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Background

Prior to the Great Depression, U.S. residential mortgage
markets operated at local levels and were highly sensitiveto
local conditions. Lenders funded mortgages by relyingon
local deposits, which were concentrated in heavily
populatedareas, suchas Chicago and New York, rather
than less populatedareas in need of loans. Interstate
banking restrictions made it difficult to move funds from
geographical areas with large concentrations of deposits to
areas with comparatively smalleramounts. The immobility
of funds contributed to differences in mortgage ratesand
underwriting (loan qualifying) criteria across the nation.

During economic downturns, frequent deposit withdrawals
led to cash flow (liquidity) shortages that stymied lending.
Atthetime, savingsandloanassociations (S&Ls)—
nonprofit, member-owned cooperative financial institutions
that relied on members’ savings deposits to fund
mortgages—were the primary sources ofhome financing
during liquidity shortages. S&Ls were unable to borrow
temporary funds fromthe Federal Reserve Systembecause
they were not eligible members. Forthis reason, the lending
terms of residential mortgages were structuredto reduce
liquidity risks borne by S&Ls. Forexample, borrowers
were required to make large down payments (e.g., 50%-
60%) to mitigate default risks and to reduce mortgagesizes,
thereby reducing the amountof funds small lenders needed
to collect to make loans. Mortgages typically had variable
interest rates and 10- to 12-year maturities, thus mitigating
cash flow disruptions dueto frequent changes in local
mortgage rates.

Government Interventions to Facilitate
Mortgage Market Liquidity

Overthe years, Congress has addressed market liquidity
issues, particularly for single-family mortgages (i.e., loans
secured by residential dwellings having 1-4 separate units),
by establishing federal agencies and government-sponsored
enterprises (GSEs). Some ofthe key ones are listed below.

e Federal Home Loan Bank (FHLB) System. Created in
1932 (P.L. 72-304), the FHLB Systemis a GSE that
currently consists of 11 regional FHLBs. Each FHLB
provides liquidity to member lending institutions in its
district in the form of advances, which are temporary
cash loans that mustbe collateralized (secured) by
members’ eligible assets that promote housing finance
and community development (e.g., mortgages,
mortgage-related assets, and certain small business
loans). The FHLBs initially served as lenders-of-last-
resort for S&Ls; Congress expanded their membership
in 1989 to serve in that role for banks and credit unions.
The Federal Housing Finance Agency (FHFA) is the
primary regulator ofthe FHLB System.

e Federal Housing Administration (FHA). The National
Housing Actof 1934 (P.L. 73-479) created FHA, nowa
Department of Housingand Urban Development (HUD)
agency. FHA insures private lenders against the default
risks on mortgages meeting certain criteria. FHA
introduced fixed-rate mortgages with maturities of 20
years ormore, evolving intothe 30-year fixed rate
mortgages commonly used today.

e Department of Veterans Affairs (VA). Congress
created the VA home loan programin 1944 (P.L. 78-
346). Similarly to FHA, the VA loan guaranty program
insures private lenders againstthe default risks on
mortgages made to veterans who meet certain criteria.
Unlike FHA, VA does not insure 100% of a loan’s
default risk; a percentage of the default riskis
guaranteed based onthe loan’s principal balance.

e Fannie Mae (Federal National Mortgage
Association). Title 111 ofthe National Housing Act of
1934 initially established Fannie Maeas a federal
agency topurchase federally insured mortgages from
lenders. By holding residential mortgages onits balance
sheet, Fannie Mae extended the risk-bearing capacity of
the mortgage market when smalllenders lacked capacity
and access to funds. In 1968, Congress split Fannie Mae
into two distinctorganizations (P.L. 90-448). The
private-sector organization retained the Fannie Mae
name and operated like an interstate lender, purchasing
mortgages and fundingthemby issuing debtsecurities.

e Ginnie Mae (Government National Mortgage
Assaociation). Congress created the federalagency
Ginnie Mae in 1968 after splitting Fannie Mae. Ginnie
Mae sells to private investors the interest rate risks
linked to mortgages thatare federally insured against
default risk by FHA or VA.

e Freddie Mac (Federal Home Loan Mortgage
Corporation). Congress created Freddie Mac in 1970
(P.L. 91-351) as a GSE and subsidiary ofthe FHLB
System. Freddie Mac was authorized to buy
conventional mortgages, which are mortgages without
insurance provided by a federal government agency.
Freddie Mac largely purchased mortgages fromS&Ls
and fundedthemby issuing debt securities.

Following passage of P.L. 101-73 in 1989, the business
models and missions of Fannie Maeand Freddie Mac
(F&F) were harmonized, allowing themto purchase
mortgages and sell mortgage-backed securities (MBS)
linked to the underlyingmortgages. (MBS investors are
typically large institutional investors, such as pension
funds, domestic banks, foreign banks, and hedge funds.)
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F&F also must fulfill required affordable housing goals
regularly set by their primary regulator, FHFA.

The federalgovernmentdoes notfacilitate all of the
activities thatwould generate liquidity for mortgage
markets. Private financial institutions may issue MBS,
known as private-label securities (PLS). Although PLS can
be linked to any type of mortgage, they oftenare linked to
pools of nonconforming mortgages, which either exceed the
conforming loan limit (jumbo mortgages) ordo not meet
F&F’s creditworthiness standards.

Selected Policy Issues

The U.S. mortgage market attracts funding fromglobal
investors. Consequently, rather thanreflect more of the
costsborne by regional lenders toacquire funds, modern
mortgage rates better reflect the paymentand default risk
behaviors of borrowers. Along with assuming various
financial risks, the federal government agencies (FHA, VA,
Ginnie Mae) and the GSEs (the FHLB System, F&F) have
facilitated greater standardization of mortgage products and
borrower underwriting criteria. Greater liquidity in the
modern mortgage market has made it possible to offer
products with less liquid features (e.g., fixed rates, 30-year
maturities, largeramounts) than those offered in the early
1900s. These developments arguably have contributedto
lowering borrowers’ costs to finance homeownership,
possibly contributingto rising homeownership rates.

Along with liquidity benefits, government intervention in
the mortgage market brings about costs. Forexample, the
financial markets might perceive the GSEs as being too
important for the government to allow any of themto fail.
In this case, the GSEs may have an incentive to take on
greater financial risks, including competing for lending
opportunities that the private sector would willingly take.
As aresult, taxpayers could ultimately bear the costs of
risk-taking by the GSEs. The benefitsto borrowers also
have beendebated. F&F, forexample, purchase mortgages
primarily offered to prime (creditworthy) borrowers and
loan refinances for existing homeowners (rather than
focusingsolely on first-time buyers). Hence, the liquidity
benefit may accrue to borrowers who already would have
access to favorable mortgage rates. In addition, the benefits
received by reducingthecosts to finance homeownership
may be offset if the overall demand for housing increases,
prompting increases in house prices.

On September 6,2008, FHFA placed F&F in
conservatorship (i.e., took control of F&F from their
stockholders and management) following financial loss
from extreme turmoil in the housing and mortgage markets.
Treasury received preferred shares in F&F in exchange for
financial supportin the formof funding commitments. As
of June 15, 2020, Treasury hasextendedacombinedtotal
of $191.4 billion to F&F and received $301 billion in
dividend payments, which are notapplied to repayment of
the $191.4 billion in funding. These developments have led
to policy issues for Congress, includingthefollowing:

e Recent Congresses have debated the optimal post-crisis
structure of F&F. Some plans have suggested
eliminating or shrinking F&F. Some plans would rely
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predominantly on the private sectorto replace them, and
others would have an explicit governmentguarantee to
supplement private capital under certain circumstances.

e In responseto relaxed pre-crisis mortgage underwriting
standards, Congress passed the Dodd-Frank Wall Street
Reformand Consumer Protection Act (P.L. 111-203).
Among otherthings, the actprovides legal protections to
lenders iftheir loans satisfy the requirements for
qualified mortgage (QM) status. Because all loans
guaranteed by the federalagencies or purchased by F&F
receive QM status, these entities have increasedin
importance. Many originators have limited themselves
to making only QM loans to avoid exposure to potential
liability and litigation risks. A loan’s ability to receive
QM status after F&F purchases it, however, expires
eitherwhen F&F exit conservatorship or afteran April
1, 2021, deadline extension—whichever comes first.
Afterward, F&F could limit their purchasesto QMsor
charge higher fees fornon-QM loans to offset potential
legaland compliance risks. Either response would likely
affect mortgage credit availability and liquidity.

e Thefederalgovernmentalso facilitates the liquidity of
multifamily mortgages (i.e., loans secured by residential
dwellings, suchas apartment buildings, with at least five
or more separate units) to promote the construction of
affordable rental units. Providing liquidity tothis market
does notmitigate the impacts linked to rising
construction costs and rents, which have risen at faster
rates compared with household incomes.

Additional CRS Resources
CRS Report R45710, Housing Issuesin the 116th
Congress, coordinated by Katie Jones

CRS Report R46499, The Federal Home LoanBank
(FHLB) Systemand Selected Policy Issues, by Darry| E.
Getter

CRS Report RS20530, FHA-Insured Home Loans: An
Overview, by Katie Jones

CRS Report R42504, VA Housing: Guaranteed Loans,
Direct Loans, and Specially Adapted Housing Grants, by
Libby Perl

CRS Report R45828, Overview of Recent Administrative
Reforms of Fannie Mae and Freddie Mac, by DarrylE.
Getter

CRS Report R44525, Fannie Mae and Freddie Mac in
Conservatorship: Frequently Asked Questions, by Darryl E.
Getter

CRS In Focus IF11413, The Qualified Mortgage (QM) Rule
and the QM Patch, by Darry| E. Getter

CRS Report R46480, Multifamily Housing Finance and
Selected Policy Issues, by Darry| E. Getter

Darryl E Getter, Specialist in Financial Economics
IFI1715

https://crsreports.congress.gov



Introduction to Financial Services: The Housing Finance System

Disclaimer

This document was prepared by the Congressional Research Service (CRS). CRS serves as nonpartisan shared staff to
congressional committees and Members of Congress. It operates solely at thebehest of and under thedirection of Congress.
Information ina CRS Report should not be relied uponfor purposes other than public understanding of information that has
been provided by CRS to Members of Congress in connection with CRS’s institutional role. CRS Reports, as a work ofthe
United States Government, are notsubject to copyright protection in the United States. Any CRS Report may be
reproducedand distributed in its entirety without permission fromCRS. However, as a CRS Report may include
copyrighted images or material froma third party, you may needto obtain the permission of the copyright holder if you
wish to copy or otherwise use copyrighted material.

https://crsreports.congress.gov | IF11715 - VERSION 1 - NEW


https://crsreports.congress.gov/

		2021-01-04T08:53:20-0500




