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Creating a housing finance
horse race on a level playing field

e The two horses 1n the race

= Originate and retain ownership of mortgages, utilizing “mortgage
holding subsidiaries,” or MHS

= Mortgage securitization; 1.€., creating mortgage-backed securities,
or MBS

= Could other horses enter the race?

» Impacts of leveling the playing field

= Stimulate a competition in housing finance absent today because of
the tax and capital tilt towards mortgage securitization and away
from holding mortgages in portfolio

= This competition will squeeze inetficiencies out
of the housing finance marketplace
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A Private-Sector alternative to Fannie Mae and
Freddie Mac — the Mortgage Holding Subsidiary model

Commercial bank, thrift,
or other financial firm
subject to capital regulation

Bank invests sufficient
equity capital to enable
its MHS to maintain at
least an AA debt rating

Bank originates and
sells home mortgages > <
to its MHS and services
those mortgages

v v
Mortgage Holding

Subsidiary (MHS):
A wholly owned or
majority-owned
subsidiary
not subject to
capital regulation

Non-insured, non-government-guaranteed
debt funding raised in the capital markets




Balance sheet composition of an MHS

(not to scale) R
Liabilities +

Assets = : :
equity capital
Cash + short-term Secured debt
investments (optional)
Mortgages held for | |
sale or securitization
(optional)
Unsecured
preferential
debt raised
' . in the
Residential capital
Mortgages markets
(1-4 family
and
multi-family)
~ Other unsecured liabilities
""""" Subordinated debt |
(optional)
Other assets Equity capital
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Key characteristics of an MHS

MHS would be funded entirely in the capital markets, as are
European mortgage banks

= MHS could not accept deposits

An MHS would operate as a giant mortgage pool funded by
essentially unsecured debt

There would be no restriction on the size or type of
residential mortgage MHS could purchase

MHS would not be subject to capital regulation

= Could be required to maintain an AA or at least an investment
grade rating on their debt

= The market would determine the
appropriate level of capital an MHS
needed, based on its risk characteristics
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Key MHS characteristics -- continued

* The parent bank’s investment in an MHS would be fully
deducted from its equity capital

= A parent could not invest in an MHS 1f that investment would
dropped the parent below a well-capitalized level

« MHS could 1ssue common stock to third parties
 An MHS would be managed by its parent bank
« MHS would be subject to FRA Sec. 23A and 23B

 MHS could enter into interest-rate swaps, credit derivatives,
and other types of derivatives contracts

* Since it is not a deposit-taking
institution, an MHS would not be
subject to the CRA
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Transition structure for fully

privatizing Fannie Mae or Freddie Mac
(highly simplified)

Holding Company
(publicly owned)

Existing GSE
(operating in a
run-off mode)

New non-GSE operating
Subsidiary (contains all
employees, facilities, etc.

Financing subsidiaries
that begin acquiring
mortgages




Initiating the privatization
of Fannie and Freddie

* One, authorize banks and thrifts to own MHS
= Key characteristics of MHS

* Two, mandate a timetable for fully privatizing F&F
 F&F adopt a Sallie Mae-like holding company structure

= Upon enactment of privatization
legislation, F&F immediately begin
running off their mortgage portfolios



Initiating the privatization
of Fannie and Freddie

* One, authorize banks and thrifts to own MHS
= Key characteristics of MHS

* Two, mandate a timetable for fully privatizing F&F
 F&F adopt a Sallie Mae-like holding company structure

= Upon enactment of privatization legislation, F&F
immediately begin running off their mortgage portfolios

= After 6 months, F&F begin a two-year
phase out of their mortgage securitization
activities
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Privatizing Fannie and Freddie:
the guarantee transition schedule

Transition GSE Non-GSE Transition GSE Non-GSE
month  guarantees guarantees month  guarantees guarantees
1 99% 1% 13 55% 45%

2 98% 2% 14 50% 50%

3 96% 4% 15 45% 55%

4 94% 6% 16 40% 60%

5 91% 9% 17 35% 65%

§ 88% 12% 18 30% 70%

7 84% 16% 19 25% 75%

8 80% 20% 20 20% 80%

9 75% 25% 21 15% 85%
10 70% 30% 22 10% 90%
11 65% 35% 23 5% 95%
12 60% 40% 24 0% 100%



Initiating the privatization
of Fannie and Freddie

* One, authorize banks and thrifts to own MHS
= Key characteristics of MHS

* Two, mandate a timetable for fully privatizing F&F
« F&F adopt a Sallie Mae-like holding company structure

= Upon enactment of privatization legislation, F&F
immediately begin running off their mortgage portfolios

= After 6 months, F&F begin a two-year phase out of their
mortgage securitization activities

= What to do about F&F’s intellectual
property?
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Circles of Value in the
housing finance horse race

* Which horse 1n the housing finance horse race will
offer the greatest value, 1.¢., the lowest cost of
financing home mortgages — the housing finance
“circle of value”

= The MHS circle of value?
= The MBS circle of value?

= Another, as yet undefined horse and its
circle of value?
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The structure of the housing finance industry
after privatizing Fannie and Freddie

* The funding of housing finance would come to be
dominated by MHS owned by large banks,
community institutions, and bankers’ banks

= The largest MHS would have assets measured 1n the
hundreds of billions of dollars

* Non-bank financial firms could compete on a level
playing field against MHS

* Mortgage product offerings would be
more varied
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The impact of privatizing Fannie and Freddie
on the total cost of home mortgages

« Eliminate excess returns-on-equity now captured by
F&F — 19-27 basis points (B.P.)

* Lower mortgage origination costs — 5-38 B.P.

 Eliminate the cost of securitization — ??? B.P.
» Other payoffs of the MHS model

= Greater variation in mortgage products
= Prepayment penalty options

= Greater consumer finance integration

= Eliminate taxpayers’ GSE risk
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Issues related to privatizing
Fannie and Freddie

Can F&F survive privatization?

= Preserving F&F as mortgage securitizers should not be a
public policy goal

What should be done with the FHL.Bs?

= The bankers’ bank concept as a privatization option

The favorable impact of F&F privatization on
predatory lending

The impact of leveling the housing finance playing
field on the housing finance industry

= Cost savings and job losses

= Sources of opposition to privatizing F&F
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Topics for further research

Determine the cost of securitization in terms of basis points
per mortgage dollar

Specify more precisely how mortgage origination costs can
be reduced under the MHS model

Quantify 1n greater detail the economics and balance sheet
structure of the MHS model

Assess the value and durability of F&F’s intellectual
property and how best to divest F&F of that property 1n a
non-discriminatory way

Refine the privatization transition time frames

* Explore further how to privatize the

FHLBs



Thank you!

I welcome your questions
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