Federal Underwriting of Mortgage Pools

monthly payments, the cash passes through the servicing agent, to the
loan pooler, and on to the holders of the Ginnie Mae certificates. Gin-
nie Mae guarantees the payment to holders of the certificates but not the
individual mortgage loans.

Of the four underwriting agencies, Ginnie Mae is the only one
authorized to issue a “government guarantee,” a commitment backed by
the full faith and credit of the United States. For this commitment, Gin-
nie Mae charges a fee amounting to 6 basis points (six one hundredths of
1% of the commitment amount). A pooler who owns the right to service
each individual mortgage in the pool is limited to a servicing fee of 44
basis points on Ginnie Mae I MBS and the same commitment fee of 6
basis points, and from as little as 25 basis points to as high as 75 basis
points for servicing fees on Ginnie Mae II MBS. Application fees for the
commitment guarantee are $500 on the first $1.5 million of mortgage
pool purchase commitment and an additional $200 on each additional

increment of $1 million.

A Ginnie Mae certificate, called a “Ginnie Mae” in financial markets,
offers a powerful incentive for an investor. It carries the zero-risk equiva-
lent of a government bond and offers up to 1 percentage point higher
return than the bonds. While the smallest denomination of a Ginnie Mae

is $25,000, a number of mutual funds offer participation in much smaller

denominations.
Mae’s MBS outstanding amounted

In the third quarter of 2014, Ginnie :
to $1.44 trillion, or 14.62% of the $9.85 billion of residential mortgage

debt in this country. o
the last five years to meet Ginnie Mae’s

It has become more difficult in :
be an issuer of MBS or HMBS. The require-

aken directly from the Ginnie Mae website.
s to meet the following minimum criteria:

eligibility requirements to
ments language below was t
Ginnie Mae requires its Issuer

« Issuers must be approved F
mortgagee approved only asan
ble to be a Ginnie Mae Issuer.

* Issuers must possess demons
capacity in the underwriting,

HA mortgagees in good standing. A
FHA loan correspondent is not eligi-

trated experience and management
origination, and servicing of mort-
gage loans. Issuers may utilize a Ginnie Mae approved sub-servicer;
however, the Issuer must have an individual on its staff to oversee
the sub-servicer’s performance. This individual must possess at

least three years of broad servicing experience.

131



132 CHAPTER S Mortgage Money: The Secondary Market

*  Issuers must have fidelity bond and a “mortgagee errors and omis-
sions” policy in effect. | B
* Issuers must have a quality control plan in place for underwriting,

originating, and servicing mortgage loans as well as for secondary
marketing,

Net Worth Requirement: For the Single-Family Program, Issuers
must have a minimum net worth of $2,500,000. For the HMBS pro-
grams, Issuers must have a minimum net worth of $5,000,000. For
the multifamily program, Issuers must have g minimum net worth

of $1,000,000. For the manufactured housing program, Issuers must
have a minimum pet worth of $10,000,000.

Liquidity Requirement: For the Single-Family, Multifamily, and

HMBS programs, Issuers must also have liquid assets totaling 20% of
its Ginnie Mae net wortl, requirement.

lnstitution-wide i

1t 0
" Were appointed by the preside 5
rried g 2,25 ; o oith the U
Treasury. Congress seys | its Whon line of credit with

Ginnie Mae, "Eligibility Raquiraments.

f
i i
" Listed I the Na: , . sectio” N
GinnieMae.gov. Accessed Dec 29, 2014 o htt'ﬁomg B.usu.nqss with Gm-mm::ine"‘w“

ginnicmufusuer.rosourceslhow,to_b.co P NWW.ginniemae. gov/doing-

'M-l"-i“UGr’pages/eligibility_requiremen“-“l’ﬂ
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amount that all federal agencies may purchase. In late 2008, the Treasury
agreed to fund up to $810 billion in loans investments to shore up both
Fannie Mae and Freddie Mac. At the time, it was announced that the huge
combined portfolio of $1.5 trillion was to be reduced by 10% a year. Nei-

ther Fannie Mae nor Freddie Mac has more than $250 billion. (Note, this

was later changed to a 15% annual reduction rate in 2012.)

From its creation as a part of the savings association system in 1970 for
the purpose of purchasing mortgage loans, Freddie Mac has favored secu-
ritizing loans. Rather than purchasing loans for its portfolio, a practice
initially followed by Fannie Mae, Freddie Mac elected to raise its money
through the sale of mortgage participation certificates. These certificates,
called “PCs” in the financial market, are backed by multimillion-dollar
blocks of geographically diversified single-family (one- to four-family)
loans that serve as collateral. The certificates are unconditionally guaran-

teed by Freddie Mac. This is an “agency” guarantee, which falls short of-a
federal government guarantee. What is meant by an agency gu.arafltee is
that, while the agency is not legally a part of the govergment, its tles‘ are
close enough that investors assume the government wﬂl not allow it to
default on an obligation. But there is no legal obligation for the govern-
ment to do so. Warning signs that an implicit guarantee was d.eveloplng,
along with the possibility of a housing finance crisis, were beng openly
discussed in 2003, and John Corzine (D-NJ) proposed legislation to put
Fannie Mae and Freddie Mac under the supervision of the U.S: Tre'as-
ury department as part of a new agency, to be responsive to dlI‘CCFlOg
from the Secretary of the Treasury—an agency that would b.e authonzeh
and directed to regulate and supervise Fannie and F.re.ddle a§ thogg
they were insured banks. This would have included raising their capital
requirements to levels currently deemed adequate for insured banks, and
limiting their activities outside the secondary mortgage market. Unfort.u-
nately, Senate Bill 1508, written for the creation of a “Federal Enterprise
Regulatory Reform Act of 2003, failed to gain enough support to pz?ss.
Ironically, it was opposed by Congressman Barney Frank, the rz_mkmg
member of the Financial Services Committee, who described Fannie Mae
and Freddie Mac as “not facing any kind of financial crisis.™ A similar
bill of the same name was introduced by Senator Chuck Hagel (R-NE) in

—_—

‘L?baton, Stephen. “New Agency Proposed to Oversee Freddie Mac and Fannie Mae.” The New York
Times, Sept. 11, 2003.
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2005 with the support of such powerful co-sponsors as Senators Elizabeth

Dole, John McCain, and John Sununu, but it too failed to pass.
Freddie Mac acquires its loans through purchases from its approved

seller/servicers. While these have been mostly savings associations, the
right to do business with Freddie Mac is open to any loan originator meet-
ing its qualifications. However, as a part of the savings association system,
its policies are more suitable for loan originators who hold deposit assets.
Most of its purchases are conventional loans that must carry private mort-
gage insurance unless there is a 20% or more down payment. Freddie Mac
may also acquire FHA and VA loans, but almost all of these loans are now

handled through Ginnie Mae.
Even though Freddie Mac earns most of its money from fees charged

for underwriting blocks of mortgage loans, it still holds a relatively small
amount of mortgage loans in its own portfolio earning interest. On Sep-
tember 30, 2010, its loan portfolio amounted to a little over $302 billion,
v'vhile its mortgage-backed securities programs amounted to $2.192 tril
lion, totaling a market share of 21% of all residential mortgage loans. This
figure represents an increase from a 12% and 16% market share in 1987
and 1998, respectively,

Federal National Mortgage Association (Fannie Mae)

The oldest participant in the secondary mortgage loan market is Fani
Mae. Fannie Mae began its life in 1938 a5 a government agency respo™
sible for purchasing only FHA loans. At that time, Congress cor rect!
anticipated a rejection of the newly formed FHA-insured loan ngraﬂ‘
.b y regulated lenders. The solution was to create another method of fu"
ing loans through their sale to secondary-market investors. Since
@arket Was close to nonexistent in those days, Fannie Mae was e :::
lished as a part of the original act creating the'FHA for the purP**,.,
,[:):;cshasing FHA loans. Later, Fannie Mae was authorized to also ™% '
In those early days, the loan originators willing to work with ! s
loans were mostly mortgage companies, They were able to fun th,:u.
lf)ans through sale to Fannie Mae, thys bypassing depository msz‘rs‘
tions. Ever since, Fannie Mae has worked closely with mortgag® Cz:,.n“

nies by providing forward loan commitments that give good %
of funding.
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In 1968, Fannie Mae was converted from a government agency to a
federally chartered private corporation with its stock listed on the New
York Stock Exchange. However, through its federal charter, it retains close
ties to the United States government. For example, five of its 18 directors
are appointed by the president of the United States, and it can borrow
up to $225 billion from the U.S. Treasury. Fannie Mae is subject to an
oversight committee under HUD, as is Freddie Mac, and its policies must
conform to government requirements. After becoming a private corpora-
tion in 1968, Fannie Mae expanded its loan purchases from FHA and VA
loans to include the much larger market for conventional loans.

Fannie Mae has long followed the policy of selling short-term securi-
ties, mostly debenture bonds, and using the proceeds to buy loans for its
own portfolio. Its profits have come from the difference between what
it paid its bondholders and what it earned on its mortgage loan portfo-
lio. When this margin began to dry up in the early 1980s, Fannie Mae
shifted to selling services for fees. In 1982, it undertook the guarantee
of mortgage-backed securities for its seller/servicers. The gr1arantee is an
“agency” guarantee, like Freddie Macs. In addition, Fannie Mae began
assembling its own blocks of mortgage loans to use as collateral for other

mortgage-backed securities.

Ags (g)f 1992, Fannie Mae was overseen by the Office of_ Federal Hqus-
ing Enterprise Oversight (OFHEO), and the Federal Housing %?terpns;f
Financial Safety and Soundness Act of 1992 (FHEFSSA). These en :
ties were created to reduce the risk of failure of Government.-Sponso'Ir.fl
Enterprises (GSEs) like Ginnie Mae, Fannie Mae, anri Freddre I\f/?c. o ;
OFHEO used to issue regulations necessary to Carrying Oltllt1 ltZSEnC o
and purpose, examine and set risk-based capital levels for e GSEs, »
initiate administrative and enforcement actions. Thesc.: agermes proved to
be less than effective, however,® and the Federal Housing Finance Ag;ncz
(FHFA) was created on July 30, 2008, when President Geor§e OVXS '11-1;
signed into law the Housing and Economic Recovery Act o 2‘ 0 . The
act created a regulator with the authority necessary to oversee v1t‘ com-
Ponents of the United States secondary mortgage markets.: F-‘anme Mae,
Freddie Mac, and the Federal Home Loan Banks. In addlt.xon, this law
combined the staffs of the Office of Federal Housing Enterprise Oversight
(OFHEOQ), the Federal Housing Finance Board (FHFB), and the GSE

—_—

sp'm'Yn Edward. “The McCain Blame Game Misfires.” ThinkProgress.org, Sept. ‘_9' 2008. Accessed
Dec. 28,2014 ot hnpzllthinkprogms.orgleconomy/Z008/09/19/172363Imcwn-bhmo-gamol
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mission office at the Department of Housing and Urban Developm.ent
(HUD). With the very turbulent market facing the world, strengthening

the regulatory and supervisory oversight of the 14 housing-related GSEs
seemed imperative. The establishment of FHFA will hopefully promote

a stronger, safer U.S. housing finance system. Fannie Mae is currently in
conservatorship and under the oversight of the Federal Housing Finance
Agency, and consequently not able to fully function independently,
meaning it cannot fund loans or issue securities without intervention
and support from the Federal Reserve Bank. In a very few years, Fannie
Mae’s MBS programs had exceeded its portfolio of loans. As of the 3rd
quarter 2014, its loan portfolio and mortgage-backed securities programs |
amounted to $2.86 trillion, totaling a market share of 29% of all residen-
tial mortgage loans. This figure represents an increase from a 17% and 4%
market share in 2000 and 2010, respectively, Considering the importance
of these GSEs on the US, economy and mortgage market, it is clear that
an intensified focus must be placed on the oversight of Fannie Mae, Fred-
die Mac, and the Federal Home Loan Banks.

| As of early 2015, there wag still no final resolution of the conservator-
ship. F@nie Mae is still under the oversight of the FHFA, and how Fannie

primarily to financial ingtjpys; ' -
' Nstitutions that deq) i, agricultural loans. F? ¥

"aS originally patterned after Ginnié pot
. Pools of farm loans, Farmer Mac ¢o a0
purchase loans;. rather, it granteq approval for loan poolers and ¢ Joa®
that were permitted i its pools, P i
Farmer Mac or iginally had ofhe "estrictions, For instance: ! C‘:l;"
. : ol
provide only a 90% guarantee fy, the timely repayment of its ™" zoﬂ"

backed securities. The other agencies could guarantee 100%. Furth’

N
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its securities had to pass requirements of the Securities and Exchange
Commission, which the other agencies did not, and poolers were required
to establish a 10% reserve for each pool. These restrictions impeded the
credit enhancement for agricultural loans. Another factor that hampered
its growth was a substantially improving farm economy in the late 1980s,
which did not need as much help with credit.

Limitations on Farmer Mac changed with Public Law 104-105, signed
by President Clinton on February 10, 1996. Farmer Mac was thereby
granted about the same powers as Fannie Mae and Freddie Mac. It can
now purchase agricultural loans directly from originators and can issue
its own 100% guaranteed, mortgage-backed securities based on its loan

pools.

A qual
land or structures that are used for the pro
cultural commodities. In general, individual loans may not exceed $2.5

million—a measure intended to preserve smaller, family-run farms. Loan
pools may also consist of rural housing loans. Such loans are defined as
those made to finance single-family residential dwe
and communities with populations of no more than 2,500. .

Farmer Mac did not issue its first guarantee certificates until 1992.

These took the form of a $233 million package of securities collateralized
ted by Travelers Insurance Company.

by agricultural loans that was origina e ¢
Si);nci the law passed in 1996, Farmer Mac has become Amerlcz.ts se;lon;l-
ary market for first-mortgage agricultural real estate loa:ns,- pnfnar yrcz
purchasing qualified loans from lenders, there!)y replenishing 1tsbso.u -
of funds to make new loans. Farmer Mac funds its loan Purchases. y 1s:l111
ing debt or securities backed by pools of loans and selling ther?lmt(cl) bl:
capital markets. In so doing, Farmer Mac facilitates .tlfe flow obl enda 1
money from Wall Street to rural America, thus providing a stable sugp y
of mortgage credit to lenders and borrowers: It has used tlflrﬁe sec‘:on ary
funding programs to accomplish its mission. These are as 10 OWS:

* The Farmer Mac I Program, whereby Farmer Mac purchases quali-

fied loans from lenders who are approved sellers, replenishing 1ts:
Farmer Mac meets lenders

source of funds to make new loans.
unique needs tdlfrozgh structures that shift tht-: crffdit .risls to Farmer
Mac, while leaving the loans with the originating institution.

* TheFarmer MaclII Program, whereby Farmer Mac provides second-
ary-market funding to support USDA-guaranteed loans. Through

ified agricultural real estate loan is defined as one secured by
duction of one or more agri-

llings in rural areas
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Farmer Mac II, lenders sell the guaranteed portions of USD!% loans
directly to Farmer Mac. Farmer Mac buys the guaranteed portions at
attractive rates, allowing agricultural lenders to increase profits and pro-
vide better services to their borrowers and communities.
The Farmer Mac ITI Program, which offers the option of combining
both Farmer Mac I and II by purchasing first-lien mortgage loans
that are senior to loans guaranteed via state or federal programs.
Farmer Mac’s greater powers granted in 2008 have not had sufficient

time for analysts to be able to judge whether Farmer Mac III new
limits impact the farm credit markets,

By June 30, 2014, Farmer Mac held $5.1 billion in securitizations as
investments and over $13.7 billion in outstanding securitizations.

$750 milliop ¢ $9 billion System-wide
Atthat time, g9 billi ‘

: ns total - ing 0"
its for this Program haye continye ? 8189 Sl gl a6

Ongress created

th N s
help banks finance housie FHLB System during the Depression ¢!

n ) ' 1 noﬂlY.
In the 19305, banks we 610 one effoyy 10 restore the nations €< of

. 1
mortgage loans, g the o Particularly interested in makité nHl
Banks found o, CXperienceq substantial defaults T o

Other kinds of Investmeng and grew in manifold Wo° o
ing subsequen years of OPeration, Togyy, e i me FHLB i
ranks second only o Fanpie ™ Y I net assets, the i
The MPF represe —— dee
nd their efff)rt 1 importyp Incentive to regulated Icl‘O""r,
expa $in the MOrtgage loan ori gination market
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Mortgage Partnership Finance Program® (MPF®)

number of years, mortgage companies have expanded their market share
of the residential mortgage market to well over 50%, dealing primarily
through nonbank lenders and the sale of mortgages to federal agencies
and private lenders to be securitized.

The MPF program allows the FHL Bank to purchase mortgages from,
or fund them through, its participating member institutions. The pro-
gram is limited to fixed-rate mortgages on one- to four-family residences
originated by these member institutions. The size of eligible loans is lim-
ited to conforming loan limits, generally up to $417,000 as of 2014.

The program is an alternative to selling these loans to a secondary-
market agency and paying a guarantee fee. The FHL Bank manages the

funding, interest rate, liquidity, and prepayment risks associated with the
loans. Participating lenders eliminate the interest rate risk of their fixed-

rate loans while fully maintaining their customer relationships.

What You Should Know About GSEs

A Government-Sponsored Enterprise (GSE) is:
« 2 financial services corporation created by the United States

Congress

e used to enhance th .
omy and make those segments of the capital m

cient and transparent :
used to enhance the availability and reduce the cost of credit to

the targeted borrowing sectors (agriculture, home finance, and

education)

e flow of credit to targeted sectors of the econ-
arket more effi-

The following are the major GSEs:

* Federal Farm Credit Banks (FCBanks) (1916)
* The 12 Federal Home Loan Banks (FHLBanks) (1932)
* FPederal National Mortgage Association (Fannie Mae) (1938~
2008*)
. ?overnment National Mortgage Association (Ginnie Mae)
1968)

139



140 CHAPTER 5 Mortgage Money: The Secondary Market

Federal Home Loan Mortgage Corporation (Freddie Mac)

(1970-2008%) .
Student Loan Marketing Association (Sallie Mae) (1972-2004**)

Federal Agricultural Mortgage Corporation (Farmer Mac)

(1987)
- Financing Corporation (FICO) (1987)
¢ Resolution Funding Corporation (REFCORP) (1989)

* National Veteran Business Development Corporation (1999)

*Taken over by the federal government in 2008,
“Privatized in 2004; no longer a GSE.

LOAN POOLS

Assembling a block of loans into a Joan pool can be arranged by a numbe'
of different types of companies: investment bankers, commercial banks
finance companies, large real estate brokerages, Fannie Mae, Freddie Ma©
and even home builders, I oap pools serve as the collateral for a class

ment that redyces the risk of the security, v o
However, not 4] loan pools are guaranteed by a federal 33enc;:|d b

are all mortgage loans a5 g are
individua] investors and bgn?d t? p(.)ols. Many mortgage loanfolio& ~ mj
Y Institutions a5 part of their porti®™ 2



Loan Pools

loan origination model referred to as the originate-to-distribute model. In
the originate-to- distribute model, the originator of the loan often does not
have the incentive to act fully in the interest of the ultimate holder of the
loan (in most cases, a REMIC, CMO, RMBS, or CDO). Often the banks,
mortgage companies, and other financial firms embraced the originate-
to-distribute model when the development of securities products allowed
them to escape any significant retained exposure to losses for loans they
originated; it had the added bonus of allowing them to eliminate the
expense of keeping the employees specialized in loan workouts who could
properly deal with creditor discussions with mortgagees. As a result, nearly
all delinquent mortgage workout responsibilities went to those firms spe-
cializing in mortgage loan servicing. Since there was insufficient staffing of
mortgage workout specialists when the mortgage crisis broke, there was a
lack of sufficiently trained mortgage workout specialists available to deal
with the sheer volume of delinquencies. Studies by the Federal Reserve,
mortgage trade groups, and academics have shown that it. takes .not months
but years to adequately train a mortgage workout specialist. tlhl.s fa'ct a%onC
explains a great deal about the recent problems that financial mst.ltutlons
are encountering as they attempt to deal w1th the volu.rne .of defhyqu.ent
mortgages. Loan originators had every incentive to malfltam Ol'lglflatlon
volume because that would allow them to earn substantial fees while not
retaining any ownership interests in the mortgage 'itself. Ol?c; ';he;e ?]t)}t::
of loans were accepted by the market, many or-lgu?ators ad to face |
moral hazard of no or weak incentives to maintain loan under.w'rltmg
: issues in 2005 and 2006—$1.2 trillion of
quality. The sheer volume of these issues In +ed it
subprime alone®—and the importance of the profits tbat they cre:t)ankjn
only for the originate-to-distribute lenders but for tl.le investment marketg
firms, led to an overheated expansion of the subprime moﬂgacg;) A an(i
Later in this chapter, we will discuss the structure of CM(?S an lse,arer
the moral hazards of the originate-to-distribute model will become ¢ -

A‘"mbling a Loan Pool

A pool can be assembled by two different methods: One i.s to acc:\u;re g:e
loans first; the other is to first sell the securities that provide cash for hie
Purchase of loans, If the chosen method is to acquire the loans first, this

P— -
Inside M°ftgnge Finance.” The 2007 Mortgage Market Statistical Annfml. 'Key Data (2006). Joint
onomic Committee (October 2007). Inside Mortgage Finance Publications, 2007.

141



142

CHAPTERSS Mortgage Money: The Secondary Market

may be accomplished through either outright purchase or by internal
origination of the loans, For example, the purchasing of loans from loan
originators throughout the country may be handled by an investment
banker, such as Credit Sujsse Securities LLC. Alternatively, a commercial

bank such as Bank of America or JPMorgan Chase may generate its own
block of Ioans through its retail branch offices.

Iis [most commonly implemented through the sale of tax-exempt bonds.
tis often used by states and municipalities to fund various housing agency

programs for low- and moderate-income families,
Ifthe origin of the poo] s ot by one of the federal underwriters but



Tax-Exempt Bonds

Approval by Congress allowing the tax exemption for private use of
municipal bonds was made permanent on August 10, 1993. However,
since any claim of tax exemption falls under the scrutiny of the U.S. Treas-
ury and its IRS arm, some qualifying requirements have been issued. For
instance, properties financed with tax-exempt bond money may be sub-
ject to a recapture tax if sold during the early years of ownership. Almost
every year, changes have been made in what states and municipalities may
do in qualifying tax-exempt issues when the proceeds are used to make
mortgage loans. Generally, the total of such issues is limited by an alloca-
tion of dollar amounts to each state.

“Bond money” is available to consumers at lower cost because the
associated tax savings are generally passed on to the borrower. People in
upper tax brackets are generally the ones attracted to tax-exempt bonds
because they can benefit from a lower interest rate not subject to income
taxes. For example, a corporate bond paying a 10% rate subject to tax
would yield only about a 6.1% return to a taxpayer if he or she is in the
39.6% tax bracket.” Thus, a tax-exempt bond yielding an investor 6.1%
would be roughly an equivalent return to the investor and of substantial
benefit to the home buyer.

Almost all states and many municipalities have entered this market to
raise lower-cost money through the sale of various kinds of securities. In
some cases, the money raised from the sale is used to buy mortgage loans
from approved lenders within the state or community. Thus, tax-exempt
bond money becomes another source of secondary-market funding. In
some cases, however, housing authorities use this money to make direct
loans to qualified borrowers. Almost always, there is an upper-income
limitation for home buyers so as to direct the money primarily to lower-
and middle-income families.

Another use of tax-exempt bonds is in financing industrial develop-
ment projects, Sometimes a single developer may be the beneficiary of the
low-cost money, or the money may be used to finance a project open to
any qualified commercial development. The basic purpose of these bond
IS5ues is to attract business to a community or state, thus increasing avail-
able jobs and the tax base.

\
A simple f, . -
Ple tormula to determine comparative yields for investors is as follows: Divide the municipal

d . .
en’: f;:te o.ﬂ’",d by the result of 100% less the taxpayer's tax bracket. The result is the yield equiva-
Payer i"ltr':. ‘Mvestment subject to tax. For example, consider a municipal bond offering 7% for a tax-

© 39.6% tax bracket. Seven divided by .6040 equals 11.59%, the equivalent taxable yield.
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MORTGAGE-BACKED SECU RITIES (MBS)

y market indicates the success that lenders
and investors have had in developing practical procedures and uniform
instruments for mortgage loans. Yet, as investments, mortgage loans carry
certain problems, such as the need for long-term supervision of each |
individual loan and an uncertain return caused by unpredictable prepay-
ments. Furthermore, most major investors are more comfortable dealing
in securities, a type of investment that can be bought and sold with greater
ease than mortgage loans. By packaging a block of mortgage loans to be
held as collateral for an issue of securities, mortgage loans are in effect
converted to securities and become more acceptable to investors.

While both Freddie Mac and Ginnie Mae have offered mortgage-
backed securities since the early 1970, it has only been since the early
1980s that other institutions and companies began entering this field. One
reason for the surge of activity in mortgage-backed securities was the losses
sustained by traditional mortgage lenders beginning in the late 1970s a8
interest rates escalated. Holding long-term, fixed-rate investments inevi-
tably lost some of it appeal. Another reason was the climb in mortgage
interest rates to levels of or aboye other long-term investments, partict

larly government bonds. The higher rates

The growth of the secondar

distribute model discussed earlier allowed the shift of risk to the inV®

tor in a way not available in earljer periods of the development of mlorc‘
sophisticated mortgage-backed Sécurities products. [n 2001, subp r'uﬂf
mortgage originations represented only 8.6% of total mortgage Orig.ﬂ‘“a
tions, and only 50% of tha volume ended in securitized debt Ob“g“nm::
with full risk transfer to the investor. By 2006, however, subprime m?irgh
gage origination had grown to 20.1% of total mortgage origination™ ‘:,

over 80% of that volume ending up in full transference of risk thr.ot ©
subprime mortgage securitization. The shift to the securities "‘arl::t d
raise mortgage money proved to be 4 more than adequate replace™ (o
the loss of passbook savings money, but at a somewhat initial highermp'

gh

+

As the market expanded, competition reduced the interest rates cwgh o

50 that it became a cost-saving method for home buyers. In the 3:2]0
securities as a source of funding, a number of variations have deollate

l . hs ‘dﬂd ¢ 4 it‘l"
Two of the most popular types are mortgage pass-throug ol
ized mortgage obligations (CMOs), as described in the followin®

N
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Mortgage-Backed Securities (MBS)

Mortgage Pass-Through

The original concept of a mortgage-backed security was to assemble a
diversified block of mortgage loans—generally identified as a “pool” of
loans—and then issue a series of securities collateralized by that block
of loans. The issuer of the securities may or may not guarantee them. If
the securities are issued by a private institution or company, they are sel-
dom guaranteed, and they are more difficult to sell. As the popularity of
a government agency underwriter dominated the market, the guarantee
certificate became the security that is sold.

At first, the purpose behind this strategy was to simply pass on the
risk of a fluctuating interest rate to other investors more familiar with the
risks involved. The income derived from the underlying block of loans in
pro rata shares was simply passed on to the security holders. If a loan was
paid off prematurely, the additional principal was passed througl-l to the
security holder, thus repaying a portion of the principal itself. If mtc_erest
rates increased, the payments on the underlying block of loans remained
unaffected. In such an instance, security holders would suffer a loss of
value in the security, but that was a risk they understood. -

The pass-through type of payment created some unc.:ertalnty in its
cash flows and thus in the true yield on the investment itself. To over-
come this inherent problem, the financial market issuers of the§e securi-
ties developed an alternative method of handling cash flows to investors.

This method was the collateralized mortgage obligation.

Collateralized Mortgage Obligations

Another variation on the mortgage-backed security is the collateralue;
Mortgage obligation (CMO). The first CMO was issued by the Feder
Home Loan Mortgage Corporation in June 1983. It has severfnl‘ advax.ltages
Over the mortgage pass-throughs that are attractive to tradltl.onaI inves-
tors in corporate-type bonds. By early 1986, securities dealers (investment
bflnkers). home builders, mortgage bankers, thrift institutions, commer-
i banks, anq insurance companies had also begun issuing CMOs,

Diﬂ'erences between CMOs and Mortgage Pass-Throughs

::e innovation of the CMO structure lies in its segmentation of the mort-
gee €ash flows, The older pass-through type of mortgage-backed security
S 1ts holders o irregular cash flow since it includes the repayment of

145



CHAPTER 5 Mortgage Money: The Secondary Market

146

AREPRIMARY
JUNIOR RETAINED BY
SPONSOR OF CDO

Source: © 2016 OnCourse Learning

principal whenever a home buyer prepays a loan of refinances to achieve
a lower interest rate. This happens because holders of mortgage pass”
throughs own undivided interest in a pool of mortgages. Whatever the

tion process instead of the pas ’

;ash flows, fhe stream of payments received by the CMO bondholder dir
ers dramatically frop, that of the holder of 4 pass-through security:

Structure of a CMO



Mortgage-Backed Securities (MBS)

%

collateralized debt obligations (CDOs), which may have other asset classes

beyond single-family residential mortgages (such as credit card receiva-
bles, automobile loans, and second mortgages), have followed the basic
pattern outlined below in order to attract different investors who have
varying risk, liquidity, and interest earning objectives.

1. Several classes of bonds are issued against a pool of mortgage col-
lateral or other collateral in the case of a CDO. The most common
CMO structure contains four classes of bonds. The first three pay
interest at their stated rates from date of issue; the final one is usually
an accrual-class bond.

2. The cash flows from the underlying mortgages or other collateral in the
case of a CDO are applied first to pay interest and then to retire bonds.

3. The classes of bonds are retired sequentially. All principal payments
are directed first to the shortest-maturity Class A bonds. When
these bonds are completely retired, all principal payments are then
directed to the next shortest-maturity bonds—the B class. This pro-
cess continues until all the classes of bonds have been paid off.

One of the attractions of CMOs for investors is that some ofthe'bonds
offer shorter maturities. Many investors prefer to make short-term invest-
ments. For the issuers of the securities, tapping the short-term dmoll: <y
market means they can pay a lower interest rate for the money 1(1isien :ECth
mortgage loans, thus increasing the margin that can be earne terest rates
transaction, Short-term money almost always receives lower in
than long-term money. iy 0

T o iy s A bonds s it s
years. Class B and C bonds may offer maturities from four ° : g S. Treas-
interest rate offered on these bonds is usually measur e‘! o t ;0. attract
ury securities of similar maturities, only at a slightly h-lgher r:llcelasses s

investors, Following is a general description of the basic bon .

Closs A Bonds

o d
The shortest-maturity class of bonds receives all P”“CIPﬁ] fizlngzfl atl;]e
Ny prepayments from the entire pool of MOrtgage o ; e.n to receive
®htire Class A jssye i paid off. Holders of Class A bonds begl

"gnificant principal payments from the first payment date.

. “ " ag i t hﬂ.
n th. ﬁnancigi community' these bOﬂd classes are O'SO identlﬁﬂd as trlnChes, asin ﬁfst ranc

M tranche, and s on. Tranche is the French world for “slice.”
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Class B and C Bonds

The intermediate classes receive only interest payments until each of the
prior bond classes has been retired. The interest payment is a known, fixed
amount, but the principal repayment will depend on how quickly the
mortgage collateral—or other collateral in the case of a CDO—pays down.

Class Z Bonds

?Iass Z bondholders receive no principal or interest payments until all ear-
lier classes have been retired. However, the interest earned by the Class Z

ury securities of simjlar Maturities, albeijt ;

_ | > albeit with a greater 1 is kind
f’f financing—that i , variety of mortgage.- od secn e K
Income from huge, multimillion-do]j,, pools

REAL ESTATE MORTG A
CONDUITS (REM)C)

us, the interest income i$ fax .

: € trustee . 3

through of cash. Varioys require Or agent handling the P*".
ment l(,'

S Must be met ¢ establish a REM ity

and reports on its activities, which are handleq by the issuer of the sec"™"
er



Real Estate Mortgage Investment Conduits (REMIC)

involved, must be made to the IRS. As a result, most residential mortgage-
backed securities adopt either the pass-through or REMIC status, and by
default most CMOs are generally structured for tax purposes as REMICs.
Effective January 1, 2005, Sections 860A and 8600 of the IRS regulations
allow REMICs to buy interest in reverse mortgages as well.

Commercial Mortgage-Backed Securities

Commercial mortgage-backed securities (CMBS) are a type of
mortgage-backed security that is secured by the loan ona commercial
property. CMBS can provide liquidity to real estate investors and to
commercial lenders. As with other types of MBS, the increased use of
CMBS can be attributable to the rapid rise in real estate prices over
the years.

CMBS are usually issued in tranches where several classes of bonds
are issued against a pool of commercial mortgage collateral. The most
common CMBS structure contains multiple classes of bonds. The first
classes will pay interest at their stated rates from date of issue; the ﬁ.nal
one is often an accrual-class bond. The cash flows from the underlpng
commercial real estate mortgages that serve as co}lateral are applied
first to pay interest and then to retire bonds. Ultn‘natel)r the -Cla?S:i
or tranches of CMBS securities are retired sequentially. All princip
payments are directed first to the shortest-maturity Class A bonds.
When these bonds are completely retired; all principal payments are
then directed to the next shortest-maturity bonds—th; B clasi.d T:fl;
process continues until all the classes of bon:sstlllzvteax f;l ff?ts ofa;

Investors typically like this type of structure ‘ '
CMBS are generally structured like REMICs so that the interest 1S

ity: it i to
Passed through without taxation at the security; rather, it1s passed

the security holder.
CMBS have less prepayment risks and often contain lockout pro-

Visions after which they can be subject t0 “defeasance, y,i:ld mainte-
fance, and prepayment penalties to protect bondholders.

L]
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