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Overview 
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•  Abbreviations and acronyms 
•  History and evolution of the housing 

finance system model 
•  The housing market bubble and Great 

Recession 
•  The current situation and the need for 

housing finance reform 
•  Implications 



Abbreviations and Nicknames 
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•  Government Sponsored Enterprise (GSE) 
– Federal National Mortgage Association 

(FNMA or Fannie Mae) 
– Federal Home Loan Mortgage Corporation 

(FHLMC or Freddie Mac) 
•  Federal Housing Finance Agency (FHFA) 
•  Federal Housing Administration (FHA) 
•  Government National Mortgage 

Association (GNMA or Ginnie Mae) 



Before the Great Depression 
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•  All mortgage finance was private 
– 50% down payments 
–  terms of 10 years or less 
– balloon payments at end of term 

•  Lack of government support contributed to 
scale of Great Depression 

•  Homeownership rate 
– 45.6 percent in 1920 
– 47.8 percent in 1930 



Creation of the GSEs 

WOODSTOCK INSTITUTE    |    OCTOBER  2014 

Fannie	
  Mae	
  
created	
  as	
  
part	
  of	
  the	
  
New	
  Deal	
  

Fannie	
  Mae	
  
reorganized	
  
from	
  federal	
  
agency	
  to	
  
public-­‐
private	
  

corpora=on	
  

Fannie	
  Mae	
  
reorganized	
  
into	
  	
  for-­‐
profit	
  

corpora=on	
  

Freddie	
  Mac	
  
created	
  to	
  
help	
  thri?s	
  
manage	
  

interest	
  rate	
  
risk	
  

Freddie	
  Mac	
  
reorganized	
  
into	
  for-­‐
profit	
  

corpora=on	
  

Affordable	
  
Housing	
  
Goals	
  
created	
  

1938 1954 1968 1970 1989 1992 



Housing Market Finance Model 
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•  Lender originates 30-year, fixed-rate 
mortgage with no prepayment penalty 
– sells loan for cash that funds another loan 

•  Loan purchaser buys many loans 
– bundles them into securities 
– sells securities for cash to buy more loans 

•  Investor buys RMBS 
– clips coupons for income to buy more 

securities 



Impact on Homeownership 
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Residential Mortgage-backed Securities 
(RMBS) 
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Role of the GSEs 
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•  Establish a market for mortgages 
– assume default, interest, and prepayment risk; 

provide liquidity for originators 
•  Guarantee timely payment on RMBS 

–  reduce risk for investors; keep interest rates 
low 

•  Achieve social goals 
– affordable housing 
– multi-family rental housing 



Housing Market Bubble 
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•  Lenders start originating more subprime 
mortgages 

•  Private-sector loan purchasers 
– bundle them into investment-grade RMBS 
– without GSE guarantees 

•  Investors, including the GSEs, buy RMBS 
–  relying on investment-grade ratings 
– chasing higher yields 



The Rise of Subprime Lending 
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The Rise of Private Label Securities 
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The Great Recession 
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•  Loans in RMBS default at high rate 
–  interrupts cash flow, scares investors 

•  RMBS ratings downgraded 
–  reduces value of RMBS 
–  forces some investors to sell 

•  Credit constricts and housing prices 
decline 
– self-reinforcing cycle leads to collapse 



Impact on the System 
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•  GSEs bankrupt 
– put into receivership with FHFA 

•  Private capital flees the housing market 
– despite TARP injection 
– credit severely constricted 

•  GSEs, FHA only game in town 
–  federal guarantees supporting the market 
–  risk for taxpayers, federal deficit 



Current Situation 
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•  Housing finance system is not functioning 
on old model 
– politically unacceptable to both left and right, 

but for very different reasons 
•  Agreement on need for reform to get 

private capital back into market 
•  Lack of agreement on what should emerge 

as new model 



Issues for Housing Finance Reform 
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•  Who issues RMBS 
•  Who guarantees RMBS 
•  Nature of the guarantee 
•  Affordable housing provisions 
•  Multifamily housing provisions 
•  Oversight 
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The Spectrum of Options  

WOODSTOCK INSTITUTE    |    OCTOBER  2014 

•  Major government role 
–  issuing and guaranteeing RMBS 
– strong affordable and multifamily goals 
– strong oversight 

•  Totally private-sector 
– no guarantee 
– no affordable or multifamily goals 
– strictly limited oversight 



Some Implications 
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•  Access to affordable long-term finance 
– 30-year, fixed-rate, pre-payable mortgages 

•  Allocation of risk in a downturn 
– private investor losses vs. taxpayer bailout 

•  Availability of affordable housing 
– single-family ownership units 
– multifamily rental units 
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