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THE DISMAL OPTIMIST
F. Scott: You know, Ernest, those foreign central bank guys are different from you and me.

Ernest: Yeah, Ben and Hank return their phone calls.

FAN/FRED—LOOK MOM, NO CAPITAL

It is becoming clearer by the day what US Treasury Secretary Hank Paulson’s and his silent co-conspirator Federal Reserve Chairman Ben Bernanke’s real strategy is with regard to Fannie Mae and Freddie Mac: 

1. Tell the world that the US government will not let Fan/Fred’s debt obligations default and pray that Fan/Fred can continue to roll over their debt in the capital markets without the government or the Fed actually forking up any money. Passage of the recent Federal Housing Finance Regulatory Reform Act of 2008 gives Paulson the authority to say this. Of course nobody knows what Hank/Ben say in private. But presumably when say the Peoples Bank of China (PBOC) calls to ask if the obligations of Fannie and Freddie are good, the Chinese get an affirmative answer. Ditto for the Bank of Japan and other large holders of US government and agency debt. The PBOC has about US 2 trillion in reserves and presumably a ton of Fannie and Freddie debt.  The five trillion dollar plus of Fannie and Freddie obligations are now effectively US government debt. Hank Paulson and Ben Bernanke deserve a raise: They are now the world’s biggest salesmen of US government junk bonds. 
2. Issue pious platitudes about the companies’ need to eventually raise more capital.

So far, the Hank/Ben strategy, with full Congressional backing, is working.

A real private sector financial company has to have adequate capital including loan loss reserves to protect depositors and debt holders against losses from non performing loans. In fact, no such requirement has been imposed on the Fan/Fred complex.

There are four ways you can look at Fan/Fred’s capital:

1. Book capital. Take any measure you want – my favorite would be book equity plus loan loss reserves – and make a judgment about its adequacy. By this measure, Fannie Mae as of June 30, 2008 had a capital ratio of 1.65% and Freddie a ratio of .85%. Is this sufficient? Not in my opinion. Were Fan/Fred real private companies without the explicit government guarantee, they would shut down tomorrow. They wouldn’t be able to raise a penny in the debt markets with their current capital levels.
Here’s how the math works on this. Fannie Mae’s current non-performing loan ratio (loans 90 days or more delinquent/ residential single family loan book) is 1.36%. Freddie’s ratio is   1.01%.  Sounds low. But not when the companies have so little capital. For one thing according to the companies’ own estimates these nonperforming ratios are going to rise substantially in the next year. 
Then there is something called “severity.” Severity is the ratio of total losses incurred on non-performing loans. So what you do is multiply the projected non-performing ratio by the projected severity. You get something called the cumulative default rate. In other words if non-performers go to 3% and the severity ratio is 50% -- not unreasonable assumptions in my opinion-- you get a cumulative default rate of 1.5% or 150 basis points. That rate – which is one I have seen used by at least one major brokerage house -- would wipe out Fannie and Freddie’s current book capital as I have calculated it.  Of course the companies still have some time to build up loan loss reserves before coming defaults finally turn into actual losses. But what if their cumulative default rate turns out to be worse? The point is the margin for error is very low. Truly private companies would be required to have more capital.
Analysts – those who still have their jobs -- are now spending a lot of time and computer energy trying to correctly project cumulative default rates for Fannie and Freddie and for other financial institutions. It isn’t an easy task. But consider that many analysts believe the drop in US housing prices has another 50% to go and that some forecasts call for the bottom in the housing market in 2010. A substantial portion of US mortgage borrowers are now in a negative equity position – their homes are worth less than their mortgage. In the US the lenders usually don’t go after you if you hand them back the keys to your house and stop paying the mortgage.  Consider that this time an army of all kinds of “creative” mortgages that never should have been originated are defaulting or will soon default. Alt-A (low documentation) mortgages, subprime mortgages, interest only mortgages, and option ARM mortgages—all mortgages that would never have been made prior to 2000. Consider that forty percent of US home sales are now reportedly foreclosures or so-called short sales. 
Severity is going to be a big number. In Miami for example, one of the nation’s big problem areas for housing, the new condos are still coming on stream like the unceasing flow of Cuban coffee on Calle Ocho. Build and they will come. Well not now. There are no buyers. Just, according to the Miami Herald, the occasional squatter.
Another severity problem. Fannie and Freddie have set up special programs to work with borrowers so as to avoid foreclosure. I wish them luck. Hopefully these programs will not just postpone the inevitable.  But the problem is so many mortgages have been securitized, repackaged, and put in various tranches in securities that require a PhD in physics to understand. It isn’t easy to find out who really owns many of the underlying mortgages. The tranches have legally defined relative risk profiles. Changes in mortgages’ interest and repayment schedules could alter the various tranches’ relative risk profiles. People are talking about “tranche warfare.”

2. Regulatory Capital – Fan/Fred’s latest regulator, now the Federal Housing Finance Agency or FHFA (Washington loves acronyms), sets a standard of capital based on its own definition. Fannie and Freddie at this moment exceed that standard. But who cares? The FHFA standard has no economic significance. However even this requirement might be a problem in the future especially for Freddie Mac. Freddie could drop below the government’s regulatory capital requirement by year end. This would be an embarrassment to say the least.
3. Fair Value—Theoretically this standard makes a great deal of sense and gets the occasional headline. Assets and liabilities are marked to market value. Except in the case of a substantial number of Fan/Fred assets, nobody really knows what the market value is. Fannie and Freddie’s fair value at 6/30/2008 were $12.5 billion and -$ 5.6 billion respectively. Not good.

4. Government Capital – This is the real standard now being applied to Fannie and Freddie. Basically, it means that since Fannie and Freddie’s liabilities including their mortgage backed securities have the explicit guarantee of the US government, Fan/Fred really don’t need any capital at all! Of course the government will never say this. Hence the pious platitudes about the need to raise capital. Government capital is really no capital -- the best of all.
The Likely Course of Events

Paulson’s strategy is that since he has explicitly stated that the government will put money into Fannie and Freddie if it has to and that Congress has backed this up with legislation, that the market will not in practice require him to do so.

So far the strategy has worked and perhaps from the government’s point of view it’s worth trying. Who knows? Paulson may turn out to be the world’s best poker player.

 However, I do not believe this strategy will work forever, especially if as seems likely the American housing market continues to sag and Fannie and Freddie’s losses pile up. And what about when the other walking wounded like the FDIC –there are a number of banks that will soon fail-- and the auto companies and the airlines line up for Treasury handouts. Which they will. The true test here is whether the market will continue to allow Fannie Mae and Freddie Mac to refund their debt obligations without an injection of government money. I don’t think they will. The markets eventually will require a Fan/Fred financial love token from Mr. Paulson.
What Happens If the Debt Markets Call Paulson’s Bluff?

Then he will have to inject government money into Fannie and Freddie. A default on Fan/Fred debt or MBS securities is inconceivable and the equivalent of a US government default.

After that however things get complicated. How will this government money be injected? One way would be for the Treasury and/or the Fed to simply buy Fan/Fred issues themselves. That’s the simple solution. The problem with that is that the government will then be loaning Fan/Fred money to bail out the preferred and common shareholders and to reward their inept, plutocratic managements. The Treasury loans Fannie and Freddie money to pay preferred dividends and keep certified management failures in place. Great.

A second method would be for the Treasury to come in as it did once upon a time with Chrysler with a giant senior preferred issue. Presumably dividends to existing preferred and of course common shareholders would be suspended until the companies recapitalized in the private markets. The problem with this is who are the holders of the outstanding preferreds? Are they foreign central banks? Are they US banks with problems of their own that will only get worse with a suspension of Fan/Fred dividends? Or are they little people, like the hapless depositors with over $100,000 in the late IndyMac. Hank Paulson can screw the little people without troubling his macroeconomic conscience. The PBOC is another matter.
Stay tuned.
