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Herearethemainpointsthat emergedfrom ourmeetingwith FrankRaiterofS&P andhis
staffonDecember11, 2004.

1. RMBScollateral maybe on thesafeside. S&P providedhandoutsregardingthe
characteristicsof loansthat aresecuritized.We alsodiscussedthecharacteristics
of loansthatareheldby banksandnot soldor securitized.Althoughtheirdatado
notdirectly addressthis issue,their senseis that:

a. Low risk mortgagestendto be sold or securitizedby banks;
b. HybridARMs tendto beheld, althoughthestreamlinedrefinanceprocess

makesFRMs look morelike surrogateARMs.
c. Refinanceswith little orno cashout tendto beheldwhereasloansfor

purchasetendto be sold.
2. ARMsmaybe afertile battleground.Manybankshavedonewell by investingin

ARMs. Theyareespeciallyvaluableto thesmallerbankthat is largelydependent
on deposits.Thecombinationprovidesaniceopportunityto managetheinterest
raterisk associatedwith mortgagesandstill earna highyield. BaselII may
provideenoughof acapitaladvantagefor theAIRB banksto makethemincrease
theirefforts to marketARMs to consumersduring morenormaleconomictimes
(upwardslopingyield curvewith higherlevel ofrateson fixed ratemortgages).If
so, theywould beableto shift someofthemarketfor suchproductsfrom the
balancesheetsofthenonAIRB banksto theAIRB banks.

3. BaselII’s impactin this regardwill be cyclical. Weinfer from thesetwo setsof
pointsthat the impactofBaselII andits bifurcatedsystemon thecompetitive
landscapeformortgagesis likely to be cyclical. It maybe largestwhenthe
demandfor ARMs (vsFRMs) is largest;thatis, whennominalratesarehigh and
thespreadsbetweenfixed andadjustable-ratemortgagesarehigh. Duringsucha
time, AIRB banksmayfind themselvesableto garnera largershareofthemarket
for ARMs thantheyhavein thepast. In addition,AIRB banksmaybein abetter
positionto bid businessawayfrom nonAlIRB banksduringthenext refi boom
sinceratein term loansmadeduring suchtimeshavebeen,in thepast,lesslikely
to besecuritized.


