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Executive summary 

While large government-sponsored housing agencies have stabilized the housing market, 

they haven’t reduced their market presence. Some equate their continued involvement to 

socialized housing. A government panel even recommended disbanding the two largest 

government-sponsored enterprises (GSEs). With so much support for reform, why isn’t it 

happening? And where do the opportunities lie for commercial real estate investors?
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Government-sponsored housing agencies were created during the Great Depression to 
provide liquidity to the housing finance system in times of distress. the largest agencies, 
which provide an implied federal government backing of the single- and multi-housing 
mortgages they guarantee, have stabilized the housing markets in recent years. the issue 
today is that the largest of the agencies, the government-sponsored enterprises (GSEs), 
have not reduced their presence in the markets; rather, they dominate them.

GSEs and federal home loan banks provide more than $5.7 trillion in funding for the u.S. 
mortgage markets and financial institutions, according to the federal Housing finance 
Agency (fHfA), representing more than 65 percent of the rental market and the balance, 
of the single family market. 

to some, the government’s involvement in the market is tantamount to a socialized 
housing system. for the level of discomfort that causes, look to current and former 
members of the government itself. the Bipartisan Housing Center’s commission on 
housing produced a report issued in early 2013, Housing America’s Future: New Directions 
for National Policy. the 21-member panel wrote, “Greater federal intervention was 
necessary when the market collapsed, but the dominant position currently held by the 
government is unsustainable.” 

the panel recommended disbanding the two largest GSEs — the federal National 
mortgage Association (fannie mae) and the federal Home loan mortgage Corporation 
(freddie mac) — replacing them with a limited, catastrophic government guarantee to 
ensure payment of principal and interest on qualified mortgage-backed securities.  
the report also called for the federal Housing Administration (fHA) to reduce its 
conforming loan limit and return to its roots of insuring mortgages of lower-cost homes. 

the panel is not alone. Both the Obama administration and House Republicans favor 
eliminating fannie mae and freddie mac, and there is ongoing bipartisan committee work 
in Congress on the issue. If there is so much support for reform, why isn’t it happening?

Political realities and the investing outlook
It’s one thing to call for the elimination or significant reduction of the government 
guarantee behind mortgages and other programs, such as subsidized rents. However, 
it’s entirely another thing to face the political realities resulting from a more expensive 
multifamily mortgage market (priced on a private-capital model) and a moribund 
recession-era housing market (housing is seen by many economists as a key driver to the 
nation’s economy).

the questions for multifamily property investors are more practical than those posed in 
the political discussion of who should have access to housing and at what cost. What is 
the likely political and systemic scenario for the GSEs during the next two years?  
How should commercial real estate companies position themselves given the overall 
economic backdrop of a slow recovery? What steps should they take today?
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“the political climate in Washington is too cloudy to forecast the probabilities of GSE 
reform,” said mike malloy, who oversees mortgage policy and counter-party relations for 
Bank of America merrill lynch. “Could there be game-changing reform legislation? We see 
bills to that effect introduced regularly in Congress. to date, none have received sufficient 
bipartisan support to pass both the Senate and House.”

While noting that “there are dozens of reform ideas,” malloy said that most influencers 
who are in the mainstream of their respective political parties would say that a healthy 
housing finance system is comprised of three parts: 1) A portion of the market serving 
low-wealth borrowers, with liquidity provided through the fHA programs explicitly financed 
by the federal government; 2) A government-backed securitization market, currently 
occupied by the GSEs but potentially replaced with some new model; and 3) A portion of 
the market that is funded solely by private capital.

A wait-and-see approach
for now, commercial real estate investors are inclined to watch what actions Washington 
actually takes rather than invest in all the posturing and hyperbole. 

“until Congress and the administration change the law or materially change regulatory 
policy relating to GSE origination volumes and the size of their balance sheets, the general 
belief by the commercial real estate industry is that the GSEs are going to keep doing 
what they are doing,” said John Wolff, market executive for commercial real estate banking 
at Bank of America merrill lynch. 

In the case of the multifamily market, the GSE model is a success. Even throughout 
the crisis, GSE multifamily divisions were profitable. How it works is that banks provide 
financing for multifamily projects, which are eventually permanently financed or “taken out” 
by GSEs. During the last two years, multifamily project volumes increased dramatically. 
Wolff said the trend will likely continue for the next two years under the same general 
system and with the same pricing scenario — although to induce non-agency investors 
back into a more competitive market, the agencies have raised and are being pressured to 
raise prices further on such things as guarantee fees and servicing fees. 

Commercial real estate investors remain skeptical. “Commercial real estate companies 
need to be convinced the government is actually going to change the agencies before 
we see any change in market behaviors by multifamily market participants,” Wolff said. 
“After they announced the conservatorship in 2008, the question (about reducing GSE 
involvement) was asked and what ensued was the opposite. they increased their lending.”

“The political climate in 

Washington is too cloudy to 

forecast the probabilities of 

GSE reform.”
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Investors’ two-year plan
Commercial real estate entities would be wise to follow the fHfA, which is responsible 
for regulation of the GSEs, malloy said. “While all that (political) chatter goes on, the fHfA 
is marching forward and changing the enterprises. Pay attention to what (Acting) Director 
(Edward J.) Demarco is doing,” malloy said. 

In march 2013, Demarco released his agency’s strategic goals for fannie mae and freddie 
mac for 2013: 

1. Build a new securitization infrastructure, including a common securitization platform.

2.  Contract fannie mae and freddie mac’s dominant presence in the marketplace while 
simplifying and shrinking certain operations.

3.  maintain foreclosure prevention activities and credit availability for new and 
refinanced mortgages.

Already, the fHfA has said it will decrease its origination volumes by 10 percent this year, 
in part by tightening its credit policies and raising fees. Wolff believes that non-agency 
lenders in the multifamily space, such as insurance companies, banks and other commercial 

Commercial real estate 

entities would be wise to 

follow the FHFA, which is 

responsible for regulation  

of the GSEs.

The same general situation is 
true for all mortgage originations 
(whether originated to be held 
in portfolio or sold into the MBS 
market). This chart shows that, 
in 2010, private-sector-related 
originations including jumbo 
loans, loans originated for private-
label securities, and adjustable 
rate mortgages (ARMs) to be held 
in portfolio constituted only 12 
percent of originations (compared 
with 53 percent in 2000 and 44 
percent in 1990), while FHA/VA 
loans and Fannie Mae and Freddie 
Mac conforming loans constituted 
88 percent of originations (versus 
47 percent in 2000 and 56 
percent in 1990).

Mortgage-Backed Securities – Market Share, 1990 to 2011

43

Funds for MBS, share of market by source, selected years

1990 1996 2000 2006 2011

Fannie Mae & Freddie Mac 65.76 61.22 62.11 39.95 72.14

Ginnie Mae 24.82 22.91 16.79 4.02 25.52

Non-Agency 9.42 15.87 22.11 56.03 2.33

Source: Bipartisan Policy Center tabulations of data from Inside Mortgage Finance, “Mortgage and Asset Securities Issuance,” 
Inside MBS & ABS.
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mortgage-backed securities (CmBS) lenders are positioning themselves to take advantage 
of that 10 percent GSE pullback. In the multifamily space, it could amount to well more  
than $6 billion. 

“Beginning in late 2009, the real estate capital markets started to heal themselves. the 
CmBS market has been functioning since the fourth quarter of 2009 and, from early 2012 
to the present, the new issue market has been strengthening continually,” said leland 
Bunch, director of real estate structured finance at Bank of America merrill lynch.

Commercial mortgage lending spreads and the resultant bond yields are to a point where 
CmBS is competitive with other borrowing options, Bunch said, adding that his customers 
are largely indifferent to a non-agency mortgage loan or a GSE one. Cost and post-closing 
servicing are issues, to be sure, but surety of execution is their chief concern. GSE-backed 
CmBS, particularly those that are freddie mac-sponsored (structured along the lines of 
a traditional CmBS conduit transaction), have been particularly attractive to institutional 
investors. this is due to the credit discipline during the underwriting process and the 
frequency of new issues, which lead to additional market liquidity.

Sectors gain steam
Although weakness continues in the so-called “tertiary” markets that aren’t in the nation’s 
20 largest cities, commercial real estate investors are generally bullish. they are upping 
their volume projections for both agency and non-agency mortgage loans. Industrial  
and retail property sectors gained steam in early 2013, with retail rents reversing their 4.5-
year slide; CmBS issuance continued to climb; apartment rents reached all-time highs; and 
foreclosures were at six-year lows, according to statistics compiled by the urban  
land Institute. 

“Everyone’s optimistic on the multifamily side. liquidity is back, with historically low 
interest rates,” Bunch said, noting that the improved single-family home market may be 
taking some of the zip out of the multifamily market. this suggests that, as deal volume 
rises, the multifamily market is experiencing greater prudence in the analysis of big 
commitments. “that window for low rates seems to be continuing vis-a-vis the fed. And 

Simplified View of the Single-Family Housing Finance System
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real estate as an asset class from a diversification standpoint is attractive,” Bunch said. 
“CmBS structures haven’t changed much pre- and post-crisis. Some deals performed 
poorly but not nearly the magnitude of the residential side, as our structures have built-in 
mechanisms to deal with defaults, delinquencies and work-outs.”

Bunch suggested that additional liquidity in the multifamily sector means that the GSEs are 
not the only game in town anymore, and that commercial real estate owners might look to 
banks again for their projects before they assume the agencies will be the best option.

In the $16 billion affordable market, cities and local governments — which also provide 
their own affordable programs — are looking at stretching their scarce dollars. they’re 
looking to extend the affordability of older projects; do renovations rather than new 
constructions; and re-syndicate tax credits associated with projects, which expire 10 years 
after a project is placed in service, said todd Gomez, community development banking 
executive at Bank of America merrill lynch. 

Housing’s broadened focus
While there will always be a connection between federal support and the lowest-income 
affordable housing, Gomez also sees opportunity for financing multifamily rental projects 
that serve residents with incomes up to 135 percent of the area median. this is despite 
calls from Washington for the fHA to return to its roots. Housing officials are concerned by 
a blizzard of statistics that show a large percentage of regional populations paying more 
than half their incomes on rents. 

“most states and cities, especially the large urban ones, are broadening their focus beyond 
low-income housing,” Gomez said. “It is becoming increasingly important to recognize the 
needs of the middle tier of wage earners — policemen, teachers, firefighters, etc. — who do 
not qualify for tax-credit-eligible housing but cannot afford market rents.” 

Part of that opportunity lies in mixed-used developments, where retail space, offices and 
market-rate housing are in the same complexes as affordable units. Commercial tenants 
might be large restaurant chains or health clubs rather than just mom-and-pop storefronts. 
Increasingly, popular residential mixes are 50 percent market rate, 30 percent workforce 
and 20 percent low income.

Ideas for action today
In the affordable area, Gomez suggested that, given tighter governmental budgets, 
developers look closely at acquisition/rehabilitation and mixed-income opportunities. GSE 
financing alternatives can be attractive in this space and these projects generally require 
less state or local government subsidies. many projects coming off of their 15-year tax 
credit compliance periods are ideal acquisition/rehabilitation or refinancing targets and 
local governments have an interest in preserving affordability.

GSEs are not the only 
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Options to consider include renovating; re-qualifying, which in some states may mean 
providing handicapped access or adding renewable or energy-saving features; and 
re-syndicating tax credits for sale to institutions. mixed-income/mixed-use projects can 
also lower subsidy requirements by leveraging higher-rate units. Projects that include at 
least 20 percent affordable units are generally eligible for tax-exempt bond financing. 
Gomez added that institutional investors are more willing to invest in 4 percent tax credits 
generated by this sliver of tax-exempt bonds.

transit-oriented developments are another opportunity. Recently, Bank of America  
merrill lynch financed various portions of the $123.6-million Gateway transit village project 
in New Brunswick, N.J. the 21-story tower contains 634,000 square feet of mixed-use 
space, including ground-floor retail, a parking garage, 112 market-rate apartments and 
38 affordable apartments. the financing included $15 million of new market tax credit 
financing, $8.7 million of conventional debt and $11.7 million in bridge financing.

On the market-rate multifamily side of the business, Wolff said participants are seeing 
their projects lease up and achieve targeted rents. Projects capitalized with 30 to 35 
percent equity during construction will likely obtain permanent GSE-purchased loans on 
the projects, allowing the equity investor to recapture a portion of investment based on 75 
percent of value financing. In the non-agency arena, life insurance companies prefer lower 
leverage of about 65 percent and shorter terms of, typically, five or seven years — because 
they are holders. unlike the GSEs, they don’t have to attract bondholders seeking longer 
terms. Some investors, such as private equity firms, need shorter terms because they 
typically prefer to exit an investment in five to seven years. 

Inflationary pressures, proactive measures
Whether the rush to rentals was a temporary reaction to massive foreclosures or is 
indicative of a longer trend is widely debated. Wolff said that while there are some 
concerns about overbuilding the multifamily sector, it’s certainly not reflected in today’s 
prices. In many markets, capitalization rates — overall return on a project without factoring 
in leverage — are below 5 percent. And they hover around 4 percent in many major metro 
markets. Given these low overall returns, it’s better to lock in today’s low rates for a long 
period to at least match an investor’s expected holding period.

“to not do that is to subject yourself to real interest risk that could be significant,” Wolff 
said. “ten years from now, if investors are demanding higher returns on the same assets 
because of higher interest rates, rents will need to grow or investors may be disappointed 
at the time they are ready to exit these investments.”

the threat of higher inflation and interest rates has not gone unnoticed as evidenced by 
high investor activity. 

In the affordable area, 

developers should look 

closely at acquisition/

rehabilitation and mixed-

income opportunities.
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“three years from now, the consensus is that the interest rate environment is not expected 
to be what it is today,” Bunch said. “If you are thinking about doing something, it’s time to be 
proactive if you are a borrower. While inflation is at below 3 percent and you have the chance 
to keep capital costs low, the bird-in-hand philosophy makes some sense going ahead.”

History of GSEs
In 1934, the government authorized the fHA to create national mortgage associations 
to provide a secondary market to help mortgage lenders gain access to capital for 
fHA-insured loans. Only one such association was established — when the fHA 
chartered the federal National mortgage Association in 1937. In 1968, the federal 
National mortgage Association was partitioned into two separate entities — the 
Government National mortgage Association, or Ginnie mae, which remained in the 
government, and fannie mae, which became a privately owned company charged with 
the public mission of supporting the mortgage market by purchasing conventional 
(i.e., non-government-insured) mortgages. until the 1980s, fannie mae carried out 
its mission by issuing debt — first as a government agency and, after 1968, as a 
government sponsored enterprise (GSE) — and using it to buy mortgages from 
their originators. In 1970, the secondary market grew with the creation of freddie 
mac, which was initially owned by the federal Home loan Banks. With passage of 
the financial Institutions Reform, Recovery and Enforcement Act (fIRREA) in 1989, 
freddie mac reorganized as a private, for-profit corporation with a charter similar to 
that of fannie mae. Source: Bipartisan Housing Center’s commission, “Housing America’s 
Future: New Directions for National Policy.”
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