April 14, 2000

M. Alfred M Pollard

General Counse

O fice of General Counsel

O fice of Federal Housing Enterprise Oversight
1700 G Street, N. W, 4thFl oor

Washi ngton, D. C. 20552

Dear M. Poll ard:

This letter provides the coments of the
Mort gage | nsurance Conpani es of Anmerica (M CA) on
the comments provided to OFHEO by others on the
pending GSE risk-based capital regulation. e
appreci ate OFHEO s i nt erest in recei ving
additional views and welcome the chance to
comment on several major suggestions for changes
to the proposal sent to OFHEO by Fannie Mae,
Freddie Mac, the Consumer Mortgage Coalition
(CMC) and other interested parties.

1. Comrents urging narrowi ng of haircut spreads
bet ween AA-rated and BBB/ bel ow i nvestnment grade
credit enhancenent counterparties should be
rej ected.

M CA has reviewed the Fannie Mae and Freddi e
Mac recommendations regarding narrower spreads
and reductions in the haircut levels and we find
the arguments wunconvincing. MCA reaffirms its
support of the OFHEO proposal as it concerns
hai rcuts for credit enhancers, subject to the
nodi fications we set forth in our comment letter
submtted on March 10, 2000. The appendi x
attached to this letter provides a detailed
anal ysi s of our critique of t he GSE
recommendati ons. As is shown in Table 2 of the
appendi x, the GSEs presented inconplete data from
the study they wused in arguing for reduced
hai rcuts and | ower spreads, omtting from their



presentation data from their own sources that

argued in fact for wder spreads. MCA's own
recomrendation, as presented in our original
comment, is reinforced by the study cited by the
GSEs, once all of the omtted data are

consi der ed.

Strong policy argunents, in addition to
t hese inmportant technical points, support a w der
spread between BBB-rated and below BBB/unrated
counterparties than that suggested by the GSEs.
To the extent that the OFHEO rules fail to
refl ect t he r eal ri sks of | ower -rated
counterparties, then a perverse incentive for the
GSEs to arbitrage the capital rules wll be
created. If the capital costs of wusing an
unrated counterparty are no greater than those,
for exanple, of a BBB-rated one -- even though a
conplete review of the data show that wunrated
counterparties are far greater default risks --
then market pressures will result in the GSEs
using the | owest possible rated or unrated credit
enhancenent counterparty.

Failing to properly capture the real default
risk of different counterparties would | ead OFHEO
to make the same nmistake the Basle conmttee is
now attenpting to fix with its proposed revisions
to the risk-based capital rules for banks. There
Is anple evidence from the banking sector that
crude risk weightings |lead to higher risk-taking.
OFHEO should ensure that its haircuts are |arge
enough to prevent the GSEs from engaging in risk
ar bi trage.

2. Mortgage credit risk derivatives should not
be given any credit, at |least for now The GSES’
proposed credit treatnent with very favorable
haircuts for credit risk derivatives should not
be i npl ement ed.

In our initial comment s, M CA detailed
numer ous reasons why credit derivatives should
not now be included in the OFHEO risk-based
capital rules. After reading numerous comments
on this issue, we believe our recomendation
stands; OFHEO should not now recognize credit



derivatives and allow any credit for themin its
ri sk-based capital rule. When and if these
i nstruments prove thenselves in an economc
downturn, OFHEO should propose credit treatnent
and appropriate haircuts for them in a separate
rul emaki ng. At the |least, we urge OFHEO not to
act until the bank regulators have established a
met hod of treating credit risk derivatives and
t hi s approach has been tested in the nmarketpl ace.

The GSEs proposed a different approach,
arguing that not only should credit be given for
credit risk derivatives but also that the credit
risk transfer is so conplete that they warrant no

hair-cut at all. They suggest that the only
ri sks ger mane to credit derivatives are
oper ati onal , and that these are adequately

captured in the 30% operational risk add-on to be
i npl emented in the RBC regul ation. However, this
approach ignores the very substantial credit
risks inherent in nortgage credit derivatives.
Credit risk derivative counterparties not only
may not w sh to honor their obligations -- the
| egal aspect of operational risk -- but they my
al so sinply not be able to do so as the result of
adverse market conditions, under-capitalization,
or other factors.

3. M CA believes that structured nortgage
transactions can easily be detected from | oan
docunment ation and that the elevated risks of such
transactions should be captured by the capital
rul es.

On page 85 of its coment, Freddie Mac
argues that it is not possible from |I|oan
docunent ati on to differentiate structured
nortgage transactions (e.g., 80-10-10s) fromtrue
single lien transactions. M CA strongly
di sagr ees. Lenders are required to notify the
agencies if additional liens are being placed
upon a honme at the tinme the nortgage is sold
This docunmentation readily permts the GSEs to
determne if a second |oan has been originated
with the first lien. Only seconds placed well
after a first lien has been originated are
currently unknown to the GSE since, of course



any such seconds are taken out well after the
initial |oan has been sold to the GSE.

As noted in our first coment letter, M CA
bel i eves t hat structured | oan transacti ons
present greater risks to the GSEs that not only
can, but shoul d, be captured in the RBC

regul ation. Bank regulators treat structured
|l oans as a single one for determning the LTV
because these I|oans perform I|ike higher-risk

hi gh-LTV | oans. OFHEO shoul d do the sane.

Freddie Mac also asserts that loans in a
structured transaction are adequately represented
in the BLE and thus need no special risk-based

capital treatnent. It further argues that, to
t he degree these | oans have increased as a narket
factor si nce t he BLE, I nprovenment s in

underwiting have elimnated any additional risk.
M CA di sagrees. There is no evidence to support
t hese argunents.

First, we do not believe that structured
| oan transacti ons, in contr ast to second
nort gages placed on hones well after origination,
were a neani ngful market factor during the BLE.
Second, no inprovenent in underwiting can alter
the fact that risk rises inexorably with LTV.
There is no evidence of i nprovenents in
underwiting that mtigate the relative risk of
hi gh- LTV | endi ng.

4, As we noted in our response to the first
Notice of Proposed Rulemaking, the BLE is a
valid, as well as mandated, target for the stress
test and is supported by M industry experience.
M CA continues to support the BLE as a stress
test and neither GSE has proven why the BLE would
be i nappropriate.

The GSEs have proposed nunmerous revisions to
the RBC stress test that would underm ne the BLE
and result in a lower level of stress test-
related nortgage | osses. The OFHEO Model already
produces a |lower |evel of credit |osses than the
BLE under the interest rate stress scenarios.
Accepting the GSE revisions would only |ower an



already too |low |level of Model-produced credit
| osses under the interest rate stress scenari os.
Freddie Mac notes that the Mdel overstates the
default rates associated with high-LTV | oans, but
fails to note that the nodel significantly
understates the default rate on low LTV |oans.
Fanni e Mae argues that underwriting changes since
1986 generally invalidate the BLE, recomending
numer ous changes to the Model to reflect what it
believes to be better stress scenarios derived
from econonetric nodel s.

M CA does not believe that there is any
evidence that the many changes in underwriting
techni ques adopted by nortgage | enders since 1986
have invalidated the BLE assunptions. VWi | e
there has been no national downturn since the BLE
was established, the California and New Engl and
regional recessions in the early 1990s produced
nortgage default and severity rates simlar to
t he BLE. Therefore, there is no evidence that
any changes in wunderwiting wll truly alter
nortgage | o0ss experiences in a stress scenario.
The | aw mandates use of the BLE as a worst-case
scenari o. Unl ess or until hard evidence during
stress periods indicates the real loss mtigation
value of wunderwiting changes since the BLE,
OFHEO shoul d honor its mandate and calibrate the
nortgage credit |oss portion of the risk-based
capital rule to the BLE

Any changes OFHEO nmakes in individual
conponents  of the stress test to reflect
econonetric nodeling should be bal anced by other
changes to ensure that the net nortgage credit
loss result under the interest rate stress
scenarios is consistent with the BLE.

5. M CA supports OFHEO s proposed treatnent of
spread accounts which would give no credit for
cash flows after the start of the stress test.

In their coments, the GSEs argue that
spread accounts should enjoy favorable capital
treatment because these accounts arguably support
af f ordabl e housing and because of the cash fl ow
associated with them Freddi e Mac, for exanple,



argues that spread accounts and guarantee fee
I ncome are equivalent in ternms of credit |oss
absor pti on.

M CA believes that spread accounts are not
an equivalent form of credit risk mtigation to
true third-party coverage and thus should not be
given any credit except for the actual account

bal ance at the start of the stress test. First,
spread accounts start with zero capital and only
gradual ly build up cash to absorb loss. It makes

no sense to treat them the same as an adequately
capitalized third-party credit enhancer that is
ready and able to absorb the full loss fromits
first effective date. Second, once a stress
scenari o begins, the continued flow of the cash
paynments into the spread account becones highly
uncertain. OFHEO clearly wunderstood this and
structured the RBC rul e accordingly.

Additionally, spread accounts do not support
af f ordabl e housing since they raise the cost of a
nortgage to the borrower. In contrast to M, the
extra interest payable by the borrower that
generates the spread account is not cancel able.
Borrowers nust pay for the additional cost of the
spread account over the |life of the |oan, which
i ncrease their cost of hone ownershinp. OFHEO
should reflect Congress’ concern that nortgage
I nsurance be cancelable and not provide any
capital incentive for the use of alternative
forms  of credit enhancenent t hat are not
cancel abl e, especially since these do not provide
equi valent credit risk mtigation.

Spread accounts are substantively different

t han guarantee fees. The latter are received
from all nortgages the GSEs purchase, not just
certain high-risk ones. As a result, it is

appropriate to treat the income stream generated
by g-fees as a source of cash that can, subject
to prepaynment and other assunptions, absorb

credit risk. Spread accounts, in contrast, are
i nt ended to substitute for ot her, nmor e
traditional, forms of credit enhancenent on

hi gher risk loans and thus should be eval uated
for capital purposes in conparison wth the



stress scenario nortgage credit risk absorption
ability of nore traditional credit enhancenents.

Finally, to accurately nodel the inpact of
spread account financing as proposed by the GSEs
would significantly conplicate the Mddel. In
order to properly nodel the spread account all
| oans would have to be segregated by individual
pool , thus adding a substanti al degree of
conplexity and detail to the Model

6. We support the comments of others who agreed
with our concern that changes are needed to the
Model that elimnate the possibility for cross-
subsidy within the RBC regul ati on.

W agree with the CMC that the OFHEO rule
should not permt a cross-subsidization between
credit- and interest-rate risk related capital
| ndeed, Freddie Mac appears to agree. On page
111 of its coment, with regard to nmulti-famly
housing, Freddie Mac states that, *“..negative
capital requirenents are clearly inappropriate..
As noted in our comrent l|letter and cited by the
CMC, no other capital rules of which we are aware
permts cross-subsidization that can, in fact,
result in zero or even negative capital despite
t he assunption of econom c risk.

In conclusion, MCA wuld like again to
express its support for the proposed OFHEO ri sk-
based capital rule with the nodifications we set
forth in our earlier coment letter. While we
believe, as stated in our initial coment, that
the proposal requires certain refinenents, the

structure proposed is a sound one. It is vital
t hat OFHEO nove ahead as quickly as possible with
a final rul emaki ng to bring t hese huge

enterprises under a prudent risk-based capital
regi me.

Si ncerely,
[ Si gned: Suzanne C. Hutchinson]

Suzanne C. Hutchi nson



