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Chapter 9

Mortgage Markets

Questions

1.
Distinguish between FHA and conventional mortgages.

ANSWER: FHA mortgages guarantee loan repayment, thereby covering against the possibility of default by the borrower. The guarantor is the Federal Housing Administration. Conventional mortgages are not federally insured, but they can be privately insured.

2.
Explain how mortgage lenders can be affected by interest rate movements. Also explain how they can insulate against interest rate movements.


ANSWER: Mortgage lenders that provide fixed-rate mortgages could be adversely affected by rising interest rates, because their cost of financing the mortgages would increase while the interest revenues received on mortgages is unchanged. The lenders could reduce their exposure to interest rate risk by offering adjustable-rate mortgages, so that the revenues received from mortgages could change in the same direction as the cost of financing as interest rates change.

7.
Is the interest rate risk to the financial institution higher for a 15-year or 30-year mortgage? Why?

ANSWER: The interest rate risk is higher for a 30-year mortgage than for a 15-year mortgage, because the 15-year mortgage exists for only half the period.

8.
Explain the use of a balloon-payment mortgage. Why might a financial institution prefer to offer this type of mortgage?

ANSWER: A balloon mortgage payment requires interest payments for a three- to five-year period. At the end of the period, full payment (a balloon payment) is required. Financial institutions may desire balloon mortgages because the interest rate risk is lower than for longer term, fixed-rate mortgages.

10.
Describe the growing-equity mortgage. How does it differ from a graduated-payment mortgage?

ANSWER: A growing-equity mortgage requires continual increasing mortgage payments throughout the life of the mortgage. The mortgage lifetime is reduced because of the accelerated payment schedule, whereas a GPM's life is not reduced.

17.
Describe how mortgage pass-through securities are used. How can the use of pass-through securities reduce a financial institution's interest rate risk?


ANSWER: A financial institution that purchases or originates a portfolio of mortgages can finance those mortgages issuing pass-through securities. The mortgages serve as collateral for the securities. The interest and principal payments on the mortgages are transferred (passed through) to the owners of the securities, after deducting fees for servicing and for guaranteeing payments to the owners.

18.
Describe how collateralized mortgage obligations (CMOs) are used and why they have been popular.

ANSWER: Collateralized mortgage obligations (CMOs) are mortgage-backed securities that are segmented into classes representing the timing of payback of the principal. Investors can choose a class that fits their maturity preferences.

Interpreting Financial News

Interpret the following comments made by Wall Street analysts and portfolio managers.


a.
“If interest rates continue to decline, the interest-only CMOs will take a hit.”


When interest rates decline, mortgages are commonly prepaid, and the interest payments on those mortgages are terminated. Therefore, payments to investors holding the interest-only CMOs are terminated as well.


b.
“Estimating the proper value of CMOs is like estimating the proper value of a baseball player; the proper value is much easier to assess five years later.”


The future value of a CMO is dependent on the future interest rate movements. Since interest rate movements are difficult to forecast, it is difficult to properly value a CMO. It would be easier to look back in time after recognizing how interest rates moved to determine what the value of the CMO should have been.


c.
“When purchasing principal-only (PO) CMOs, be ready for a bumpy ride.”


The values of principal-only CMOs adjust abruptly to changes in interest rates. Therefore, they exhibit a high degree of volatility (risk).

Managing in Financial Markets

As a manager of a savings institution, you must decide whether to invest in collateralized mortgage obligations (CMOs). You can purchase interest-only (IO) or principal-only (PO) classes. You anticipate that economic conditions will weaken in the future and that government spending (and therefore government demand for funds) will decrease.


a.
Given your expectations, would IOs or POs be a better investment?



POs would be a better investment. Given your expectations, interest rates are likely to decrease. This would result in mortgage prepayments, which causes interest payments on those mortgages to be terminated. Therefore, payments on the IOs are terminated as well. An investment in POs would result in accelerated payment of the principal during a period in which interest rates are declining, as mortgages are prepaid.


b.
Given the situation, is there any reason why you might not purchase the class of CMOs that you selected in the previous question?



If you are not confident about the future interest rate movements, you may prefer to avoid any investment in CMO classes, because the returns on CMO classes are subject to a high degree of interest rate risk.


c.
Your boss suggests that since CMOs typically have semiannual interest payments, their value at any point in time should be the present value of their future payments, and that the valuation of CMOs should be simple. Why is your boss wrong?



CMOs are segmented into classes, and each class has a specific payback priority. Yet, the timing of the payback on any particular CMO class is uncertain, which makes it difficult to properly discount the future payments.

Problem

1.
Use the Amortization Template that determines the monthly mortgage payment based on a specific interest rate and principal with a 15-year maturity, and then for a 30-year maturity. Is the monthly payment for the 15-year maturity twice the amount as for the 30-year maturity, or less than twice the amount? Explain.


ANSWER: The monthly mortgage payment on a 15-year mortgage is less than twice the payment on a 30-year mortgage, because the principal is paid off at a faster rate.

Distinguish between Gannie Mae and Fannie Mae.

ANSWER: Gannie Mae securities are those issued by financial institutions and backed by FHA and VA

mortgages. GNMA guarantees the timely payment of interest and principal to those investors who

purchase these securities.
Fannie Mae securities are those mortgage-backed securities issued by FNMA. That is, Fannie Mae, channels the funds from investors to financial institutions that desire to sell their mortgages.
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