Appendi x to M CA  Comments Regar di ng Di scount s of
Counterparty Benefits

In their coments regarding OFHEO s proposed schedul e
of discounts on benefits received from credit enhancenent
counterparties, both GSEs concluded that the discounts were
too severe in light of hi st ori cal corporate bond
performance. They also cited OFHEO s |ack of consideration
of potential recovery value on nortgage insurance benefits
and servicing incones as further potential offsets to the
| oss of potential offsets to |oss.

Both GSEs cite Mwody's Investors Sevice's “Hi storical
Default Rates of Corporate Bond Issuers, 1920-1999” as well
as a 1958 study by WB. Hi ckman, “Corporate Bond Quality and
I nvest or Experience”, as evidence that actual corporate
default rates were never as severe as assunmed by OFHEO in
its stress test assunptions.

Based on these observations the GSEs each propose
different approaches for estimating a new schedule of
di scounts, but both conclude that counterparties with |ess
than investnment grade ratings and any counterparty not
carrying a rating be granted the sanme discount as a “BBP
counter-party.

More specifically, Freddie Mac proposes a schedul e that
Is three tinmes the average historical default rate by
corporate rating category based on averages from 1970-1999.
Freddie Mac asserts that its own experience suggests that a
50% recovery rate is applied to further adjust the default

rates. This proposed discount schedule would be applied
only to the “Down-Rate Scenario”. For the “Up-Rate
Scenario,” in view of Freddie Mac’ s assunption that both
defaults and losses wuld be substantially |ower, it

suggests that discounts be reduced an additional 30%

Based on its interpretation of historical corporate
default rates, Fannie Mae opines that OFHEO s counterparty
risk haircuts far exceed any historical worst case. Fanni e
Mae correctly notes that Railroads appear to have suffered
substantially higher default rates than any other industry
and may perhaps have been inappropriately rated prior to the



begi nning of the G eat Depression. Fannie Mae says that
I ndustrial corporate defaults nay be a nore appropriate
indicator and recommends a discount of 3% for “AAA",
apparently because corporate issuers rated “AAA” in 1983 had
a ten-year default rate of 3.02% The renai ni ng Fannie Mae
recommended discounts by rating category are all arbitrary,
but reflect a 50% recovery rate assunption. It strongly
suggests that this recovery assunption be applied to credit
enhancenents where the borrower’s paynents for such coverage
could be assuned by the GSEs. The GSE also clainms that a
seller/ servicers’ nortgage servicing rights serve as another
form of offset and proposes that the value of such rights
al so be assuned to provide a 50% offset to loss of credit
enhancenents provided by such entities.

The GSE-proposed maxi mum di scounts by rating category
schedul es are given in Table 1 bel ow

Table 1. GSE Proposed Maxinmum Counter-Party D scount
Schedul es

Fanni e Mae Freddi e Mac OFHEO
Rati ng Cat egory Pr oposal Pr oposal Pr oposal
AAA 1.5% 1.2% 10%
AA 2. 0% 1.5% 20%
A 4. 0% 2. 3% 40%
BBB 6. 0% 6. 6% 80%
<BBB 6. 0% 6. 6% 80%

Hi storical Default Rates

Both GSEs nmde extensive references to the 1958 W B.
H ckman study that covered corporate bond default rates from
1900- 1944. However, the references both GSEs nmake are to
Tabl e 36 on page 190 of the Hickman study. This table does

I ndeed cover quadrenni al def aul t rates by individual
I nvest ment grade categories. However, Table 36 references
only large issues and not the entire universe of issues.
Smal | issues, according to numerous other exhibits in the
study, suffered substantially higher default rates wthin
the same rating categories. Moreover, the assertion that

the GSEs were able to convert four-year rates into ten-year
default rates cannot have been acconplished without having
access to ratings transition information to account for



downgr ades over each of the four-year periods. Wthout such
information it would be inpossible to isolate succeeding
period defaults to original starting year ratings. Si nce
the Hi ckman study |acks the necessary transition detail, we
find the GSEs calculations of estinmated 10-year default
rates to be unreliable.

Most troubling regarding the GSE quotations of the
H ckman study is the lack of any nention of the performance
of below investnent grade entities and information on the
performance of wunrated corporate issuers. I ndeed, on the
page of the Hickman study previous to the one referenced by
both GSEs there appears a Table 35 which clearly shows the
rel ati onship between large and small issues and especially
bet ween investnment grade, non-investnent grade and issues
with no rating. Excerpts from that table are presented in
the attached Table 2 and clearly shows that for all issues
specul ati ve grade performance was nore than six and one-half
times worse than investnment grade and that those issues with
no rating were not far behind. This information argues
agai nst the GSE points raised in support of OFHEO s origi na
proposal to permt “BBB’” haircuts for speculative grade and
unrated counterparti es.

The GSEs preferred to note in their comments that
because railroad securities defaulted at such a horrendous
rate that a better approximation mght be to use only
gener al i ndustri al securities. However, even when
considering only industrials, small issuers (not used in the
GSE calculations) also tended to have worse performance.
Pages 497 and 498 of the Hi cknman study clearly show that
part of the problem for small issues may have been that
these sane issuers were also small in terns of asset size.
(See attached Table 3 for excerpt from these pages.) Firns
of smaller asset size experienced substantially higher
default rates whether they were industrials or other types
of operations. This observation is applicable to the
treatnent of unrated seller/servicers in the OFHEO RBC rul e.
Wth many unrated seller servicers holding few liquid assets
beyond their servicing rights, Therefore, MCA believes it
Is inappropriate to grant “BBB” counterparty credit risk
status to unrated counter-parties for safety and soundness
reasons, as per our first comment letter.

The other mjor source of information regarding past
performance of rated issuers is the Mody's historical
corporate default series published annually for the past



several years. The latest report published in January 2000
covers default rates from 1920-1999. This series
effectively neasures long-run average default rates by
rating category, by nunber of years since such rating
identification, as well as the standard deviations about
each average by elapsed tine. Consequently, it surpasses
the Hickman study in ternms of being able to assess worst-
case scenarios by proper rating category.

Freddie Mac used the Mwody's historical default series
and based its discount proposal on selected portions of the
Moody’ s dat abase focusing on 10-year average default rates
for 1970-1999. Freddie Mac asserts that it is inappropriate
to assune corporate default rates that approach the worst
|l evels of the Depression since corporate default rates
during the West South Central recession did not denonstrate
the sane | evel of defaults. Consequently, Freddie Mac uses
the selected Mody's data for average default rates (1970-
1999) and triples the selected average default rate. Freddie
Mac suggests that a nultiple of three is sufficient based on
a conparison of BLE default rates conpared to its own | ong-
term average |loan performance. Then, to determne the
appropriate maximum haircut Freddie Mc assumes a 50%
recovery rate on the inflated average default ratio.

M CA does not believe that Freddie WMac's use of
selected Mody's data is appropriate. Corporate default
rates in the md-1980s indeed were not as severe as they
were in the Depression, but only because the conditions of
the West South Central did not occur nationw de. The rol e of
the stress test is to assune that the stress conditions

apply nationw de. Under those circunstances we believe it
fair to assune that corporate bond default rates would
i ndeed rise to near record highs. M CA al so believes that

the Freddie Mac approach of *“gross-up” corporate bond
default rates in a stress scenario using the relationship
bet ween BLE nortgage default rates and any |ong term average
nortgage default rate is illogical. The worst case scenarios
which OFHEO used in its nodeling are the ones that are nost
appropriate for the stress scenario. The GSEs have presented
no evidence to justify a different approach.



Recovery Rates

Both GSEs reference the Mwody’'s reports as the primry
source for their reasoning that any estimate of discount
rates should be further adjusted by the assunption of sone
recovery rate. | ndeed, Mbody’s says that it uses the
trading price of defaulted instrunents as a proxy for the
present value of the ultimte recovery on a defaulted bond.
However, they note that such wvaluation varies wth the
seniority of the lien as well as with the stated security of
the debt and variations in recovery rates for defaulted
bonds are correlated with macroeconom c conditions and the

aggregate risk of default. Information published by Mody’ s
suggests that the GSE-proposed recovery rate is an
unrealistic assunption in a harsh econom c environnent. As

recently as 1999, prices on all types of defaulted bonds
fell below 40% of their face value. Yet it would be hard to
characterize 1999 as a troubled economc tine period. I n
1981, at the start of the worst econom c recession since the
Depression, prices on defaulted senior/unsecured bonds fell
to less than 10% of their face value (see exhibit 20 on page
19 of Mwody's January 2000 Report).. This recent data
denonstrates how inappropriate it would be for OFHEO to
assunme any recovery rate—such less a 30% or 50% rate as
reconmended by Freddi e Mac.

The Freddie Mac proposed 30% to 50% recovery rate on
seller/servicer servicing rights is also inappropriate.
During the md-to-late 1980s when many seller/servicers had
poorly performng portfolios, GSEs seized the servicing
rights of such conpanies prior to their eventual collapse
In these cases, GSEs were not only wunable to sell the
servicing rights to conpensate thenselves for the |oss of
recourse benefits, they had to pay new servicers additional
fees to enable the new contractors to service the seized
portfolios wthout incurring operating | osses. These
exanpl es also occurred in an interest rate environnent that
was less harnful to future streans of servicing revenues
than the “down-rate” stress applied in the OFHEO nodel.
Under a 600 basis point decline in interest rates, conbined
Wi th substantial worsening in delinquency and default rates,
it is doubtful that any positive value could be ascribed to
such assets. In fact, one could easily argue that with the
dem se of nmany servicers, GSE expenses during the stress
scenario should be increased to account for the need to pay



new servicers to continue to service the rising inventory of
sei zed servicing portfolios.

Consequently, to assune any guaranteed recovery rate
woul d seriously overstate the recovery potential for credit
enhancenents and thereby seriously understate the GSE s need
for adequate capital. Moreover, while the GSEs have
expressed concern with the conplexity of the Mdel, the only
prudent way to accommobdate partial recoveries of defaulted
credit enhancenent benefits would require rather extensive
additional nodeling and retention of additional streans of
i nformati on. As long as the bulk of credit enhancenent
benefits are provided from highly rated nortgage insurers,
there is little additional benefit to be obtained from such
addi ti onal nodeling or assunptions regardi ng recovery rates.

M CA continues to support the level of haircuts for
credit enhancenment counterparties wth different credit
ratings and the spread between these haircuts as set forth
in OFHEO s proposal, subject to the changes we suggested in
our letter of March 10. Li kew se, we believe neither GSE
has presented a convincing reason for assumng a positive
recovery rate under the stress scenario.

Unwant ed Results

In its earlier comments M CA highlighted the perverse
results that are possible with the potential mshandling of
nortgages in structured transactions. Wth regards to
I nadequate assunptions regarding default rates by rated
entities, errors could lead not only to a false sense of
security but to an erroneous application of risk-based
pri ci ng.

The largest variable in the determnation of rating
| evel s between issuers of corporate debt and, therefore,
their probability of default is the level of capital held
against the risks of the respective enterprises. In the
realm of nortgage <credit risk there is a consistent
difference in the relative risk of default and the m ninmm
capital required of AAA and AA-rated M conpanies as
conpared to the sanme or |ower rated non-nortgage insurance
entities. | f there is not an appropriate haircut
differenti al whi ch reflects t he true ability of
counterparties to absorb nortgage credit risk in a stress
scenario, then the value of the difference in capital held
by the higher rated Ms w il be reduced. | f either of the



GSE credit enhancenent counterparty haircut proposals is
adopted, the resulting RBC rule will cause a market shift in
the share of credit enhancenent towards |ower rated
entities. In the long run, the results of such a perverse
incentive is not beneficial to either the consuner or the
t axpayer. Therefore, an accurate portrayal of the ability
of a credit enhancenent counterparty to absorb nortgage
credit risk in a stress scenario wthin the credit
enhancenent counterparty haircut schene is essential to the
safety and soundness of the GSEs.



