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Chapter 24:

Mortgages and Overview of Mortgage-Backed Securities

BACKGROUND

A. A mortgage loan is a loan secured by the collateral of some specified real estate property, which obliges the borrower to make a predetermined series of pay​ments
B. The mortgage gives the lender (the mortgagee) the right of foreclosure on the loan if the borrower (the mortgagor) defaults
C. The types of real estate properties that can be mortgaged are divided into two broad categories

1.  Residential (houses, condominiums, cooperatives, and apartments)

a. Single-family (one- to four-family) structures

b. Multifamily structures (apartment buildings in which more than four families reside)

2. Nonresidential (commercial and farm properties)

D. The market where these funds are borrowed is called the mortgage market
1. This sector of the debt market is by far the largest in the world
2. Innovations have occurred in terms of the design of new mortgage instruments and the development of products that use pools of mortgages as collateral for the issu​ance of a security
3. Such securities are called mortgage-backed securities
4. When a mortgage is used as collateral for the issuance of a security, the mortgage is said to be securitized

E. Some mortgage-backed securities are backed implicitly or explicitly by the U.S. government
1. These securities are not rated by commercial rating com​panies

2. For the wide range of mortgage-backed securities that do not carry an implicit or explicit government guarantee, the securities are rated using the same rating systems as for corporate bonds

II. PARTICIPANTS IN THE MORTGAGE MARKET

A. Mortgage Originators
1. The original lender is called the mortgage originator, which include

a. Commercial banks

b. Thrifts

c. Mortgage bankers

d. Life insurance companies

e. Pension funds

2. Ways to generate income
a. Origination fee (points), application fee, processing fee

b. Secondary marketing profit (selling a mortgage at a higher price than it originally cost)

c. The mortgage originator may hold the mortgage in its investment portfolio
3. Two primary factors in determining whether the funds will be lent are

a. The payment-to-income (PTI) ratio

b. The loan-to-value (LTV) ratio

4. When a mortgage originator intends to sell the mortgage, it will obtain a commitment from the potential investor (buyer)
a. Two federally sponsored credit agencies and several private companies buy mortgages
b. As these agencies and private companies pool these mortgages and sell them to investors, they are called conduits
c. The two agencies, the Federal Home Loan Mortgage Corpora​tion and the Federal National Mortgage Association purchase only conforming mortgages
i. A conforming mortgage is one that meets the underwriting standards established by these agencies for being in a pool of mortgages underlying a security that they guarantee
· A maximum PTI
· A maximum LTV
· A maximum loan amount
ii. If an applicant does not satisfy the underwriting standards, the mortgage is called a nonconforming mortgage
iii. Loans that exceed the maximum loan amount are called jumbo mortgages
iv. Mortgages acquired by the agency may be held as investments in their portfolio or securitized
d. Pri​vate conduits typically will securitize the mortgages purchased rather than hold them as an investment

i. Both conforming and nonconforming mortgages are pur​chased

ii. When evaluating mortgage-backed securities issued by private conduits, the commercial rating companies assess the underwriting standards and procedures of the originator
B. Mortgage Servicers
1. Servicing of a mortgage loan involves

a. Collecting monthly payments and forwarding proceeds to owners of the loan

b. Sending payment notices to mortgagors

c. Reminding mortgagors when payments are overdue
d. Maintaining records of principal balances

e. Administering an escrow balance for real estate taxes and insurance purposes

f. Initiating foreclosure pro​ceedings if necessary

g. Furnishing tax information to mortgagors when ap​plicable

2. Servicers include

a. Bank-related entities

b. Thrift-related entities

c. Mortgage bankers

3. The servicer receives a servicing fee
a. A fixed percentage of the outstanding mortgage balance

b. The revenue from servicing declines over time as the mortgage balance amortizes

4. In rating securities that do not have explicit or implicit gov​ernment guarantees, the commercial rating companies assess the quality of the operations of the servicer
C. Mortgage Insurers
1. Mortgage insurance is usually required by lenders on loans with LTV ratios greater than 80%
2. Two forms of this insurance

a. Insurance provided by a government agency
i. Federal Housing Admin​istration (FHA)

ii. Veterans Administration (VA)

iii. Rural Housing Ser​vice

b. Insurance by a private mortgage insurance company
i. Mortgage Guaranty Insurance Company

ii. PMI Mortgage Insurance Company

3. Hazard insurance may be required for mortgages on property that is located in geographical areas where the occurrence of natural disasters is higher than usual

4. When a private conduit pools mortgages and a security is issued, additional insurance for the pool is typically obtained to enhance the credit of the security

a. The factors that the com​mercial rating agencies assess to judge the credit quality of a pool of mortgages are

i. The credit quality of the individual mortgages
ii. The credit rating of the mort​gage insurer
iii. The underwriting standards and procedures of the originator
iv. The quality of the operations of the servicer
III. ALTERNATIVE MORTGAGE INSTRUMENTS

A. Background

1. The interest rate on a mortgage loan (contract rate) is greater than the risk-free interest rate (the yield on a Treasury security of comparable maturity) because

a. The higher costs of collection
b. The costs associated with default, which are not eliminated despite the collateral

c. Poorer liquidity
d. Uncertainty concerning the timing of the cash flow

B. Level-Payment, Fixed-Rate Mortgage
1. The borrower pays interest and repays principal in equal installments over an agreed-upon period of time (maturity or term of the mortgage)

2. The monthly cash flow from a mortgage loan, regardless of the mortgage design, can be decomposed into three parts

a. The servicing fee
b. The interest payment net of the servicing fee

c. The scheduled principal repayment
C. Adjustable-Rate Mortgage (ARM)
1. The contract rate is reset periodically in accordance with some designated reference rate

2. Reference rate

a. Has an important impact on the performance of an ARM and how it is priced
b. Two types

i. Market-determined rates

· Limited to Treasury-based rates

ii. Calculated rates based on the cost of funds for thrifts
· Calculated based on the monthly weighted average interest cost for liabilities of thrifts

· The two more popular indexes are

· Eleventh Federal Home Loan Bank Board District Cost of Funds Index (COFI)

· National Cost of Funds Index

c. Eleventh District COFI

i. Eleventh district includes the states of CA, AZ, and NV
ii. The index value is reported with a one-month lag
iii. The contract rate for a mortgage based on the Eleventh District COFI is usually reset based on the previous month’s reported index rate

· Consequently, there is a two-month lag by the time the average cost of funds is reflected in the contract rate

· An advantage to the borrower when interest rates are rising, and a disadvantage to the investor (opposite when interest rates are falling)

d. National Cost of Funds Index

i. Calculated based on all federally insured S&Ls
ii. A median costs of funds is calculated rather than an average

iii. This index is reported with about a one and one-half month delay
iv. The contract rate is typically reset based on the most recently reported index value
3. Features of Adjustable-Rate Mortgages

a. Mortgage originators generally offer an initial contract rate (teaser rate) that is less than the pre​vailing market mortgage rate
b. The MMP, and hence the investor’s cash flow, are affected by other terms

i. Periodic caps

ii. Lifetime rate caps and floors

D. Balloon Mortgage
1. The borrower is given long-term financing by the lender, but at specified future dates the contract rate is renegotiated
2. The balloon payment is the original amount borrowed less the amount amortized

E. “Two-Step” Mortgage
1. A fixed-rate mortgage with a single rate reset at some point prior to maturity

2. Essentially, it is an adjustable-rate mortgage with a single reset
F. Graduated Payment Mortgage (GPM)
1. The MMP for a GPM is smaller in the initial years than for a level-payment mortgage with the same contract rate but larger in the re​maining years of the mortgage term

2. The MMPs in the earlier years of a GPM are gen​erally not sufficient to pay the entire interest due on the outstanding mortgage balance

a. In the earlier years of a GPM there is negative amortization
G. Growing Equity Mortgage (GEM)
1. A fixed-rate mortgage whose MMPs increase over time
2. Unlike a GPM, there is no negative amortization
3. The initial MMP is the same as for a level-payment mortgage
4. The higher MMPs are applied to pay​ing off the principal
5. Pools of GEMs have been securitized

H. Tiered-Payment Mortgage
1. The initial MMPs are below that of a traditional mortgage, as with a GPM

2. Unlike a GPM, there is no negative amortization because withdrawals are made from a buydown account to supplement the initial monthly payments to cover the shortfall of interest

3. The buydown account is established at the time the loan is originated by the borrower, lender, or a third party such as a relative or business associate
I. Fixed/Adjustable-Rate Mortgage Hybrids
1. Originated with fixed rates for their first 5, 7, or 10 years
2. Like many other ARMs the coupon is subject to both periodic and lifetime limitations on the rate change

3. In many cases, the first coupon reset is not subject to any periodic caps that may apply to later coupon resets, and instead is subject only to the lifetime cap

IV. PREPAYMENT RISK

A. Typically, no penalty is imposed on the homeowner for prepaying the mortgage
B. Any amount paid in excess of the contractual mortgage payments is called a prepayment
C. A partial prepayment of a mortgage is called a curtailment
D. The uncertainty about the cash flow due to the prepayment option granted the homeowner is called prepayment risk
E. Prepayments occur for one of several reasons

1. Homeowners prepay the entire mortgage when they sell their home
2. The property is repossessed and sold

3. If property is destroyed by fire or another insured catastrophe occurs, the insurance proceeds are used to pay off the mortgage

4. The borrower will have an incentive to refinance the mortgage when the current mortgage rate falls by a sufficient amount below the contract rate after taking into account refinancing costs

F. Implications for the performance of a mortgage

1. Performance is similar to that of a callable bond
2. The investor in a mortgage is exposed to negative convexity when in​terest rates decline below the loan’s contract rate
3. The investor is exposed to reinvestment risk
V. DEFAULT RISK

A. Default or credit risk is the risk that the homeowner/borrower will default
1. For FHA, VA, and RHS insured mortgages, this risk is minimal

2. For privately insured mortgages, the risk can be gauged by the credit rating of the private insurance company that has insured the mortgage

3. For conventional mortgages without private insurance, the credit risk depends on the borrower

B. One of the key characteristics of a mortgage loan that affects defaults is the LTV ratio at origination (original LTV)
C. The current LTV considers the loan value to the estimated current market price

D. Defaults, taking into con​sideration second mortgages
1. On average, delinquency rates are about 25% higher
E. Empirical studies also suggest there is a seasoning effect for default rates, which tend to decline as mortgage loans become seasoned

VI. PREPAYMENT PENALTY MORTGAGES

A. The laws and regulations governing the imposition of prepayment penal​ties are established at the federal and state levels
1. Usually, the applicable laws for fixed-rate mortgage are specified at the state level
2. For some mortgage designs such as adjustable rate and balloon mortgages, there are federal laws that override state laws
B. The basic structure of a PPM

1. There is a specified time period where prepayments are not permitted (lockout period) — typically, three or five years

2. Depending on the structure, a certain amount of prepayments may be made during the lockout period without a prepayment penalty
C. The motivation for the PPM is that it reduces prepayment risk for the lender during the lockout period
D. In exchange for this reduction in prepayment risk, the lender will offer a mortgage rate that is less than that of an otherwise com​parable mortgage loan without a prepayment penalty
VII. OVERVIEW OF MORTGAGE-BACKED SECURITIES

A. Mortgage Pass-Through Securities
1. A pass-through can be viewed as a more transactionally efficient vehicle for investing in mortgages than in the purchasing of individual mortgages

B. Collateralized Mortgage Obligations
1. The distribution of the principal (both scheduled and prepayments) are done on some prioritized basis
2. The collateral for a loan may be either

a. One or more pass-throughs
b. A pool of mortgage loans that have not been securi​tized (a whole-loan CMO or a non-agency CMO) 

3. The ultimate source for the CMO’s cash flow is the pool of mortgage loans

4. The uncertainty about the maturity of each class of the CMO is far less than the uncertainty about the maturity of the pass-through

5. It is a more transactionally efficient instrument for distrib​uting prepayment risk

C. Stripped Mortgage-Backed Securities
1. In a stripped MBS, the prin​cipal and interest are divided among two classes unequally
a. This distribution for the interest and principal is the most common type of stripped mortgage-backed securities

i. The class that receives all the interest is called the interest-only, or IO, class
ii. The class that receives all the principal is called the principal only, or PO, class
2. The PO security is purchased at a substantial discount from par value

i. The faster the prepayments, the higher the investor’s return

3. An IO has no par value
i. If prepayments are too fast, the IO investor may not recover the amount paid for the IO

4. Both POs and IOs exhibit substantial price volatility when mortgage rates change
5. When properly used these instru​ments are attractive for purposes of hedging a portfolio of pass-throughs and hedging other assets such as mortgage servicing rights
D. Real Estate-Backed Asset-Backed Securities
1. The two primary examples of asset-backed securities backed by loans in which the underlying collateral is real estate are

a. Home equity loans

b. Manufactured housing loans
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