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Understanding the Role of the Fed in Today's Cl\/IPS

Credit Crisis INSTITULE

| - o
With all the headlines screaming Credit Crisis! and Mortgage Meltdown!, what is the Federal Reserve doing about the
situation? Are they doing enough? Should they be doing more???

Well... the Fed IS doing something; we just need understand WHAT they are doing.

In order to understand the current credit crisis, please reference the article entitled, Saga of the US Mortgage Industry.
Assuming you have read that article, you know that we are currently facing a "run on the mortgage banks" by the Wall Street
investors and warehouse lenders who provide funding for US mortgage loans. Well, the Fed has looked at this situation and
basically said, "Hmmmm, we better provide these financial institutions with a new source of short term funding so that they
can continue to operate even during this liquidity crunch." There are currently four options for the Fed’s involvement:

Regulating Bank Reserve
Requirements

Lending Money Directly to Banks

through the “Discount Window"
— Z

Th e F E D Open Market Activities
\

The Term Auction Facility
(the Fed auctions funds to banks that
need short term financing)

Option #1 — Regulate the amount of reserves that banks are required to maintain in order to operate

It would be reckless for the Fed to reduce the amount of reserves banks are required to maintain because that would
encourage banks to take more risk in an already risky environment. Therefore, this option is out of the question for the most
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part.

Option #2 - Lend money directly to the banks that are part of the Federal Reserve System through what is called the
""discount window""

As for as the discount window, the Fed has lowered the discount rate through a series of rate cuts to 3.5% from the 6.25% rate
that was effective in August, 2007. This is the interest rate that banks pay when they borrow money directly from the Fed.
The problem with this, however, is that most banks do not like to borrow from the Fed’s discount window because it can be
construed as a sign of weakness. How so?

Imagine that you are in an action movie playing the part of the hero who is
being mistaken for a criminal.

You are on the run from the police who don’t really know that you are on their
side in the first place. After a few days on the run, you start getting hungry.
You find a grocery store, find some food and proceed to the check-out line.
You are faced with two choices:

Pay cash for the food
Use a credit card

If you use the credit card, you know that the authorities will be monitoring all
the activity on that card. This will tip them off to your location and BAM - you
are caught! On the other hand, if you pay cash for the food, you can remain anonymous and continue with whatever it is you
are doing to prove your innocence and give the movie a happy ending.

The banking industry is like an action movie, and the banks that need funds are like the heroes of the movie. The banks on the
sidelines are like the authorities. If you are a bank that needs funds, and you go directly to the Fed and borrow from their
discount window, this would tip off all the other banks that you could be experiencing financial difficulty. This in turn causes
them to be more cautious when dealing with you and could potentially result in driving down your stock price because the
stock market may interpret this as a sign of financial weakness.

That is why the discount rate is often referred to as symbolic, as most banks don’t like to borrow from the Fed’s discount
window if they can avoid it. If a bank finds other sources of funding outside of the Fed’s discount window, they can borrow
anonymously and avoid tipping off all the other banks to the fact that they are in need of short term funds.

Option #3 - Open Market Activities where the Fed injects cash into the banking system by purchasing the Treasury
securities held by various banks and financial institutions

The Fed uses their “open market activities” to regulate the supply and demand of cash that is available between banks. They
do this by buying or selling the Treasury securities held by the banks. Financial institutions can then use this cash injection to
meet their liquidity needs. This process directly impacts the Federal Funds Rate, which is the interest rate banks charge each
other for short term funds.

You see, the Fed sets a “target” for the Fed Funds Rate and then uses their open market activities to reach that target by
altering the supply of cash available to the banks that are part of the US Federal Reserve System. This “wholesale” cost of
borrowing money called the Fed Funds Rate trickles down into the various retail interest rates that banks charge the retail
customers who borrow money from them. From September 18, 2007 through January 30, 2008, the Fed lowered the Fed
Funds rate from 5.25% to 3% in response to the credit crisis and economic slowdown.

For more info on how the Fed Funds Rate affects you and your mortgage, please see the article entitled The Fed and YOU.
Option #4 — The Term Auction Facility where the Fed auctions funds to banks that need short term financing

This is the latest tool that the Fed has created to help banks through the current credit crisis. Essentially, this auction process
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allows banks to bid anonymously on what interest rate they are willing to pay in order to borrow money directly from the

Fed. Remember, if banks borrow money directly from the Fed using the discount window, this becomes public knowledge
and could be interpreted as a sign of financial weakness. Therefore, on December 12, 2007, the Fed announced the creation of
the Term Auction Facility where banks can borrow money directly from the Fed as part of a private bidding process that
allows banks to maintain their anonymity. Since then, there have been several successful auctions of $20 billion to $30 billion
each, and the Fed has indicated a willingness to continue offering this funding option for banks in the coming months.

So there you have it!
In response to the current credit crisis, the Fed has:

o Lowered the Discount Rate to 3.5% from 6.25%

o Lowered the Fed Funds rate to 3% from 5.25%

o Created a temporary “Term Auction Facility” that has successfully injected over $100 billion of short term financing
into the banking system since December, 2007

However, more action is probably needed. In the coming months, the Fed is probably likely to lower the Fed Funds Rate as
long as inflation remains under control. You seg, if the Fed lowers the Fed Funds Rate, business and consumer retail interest
rates will also go down. The Fed would be reluctant to do this if they feel that businesses and consumers would start
borrowing and spending so much money that inflation will go up significantly.

The Fed's main goal is to "maintain monetary stability™ by keeping a close eye on the flow of funds in the US economy. It
would be reckless of them to encourage too much borrowing and spending as this would only artificially drive up asset prices
and cause money to lose its purchasing power. This phenomenon is known as "inflation." The good news, however, is that in
some of their most recent statements, the Fed has said that inflation is basically under control. They have seemed to indicate
that they are starting to get more concerned about other threats to monetary stability — such as the current credit crisis facing
the economy.

With all this in mind, it is more important than ever to work with a Certified Mortgage Planning Specialist™ who can
decipher market conditions and help you make informed decisions in today's volatile market. Whether you have or are
considering an ARM or a fixed rate loan; whether you are buying, selling or refinancing a home; whether you are dealing
with a primary, vacation or investment property; now is not the time to be dealing with an amateur or one who is not qualified
to give you expert guidance.

CMPS® professionals are committed, qualified and equipped to help you navigate today's turbulent mortgage marketplace.
Don't delay in implementing the mortgage and real estate equity planning strategies that will make a positive impact in your
life and the lives of your loved ones!

James Velazquez, CcMPS®
New Vision Solution
2451 McMullen Booth Road

Suite 268 NEW

Clearwater, FL 33759
727-791-9155 direct VISION

727-916-0454 alternate SOLUTION

727-791-4575 fax
Info@NewVisionSolution.com
http://www.NewVisionSolution.com

Standardizing the mortgage planning process through participation with the CMPS community of experts.
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