Selling Off GSE Assets Isn't Going to Be Easy
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Now that the White House has decided to pull thug pin Fannie Mae and Freddie Mac,
the next question becomes: how do you liquidatghtu$1.5 trillion of MBS and whole
loans sitting on their books?

According to investors, advisors and mortgage etvezsiwho for decades have done
business with the GSEs, the answer is not easgctnsome suggested the two should
not be liquidated at all, with their assets insteanhg allowed to "run off" over many
years.

One stock analyst who used to cover Fannie anddigr@dfered this: "You sell whatever
assets you can now, at a profit. The rest, yowulebff." The government guarantees on
their off-balance-sheet assets would be allowaéntain, he said.

The analyst, requesting his name not be used, ntitkd first thing you do is stop
adding new assets to their books," which is whéthaippen if the GSE White House
plan released late last week becomes law. (Setededtory, page 18.)

At least one key congressman, Rep. Scott Garrdit,JR favors speeding up the asset
sales as soon as possible to reduce taxpayemiskagpture what he calls "unrealized
gains." At a hearing, the new chairman of the Hdtisancial Services Subcommittee on
Capital Markets and GSEs said that as interess tegeome more volatile, "it will
become increasingly difficult to hedge a book #iae against those movements."

A consultant to Fannie Mae laughed at the remarever. "They have whole desks
there that are involved in hedging all day lonthihk Garrett has that part wrong."

Of course, the White House/Treasury Departmenttaybaper” is merely a first draft of
a plan that must be approved by a Democraticaliyrotled Senate and a Republican
controlled House. Many changes are expected andbéfieve an actual bill regarding the
GSEs will be passed this year or even next.

Traditionally, Democrats have been strong supp®éboth housing and mortgage
finance, but the government takeover of FannieFaeddie changed all that. Still, some
Democrats are sympathetic to borrowers, and evitdos and Realtors.

In all practicality, whatever liquidation plan igrehesized by the Congress and White
House will be implemented over many years. (Anyfameiliar with selling mortgage
assets knows that flooding the market with avadaisbduct will only depress prices.)

Also, any assets sold by the government first mekd to be evaluated by a third-party
evaluation firm-which means Wall Street. (Think &&ock and Ranieri & Co.)



Meanwhile, Republican lawmakers and conservativkttank analysts believe a private
mortgage market eventually can emerge-but onlaifrite and Freddie disappear. "A
private secondary market for prime, middle-classtgages cannot develop while the
GSEs wield market power derived from their governhgganted advantages,” said Alex
Pollock, a former president of the Federal HomenLBank of Chicago.

Pollock, who once created a FHLB program to compgtenst the GSESs, said the first
step to creating a private market is to tell trustry how rapidly the government will
reduce the conforming loan limit.

But a former Federal Housing Administration offioigarned that it's a "leap of faith” to
predict that a private-label securities market suitidenly emerge if a vacuum is created.
Sarah Rosen Watrtell, executive vice president®Qbnter for American Progress, said
much will depend on how regulators implement ts& retention provisions of the Dodd
Frank Act. (Federal regulators are expected taeissproposed rule on risk retention in
March.)

She also stressed that new servicing standardspogtant to restore investor
confidence.

"Reducing GSE market share before implementingragintion and new servicing
standards risks a shock to the housing marketdjrstauggling with inventory overhang
and weak employment,” Wartell said. (The CAP exgewerved at the FHA and White
House during the Clinton years.)

Anthony Randazzo, director of economic resear¢heaReason Foundation, said
lowering the loan limit and raising guarantee fedsopen the door for the development
of a robust private mortgage market. "To let peveapital begin to step in slowly over
time is not this leap of faith that just trustsie capital markets," Randazzo said. "You
are going to take these short-term steps so thatprsector can adjust.”

The size of the private jumbo market is estimatePa billion based on a
Fannie/Freddie loan limit of $729,750 in high-costrkets, according to Mark Calabria,
director of financial regulation studies at the &Chustitute. The GSE loan limit in high
cost areas is slated to drop to $625,500 on Oct. 1.

In recent testimony before Congress, Calabria@ddtiean immediate reduction in the
loan limit to $500,000 along with annual reducti@f$50,000 going forward.



