ABX.HE Funds Falling Faster Than Souffle In Earthquake



Elaine Meinel Supkis


The collapse is gathering speed. And the creation of stupid schemes to 'hedge risk' meant that we have a zillion dumb funds to follow. I feel like Hansel and Gretel, following bread crumb trails in the dark forest. Today's trail of crumbs is a totally new sort of 'product', a way of spreading risk, of betting on the future by fools: ABX-HE funds. These are one of the bizarre homes for 'tranches,' those little low-moral tramps who are all risky home mortgages handed out like candies by the Witch in the Gingerbread House. And the crumbs lead to her cooking pot where she, a cannibal, eats investors! Cackle, hee hee hee.


From Global Securitisation with Deutsche Bank:
Eugene Xu and Anthony Thompson
Deutsche Bank 

On 19 January 2006, ABX.HE, a new group of credit default swap (“CDS”) indices linked to subprime RMBS securities, began trading. Collectively, the ABX.HE indices form a subgroup of the ABX index family, which is expected to eventually extend to other asset classes in the ABS market. The index has transparent rules and relies on dealers for pricing. ABX.HE is owned and administered by CDS IndexCo and Markit, the same entities that manage the well-established CDX family of indices for corporates. In the first week of its launch, trading on the indices was extremely active, with some sources estimating traded volume as high as $10 billion. This report discusses the relevant features of the ABX.HE index, as well as the implications of indexing on the ABS and CDO markets.

ABX.HE indices represent the home equity market subset of the ABX index family. The first series, ABX.HE 06-1, was launched on 19 January 2006. A new index will be created every six months on the roll date. Each new index represents the “on-the-run” until the next series is created, at which point the old series becomes “off-the-run.” We expect that the trading for on-the-run indices will be considerably more active than for the off-the-run.
The ABX.HE series will have five sub-indices representing references to securities issued within five rating categories. These are triple-A, double-A, single-A, triple-B and triple-B-.


As King Arthur yells at the cave of the Very Sharp Teeth Bunny, 'Run away!' And this is what they are doing: running like hell from the gaping mouth of hell where all of one's wealth can vanish magically whenever one goes to the cave which is the entrance to the Land of Death. Wealth that comes from life means having babies and building houses by hand and working with the neighbors to make a better town, a better community. It means growing things and making equipment and teaching the youth and protecting the elderly. The magic wealth is very dangerous. It is like the Wicked Witch Gingerbread House. She opens to door to anyone who is a greedy little dear and feeds them until they are fat and then eats them up. She is the embodiment of the dark side of Wealth.


People who imagine they found some great trick to get something for nearly nothing always know deep inside, one has to trade something and the deal all the bankers and financiers came up with was, 'If all money is fiat issue, why can't we issue stuff that is fiat and then assign a value and then trade these things?' They knew no one would ever choose to play this game unless it was attached to something physical so they set their hearts upon lending money for houses and land. This is why it is called 'real estate': it is solid. One can seize something if things go bad. So the idea of playing bidding games, gambling with loans farmed out to owners of properties was born.


There is one very serious problem with these schemes: the persons paying the loans on the real estates must hold up their end and not declare bankruptcy! Because the gambling over loans to bad credit risk people means higher returns because they have to pay high interest rates due to being crummy choices for loans, all the big players decided they could make oodles of money exchanging the value of these crummy loans over and over and each cycle, they could add two zeros. Thus, over $50+trillion was created out of thin air.


Now that the careless, hopless, crummy risk people at the bottom have dropped the bag and run for the hills all the gamblers playing cards using them as their chits are now facing a very frightened group of players who are loudly demanding their money back. All have decided to call in their chips only their chips are now tulip bulbs that have little value so the value is dropping...fast.


Note how the Deutsche Bank, a year ago, talked excitedly about how people would not exit their ABX-HE index but would, like any good pyramid scheme, attract more and more investors seeking easy returns!


Here is a sample, how one can make $200 in just 4 days:

[image: image2.png]Table 2 Buyer pays the seller on the effective date, when index levels are above par

A Index trade level 100125

B. Notional amount $10 million

C. Coupon (fixed rate) 18bp

D. Settlement date 23 January 2006
E Accrued from date 19 January 2006
F.Days accrued (D~E) 4

G. Coupon accrued (C x B x F/360) $200

H. Net value of the contract (B x (A~100)/100) $12:500

1. Buyer pays seller (H +G ) $12700

Source: Deutsche Bank





Who wouldn't like to make $200 in 4 days while watching TV and drinking a beer? Much better than actual work, right? But like all tricky goodies handed out by cackling Witches in Gingerbread domiciles, there are strings attached. Namely, the pool of money turning to gold can just as swiftly turn to ashes.

[image: image3.png]Table 3: Seller pays the buyer on the effective date, when index levels are blow par

A Index trade level 995

B. Notional amount $10 million

. Coupon 267bp

D. Settlement date 23 January 2006
E Accrued from date 19 January 2006
F.Days accrued (D~E) 4

G. Coupon accrued (C x B x F/360) $2967
H. Net value of the contract (B x (A~100)/100) ~ -$50000
1. Buyer pays seller (H +G ) 847033

Note:Viewed from the perspective of the CDS, the buyer of an ABX HE index s effectvely a sele of protection on the
reference obligations.The seler of an ABKHE index s a buyer of potecton on the constituent reference obligations.From the
perspective ofsynthetic ABS bonds,the sller of an ABX HE index i short synthetic home equity bonds; the buyer of an
ABXHE index s Long synthetic home equity bonds.

Source: Deutsche Bank






So, if what happens is what is happening today happens, you can lose in 4 days, $3,000? Whoa! That is a bit of spare change. That is 40 six packs of Saranac beer! Try drinking that in 4 days! Burp. Well, the Wicked Witch has a bottomless pit for a stomach and can toss back that and more!


Graph information from Markit.com, a hedge fund information clearinghouse. 





Sooooo, my little pretties! It looks like the Wicked Witch is eating a lot of money, isn't she? If you can lose $3,000 on a $50,000 bet in 4 days in or as in today's case, ONE day, if the fund drops from 100 to 99, look at this chart above!!!


The loses, as I am writing, are around $15,000 out of $50,000. Sigh. Someone should watch out for flying objects from windows in the major bourse cities. So by the end of July, the Witch wins every penny, right? She is, by the way, related to the Furies and the Norns and all those wild-haired, vicious ladies of the night who determine our fates and who chase us in our nightmares. 


Here is the final assurance from Deutsche Bank, a bank I used to bank with, by the way (shuddering):

These second generation tools will give the market a wider variety of choices to manage risk and exploit arbitrage opportunities.

I suppose the idea one manages risk will cease being something this foolish which is like managing a violent three-headed hell hound by sticking your arm (or other parts unmentionable) into their mouths.


From Reuters:
Benchmark subprime mortgage ABX indexes fell to fresh record lows in nervous trading on Monday, as concerns mounted over the rapid deterioration of subprime loans made last year, traders said. 

"It's another big selling wave. There's really no new information. The repricing in the index is more sentiment driven," said one ABX trader.

This 'sentiment' is called 'screaming fear.' I think this fear is well placed. The comely, friendly lady with the lollipops and gum drops is trying to drop the investors into her steaming pot of boiling spiders and slugs! So of course, everyone wants to rush the door. Or push her into an oven. Maybe hand her over to the Chinese to shoot. The Germans knew better, by the way. They know what economic disaster looks like and they used to be very sober and careful knowing the hell that gapes at one's feet if things go badly.


From Reuters:

ABX, used by investors to hedge their subprime mortgage exposure, hit fresh intraday lows on Monday. The ABX 07-1 "BBB-" index, which is tied to subprime mortgage loans made in last year's second half, fell to 53.16, below its recent record low close of 54.54 on Friday. The index has tumbled 43 percent since January.


So they are now at a loss of $25,000 on a $50,000 scrap of paper written on dirty napkins used to wipe the candy drool off of Hansel und Gretel's dear little cheeks? Anyone want to buy these? Someday, they will be worth millions! After all the deadbeats in the real estate market return and pay up!


From Agora Financial:
The National Automotive Finance Association and Manheim Consulting reports a 5% increase in repossessions in 2006. Plus, a 15% hike for owners with less-than-perfect credit. The subprime auto loan business looks as ripe for a meltdown as the subprime mortgage market: 

In 2006, more than half of subprime auto loans were made to buyers of “super high” credit risk -- those with FICO scores less than 549. That figure is up from a little over one-third in 2005


Like housing, cars are 'real' and can be confisticated. I knew someone who did this for a living. He carried a gun and had an arrest record and was frankly, a biker who was prone to irritable violence. A good friend who would die for me, heh. Well, he dealt with deadbeat car owners. Usually, he came roaring in at night and with his biker brother, would heist the car and vanish. But woe betide anyone disputing him. This is why he did this for a living: he was pretty brutal.


He no longer does this for a living because his parol officer asked him to stop.


But the fact remains, a $50,000 car, the minute you slam the door and drive out of the car dealership, loses 20% of its value! And after one year, 50% of its value if you keep it in a garage and drive it only on Sundays with the preacher's granny. So betting on these in the derivative markets is pure stupidity. And I can see from the $5,000 off if you buy our car ads I get in the mail, car dealers are desperate. They aren't selling cars much in Japan, the world's #2 economy and if the car sales here die, this will slay Japan as well as the US auto makers.


So the bad loans to crummy car owners explodes!


From Xinhua:
Brilliance China Automotive Holdings Ltd, the country's first overseas-listed company, has announced it's pulling out of the New York Stock Exchange (NYSE) because of falling trading volume and rising costs. 

The partner of German premium carmaker BMW AG said in a statement that it resolved to withdraw its American depositary shares (ADSs), each representing 100 ordinary shares with a par value of $0.01, from the NYSE, where it listed in 1992.


The Chinese are still trying to figure out how our stocks work. Their stocks work at home, here is a different story. Americans are suspicious of Chinese stocks. Well, they better be suspicious of American stocks! This realization is still not quite penetrating many minds...yet.


From Xinhua:
China's currency, the yuan, hit a new high against the U.S. dollar on Tuesday, according to the Chinese Foreign Exchange Trading System. 

The value of the yuan went up 240 basis points from Monday's 7.6085 against the U.S. dollar to open for trade on Tuesday at 7.5845, the highest rate since the yuan was revalued by 2.1 percent from 8.28 yuan in July 2005.

It is the 49th time that the yuan's value has hit a record this year, climbing by 2,242 basis points from 7.8087 on the last trading day of 2006.


So, the yuan continues to rise and the yen fall so American politicians worry about forcing the yuan up. Right. When going insane, one might as well scream and run through walls and pass out! Of course, the yuan doesn't have to do a thing in order to rise, the dollar is dying and Bernanke's insane remarks that inflation is caused by us WANTING it or NOT WANTING it means sane investors better flee because insane financial officers who are guiding economies are dangerous as all hell.


Bernanke should be fired for his remarkable remarks. I seriously wonder if anyone can stomach this fool much longer. Maybe naked fear will force investors to storm the Federal Reserve with pitchforks and torches only... they want magic. They want easy money. They want 1% interest to be handed out so they can then carry this over to car and home loans and give them to deadbeats pretending they will pay back at 7% interest! Whoo hoo.


From Xinhua:
China's foreign exchange reserve reached 1.33 trillion U.S. dollars at the end of June, up 41.6 percent from the same period of last year, the People's Bank of China announced here Wednesday. 

A total of 266.3 billion U.S. dollars were added to the country's foreign exchange reserve in the first half of 2007, 144 billion U.S. dollars more than a year ago, said the central bank.

The six-month rise is higher than the whole-year rise of 247.3 billion U.S. dollars in 2006.


If the Chinese Dragon is adding another $266 billion (yes, billion) every six months to the huge sack I draw all the time, this sack will grow by $700 billion a year? This is...astonishing. The Japanese are reading this today and grinding their teeth. Things are out of control. The vast powers of the Dragon are fed by this money! And its wings now span much of Asia and the baleful eye of the Dragon is on Miz Japan.


From the BBC:
The euro has risen to new highs against the dollar, near the $1.38 mark, amid lingering worries about the US economy. 

With investors fearful the US housing slump will hit the wider economy, the euro rose as high as $1.3784 before pulling back slightly to $1.3767.

The dollar's latest fall came after the Standard & Poor's credit rating agency said it may downgrade $12.1bn of bonds backed by US sub-prime home loans.

Meanwhile, the pound hit $2.0322 as it extended its gains against the dollar.


Frightened savers, investors and anyone with two pennies in their banks are running to Europe and China to put their money into safe accounts! The allure of the candy coated Credit Default Swap indices is fading fast. Seeing fellow investors being eaten by Wicked Witches is quite a sight.


From Xinhua:
China on Tuesday expressed indignation and resolute opposition to advertisements run by the San Francisco bureau of the FBI in local Chinese language newspapers. 

The advertisements purportedly asked readers to report on any foreign power trying to gather information that could harm the United States, and specifically mentioned China, implying that the Chinese Ministry of State Security had infringed on U.S. security interests.

"The contents of the advertisements by the United States side are groundless, and China is indignant about them," Chinese Foreign Ministry spokesman Qin Gang said at a regular press conference.

We are poking at the Dragon hoping for a trade war. Just in time for us to run over there to beg them to buy more of our bonds. Our government is very proud that our budget deficit this year is 'only' over $200 billion. Just a short 10 years ago, this was considered very bad news. Today, it is good news. We fully expect the Dragon to rush out and buy our nice bonds. Pretty please. Then we will try to stab it in the face. 


I remember a lot of fairy tales about dragons. It is dangerous to play or annoy them unless you are a Hero and our leaders are Zeros.
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