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Abstract

Fannie Mae and Freddie Mac are unique and controversial participants in the housing
finance system of the United States. Because of these enterprises’ government charters, the
financial markets believe that the federal government is unlikely to allow Fannie and Freddie to fail
to honor their debt obligations, and they are thereby able to borrow more cheaply in credit markets;
in turn, they lower interest rates for residential mortgages. If the financial markets are right,
however, Freddie and Fannie also create a contingent liability for the government. Though there
are positive externalities from their activities, those benefits are modest at best. Recent reforms are
steps in the right direction; but privatization would be a superior policy choice.
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I. Introduction

Fannie Mae (the Federal National Mortgage Association) and Freddie Mac (the Federal
Home Loan Mortgage Corporation) continue to attract special policy attention, and for good reason.
The two companies enjoy special government charters that allow them to borrow funds in the
capital markets at rates that are lower than would otherwise be the case. In turn, they cause
residential mortgage interest rates to be lower than would otherwise be the case. But they expose
the federal government to a substantial contingent liability.

Is this special position and special activity worth continuing? To answer this question,
another question should be asked: Are there market failures -- for example, externalities -- that are
of sufficient magnitude to justify the intervention? Though housing and housing finance are areas
where one can find market failures, Fannie and Freddie's activities do not address them well enough
to justify these companies' special position in today's capital markets.

Accordingly, privatization is the appropriate reform. This article will lay out the case for

privatization.

Il. The Special Status of Fannie and Freddie

Fannie and Freddie are special: They are government-chartered companies (“'government

" As part of my duties as Board Member of the Federal Home Loan Bank Board, | was also a
director of Freddie Mac from November 1986 through August 1989. A more detailed discussion
can be found in White (2002); see also Frame and Wall (2002a, 2002b).



sponsored entities”, or GSEs), with narrow federal mandates: to provide finance for single- and
multi-family housing. But they are publicly traded companies with private shareholders. The board
of directors of each includes five directors (out of eighteen) that are selected by the President of the
United States.

Both are large. At year-end 2000, Fannie had $675 billion in assets; Freddie had $459
billion. When ranked by assets, they were the third- and fifth-largest "private” enterprises in the
U.S. In addition, Fannie had outstanding $707 billion in pass-through mortgage-backed securities
(MBSs) that carry its credit guarantee; Freddie had $576 billion of its MB% outstanding.

As GSEs, Fannie and Freddie enjoy a number of legal advantages1 that, together with their
federal charters, create an aura of ﬁpasi-governmental specialness. As a consequence, despite
specific disclaimers to the contrary,2 the securities markets treat their debt securities -- directly
issued debt and MBSs -- as (very likely) carrying a federal guarantee; they are often described as
"agency" debt. Fannie and Freddie thereby enjoy lower financing costs than would otherwise be the
case, but not quite as low as the "full faith and credit" obligations of the U.S. Government itself.

Fannie and Freddie are also subject to major limitations: (a) They are restricted to mortgage
finance and cannot originate mortgages; (b) There is a maximum size of mortgage, linked to an

annual index of housing prices, that they can finance; for 2002 that maximum (for single-family

! Fannie and Freddie are exempt from state and local taxes; their securities are exempt from the
Securities and Exchange Commission's registration requirements and fees; the U.S. Treasury is
authorized to lend each up to $2.25 billion; they can use the Federal Reserve as their fiscal agent;
their debt is eligible for use as collateral for public deposits, for purchase by the Federal Reserve in
open-market operations, and for unlimited investment by banks and thrifts; their securities are
explicitly government securities under the Securities Exchange Act of 1934; their securities are
exempt from the provisions of many state investor protection laws; and they have had lower capital
(net worth) requirements for holding residential mortgages in their portfolios than has been true for
banks and thrifts.

? The prospectuses for all Fannie and Freddie securities explicitly state that they are not
guaranteed by the federal government.
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homes) is $300,700; (c) The mortgages must have at least a 20% down payment (i.e., a maximum
of an 80% loan-to-value [LTV] ratio), or a credit enhancement (such as mortgage insurance); and
(d) They are subject to oversight regulation by the U.S. Department of Housing and Urban
Development (HUD) and to safety and soundness regulation (e.g., minimum capital [net worth]
requirements and annual examinations) by HUD's Office of Federal Housing Enterprise Oversight
(OFHEO).

They participate in financing residential mortgages in two ways. First, they buy and hold
mortgages in their own portfolios, funding these purchases overwhelmingly with debt. Of Fannie's
$675 billion in assets at year-end 2000, 90% was invested in mortgages; of Freddie's $459 billion,
84% was in mortgages. The liabilities of each were composed of 97% debt and 3% equity.
Second, they purchase mortgages from originators, create MBSs from bundles of the mortgages,
and sell the securities to investors with guarantees of timely payment of interest and principal.
These are the $707 billion and $576 billion, respectively, of outstanding MBSs mentioned above.

Their combined presence in the mortgage markets is substantial. As of year-end 2000 their
mortgages-in-portfolio plus MBSs outstanding accounted for the following percentages of the
various categories of residential mortgages (USCBO 2001a):

-- 39% of the $5.6 billion total of all residential mortgages;

-- 40% of the $5.2 billion total of all single-family (one-to-four units) mortgages;

-- 48% of the $4.4 billion total of all single-family conventional mortgages (which excludes
FHA- and VVA-insured mortgages);

-- 60% of the $3.5 billion total of all single-family conforming mortgages (which also
excludes jumbo mortgages);

-- 71% of the $2.8 billion total of all fixed-rate single-family conforming mortgages (which
also excludes adjustable-rate mortgages).

3 Mortgages within the maximum are described as "qualifying™ or "conforming” mortgages;
larger "non-conforming™ mortgages are “jumbos”.



I11. The Consequences

Recent estimates (USCBO 2001a) of the reduced cost of Fannie and Freddie's debt place it
at about 40 basis points; i.e., because of their special status, Fannie and Freddie can issutldebt at
interest rates that are about 40 basis points less than could an otherwise similar non-GSE." These
funding advantages vary positively with the length of maturity of a debt issue and have varied over
time as conditions in the credit markets have varied. Their MBSs similarly carry a yield that is
about 30 basis points lower than non-GSE MBSs. On the other side of the ledger, Freddie and
Fannie's mortgage purchase activities appear to have reduced conforming mortgage interest rates by
about 25 basis points (USCBO 2001b).”

Historically, Fannie and Freddie have been important forces in creating a national funding
market for residential mortgages and eroding local and regional differentials. Also, both were
important in creating the large secondary market in residential mortgages that characterizes the U.S.
today.

However, the U.S. Government has been and continues to be exposed to the contingent
liability that (if the financial markets are correct in their belief) in the event that Fannie or Freddie
were in financial difficulty the federal government would likely stand behind their obligations. An
upper bound to the annualized cost of this contingent liability is those 40 basis point differentials on
these GSEs' debt and the 30 basis point differentials on their MBSs. If these differentials are what

Fannie and Freddie would have to pay the participants in the financial markets to absorb these risks

* Standard & Poor's has recently rated both Fannie and Freddie as "AA-". But comparisons to
other AA- rated firms may be problematic, since those other firms would not enjoy the other
advantages of being a GSE noted above (USCBO 2001c).

> In the mid 1990s, the common estimates for the GSES' advantage in debt funding were 40-70
basis points, for their MBSs 30-40 basis points, and for their downward effects on conforming
mortgages in the range of 25-35 basis points. Advocates for Fannie and Freddie have disputed
these past and present estimates and argue that the GSEs' funding advantages are smaller and their
downward effects on conforming mortgages are larger.



in the absence of the government guarantee, they would thus approximate what the federal
government ond have to pay to get someone else to absorb the risks. The total (for 2000) would
be $8.0 billion.® To the extent that a part of these differentials repreﬁent other aspects of these
GSEs' operations and not a risk premium, the annual cost would be less.”

The size of this contingent liability is partly exogenous -- how volatile will interest rates be?
how volatile will future macroeconomic conditions and homeowners' defaults be? -- and partly
endogenous -- what is the size of these GSEs' direct liabilities and MBSs outstanding? how careful
are Fannie and Freddie in screening credit risks? how adequate are their loan-loss reserves for
covering expected losses? how well do they hedge and offset (e.g., through options, match-
funding, issuing callable debt, etc.) their interest rate risk? how much capital (net worth) do they
have for covering unexpected losses? Because of this endogeneity, OFHEQ's safety-and-soundness
regulation, which is akin to that which applies to depositories, is necessary to limit the federal

government's exposure.

IV. The Larger Context
Any arguments for reforming Fannie and Freddie must place them in their larger context.
A. Housing policy.
Public policy in the U.S. has historically encouraged housing through many routes,
including sizable tax advantages, direct and indirect subsidies, and favored institutional

arrangements. The special status of Fannie and Freddie is just one among many such routes.

® The two GSEs had $1,081 billion in debt (x 40 basis points) plus $1,283 billion in MBSs
outstanding (x 30 basis points).

! Stiglitz et al. (2002) argue that the likelihood of a loss to the federal government is vanishingly
small. If this is true, then S&P's AA- rating is far too conservative, and the GSEs instead deserve
an unqualified AAA -- and privatization would cost the companies little.



The encouragement of home ownership has an externality-correction basis: With home
ownership, the potential moral hazard problems between landlord and tenant are internalized,
including issues of maintenance of the premises. The improved maintenance that comes with home
ownership has positive externalities for the community. Further, to the extent that homeowners
care more about the community (because of spillover effects for themselves), they may become
more involved citizens. There is an empirical literature that supports these and related notions
(Rohe and Stegman 1994; Roh‘g| and Stewart 1996; Rossi and Weber 1996; Green and White 1997;
DiPasquale and Glaeser 1999).2

The logic of positive externalities from home ownership would call for a focused program
that encouraged those households who would not otherwise buy (but for whom it is a close call) to
purchase a home. This focus should be on would-be first-time low- and moderate-income
household buyers.

Unfortunately, instead of exhibiting a tight focus, virtually all of the policy tools that are
used to encourage home ownership are quite broad and blunt. The result is that a great deal of
encouragement for home ownership goes to households -- especially middle- and high-income
households -- who would buy and own anyway but who are thereby encouraged to buy larger and
better appointed homes and to buy second homes (that are larger and better appointed) (Rosen
1979, 1985). Further, some of the nominal encouragement is likely captured by sellers in the form
of higher prices (White and White 1977). The result is a U.S. housing stock that is inefficiently
large, by as much as 30% (Mills 1987a, 1987b; Hendershott 1986; Taylor 1998).

® There clearly are limits, however. Because of the substantial transactions costs in buying and
then selling a home, as well as the inherent riskiness of a home as an investment, home ownership
may well be inappropriate for households with high mobility, unstable employment and irregular
incomes, or other impediments to meeting fixed debt obligations on a timely basis (Rohe and
Stewart 1996; Rohe et al. 2000; McCarthy et al. 2000). Further, because of these same costs, home
ownership tends to lessen household mobility, which in turn has further costs to the household (e.g.,
in terms of flexibility in seeking new employment).



The Fannie/Freddie channel is part of this broad and blunt approach. The conforming loan
limit is so high that Fannie and Freddie are able to fund mortgages that are about twice the size of
an 80% LTV mortgage on the median sales-price house; only a sixth of all mortgage loans are
jumbos that exceed the limit. Though HUD has "leaned” on Fannie and Freddie to focus more of
their efforts on low- and moderate-income households, it is clear that the bulk of the GSEs' efforts
has not been directed in this area (Brown 2001; McClure 2001; Pearce 2001; Williams 2001;
Quercia et al. 1998; Wachter et al. 1996).

B. Mortgage finance.

The mortgage finance structure of today, with Fannie and Freddie at its center, is far
different from that of three decades ago, when the typical mortgage was originated by a savings and
loan institution and held in its portfolio, with the thrift's deposits providing the funding (White
1991; Weicher 1994). Is there a case to be made for federal chartering that can be rooted directly in
the processes of mortgage finance?

Woodward (2001) argues that the (implicit) government guarantee permits Fannie and
Freddie to issue a blanket guarantee on all their MBSs that removes issues of credit risk from the
minds of MBS investors, thereby eliminating the transactions costs of credit/information research in
which MBS investors would otherwise engage. By contrast, for "private label" MBSs (of jumbo
mortgages), their issuers secure favorable (AA or AAA) bond ratings for the MBSs by creating two
classes of bonds -- senior and subordinated -- that are supported by the underlying mortgages. The
subordinated bonds are those that absorb the first fraction of any losses up to the limit of their
nominal value, and only then are further losses absorbed by the senior bonds. The latter are the
MBSs that receive the favorable ratings (and are suitable for investment by financial institutions),
while the former are considered quite risky and require a selective clientele, such as hedge funds.
The rating process itself absorbs resources (transactions costs), and investors will be further

concerned as to whether some subordinated MBSs have absorbed greater losses, which would



imply greater risks for the associated senior MBSs, entailing further monitoring (transactions) costs.
The Fannie/Freddie process eliminates these costs.

This argument is surely correct; but offsetting the gains is the contingent liability of the
federal government. The argument is reminiscent of one of the major arguments supporting
federally provided deposit insurance: reducing the transactions costs for poorly informed liability
(deposit) holders in determining which banks are safe or risky. And, of course, the federal
government also bears a contingent liability for that guarantee. But deposit insurance also has the
important function of preventing (ill-informed) depositor runs on otherwise solvent banks and
thereby stabilizing the banking and monetary system (Diamond and Dybvig 1983; Postlewaite and
Vives 1987; Chen 1999). And deposit insurance provides a simple and safe haven for
unsophisticated depositors' funds. The argument concerning reducing transactions in the secondary
mortgage market does not carry a similar larger stabilizing or social purpose.

The other potential positive externality arises in the context of VVan Order's (2000a, 2000b,
2001) model of "dueling charters™: Depositories that fund residential mortgages and hold them in
portfolio also have a government guarantee (deposit insurance). If the depositories are inherently a
less (socially) efficient means of financing mortgages than are the GSEs, then the expansion of the
GSEs (at the depositories' expense) reduces social inefficiency. However, though the innovation of
mortgage securitization has clearly revolutionized mortgage finance and would persist even without
the favored status of the GSEs, the assumed inherent superior efficiency of Fannie and Freddie may
not be valid. For mortgages held in portfolio, the GSEs have a substantial reEiJIatory advantage: a

2-1/2% capital requirement as opposed to the depositories' 4% requirement.9 This differential is

® The GSEs' mortgages are diversified nationally, while most depositories’ mortgages are
geographically localized. However, it is not clear that the regulatory capital differential is necessary
to compensate for this difference in geographic diversification. Few banks or thrifts have become
insolvent because of local economic conditions' causing their residential mortgage portfolios to lose
substantial value. Also, the federal deposit insurance fund itself is nationally diversified.



surely part of the reason fﬁhe substantial expansion during the 1990s of the GSEs' mortgages held
as on-balance sheet assets'® and the substantial reductions in thrifts' holdings of mortgages. Also,
depositories' regulatory capital requirements provide them with an incentive to hold MBSs rather
than holding mortgages.

As for the depositories’ government guarantee (federal deposit insurance), the discussion
above indicated that deposit insurance itself carries substantial positive externalities. And the
contingent liability of the federal government has been substantially reduced, as compared with two
decades ago, because of higher capital requirements that are somewhahrisk-based, prompt
corrective action mandates, and larger reserves in the deposit insurance fund.' Also, the specially
treated depository category of federally insured thrift institution, with a heavy emphasis on portfolio
mortgage lending, has become substantially diluted and weakened since 1989. Total assets for all
thrifts declined by 18% between 1989 and 2000; and at year-end 2000 thrifts held less than a third
of their assets as non-MBS single-family residential mortgage loans, substantially below the 1989
fraction. The duel is largely over.

C. Recent reforms.

The 1992 legislation that created OFHEO also established minimum core capital
requirements for Fannie and Freddie and instructed OFHEO to develop a set of supplemental risk-
based capital standards based on forward-looking stress tests. OFHEO was expected to complete
the task within 18 months; however, its final rules were not released until July 2001 and will take

effect a year later.

% Fannie's on-balance sheet holdings of residential mortgages more than quintupled between
1990 and 2000; Freddie's holdings were eighteen times higher in 2000 than in 1990.

u Safety-and-soundness of depositories could be improved further, however, with the use of
market value accounting, the mandatory issuance of subordinated debt, and the use of forward-
looking stress tests.



Also, in October 2000, in response to political pressures, Fannie and Freddie announced a
set of voluntary initiatives (Frame and Wall 2002a) that committed them to:

- Issue subordinated debt;

- Maintain adequate liquidity;

- Self-implement a risk-based capital standard on an interim basis;
- Enhance their disclosures of interest rate and credit risk

- Obtain and publicly disclose annual credit ratings.

The capital standards and the voluntary initiatives are welcome steps forward. However,

since the positive externalities and thus true social benefits prﬁided by Fannie and Freddie are

modest at best, the better course of action would be privatization.*

IV. The Shape of Privatization
The privatization of Fannie and Freddie would [FAgan the removal of their federal charters
and all explicit/formal and implicit government support.13 In essence, they would become ordinary
companies. Given their substantial brand-name reputations and the impressive collection of
human/intellectual capital bound in the two firms, they would likely continue to innovate and
prosper, with their relative funding costs a bit higher than is currently the case, their MBSs yielding
a bit more, and the costs for home buyers of obtainilﬁ.la residential mortgage rising a bit. In turn,

the government's contingent liability would be gone.14 And, to the extent that the Fannie/Freddie

12 Logically, the privatization of the Federal Home Loan Bank System, another GSE, should
occur at the same time.

B In their place, the federal government should institute a targeted program to encourage home
ownership for first-time buyers among low- and moderate-income households.

 Even with all formal and informal ties broken, the financial markets might consider such large
firms to be "too big too fail"; i.e., the federal government would not permit even a fully private
Fannie or Freddie to fail to meet its obligations. But this issue applies to any large firm in the U.S.
economy. It has been over 20 years since the last explicit "bail-out” of a major firm: the federal
government's loan guarantees for Chrysler in 1981. Calomiris (2001) and Ely (2001) offer some
details for a potential privatization that would deal with the too-big-to-fail problem by requiring the
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advocates are correct in claiming that the estimates of their funding advantage overstate the true
benefit from being a GSE, the increase in their funding costs following privatization would be
smaller.

Without their special charters, Fannie and Freddie's roles in the (formerly) conforming
mortgage segment would diminish somewhat, depending on how much of those differentials
discussed above are due to their special status and how much to their superior practices. But, also,
freed of the restrictions that accompany their current status, Fannie and Freddie would likely
vertically integrate into related areas (e.g., mortgage insurance, title insurance, appraisals,
originations) and expand horizontally into related areas of finance (e.g., jumbo mortgage loans, sub-
prime mortgage loans, personal finance loans, auto loans, credit card loans, perhaps even
commerciefl_—real estate) where their credit assessment and securitization skills could work to their
advantage.15 They might well have the capability to continue to offer blanket guarantees on their
MBSs (rather than doing senior/subordinated structures), thereby solving the transactions cost
problem discussed above. Private entities now engage in "private label" housing MBS finance, as
well as securitizations of auto loans, personal finance loans, credit card loans, commercial mortgage
loans, and a widening array of other asset-backed finance vehicles. The privatized Freddie and
Fannie would simply join them.

Though their special status may well have helped Fannie and Freddie in originally

divestiture of parts of the companies; but potential economies of scale and scope might well be
sacrificed.

> with privatization, the nagging controversy concerning the GSEs' recent and current efforts to
expand into related areas -- are they taking these actions because they are inherently more efficient
than the rivals that they are displacing? or are they just taking further advantage of their artificially
low costs of funding? -- would disappear. These controversies have encompassed their expansions
into non-mortgage financial investments, subprime mortgages, automated underwriting systems,
mortgage insurance, and appraisals, as well as just the substantial expansion of their on-balance-
sheet portfolios of residential mortgages in the 1990s.

11



establishing the secondary market for MBS and in effectively unifying the national market for
residential mortgage finance, government support is clearly no longer necessary for these activities

to continue. It is time for true privatization.
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