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Salt Lake Chapter Luncheon
July 19, 2006

Agenda

• Introduction to the Secondary Market
• Investors
• Securitization
• Interest Rates – How are they determined
• Hedging
• Current Mortgage Legislation (Regulatory and 

Compliance)
• Economic Update

Introduction to the Secondary Market

What Is It?
• At the highest level the Mortgage Secondary Market is 

where liquidity is channeled into the primary market by 
way of investors purchasing loans from lenders

Two General Types of Market:
• Whole Loan – Sale of individual loans or “blocks” of 

loans (bulk)
• Mortgage Backed Securities (MBS) 
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Introduction to the Secondary Market

How Does It Work?
• Homebuyers obtain loans from lenders
• Lender sells a whole loan in the secondary market
• Lender then has more funds to originate more loans
• Secondary market participants turn these loans into 

securities and sell them to investors
• They then use the funds they receive from the securities 

to purchase more loans from the lenders

Introduction to the Secondary Market

Who Does It?
There are many participants including:

– Lenders
– Banks
– Money Managers
– Pension Funds
– Insurance Companies
– Securities Dealers
– Trust Departments
– Corporations
– Private Investors
– Agencies (Fannie Mae, Freddie Mac, Ginnie Mae)

Introduction to the Secondary Market

Benefits to a Strong Secondary Market
• Increased homeownerships rates (currently around 68% 

in the US)
• Lower mortgage rates (liquidity leads to competitiveness)
• Mortgage loans more readily available
• Eliminated regional disparities in rates
• Reduced the effect of regional economic downturns
• Expanded the variety of mortgage products
• Attracted investors from national and global capital 

markets to support future lending needs
• Contributes to overall economic growth
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Investors

Who Are The Major Players?
• Fannie Mae, Freddie Mac and Ginnie Mae are still some 

of the largest players
– Fannie and Freddie constrained by loan size and underwriting 

criteria standards and carry an implicit guarantee

• Private Label (or non-agency) Market makes up the rest
– Non-conforming loans are traded in the private label market and 

must carry a rating in order to attract investors.  In order to get a 
rating they must carry alternative forms of credit enhancements

• There have been some interesting shifts in recent years

Market Share of Securitizations
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Secondary Market - Securitization

Two Main Types of Mortgage Backed Securities (MBS)
• Pass-Through –

– Mortgages pooled together and undivided interests are sold
– Typically loans are of the same type (e.g.. Fully amortizing, fixed 

rate) and are similar enough to permit cash flow analysis as if 
they were a single loan

– Security holders receive their pro-rata share of principal and 
interest

– Long maturities and relatively high yields and consistent credit
quality

– Vast majority of pass-through MBS are issued by Fannie Mae, 
Freddie Mac and Ginnie Mae
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Secondary Market - Securitization

Two Main Types of Mortgage Backed Securities (MBS)

• Collateralized Mortgage Obligations (CMO) –
– Born from the surging housing market of the 1980’s 

the CMO was designed to broaden the investor base 
that was needed to accommodate the surge in 
mortgage supply

– Offer near U.S. Treasury credit quality (credit ratings), 
customized performance characteristics, attractive 
yields across a range of maturities and a variety of 
risk/return profiles

Our example will focus on the CMO type of structure…

Secondary Market - Securitization

How Does Securitization Work?
• At the highest level, loans are pooled and a rating agency (S&P,

Fitch or Moody’s) will review the aggregate characteristics of the 
pool as well as the loan level attributes to determine the amount of 
credit enhancement needed

• For the most part, this credit enhancement is accomplished by a 
type of securitization structure called Senior/Subordination
– In this example one or more “subordinate” classes are created to protect 

the “senior” classes from the risks associated with whole loan 
mortgages

– The senior classes are protected from any losses on an underlying loan 
until the subordinated class is exhausted.  In other words, if a loss is 
experienced on a loan, the funds that would otherwise be allocated to 
the subordinate class are redirected to the senior class

– The credit enhancement level refers to the percentage of the pool that 
will be subordinated (around 3-4% on Jumbo A pools)

Secondary Market - Securitization
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Secondary Market - Securitization

Example Securitization Pricing

Assumptions:
– Pool Size = $1,000,000

– Enhancement Level = 3%

– Jumbo A Pricing (Senior Class) = 100.00
– Sub-Prime Pricing (Subordinate Class) = 70.00

$970,000 x 100.00 = 970,000

$  30,000 x   70.00 = 21,000
Total Price Paid     = 991,000

Weighted Average Price = 99.10 (991,000/1,000,000)

Secondary Market - Securitization

What Does This Mean To You?
• Product guidelines that your Product Development 

departments produce are reflective of the impact of 
credit ratings and enhancement levels
– More aggressive guidelines result in higher enhancement levels 

and lower prices

• If you’re asking for exceptions to these guidelines keep 
in mind that the exceptions could also impact the 
enhancement levels

Secondary Market - Securitization

What Are The Benefits to Securitization?
• Increased opportunity for better pricing due to expanded 

number of investors 
• Increased flexibility with Product Development
• Increased ability to structure loans for best execution
• Improved operations

– Less due diligence
– Decreased exposure to repurchases

– More efficient for Loan Servicing
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Pricing

It All Starts Here…

Pricing

• Security Rate vs. Note Rate (Conforming Example)

Security Rate 6.50

Servicing Fee 0.25
Guaranty Fee* 0.25
Note Rate 7.00

* Note: Guaranty Fee is negotiable with the Agencies

Pricing

If Your Guaranty Fee is Lower…

Note Rate 7.00 
Security Rate 6.50-
Servicing Fee 0.25-
Guaranty Fee 0.20-
Excess 0.05
Multiple 5.00
Price Value 0.25

Assuming a buy-up multiple of 5.00 : 1 a buy-up of .05 would be worth 0.25 
in additional price
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Pricing

Same Concept Applies to Odd Note Rates…

Note Rate 7.25
Security Rate 6.50-
Servicing Fee 0.25-
Guaranty Fee 0.20-
“Excess” 0.30
Multiple 5.00
Price Value 1.50 

Using our same “multiple” from the previous example (5.0:1) this 
“excess” would be worth 1.50 in price

Pricing

We’re Getting Closer To The Rate Sheet…
…But We Still Have Some Work To Do

Pricing

Next Step Is To Convert All This To Price…

– Base Price
– Lock Term (15, 30 , 45, 60 days)
– “Subsidy”, “OMSR”, “Value of Servicing”
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Pricing

Pricing

Base Price Calculation (15 Day)

7.00 7.25

Security Price 100.5625 100.5625
“Excess” Price 0.2500 1.5000

Total Base Price 100.8125 102.0625

Pricing

Base Price Calculation (30 Day)

7.00 7.25

Security Price 100.46875 100.46875

“Excess” Price 0.25000 1.50000

Total Base Price 100.71875 101.96875
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Pricing

Base Price Calculation (60 Day)

7.00 7.25

Security Price 100.375 100.375

“Excess” Price 0.250 1.500

Total Base Price 100.625 101.875

Pricing

“ Subsidy” (Value of Servicing)
– One of the components of the Note Rate (vs. the Security Rate) 

is the Servicing Fee (typically 0.25%)
– This is the fee that the servicer collects on a monthly basis for 

servicing the loan
– This fee has a present value which can be used to “subsidize”

pricing
– If you’re not a servicer (and sell loans servicing released), this 

would be called the Servicing Released Premium (SRP)
– Variable based on several factors:

• Geography
• Payment of Real Estate Taxes
• Value of Escrow balances (i.e. interest paid)
• Loan Performance
• Economic Factors

UTAH
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Prepayment Rates as % of National Average
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Pricing

Total Price (Rate Sheet)

7.00 7.25

Security Price 100.375 100.375 

“Excess” Price 0.250 1.500 
Total Base Price 100.625 101.875 

Subsidy* 1.000 1.000

Total Price (Rate Sheet) 101.625 102.875

*  Assumes a present value of servicing of 1.50

Pricing

“ …how to predict rates or at least anticipate 
what the market will do…”

“Well, rates may go up or they may go down but 
I will guarantee that it won’t happen at the same 
time!”

Ted Tozer

SVP Capital Markets
National City Mortgage Co.
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Pricing

…Now that Secondary has set pricing, and the 
Loan Officers or Account Executives have 
locked loans, what’s next for Secondary…

Hedging

Merriam-Webster’s Dictionary defines a 
Hedge as:

1: a fence or boundary formed by a dense row of shrubs 
or low trees

2: a calculatedly noncommittal or evasive statement 
3: a means of protection or defense (as against financial 

loss)

Hedging

The purchase or sale of a financial 
instrument designed to neutralize the risks 
that interest rate movements pose to a 
mortgage pipeline
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Hedging

Several types of risk:
– Pipeline Risk – Risk that rates move between the 

time you lock with the borrower and the loan closes
• Price Risk – When lender locks in to an interest rate before 

closing
– Inventory risk – When lenders close loans without any 

assurance of the price at which they will be sold

• Fallout Risk – To avoid price risk a lender can sell loans into 
the market (via “forward sales”) at the time they lock loans.  
This introduces fallout risk in the event that the borrower 
doesn’t close

– Product Risk – The risk that market demand for 
unusual product will be there when loans close

Hedging

Important things to monitor:
• Interest Rate Trends – Be aware of the factors that 

influence  the supply and demand of credit
– Condition of the economy, Government borrowing, Federal 

Reserve policies, etc.

• Know Your Pipeline – Need an accurate breakdown of 
the loans in your pipeline
– Includes product type, lock status, loan status, etc.

• Mark-to-Market – Assigns a value to each loan in 
pipeline by its status 
– Sold loans compared to sale price

– Locked/unsold loans are compared to market prices

Hedging

Important things to monitor:
• Fallout – Predicting the percentage of loans in your 

pipeline that will close

Important Things to Remember:
• Price risk is the risk that rates may rise after the lender 

locks in the rate with the borrower
• There is an inverse relationship between price and rate
• Borrower fallout usually increases when rates fall
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Hedging

Hedging

Now that you know the types of risk…how do 
you efficiently protect against it?

• Forward Sales – Agreement between the lender and the 
investor in which the lender agrees to sell certain kinds 
of loans at a specified price and a future time
– Eliminates both price and product risk by establishing the terms

of origination and sale simultaneously
– Insulate lender from interest rate movement

– Mandatory (must be delivered upon or “paired off”)

– Subject to fallout risk

Hedging

So you’ve locked your loans, sold your loans 
forward and now you need to manage your 
fallout…

Two ways to manage the forward sales for fallout:
– Wait and see what fallout develops and pay a fee for non-

delivery (pair-off)

– Pay an agreed upon up-front fee for the “ option” not to 
deliver
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Hedging

What does all of this mean to you?
• Hedge costs need to be absorbed somewhere
• The more your Secondary department can rely on “pull-

through” the more effective (and less expensive) their 
hedges are

• Their ability to hedge effectively can mean better pricing 
for you and your customers

• Hopefully a better appreciation for the complexity and 
cost to the company associated with rate locks and 
renegotiations

Current Mortgage Legislation

Regulatory and Compliance Issues
• Regulation AB
• Federal Predatory Lending Law

– Multitude of state, county and even city predatory lending 
legislation will be increasingly difficult for lenders to comply with

• Interagency Guidance
– OTS, OCC and FTC guidance on such issues as “non-

traditional” mortgage products (Option ARMS, Interest Only)

• Agency Reform
• RESPA Reform
• FCRA – Mortgage Insurance “Adverse Action” reporting

Economic Update

Highlights:
• Economic growth is projected to be modestly below trend for the rest 

of 2006 and 2007 (Trend = 3.5%).  Growth has already started to 
decelerate

• The Fed should tighten a little more in 2006.  Long term rates should 
only rise slightly (effect lags so what has already been done will be 
felt for next 18 months)

• Home sales are poised to slip (8-10%) largely due to fewer investors 

• Home price appreciation should slow sharply (double digit 
appreciation unsustainable especially given the fact that wage 
increases are single digit)

• Originations will edge down in 2006 (both purchase and refinance)
– Total Originations = $2.387B (2006), $2.262B (2007) – MBA Forecast 

• 2003 = $3.812B

Source:  Fannie Mae, MBA
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Final Exam


