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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 troubled FNM and FRE won't solve the basic problem 
facing them.  Fannie opened 32% higher and Freddie opened with a gain of 26%, leading the market 
sharply higher. However, both stocks -- and the market -- saw gains dissipate on worries that the plan will 
not be enough for stockholders. The plan was called a "disaster" by investor Jim Rogers and a Goldman 
Sachs analyst noted the potential for another 35% retreat in the stock prices of each company, according to 
Bloomberg.com. 

Perhaps, LEH and MER as well as several regional banks are in trouble.  Be advised to take cover. 

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

The problem is now that the FED is almost out of ammunition and the hand-writing is on the wall that 
those firms that have not solved their problems in the four months since the FED opened the flood-gates 
may collapse.  There is some speculation that the FED may want the existing FNM and FRE shareholders 
to take at least a haircut and maybe a bath.  Of course, the largest shareholders of FNM and FRE are largely 
insurance companies and pension funds.  The equity in those firms 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 FED monetizes the GSE debt, the stated debt of 
the U.S. government will be up 50%.  And the value of the U.S. dollar index will be under 60.  Interesting 
times, we live in. 

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

The DJIA and S&P 500 closed the day at new lows while the NASDAQ and Russell 2000 are approaching 
them.  Tomorrow we get Bernanke testifying again so anything can happen as many investors are now 
simply reacting to news on the hour rather than looking at the economic situation. 

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

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

WAMU lost 34% and LEH closed lower despite the FED action.  They had simply dreadful days today.  
NCC trading was halted after losing 31% in today's trading.  The U.S. dollar index fell and could be ready 
to head lower. 

Gold and silver went up. 
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