


Overview

$4,300 billion market
Importance of Fannie Mae, Freddie Mac 
and Ginnie Mae

Basic business – borrow at 5%, lend at 6%
AAA credit quality
Who benefits

Mortgage-backed bonds and the housing 
market



The Mortgage Market

A market is born: the country banker’s 
quandary
Now the world’s largest bond market
Three main government-sponsored 
enterprises

Ginnie Mae
Fannie Mae
Freddie Mac



Role of U.S. Government

Congress formed the Federal National 
Mortgage Association to buy mortgages
Congress later divided Fannie Mae into

Fannie Mae – middle income homebuyers
Government National Mortgage Association 
(Ginnie Mae) – veterans and low-income 
homebuyers



Role of U.S. Government

Congress started the Federal Home Loan 
Mortgage Corp. (Freddie Mac) in 1971 to 
compete with Fannie Mae



Fannie Mae and Freddie Mac

Are not U.S. government agencies
But their bonds are rated AAA because 
investors assume the government would 
rescue them if they ever got into financial 
trouble

Ginnie Mae IS a government agency



Fannie Mae and Freddie Mac:
Basic Business

Sell their corporate debt to raise money
AAA credit rating allows them to borrow at 
very low rate (e.g. 5.00%)

Use the money to buy home mortgages 
with higher rates (e.g., 6.00%)

Hold mortgages in portfolio
Group mortgages into pools and sell them as 
bonds



Who Benefits?

Homebuyers receive lower mortgage 
rates because the national market for 
home mortgages allows buyers and 
sellers to come together more easily
Banks and other lenders reduce their risk 
because they no longer have to hold all 
the loans they write – they can sell them.



Who Benefits?

Investors now have option to buy high-
quality bonds
Fannie Mae and Freddie Mac earn fees 
for putting the bonds together



What Is a Collateralized 
Mortgage Obligation?

Mortgage passthrough – a group of home 
mortgages pooled into a bond

But not everyone wanted to receive
cashflows over 30 years

First CMO created in 1983
The simplest CMO is a sequential pay CMO
Most CMOs we sell are sequentials



How Sequential Pay CMOs 
Work



Advantages of MBS

Sterling credit quality
Monthly income
Wide choice of bonds

New issue product is available every 
month

High liquidity



Sample Bond: 
Ginnie Mae Pool # 455350

Original principal: $12 million
Current principal $6 million
Loans remaining: 68
Final maturity: 11/15/27
Coupon: 6.5%
Underlying mortgage rate: 7%





Prepayments

Homeowners move
Homeowners divorce
Homeowners die
Homeowners refinance to take advantage 
of lower mortgage rates





Why Buy Mortgages?



Mortgage-backed Bond Buyers

Investors seeking high-quality income
Clients with large equity positions who

want to diversify 
but don’t want to take credit risk

People in their 30s or 40s who 
want fixed income exposure to stabilize 
portfolios
but are less concerned about maturity



Other Asset-backed Bond 
Markets

Hong Kong
Argentina
Germany (pfandbriefen)
Spain
Greece
Sweden
Australia


