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Finding a solution to replacing mortgage purchasers and guarantors Fannie Mae (FNMA) and Freddie 

Mac (FHLMC) has proved elusive.  A successful structure, one that provides the lowest interest rates for 

mortgagors and a “backstop” against credit (home) losses must incent security purchasers and 

prospective guarantor/investors who must provide abundant capital.  A simple structure that leverages 

the pluses of the existing GSE structure and redirects loan servicing fees and guarantor fees to cover 

home losses will solve the reform conundrum. 

 

Successful mortgage backed security and guarantor structures required for GSE reform must 

leverage the positives of the current system, specifically: 

(1) A Government backstop is necessary to attract security investors and raise equity to 

develop guarantors/insurers for credit losses.   

 

(2) RMBS Security Structures should remain mostly unchanged with the same: 

 Fannie Mae (FNMA) or Freddie Mac (FHLMC) seller/servicer guidelines and 

operations. 

 Trading, settlement dates and remittance reporting. 

 

(3) Agency financing necessary to support GSEs and future Residential Mortgage 

Guarantors. 

 

(4) Private Mortgage Insurers (PMIs) maintain their current role of minimizing mortgage 

loan losses by subsidizing low down payment loans. 

 

The modifications necessary to reform the system, include: 

(1) Reducing the loan servicing fee on residential mortgage loans from 25 to 12.5 basis 

points with 12.5 basis points remitted to the new United States Housing Insurer (USHI) 

to help backstop credit losses.  The credit payment is required for loan originators to 

continue to sell loans to United States Mortgage Association (USMA) guarantors. 

 

(2) United States Mortgage Association (USMA) guarantors will contribute 12.5 basis points 

of the guarantor fee charged to investors to the United States Housing Insurer (USHI) as 

a membership fee that includes the benefit of insuring mortgages, agency financing, and 

a “reinsurance” backstop. 



 

Proposed versus Current Security Structure – Will RMBS Investors Care? 

Let’s compare the new security structure, the United States Residential Mortgage Backed 

Security (USRMBS) with that of the current Residential Mortgage Backed Security (RMBS) 

structure.  Note that both the loan servicer and the guarantor (USMA) each pay .125% of a 

borrowers note rate to the USHI, however the original note rate and the security coupon do not 

change.  Investors should be indifferent between the proposed and current structure.  The USMA 

will adopt the FNMA or FHLMC Seller/Servicer Guides, lenders will continue their role and 

originator and servicer, and trading and reporting will be identical. The new security will be 

called the United States Residential Mortgage Backed Security (USRMBS). 

 

 

 

Industry participants might be curious as to the impact on servicing values if servicing fees are 

reduced to .125%.  Appendix A contains servicing valuations for both .125% and .25% loan 

servicing fees.  Generally, average loan balances have risen since the .25% requirement was 

determined and additionally most industry participants (other than correspondent sellers) will 

benefit from lower capital requirements and interest rate risk.  Plus loan servicer’s receive 

excess servicing fees on most loan originations.  Frankly, it’s long overdue for the industry to 

shift from interest rate (or loan servicing value loss) to credit (or loan loss) risk.  

 

United States Mortgage Association (USMA) – Will They Attract Capital? 

The USMA will cover the initial losses incurred on an insured pool of USRMBS loans.  Next, loan 

losses will be covered by the USMI and then the United States Treasury.  Appendix B covers a 

number of loss scenarios and the waterfall of loss coverage. 



The first USMA franchise, USMA – Washington will be owned/supervised by the Federal 

Housing Finance Agency (FHFA).  The structure may be a segregate pool of risk within FNMA 

and FHLMC.  The USMA – Washington will begin with an outstanding maximum risk pool of $1 

Trillion dollars.  No reason to capitalize the entity as it’s a continuation of the current 

operations of FNMA and FHLMC.   

Four Additional USMA franchises, King, Lincoln, Reagan, and Roosevelt will be formed.  Each of 

these entities will have a maximum risk pool of $250 billion.  The entities will be capitalized 

based on a “high risk” home loss threshold.  A suggested “high risk” home loss level, to be 

determined by the FHFA, might be 7.5%; the product of a 25% default rate multiplied by a 30% 

loan loss severity.  The 7.5% cumulative loss threshold is nearly twice the loss rate realized in 

the Great Recession. 

 

 

 

The result is a “high risk” loss level of $18.750 billion of which an initial 15% capital investment 

will be required.  In the first three years loan losses should be small (given the historical timing 

of home losses) allowing each of the four new USMAs to grow their capital to $5 billion (or $20 

billion in total) which is about 30% of the “high risk” level. 

That’s an initial capital raise of $2.8125 billion per entity or $11.2 billion in total.  The total 

maximum risk pool will be two trillion dollars.   

The five USMAs will bid monthly on a pro-rata share of newly originated loans mortgage loans 

in terms of amount insured and the guarantor fee charged.  Remember the Seller/Servicer 



guide will be controlled by the FHFA so loan acceptance will be based on guidelines that are the 

same for all USMAs.   

USMA operations would focus on claims research and payment as well as balance sheet risk 

management.  To jump start the launch of the USMA franchises USMA – Washington should be 

given a group of non-portfolio FNMA/FHLMC operations employees including 

accounting/finance, remittance reporting, claims payment and denial, and trading.  That group 

could be leveraged as new USMAs emerge to “farm out” operations until each franchise can 

hire staff. 

A USMA capital investor benefits from: 

- The right to insure conventional loan originations/receive guarantor fees 

- The backstop/reinsurance provided by the USHI 

- Agency financing for advances and risk-transfer assets 

What are the economics of a new privately capitalized USMA?  The following is a summary of 

various projections, two of which are detailed in Appendix C. Key assumptions include a 

guarantor fee (net of .125% paid to the USHI) of 45 basis points on total risk, operating costs of 

five basis points on balances insured, advance financing is provided at 1% (by continued agency 

issuances) and no distributions of capital can be made until total capital is $5 billion dollars.   

 

 
 

 



This return profile should be attractive to credit investors.  Of course, tail risk exists but the 

USHI and government backstop provides an asymmetric profit profile.  Additionally USMAs 

should be incented to utilize the Credit Risk Transfer (CRT) transactions via the benefit of lower 

capital ratios and agency financing for retained CRT bonds.  

Most likely politicians will see this profile as too attractive but the USMAs will probably have to 

lower guarantor fees to attract future business reform without incenting investors to cover 

credit losses (and providing a government backstop) will result in significantly higher mortgage 

rates. 

 

United States Housing Insurer (USMI) – How Does the Taxpayer Fare? 

The USHI will be owned/supervised by the FHFA.  Each of these new USMA units and mortgage 

originators will be paying insurance premiums of .125% each to the USHI.   USHI Economic 

projections are included in Appendix D.  This entity, designed to mitigate home loan losses to 

the taxpayer in times of crisis, should be tax exempt and initial capital is not necessary.  The 

USHI covers losses after losses on a pool of insured mortgages exceeds the guarantor fees plus 

claims paid (i.e. reimbursed losses) to the USHA.  If the USHI does not have retained earnings 

(i.e. capital) to pay loan losses in a specific period then the US Treasury pays losses at that time.  

On a $250 Billion pool of loans the following is a summary of loss payments in various loss 

scenarios. 

 

 

 



The USHI does not start paying claims on home losses exceed 2%; the United States Treasury 

does not start paying claims until losses reach 5%.  The USHI is not initially capitalized; in all 

scenarios, however retained earnings are positive.  Since the USHI and United States Treasury 

are one in the same (as both are owned by the taxpayer) these earnings offset losses incurred 

by the taxpayer.  If this structure had been in place during the great recession the US Treasury 

would not have incurred losses as the highest cumulative loss year was 3.8%. 

 

Will Mortgage Rates Increase? 

This structure will increase mortgage rates somewhat.  Lenders will be receiving lower loan 

servicing fees which initially will be offset by lower prices/higher mortgage rates to consumers.  

It’s possible that rates might be unchanged over time because lower loan servicing fees reduce 

the capital and interest rate risk costs for larger originators.  The strategy proposed is far better 

for the consumer than changing the security structure and/or eliminating the government loss 

guarantee both/either of which will result in meaningful higher mortgage rates.  If a 

government guarantee is not provided by an adopted GSE Reform strategy, do 

we really believe the government will not come to the rescue in crisis? 

 

******************* 

 

Reforming the GSE’s requires keeping the positives of the current system, refining an 

antiquated loan servicing structure, and forming an insurance entity to collect premiums and 

offset larger home loss years.  Reducing the current loan servicing compensation from 25 to 

12.5 basis points along with transferring 12.5 basis points from the GSE guarantor (i.e. USMA) 

“seeds” a government run insurer (i.e. USHI) who makes security investors whole and 

“backstops” the GSEs.  There is no reason to delay implementation as this structure is a 

reordering of current fees collected; to begin (until the other USMAs raise capital) the USMA – 

Washington purchases and backs conventional mortgages originated. 

Most important, all participants must embrace the government guarantee that attracts 

investment rather than find ways to eliminate it. 

 

 

  



Appendix A - Will the Servicer Be Paid Enough? 

 

 If we reduce loan servicing fees many industry participants will assume that the servicer 

will not be paid enough cover costs.  First, excess servicing fees are collected on most if not all 

loans sold to the GSE’s.  Second, even with a conservative set of assumptions a .125% servicing 

fee will cover costs on nearly all loan originations.  Given a seven percent annual prepayment 

rate, no earnings credit for escrow funds collected, and a mere $5/loan ancillary income 

collection rate only loans with a $50,000 average loan balance and an annual cost to service of 

$75/Loan result in a negative servicing value. 

 

 
 

The combination of conventional home loan balances at $50,000 and associated servicers 

having a $75/cost per loan is minimal.  Correspondent sellers, or those smaller originators that 

sell their mortgage loans to larger mortgage aggregators are the losers in this scenario.  I don’t 

believe larger mortgage lenders would be unhappy even though their revenue is cut in half.  

The reason being the current large capital requirements necessary to hold loan servicing assets 

on the balance sheet and significant costs of hedging the interest rate risk associated with 

larger than expected loan prepayments. 

 

  



Appendix B – Who Pays Losses on Home Loans? 

 

Losses on a pool of residential loans is determined by multiplying the percentage of loans that 

default by the severity of the loss.  For example on $1 trillion dollars of loans if four percent of 

the loans default and the average loss on the loan sales is 25% of the property value the loss on 

the pool is 1% (2%*25%) or $10 billion dollars.  Who pays for these losses and in what order do 

they pay? 

First the United States Mortgage Associations (USMAS) will cover losses as long as the 

guarantor fees plus claims collected on a pool exceed the losses incurred on the pool. 

Second the United States Housing Insurer (USHI) covers losses to the extent retained earnings 

exceed losses. 

Third, the US Treasury (the taxpayer) covers losses. 

Note that Private Mortgage Insurers (PMIs) play an important role minimizing the severity of 

loan losses as the PMIs continue to subsidize low down payments decreasing the effective loan 

to value ratio and decreasing loan loss severity. 

Let’s take the example above of a $1 Trillion dollar pool of loans that incur 100 basis points in 

loss or $10 billion dollars.  In percentage terms losses will be covered as follows:  (1) USMA 

100.0 %, (2) USHI 0 %, and (3) United States Treasury 0%.  

A $1 Trillion dollar pool with a cumulative loss rate of 3.0%, 96.6% of the losses are paid by the 

USMAs, 3.4% by the USHI, and 0% by the United States Treasury. 

A $1 Trillion dollar pool with a cumulative loss rate of 6.5%, 60% of the losses are paid by the 

USMAs, 25% by the USHI, and 15% by the United States Treasury.   

The 6.5% loss level is higher than that experienced in the Great Recession.  Over the life of the 

pool the USHI does make money, in fact nearly 60% of the losses paid by the United States 

Treasury are offset by USHI earnings.  The early timing of losses are such that claims will need to 

be paid by the United States Treasury because the USHI has not built up monies for payment.  

However, as losses slow the USHI is profitable.  See the 6.5% loss projection in Appendix D. 

The United States Treasury will not pay for loan losses until losses are approximately 4.6%.  



Appendix C – USMA Economics 

 

The two following USMA projections were calculated based on 1% and 6.5% cumulative losses.  

Both 1% and 6.5% levels are higher than most book years; the Great Recession high cumulative 

loss rate was nearly 4%.  At a 1% Loss rate the USMA returns 15% on a pre-tax basis and 

retained earnings grows from $2.8 billion to $7.8 billion. 

 

 



At 6.5% Cumulative Losses a USMA losses money over the life of a pool.  However, its capital 

base remains positive mostly because of the loss recoveries from the USHI).  This is a good 

outcome given the backdrop of 1 in 4 borrowers defaulting and a loss severity of 55% (25% paid 

by PMI companies). 

  

 

  



Appendix D – USHI Economics 

 

Three USHI projections follow at cumulative loss rates of 1%, 3%, and 6.5%.  The percentage of 

total losses USHI paid in each of these scenarios is 0%, 3.4%, and 25% respectively.  The USHI 

collects insurance premiums from originators and the USMAs, has no initial capital, and is a tax 

exempt entity set up solely to protect the US Treasury/Taxpayer against higher loan losses. 

 

 

 

The USHI builds equity in all three of the scenarios, $5.6 Billion in the 1% loss case, $5.3 Billion 

in the 3% scenario, and even $1.5 Billion with 6.5% cumulative pool losses. 

 

 



 

 

 


