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Appendix: Wells Fargo’s Responses to FHFA’s Specific Questions 
 
1. Are there factors other than those described in section III – expected losses, unexpected losses, and 

general and administrative expenses that FHFA and the Enterprises should consider in setting g-
fees? What goals should FHFA further in setting g-fees? 

 
There are numerous other factors that FHFA and the Enterprises already take into account in 
setting g-fees. The 2012 G-Fee study provides a helpful list and discussion of these factors. (pp.14-
20) That discussion is careful to distinguish the factors the Enterprises use in setting g-fees from the 
inputs the Enterprises use in calculating an economic breakeven g-fee. 
 
The market prices of recent risk transfer transactions provide useful data regarding the actual, 

private market capital cost of bearing credit risk.  Investors in these risk transfer deals provide a 
counterpoint to FHFA and the GSEs’ internal, model-based estimates of risk and value— regularly 
selling credit transfer notes increases understanding of risk, value, and ultimately appropriate g-fee 
pricing. 

 
2. Risk to the Enterprises increases if the proportion of higher-risk loans increases relative to the 

proportion of lower-risk loans. This change in mix can occur if lower-risk loans are retained on 
bank balance sheets instead of being sold to the Enterprises, if more higher-risk loans are sold to 
the Enterprises, or if the overall mix of originated loans changes. What alternatives, other than 
risk-based pricing, should be considered? What are the pros and cons of each alternative?  

 
While it is absolutely true that an increase in higher-risk loans increases risk to the Enterprises, it is 
probably useful to point out that “risk” is being used here in a precise and technical sense 
(variability of performance) and not in the popular sense (to risk your life or reputation).  It is, of 
course, the function of financial institutions to manage and not to eliminate or avoid risk. 

 
Cross-subsidization and a hybrid combination of risk-based pricing and cross-subsidization offer 
alternatives, each of which has pros and cons. We believe any increase in cross-subsidization is 
unlikely to result in an increase in either private label securities (PLS) activity (which is moribund 
due to non-price factors) or bank balance sheet execution (which typically focuses on loans not 
salable to the GSEs or FHA).  We are not aware of any competition that would require or justify an 
increase in LLPAs.  Accordingly, we believe the current balance of cross-subsidization and risk-
based pricing is appropriate, though the Enterprises should evaluate the overall pricing of their 
estimated future portfolio risk and have flexibility to adjust as markets evolve. 

 
3. Currently, target return on capital and the amount of capital largely determine required g-fees. 

What factors should FHFA and the Enterprises consider in setting target return on capital and 
amount of capital required? How should the Enterprises allocate capital across risk buckets?  

 
The statement that has appeared in every guarantee fee report is much more realistic and practical:  
“Following Enterprise practice, the report uses economic concepts and model based projections, 
rather than financial results reported in conformance with Generally Accepted Accounting 
Principles (GAAP), to analyze the single-family guarantee fees charged by Fannie Mae and Freddie 
Mac … Fannie Mae and Freddie Mac consider many factors in determining the guarantee fees they 
charge... no set formula exists for weighing those factors. Instead, each Enterprise weighs them 
differently and works towards its view of a balanced outcome in line with market conditions and 
company goals.” (2007-8 Guarantee Fee Report at 4-5)   
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4. At what g-fee level would private-label securities (PLS) investors find it profitable to enter the 
market or would depository institutions be willing to use their own balance sheets to hold loans? 
Are these levels the same? Is it desirable to set g-fees at PLS or depository price levels to shrink the 
Enterprises’ footprints, even if this causes g-fees to be set higher than required to compensate 
taxpayers for bearing mortgage credit risk and results in higher costs to borrowers?  
 
Raising g-fees and/or reducing conforming loan limits may prompt market participants to consider 
other loan delivery options outside of the GSEs (portfolio, private-label, FHA).  However, merely 
“flipping a switch,” without consideration or resolution of other related issues, will likely have 
unintended consequences and may not lead to the desired result of a robust private-label market.  
We refer you to the comment letter offered by the Structured Finance Industry Group (SFIG) that 
provides discussion of many of these issues.   

 
5. If the Enterprises continue to raise g-fees, will overall loan originations decrease? That is, will 

Enterprise loans decline without a commensurate increase in private capital?  
 

In the absence of a robust PLS market, any increases to g-fees will merely increase the cost of 
homeownership and may have the unintended consequence of decreasing loan originations. 

 
6. Is it desirable for the Enterprises to charge higher g-fees on low credit score/high LTV loans if it 

causes these loans to be insured/securitized through FHA/Ginnie Mae rather than through the 
Enterprises?  

 
Since most higher-risk loans execute through FHA today, increasing risk-based pricing (increasing 
both base g-fees and LLPAs) will likely perpetuate FHA as the primary execution for higher-risk 
loans and not materially affect the price of credit for these borrowers.   

 
7. Is it desirable for the Enterprises to (a) charge higher g-fees on high credit score/low LTV loans if 

it causes these loans to be insured/securitized through PLS or (b) held on depository balance 
sheets, rather than guaranteed by the Enterprises?  

 
Raising g-fees and/or reducing conforming loan limits may prompt market participants to consider 
other loan delivery options outside of the GSEs (portfolio, private-label, FHA).  However, merely 
“flipping a switch,” without consideration or resolution of other related issues, will likely have 
unintended consequences and may not lead to the desired result of a robust private-label market.  
We refer you to the comment letter offered by the Structured Finance Industry Group (SFIG) that 
provides discussion of many of these issues.   

 
8. What approaches or alternatives should FHFA consider in balancing increased use of risk-based 

pricing with the HERA mission requirements of (1) liquid national housing markets and (2) 
acceptability of lower returns on loans made for low- and moderate-income housing?  

 
Ultimately, FHFA and the Enterprises should evaluate the overall pricing of their estimated future 
portfolio of risk and have the flexibility to adjust as markets evolve.  When FHFA reevaluates the 
requirement of increasing risk-based pricing in a market where the Enterprises do not need to do 
so, setting costing models that require gaps above and beyond economic profits and beyond that 
which shields taxpayers from risk may be largely unnecessary.  

 
9. Are the ranges of credit score and LTV cells in the proposed credit score/LTV grids used to set 

upfront delivery-fees and loan level pricing adjustments appropriate? Should any of the ranges be 
broader or narrower and, if so, why? 
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A simple cost-based answer would consider only whether costs are sufficiently homogeneous within 
a given risk bucket, for example, whether post-MI costs on 85 LTV are comparable to post-MI costs 
on 97 LTV.   If the range of costs within a risk bucket is fairly large, then the pricing grid has failed 
to address adverse selection effectively. 

 
10. Should risk-based pricing be uniform across the Enterprises or should each Enterprise manage its 

own pricing? 
 

The way in which risk-based pricing has been implemented provides a good illustration of the 
multiple (and sometimes technical) dimensions which must be taken into account in setting g-fees 
(both the level and the form of the fee). For this reason we will provide a slightly more extensive 
response and emphasize that we are speaking from the viewpoint of a lender. 

There are three different aspects of LLPAs (delivery fees), each of which entails somewhat different 
considerations: 

a. LLPAs are the primary form of risk-based pricing:  Since each of the Enterprises maintains 
its own model of risk and cost (and these differ between the Enterprises), identical risk-
based fees would seem unusual.  The effect of identical fees must be that the same risk must 
seem differentially profitable or unprofitable to the Enterprises based on the fit between 
their models and the identical fees.  (Whether this consequence is large or small depends on 
the magnitude of the differences between the costing models.)  It is likely that difference in 
fit would become especially problematic if the economic costing models are used (as we 
believe they are) in internal performance measurement and performance management 
systems.  This consideration would incline us in the direction of permitting each Enterprise 
to set its own risk-based pricing. 

b. LLPAs take the form of upfront fees:  Because the fees are upfront fees, they are recognized 
over the estimated lives of the associated mortgages, and the amount recognized varies as 
rates change and estimates of mortgage duration change.  This means that the use of upfront 
fees increases risk (variability) into guarantee fee income recognition of the Enterprises.  It 
is striking how differently this variability is managed by the two Enterprises. 

In addition, the use of upfront fees will generally require a lender to originate and pool up in 
coupon to sell the associated loan at a premium sufficient to cover the fees.  The use of 
upfront fees exaggerates the importance of the difference between the Enterprises regarding 
MBS or Gold performance. 

These considerations—that the form of the fees  implies widely different impacts on the income 
statements and pricing effectiveness of the two Enterprises—also argue for permitting each 
Enterprise to set its own risk-based pricing. 

c. LLPAs are disclosed publicly and common to the Enterprises:  As we indicated, we think the 
Enterprises’ cost of funds (the yield on MBS) generally means that they are not much 
exposed to adverse selection.  But because they generally share this low cost of funds, they 
are exposed to adverse selection from each other.  When they operated without risk-based 
pricing, the Enterprises were driven to a number of devices (such as contractually requiring 
the delivery of a representative mix of loans from each seller) to try to mitigate adverse 
selection.  Because the LLPAs are the major form of risk-based pricing, because they are 
public (unlike other contractual terms such as base guarantee fees) and because they are 
common, the risk of competition by adverse selection between the Enterprises is greatly 
reduced. 
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This consideration argues in favor of uniform risk-based pricing.  And we regard this as the 
decisive consideration.  In our experience, the other devices the Enterprises have used to guard 
against adverse selection (from each other) have tended to reduce liquidity, impose too many 
constraints on pooling, and to drive up costs to consumers.  

 
11. Taking into consideration that FHFA has previously received input on state-level pricing 

adjustments, do the g-fee changes proposed in December 2013 have any additional implications 
that should be considered in deciding whether to price for the length of state foreclosure timelines, 
unable to market periods or eviction timelines? Are there interactions with other pricing 
components under consideration that FHFA should consider in making decisions on the state-level 
adjustments? 

 
We believe that state foreclosure, unable to market periods, or eviction timelines are a matter for 
state legislatures to address.   
 

12. Are there interactions with the Consumer Financial Protection Bureau’s Qualified Mortgage 
definition that FHFA should consider in determining g-fee changes? 

 
LLPAs are either paid upfront by the borrower or are paid by the lender and incorporated into the 
mortgage rate paid by borrower.  LLPAs could trigger the 3% points and fees cap if paid by the 
borrower, reducing the volume of loans that qualify as QM.  Alternatively, LLPAs built into the 
interest rate could exceed 150 bps over the Average Prime Offer Rate cap reducing the volume of 
loans that qualify for the safe harbor under the QM rule.   


