bank function. By making liguidity available to banks, and at the
same time sasing its collateral requirerments, the ECB is reducing the banks' cost of
funds and—at least in the short term—the risk of & Lehman-type bank run in the eurg
zone.



Fine and well. But nobady should think this ECB exercise is cost-or-risk-free.

The central bank's 1% lending rate is a long way from Walter Bagahot's penalty rate, and
thus amounts to a de facto bank subsidy. The ECB has also reduced its collateral
standards so low—to single-A asset-backed securities in some cases—that it runs the
risk of losses down the road. This too is a backdoor bank rescue.

Draghi said on 12.19.11 that the EC8 lowered its lending standards because some banks
were in danger of running out of aligible collzteral. And even with the lower standards, at
least two [talizn banks seem to have borrowed a page from Groece and Portugal, issuing
honds to themselves that they can then post to the ECE as collateral.

A government-guarantee program put in place by ltafian Premier Mario Monti earlier in
December means that these new bonds are treated as nearly risk-free. At least Roma's
bond guarantee doesn't apply to existing italian bank debt—the policy error that sank
Ireland.

The abrupt crash in Spanish, ltakian and other paripheral bond rates the wesk of 12,19 11
suggests that markets also expect banks to use the ECB's long-term lpans to buy mors
sovareign dabt. French President Nicolas Sarkozy specifically encouraged that the week
of 12,1211, and Draghi cn 12.19.11 acknowledged that some banks would likely do so.
The auro leaders added to this likelihood by taking private lbsses on sovergign debt off
the table at December's Brussels summit, Even so, Spanish and Italian govermment-bond
yields moved higher after the 12.21.11 auction, and traders reported that the ECB waded
back into government-bond markets. Most banks apparently saw better uses for this
cheap money than taking a fiyer on ltalian deht,

The failure of even 12.21.11"s mammaoth auction to produce a lasting reduction in euro-
zane bond yields could be a blessing. A huge rally in Halian and Spanish dabt driven
mastly by emergency central-bank lending could send a false signal that Eurcpe’s crisis
is over.

That in turn would be a fatal signal fo national capitals that they can go back o spending
and borrowing as usual, without making the reforms needed for growth,

The ECE's backdoor bailout may have bought the eurs zone some time. If all it
accomplishes is to give the politicians another reprieve, the ime will have been worse
than wasted {Source: The Wall Strest Journal, 12.24.11).

Current Situation « Five First-Quartar 2012 Flashpoints for Europoe:

The eurg-zoneg crisis subsided for much of Decamber 2011, but It may return with & bang
eary in 2012. Here are five key risks investors should have on their radar in tha first
quartar.

First, Greece aims to canclude its "voluntary" bond swap in January 2012, chopping
€100 billion {3130 billken) off its debt and over Hime reducing the debt-to-GOP ratio to
120% from more than 160%. However, it's not clear that enough investors will sign up,
potentiaily throwing the swap and Greece's bailout into disarray. Even if they do, the fear
remains the deal doesn't do enough. The Infernational Manetary Fund may vet conclude
Greece's debt is unsustainable and stop iending.

Second, Eurcpean credit ratings are set to fall. Standard & Poor's downgrade 14 euro-
zone countries, and Moody's also plans Lo revisit its sovereign ratings. While much of the
focus has been on France's triple-A, a greater risk may face Italy, which may fail to the
triple-B category. Mot far from junk, that could knock some of the country's debt out of
bond indexes and increase collateral margins charged cn Italian bonds, further
constraining investor demand.

Third, Europe's bailout mechanisms will be in fosus. The Eurcpean Financial Stability
Facifity has failed to boost its firepower through leverags and has seen invastor demand
wane, but will need to issue bonds o fund Portugal. In March 2012, eurs-zone
governments will discuss the €500 billion cap on the EFSF s successor, the European
Stability Mechanism. There will be pressure from the likes of ltaly to boost the size of the
fund, potentizlty causing even mare intergovemmental friction.
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Fourth, Eastern Europe may yat stir fears about bank exposures and increased political
lensions within the wider European Union. Hungary in particutar is cause for concem.
The governmant, in the face of vocal cpposition from the Ewropsan Central Bank, the
European Commission and the IMF, on 1.6.12 ratified a bill that reduces the
independence of the National Bank of Hungary, giving government-appointed officials
more sway in monatary-policy making. That poses a risk to Hungary's access to markets
and compiicates talks with the fMF.

Fifth, with eurg-zone policy driven by consensus, thers is always the chance of
unexpected moves from hard-ling countrles such as Finland, which held up the
agreement on bailout funds in 2011. The first quarter of 2012 will also zee the political
focus move to France and rhetonc gear Lup ahead of April's presidential elections.
Incumbent Micolas Sarkozy has been trailing Socialist Party candidate Francois Hollande
in the potls; a change of government could generate fears of further defay and
renegotiation in dealing with Eurcpe's problems.

Of course, investors will also have to sbsorb a constant flow of data fram Europe’s
economies, bank earmings and governiment-bond auctions. With banks deleveraging and
governments trying to reduce their debt burdans, there is the real risk of weaker countries
facing serous sconomic contractions—spooking markets over their ability to tame
deficits. The one thing investors can be guaranteed of is that the December (ull won't last
long into January {Source: The Wall Streef Journal, 1.3.12).

GREECGE:

Tatks betwesn Greece and its private creditors over a planned debt restructunng are at
an impasse and will likely resume on 1.13.12, a senior government official said on
1.13.12, amid signs that the negotiations had stalled over key elemants of a deal.

The lIF agreed in October 2017 that it would negotiate 2 "voluntary” deal on the basis of
a 50% cut in the face value of Greek bonds held by the private sector. The main dispute
between the two sides on 1.13,12 related to the annoal interest payments on new bonds
that would be exchanged for old.

The negatiations have been tortuous. After first insisting no default by any eure-zone
country would be possible, EU leaders agreed in July 2011 o seek a deal to cut about
10% from the face value of Greace's bonds in private hands. By October 2011, Greece's
prospects had deteriorated, and euro-zone governments and the IIF agreed o pursus a
deal to cut the face value by S0%.

Since Oclober 2311, Greece's economy, which is entering its fifth year of recession, has
waakened even further, worsening the state of its government finances and making the
current bailout insufficient in terms of euros.

That means a bigger gap in Greece's budget that must be filled either by more debt refief
or more naw landing from official creditors (Sources: The Walf Street Jourmal, 1.153.12 &
T.14.12).

THE EURDPEAN FINANCIAL STABILITY FACILITY ("EFSF™}):

As it is currently structured, the EFSF rescue fund is backed by gquarantees from the 14
eurg-zone countries not being rescued themselves.

When it needs to lend cash, the EFSF gpes to market to borrow it. But in order to
preserve the fund's own triple-A rating, It pledges that all of its borowings will be covered
by guarantees of only the triple-A countries.

Without France and Austria, the sum of triple-A guarantees falls from €451 billion [$586
billion} to €271 billion {$352 billien), mors than 75% of which cormes from Germany. (The
balance is from the Nethertands, Finland and Luxembourg. )

The rescue fund s committad 1o providing about €200 billion {$260 billion) in funds to
help rescue Portugal, Ireland and Greece, depending on how much Gresce needs.
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That would leave virtually nothing to fund any aid to other countrigs that might need help
such as ltaly, Hungary and others.

The EFSF fund has a few options.

First, it coutd change its policy and accept a lower debt rating for itself. But that implies
higher borrowing costs and narrows the universe of potential investors. The EFSF fund
rmarkets itself to big central hanks and other reserve managers as a high-quality
bomower.

Sacond, it could bry to brush off the French downgrade. The fund and the euro-zone
governments that control it may conclude that being considered triple-A by the two other
agencies will suffice. But that strategy is risky, too. If S&P is joined in its dewngrade by
one or twao of i peers, the fund could quickly find itself shunned by investors wheo
dermand triple-A ratings by multiple firms.

"I believe investors will sea S&F as just the first of more actions, and will shun EFSF
bonds even more 56 than previously,” said Nick Firoozye. senicr Eurcpean rates

strategist at Normura in London, referring to the rescus fund {Source; The Wall Sirest
Jouwrnal, 174,720,

THE STATE OF EUROPEAN BANKS:

Ovarviaw:

Mounting signs of a lending freeze by European banks suggest the downturn could
deepen, leading to more action from the ECB later in the first quarter, analysts said,

The ECE taok aggressive steps |ast month to spur bank iending by exdending €489 killion
{$638.2 billion} in low-interest loans to eurg-zane banks for a maturity of three years.

The central bank continues to purchase Spamish and [talian government bonds to keep
yields from rising too high.

But there is littla evidence that the measures are having their intended economic effect.
European banks parked €453 billion ($581 billion) in ovemnight deposits at the ECB en
1.3.12, a record sum suggesting banks prefer to hoard thewr cash rather than lend it to
other banks, sven at a higher rate (Sowrce: The Wall Street Joumal, 1.5.12),

investors Are Paying Germany To Safeguard Thelr Cash:

Investors agreed to pay the German government for the privilege of lending IT monsy.

I an auction on 1.9.12, Gemany scld €3.9 hillion {34,965 billian} of six-month kills that
had an average yield of negative 0.0122%, the first fime on record that yields at 2
Gearman debt auction moved into negative teritory.

This means that unlike most other shor-term sovereign debt, in which investors expact to
be repaid mare than they lend, investors agread to be paid slightly less.

And they are willing to do that because they are so worried about the potential for big
losses elsewhere in Eurnpe (Source; The Wall Streel Journal, 110,12},

UPDATE - THE IMPLOSION OF ILLINGES;

Background:

&

For the past several months, I've been highlighting the death spiral that the state of
{lingis has put itsalf in.

Logic would dictate that after watching California and New York in the same situation
years before itself, llinois would take measuras to avoid its current death spiral.

Not so.
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During the past three months, every deat 've evaluated for lllincis-based companies falls
into one of two categories: {i} an llincis-based company looking 1o sell itself to a non-
Ilincis-based company; or (i} an llincis-based company seeking to move its operations
cut of lllinois.

The following is more anecdotal evidence of why the "Land of Lincoln™ is guickly
becoming the “Land of Leavin™,

Liberals Lova the 1% - A Lesson In Big Business Tax Favoritism In llinois:

Or at least they love them if they are big businesses thraatening to flee higher taxes,
That's the story in lllinofs, where during the week of 12.18.11, the Democrats who run the
state government ladied out $85 million in tax relief to the Chicago Board of Trade and
the Chicago Mercantile Exchangs, plus tax credits for Sears Hofdings Corp. (see "Cade
Blug" above) worth 15 million a year for the next 10 years.

In January 2011, Governor Fat Quinn and his fellow Democrals passed a 32 billion tax
hika, tha biggest in lilingis history, with the income tax rising 7% and the effective
corporate tax rate rising to §.58% from 7.3%, which gives tilincis one of the highest
business tax rates in the nation.

That law fired up a motorcade of lobbyists from major llingis companies like Motorola,
Caterpitlar, Sears and others to descend on Springfield and seek tax breaks lest they
leave for states where business faxes are much lower, More than a dozen companies
have already left for Indiana and Wisconsin,

So Quinn started giving special tax passes to the biggest and most influential 1%. The
Chicago Tribune reported in May that Quinn had already doled put corporate welfare to at
least B0 firms, costing the state neady $500 milion since 2008. The Chicago Merc and
the Bodard of Trade complained that the Quinn tax grab woutd cost therm $30 million a
year,

Maturally, Quinn justifies the carve-ouls as essential to job creation. But in January 2011,
lllinois Democrats claimed that tax increasas would have no economic impact. Now
small and medium-sized businesses that don't have lobbyists are stuck paying the higher
tax rates. Qiuinn's policies benefit the 1% of politically connected businesses al the
expense of the other 99%, often small shops with 190. 20 or 50 employees.

Quinn's other claim in January 2011 was that the tax hike was essential to balance the
tudget. Yet the llingis Policy Institute recantly calculated that aver 15 years the revenue
ioss from all the corporate Lax Qiveaways will exceed the revenues raised from tha
corporate tax increase, Oh, and there’s still a budget deficit!

Once agsin the lesson is that high tax rates fail to raise the revenue that liberals claim,
not least because liberal politicians follow their tax increases by passing out favors to the
rich and powerful,

The same will happen in Washington if Obama gets his way to alleged|y soak the rich,
Too bad the liberal media won't admit it {Source: The Weafl Street Journal 12 200.11).

UPDATE - THE FRAUD KNOWN AS “GREEN/CLEAN ENERGY/TECHNOLOGY":

Another day, another taxpayer-funded, green-energy failure. This month's flop is Range
Fuefs, that former darling of green Silicon Valley, which a few years ago was boasling it
would build the nation's first commaercial cellulosic plant. near Soperton, Georgia, More
than §225 million [ater, Range Fuel's only factory was auctioned off in a fire sale last
week, for 5 mere $5.1 million. it had produced not ane ocunce of cellulosic ethanol.
Range did help to waste taxpayer dollars. In 2007 the Bush Energy Department gave
FRange a $76 million grant—of which Range received $46 million. in 2009 the Obama
Administration signed off on a further 80 million loan guarantee—af which 342 millign
was doled out. The state of Georgia kicked in a $6 million grant, and county officials
coughed up tax abaternents, That's aside from the mare than $160 mitiion Range
drummed up from private investors,
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» Range bet those doilars an technology and groducts that were unproven and incapable of
competing in a marketplace withcut government mandates and support. These are the
gomman characieristics behind all of Obama's green energy fiascoes—irom the
bankrupicies of solar company Solyndra and storage firm Beacon Power, to the growing
struggles of electric battery makers 4123 Systerns and Ener!. The queslion is
incraasingly not which will fail next. but whether any will succesd.

»  When these columns published 3 critique of Range a year ago, we were rebuked by
Range investor Vinod Khosla, who claimed that the company’s virtug was in allowing
potitical venture capitalists like himself to "assess what was economic and what was not"
That was no doubt heipful, given Range's factory was uitimately sold for pennigs on the
dollar to New Zealand-based Lanza Tech, 8 start-up whose top backers include . . .
Khosla. LanzaTech has also been awarded millions in federal funding (Souwrce. The Wall
Street Journal, 1.14.12}.

Sincerely,

Stephen J. Czech
emall: sczech@sjccapital.com

This repart is neither an offer to sell nor a solicitation of any offer to purchase any securities,
investrment product or investment advisory services in any investment fund (the "Fund™). Any such
offer will be made pursuant to & formal offering memorandum {2 be fumished to prospective
investors at a later date, which memorandum witl contain more complete information necessary to
make an investment decision, including the risks associzated with investing in the Fund, loas of the
entire amount of principat andlor lack of liquidity, A prospective investor considenng a direct
investment in a Fund should rely on such memorandum.

All opinions and views expressed constitute judgment as of tha date of writing and may change at
any time withcut notice and without obligation to update. Such information may be based on
certain assumptions and Involve elements of subjective judgment and analysis. The opinions
expressed are that of the author ard the auther, or its affiliates, accept no responsibility for the
information andfor opinions discussed. Actual results may differ significantly. All forecasts are
subject to change at any time and may not come to pass dua to changes in market or economic
conditiens. This material has been prepared using scurces of information generally balieved to be
refiable but no representation can be made as to its accuracy. This material is intended for
informational purpeses only and does not constifute investment advice, of a recommendation or
an offer or a sclicitation to purchase any Fund. There has been no independent review of the
information presented in this report This report is private and confidential and is intended
exclusively for the use of the persen to whom it has been deliveregd by Stephen J. Czech, This
report does not constitute an offer to sell or a solicitation to invest in any jurisdiction whers the
offer or sale would be prohibited or to any person not possessing the appropriate qualifications.
This repart is not to be reproduced or redistributed to any other person without the prior written
cansant of Stephen J. Czach.
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