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Mortgage Banking Business

« The mortgage banking business involves:

Service

Originate Pipeline Sold Loans

New Loans Management (MSR)

« Commitments made to potential borrowers are firm
for the financial institution, but flexible for the borrower

Q
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Mortgage Pipeline Risk

* Mortgage originators sell conforming mortgage loans to the
agencies (GNMA, FNMA or FHLMC)

« This sale process exposes the originator to pricing risks from
the time of the initial commitment to the borrower until the
time that the mortgage is committed for sale to the agencies

« Originators manage this pipeline risk in one of three ways:

— Best efforts forward sale commitments
— Mandatory forward sale commitments

— Hedging their pipeline with capital market instruments like TBA
MBS and other interest rate related futures contracts

Q
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Pipeline Management

« Best efforts commitments:
— Loans are committed or “locked in”
— If the loan does not close, delivery is not required
— Least favorable pricing
« Mandatory forward whole loan or cash sales:
— Mandatory delivery
— If delivery cannot be made, there is a “pair off” fee

* Hedging the pipeline with capital market instruments like
TBA MBS

Q
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Hedging the Mortgage Pipeline

« An alternative to best efforts commitments or mandatory
forward sales is to hedge in the capital by selling forward

« Originators can sell TBA (to-be-announced)
MBS (mortgage-backed securities)

Q
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Basic Pass-through (MBS) Structure

30yr 4.50% 30yr 4.50% 30yr 4.50% 30yr 4.50%
Loan Loan Loan Loan

30yr 4.50%

Loan

Principal & Interest
v

30yr 4.00% Pass-through Pool
(net of servicing and fees)

7.5yr Average Life

I
/ Principal & Interest

Investor Investor Investor Investor Investor
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To-be-announced (TBA) Securities

Mortgage pass-through securities are securities that when
purchased the investor will receive a pro rata distribution from
an underlying pool of home mortgages. They are called
“pass-through” securities because they pass through principal
and interest payments.

Pass-through securities are compared to “structured product”
like collateralized mortgage obligations (CMOs) where the
underlying cash flows are designated to difference tranches
and priorities exist within the deal structure.

Q
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To-be-announced (TBA) Securities (continued...)

 When a pass-through security is purchased, sometimes, the
pool of loans has not yet been established for FNMA or
FHLMC are in the process of purchasing homogenous types
of loans that will eventually become the underlying loans of
the security

 Because of this, these securities are called “TBA” securities
due to the fact that they are yet to be in legal form

« TBA securities will have newly issued mortgage loans in the
pool

* Once they are issued, which is usually less than 30 days from
the trade date, they become regular FNMA or FHLMC 30-year

pass-through securities
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To-be-announced (TBA) Securities (continued...)

« Originators can sell TBA (to-be-announced) MBS
(mortgage-backed securities)

- Commit to a forward settlement date and sell an appropriate par
amount of MBS

* This amount must be adjusted for the expected pipeline fallout
- Buy or sell to rebalance exposures post-trade

- As closed and funded loans are sold to the agencies TBA short
positions are covered

Q
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Pipeline Fallout

« Pipeline risks are affected by changes in market interest rates
« Many times, all loan commitments do not close

« The percentage of loan commitments that do not close
(the fallout ratio) varies over time and is directly linked to the
level of market interest rates and the loan closing stage

* In general, as rates increase, the percentage of loans that
close increases, and vice versa

Q
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Pipeline Fallout — Always Present

« The percentage of loan commitments that do not close
(the fallout ratio) varies over time and is directly linked to
the level of market interest rates

« Market interest rates affect fallout ratios by directly altering the
financial incentives for the borrower to follow through with
closing

— Market interest rates increase — borrowers financial incentives to
close increase

— Market interest rates decrease — borrowers financial incentives
to close decrease

Q
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Pipeline Fallout — Example

Stage 1 Stage 2 Stage 3 Stage 4 Stage 5

Borrowers loan is Borrowers loan is Borrowers loan Documents have Loans have closed

processed being underwritten has been been prepared but but have not been

approved not signed sold
$1mm $1mm $1mm $1mm $1mm

@ 56% @ 82% @ 87% @ 99% @ 100%

If we had $5mm of loans in the stages above, we would hedge 84% or $4.2mm

Q
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Pipeline Stages — Examples

Stage 1 — Processing

— Application phase, i.e., before formal underwriting process has
started

« Stage 2 — Underwriting

— Fees are paid for appraisals, etc. and underwriting has
commenced

« Stage 3 — Approval
— Application has been approved
« Stage 4 — Documents
— Documents have been compiled and ready to be signed

« Stage 5 — Closed
— Loans have closed but have not been sold to FNMA

or FHLMC o
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Example Fallout Percentages by Rate Scenario

-50 -25 0) +25 +50
Processing 55% 56% 56% 57% 57%
Underwriting 81% 81% 85% 81% 81%
Approval 83% 85% 87% 88% 89%
Documents 98% 99% 99% 99% 99%
Closed 100%  100% 100% 100% 100%

Q
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Interest Rate Risk Transferred

Sell Mortgages in 30 days

—

Financial
Institution Risk Transferred

= —

Cash

This is both the hedge mechanism and the
provider of liquidity

Borrower C
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Interest Rate Risk Transferred

Short TBA

—

Financial
Institution Transfer Interest Rate Risk

Sell Mortgages at the cash window

FHLMC /

Borrower ENMA C

ALM FIRST




Interest Rate Risk Transferred

Financial

Institution _ y |
Cash transaction to create liquidity

Sell Mortgages at the cash window

FHLMC /

Borrower ENMA C
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Interest Rate Risk Transferred

Short TBA

—

Financial

Institution

Hedging Mechanism to Transfer Risk

Q
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Interest Rate Risk Transferred

Short TBA

—

Financial
Institution Transfer Interest Rate Risk

Sell Mortgages at the cash window

FHLMC /

Borrower ENMA C
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Managing the Mortgage Pipeline

Selling short

— Hedging because you own

a similar asset

— Not betting on direction
of rates

Hedger vs. Speculator

Market Rates

Increase
Decrease

Value of Short TBA

Increase
Decrease

Value of Loans

Decrease
Increase

Mortgage
Pipeline

Remove Short

TBA MBS as
closed / funded
loans are sold

Sell Short
TBA MBS

Rebalance
Position




Benefits of Hedging in the Capital Markets

Position sizing
— Daily TBA positions can be increased or decreased to ensure
appropriate hedge ratios

* Costs

— Hedging costs are lower by directly using capital market instruments
« Clarity

— Transparency is greatly increased
»  Flexibility

— Hedge positions can easily be rebalanced as interest rates
ebb and flow

« Profitability

— Originators can continue holding closed and hedged loans to earn
interest carry and increase profitability o
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Hedging Your Pipeline with ALM First

Day 1 Day 1 at5 Day 2 at 9 Day 3 - 30 Day 30 and Day 30 and
pm CST am CST ongoing ongoing
Calculate

- hedge ratios. Adjust hedge "
Originator Adjﬂsting for ratios and TBA Loans are sold TBA securities

compiles daily “tallout” TBAS positions to ENMA or are purchased
volume of are sold to appropriately FHLMC to close out
loans hedge hedges

S/

Assume $10 mm of Assume rates move Results would be a

Borrower locks
in rate

TBAs are sold at up and TBAs are 1% gain on the
100.00 purchased at 99.00, TBAs and a 1% loss
but loans are also on the underlying

worth 99.00 loans C
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Cost Savings

« Mortgage originators lock forward pricing using either
mandatory delivery or best efforts pricing

« Forward prices (sale price) are lower than current spot prices
(buy price) in times of positively sloped yield curves

— The differential is dictated by simple cost of carry models

« Best efforts prices are lower than mandatory delivery prices
as mortgage originators are not firmly committed to deliver

« Costs of either alternative can easily be compared with TBA
forward selling

Q
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Performance

Stage Duration:
15 days

Stage 1: Underwrite
Fallout: 30%
Prob. of Close: 70%

Stage 2: Approval
Fallout: 20%
Prob. of Close: 80%

Stage 3: Document
Fallout: 10%
Prob. of Close: 90%

Stage 4: Close
Fallout: 0%
Prob. of Close: 100%

ORIGINATE

Commit to lend
$S10M @ 3.75%
Price =100

HEDGE

Short (‘pay the
drop’) TBA FNMA
3%, Drop = 6/32

CUMULATIVE
PROFIT

FHLMC Commit
Price =102.02
Position G/L:

(102.02-100)*0.01
*70%%*$10M
$141,400

TBA FNMA 3%
Drop = 6/32

Cost to Hedge:
1.0202*70%*$10M
(6/32)*¥0.01*0.5
$6,695

Profit/Loss:
$141,400 - § 6,695
$134,705

FHLMC Commit
Price =102.15
Position G/L:

(102.15-100)*0.01
*80%*$ 10M
$172,000

TBA FNMA 3%
Drop = 6/32

Cost to Hedge:
1.0215*80%*$10M
(6/32)*¥0.01%0.5
$7,661

Profit/Loss:
$172,000 -
($ 7,661 + $6,695)
$157,644

FHLMC Commit
Price =102.29
Position G/L:

(102.29-100)*0.01
*909%*$ 10M
$206,100

TBA FNMA 3%
Drop =6/32

Cost to Hedge:
1.0229%*90%*$10M
(6/32)*0.01%0.5
$8,631

Profit/Loss:
$206,100 -
(§ 8,631 +57,661
+ $6,695)
$183,113

FHLMC Commit
Price =102.42
Position G/L:

(102.42-100)*0.01
*100%*$10M
$242,000

TBA FNMA 3%
Drop =6/32

Cost to Hedge:
1.0242*100%*$10M
(6/32)*0.01%0.5
$9,602

Profit/Loss:
$242,000 -
(59,602 + $8,631 +
$7,661 + $6,695)
$209,411
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Conclusion

« Using the TBA market to hedge the mortgage pipeline can
produce large cost savings

Q
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