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In 2012, Fannie Mae and Freddie Mac (the government-sponsored enterprises, or GSEs) began working
with their regulator, the Federal Housing Finance Agency (FHFA), to create a common securitization
platform (CSP) to manage much of the GSEs’ securitization activities, including, eventually, the issuance
by both of a single mortgage-backed security (FHFA 2012).1

Together, they developed a plan to migrate Fannie Mae and Freddie Mac’s securitization functions
over to the CSP in two phases. In the first, the CSP would begin handling functions related to data
acceptance, issuance support, and bond administration for the issuance of Freddie Mac’s legacy fixed-
rate, single-class securities. In the second, the CSP would expand to handle these functions and several
others for issuance by both enterprises of a single mortgage-backed security, including commingled
resecuritizations of mortgage-backed securities already issued by Fannie Mae and Freddie Mac.

They completed the first phase in 2016 without an apparent hitch and are scheduled to complete
the second in June 2019. It is a monumental lift, amounting to synchronizing, migrating, and upgrading a
significant share of the infrastructure of two of the world’s largest financial institutions, all without
disrupting a housing finance system that relies on their functioning smoothly.

Given the difficulty and the stakes involved, it is important to understand why they are going
through the trouble before walking through how the transition is to work.

The Problem the FHFA and GSEs Are Solving

Fannie Mae issues considerably more securities each year than Freddie Mac, which has historically
made their securities more valuable. To hold market share in the face of this value difference, Freddie
Mac has had to offer lenders a discount on the fee it charges for its guarantee, costing Freddie Mac close



to $500 million a year in lost revenue.? This continued subsidization has made it difficult if not
impossible for it to compete with Fannie Mae on equal footing, undermining what little competition we
have in a system already compromised by the dominance of a duopoly.

Unifying Fannie Mae and Freddie Mac's issuance into a single security removes that advantage and
one of the primary impediments to competition between the two enterprises. It will also make it easier
to transition to a system in which new entrants create still more competition. Without a single,
commingled security, it is difficult to see how new entrants could overcome the prohibitive advantage
Fannie Mae would have with its dominance of the mortgage-backed securities market. Although a single
security is not a sufficient condition for evolving the system beyond Fannie Mae and Freddie Mag, it
might be a necessary one.

The very prospect of a single security has already begun to solve the problem. As the FHFA and
GSEs’ effort has progressed, investors have come to value the two securities more equally in
anticipation of their success, reducing the need for Freddie Mac to subsidize its guarantee fees. But if
the effort falters, the difference will arise again, and Fannie Mae will retain the same competitive
advantage.

How the Single Security Is to Work

Under the single security framework, Fannie Mae and Freddie Mac will continue to issue their own
securities. Fannie Mae will continue to issue securities backed entirely by loans it purchases, and
Freddie Mac will continue to issue securities backed entirely by loans it purchases. The enterprises will
be able to use these first-level securities as collateral for resecuritizations, or securities backed by other
securities. These second-level securities can be collateralized by the first-level securities, other second-
level securities, or some combination of both. They can be collateralized by new securities, legacy
Fannie Mae securities, or some combination of both (legacy Freddie Mac securities will need to be
converted into the new single security before backing second-level securities). And they can be
collateralized by Fannie Mae securities, Freddie Mac securities, or some combination of both.?

Both enterprises will issue and guarantee a new single security collateralized by some combination
of these first- and second-level securities. This single security will be called the Uniform Mortgage-
Backed Security, or UMBS.

The UMBS payment cycle will follow Fannie Mae’s current payment schedule, with payments going
to the bondholder on the 25th day of each month. This is 10 days later than Freddie Mac’s payment
schedule, so holders of eligible legacy Freddie Mac securities will be paid a fee to make up the for the
difference if they exchange their securities for the UMBS.

Timeline

The FHFA has published a useful timeline of the transition to the UMBS (figure 1).
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FIGURE 1
Single Security Initiative and Common Securitization Platform Timeline

February 21, 2012
FHFA issues “A Strategic Plan for Enterprise

« Conservatorships,” announcing the goal of
building a new securitization platform.

October 4, 2012

J FHFA issues “Building a New Infrastructure Aoril 30. 2013
for the Secondary Mortgage Market,” a white FHFA | s g ! R t on th
paper providing a detailed description of the Issues rgress heporl i (e J

Common Securitization Infrastructure,”
reflecting feedback received from the
QOctober 2012 white paper.

new securitization platform (including scope,
functionality, and design principles) and
seeking industry input.

October 7, 2013
Fannie Mae and Freddie Mac establish «
Common Securitization Solutions, LLC
(CSS), the joint venture to build and operate
the Common Securitization Platform (CSP).

November 25, 2013
FHFA issues “A Progress Report on the J
Implementation of FHFA's Strategic Plan for
Enterprise Conservatorships,” indicating that
CSP development and testing had begun.

May 13, 2014
« FHFA issues “The 2014 Strategic Plan for the
Conservatorship of Fannie Mae and Freddie
Mac,” affirming ongoing development of the
CSP and announcing development of the
Single Security.

August 12, 2014
« FHFA issues “Reguest for Input: Proposed
Single Security Structure,” outlining the
proposed structure for the Single Security
and seeking industry feedback.

March 16, 2015

FHFA issues a Progress Report detailing \/
continued CSP development and testing.

May 15, 2015
FHFA issues “An Update on the Structure of
the Single Security,” detailing changes to the
structure of the Single Security in response
to feedback received from the August 2014
Request for Input.

November 3, 2014
« Fannie Mae and Freddie Mac announce
revisions to the governance structure and
operating agreement of CSS and
appointment of the first CEO of CSS.

September 15, 2015
FHFA issues “An Update on the Common «
Securitization Platform,” providing
descriptions of the CSP functions, modules,

| development and testing; the status of the
CSS; and announcing that Fannie Mae and
] Freddie Mac are planning for two releases

of the CSP software.
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February 19, 2016
Freddie Mac and CSS complete
system-to-system testing for Release 1 (first
use of CSP software).

March 3, 2016
FHFA issues the “2015 Scorecard Progress
Report,” detailing continued CSP
development and testing.

July 7, 2016
FHFA issues “An Update on Implementation
of the Single Security and the Common
Securitization Platform,” detailing the
progress made and expected milestones.

July 11, 2016
Fannie Mae and Freddie Mac publish final
Single Security features and disclosures for
Release 2.

July 26, 2016
Freddie Mac and CSS complete end-to-end
testing for Release 1.

November 18, 2016
Freddie Mac and CSS complete operational
and production readiness for Release 1.

Freddie Mac and CSS complete parallel
activities for Release 1.

December 8, 2016
FHFA Announces Successful Implementation
of Release 1 of the Common Securitization
Platform.

March 23, 2017
FHFA issues "An Update on the «
Implementation of the Single Security and

the Common Securitization Platform,”

providing details of the successful
implementation of Release 1 of the CSP,

the timeframe for Release 2, costs

related to the CSP and CSS, and steps to

ensure alignment between the

Enterprises to facilitate the Single

Security Initiative.

August 28, 2017
Freddie Mac implements aligned investor «
disclosures in support of the Single
Security Initiative.

September 6, 2017
Fannie Mae and Freddie Mac publish the
Market Adoption Playbook (updated May «
2018) identifying possible actions that
market participants should consider
taking to ensure a smooth transition to
the issuance of, and TBA trading in, the
new Uniform Mortgage-Backed
Securities.

December 4, 2017
FHFA issues “An Update on the Single
Security Initiative and the Common «
Securitization Platform” detailing activity
and progress on the development of the
CSP and implementation of the Single
Security Initiative (SSI). This Update also
describes outreach by the Enterprises
and FHFA to inform and engage market
participants as they prepare for SSI
implementation.
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March 23, 2018
« Fannie Mae, Freddie Mac, and CSS complete
key application development for Release 2.

« Fannie Mae, Freddie Mac, and CSS complete
system-to-system testing for Release 2.

March 28, 2018
« FHFA Announces June 2019 Implementation
of the New Uniform Mortgage-Backed
Security (UMBS).

Expected in 2019
Fannie Mae, Freddie Mac, and CSS complete
operational/production readiness for
Release 2.

May 22, 2018

J FHFA issues the first quarterly Prepayment
Monitoring Report, providing transparency
into FHFA monitoring of the prepayment
rates of Fannie Mae and Freddie Mac 30-
year, TBA-eligible mortgage-backed
securities.

Fannie Mae, Freddie Mac, and CSS complete
parallel activities for Release 2.

Freddie Mac implementation of Freddie Mac
Legacy PC Exchange Portal.

Fannie Mae and Freddie Mac begin issuing
the new UMBS using CSS and Release 2

Expected in 2018 of the CSP.

Fannie Mae, Freddie Mac, and CSS complete
pre-parallel testing for Release 2.

Source: Federal Housing Finance Agency (used with permission).

What Has to Be Done

Several hurdles must be cleared for the transition to the UMBS to work effectively.

Making Fannie Mae and Freddie Mac’s Securities Fungible

For a single security to be collateralized by the securities of either or both Fannie Mae and Freddie Mac,
investors must view them as fungible. If investors do not, they will value each issuance of the UMBS
according to which enterprise’s securities back them, leading to a breakdown of the new security.

Historically, investors have viewed the enterprises’ securities very differently because of
differences in their payment schedules, prepayment speeds, and liquidity. If the GSEs and FHFA address
payment schedules and prepayment speeds, they will render the securities economically indistinct,
allowing them to address liquidity difference by simply moving to a single security. Removing the
difference in payment schedules is a straightforward matter—as mentioned, they are simply moving
Freddie Mac to Fannie Mae’s schedule—but removing the difference in prepayment speeds is more
complicated.

The difference in prepayment speeds is driven in part by a difference in how easy it is to refinance
loans backed by the two enterprises and in part by the different mix of counterparties, which often
originate loans that tend to prepay at different rates. The FHFA has worked to align the relevant
refinancing and other policies of Fannie Mae and Freddie Mac, and the GSEs have pushed to develop a
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mix of counterparties that more accurately reflects the market and thus mirrors one another. As Fannie
Mae and Freddie Mac move closer to alignment (figure 2), the FHFA is requiring each enterprise to
submit any proposed policy changes going forward that could have an effect on prepayment speeds and
is monitoring policies that were initially determined to have no effect on speeds. It has committed to
working with Fannie Mae and Freddie Mac to address unexpected differences as they arise.

FIGURE 2
Fannie Mae and Freddie Mac Prepayment Speeds
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Sources: Credit Suisse and the Urban Institute.

When pushed to explain how it would track prepayment differences, the FHFA indicated it would
investigate any prepayment speed differential exceeding 2 percentage points for any coupon, maturity,
or issuance year cohort in a single month (FHFA 2017). Thus, if the prepayment differential between
Fannie Mae and Freddie Mac in the 2015-issued 30-year 4.0 coupon exceeded 2 percentage points in
June, it would be investigated. Some market participants are pushing for more and stronger assurances,
including rules for which policies have to be identical and commitments on what the FHFA will do if
divergences arise.*

Completing the CSP

For the UMBS to be issued, the CSP will need to support core functions related to data acceptance,
issuance, bond administration, and disclosure in the issuance of the new single security by Fannie Mae
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and Freddie Mac and related resecuritizations. Since the completion of the first phase in November
2016, it has been supporting each of these functions, except those related to disclosure, for the issuance
of Freddie Mac’s fixed-rate, single-class securities. To be fully functional, then, the CSP will need to
expand to support disclosure and to cover issuance of the UMBS, related resecuritizations by both
Fannie Mae and Freddie Mac, and real estate mortgage investment conduit (REMIC) bond
administration.

As they did in bringing Freddie Mac’s fixed-rate, single-class securitization online, this means
running the remaining processes in parallel at Fannie Mae, Freddie Mac, and the CSP to make sure they
sync up before migrating them over to the CSP.

Getting the Third Parties Ready

Trading volume in the agency mortgage-backed securities (MBS) market is enormous—$223 billion a
dayin June 2018. As a share of outstanding MBS, that is only marginally lower than daily turnover of
outstanding Treasuries and much higher than levels in the corporate market (figure 3).

FIGURE 3
Average Daily Turnover for Agency MBS (as a Share of Outstanding Volume)
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Sources: The Securities Industry and Financial Markets Association and the Urban Institute.
Note: MBS = mortgage-backed securities.

A market of this size requires dozens of third parties to manage the vast infrastructure. The Fixed
Income Clearing Corporation nets and clears trades in Fannie Mae and Freddie Mac MBS, the Federal
Reserve Bank of New York is the fiscal agency for the GSEs, and several large custodial banks safekeep
the assets of most of the money managers (in this role, they are responsible for settlement and delivery
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of securities). Several major trading platforms handle the bulk of the trading of these securities. There
are also data and analytics providers that do pool valuation, allocation and settlement by Committee on
Uniform Security Identification Procedures number, MBS index computation, and prepayment reports
and projections. The list goes on and on.

All these parties must change their systems to adapt to the UMBS. This means adapting to new
processes introduced by the CSP and adapting to changes from other market participants preparing for
the same.

To help coordinate this enormous effort, Fannie Mae, Freddie Mac, and the FHFA have undertaken
extensive industry outreach efforts. They have developed detailed guidance for each industry sector on
what they need to do to be ready (Fannie Mae and Freddie Mac 2018), hosted industry events to allow
for interaction and feedback, and are planning an exercise in fall 2018 to simulate how the market will
work under the UMBS (FHFA 2017).

Mechanics of the Legacy Freddie Mac Exchange

Legacy Freddie Mac securities will have to be exchanged for the UMBS before they can be resecuritized
into second-level securities or traded in the UMBS market. The dealers and custodians that will have to

handle this exchange have raised two concerns: that they are not getting paid for the exchange, despite

having to dedicate time and resources to the effort, and that they do not know what volumes to expect,

leaving them unable to prepare adequately.

To address these issues, Freddie Mac will allow but will not require investors to exchange their
securities either through dealers or directly with Freddie Mac, which Freddie Mac may administer
through a third party.

Regulatory Clarity

Several regulatory issues will need to be clarified as well.

The Internal Revenue Service (IRS) must rule on the tax treatment of the conversion of legacy
Freddie Mac MBS into the UMBS. In particular, it must decide whether the conversion is a taxable event
and whether compensation received for the 10-day delay will be taxable income.

The IRS must also decide how to apply the requirement that investments in securities made from
segregated accounts must be adequately diversified to get favorable tax treatment. Under the tax code,
no more than 55 percent of the total assets in one of these accounts can be the securities of a single
issuer, no more than 70 percent can be the securities of any two issuers, no more than 80 percent can be
the securities of any three issuers, and no more than 90 percent can be the securities of any four issuers.
Fannie Mae and Freddie Mac are currently considered separate issuers, allowing investors to manage
their Fannie Mae-Freddie Mac distribution to stay within these rules.
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Under the new regime, however, investors will not know at the time they enter a trade for the
UMBS what the ultimate mix of Fannie Mae and Freddie Mac securities will be. The IRS thus needs to
rule on how investors in UMBS will be expected to remain in compliance with the diversification
requirements when they cannot easily control the distribution of issuers in their agency investments.

And then the Securities and Exchange Commission must confirm that the UMBS will be exempt
from regulations concerning security-based swaps, as Fannie Mae and Freddie Mac’s securities are
today.

Although this is a formidable list, the FHFA appears confident that each of the rulings will provide
the clarity needed well in advance of the UMBS launch date. Timing will be important, as many key
market participants will not begin to prepare until they see clarity on these questions. For example, to
be in a position to invest in the UMBS, many money managers will have to go back to their clients to
amend the plan guidelines and diversification requirements in their investment management
agreements. These amendments often need the approval of the client and the board of directors of
either the money manager or the fund, which many money managers are reluctant to seek until the
regulatory rulings are in place.

SIFMA'’s TBA Eligibility Ruling

Finally, for the transition to the UMBS to work, the new security will need to be considered good
delivery into the to-be-announced (TBA) market, the market through which investors can commit to
purchasing mortgage-backed securities that have yet to be delivered. What is considered good delivery
into the TBA market is up to the Securities Industry and Financial Markets Association (SIFMA), the
trade association for the dealer community.

When faced with this decision, SIFMA will have three options:

1. SIFMA can decide that all Fannie Mae and Freddie Mac securitizations and single-class
resecuritizations are good delivery into the UMBS TBA contract. This is the most direct path to
accepting the single security.

2. SIFMA can maintain the status quo, with all Fannie Mae securitizations and single-class
resecuritizations considered good delivery into the Fannie Mae TBA market and all Freddie
Mac securitizations and single-class resecuritizations considered good delivery into the Freddie
Mac TBA market. This, too, would pave the way for fungibility and amount to accepting the
single security, though in a less straightforward manner. If Freddie Mac securities begin to sell
at adiscount, they could be delivered into Fannie Mae resecuritizations, which are deliverable
into Fannie Mae TBA contracts.

3. SIFMA could request a delay in implementation until the dealer and investor community’s
residual concerns are addressed. If the FHFA and GSEs decline, SIFMA would have to either
approve in one of the two ways described above or decide that Fannie Mae resecuritizations
that contain any amount of Freddie Mac securities and Freddie Mac resecuritizations that
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contain any amount of Fannie Mae securities are no longer TBA eligible. This would effectively
block the move to a single security. If the hurdles described above are cleared, however, it is
difficult to see why SIFMA would block the move to a single security.

Conclusion

In 2012, when then acting FHFA director Ed DeMarco introduced the idea of migrating the
securitization infrastructure of Fannie Mae and Freddie Mac to a common platform through which they
could issue a single security (FHFA 2012), few outside the enterprises understood how heavy a lift it
would be. Six years later, the FHFA and GSEs have mapped out the complex economic, technical, and
regulatory path from policy idea to market reality and have navigated through enough of that path that
the end is in sight. The most significant challenge now is not completing their own work, or even getting
regulators to complete theirs, but convincing the industry that the move to a single security is going to
happen and that it needs to be ready. Assuming they clear this last hurdle—and the odds are high that
they will—come June 2019, the FHFA and GSEs will have taken one of the most important steps of
housing finance reform in decades, resolving a costly inefficiency in today’s system and laying the
foundation on which Congress might build a healthier system for tomorrow.

Notes

1 The single security was not fully integrated into the CSP’s planning until 2014, when Mel Watt became FHFA
director. The new FHFA leadership shifted the focus of the effort from developing a market utility open to a wide
range of issuers (which was the vision of Watt’s predecessor, acting director Ed DeMarco) to the development of
a platform to support only Fannie Mae and Freddie Mac. As the FHFA narrowed the focus to Fannie Mae and
Freddie Mac, it began to plan the steps needed to move from these two securities to one.

2 Goodman and Ranieri (2014) note that Freddie Mac securities sold, on average, about $0.25 less per $100 of
securities issued. Based on Freddie Mac’s production from 2015 to 2017, averaging $362 billion a year, this
would mean lost revenue of roughly $900 million a year. But not all loans received a discounted fee, and the
discounted fee was often less than the full economic value. And loans that go through the cash window are not
eligible for the discount in this form. If we assume that only 70 percent of the production receives the discounted
fee, and this discount is 75 percent of the economic value, the revenue loss is close to $500 million.

The major difference from resecuritization in the current framework is that the second-level securities can be
collateralized by securities issued by either GSE. Under the current system, Fannie Mae Mega pools and real
estate mortgage investment conduits (REMICS) are composed entirely of Fannie Mae-issued securities, and
Freddie Mac Giant pools and REMICs are composed entirely of Freddie Mac-issued securities.

Christopher B. Killian, “Single Security—Priority Issues to Be Resolved before Launch,” letter to acting deputy
director of the Federal Housing Finance Agency’s Division of Conservatorship Robert Ryan, July 10, 2018,
https://www.sifma.org/wp-content/uploads/2018/07/Single-Security-%E2%80%93-Priority-Issues-to-be-
resolved-before-launch.pdf.
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