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Abstract

Nearly a decade after the housing bubble burst, the nation’s housing and
mortgage markets are still far from normal. Lower- and middle-income
households still have difficulty obtaining mortgage loans, crimping housing
demand and homebuilding. House prices, which rebounded strongly after hitting
bottom in the wake of the crash, have also slowed.

Key to a well-functioning housing market are the policies of Fannie Mae

and Freddie Mac. The two government-sponsored enterprises, operating in
conservatorship, remain the mainstay of the mortgage market, insuring more
than half of all mortgage originations." The current debate over the guarantee fees
charged by the GSEs for the insurance they provide on conforming mortgages is
thus critical to housing's prospects.?
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ANALYSIS

A General Theory of G-Fees

BY MARK ZANDI

early a decade after the housing bubble burst, the nation's housing and mortgage markets are still far

from normal. Lower- and middle-income households still have difficulty obtaining mortgage loans,

crimping housing demand and homebuilding. House prices, which rebounded strongly after hitting
bottom in the wake of the crash, have also slowed.

Key to a well-functioning housing market
are the policies of Fannie Mae and Freddie
Mac. The two government-sponsored enter-
prises, operating in conservatorship, remain
the mainstay of the mortgage market, insur-
ing more than half of all mortgage origina-
tions. The current debate over the guarantee
fees charged by the GSEs for the insurance
they provide on conforming mortgages is
thus critical to housing’s prospects.?

The Federal Housing Finance Agency, the
GSEs’ regulator, will ultimately settle this
debate. The FHFA has solicited advice on the
issue from stakeholders and will likely make
a decision by year's end.?

The size of the GSEs’ guarantee fees should
be based on several criteria. First, although
Fannie and Freddie are in conservatorship and
thus do not hold capital to protect against
unexpected losses, the g-fees they charge
should be consistent with a level of capital
large enough to protect taxpayers. That is, the
GSEs should charge enough to generate suf-
ficient capital to protect taxpayers if another
downturn similar in severity and length to the
Great Recession were to occur.

It is important to note that this is sub-
stantially less than the GSEs would need
if they were private financial institutions,
under almost any plan for a future housing
finance system. They would likely be consid-
ered systemically important financial institu-
tions, or SIFls, and thus be required to hold
enough capital to remain going concerns in
the stress scenario, not just enough to re-
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main solvent. This is the standard already be-
ing applied to SIFI banks and other financial
institutions by the Federal Reserve.

Since the GSEs hold less capital than
would be required if they were private SIFls,
they are effectively receiving subsidies from
taxpayers. The GSEs receive an additional
subsidy from taxpayers via their lower cost
of funds, since the government guarantees
their mortgage-backed securities against
credit losses.

A second criterion is that any taxpayer
subsidy should be used to reduce g-fees for
lower- and middle-income mortgage borrow-
ers at the edge of the credit box. Borrowers
with lower credit scores and higher loan-to-
value ratios should pay lower g-fees than
would be necessary to fully compensate the
GSEs for the greater risk of default they pose.
This will expand the availability of mortgage
loans to borrowers who would otherwise need
to borrow at a higher rate from the Federal
Housing Administration or private lenders, or
be unable to obtain mortgage loans at all.

This leads to the third criterion, namely
that the GSEs' g-fees should be determined
in the context of the fees charged by other
potential sources of mortgage credit, includ-
ing depository institutions, the FHA, and
other sources of private capital, including
the private-label securities market. If the
GSEs' g-fees are set too high or too low, they
will be inappropriately marginalized or gain
market share vis-a-vis these other sources of
mortgage credit.

After accounting for these criteria, Fannie
and Freddie’s current g-fees are consistent
with the current health of the housing and
mortgage market, and thus should not be
changed at this time. Taxpayers are well-
protected, taxpayers' subsidization of less-
creditworthy borrowers is appropriate, and
the GSEs' g-fees appropriately account for
the availability and cost of mortgage credit
from other sources.

The GSEs' g-fees may eventually need to
increase as they prepare to leave conserva-
torship and become part of a new housing
finance system. But given recent legislative
failures to move the GSEs out of conserva-
torship and into a new system, this is likely a
long way off.

Guarantee fee arithmetic

Fannie and Freddie are currently charging
an average guarantee fee of approximately
60 basis points across all the new loans they
insure. Their g-fees are used to pay for:

» Administrative expenses. The GSEs

estimate their expenses to be 4
basis points.

» Expected losses. The GSEs estimate
the losses on their current mortgage
lending to be 7 basis points.

» Payroll taxes. By law this is equal to 10
basis points through 2022 to help pay
for the 2012 payroll tax holiday.

» Unexpected losses. This equals the
capital the GSEs need to absorb losses
under a stress scenario. The GSEs are
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Chart 1: GSE’s Appropriate Return on Capital
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holding 39 basis points of g-fee as
capital, assuming they would suffer
losses of just over 3% in a stress sce-
nario similar to the Great Recession.

»  Minimum capital level. This is the cap-
ital needed to ensure the GSEs remain
going concerns under a stress sce-
nario. Large systemically important
financial institutions hold significant
capital to avoid bank runs and panic
as occurred in the Great Recession.
The GSEs currently do not hold a min-
imum capital level since they are fully
backed by the federal government and
thus not subject to runs.

Cross-subsidization

Fannie and Freddie's g-fees vary consid-
erably depending on the creditworthiness of
mortgage borrowers. The g-fee is typically
no more than 50 basis points for home-
purchase borrowers with credit scores over
700 (about the average score across all con-
sumers with scores) and more than a 40%
down payment (see Table 1). For borrowers
with scores below 700 and a 40% down
payment, g-fees rise above 80 basis points.
The differences largely reflect the amount
of capital necessary to absorb losses in a
stress scenario, as these losses will clearly be
higher for less creditworthy borrowers.

Despite the variability in g-fees across
the credit distribution, they do not vary
as much as would be expected if the GSEs
were earning equal returns on their capital.
The return on capital for loans to the best-
quality borrowers is above 20%, while it is
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a lower g-fee and
still earn an accept-
able return on their
overall lending.
The GSEs’ cross-subsidization is limited
by adverse selection on their lending to
high-quality borrowers. If they charge bet-

ter borrowers too high a g-fee, other private
lenders will be able to undercut them with
lower fees and interest rates. This is already
happening in some strong housing markets,
where banks and even some nonbank lend-
ers are taking some loan business away from
the GSEs.

Cross-subsidization by the GSEs is also
limited by the overall return on capital
they are willing to accept. They currently
earn 8.3% after taxes (assuming they paid
taxes), which is well below the 10% return
that SIFI commercial banks are currently
achieving, and what they would likely re-
quire if they were private institutions (see
Chart 1).* This is down from the 15% return
earned by large banks and the GSEs prior to
the housing crash.®

Table 1: GSE Guarantee Fees by Credit Score and LTV

2014Q1
0-60 61-80 81-97
740+ % of unpaid balance 12 37 15
Capital, bps 83 218 320
Charged g-fee, bps 48 57 56
Return on capital (g-fee), % 21 11 7
Estimated cost, bps 29 54 73
Return on capital (cost), % 6 10 11
700-739 % of unpaid balance 3 12 6
Capital, bps 118 392 520
Charged g-fee, bps 50 65 64
Return on capital (g-fee), % 16 7 5
Estimated cost, bps 36 89 112
Return on capital (cost), % 8 11 11
620-699 % of unpaid balance 3 10 3
Capital, bps 182 642 712
Charged g-fee, bps 55 82 80
Return on capital (g-fee), % 12 6 5
Estimated cost, bps 50 139 152
Return on capital (cost), % 10 12 12
Across All GSE loans:
Capital, bps 307
Charged g-fee, bps 60
Return on capital (g-fee), % 8.3
Estimated cost, bps 72
Return on capital (cost), % 10.8
Assumptions:
Tax rate, % 35
Payroll tax, bps 10
Operating expenses, bps 7
Expected loss, bps 4

Sources: FHFA, Moody’s Analytics
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Chart 2: Fannie and Freddie’s Share Stabilizes
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This is not to say the GSEs should in-
crease their g-fees to achieve a 10% after-tax
return. Indeed, the GSEs would already be
earning close to this if not for the 10 basis
points in g-fee they remit to the Treasury to
help pay for the 2012 payroll tax holiday.
This g-fee surcharge expires in 2022.

Mortgage insurers' capital standards

The new capital standards for private
mortgage insurers proposed by the GSEs
add some complexity to determining the ap-
propriate level of GSE g-fees. By law, loans
insured by the GSEs with less than a 20%
down payment must also have some form of
credit enhancement, which more often than
not is provided by private mortgage insurers.
The Mils typically cover default losses up to
27.5% of the loan balance.

It is understandable the GSEs and FHFA
would like to ensure that the Mls are on
sounder financial ground. Three MI compa-

05 10 timely basis.

However, the
Ml capital stan-
dards, if adopted as proposed, would result
in higher costs, including the GSEs’ g-fee
and the MIs' insurance premium, for less
creditworthy borrowers.® For borrowers with
scores below 700, the expected increase in
MI premiums as a result of the new capital
standards would be close to 30 basis points
(see Table 2). For borrowers with less than a
700 score and only a 5% down payment, the
MI premium increase would be closer to 40
basis points.

The GSEs could presumably lower their
g-fees somewhat for these borrowers since
the Mls would be stronger counterparties
after implementing the new standards. But
the GSEs would be limited by how much
they could reduce g-fees since they will still
be exposed to the same amount of risk given
the MIs’ coverage limits.

A preferable approach would be for the
new Ml capital standards to allow the Mls to
use some of their future premiums toward

the new requirements. For example, allowing
the Mls to use only one year of future premi-
ums would largely mitigate the impact of the
standards on premiums for less creditworthy
borrowers.” For context, under a stress sce-
nario, Mls expect to receive four annual pre-
miums on average from borrowers.
Assuming the new proposed capital stan-
dards for Mls are adjusted to allow Mis to
count some future premiums, there would
be no reason for the Mls to change their cur-
rent premiums. Since the MIs will be stronger
counterparties, the GSEs could lower their
g-fees somewhat for loans with mortgage in-
surance, but any reduction should be limited
S0 as not to result in a negative return on
these loans.

G-fees in context

The GSEs' current g-fees are also con-
sistent with the GSEs maintaining their
long-term share of the mortgage mar-
ket once conditions in the rest of the
market normalize.

Since the late 1990s, the GSEs' share of
single-family mortgage debt outstanding has
been relatively stable (see Chart 2). It fell
during the housing boom, as GSEs lost share
vis-a-vis the bubble-fueled private-label se-
curities market, and it rose after the housing
collapse. Long run, assuming the private-
label security market revives and the FHA
normalizes its insurance premiums, the GSEs
should maintain 40% to 45% of the market.

The GSEs will remain competitive against
large SIFI banks that retain many of the loans
they originate on their balance sheets. SIFl

Table 2: Impact of PMIERs on MI Premiums by Score and LTV

Bps
Current MI premiums

90 95
650 71 115
700 57 89
750 44 62
800 39 54
In force = 62

Source: Moody’s Analytics
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Impact of PMIERs as proposed
change in MI premiums (bps)

920 95

650 43 64
700 16 27
750 2 9
800 -5 -3
In force = 15

Impact of revised PMIERs
change in MI premiums (bps)

90 95

650 17 24

700 1 3

750 -6 -4

800 -10 -11

In force = -0
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Chart 3: FHA Will Have Room to Cut Premiums
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banks are currently disadvantaged because
they are required to hold a substantial mini-
mum level of capital under the Federal Re-
serve's stress-testing and Basel Il rules (see
Table 3). The GSEs are not subject to these
rules and should not be required to charge g-
fees consistent with a minimum capital level
while in conservatorship. A minimum capital

16 17 18 19 20

level is needed to forestall the types of bank
runs that precipitated past financial crisis.
There is no prospect of a run on the GSEs
given the government's explicit backing of
the GSEs via conservatorship.®

As large banks scale back, some of their
business is going to smaller depository in-
stitutions and nonbanks with lower capital

requirements and less regulatory oversight.
The GSEs are also constrained from taking an
even larger market share by their conforming
loan limits and the qualified mortgage rule.
Long run, financial institutions that hold
mortgages on their balance sheets should
account for approximately 25% to 30% of
single-family mortgage lending.

The GSEs are also competitive with the
FHA. Given the FHA's extraordinarily high
insurance premiums, implemented to replen-
ish its hard-hit insurance fund, GSE loans
with private mortgage insurance offer more
attractive mortgage rates to most borrowers
who put at least 5% down and have scores
above 680.

However, the FHA's financial situation
is improving rapidly, and it should be able
to significantly reduce its insurance premi-
ums in the next year or two.° Assuming the
FHA must maintain insurance premiums
consistent with capital sufficient to protect
taxpayers from losses during the next major
recession, and require an implicit return on
this capital consistent with those earned by
SIFls, the FHA will soon be able to lower its
premiums by approximately half a percent-
age point (see Chart 3).

Table 3: Capitalization of the Housing Finance System

%
Required capitalization
Share of
origination market Current Stress Minimum Required
2014H1 capitalization loss required capitalization
Fannie/ Freddie & mortgage insurers 3.60 3.60 0 3.60
Fannie/Freddie 51 3.07 3.07 0 3.07
Mortgage insurers 2.10 2.10 0 2.10
SIFI depository institutions 26 6.25 4.00 2.25 6.25
FHA 23 14.5 9.60 0 9.60
Private-label securities 0 5-10 5-10 5 5-10
Assumptions:
The new capital standards for private MIs are adjusted based on the proposal in “Putting Mortgage Insurers on Solid Ground,” Zandi, Parrott and DeRitis.
The stress loss for SIFI banks is the median loss rate for banks that undertook the 2014 CCAR stress test.
The minimum capital requirement for SIFI banks is 50% risk weight for first mortgages on the 4.5% minimum CET1 capital ratio under Basel III.
The FHA’s stress loss is based on a 16% probability of default and 60% loss given default.
PLS capital requirements represent the size of the equity tranche required by credit rating agencies to protect investors in the AAA tranche.
Source: Moody’s Analytics
MOODY'S ANALYTICS / Copyright© 2014 4
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Chart 4: House Prices Compared to Trend...
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That is, the FHA's current annual and
upfront premiums total 170 basis points, as-
suming an average five-year mortgage life.
The FHA could lower its combined premiums
to 120 basis points and still build the insur-
ance fund adequately to protect taxpayers in
case of another Great Recession." Long run,
the FHA should account for 15% to 20% of
the mortgage market.

The private-label securities market has
been largely dormant since the housing
crash, but it should slowly revive as various
regulatory and legal issues are sorted out.
The last remaining major regulatory issue to
be settled is the qualified residential mort-
gage rule, which requires PLS issuers to hold
at least 5% equity in their securities. Final
rules and definitions on QRM are expected
by year end? In a sign that the market is re-
viving, lenders have successfully issued MBS
securities backed by nonconforming jumbo
loans. While volumes have been small and
loan quality has been pristine, the sale of
these securities confirms that investor de-
mand for non-agency securities does exist.

Potential investors in private-label se-
curities are expected to eventually become
comfortable with changes in how mort-
gages in the securities are underwritten
and serviced, packaged into securities and
rated by credit rating agencies. Moreover,
nonbank lenders and depository institutions
have limited balance sheets and will need
the PLS market as an outlet for their loans.
Long run, the PLS market is expected to ac-
count for the remaining 10% to 15% of the
mortgage market.®
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Source: Moody’s Analytics

Next-gen g-fees

Once housing and mortgage markets
have fully recovered and the private-label se-
curities market is operative, the FHFA should
consider introducing a system in which g-
fees are set countercyclically. Raising g-fees
as the housing market heats up will reduce
the probability that it will actually boil over.
Conversely, lowering g-fees when the hous-
ing market is weak will lower costs for bor-
rowers, spurring additional activity when it
is needed.

Such a system could be constructed
based on house price indexes. For example,
g-fees could adjust based on the growth
in house prices relative to their long-term
trend. The linear trend growth rate of house
prices from the Case-Shiller house price in-
dex could be used for this purpose (see Chart
4). G-fees could be set using an adjustment
factor equal to the ratio between the actual
house price index and the trend or “equilib-
rium" house price level as:

HPI,

Gfé‘ft-: Gfee* X [F[;

where Gfee* is the equilibrium g-fee based
on the loan and borrower characteristics and
HPIis the equilibrium trend HPI level.

Based on this simple model, the guaran-
tee fee on an average mortgage would have
risen significantly at the peak of the housing
bubble to more than 80 basis points (see
Chart 5). Not only would this have provided
the GSEs with higher fee income commen-
surate with the higher risk of default due
to overvaluation, but it would have sent an

important signal to the rest of the market
that would have discouraged marginal bor-
rowers. Conversely, g-fees would have been
significantly lower during the Great Reces-
sion helping to stimulate the recovery. With
borrowers obtaining mortgages near the
housing bottom, the risk of default would
have been lower, justifying lower fees.

This model suggests that house prices are
modestly below their long-term trend today
despite the recovery in prices over the past
few years. Consistent with our recommenda-
tion, the model suggests that fees should
currently be approximately 5 basis points
below their equilibrium levels.

While we have described a simplified
approach for introducing countercyclical g-
fees for discussion purposes, it can be easily
enhanced and extended to account for other
measures of house price equilibrium such as
the price-to-income or price-to-rent ratios.
We would caution against trying to over-en-
gineer this process. To be effective, the rules
should be simple, clear and easily calculated.

Conclusions

One of the more contentious debates
remaining from the housing crisis is over Fan-
nie and Freddie's guarantee fees. These are
the fees the GSEs charge mortgage borrow-
ers to pay for their operating costs, expected
defaults, and a capital cushion in case of
another Great Recession.

For several years after the GSEs were
put into conservatorship, the FHFA directed
them to increase their g-fees. The think-
ing was that the g-fees were insufficient to



ANALYSIS » A General Theory of G-Fees

protect taxpayers against another Great
Recession, and more controversially, were
so low they discouraged private lenders
from making mortgage loans. Between
2008 and 2013, the average g-fees charged
by the GSEs were increased from 20 to 60
basis points.

The FHFA is now considering whether
the GSEs’ g-fees should change again. Some
argue they should be increased further, be-
lieving this will attract more private capital
into the housing finance system. Others ar-
gue they should be lowered, particularly for
less creditworthy borrowers, believing this
will responsibly help harder-pressed house-
holds become homeowners and support the
housing recovery.

The FHFA should not appreciably change
the GSEs’ current g-fees. The fees are high
enough to appropriately protect taxpayers
against losses the GSEs would face in anoth-
er Great Recession. The fees vary consider-

ably across the credit distribution, and while
there could be some reduction in fees for
borrowers with lower scores and higher LTVs,
particularly as the private Mls incorporate
the new Private Mortgage Insurance Eligibil-
ity Requirements, any reductions should be
modest. The GSEs should not make loans at
a loss, and since overall g-fees are currently
appropriate to protect taxpayers, any reduc-
tion in fees for less creditworthy borrowers
must be made up for by higher fees on more
creditworthy borrowers. But any increase in
fees on more creditworthy borrowers would
likely lead to adverse selection, with the best
borrowers leaving the GSEs and going to
bank lenders.

The argument that higher GSE g-fees are
necessary to entice more private capital into
the mortgage market is a stretch. The revival
of the PLS market depends on resolving regu-
latory and legal issues that will not occur any
more quickly with a reasonable increase in g-

fees. And higher fees and mortgage rates run
the risk of short-circuiting the already-fragile
housing recovery.

GSE g-fees may eventually need to
increase if Fannie and Freddie are ever
privatized. They would likely be considered
SIFls and reasonably required to hold more
capital. Like the private Mls, the GSEs should
be allowed to use future g-fee premiums to-
ward these higher capital requirements, but
they may not be enough. In addition, g-fees
that fluctuate in opposition to the growth of
house prices would provide a powerful coun-
tercyclical tool for preventing future housing
bubbles from forming. However, these are
discussions for another day, as bringing the
GSEs out of conservatorship appears to be a
long way off.

A lot more must happen before the na-
tion's housing and mortgage markets are
functioning well, but another change in Fan-
nie and Freddie's g-fees is not one of them.

Endnotes

1 Inthe first half of 2014, Fannie and Freddie accounted for just over half of all mortgages originated. Depository institutions accounted for just over one-
fourth of originations, and the FHA/VA accounted for the remainder.
2 Fannie and Freddie's average guarantee fees have risen from 20 basis points before the financial crisis to closer to 60 basis points today.

The FHFA's request for input regarding Fannie and Freddie's guarantee fees provides an excellent overview of the issue and key questions.
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The after-tax return on capital is equal to the after-tax g-fee for unexpected losses divided by the stress loss rate. That is: (60 - 7 - 4 -10) * .35 /307 * 100 = 8.3%.
Since this is below the 10% return the GSEs would require if they were private institutions, this is arguably another source of taxpayer subsidy to mortgage
borrowers. To achieve a 10% return, the GSEs would need to charge an average g-fee of 72 basis points.

More precisely, the appropriate after-tax return for large financial institutions like the GSEs is approximately 600 basis points above the risk-free rate.

The Draft Private Mortgage Insurance Eligibility Requirements or PMIERs were released on July 10, 2014.

This is proposed in “Putting Mortgage Insurers on Solid Ground,” Moody's Analytics white paper, Zandi, Parrott and DeRitis, August 2014.

The GSEs also have a significant funding advantage over the banks. The GSEs’ cost of funds is approximately 50 basis points over U.S. Treasuries, while the
marginal cost of funds for large banks is a mix of short- and long-term debt with a spread of more than 100 basis points over Treasuries.

The conforming loan limits were increased during the financial crisis and remain well above the precrisis limits. The GSEs are not bound by the Consumer
Financial Protection Bureau’s qualified mortgage rule while they remain in conservatorship, but their lending must be QM-like.

The FHA's mortgage insurance fund is improving rapidly given current high premiums and other risk management changes. The fund will have close to the
2% required minimum this fiscal year. The FHA's financial prospects are discussed in “The FHA Admirably Fills the Void,” Moody's Analytics white paper,
Zandi, January 2014.

The 120 bps FHA premium is equal to the sum of 21 bps for expected loss, 4 bps for administrative expenses, and 96 bps for unexpected loss. The 96 bps
for unexpected loss is the product of a 9.6% stress loss and 10% implicit return on equity, which is consistent with returns to SIFI banks. The 9.6% stress
loss is the product of a 16% probability of default and 60% loss given default.

As assessment of the QRM rule is provided in the “The Skinny on Skin the Game,” Moody's Analytics white paper, Zandi and DeRitis, March 2011, in “Re-
working Risk Retention,” Moody's Analytics white paper, Zandi and DeRitis, June 2011, and in “A Clarification on Risk Retention,” Moody's Analytics white
paper, Zandi and DeRitis, September 2011.

The outlook for the PLS market is considered in “The Resurrection of RMBS,” Moody's Analytics white paper, Zandi, June 2013.
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