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Disclaimer 

• Hedgeye Risk Management is a registered investment adviser, registered 
with the State of Connecticut. 

• Hedgeye Risk Management is not a broker dealer and does not make 
investment recommendations. This presentation does not constitute an offer 
to sell, or a solicitation of an offer to buy any security.   

• This research is presented without regard to individual investment 
preferences or risk parameters; it is general information and does not 
constitute specific investment advice.  

• This presentation is based on information from sources believed to be 
reliable. Hedgeye Risk Management is not responsible for errors, 
inaccuracies or omissions of information.   

• Unless otherwise noted, all charts and graphs are produced by Hedgeye 
using company disclosures and other publically available data.  

• For more information, including Terms of Use of our information, please go 
to hedgeye.com 
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1. Current Demand Suggests +17% HPI Over The Next 18 Months. ~0.9%/Month 
 

2. Current Supply Suggests +8.3% HPI Over The Next 11 Months. ~0.8%/Month 
 

3. Current Months Supply Suggests +3.5% HPI Over The Next 5 Months. ~0.7%/Month  
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4 Reasons Why Modifications  
Will Be a Growing Tailwind 

1. PRA (Principal Reduction Alternative) / HAMP 
1. In October, 2010, HAMP was modified to allow principal forgiveness to 115% LTV in an effort to cut payments to 31% DTI 
2. This change was the inaugural event that kicked off larger principal forgiveness initiatives 

 
2. State Attorneys General Settlement:  

1. Finalized March, 2012 
2. Called for $25 billion to be paid by BAC, JPM, WFC, C and Ally 
3. $5 billion in fines paid to States and Federal Government 
4. $20 billion in mortgage modifications 
5. $10 billion of mortgage modifications must be principal forgiveness 
6. $20 billion must be deployed within 3 years of March, 2012; 75% within 2 years. Otherwise, penalties apply. 
7. Largest benefit will be to portfolio loans on bank balance sheets. Private label investors may see some benefit. 

 
3. HARP Modification 

1. In early 2012, HARP was amended to give servicers triple the financial incentive to forgive principal. 
2. Under the new rules, servicers receive back from the Treasury 63 cents for every dollar of principal forgiven on loans with LTVs between 105-115%, 45 

cents on every dollar for LTVs of 115-140, and 30 cents on every dollar for loans with LTVs greater than 140. These amounts are 3x what they were 
prior to the change. 

 
4. GSE Modifications 

1. Principal reductions are not currently allowed at the GSEs 
2. Fannie/Freddie are in conservatorship, and its DeMarco’s job to conserve assets 
3. FHFA Director Edward DeMarco opposes principal forgiveness on GSE loans 
4. DeMarco argues that it is a negative NPV event for Fannie/Freddie to forgive principal 
5. DeMarco also argues that it will benefit the Mortgage Insurers and Secon Lien Holders (the banks) at the expense of the GSEs (the taxpayers) 
6. DeMarco has defended this position, but President Obama has made it clear he wants to replace DeMarco 
7. When he is replaced, and principal forgiveness is allowed at the GSEs, it will be both a tailwind for housing generally, but specifically for banks with 

large second lien portfolios and the mortgage insurers 
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1. Affordability Measure #1: Mortgage Payments Vs. Rent. (Upside of 54%) 
 

2. Affordability Measure #2: Mortgage Payments As % of Income (Upside of 43%) 
 

3. Affordability Measure #3: Home Prices Vs. Annualized Rents (Upside of 5%) 
 

4. Affordability Measure #4: Home Prices Vs. Income (Downside of 4%) 
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“Even apart from the instability due to speculation, there is the instability due to the 
characteristic of human nature that a large proportion of our positive activities 
depend on spontaneous optimism rather than mathematical expectations, whether 
moral or hedonistic or economic. Most, probably, of our decisions to do something 
positive, the full consequences of which will be drawn out over many days to come, 
can only be taken as the result of animal spirits – a spontaneous urge to action 
rather than inaction, and not as the outcome of a weighted average of quantitative 
benefits multiplied by quantitative probabilities.” 
 

- John Maynard Keynes 

"Animal spirits" is the term John Maynard Keynes used in his 1936 book The 
General Theory of Employment, Interest and Money to describe emotions which 
influence human behavior and can be measured in terms of consumer confidence.  
 

- Wikipedia 
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Half of homeowners don’t itemize. If you don’t itemize, you don’t get the mortgage interest deduction.  
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QM / QRM 

1. The CFPB is in the process of defining a Qualified Mortgage, or "QM". As a reminder, the QM was born 
from Dodd-Frank, and requires that lenders make a "reasonable and good faith determination that the 
borrower has the ability to repay the loan at the time the loan is made." 
 

2. A “QM” will have the following criteria: 
1. A term not more than 30 years and must be fully amortizing 
2. Have a fixed rate, or if variable, then the borrower is underwritten at the highest possible floating rate for the first five years of the loan 
3. Cannot have points and fees that exceed 3% of the total loan amount 
4. All taxes and insurance must be included in calculations and all sources of a borrowers income must be verified and documented 
5. A maximum DTI (debt-to-income) ratio can be imposed (TBD) 
6. “Safe harbor” vs. “rebuttable presumption” (TBD) 

 
3. Under Title XIV of the Dodd-Frank Act, the effective data for the QM is January 21, 2013. However, under 

some circumstances, it's possible for the implementation date to be delayed by a full year from that 
January 2013 date. For its part, the CFPB has said publicly that they expect to finalize their work by year-
end 2012. 
 

4. One of the most contentious issues revolves around a legal concept of whether a QM mortgage should 
carry an implicit "safe harbor" or only a "rebuttable presumption". The industry is pushing for the safe 
harbor, which means that if a loan meets the QM criteria, then the underwriter is indemnified against 
future liability. 

1. There has still not been a decision made on whether the QM will carry an implicit “safe harbor” or not 
2. There has been recent speculation that the CFPB may provide safe harbor for only some QM loans. 

 
5. QRM 

1. Contains the skin-in-the-game provision   
2. Loans that don’t meet the QRM requirements will have to be partially retained (5%) by the underwriter 
3. The catch is that the QRM definition cannot be any broader than the QM definition. 
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Overview: TCF Financial (Symbol: TCB) is a Midwest regional bank based in Minnesota, which 
operates primarily throughout Minnesota, Illinois, Michigan, Colorado and Wisconsin. TCF has 
430 branches and just under $18 billion in total assets. The company offers retail and 
commercial banking as well as equipment financing, inventory financing and indirect auto 
finance. 
 
Key Points: 
 

•Rebuilding Year Coming to an End. 2012 was a self-proclaimed rebuilding year for TCF 
following a long slog through 2011. In anticipation of that, we were decidedly bearish 20 months 
ago when we published a detailed report calling for investors to short TCF. The stock dropped 
>40% over the next six months. Looking ahead, we think the bad news is over, and this stock 
now offers compelling value. 
 

• Improving Fundamentals. TCF is finally getting stronger. The company is among the best 
performing banks from a deposit and loan growth standpoint year-to-date.  
 

•Housing Tailwinds. TCF’s loan footprint is heavy on residential real estate in hard-hit 
Midwestern areas. That was a core element of the bear thesis in 2011/2012, but those same 
areas are today some of the best performing distressed real estate markets in the country. 
 

•Potential Sale. While not core to our thesis, an undeniable reality is that TCF’s CEO, Bill 
Cooper, is 68 years old, making him very aged by bank CEO standards. The probability of a 
takeout is rising. 
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       Deposit growth has long been held as the most important metric for bank investors. TCF’s deposit 
growth YTD has been relatively strong. 
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       While the traditional focus of regional bank investors has long been deposits and deposit growth, 
increasingly, the market is putting a premium on loan growth in a world where little growth exists. 
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       TCF stands to benefit from the rebound in low-tiered home prices. Almost 40% of their residential 
mortgage exposure is in Minnesota, which is among the strongest performing distressed markets 
in the country, up 25.7% YoY.  
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       TCF’s weighted loan footprint has seen home prices reverse from -9.1% YoY in June 2011 to 
+2.6% YoY in August, 2012.  
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       Bill Cooper, TCF’s CEO, is relatively old by bank CEO standards, and is open to selling the 
company. The above chart includes comments he made recently to this effect. 
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Summary: Regional banks in general are well positioned to take advantage of recovery in the housing 
market. They benefit directly from increased mortgage banking activity as well as through improved 
credit performance from inflated collateral values and improved cure rates. TCF’s footprint of 
distressed property has seen some of the strongest distressed home price appreciation in the country, 
which will roll through their earnings on a lag. The company is also generating strong deposit and loan 
growth while holding margins and expenses steady. There’s also the potential for a takeout. 
 
Upside: We estimate that TCF can earn $1.37 in 2014, slightly ahead of the $1.20 consensus is 
expecting. This should equate to a return on tangible capital of 15%. Today, regional banks are trading 
at a multiple of 1.61x tangible capital for a return on tangible capital of 15%. We forecast tangible 
capital will end 2013 at $9.29 and end 2014 at $10.69, resulting in valuation of $15 and $17 over the 
next 12 and 24 months, or +37% and +56%, respectively.  
 
Downside: Downside should be capped at tangible book value of $8.49 or roughly 23% lower. We 
presume this based on TCF’s ability to earn its cost of capital going forward, which should enable it to 
at least trade at tangible book value. 
 
Risks: 
 

• Recession. Like most financials, TCF is a cyclical negatively exposed to downturns in the economy, 
particularly as it relates to credit quality. If the Fiscal Cliff negotiations result in materially stepped up 
taxes and/or reduced spending, the odds of a recession increase. 
 

•Margin Pressure. As the Federal Reserve continues to pressure the long end of the yield curve, 
driving long-term rates lower, this puts ongoing pressure on the net interest margin of spread lenders 
like TCF. A recent balance sheet restructuring has put the company in a favorable position in this front, 
but further curve compression will still adversely affect them. 
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Overview: Bank of America (Symbol: BAC) is a domestic money center bank. With a market cap of  
nearly $113 billion, Bank of America is one of the largest banks in the world. It provides a range of 
services for small and middle market businesses as well as large institutions, consisting of a full range 
of  banking services, asset management, investing, and other risk management services.  BAC has 
5,540 branches and roughly $2 trillion in total assets.  
 
Key Points: 
 

•BAC’s Total Potential Liabilities are Less Uncertain . 2011 was a brutal year for Bank of America 
as fear regarding PLMBS repurchase claims cut the stock in half. 2012 has been markedly different. 
Early in the year, Bank of America quietly won a few crucial court victories that effectively capped its 
liability on the PLMBS side. Today, there is growing angst around GSE repurchase liabilities, as both 
Fannie and Freddie have stepped up their requests in recent quarters. To BAC’s credit, a full 
settlement with Freddie Mac a little over a year ago is now looking like a major coup. Fannie Mae 
claims are still growing, but we expect will ultimately be manageable.  
 

•Housing Tailwinds. Housing has begun to rebound in 2012. The company is well positioned to 
benefit on multiple fronts, including growing mortgage banking activity, reflating collateral values, and 
falling delinquency rates. The company’s legacy Countrywide PCI (purchased credit-impaired loans) 
book is very sensitive to changes in real estate values. They’re carrying roughly $28 billion in loans at 
74 cents on the dollar, so every 1% improvement in HPI benefits them here by ~280 million. There’s 
also the improvement in cure rates that comes with rising HPI.   
 

•QE3. Money center banks were the 14th best performing subsector during QE1 and QE2. During 
QE3, money center banks have been the 5th  best performing subsector. We expect quantitative 
easing to provide an ongoing tailwind. 
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• Mortgage application volumes (refi & purchase applications) have surged over the last several 
quarters. So far in the fourth quarter mortgage applications are running 34.3% higher YoY. 
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• Bank of America stands to benefit from quantitative easing from monetary authorities.  In the last 
two quantitative easing programs money center banks were the 14th best performing subsector. 
During QE3 money center banks have been the 5th best performing subsector. 
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Summary: Similar to TCB, Bank of America is also well positioned to take advantage of 
recovery in the housing market. BAC benefits directly from increased mortgage banking activity 
as well as through improved credit performance from inflated collateral values and improved 
cure rates. Global monetary stimulus (LTRO, QE3) has also helped Bank of America get back on 
solid footing. We expect to see a continuation of these positive trends in 2013. 
 
Upside: Bank of America is currently trading at 78% of tangible book value.  Upside potential 
should first be viewed in the context of discount reflation. We think the market will increasingly 
come to realize that the firm’s risk has decreased, which should reduce it cost of capital. This 
will, in turn, lead to a higher multiple.  
 
Downside: Bank of America has traded at an average P/TBV of ~70% (over the last two years), 
this implies downside of 10%, which would take the stock to $9.44. 
 
Risks: 
• Recession. Bank of America is a cyclical and is exposed to downturns in the credit cycle. If the 
Fiscal Cliff negotiations result in materially stepped up taxes and/or reduced spending, the odds 
of a recession increase.  
•Margin Pressure. The Fed further opened the monetary spigots earlier this year when they 
announced QE 3. The main effect of this program has been to flatten the long end of the yield 
curve. Over the last several quarters bank margins have been under pressure.  
•Deterioration in Europe. Bank of America has significant exposure to European 
counterparties. This is the reason that the LTRO, passed at the end of 2011, had such a positive 
impact on BAC at the beginning of this year. If the fundamentals in Europe deteriorate further, 
expect BAC to move lower.   
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For more information and a complete listing of research please 
see: www.hedgeye.com 

or email: sales@hedgeye.com  
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