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The Federal Housing Enterprises Financial Safety and Soundness Act requires the Federal Housing
Finance Agency (FHFA) to establish annual housing goals for mortgages purchased by Fannie Mae or
Freddie Mac (the enterprises or GSEs). The purpose of single-family housing goals,1 the focus of this
commentary, is to motivate Fannie Mae and Freddie Mac to provide secondary market support for
lending to creditworthy borrowers who have low incomes or live in traditionally underserved
communities. Absent such support, many lenders would be unwilling to make these loans, and those
that did would tend to do so at significantly higher cost to the borrower.

Though this objective is straightforward in theory, it is challenging in practice. If the goals are set
too aggressively, then in order to comply the enterprises will be forced to support lending to borrowers
who are poorly positioned for sustainable homeownership. If the goals are set too conservatively, then
they will not motivate the enterprises to expand their lending meaningfully to all who are well-
positioned for homeownership. In setting the goals, the FHFA walks a fine line.

On August 29, 2014, the FHFA issued a proposed rule updating these goals for 2015 through 2017.
We provide our comments below, focusing on three issues central to their effort:

1. How dothese goals interact with other policy issues?
2. Should the FHFA apply both benchmark (prospective) and market (retrospective) goals?
3. Doesthe FHFA set its benchmark goals appropriately?

How the Goals Interact with Other Policy Issues

It is important to keep in mind that many factors will together determine how adequately the
enterprises serve low-income borrowers. While the goals could help at the margins, they will help only
where these factors together create a more hospitable environment for lending to these borrowers.



As we have discussed elsewhere (http://www.urban.org/publications/412910.html and
http://www.urban.org/publications/413000.html), uncertainty over the GSEs’ enforcement of their
underwriting representations and warranties and servicing rules has led lenders to apply credit
overlays to their GSE lending. This has drastically constrained lending to those with lower credit scores,
which has in turn limited access to credit for the very populations the goals are intended to serve. If the
enterprises do not address this problem, then it is difficult to see how they could meaningfully open up
access to credit for those targeted in the goals.

Similarly, their pending decisions on the new private mortgage insurance eligibility requirements
(PMIERs) and where to set their guarantee fees and loan-level price adjustments could significantly
affect how affordable lending through the GSEs is for those with lower credit scores and down
payments. If they set these policies in a way that significantly increases pricing, then many of these
borrowers will find the Federal Housing Administration the more affordable execution, again making it
difficult for the enterprises to reach the populations targeted in the goals.

The influence can, of course, work the other way as well. The goals, if well designed, should
motivate the GSEs to work harder to resolve the uncertainty that drives lenders’ overlays, think more
creatively about ways to make low-income borrowers sustainable loans, and price these loans
competitively. But the bottom line is that what will determine whether these borrowers are adequately
served will ultimately be whether lenders are comfortable making GSE-backed loans at competitive
prices. The goals may help improve these factors, but they will not overcome them.

Applying Both Prospective and Retrospective Goals

For the single-family goals, the FHFA currently sets both prospective and retrospective measures in
four categories: (1) low-income home purchase loans; (2) very low income home purchase loans; (3) low-
income areas home purchase loans, with a subgoal that excludes loans to moderate-income families in
disaster areas; and (4) low-income family refinance loans.

The FHFA first sets a prospective goal for each category based on estimates of market composition.
If the GSE hits these levels, they are deemed to have satisfied their goals. If the GSE doesn’t meet one of
these benchmarks, however, they get a second chance in a retrospective assessment of their
performance relative to the market over the same period. In this assessment, the FHFA looks at the
annual data disclosed under Home Mortgage Disclosure Act (HMDA) to determine whether the share
of the GSE’s business that was done in the category exceeded the share of loans eligible for GSE support
that fell into that category. If it did, then they have met the goal, even if they did not meet the
prospective benchmark. Essentially, the GSEs meet the goals if they meet the lower of the prospective
“benchmark level” or the retrospective “HMDA market share.” Table 1 shows how these goals have
worked in practice from 2010 to 2012.
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TABLE 1

How the GSEs Have Done Historically
Fannie Mae Freddie Mac

Prospective Retrospective® Prospective Retrospective®
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3.2. Low-income area home purchase:
subgoal

2013

2012

2011

2010

P, OPR P
P
P, R, OX
>
[eNeoN Ne]
Z
ocooX
>

4. Low-income refinance goal
2013
2012
2011
2010 0 0 1 1

N/A N/A
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Score 55% 27% 45% 5%

# passes with both prospective and
retrospective 74% 53%

Source: FHFA 12 CFR Parts 1282, RIN 2590-AA65, 2015-2017 Housing Goals, appendix tables 6-9, tabulated by the Urban
Institute.

Note: 1 = goal is met, O = goal is not met, N/A = inadequate information.

? Information on the 2013 retrospective goals was not available when the FHFA put out this request. It is calculated from the
2013 HMDA data, released in late September. To the best of our knowledge, the results have not been publicly disclosed.

We believe it is important to retain the current hybrid system, as both sets of goals serve important
purposes. With the prospective goals, the GSEs know what they are striving for and can plan
accordingly. If the GSEs are considerably behind on their goals, they can adjust pricing and policies in
order to catch up. These prospective goals are inevitably imperfect, however, projecting market
composition years out. So the retrospective look provides an important safety valve, protecting the
GSEs from large, unpredictable market movements for which it makes little sense to hold them
accountable.

Both tests are thus critical to providing the GSEs with the right incentives and predictability to
maximize access to credit for creditworthy borrowers.
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Setting Appropriate Benchmarks

The next question is whether the FHFA is setting appropriate benchmarks. Put differently, is the FHFA
pushing the GSEs enough to maximize access to credit for creditworthy, low-income borrowers without
pushing them to support lending to those who aren’t in a position for sustainable homeownership?

The FHFA has proposed the following benchmarks for the GSEs’ single-family business:

= 23 percent of their guarantee business in a given year must be for mortgages made to those
with incomes no greater than 80 percent of area median income (AMI).

= 7 percent of their guarantee business must be for those with incomes no greater than 50
percent of AMI.

= 14 percent of their guarantee business must be to those in census tracts with an average
income of no greater than 80 percent of AMI orthose with no greater than 100 percent of AMI
in census tracts of no greater than 100 percent of AMI andminority shares of greater than 30
percent.

= 27 percent of their refinance business must be to those with incomes no greater than 80
percent of AMI.

The first two goals are the same as those in place now, but because the FHFA projects a decline in
the general market share of loans in these categories, the GSEs will actually have to perform better
relative to the market than they do now. The second two goals are increases over those in place today,
but because the FHFA projects increases in the general market shares of loans in these categories, it’s
actually unclear whether the new goals will require an improvement of the GSEs’ performance relative
to the market.

Whether with these goals the FHFA has struck the right balance between pushing the GSEs to
maximize access without pushing them into undue risk depends on a great many factors. For example, if
either FHA or non-agency lending naturally fills the demand in these markets, or demand among low-
income borrowers remains soft in large part due to credit stress or other risk-heightening economic
factors, the enterprises will have to move into a riskier pool of borrowers to meet their goals. Similarly,
if the FHA pulls back and the non-agency market fails to rise to fill the demand, or demand among these
groups begins to build coming out of the recession, then the GSEs will be able to meet their goals with
relatively lower-risk borrowers, perhaps failing to maximize access to sustainable credit as intended.

Whether the FHFA has chosen the right goals thus depends a great deal on how effectively it has
modeled the behavior of the markets in which the GSEs will be pursuing these goals. We can see several
problems with the modeling, giving us pause over whether the FHFA has, in fact, struck the right
balance.
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First, the modeling admits of enormous ranges in the market shares projected for the categories of
loans in question. For instance, though the FHFA projects that in 2015, loans made to borrowers with
incomes below 80 percent of AMI will make 20.9 percent of the market, the 95 percent confidence
interval (i.e., the margin of error in its forecast) is 6.7 percent. “In other words,” as the FHFA puts it in
the request for comment, “the model prediction is that there is a 95 percent chance that the actual
market share in 2015 will be between 14.2 percent and 27.6 percent.” The forecast for 2017 has a still-
larger range: between 10.8 percent and 28.8 percent.

So, how aggressive the goals are is highly indeterminate and thus almost impossible to evaluate
adequately. The goal chosen for the GSEs for the 80 percent of AMI and below segment is 23 percent. If
they must meet that goal in a market in which these loans make up roughly a quarter of the loans done,
then the goal may make good sense. If the GSEs have to do so in a market in which these loans make up
only one-tenth, then the goal may make no sense at all. In any case, the same goal will function very
differently in these two different markets, striking a verydifferent balance between the push for access
and the pull of prudent risk management.

Second, in its modeling the FHFA appears to have left out a few important variables in order to keep
the confidence intervals from becoming even wider. The omitted variables typically average out to close
to zero over the period measured, rendering them statistically insignificant to the forecast. But these
variables tend to swing from strong positive numbers to strong negative ones, expanding the margin of
error in any forecast that includes them. The modelers appear to have chosen to leave the variables out
in order to shrink their margin of error without affecting the forecast.

The problem, of course, is that it gives the impression that the margin of error is much narrower
thanit actually is. So the already disconcerting 95 percent confidence interval for the 2017 market
share for low-income borrowers—between 10.8 percent and 28.8 percent—actually understatesthe
uncertainty of the forecast. Thus, the goal chosen for this group—23 percent—may be even further
removed from the actual market share than had been initially feared, making it still more unclear
whether it will eventually strike the right balance between pushing access to credit and maintaining
prudent risk management.2

Third, the modeling is shaped significantly by the market’s current unhealthy composition. By using
amarket dominated by the GSEs as a baseline, the FHFA runs the risk of locking into place the GSEs’
current lending patterns. The GSEs largely determine today’s market shares for the target groups, so
setting their future goals based on these shares creates the perverse incentive for the GSEs not to push
too hard to expand access over the near term. The more cautious they are today, the easier their goals
will be in the years to come.

Similarly, by using as a baseline a market in which the target populations are by all accounts
remarkably underserved, the FHFA is at risk of setting goals that are only ambitious in a constrained,
underserved market such as this one. As the market returns to health, and these borrowers discover
more channels through which to find a loan, the goals set in the current environment are likely to fall
well short of what would be needed for the GSEs to keep up with the primary market, much less lead it.
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Unfortunately we have more confidence in our concerns than we do in any recommendations to
address them. This is in part because the FHFA has not disclosed enough in its modeling to make it clear
how severe the problems are or how they might be addressed. A sensitivity analysis would be
particularly useful, for example, so we could see how the model responds to changes in the values of
variables, both for those used and those omitted. Absent that level of detail, it is unclear whether there
is a way to reduce the margin of error while including the omitted variables.

If the problems are not resolvable, then it raises the question whether the policy should be adjusted
to compensate for the modeling’s inherent shortcomings. For instance, should the FHFA commit to a
more frequent reassessment of market behavior and provide a transparent metric for recalculating the
goals based on changes in its forecasting? This would introduce an element of uncertainty that will make
it more difficult for the GSEs to plan to meet the benchmarks, but perhaps a tolerance for shortfall could
be built into any goals increased through these reassessments.

In any case, the FHFA should disclose more information about its modeling to better inform the
discussion. Until we have that, it is difficult not only to offer suggestions to improve upon or
compensate for the modeling, but also to assess whether with the benchmarks chosen the FHFA has
struck the right balance between expanding access to credit and maintaining prudent risk management.

Orphaned Two- to Four-Unit Properties

Finally, the FHFA has unfortunately defined the single-family category overly broadly, including
properties that have two to four family units. This reflects the practice among the enterprises and
lenders to apply similar rules and offer similar financing terms to all loans for properties of up to four
units. However, the economics associated with two- to four-unit properties are quite different than
those for true single-family properties, involving rental revenues, vacancy challenges, and other
variables that make them function in some respects more like larger multifamily properties. The
resulting mismatch leads to higher-than-necessary risk, which in turn has depressed the financing
available for investing in these properties.

Two- to four-unit properties are a sizable segment of the market, making up 8 percent of the
nation’s properties. They are a particularly important segment of the market for many of the families
the FHFA should be focusing on most with their goals. Two- to four-unit properties have long provided
an important entry point to homeownership and make up a significant share of the rental units in which
low-income families live. As of 2009, three in four units being rented without government assistance for
less than $400 a month were in properties with fewer than five units, and 58 percent of the unassisted
units being rented for between $400 and $599 were in these properties.3
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To the degree that the goals are intended to improve housing options for low-income families, then,
they suffer from a blind spot in failing to address the unique challenges of this segment of the market.
The FHFA's proposal to increase reporting about this segment is a good beginning, and the challenges of
this segment cannot be addressed through goals alone. However, an important next step would be to
establish a subgoal for this segment of the market, as part of a broader reassessment of the policies
most appropriate for these properties.

Notes

1. TheFHFA has also proposed multifamily lending goals, which we do not address here.

2. These omissions also lead to a somewhat arbitrary mix of variables determining the goals. The goals for the
low-income borrower home purchases are driven by mortgage rates, interest rates, the unemployment rate,
median home prices, and home sales; yet very low income home purchase goals are driven by home prices, core
consumer price index, and the unemployment rate.

3. "America's Rental Housing: Meeting Challenges, Building on Opportunities," Joint Center for Housing Studies
at Harvard University, 2011, pages 22, 25, available at
http://www.jchs.harvard.edu/research/publications/americas-rental-housing-meeting-challenges-building-
opportunities.
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