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Capital punishment hits mortgage market

Implications of Federal Government’s decision to bail out Fannie Mae and Freddie Mac aren’t known yet

In my March column, I sug-
gested that the government
might be forced to nationalize
Fannie Mae and Freddie Mac
as a last resort to solve the
credit market problems. Both
President Bush and Secretary
of the Treasury Paulson said they would not be bailing out the mort-
gage market. By August, Paulson was asking Congress for a
“bazooka” to deal with the problem. Apparently his trigger finger
developed an itch.

On Sept. 8, just days after mortgage delinquencies and foreclo-
sures surged to the highest levels in history, the Federal
Government, acting through the Treasury Department, and with
the Federal Reserve acting in “a consultative role,” did, in effect,
nationalize the Government-Sponsored Entities Fannie Mae and
Freddie Mac. Saying that it was not nationalization, the govern-
ment seized control of the two GSEs, and transferred control of
both to the Federal Housing Finance Agency. It has been given the
power to expand the two companies’ mortgage portfolios by $100
billion each to a maximum of $850 billion by the end of 2009. The
portfolios will shrink after that.

Presently, not all the terms of the transaction are clear, and the
implications are yet to unfold, but it can be expected that American
taxpayers will eventually be presented with a large bill. Much ink will
be spilled in coming days over the morality of this transaction, the
morality of doing it and the morality of not doing it. Nevertheless, the
Treasury found itself in the position of having to act or watch a disas-
ter of epic proportions unfold. The prospect of more write-offs for
banks, and havoc in the international credit markets was too much
to contemplate. Fannie and Freddie either originated or backed
some $5 trillion in mortgages, nearly half of the mortgages outstand-
ing in the U.S. During the first quarter of this year nearly 70 percent
of all new mortgages originated with the two firms.

Of course the CEOs of Fannie and Freddie are unemployed today;,
but no doubt comforted by their $24 million severance packages.
Taxpayers may have something to say about that.

Common shareholders of the two companies have seen over 90
percent of the value of their shares disappear this year, with the shares
dropping to penny stock status on Sept. 8. At the same time, half of
the analysts on Wall Street that covered Fannie and Freddie rated the
stock a buy on the day of their demise. I am left to wonder, one more
time, why Wall Street analysts are paid so much, or why they are paid
at all. One also wonders why anyone pays attention to them.

Several big name mutual fund managers were big losers, holding
millions of shares and buying millions more last week as the takeover
was being planned. Of course, the short sellers profited greatly.

What is unknown at this point is what will happen to the preferred
shareholders. It is likely that they will not be receiving their divi-
dends, and so the value of their holdings will fall. Shares of the most
recent preferred stock issuance of the GSEs sank to roughly 10 cents
on the dollar. Together the two firms have nearly $36 billion in pre-
ferred shares outstanding. Many investors will lose, including banks,
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What is unknown at this point is what will happen
to the preferred shareholders. It is likely that they
will not be receiving their dividends, and so the
value of their holdings will fall.

because Fannie’s and Freddie’s common and preferred are the only
equity investments that banks are allowed to make. The preferred
shares were particularly popular because banks received a 70 per-
cent tax break on the dividends. In a recent statement, bank regula-
tors said they were willing to work with banks to avoid insolvency.
They also said that there were “a limited number of smaller institu-
tions that have holdings significant compared to their capital.”

While some banks may fail as a result of the takeover, others banks
have benefited. The value of mortgage-backed securities rose after
the takeover and it is estimated that the increase in value could
expand credit by as much as $250 billion. Banks have already written
off half a trillion dollars in loans. Furthermore, the takeover removes
the risk that the two GSEs would have to suspend their purchases of
mortgages. Nationwide, 30-year fixed rate mortgages dropped from
6.26 percent to 6.08 percent, according to bankrate.com. The drop
will assist new homebuyers as well as those seeking to refinance.
Some economists expect a further decline in interest rates before
year end. Banks will no longer have to worry if there is a market for
mortgages they may have on their books, as there will continue to be
a secondary market for them.

The stock market reacted positively to the developments, then
swooned, and then recovered to end with the Dow up 289 points on
the day. However, as in the past, the initial euphoria may give way to
more pessimism, and a further down leg could follow. Even so, the
July lows may hold, and investors unwilling to commit to the market
may find themselves standing in the station as the train leaves.

In the background is an eroding world economy that will have a
negative effect on U.S. exports. The eroding global economy and
especially commodity prices have raised concerns of deflation.
The expected Fed rise in interest rates now seems deferred as
deflation takes the stage. The rapid strengthening of the dollar
could also deter U.S. export growth, but be a positive in the battle
against inflation.

In earlier columns I have alluded to the long trail that we have to
travel to reach the end of the housing and credit crisis. Housing
prices will have to stabilize before credit and equity markets can
normalize. The recent action was a giant step on that trail.

William Rutherford is the founder and president of the Portland company
Rutherford Investment Management, listed in Barron’s as one of the leading sep-
arate account managers in the country and recipient of a four-star rating from
Morningstar. He is also the author of a critical appraisal of Alan Greenspan’s
term as Fed chief, “Who Shot Goldilocks?” Contact him at 888-755-6546 or
wrutherford@rutherfordinvestment.com.




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings false
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Remove
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (Color Management Off)
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Journal Graphics Prepress_03.15.05_JM)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


