
GSE Reform: 
Bracing for a 
New Normal
While bank executives are divided on what they view as an optimal outcome for 
Fannie Mae and Freddie Mac, there is broad agreement that a future without them 
(or some government-supported equivalent) would mean tighter credit, higher 
rates and lower volume
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GSE Reform: How  
The Outcome Could  
Reshape the Industry

Nine years into the conservatorship of Fannie Mae and Freddie Mac, the nation’s 
housing finance architecture is stuck in an uncomfortable limbo.

Under the partial and provisional nationalization accomplished when the insolvent 
mortgage giants were seized in 2008, credit is flowing into high-quality loans. A well-
designed, permanent fix could extend that access to credit, opening doors to deserving 
borrowers who might otherwise be left out. Rapidly expanding risk-sharing programs 
are bringing large amounts of private capital into the system, but taxpayers remain 
on the hook. Fannie and Freddie’s net earnings are being swept in by the Treasury, 
eliminating the problem of privatized profits and socialized losses for now, but hedge 
funds that scooped up the companies’ nearly worthless common stock are challenging 
the arrangement in court.

Above all, lawmakers have yet to use the opening created by the recovery to make a 
deliberate determination about the scale and scope of the state’s role in housing finance 
– before the next crisis hits.

Senators Bob Corker, R-Tenn., and Mark Warner, D-Va., have resumed work on reform 
legislation and the Trump administration has declared addressing Fannie and Freddie 
a priority.  A plan Corker and Warner drafted in 2013 to replace the companies with a 
clutch of new guarantors and institute an explicit federal backstop against catastrophic 
losses formed the basis of a bill that was approved by the Senate Banking Committee 
the following year. But with House Financial Services Committee Chairman Jeb 
Hensarling, R-Texas, standing by a rival proposal to privatize the space currently 
occupied by Fannie and Freddie, and Congress showing little ability to make headway 
on even bigger legislative priorities, there is considerable skepticism that reform will 
pass. 

Equivalently deep divisions run through the banking industry, which operates most of 
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Figure 1:  Respondents by Asset Size
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the mortgage market’s origination machinery and relies on funding channeled 
through the government-sponsored enterprises. The Mortgage Bankers 
Association, a large, industrywide trade group, has lined up behind a plan 
similar to the one proposed by Corker and Warner. But groups representing 
smaller banks have been pushing against major changes to the status quo, 
fearing that an overhaul could deliver control of the secondary market to the 
biggest lenders and put them at a competitive disadvantage. 

American Banker and SourceMedia surveyed 129 bank executives in July to 
get a clearer picture of their views on various policy options and what the 
absence of Fannie and Freddie — or something similar — would mean for 
origination volume, product availability, rates and terms, and housing prices.

Reform preferences are indeed mixed, with a major revamp involving an 
explicit government backstop drawing strong support from respondents at 
large institutions. Recapitalizing Fannie and Freddie and releasing them from 
conservatorship — an alternative close to the one advanced by small-bank 
trade groups — also has considerable support among respondents across 
asset-size categories.

Bankers broadly oppose full privatization, which makes sense in light of their 
predictions about the consequences of a market without Fannie and Freddie 
or something equivalent. Respondents say that down payment requirements 
and other terms would tighten dramatically, rates would rise, home prices 
would fall, and business volume would drop.

While bankers are opposed to a withdrawal of government support, however, 
the diversity of views about reform alternatives underscores how complicated 
the road out of conservatorship will be.

And it is important to note that bankers’ positions are not fixed. Just 12% of 
executives say they are very familiar with current reform proposals. About 
29% say they are not at all familiar, while the majority say they are somewhat 
familiar.
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ABOUT THIS REPORT

Issues + Actions reports are produced by the editors of American Banker in 
partnership with SourceMedia Research. The reports draw upon proprietary 
research that probes the activities, experiences and perceptions of C-suite 
and other senior-level banking professionals.

The reports assess how financial services executives are responding to, and 
capitalizing on, the fundamental forces that are changing the industry. Each 
provides exclusive and authoritative analysis and insight on a topic of vital 
interest to the operation of a banking company. The target readership includes 
senior executives, line-of-business leaders, marketers and technology 
providers seeking deeper, more actionable industry perspectives, whether 
as clients or competitors. The reports are available for purchase singly or by 
subscription.

This report’s primary narrative was written by Harry Terris. American Banker 
is the leading resource for commercial banking professionals, supporting 
a full line of professional content as well as research, data and conferences. 
American Banker is a SourceMedia brand. Other SourceMedia brands include 
PaymentsSource, National Mortgage News and Credit Union Journal.

For more information, contact Director of Research Dana Jackson at  
212-803-8329 or Customer Service at 800-221-1809.

NOTE 
Reproduction or electronic forwarding of this product is a violation of 
federal copyright law. Subscriptions and licenses are available: please call 
customer service at 800-221-1809 or email custserv@sourcemedia.com. 
SourceMedia, One State Street Plaza, 27th Floor, New York NY 10004. 
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KEY FINDINGS

• Large majorities of bankers across asset-size classes view Fannie and 
Freddie as extremely important to the industry’s ability to fund mortgage 
lending. Executives at small banks are far more likely to say they would 
discontinue long-term and fixed-rate originations without Fannie Mae  
and Freddie Mac or something equivalent

• Bankers predict painful consequences for borrowers and their own 
business if the government were to withdraw completely

• 42% say that down payment requirements and other terms would tighten 
dramatically

• Nearly a quarter say that rates would rise by more than two percentage 
points, about a fifth say that rates would rise one to two percentage points, 
and about a tenth say that rates would rise less than one percentage point

• 18% say that housing values would decline sharply, while 36% predict 
a modest decline. Just 14% say that home prices would be relatively 
unaffected

• 48% of bankers support recap and release, the strongest level among the 
reform alternatives presented

• 56% of executives at banks with more than $10 billion of assets support 
replacing Fannie and Freddie with new entities and instituting an 
explicit government backstop to absorb catastrophic credit losses. 62% of 
executives at banks with less than $1 billion of assets oppose this alternative

• 58% of bankers object to full privatization and 45% object to permanent 
nationalization, the two highest levels of opposition
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MORTGAGE FUNDING REMAINS RELIANT 
ON FANNIE AND FREDDIE; MOST VIEW 
GUARANTEE AS ‘EXTREMELY IMPORTANT’
Bankers broadly view Fannie and Freddie’s role in guaranteeing credit as 
essential to funding in the mortgage market. The government-sponsored 
enterprises (GSEs) package mortgages originated by lenders into securities 
they insure against loan losses, leaving it to banks and other investors to 
manage interest rate risk alone. The GSEs themselves had the implicit backing 
of the federal government before conservatorship, when it became explicit.

Between 62% and 76% of respondents in each asset-size class considered 
here (less than $1 billion, $1 billion to $10 billion, and more than $10 billion) 
say that the guarantees are extremely important to the industry’s ability to 
fund mortgages (Figure 2). Only 5% or less in each size category said the 
guarantees are not at all important.

But executives at small banks are far more likely to say that they would exit 
fixed-rate originations if they were unable to sell mortgages to Fannie and 
Freddie. About 32% of respondents at institutions with less than $1 billion 
of assets where fixed-rate mortgages are a substantial proportion of current 
originations and that currently sell at least some loans to Fannie or Freddie 
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Source: SourceMedia Research, July 2017

Figure 2: In your view, how important are Fannie and Freddie guarantees 
to the industry’s overall ability to fund mortgage lending? 
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say they would leave the business, compared with just 13% at midsize banks 
and 14% at large banks (Figure 3).

Responses were similar when executives were asked about 30-year mortgages 
in particular. Among banks currently in the business (the vast majority), 56% 
of respondents at small banks say they would discontinue such originations 
without the guarantees provided by Fannie and Freddie or some equivalent 
arrangement, compared with 40% at midsize banks and 38% at large banks 
(Figure 4).

A majority of bankers expect they would at least reduce fixed rate originations 
without Fannie and Freddie (Figure 3). That fits the view of economists and 
analysts who note that adjustable rate loans account for the vast majority 
of mortgages in most developed countries where markets operate without 
government backing. The argument is that institutions can be clumsy at 
managing interest rate risk — the savings and loan crisis of the 1980s and 
1990s is a prime example — and lenders would not be able to offload large 
amounts of small fixed-rate loans into capital markets without government 
supported entities that eliminate credit risk from the equation.

The larger proportions of small banks that report they would exit long-term 
fixed-rate mortgages entirely without Fannie and Freddie suggests that they 
view the status quo as more essential to their current business. That could 
help explain their resistance to proposals for an overhaul of the system.
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Figure 3: How would your institution’s fixed rate mortgage originations change 
if you were not able to sell to Fannie or Freddie? 
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PREDICTIONS FOR A NEW NORMAL: 
TIGHTER TERMS, HIGHER RATES AND 
LESS BUSINESS TO GO AROUND
Bankers’ GSE reform preferences are framed by their widely held expectations 
that a withdrawal of government support would have severe consequences 
for the mortgage business.

About 42% of executives say that down payment requirements and other 
terms would tighten dramatically on all mortgages in the absence of 
guarantees provided by Fannie and Freddie or some similar government 
arrangement (Figure 5).

Echoing responses described in the preceding section in this report, just 8% 
say there would be no change in the availability of the 30-year mortgage. 
About 21% say the product would be offered only to the wealthiest borrowers, 
and 13% say the 30-year mortgage would no longer be offered at all, which 
would be an extreme outcome (Figure 6). For context, it is important to note 
that even under Hensarling’s legislation, the Federal Housing Administration 
would continue to exist, though its role would be sharply curtailed.

Nearly a quarter of respondents say that rates would rise by more than two 
percentage points for longer term or all mortgages, about a fifth say that rates 
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Source: SourceMedia Research, July 2017

Figure 5: Mortgage terms without government support 
In your view, how would the industry adapt to the absence of guarantees from 
Fannie or Freddie (or some government equivalent)?
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maturing in more than 10 years only) 
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Source: SourceMedia Research, July 2017
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would rise one to two percentage points, and about a tenth say that rates would 
rise less than one percentage point (Figure 7).

As a point of reference, Moody’s Analytics has modeled a roughly one 
percentage point rise in mortgage rates over the GSE status quo under 
the privatization scenario contemplated in the House Financial Services 
Committee’s 2014 Protecting American Taxpayers and Homeowners Act. 
The estimate is based on assumptions about the required return on capital 
for financial institutions, a liquidity premium in shallower markets for 
private-label securities (similar in magnitude to the spread between rates on 
mortgages that Fannie and Freddie back and those that exceed their caps on 
principal amounts), and a risk premium similar to the one that prevails in 
interbank lending relative to Treasury bills. The estimate applies to healthy 
market conditions, and does not reflect the private mortgage bond market’s 
vulnerability to seizing up and collapsing, as happened during the financial 
crisis.

Higher rates would naturally translate into lower origination volumes. For 
example, refinancing applications dropped in half in the space of two months 
when the rate on 30-year mortgages jumped by about a percentage point in 

Source: SourceMedia Research, July 2017

Figure 7: Mortgage rates without government support
In your view, how would the industry adapt to the absence of guarantees from Fannie or Freddie (or some government equivalent)? Please select all that apply.
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the middle of 2013. About 29% of executives say that the industry would 
face a long period of decreased volume without guarantees from Fannie and 
Freddie or something similar, and 28% predict a brief period of decreased 
volume (Figure 8).

Higher financing costs would also push home prices lower, which would 
in turn increase loan losses for banks. About 36% of respondents say that 
housing values would decline modestly across much of the country, while 
18% predict a sharp decline (Figure 9). Just 14% say that home prices would 
be relatively unaffected.

THE INDUSTRY’S FIRST CHOICE: 
RECAP AND RELEASE
With bankers saying that mortgage terms, rates, availability and volume 
depend on government support, their preferences for GSE reform center on 
two policy alternatives: recapitalizing Fannie and Freddie and releasing them 
from conservatorship largely as is, or replacing them with a new guarantor 
or set of guarantors and establishing a mechanism with explicit government 
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Figure 9: Home prices without government support for mortgages
In your view, how would the industry adapt to the absence of guarantees from Fannie or 
Freddie (or some government equivalent)? Please select all that apply.

Source: SourceMedia Research, July 2017
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backing to absorb extreme losses in a severe downturn.

A solid plurality of executives at small, midsize and large banks agree 
“somewhat” or “strongly” with the proposition that Fannie and Freddie 
should be recapitalized and released from government control with limited 
reforms (Figure 10). That is the strongest level of support among the four 
reform proposals posed to the survey group. (In addition to the alternative of 
creating new guarantors and instituting an explicit government backstop for 
mortgage credit, the other two proposals were complete privatization of the 
mortgage market and permanent nationalization.)

Fannie and Freddie have been substantially reshaped under government 
control. Notably, they are both closing in on the requirement that they reduce 
their investment portfolios to less than $250 billion each by the end of 2018 — 
down from about $750 billion each in 2008 — a condition imposed under the 
bailout agreements to reduce risk and prevent them from taking advantage of 
the lower funding costs that government backing confers on them. They have 
significantly raised the guarantee fees they charge to insure investors in their 
mortgage bonds against credit losses, in part to funnel money to the Treasury 
to pay for a payroll tax holiday in 2012, but also to increase the compensation 
they receive for the risk they bear. They have launched and rapidly expanded 

Figure 10: Support for recap and release
Fannie and Freddie should be recapitalized and released from U.S. control with limited reforms.

Source: SourceMedia Research, July 2017
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a new class of credit risk transfer transactions. Through these, they have now 
sold some of the risk — on about 30% of the single-family mortgages they 
cover — to capital markets investors and other private entities.

Nevertheless, recap and release raises the prospect of reintroducing two too-
big-to-fail institutions into the market, at the center of the mortgage universe.

Proposals to replace Fannie and Freddie with private providers of coverage 
against mortgage credit losses and separate the government backstop into a 
Federal Deposit Insurance Corp.-like fund for mortgages packaged in bonds 
draw the most support among executives at large banks. About 56% said they 
somewhat or strongly agree with such a proposition (Figure 11), giving it the 
second highest level of support overall among the four alternatives presented.

However, executives at small banks broadly oppose the proposal, with 62% 
saying they somewhat or strongly disagree.

Volume discounts that Fannie and Freddie used to give to large originators 
as the two GSEs competed for market share loom large in small banks’ 
evaluation of reform proposals.  Changes in guarantee fees undertaken by 
Fannie and Freddie at the direction of their regulator and conservator, the 
Federal Housing Finance Agency, have essentially eliminated the practice. 
But small banks fear they could be put at a disadvantage if reform revives such 

Figure 11: Support for government backstop
Fannie and Freddie should be wound down and replaced by private entities, but the 
government should offer an explicit catastrophic guarantee for the mortgage market.

Source: SourceMedia Research, July 2017
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competition among new guarantors, or if large banks take ownership stakes 
in the new entities.

Support for complete privatization is lower or no higher than support for 
proposals for new guarantors and a government backstop across asset-
size groups (Figure 12). Opposition to complete privatization is also far 
stronger than opposition to the other reform ideas presented, with 58% of 
all respondents saying they somewhat or strongly disagree with the concept. 
During the housing crash and recession, of course, private sources of mortgage 
funding evaporated, and helped prompt ad hoc federal interventions.

Permanent nationalization also has weak support, and the second highest 
level of opposition, with 45% of all respondents saying they somewhat or 
strongly disagree with the alternative (Figure 13). Concerns about the current 
state of affairs include the temptation for lawmakers to divert GSE revenue 
away from its central function of paying for Fannie’s and Freddie’s operations 
and coverage of credit losses, as happened with the payroll tax holiday.
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Figure 12: Support for privatization
Fannie and Freddie should be wound down and the 
securitization and insurance market should be completely 
privatized, with no government guarantee for mortgages.

Source: SourceMedia Research, July 2017
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Fannie and Freddie should be nationalized by the government and 
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CONCLUSION — NAVIGATING THE 
COMPLICATED PATH FORWARD
As noted above, only a small share of the industry professes to be very familiar 
with current reform proposals. Nonetheless, there is a significant consensus 
around key questions related to the topic of GSE reform as well as the potential 
consequences for various scenarios. 

It is clear that bankers see federal support as essential to mortgage funding, and 
they predict painful consequences for borrowers and their own business — in 
terms and rates, product availability, housing prices and origination volume 
— if the government were to withdraw completely. Bankers are therefore 
broadly opposed to full privatization, even as they largely reject the prospect 
of allowing government control of the GSEs to drift into permanence.

But opinions on policy alternatives are deeply divided. Executives at large 
banks give their strongest support to proposals to replace Fannie and Freddie 
with new entities, and institute a separate government mechanism to cover 
catastrophic mortgage credit losses in a deep downturn. Executives at smaller 
banks fear that such reform would help consolidate large banks’ position 
in the market, and are more comfortable with recapitalizing the GSEs and 
releasing them from conservatorship.

Lawmakers may soon face a spur to action. Under revised terms of the 
bailouts, the GSEs’ capital reserves are due to fall to zero next year, putting 
them closer in range where an unexceptionally bad quarter might require an 
infusion from the Treasury to keep them out of negative net worth. Such an 
event would at least generate headlines, even if it might not rattle investors in 
mortgage bonds, who know that existing agreements provide for hundreds of 
billions of dollars in Treasury funds if needed.

But in the bigger picture, prospects for legislative reform remain mired in 
ideological divisions, a crowded calendar of bigger priorities on Capitol Hill, 
and inertia as the mortgage market continues to work well for the vast majority 
of lenders and borrowers in a relatively healthy economy. The diversity of 
interests and opinions on GSE reform within the banking industry – a major 
stakeholder and powerful interest group – profoundly complicates matters.

 1  “Policymakers feel something new on housing finance reform: Optimism,” American Banker, June 21, 2017 
(https://www.americanbanker.com/news/policymakers-feel-something-new-on-housing-finance-reform-optimism)

   2  See “The tricky calculus of housing finance reform,” American Banker, June 27, 2017 (https://www.americanbanker.
com/news/the-tricky-calculus-of-housing-finance-reform)

   3  See “Will housing finance reform hurt small banks?” American Banker, July 5, 2017 (https://www.americanbanker.

com/news/will-housing-finance-reform-hurt-small-banks)


