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Fitch: Trump tax cuts could force another Fannie Mae, Freddie Mac bailout

Corporate tax rate cut could lead to additional Treasury draw
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Speaking before a meeting with airline executives, President Donald Trump said Thursday that his administration plans to unveil a tax reform plan in the
coming weeks, with changes to corporate and personal taxes likely on the agenda.

According to a report from Business Insider, Trump said:

"We're going to be announcing something over the next — I would say — two or three weeks that will be phenomenal in terms of tax," said
Trump during a meeting with airline executives on Thursday.

The president also said he is "lowering the overall tax burden on American businesses big league."

Previously, the president spoke of cutting the corporate tax rate from the current federal statutory rate of 35% down to somewhere between 15% and 20%.

While those changes would likely be well received by corporate America, there could be some unintended consequences for two companies that have close
ties to the federal government.
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According to a new report from Fitch Ratings, cutting corporate tax rates by as much as the president suggested could lead to Fannie Mae and Freddie
Mac needing another bailout from the government.

Why is that?

Per the terms of the Preferred Stock Purchase Agreements that went into effect when the government took the government-sponsored enterprises into
conservatorship, Fannie and Freddie send dividends to the Department of the Treasury each quarter that they are profitable.

But under the PSPAs, the GSEs are prohibited from rebuilding capital and each of the GSEs capital base is required to be reduced over time, with their
capital reserves scheduled to be drawn down to $0 in 2018.

And with each of the GSEs lower base of capital, Fitch’s report suggests that a reduction in the corporate tax rate could lead to significant deferred tax asset
write-downs for both of the GSEs, which, in turn, could lead to the GSEs need an additional draw from the Treasury to cover the tax-related losses.

Fitch explains:

The GSEs may not have sufficient capital reserves to avoid a net worth deficit in 2017 if they incur a loss in a quarter, and after Jan. 1, 2018,
they will have no capital reserves to absorb losses.

Additional capital draws from the US Treasury would not change Fitch's current view of the ratings, unless total draws start approaching the
cap, which is highly unlikely even with potential deferred tax asset write-downs.

The remaining funding available to Fannie Mae and Freddie Mac (from the Treasury) totaled 3258.1 billion at Sept. 30, 2016.

Fannie Mae and Freddie Mac had roughly $35.1 billion and $18.7 billion, respectively, of net deferred tax asset on their balance sheet, for a
total net deferred tax asset of $53.8 billion at the end of the same period.

As Fitch’s report notes, both Fannie and Freddie’s deferred tax asset far exceeds each of the GSEs net income through Sept. 30, 2016, as shown in the
graphic below:

Fannie/Freddie Selected Data
(USD Bil.)

Fannie Mae Freddie Mac Total

Total Assets 3,255.9 20153 52M.2

YTD Net Income 73 3o 102

DTA (net as reported) 351 18.7 538

Cumulative Draws (From 2008) 116.1 M3 1874
Remaining Funding Available 117.6 140.5 258.1

Cumnulative Payments to the U.S. Treasury 1514 99.1 250.5

*Cumulative draws excludes initial $1 billion liquidation preference

**Data as of September 30, 2016

(Click to enlarge. Image courtesy of Fitch Ratings)
And while a tax cut would help each of the GSE’s long-term profitability, that same tax cut could cause a “one-time hit” to earnings, Fitch notes.

“The GSEs' DTAs consisted primarily of deferred fees, basis differences related to derivative instruments, mortgage related assets and allowance for loan
losses,” Fitch explains.

“The GSEs determined in the past that it was more likely than not that their net DTAs would be realized,” Fitch continues. “Therefore, a valuation
allowance was not necessary. However, a legislative change resulting in a lower federal corporate income tax rate could result in write-downs.”

Fitch’s report lays out three scenarios for what could happen if the corporate tax rate is cut. For example:

Fitch estimates that if the applicable corporate tax rate is reduced to 20% from the current 35%, Fannie Mae and Freddie Mac would write
down their DTAs by $15.0 billion and $8.0 billion, respectively.

Here are the other scenarios:
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DTA Writedown Scenarios

DTA DTA DTA
DTA, net T i &
55 Lt D?frfr;?zl:zNGL Writedown Writedown Writedown
reported  Camyforward¥ at 25% Tax at 20% Tax at 15% Tax
P Rate** Rate** Rate**
Faiitil
il 1003 10.0 150 2041
Fredd
Mo 187 535 5.4 80 107
Total  53.8 153.8 154 231 308
Note: LISD B, as of Sept. 30, 2015. DTA has not been adjusted for any assocated tax credits

TA, et as reparts

ed Tax Rate times orary Difference/MOL Carryforward)

** Estimated as: DTA, niet as reported -

(Click to enlarge. Image courtesy of Fitch Ratings)

But as Fitch notes, some of that loss could be offset by lower taxes in the future.
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Ben Lane is the Senior Financial Reporter for HousingWire. In this role, he helps set a leading pace for news coverage spanning the issues driving the U.S.
housing economy. Previously, he worked for TownSquareBuzz, a hyper-local news service. He is a graduate of University of North Texas. Follow Ben on
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A conversation with HUD Secretary Ben Carson

[Subscribers Only] U.S. Department of Housing and Urban Development Secretary Ben Carson recently sat down with HousingWire Editor-in-Chief Jacob
Gaffney for a conversation. Carson discussed housing, his plans for HUD and why he accepted a cabinet position from the guy he lost the GOP nomination
to, Donald J. Trump. All photos by Stephen Voss.
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Caroline Basile
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[Subscribers Only] With recent changes, banks are finding an opening to serve lucrative marijuana businesses. Nationally, 29 states have now legalized
marijuana in some form, either recreationally, medicinally, or both, generating billions of dollars in sales. These billions of dollars mean there is much that
banks could make from this booming industry, but federal laws and guidance have made things complicated for financial institutions who want in.

Commentary

The true digital mortgage

Joe Tyrrell

LendingHomeowners
We hear a lot these days about the benefits of the “digital mortgage.” The term is widely overused, yet its promoters have largely under-delivered on its true

promise. Often they are simply referring to the online applications that have been available for well over a decade. If the digital mortgage really streamlines
that process, why does it still take up to 60 days to close a loan?
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