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OVERVIEW
• The announcement that the US government is assuming control of Fannie Mae and Freddie Mac has been 

greeted with strong rallies in global equity markets. 

• A chief reason for the bounce in markets is the removal of uncertainty about the government-sponsored 
enterprises (GSEs).

THE US TREASURY PLAN
• US Treasury Department plan will essentially result in a government takeover of the mortgage giants.

• Plan will put the two companies into the conservatorship of their new regulator, the Federal Housing 
Finance Agency - meaning government control of the companies, at least temporarily.

• Under the plan:-

- The Treasury receive $1 billion of senior preferred stock in coming days, with warrants representing 

ownership stakes of 79.9% of Fannie and Freddie.

- The government will receive annual interest of 10% on its stake.

- Fannie and Freddie will have to reduce their holdings of mortgages and securities backed by home loans.

- Common stockholders of Fannie and Freddie will be last in line for any claims.

- Preferred shareholders will be second in absorbing losses.

- Interest and principal payments will continue to be made on the companies' subordinated debt.

IMPACT OF TAKEOVER

Market reversal

• The announced GSE plan has sparked a sharp recovery in credit, equity and commodity markets and a 
corresponding sell-off in US Treasuries. 

• Two factors account for these market moves. 

1) The announcement removes uncertainty about the timing and nature of a government-backed 

recapitalization of the GSEs

- That alone is sufficient to bolster markets

2)  Second, the news comes on the heels of recent sharp declines in ‘risk’ assets and equally strong gains 

in ‘safe haven’ assets.

- A reversal was therefore to be expected, given how far and fast markets had moved in recent weeks.

• Look for sharp rallies in global equities and credit, equally sharp sell-offs in government bonds and the US 
dollar at the beginning of this week.
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IMPACT OF TAKEOVER (continued…)

Is the GSEs news positive? 
• Yes, the plan removes a considerable source of uncertainty.

• Worries that the plan will place an undue fiscal burden on the US are probably exaggerated.

• Reports suggest the final cost could exceed several hundred billion dollars (though estimates are, at this 
point, premature given uncertainties about asset values and, indeed, the full extent of government 
involvement).

• Given a USD 6+ Trillion stock of US Federal debt, the net new obligations—financed over years—ought to 
have little impact on the underlying valuations of US debt or the value of the dollar.

Is this a fundamental turning point?
• The key question is whether the GSE plan will result in a fundamental improvement in the broader financial 

and economic outlook.

• The answer is that while the news is to be welcomed, it is only a necessary, but not a sufficient step in 
restoring credit allocation, confidence, and growth.

• Put differently, for this event to mark a sustained, fundamental turning point the following must happen:

i)  Mortgage rates and spreads will have to come down. 

- They almost certainly will initially, though by how much remains to be seen. 

ii)  Lower mortgage rates will have to provide a significant boost to housing demand. 
- At the margin, some improvement is likely, but we doubt that high borrowing rates alone are what ails 

asset markets most. 
- Housing oversupply, negative equity, undercapitalized banks, broken securitization markets, slumping 

consumer confidence, falling real incomes and fears of rising unemployment are other daunting 
challenges. 

• That’s just in the US. In the UK, Eurozone or Japan, growth is slumping, and for reasons only partly related 
to US housing finance. 

Reality check
• The reality is that balance sheet repair is far more widespread than just the GSEs. 

• It extends to the broader banking sector and to the household sector.

• Policy makers and consensus thinking have both repeatedly underestimated the depth of balance sheet 
problems and the impact of the attendant de-leveraging process. 

• And while housing and housing-related credit remain at the origin of the US recession, the challenges have 
spread across the economy and, indeed, around the world. 

• Quick fixes are improbable, even if this weekend’s news is a welcome and necessary step in the right 
direction. 
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CONCLUSION

• While Asian markets have rallied 3-4% on the news, Malaysian market has risen less than 1.0% largely 
due to political risks.

• We believe that this is a relief rally which should sustain for more than a day, unlike previous rallies.

• However, this is still a rally in a bear market as EPS growth is still being downgraded.

• We therefore expect that after an initial surge, the bounce in markets will fade.

• We expect renewed signs of weaker global growth will once again dominate investor considerations, 
capping any near-term rise in bond yields.

• We may not have seen the end of the equity bear market as high oil prices and the credit crunch have 
taken their toll on the global economy and growth fears have replaced inflation concerns.

• The slowing of the global economy, and the impact on corporate earnings, are likely to continue to weigh 
on equity markets for a while.
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