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The two day rally saw higher volume today!
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Beware of this relief rally. We once agam saw the ole gambit .. we beat expectations ... encouraging
mvestors to buy! JPM and UTX both reported better than expected EPS results. For JPM the y'y EPS
only fell 33% tut hey, they beat expectations. Maoreover, JEMW's revenue fell despite a $75 Billion windfall
from the FED and the Bear Steams takeover. And desprie Chamman Dimon's concems on it prime
maortgage partfolio, the write-downs incwred by JPM are far amaller than its major rivals. Could they be
hiding somethmg?
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Short-coverig in the financials moved that sector higher as the faet that the SEC nught actually enferce the
naked shorting mle sank in Financial stocks finished the session 6.3% higher, markng the second
consecutive session it oufperformed the other sectors and agam, helped the broader market extend
vesterdsy 5 gams,

Today's gains came before Moody's cut Mernll Lynch's ratimgs from Al to A2, Memll may suffer another
510 billion o pre-tax write-downs, mamly from exposurs 1o CDOs and other morgage-related securides.
Moody's predicted After the close, MER announced a $4.65 Billion loss and sold its stake in Bloomberg
back to the company for 84.24 Billien to rase cash. Could MER be next?
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Unltke the financials where you beat expectatioms bur have memendous losses in eamings, Microsoft

reparted higher actal eammgs bur nussed expectations by a penny'share so the stock numbled 6%% in after-
heours radng this evenmg.
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If I had to choose between buying JEM, MER or MSFT tomorrow moming, it would be MSFT without a
doub,

A slight bump i June hensmg starts helped hift mvestors hopes although the large jump was m mlt-
family umits not single family houses as shown below:
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One of the areas hardest hat by the real estate mess is Southem California. Yesterday, Data Cuuck releazed
it June survey and the follewing chart might be informative. Especially since Wells Fargo used March
20082 values to value much of its $84 Billion morrzage portfolio.
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Southern California Median Home Prices
bison In Thousands of Dollars, Source: BataCluick
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To smnmarize, the prices for vanous counties are down from the peak as shown m the following table.

Down from the Peak

Los Angeles 23.5%
Orange 23.3%
Sar Diego 28.6%
Ventura 33.3%
Riverside 36.3%

San Bemardino 365.8%

Mew jobless claims were not a2 high as expected only 366.000. Also crade cil prices continued to maove
loweer and closed below $130/bbl. Of course. the business model for most airlines have them losing money
anytime crude 15 above $65/7h1

The Philly FED index showed a shight moprovement but remaing in negative temitory as shown in the
follovang chart.
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Philadelphia Fed Survey
Pliladelphis Fed Surey

Imcdazrial Production
1.9% -

% g, production
o o o =
(4] [ (45 ] (=]
T -
lewel, Philly Fed

0%

S1.5%

20 - 14

Ju-0g
D04
Jan-05
pr-0s

Julas
D05
Jan-0G
Apr-06

JU-0G
Cct-08
Jan0F
Ppr-o07

JuloF
[nl=Sn ks
Jan-0B

JulOg

Apr-0g

Updated THTOE

%

Date Sowce. Haver Aralytics
Consenzus Cata Souwce: Markef N=rps infematons’

The U5, dollar index was higher today closing at 72.21 The vield on the 10 year TS, Treasuoy note
mereased 4.038%, the first time m a month that it was over 4%, Yesterday's report on foreign purchases of
U5, securities is causing the bond market a Little bit of concem that the FED will need to raise mterest rates
to contimue to fimd the Zrowing deficits.
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The decline in commeadities has broughs the CRB mndex down to its lowest level in & meonth ar 43260 as
WTI aude closed slightly higher ar 135.20.

Page 5 of 14



Market Musings by Fred Richards — July 17th, 2008

SCREB (R CRS EOOD INRE B itmckChartscom FWWTIC (0l (EQDY) IND @ St b hartc cor

17 ul200 Cloge 22.00 Chg 1197 (2.00%) = 1Tl 200 Choese 155 A0 Chg +0043 (H1 555 -

Wl ECRE (Daily) 432,80 F2ET Azl W3 wTIGC (Cailly) 135 B0

= FIAED] 444 0d oo —MASN L% 14528 150

ol Uclumng uncsf it tviclume undsf 142
A0 140
450 128
) 120
Bzl 126
a2l 120
10 113
a0 140
=0 108
20 100
arn oL}

We made no changes i the portfolios today. However, the Aggressive portfolio continmed to show gains
from therr long pesitions in the financial stocks as wormies over naked short positions helped move those
stocks higher.
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The financials headed higher as
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The SEC issued & subpoena to Goldman Sachs and others targetmg naked short-selling m both Lehnan and
Bear-Steams and the markets mumediately began to head luigher. The DOW went up by 277 to 11,239
and the DOG was higher by 69 to 2155,

Yesterday, we covered cur short position in TEH m the Agzressive portfolio but had net gone long. As
soon as the SEC subpoena hit the wires this moming, we closed out the short pesitions in the Aggressive

portfolio and went long meludmg TEH.

Desprte the fact that naked shor-sellng has been 1llegal for many years, hedge finds and others began to
get nervous about fail-to-deliver's znd the financials went higher.
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Of course, the Ind Qtr 2008 eamings report from Wells Fargo helped the sector also by increasing its
dividend b 10% while reported EPS was $0.33/share vs, expectations of $0_50/share, 3 $.03 difference.
Talk about Trational exuberance ... Wells Fargo net income dropped 23 percent to 53 cents/share from $.67
& vear ago. But that beat the average estimmate so the stock was higher by 32.76% m todsy's trading.
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WEC's nonperforming loans as % of total loans alse doubled from 0.51% in the 2007 2nd Qtr to this vears
1.02%. But mvestors fixated on the 3. cents and the dividend increase. No wonder the sheep lose and the
dragon wins.

Today's market rebound benefited a lot of stocks that were nearing or bad made new lows. Pethaps. the
threat of the SEC finally deing ther job about naked shori-zelling caused many to cover those shorts.
Today's winners were financials. arlines, consumer discrefionary, homebuilders mmd uildmg products.
Now, grasshopper, please tell me what improvemenss in the ecomomic pictre suddenly made some of
these stacks pop 1086, 15% and 25%. m one day?

If wou did not hear Nounel Foubim professor of ecomemics and infernational business ar New Tork
Lhiversiny, on Bloomberg TV today, you missed an interesting few minutes. He basically said:

o "Thiz iz a svetemic financial evisiz, theve iz no end fo it Its aviciour civcle betwesn a contracting
econonty and gremter credit and financial losser feeding on the economn”

«  This is by far the worst financial crizis smee the Great Depression

« Himdreds of small banks with massive exposure to real estate (the average small bank has §7% of
it assets in real estate) will go bust

» Dozens of large regionalnational banks (a7 la Indybdac) are also banknpt gven their extreme
exposure to real estate and wall also go bust

Barry Batholiz in has article Jdiors Fiddle Thile Rome Burns hits the Three Stooges and ther braymg
audience with this:

There 15 a cheice to be made: Either we regulate the Banks, or leave 1t to the vagaries of the free

markets to pumsh theose who made with, or place their assets in the wrong mstimtions. But for
God's sake, do not give us the worsr of both worlds -- do not allow banks the freedom to make
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7/14/2008

The bounce from the FED's play with FNM and FRE lasted one hour!

The FED and Treasury band-aids for a seriously troubdid Bnd FRE won't solve the basic problem
facing them. Fannie opened 32% higher and Freddie openedavgtin of 26%, leading the market
sharply higher. However, both stocks -- and the marksdw-gains dissipate on worries that the plan will
not be enough for stockholders. The plan was calledsastir' by investor Jim Rogers and a Goldman
Sachs analyst noted the potential for another 35% tetréae stock prices of each company, according to
Bloomberg.com.

Perhaps, LEH and MER as well as several regional basks &rouble. Be advised to take cover.

Borrowing short when lending long is risky when your atdfal assets are headed lower. The average
maturity for the FNM borrowing is about 3 years while tiverage mortgage is much longer. OOPS! But
the GSE's are not the only one with this problema fractional-banking system, the built-in leverage can
cut both ways ... and now it is a downward spirahasvalue of the mortgage assets decline.

The problem is now that the FED is almost out of amitran and the hand-writing is on the wall that
those firms that have not solved their problems infdne months since the FED opened the flood-gates
may collapse. There is some speculation that the lBBjpwant the existing FNM and FRE shareholders
to take at least a haircut and maybe a bath. Of cohesérgest shareholders of FNM and FRE are largely
insurance companies and pension funds. The equity ia finos are going to be adversely affected by the
FED's shenanigans.
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FNM and FRE have about $5 trillion of debt. Now if the FleDnetizes the GSE debt, the stated debt of
the U.S. government will be up 50%. And the value of the dbfar index will be under 60. Interesting
times, we live in.

We added FNM and FRE to our short positions in the Aggreportfolio near the open this morning.

The DJIA and S&P 500 closed the day at new lows whild&NtR8 DAQ and Russell 2000 are approaching
them. Tomorrow we get Bernanke testifying again sohémgtcan happen as many investors are now
simply reacting to news on the hour rather than lookirijeaeconomic situation.

If you have any more than $100,000 in an account at a bartlagse you ought to head down to the
institution and change it. The FDIC said that 10,000 depositohsdyMac had funds in excess of the
insured limit, for a total $1 billion in potentially unured funds. OOPS!

The collapse of IndyMac and Bear Stearns should be a walkall to every investor that disaster can
arrive in the blink of an eye.

WAMU lost 34% and LEH closed lower despite the FED acti®dhey had simply dreadful days today.
NCC trading was halted after losing 31% in today's tradiflge U.S. dollar index fell and could be ready

to head lower.

Gold and silver went up.
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