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A Strategy to Promote Affordable Housing for All Americans
By Recapitalizing Fannie Mae and Freddie Mac
Executive Summary
From 1938 to the financial crisis of 2008-2009, the Federal National Mortgage Association
(Fannie Mae), joined in 1970 by the Federal Home Loan Mortgage Corporation (Freddie Mac),
supported steady, strong increases in homeownership and access to affordable housing for millions
of Americans. The share of American households owning their own home increased from less
than 43% in 1940 to more than 69% in 2005, at which time Fannie and Freddie owned or
guaranteed about one-half of an estimated $12 trillion in U.S. mortgages. In recent decades, Fannie
and Freddie also undertook targeted efforts to expand affordable rental housing for moderateincome households. All of these activities were disrupted severely from 2007 on by the sharp drop
in both housing prices and the value of many mortgage-backed securities (MBS) held by the two
enterprises. In September 2008, the Federal Housing Finance Agency placed them under
conservatorship, and the U.S. Treasury has to provide financial assistance to both companies which
ultimately totaled $187 billion.
Since then, Fannie and Freddie have operated under direct government control and
supervision. While both enterprises have restored their profitability since 2013 and repaid the
government and taxpayers $239.1 billion, the Treasury holds warrants for 79.9% of the stock in
both enterprises and continues to claim or “sweep” all of their profits into its own accounts. This
policy limits their ability to promote home ownership, which declined over the last decade from
69.1% to 63.7%. The government’s current approach also limits sharply Fannie and Freddie’s
capacity, as directed under the Housing the Economic Recovery Act of 2008 (HERA), to expand
access to affordable rental housing or home ownership by low-income households through their
Housing Trust Fund (HTF) and Capital Magnet Fund (CMF).
This study presents a strategy for ending the current conservatorship and majority
government ownership of Fannie and Freddie in a way that will enable them, once again, to
effectively promote greater homeownership by average Americans and greater access to affordable
housing by low-income households. This strategy includes regulation of both enterprises to
prevent a recurrence of their effective insolvency in 2008 and the associated bailouts, including
4.0% capital reserves, regular financial monitoring, examinations and risk assessments by the
Federal Housing Finance Agency (FHFA), as dictated by HERA. Notably, an internal Treasury
analysis in 2011 recommended capital requirements, consistent with the Basel III accords, of 3.0%
to 4.0%. In addition, the President should name a substantial share of the boards of both
enterprises, to act as public interest directors. The strategy has four basic elements to ensure that
Fannie and Freddie can rebuild the capital required to responsibly carry out their basic missions,
absorb losses from future housing downturns, and expand their efforts to support access to
affordable housing for all households:


In recognition of Fannie and Freddie’s repayments to the Treasury of $239 billion, some
$50 billion more than they received in bailout payments, the Treasury would write off any
remaining balance owed by the enterprises under the “Preferred Stock Purchase
Agreements” (PSPAs).
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The Treasury also would end its quarterly claim or “sweep” of the profits earned by Fannie
and Freddie, so their future retained earnings can be used to build their capital reserves.



Fannie and Freddie also should raise roughly $100 billion in additional capital through
several rounds of new common stock sales into the market.



The Treasury should transfer its warrants for 79.9% of Fannie and Freddie’s current
common shares to the HTF and the CMF, which could sell the shares in a series of
secondary stock offerings and use the proceeds, estimated at $100 billion, to endow their
efforts to expand access to affordable housing for even very low-income households.

Under this strategy, Fannie and Freddie could once again ensure the liquidity and stability
of U.S. housing markets, under prudent financial constraints and less exposure to the risks of
mortgage defaults. The strategy would dilute the common shares holdings of current private
investors from 20% to 10%, while increasing their value as Fannie and Freddie restore and claim
their profitability. Finally, the strategy would establish very substantial support through the HTF
and CPM for state programs that increase access to affordable rental housing by very low-income
American and affordable home ownership by low-to-moderate income households.
A valuation analysis of this recapitalization strategy confirmed that this strategy could
deliver an additional $99.4 billion in warrant value for future affordable-housing programs. It also
confirmed that Fannie and Freddie could achieve 4.0% capital reserves (Tier 1 capital) of some
$180 billion through the combination of the public offerings of new common stock and their
retained earnings from 2016 to 2020.
We also estimated the impact of this recapitalization strategy on the mission of the HTF
and CMF to access by low-income households to affordable housing. Under HERA, the HTF and
CMF are to be funded by Fannie and Freddie paying in 4.2 basis points (0.042%) of their new
business, with 65% of the funds go to the HFT and 35% to the CMF. HERA also directs that no
more than 10% of HTF’s funds can go for the administrative costs of the HFT and the state
programs it supports. It further directs that 90% of the remaining funds(after administrative costs)
go to support state programs for affordable rental housing for very low-income households, and
10% go to support state programs for homeownership by low-income households
We compared the impact of our strategy on the activities of the HFT and CPM, using the
$99.4 billion of warrant value for affordable housing, to the current requirements under HERA:


Under our strategy, the HFT could provide $2.6 billion per year for state affordable rental
housing programs, or $51.7 billion over 20 years, as compared to $196 million per year
and $3.9 billion over 20 years under current arrangements. This would represent a 12-fold
increase compared to current HTF support for state housing programs. (Table 1, below)



Based on the average leverage ratio of current federal support for state housing programs,
in which state public and private sources provide $4.86 for every $1 in federal funds, HTF
support would produce $15.1 billion in additional spending for low-income rental housing
per year under our strategy, compared to $1.1 billion under current arrangements. Taking
account of this leverage, it represents a more than 14-fold increase.
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HTF support under our strategy should produce an additional 44,485 affordable rental units
per year for very low-income households under our strategy, including 17,672 more units
for African-American and Hispanic households, as compared to 3,471 additional units per
year under current arrangements, including 1,379 for minority households.



The 10% of HTF funds for state and local programs promoting homeownership by lowincome households would increase such homeownership by 15,596 such households per
year under our strategy, including 3,327 African-American and 2,359 Hispanic households
per year. Under current arrangements, HFT funds increase low-income homeownership
by roughly 1,217 households per year, including 260 African-American and 184 Hispanic
households. This also represents a 12-fold increase compared to current HTF support.

Similarly, the reach of the CMF would be much greater under our recapitalization plan than
under current arrangements.


Under our strategy, the CMF could provide state grants totaling $1.74 billion per year,
compared to $132 million per year under its current arrangements. This represents a more
than 12-fold increase compared to current CMF state grants. (Table 2, below)



Applying the estimated leverage ratio of 12:1 for community development non-profits,
CMF support for their housing programs should produce 189,866 additional housing units
per year for very low-income households under our plan, including 175,855 additional
rental units and 14,010 additional owner-occupied homes. The CMF’s current funding
should help produce 14,391 additional housing units per year, including 13,329 additional
rental units and 1,062 owner-occupied housing for low-income households. Again, this
represents an increase of more than 12-fold.



Under the recapitalization plan, the housing projects supported by CMF funding would
employ an additional 8,792 full-time construction workers and 152,272 seasonal
construction workers per year, as compared to 666 full-time construction workers and
11,541 seasonal workers under the CMF’s current funding arrangements.

Seven years after the federal government rescued Fannie Mae and Freddie Mac and placed
both companies into government conservatorship with majority government ownership, the two
enterprises have generally recovered and, given the ability to build adequate capital reserves, they
can now stand on their own. The recapitalization strategy outlined and analyzed in this study
would restore their independent operations, and on terms which would expand U.S. mortgage
markets. Under this recapitalization plan, Fannie and Freddie also should be able to withstand the
next sharp downturn in U.S. housing markets. Finally, the plan provides the resources to vastly
expand the stock of affordable housing for all Americans, including for those households with
very-low or even extremely-low incomes.
The recapitalization of Fannie Mae and Freddie Mac would help millions of Americans
deal more effectively with the difficult challenges created by the recent housing crisis and its
aftermath. We urge the Obama administration and Congress to carefully consider this strategy.
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A Strategy to Promote Affordable Housing for All Americans
By Recapitalizing Fannie Mae and Freddie Mac
Robert Shapiro and Elaine Kamarck1
“There are far-reaching problems still with us for which democracy must find solutions if it is to
consider itself successful. For example, many millions of Americans still live in habitations which
not only fail to provide the physical benefits of modern civilization but breed disease and impair
the health of future generations. The menace exists not only in the slum areas of the very large
cities, but in many smaller cities as well. It exists on tens of thousands of farms, in varying degrees,
in every part of the country.”
President Franklin D. Roosevelt, State of the Union Message, January 6, 1937
I.

Introduction and Summary

Since 1938, the Federal National Mortgage Association or Fannie Mae has developed and
operated numerous programs and arrangements that have vastly broadened access by average
Americans to home mortgages. With incomes rising steadily from the late 1930s on, the share of
households that took advantage of those mortgages and purchased their own homes increased
sharply. In 1940, less than 43% of American households owned their own homes; that share
reached 55% in 1950 and nearly 62% in 1960.2 More recently, home ownership generally has
stabilized, reaching about 63% in 1970, when Congress created the Federal Home Loan Mortgage
Corporation or Freddie Mac to compete with Fannie Mae. By 1980, over 64% of households were
homeowners, and in 1990, the share was comparable. Homeownership increased again in the
1990s and beyond, reaching more than 67% in 2000 and more than 69% in 2005.3
Throughout those decades, Fannie Mae and then Freddie Mac promoted rising home
ownership by borrowing funds from private investors and using those funds to buy or guarantee
mortgages issued by banks and thrifts. In this way, the two government-sponsored but privatelyowned enterprises created a robust secondary market for mortgages, especially conventional fixedinterest rate mortgages for households with prime or relatively low-risk credit status. This
secondary market allowed mortgage originators to extend more mortgage credit. Fannie and
Freddie also consolidated many of the mortgages they bought into “mortgage-backed securities”
(MBS), which they either sold to other financial institutions or investors, or retained in their own
portfolios.
As is now well-known, private mortgage banks in the last housing boom expanded or
extended their business into subprime or relatively high-risk borrowers, providing mortgages
1

We want to thank the Potomac Coalition for its support for this research, and we also thank Siddhartha Aneja of
Sonecon and Grace Wallack for their excellent research assistance. The view and analysis expressed here are solely
those of the authors.
2
U.S. Census Bureau (2015-A).
3
U.S. Census Bureau (2015-B).
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which typically had adjustable interest rates and little or no down payments. Fannie, Freddie, and
many leading investment banks packaged those mortgages in MBS and then sold them to financial
institutions and other investors; and those securities became the epicenter of the 2008-2009
financial crisis. When the crisis broke, Fannie and Freddie owned or guaranteed about half of the
$12 trillion U.S. mortgage market, including MBS based on higher-risk mortgages; and the sharply
deteriorating housing values and mortgage markets produced vast, unsustainable losses for which
Fannie and Freddie were inadequately capitalized and unprepared. As a result, on September 7,
2008, the Federal Housing Finance Agency (FHFA) was forced to place Fannie and Freddie in
conservatorship, to dismiss their senior officers, and to work with the Treasury Department to
provide new financing in the conservatorship. In exchange, the Treasury received new senior
preferred stock and common stock warrants covering 79.9% of the shares of both institutions.
Fannie and Freddie continued to operate under the conservatorship to support housing
markets and gradually work through their financial problems. They tightened underwriting
standards and managed their large credit losses incurred in the financial crisis; they also pursued
recoveries from financial institutions that had improperly sold the two enterprises mortgages and
MBS. With the housing market’s recovery in 2012 and 2013, Fannie and Freddie finally restored
their profitability and have since repaid the Treasury a total of $239.1 billion on the $187.0 billion
in financial support provided by the government. In those terms, their payments to Treasury are
equivalent to a nearly $50 billion gain for taxpayers, relative to the Treasury’s direct payments to
Fannie and Freddie.4
The continuing policy question is how Fannie and Freddie can once again best promote
broad home ownership. From the first quarter of 2005 to the first quarter of 2015, homeownership
rates fell from 69.1% to 63.7%, the sharpest decline on record. Yet, the FHFA’s continuing
conservatorship of Fannie and Freddie, Treasury’s ownership of 79.9% of their common stock
through the warrants, and Treasury’s quarterly net worth “sweep” of all of their profits sharply
limit their capacity to support growing levels of home ownership. The conservatorship and profit
sweeps also effectively negate their new mandate under the Housing and Economic Recovery Act
of 2008 (HERA) to promote access to affordable housing by low-income households through the
operations of their Housing Trust Fund (HTF) and Capital Magnet Fund (CMF).
This study presents a strategy to enable Fannie and Freddie once again to fulfill both their
traditional mission of promoting middle-class homeownership and their more recent mission of
expanding access to affordable housing for low-income Americans. The essential steps of this
recapitalization strategy include: 1) Treasury ends its quarterly “sweep” of Fannie and Freddie’s
net worth, so both companies can rebuild their capital, restore reasonable value to their stock, and
raise additional capital; 2) Fannie and Freddie issue four rounds of new common stock totaling
$100 billion, to secure a majority of their 4.0% Core or Tier 1 capital reserves; and 3) the Treasury
transfers its warrants for Fannie and Freddie’s common stock to the HTF and the CMF, they sell
the stock into the market in three secondary offerings and use the proceeds of nearly $100 billion
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These payments, totaling $50 billion more than the principal infusions provided by the Treasury, do not take account
of the provision in the preferred stock purchase agreement directing Fannie and Freddie to also pay the Treasury 10%
annual cash dividends or 12% annual stock dividends, even when the enterprises were effectively insolvent.
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to expand access to affordable housing by low-income households.5 In addition, 4) the Treasury
would retain over $50 billion already collected in dividend payments on top of the principal repaid
by Fannie and Freddie, and deem the outstanding senior preferred stock to be fully paid off. By
declaring the outstanding senior preferred stock to be paid off, the Treasury would increase the
value of its common stock warrants by $24 billion to fund the HTF and CMF.
Under this strategy, Fannie and Freddie once again would provide substantial liquidity and
stability to the housing markets, as they did before the crisis, but this time under stricter regulation,
more conservative balance sheets, and the use of certain unsecured securities to shift the risk of
mortgage defaults to private investors.6 The strategy would dilute the current common stock in
Fannie and Freddie held today by outside investors, from their current 20.1% of outstanding shares
to a more pro forma 10.6%. But as Fannie and Freddie grow and become more profitable, the
value of each share should rise, and the shareholders would likely receive healthy dividends.
To test this recapitalization proposal, we conducted a standard valuation analysis. It
showed that Fannie and Freddie should have Tier 1 capital of at least $180 billion by 2020, equal
to 4.0% of their projected assets in that year: In addition to the $100 billion the enterprises would
raise through new stock offerings, they could retain $80 billion from their earnings in 2016 to
2020. The analysis also estimated that the price of Fannie and Freddie stock would rise from about
$2.20 per share today, a level badly depressed by the Treasury’s sweep of their annual profits, to
$10.34 per share in 2016, $12.51 per share in 2018 and $15.14 per share in 2020. This strategy,
therefore, can reestablish Fannie and Freddie as independent enterprises actively and profitably
promoting broad homeownership. Variations of the approach should produce similar results, so
long as they retain the basic elements described above.
This approach also would generate substantial new resources for the HTF and CPM to
advance their missions of ensuring greater access to affordable housing by moderate and lowincome families. Following the current funding allocation, the HTF would receive 65% of an
estimated $99.4 billion raised through the secondary stock offerings and distribute those funds
over 20 years as block grants to state and local public programs providing affordable housing to
low-income households, primarily rental housing. Under this allocation, the CMF would receive
the remaining 35% of the $99.4 billion, which it would distribute over 20 years to non-profit
community development organizations for their affordable housing efforts. The interest earned on
those funds could provide continuing resources for the HTF and CMF beyond the initial 20 years.
This plan would provide meaningful housing assistance, far beyond current law, to millions
of low-income families and at no additional cost to U.S. taxpayers. Under current law, the HTF
and CMF are funded by payments of 4.2 basis points of all new business conducted by Fannie and
Freddie. This provision would be expected to generate an estimated $245 million per year or some
$4.9 billion over 20 years for the HTF under current law. HERA states that up to 10% of that
funding can be used for administrative purposes by the HTF and the state and local programs it
supports, leaving $220 million per year in HTF funding for state affordable housing programs, or
5
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offerings, and use the roughly $100 billion to endow the HTF and the CMF.
6
The plan assumes that the Fannie and Freddie fee to guarantee mortgages remains roughly 65 basis points.
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$4.4 billion over 20 years. Under the capitalization plan, HTF funding for state affordable housing
programs would raise to $3.2 billion per year and nearly $65 billion over 20 years. Table 1, below,
contrasts these alternative projections.
To review, the recapitalization plan would dedicate the proceeds from the government’s
secondary stock offerings of Fannie and Freddie stock to the HTF (65%) and the CMF (35%).
Assuming the maximum 10% administrative costs – and those costs could and should be
considerably less -- this approach would provide $2.9 billion per year for the HTF, and $58.1
billion over 20 years. HERA stipulates that 90% of HTF funding go to support state and local
programs for affordable rental housing for low-income households., with the remainder for home
ownership programs Our strategy, therefore, would provide$2.6 billion per year for affordable
rental housing programs, compared to $196 million under current arrangements. (Table 1, below)
Moreover, based on the federal-state HOME housing program, we can expect that for every
$1 provided by the HTF, state affordable housing programs will provide, on average, $4.86 in
public and private funding. Using this leverage ratio, we estimate that the recapitalization strategy
would generate $15.1 billion per year for affordable rental housing programs for low-income
households, compared to $1.1 billion under current arrangements. These funding levels would
produce some 44,485 additional affordable rental units per year for low-income Americans,
compared to 3,471 units under current arrangements. The remaining 10% of HTF funding would
go to state home ownership programs for low-income households. The recapitalization plan would
generate HTF funding for those programs of $323 million per year, compared to $24 million under
current law. Based on the leverage ratio from the HOME program, HTF funding under our plan
should support affordable first-time home ownership for some 15,596 low-income households per
year, compared to 1,217 households per year under current arrangements.
Table 1: HTF Funding and Its Effects on Affordable Housing for Low-Income Households,
Under Current Arrangements and the Recapitalization Plan for Fannie Mae and Freddie Mac
20 Year Total

Annual

Current

Recapitalization

Current

Recapitalization

Total HTF spending

$4.9 billion

$64.6 billion

$245 million

$3.2 billion

HTF Funding for Housing

$4.4 billion

$58.1 billion

$220 million

$2.9 billion

HTF Rental Funding

$3.9 billion

$51.7 billion

$196 million

$2.6 billion

Average Leverage ratio

4.86:1

4.86:1

4.86:1

4.86:1

Total Rental Spending

$23.0 billion

$302.8 billion

$1.1 billion

$15.1 billion

Number of Rental Units

69,416

889,700

3,471

44,485

African-American

18,040

231,214

902

11,561

Hispanic

9,536

122,226

477

6,111

$490 million

$6.5 billion

$24 million

$323 million

24,337

311,921

1,217

15,596

African-American

5,191

66,532

260

3,327

Hispanic

3,681

47,181

184

2,359

HTF Home Ownership Funding
Increase in Home Ownership
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The benefits of the recapitalization plan are also evident in their effects on access to
affordable housing by minority households. Under its current arrangements, HTF’s support for
affordable rental housing should help an estimated 902 low-income African- American households
and 477 low-income Hispanic households per year, and, over 20 years, 18,040 African American
households and 9,536 Hispanic households. (Table 1, above) By recapitalizing Fannie and
Freddie, the HTF should be able to support access to affordable rental housing for some 11,561
low-income African-American households per year and 6,111 low-income Hispanic households
per year. Over 20 years, therefore, recapitalizing Fannie and Freddie could produce 231,214
additional, affordable rental units for African-American households and 122,226 additional units
for Hispanic households.
Similarly, under its current funding, the HTF’s first-time
homeownership program can help 260 low-income African-American households and 184 lowincome Hispanic households per year. Under the recapitalization strategy, the HTF should be able
to help 3,327 low-income African-American households become homeowners, per year, along
with 2,359 low-income Hispanic households. Over 20 years, therefore, the recapitalization of
Fannie and Freddie would enable the HTF to support affordable, first-time home ownership for
66,532 low-income African-American households and 47,181 low-income Hispanic households.
As noted, the current arrangement also would generate an estimated $132 million per year
for the CMF, or $2.64 billion over 20 years. By contrast, the recapitalization of Fannie and Freddie
could generate $1.74 billion per year for the CMF and nearly $35 billion over 20 years. (Table 2)
Table 2: CMF Funding and Its Effects on Affordable Housing for Low-Income Households,
Under Current Arrangements and the Recapitalization Plan for Fannie Mae and Freddie Mac
20 Year Total

Annual

Current

Recapitalization

Current

Recapitalization

$2.64 billion

$34.8 billion

$132 million

$1.74 billion

12:01

12:01

12:01

12:01

Affordable Homes Financed

287,812

3,797,312

14,391

189,866

Owner-Occupied Homes

21,238

280,207

1,062

14,010

Rental Units

266,574

3,517,105

13,329

175,855

CMF Award Per-Home

$11,000

$11,000

$11,000

$11,000

Average Cost Per home

$140,000

$140,000

$140,000

$140,000

New Construction Jobs

13,327

175,827

666

8,791

Seasonal Construction Jobs

230,825

3,045,441

11,541

152,272

Development Projects

7,996

105,496

400

5,275

Assistance to Homebuyers

4,442

58,609

222

2,930

Total CMF Spending
Average Leverage Ratio

As a result, while the current arrangements would support the financing of 1,062 additional
homes owned and occupied by low-income households, and 13,329 additional rental units per year
for low-income households, the recapitalization strategy could support financing for 14,010
additional homes and 175,855 additional rental units, per year, for low-income households. (Table
9

2, above) Moreover, this activity would support 8,791 new, full-time construction jobs and
152,272 additional seasonal construction jobs, per year, compared to 666 full-time construction
jobs and 11,541 seasonal jobs under the current arrangements.
Like most U.S. homeowners and lenders, Fannie Mae and Freddie Mac have finally moved
beyond the enormous losses they suffered during the 2008-2009 crisis, and in most respects repaid
the Treasury for its bailout assistance. Furthermore, HERA has addressed many of the two
companies’ shortcomings which drew broad, legitimate criticism, including their inadequate
capitalization and extensive lobbying operations. Fannie and Freddie are now subject to
monitoring, targeted examinations, and risk assessments by the FHFA. Under the FHFA’s
direction, Fannie and Freddie are committed to maintaining 4.0% capital reserves. Further, both
enterprises have implemented programs to transfer much of their credit risk to private investors:
FHFA reports that the two companies have transferred “a significant amount” of the credit risk on
nearly 50% of their mortgage acquisitions, and which, according to the FHFA, account for nearly
90% of the loans comprising most of their underlying credit risk.7
In this context, the government should end its current conservatorship of Fannie and
Freddie and return them to private ownership and normal operations, given that those operations
will be regulated more strictly and capitalized more conservatively. A recapitalization program
along the terms proposed here would enable the two enterprises to meet their traditional
responsibilities for promoting broad home ownership and to carry out their more recent mandate
of supporting greater access to affordable rental housing and homeownership for low-income
Americans.
II.

The History of Fannie Mae and Freddie Mac

The Great Depression took a terrible toll on America, reflected dramatically in the numbers
of unemployed and the numbers of people who lost their homes. By 1933, the unemployment rate
reached 25%; and by 1934, nearly one-half of all mortgages were delinquent and two million
Americans were homeless.8 For President Franklin D. Roosevelt, fixing the housing market would
not only help keep Americans in their homes, it also would boost employment. In 1934, Congress
created the Federal Housing Administration (FHA) to federally-insure home mortgages issued by
FHA-approved lenders; and today, the FHA is the largest mortgage insurer in the world. Four
years later, Congress created the Federal National Mortgage Association (Fannie Mae) to promote
greater home ownership.9 Established originally as a government agency, Fannie Mae was
authorized to buy and sell FHA-approved mortgages from private lenders, creating a secondary
mortgage market that enables private mortgage lenders to fund more mortgages.10 In 1946,
Congress authorized Fannie to also purchase mortgages backed by the Veteran Administration
(VA); and in 1954, Congress transformed Fannie Mae from a government agency to a public–
private partnership, and one exempt from most state and local taxes.
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Government Accountability Office (2009).
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Moreover, in 1968, the Housing and Urban Development (HUD) Act divided Fannie into
a government-sponsored private corporation and a second, government-owned operation called
the Government National Mortgage Association (Ginnie Mae). This split removed Fannie from
the federal budget, and from the early 1970s, Fannie Mae began to purchase conventional
mortgages that met certain standards, including those not backed by the FHA. For its part, Ginnie
Mae has remained a government agency within HUD that guarantees government-backed loans
from the FHA, the VA, the Public and Indian Housing Agency, and Rural Development home
loans, all backed by the full faith and credit of the U.S. government. To further its mission of
supporting affordable housing, Ginnie Mae issued the first mortgage-backed security (MBS) in
1970, and continues to guarantee payments on MBS that pool government-guaranteed loans.
Over this period and through the 1950s and 1960s, the number of mortgages Fannie Mae
purchased increased substantially, 11 and home ownership rates rose sharply. (Figure 1, below)
Figure 1: Homeownership Rates in the United States, 1900-Present12

The 1968 Act also authorized HUD to oversee Fannie Mae, including authority to require
that Fannie use a certain share of its mortgage purchases to help serve low and moderate-income
households. This was the first time that Fannie Mae’s mission included explicit, affordable
housing targets for low and moderate-income households. Under this authority, the Secretary of
HUD required that at least 30% of Fannie Mae’s mortgage purchases serve low and moderateincome households, and at least 30% serve those living in central cities.13 HUD later raised those
targets to 42% in 1997 and up to 50% in 2001.
In 1970, Congress established the Federal Home Mortgage Corporation (Freddie Mac) to
provide competition with Fannie in the secondary mortgage market; and in 1971, Freddie
11

Ibid.
U.S. Census Bureau (2015-A).
13
Government Accountability Office (2009).
12

11

introduced the first MBS based on conventional mortgage loans.14 Through the 1970s and 1980s,
Fannie and Freddie were authorized to expand their reach into mortgages for two-to-four family
units in 1978, adjustable rate mortgages in 1981, and other multifamily housing loans in 1983. By
the end of 2000, Fannie and Freddie’s combined portfolios of mortgages and MBS total some $2.3
trillion, equivalent to 44.2% of all U.S. household mortgage debt.15 Moreover, the volume of
Fannie and Freddie-backed MBS held by private investors reached $1.3 trillion by 2000 and then
grew more than three-fold over the next decade, reaching close to $4 trillion by 2009.16
Figure 2: Outstanding Mortgage Backed Securities, Fannie Mae and Freddie Mac, 1970-2007

Affordable Housing Goals
As noted above, Fannie Mae and Freddie Mac have long had the mission of providing
“ongoing assistance to the secondary market for residential mortgages (including activities relating
to mortgages on housing for low- and moderate-income families involving a reasonable economic
return)” and promoting “access to mortgage credit throughout the Nation (including central cities,
rural areas, and underserved areas).”17 In 1992, however, Congress concluded that Fannie and
Freddie were failing to meet their stated housing goals,18 and HUD was not properly overseeing
the two companies’ financial activities and efforts to meet their affordable housing goals. In
14

Ibid.
Cochran, III, Jay and Catherine England (2001).
16
Dynan, Karen and Ted Gayer (2011).
17
U.S. Department of Housing and Urban Development (2001); and Federal National Mortgage Association Charter
Act (2010).
18
General Accountability Office (2009).
15

12

response, Congress further defined Fannie and Freddie’s low and moderate- income housing
targets and created an independent office inside HUD to monitor the companies.19 The 1992 Act
also amended Fannie and Freddie’s charters, creating an “affirmative obligation to facilitate the
financing of affordable housing for low-income and moderate-income families.”
In 1995, HUD set the affordable housing goals noted earlier, regarding the share of Fannie
and Freddie mortgage purchases targeted to low and moderate-income families, including goals of
42% for 1997 to 2000, 50% for 2001 to 2004, 52% in 2005, 53% in 2006, 55% in 2007, and 56%
in 2008.20 Low and moderate-income was defined as no more than the median income of a
metropolitan area, with special provision that at least 20% of the housing units financed by Fannie
and Freddie mortgage purchases go for families with incomes no greater than 60% of the area’s
median income.21 These stipulations largely involved their purchases of mortgages for multi-unit
housing designed to be rental units for low and moderate-income families. The GAO found that
Fannie and Freddie met those goals until 2008,22 and HUD reported that Fannie and Freddie
together help finance nearly four million mortgages for housing units for low and moderate-income
households.23 However, other analysts have questioned HUD and the GAO, holding that Fannie
and Freddie had little effect on the housing conditions of low and very low-income households.24
Data suggest that Fannie and Freddie’s affordable housing targets generally have lagged
the market, with conventional mortgage lenders serving relatively more low-income homebuyers
than Fannie and Freddie,25 although many of those conventional mortgages were subprime.
However, Fannie and Freddie also expanded their purchases in the subprime mortgage sector, with
their purchases of subprime MBS reaching $81 billion in 2003 and $176 billion in 2004.26 Many
of those subprime mortgages and MBS failed in 2008 and the years following, creating the crisis
from which Fannie and Freddie are currently trying to extricate themselves.
It is also notable that despite these explicit public missions, as well as Fannie and Freddie’s
public guarantees, the President does not nominate any members of their boards as public interest
directors, as is customary for the Federal Home Loan Banks and other GSEs. In 2003, the Bush
administration proposed broad reforms for Fannie and Freddie, including shifting their oversight
from the Office of Federal Housing Enterprise Oversight (OFHEO) in HUD to the Treasury
Department. The proposal died in Congress, in part because the Treasury favored strict regulation,
including specified capital reserves, and measure to mitigate risk. However, the Bush proposal
did not heed the example of other GSEs and propose that public interest directors comprise as
much as 40% of their boards. Instead, Fannie and Freddie’s privately-named directors oversaw
both enterprises as purely for-profit entities in the years leading up to the financial crisis. In the
regulatory regime to accompany the recapitalization strategy, the President should be authorized
to name a substantial minority of the boards as public interest directors.
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III.

Fannie Mae and Freddie Mac in the Recent Financial Crisis

The way that Fannie Mae and Freddie Mac affect the nation’s housing markets is not
widely understood by the public and many policymakers. The two companies do not originate any
mortgage loans; rather, they guarantee and purchase mortgage loans from primary lenders such as
banks and credit unions, and they package many of loans they purchase into securities for outside
investors to buy. In this way, they directly “support liquidity and stability in the secondary
mortgage market, where existing mortgage-related assets are purchased and sold,”27 and indirectly
for the primary mortgage market as well. Generally, these activities are limited to mortgages that
conform to certain standards, including an individual cap of $417,000 in 2015 and underwriting
standards based on the borrower’s credit risk.28
These activities generate substantial revenues, and they produce substantial profits when
conducted properly. In 2005, Fannie and Freddie purchased 5,933,142 home mortgages with a
total face value of more than $1 trillion from primary lenders, and bundled them together as
mortgage-backed securities (MBS).29 These activities often are closely-tied: In a process called
lender swap, Fannie and Freddie purchase a package of conforming mortgages from a primary
lender and pay the lender with MBS, which the lender can either hold as an investment or sell to
other investors. In other cases, they purchase conforming mortgages from the primary lenders for
cash, using their “cash-window.” In both cases, they may retain the mortgages in their asset
portfolio or securitize them as MBS for sale to global investors.30
Fannie and Freddie also guarantee the MBS they issue against the risk that homeowners
will fail to make timely payments on their mortgages, in exchange for a monthly fee from the
purchasers of the guaranteed MBS. In 2014, for example, the fee for new loans was 58 basis points
(bps), an increase of seven bps from 2013.31 While Fannie and Freddie’s guarantees are not backed
by the “full faith and credit” of the U.S. government, most investors believe in an implicit
government guarantee based on the government’s presumed unwillingness to let Fannie and
Freddie default on those guarantees, which played out in 2008-2009. This implicit guarantee has
made the MBS guaranteed by Fannie and Freddie extremely safe securities.32
Fannie and Freddie also generate revenues and profits from their assets, which include
individual mortgages, MBS which they issued, MBS issued by others, and other fixed-income
instruments. Fannie and Freddie often purchase these balance-sheet assets with cash raised from
issuing their own debt. This practice, much like the guarantees they issue, is profitable under most
economic conditions but deeply compromising if, as happened in 2007-2010, housing prices
plummet and the economy enters a serious recession.33
A number of factors made Fannie and Freddie vulnerable to their recent crisis. Some
analysts argue that the favorable borrowing rates generated by their implicit government guarantee
27

Federal National Mortgage Association (2015-A).
Frame, W. Scott, Andreas Fuster, Joseph Tract and James Vickery. (2015).
29
U.S. Department of Housing and Development (2008), Table 14a-2005 and Table 14b-2005.
30
Federal National Mortgage Association (2013).
31
Federal Housing Finance Agency (2015-B).
32
Frame et al. (2015).
33
Ibid.
28

14

encouraged them to over-expand their market position, including riskier mortgages.34 Further, in
the early-2000s, Fannie and Freddie executives had been concerned about losing market position
to less regulated “private-label securities” (PLS) that often bundled high-interest-rate mortgages
that did not meet traditional standards. In fact, new “analytic techniques” adopted by the ratings
agencies and many institutional investors quickly (and unwisely) deemed as safe such highyielding instruments.35 Nevertheless, from 2003 to 2006, the percentage of MBS originating from
private vendors nearly tripled, from about 20% to nearly 60%; and over the same period, the
combined income of Fannie and Freddie declined by half.
Despite these intense market pressures, Fannie and Freddie avoided direct purchases of or
guarantees for sub-prime mortgages held by lower-income households. However, their portfolio
came to include some riskier, non-traditional mortgages, or “Alt-A mortgages,” entering this
riskier territory in an indirect way by purchasing blocks of PLS. In 2005, for example, Fannie and
Freddie purchased more than $200 billion of PLS.36 In so doing, both companies quickly expanded
their profits. At the time, Alan Greenspan noted that he was “unable to find any credible purpose
for the huge balance sheet built by Fannie and Freddie other than the creation of profit,” and that
such relatively risky investments could prove inconsistent with their “mission of providing primary
mortgage market liquidity during a crisis.”37
Once home prices began to decline in 2007, mortgages defaults rose sharply. The Federal
Reserve Board reports that “serious delinquency rates” on mortgages, which had averaged 1.7%
from 1979 to 2006, soared to 4.5% by June 2008. In the same month, the serious delinquency rate
for subprime mortgages reached 21.0%.38 As a result, many PLS held by Fannie and Freddie
declined in value, despite their high “ratings.” In 2008, the capital market divisions of Fannie and
Freddie, which manage their investment activities in mortgage loans and mortgage-related
securities, lost more than $57 billion.39 The high foreclosure rates also forced Fannie and Freddie
to assume explicit ownership of many single-family homes with mortgages they had guaranteed;
and as the value of these homes feel sharply, the asset side of the balance sheets of both companies
deteriorated further. 40
These developments were further aggravated by Fannie and Freddie’s use of extreme
leverage, after many years of financing their expansion through debt issues rather than equity
issues. Their official leverage ratios ranged from 23-to-1 to 38-to-1 for 2001 to 2007, rivaling
Lehman Brothers and Bear Stearns; and economists at NYU have calculated that their “creditbased leverage ratio,” which includes off-balance sheet guarantees, was about 70-to-1 over this
period.41 As a result, the decline in the value of their assets quickly overwhelmed their equity.
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Ineffective regulation and oversight enabled and abetted these excesses and their associated
vulnerabilities. Neither company had in place an adequate risk management system, despite the
fact that the Office of Federal Housing Enterprise Oversight (OFHEO) had directed Fannie to do
so in 2006. In 2009, the newly-established Federal Housing Finance Agency (FHFA) found that
Fannie had failed to comply with OFHEO’s 2006 directive, and reiterated that judgment in 2010
and again in 2011. Yet, the FHFA failed to take any additional steps to ensure compliance, and
acknowledged in late 2011 that it lacked the capacity to effectively monitor and regulate Fannie
and Freddie’s activities.42
Similarly, the OFHEO had no authority to manage or change Fannie and Freddie’s capital
requirements or standards, which remained under the control of Congress and committees of
jurisdiction that traditionally protected both enterprises from strict regulation.43 Fannie and
Freddie’s extraordinarily low capital standards – 2.5% against the book value of their on-balance
sheet assets, and 0.45% against their off-balance sheet guarantees -- allowed them to expand their
profits during the housing boom but provided little buffer when the housing market tanked.44
The Housing and Economic Recovery Act (HERA)
As the housing market continued to sink in the summer of 2008, Congress passed the
Housing and Economic Recovery Act (HERA) to protect Fannie and Freddie from collapse and
help bolster the market. As noted above, the Act created the Federal Housing Finance Agency
(FHFA) with significantly more authority than OFHEO. FHFA was authorized to set capital
requirements, prudential management standards, and executive compensation for both enterprises.
The FHFA also was granted conservatorship authority, so it could take over Fannie and Freddie
and force them to reorganize and conserve their assets. HERA also gave the FHFA receivership
authority, which empowers the agency, if necessary, to reorganize Fannie and Freddie and
liquidate their assets.45
As the economic crisis deepened, investors began to question Fannie and Freddie’s ongoing
viability. HERA had given the Treasury Department new authority to support the market for
Fannie and Freddie by directly purchasing their securities.46 Treasury Secretary Henry Paulson
considered this power to be a formidable signal of the government’s commitment to the two
enterprises, whether or not it was invoked: “If you’ve got a squirt-gun in your pocket, you may
have to take it out. If you’ve got a bazooka and people know you’ve got it, you may not have to
take it out.”47 In time, the Treasury invoked and acted on this authority.
HERA also strengthened Fannie and Freddie’s commitment to affordable housing by
established the Housing Trust Fund (HTF) and the Capital Magnet Fund (CMF) to support state
programs providing housing assistance. The Act directed that the new trust funds be capitalized
by payments of 4.2 basis points of all new business revenues (0.00042%) generated by Fannie and
42

Federal Housing Finance Agency, Office of the Inspector General (2011).
Stanton, Thomas (2009).
44
Acharya et al. (2011).
45
Reiss, David J. (2014).
46
Independent Community Bankers of America (2008).
47
Reddy, Sudeep (2008).
43

16

Freddie, with 65% of those funds for the HTF and 35% for the CMF. While the funds were not
capitalized before the FHFA placed Fannie and Freddie in conservatorship, Congress expected
that the funds would receive about $500 million per year.
Under HERA, the HTF is administered by the Department of Housing and Urban
Development (HUD) and provides block grants to state agencies that support the stock of
affordable housing and broad access to it, including help with rent or mortgage refinancing, and
property purchases, construction and demolition.48 Every state is guaranteed a minimum grant of
$3 million per year, with the overall funding distribution based on each state’s quantity of
affordable rental housing. HERA also directs that no more than 10% of grants go to support
homeownership, reserving at least 90% for support for affordable rental housing. HERA further
stipulates that 75% of funding go to assist families with incomes below the poverty line or families
with incomes of less than 30% of local median income, and the remaining 25% go to programs
assisting families with less than 50% of the local median income.
The second trust fund created under HERA, the CMF, is administered by the Community
Development Financial Institutions Fund and the Department of the Treasury. The CMF focuses
its support on competitive grants to Community Development Financial Institutions (CDFI) and
other not-for-profit organizations that promote affordable housing and other economic
development activities. At least 70% of funding for any grantee must go to support affordable
housing, and grantees are required to leverage their CMF award with at least ten times the award
amount from other outside sources, and complete their projects within five years.49
The Conservatorship of Fannie Mae and Freddie Mac
On September 6, 2008, the newly-minted FHFA placed Fannie Mae and Freddie Mac into
conservatorship. In August, Fannie Mae had reported $41.2 billion in total equity and Freddie
Mac reported $12.9 billion, levels exceeding their capital requirements; but the values they
attributed to their assets were badly outdated. An analysis by the Federal Reserve Bank of New
York found that if those assets were treated in the way that banks value their assets, Fannie Mae’s
net book value would have been $20.6 billion, and Freddie Mac would have fallen into negative
equity. Moreover, the fair market value of the assets of both entities was considerably less than
their book value; and these concerns, combined with the bleak outlook for housing markets,
convinced the FHFA to take such drastic action.50
As a conservator, the FHFA is responsible for restoring Fannie and Freddie to solvent
conditions while preserving their assets and maintaining their public mission. To these ends, the
agency directed the two enterprises to suspend dividends to their shareholders and funding for the
two trust funds, which in case had not yet received any funds. 51 The agency also replaced the
CEOs and directors of both Fannie Mae and Freddie Mac,52 and barred both companies from
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lobbying the government.53 Under the conservatorship agreement, the Treasury Department also
agreed to provide liquidity for the continued operations of both companies in exchange for
preferred stock with annual 10% cash dividends or 12% stock dividends. Under these Preferred
Stock Purchase Agreements (PSPAs), the Treasury committed to provide up to $100 billion I
financing, later amended to $200 billion and then to an unlimited amount. Under the PSPAs, in
exchange for these commitments, the Treasury received $1 billion in preferred stock from each
enterprise and warrants for 79.9% of their common stock.54 In addition, the FHFA agreed to
withhold dividends for any other shareholders, including private preferred shareholders, unless the
Treasury directed otherwise.55 Finally, Fannie and Freddie were directed to reduce their retained
portfolios by 10% per year until each retained no more than $250 billion.56
In August 2012, the Treasury amended its agreement with the FHFA, so the Treasury
could begin immediately to sweep all of the two companies’ quarterly profits to the Treasury.57
Under this new provision, the Treasury each month claims the net worth of Fannie and Freddie
above a gradually-declining “net worth buffer.”58 The amendment’s stated goal is to wind down
Fannie and Freddie’s operations.59 The result is that Fannie and Freddie will have zero net worth,
with their assets equal to their liabilities, and zero shareholder equity, by 2018. Unsurprisingly,
the share prices of both enterprises, which had fallen when the FHFA and Treasury determined to
withhold dividends, fell considerably more with the amendment’s adoption.
The result of all this, as some analysts have described it, is that the federal government
effectively owns Fannie and Freddie without having legally nationalized them. While these
arrangements may be acceptable during a conservatorship intended to restore the two enterprises
to safe and solvent conditions, they are not acceptable as a long term state of affairs, especially
since they leave taxpayers at risk in the next housing downturn. In particular, the Treasury’s
quarterly sweeps of Fannie and Freddie’s profits have denied the two enterprises the ability to
rebuild capital through their retained earnings, aggravating the risks to taxpayers.
With the improving housing market, the financial condition of Fannie and Freddie began
to turn around in 2012. The two enterprise, which had lost more than $200 billion from 2008 to
2011, earned $28 billion in 2012, $132 billion in 2013, and $22 billion in 2014.60 (Their huge
2013 profits mainly reflected a one-time adjustment to their deferred tax assets.) The federal
government is the only beneficiary of this recent success, since the profits are swept by the
Treasury, and private shareholders cannot collect dividends.61 In response, private shareholders
have brought lawsuits charging the FHFA with violating their legal rights to share in Fannie and
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Freddie’s profits and with a failure to comply with HERA.62 Should those shareholders be
successful and Treasury has to walk back the August 2012 amended agreement with FHFA, the
Treasury could face demands to return to Fannie and Freddie the $131 difference between what it
received under the net worth sweep and what it would have received under the original provision
for a 10% cash dividend.
IV.

The Current State of American Housing

Housing is a major force in most economic recoveries. The Federal Reserve usually cuts
interest rates during recessions; and since housing construction and home purchases are highly
interest-rate sensitive, rising demand in the housing sector is often the leading factor in the
economy’s recovery. Following the 1974-1975 and 1981-1982 recessions, for example, housing
construction added a full %age-point to GDP growth; and after the 2001 recession, housing-related
sectors provided nearly 40% of all new, private-sector job creation.63 The recovery from the 20072009 recession, however, has been different. As then-Federal Reserve Board chair Ben Bernanke
noted in a 2012 address to the Economic Club of New York,
Previous recoveries have often been associated with a vigorous rebound in housing,
as rising incomes and confidence and, often, a decline in mortgage interest rates led
to sharp increases in the demand for homes. But the housing bubble and its aftermath
have made this episode quite different.64
In mid-2015, eight years after the onset of the housing crisis, construction remains at least
20% below pre-crisis levels.65
The government has applied a range of measures to stimulate the housing sector, with only
limited success. In 2009, Congress enacted the Home Affordable Modification Program (HAMP),
which uses TARP funds to reward mortgage lenders that restructure the mortgages of strapped
homeowners, so they have to pay no more than 31% of their monthly gross incomes.66 Similarly,
the Home Affordable Refinance Program (HARP) encourage lenders to help homeowners
refinance their mortgages when those mortgages are “under water” by exceeding the market value
of the homes. Both programs are limited to mortgages backed by Fannie or Freddie. Since their
establishment, HAMP has helped some 1.5 million homeowners, and HARP has assisted more
than 3 million more.67 Congress also appropriated $80 million dollars in 2010 for the Capital
Magnet Fund (CMF), which along with the HTF had remained unfunded. By the end of 2012, the
CMF had supported 265 projects affecting nearly 7,000 households. Congress also enacted
initiatives to support the home rental market, including measures to facilitate the rehabilitation of
publically and privately owned affordable housing units and incentives for rental owners to
maintain affordable rents.68
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Nevertheless, the current housing recovery has been exceptionally slow. While housing
debt has fallen sharply, high housing debt still burdens many individuals and communities. Zillow,
the online real estate media company, reported that in the first quarter of 2012, more than 31% of
mortgaged homeowners had negative equity; by the first quarter of 2015, more than 15% of
mortgaged homeowners (some 7.9 million households) were still “under water,” and an additional
18% had less than 20% equity.69 Such low or negative equity often keeps homeowners who
otherwise would move from doing so. It also promotes higher saving by those homeowners, which
in turn dampens their consumption and leaves them vulnerable to serious hardship if an outside
shock occurs, such as the loss of a job or a serious illness or injury.
At the same time, banks have imposed more stringent requirements on mortgage
borrowers, including higher credit scores, less outside debt, larger down payments, and more
documentation. These stricter conditions have especially affected first-time homebuyers.
Recently, the government has tried to ease those conditions. In December 2014, the director of
the FHFA, Melvin Watt, directed Fannie and Freddie to support mortgages with down payments
as low as 3%;70 and in January 2015, the FHFA announced that the Federal Housing Authority
(FHA) would lower the insurance payment for FHA-insured mortgages by a half %age point.71
Housing credit conditions have begun to ease, but access to mortgages remains much lower than
before the housing crisis.72
Nationwide, housing prices bottomed out in 2011 and since then have nearly recovered to
their pre-recession levels. From 2008 to through 2010, a glut of houses on the market , including
foreclosed houses, depressed housing prices; but more recently, the supply of houses, relative to
demand, is more in line with historical averages. A study by the Federal Reserve Bank of Dallas,
for example, found a six months’ supply of single-family homes for sale, and the price-to-rent ratio
used to gauge whether homes are properly valued is back in line with its historical averages.73
Within the nationwide housing recovery, however, housing prices in some cities, such as Las
Vegas and Phoenix, remain more than 25% below their pre-crisis levels.74
Housing construction also remains depressed. Construction of single-family housing
started to increase in 2012, but at its current rate of growth (14.7% per year), single-family home
construction will not return to its 2007 levels for several years. 75 Construction on multi-family
housing such as apartment and condominium complexes has been relatively stronger, suggesting
an income-based shift from single-family dwellings to apartments. In 2011, the annual rate of
single-family homes was negative, but multi-family home construction grew 56%. While the
growth rate of multi-family home construction has not yet the high levels seen in 2011, the number
of multifamily home starts has continued to increase; and in 2014, those home starts grew 14%.76
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Construction employment also remains well below its 2007 levels.77 From March 2007 to
January 2011, the number of people working in home construction declined by some 30%, from
7.7 million to 5.4 million position. Today, 6.3 million people are employed in home construction,
or still more than 18% fewer jobs than in March 2007. If overall economic conditions continue
to improve, as expected, increases in construction employment should continue.78
All told, home ownership rates have declined sharply. That rate has fallen fairly steadily
from a peak rate of 69.4% in the second quarter of 2004, to 63.9 % in the fourth quarter of 2014,
a decline of 7.9%.79 There also are considerable regional differences in these rates. In the fourth
quarter of 2014, homeownership was highest in the Midwest, with a rate of 68.3 %, followed by
households in the South at 65.5%. Households in the Northeast and West had substantially lower
ownership rates at 61.9% and 58.6%, respectively.80
The largest declines in home ownership have occurred among younger and minority
households, both of which began with relatively low rates. From the first quarter of 2008 to the
fourth quarter of 2014, homeownership rates fell 12.1% among households headed by people under
35 years old and by 11.8% among those headed by people 35-to-44 years old, compared to declines
of 6.0% and 5.7% for households headed by people 45-to-54 and 55-to-64 years old, respectively.81
Similarly, from the first quarter of 2010 to the fourth quarter of 2014, the home ownership rate for
households headed by non-Hispanic whites declined by less than 3%, from 74.5% to 72.3%.82 By
contrast, the rate for households headed by African-Americans fell by 7.7 percent, declining from
45.6% at the end of 2010 to 42.1% at the end of 2014; and homeownership rates for households
headed by Hispanics fell 8.2%, down from 48.5% to 44.5% over the same years.
The challenges also are evident in the rental market. The Joint Center for Housing Studies
at Harvard University found that from 2010 to 2014, demand for rental housing increased by an
average of 900,000 unit per year, the highest sustained rate on record. 83 The rising demand for
rental housing, a development closely tied to falling home ownership rates, is also evident in falling
rental vacancy rates: From 2005 to 2008, rental vacancy rates averaged 9.8% and peaked in the
third quarter of 2009 at 11.1%.84 In 2014, these rates averaged 7.6%, a 22.5% decline from the
average for 2005 to 2008, and reached a low of 7.0% in the fourth quarter of 2014, a 36.9% drop
from its 2009 peak. Moreover, older and higher-income households, groups with high rates of
homeownership, account for a disproportionate share of this recent rental growth. Households
headed by people age 55 and over comprise one-quarter of all renters while accounting for 42% of
all rental growth from 2004 to 2014. Similarly, households in the top income quartile contributed
20% of all rental growth over this period while comprising 11 % of all renters.85
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To meet the rising demand for rental units, owners and developers have converted owneroccupied homes to single-family rental units and increased construction of new multifamily rental
properties. From 2004 to 2014, the number of households living in single-family rental units
increased by 3.2 million, accounting for nearly one-half of the growth in rental households over
that period.86 However, the increases in the stock of rental housing have not kept up with demand,
especially for moderate-income households. In 2013, the median rent for units in new multi-family
housing was $1,290 per-month, a level that exceeds the standard measure of 30% of gross income
for an estimated two-thirds of renting households.87 Moreover, average rents have been rising
much faster than overall inflation, nationally and especially in cities such as San Francisco, San
Jose, Denver, and Honolulu, where average rents have been rising at rates exceeding 10% per year.
In 2014, nearly one-half of all renters were forced to spend more than 30% of their incomes on
rent, and rent claimed more than half of the income of more than one-quarter of renters.88
Current Obstacles to Homeownership and Affordable Rental Housing
As much of the data described above suggest, the country’s current housing problems
disproportionately affect relatively lower-income people and households. These challenges are
especially severe for households headed by people without college degrees: A recent study from
the Brookings Institution found that the incomes of households headed by younger high school
graduates – people who were 25-to-29 years old in 2001 – rose just $2,000 as they aged from 2002
to 2013, compared to gains of nearly $20,000 by households headed by people of comparable ages
with college degrees.89 Furthermore, a 2008 study found that the wealth of moderate-income
homeowners, on average, depends much more heavily on rising home values than the wealth of
higher-income homeowners. In that context, the Federal Reserve Board reports that the housing
equity of homeowners in the highest income decile declined by 4.4% from 2010 to 2013, compared
to an 11.0% decline for homeowners with below-median incomes.90 Further, as of March 2015,
the mortgages (and mortgage holders) for 15% of homes worth less than $200,000 were
underwater – that is, carried negative equity -- compared to 6% of homes worth more than
$200,000.91 And homeowners carrying subprime mortgages – principally people with modest
incomes – are not even eligible for the new federal loan modification programs.92
In this environment, most moderate income households have very limited access to
mortgage credit. Many banks now apply credit standards that are considerably more stringent than
required for Fannie or Freddie mortgage purchases or guarantees. A recent study from the Urban
Institute found that total “credit risk” for new mortgages, which includes borrower risk and
“product risk,” (for example, that the house will wash away in a flood or be condemned for ground
pollution) has fallen by two-thirds, compared to 2006 when mortgage money was widely available,
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and by one-half compared to the more typical conditions of 2001, before subprime lending became
common.93 The authors further estimated that if mortgage credit were as available in 2009 to 2013
as it was in 2001, some four million additional households could be homeowners today.
These burdens on moderate-income households trying to purchase a home, especially for
minority households, come on top of the challenges those households have long faced in securing
mortgages. A 1986 study found that the likelihood of being rejected for a mortgage in Boston was
5.5-to-8.2 percentage-points greater for minority households than for white households, all else
being equal.94 Similarly, a 1994 study from the Federal Reserve Bank of Cleveland found that
homeowners in lower-income neighborhoods had more difficulty securing home-improvement
loans than their counterparts in higher-income neighborhoods, controlling for income and other
characteristics associated with mortgage denial.95 Further, a 2004 study concluded that persistent
gaps in home ownership rates between African-Americans and whites and between Hispanics and
non-Hispanic whites cannot be explained by household income, family status, education, and
health status.96
Further, the wealth of minority households, like lower-income households, is highly
dependent on rising home values. A 2008 HUD study found that among higher-income
households, before the housing crash, the non-housing wealth of whites grew 8.8 times faster the
non-housing wealth of African-Americans, while the home equity wealth of whites grew 1.3 times
faster than the home equity wealth of African-Americans.97 Another study found that from 2009
to 2011, prices nearly stabilized for houses owned by an average white homeowner, while those
owned by the average African-American homeowner fell 6%.98 African-American households also
were more likely to hold toxic sub-prime mortgages, after controlling for income, because they
were more likely to be targeted by predatory lending practices.99 In this context, the Urban
Institute study of credit conditions in 2009 to 2013, compared to 2001, found that under the credit
conditions of 2001, the number of new mortgages secured by whites in 2013 would have been
45% greater, compared to increases of 60% for Hispanics and 100% for African-Americans.100
The current conditions of the housing market disproportionately burden moderate and low
income households in other ways. Affordable housing for those households is not as profitable
to build and operate as luxury apartments, even with federal subsidies such as the Low Income
Housing Tax Credit (LHITC). The Harvard Joint Center for Housing Studies Urban Institute
reports that over the last decade, the supply of affordable housing for “extremely low-income”
households earning less than 30% of the local median earnings fell from 70 units for every 100
households to 34 units per-100 households, and the supply of affordable housing for “very lowincome” households earning less than 50% of local median earnings is only 58 units for every 100
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households.101 In addition, the supply of affordable units for extremely low and very low income
households is expected to continue to fall over the next five years.102
Lacking access to affordable housing has many adverse consequences for lower-income
families and their communities. Households forced to spend a disproportionate share of their
incomes on housing are more vulnerable to a financial shock such as illness and more likely to
become homeless. Many such households also are forced to scrimp on basic necessities such as
food, clothing, transportation, and health care. Empirical evidence shows that individuals with
access to secure housing have better health outcomes. Studies from the Center for Disease Control
(CDC) have found that adults with such “insecure housing” are nearly 28 %age-points more likely
to forgo medical visits for reasons of cost, and more than 16 %age-points more likely to experience
mental distress. In addition, children in such environments have worse school attendance and
educational and mental health outcomes.”103
The Current Condition of Fannie Mae and Freddie Mac
Fannie Mae and Freddie Mac have remained critical to the mortgage industry and the
financial sector even in their conservatorship, especially since more private firms have become
reluctant to assume a “first-loss position” in which they absorb the initial losses from a delinquent
or foreclosed mortgage. With the Government National Mortgage Association (Ginny Mae),
Fannie and Freddie guaranteed more than 90% of all conforming, single-family mortgages
originating in 2014. At the end of 2014, Fannie held some $3.25 trillion in assets,104 and Freddie
held more than $1.9 trillion.105 Under the terms of their conservatorship and the Treasury
Department’s “preferred stock purchase agreements,” however, Fannie, Freddie and Ginny Mae
are directed to further reduce the size of their retained mortgage portfolios. As a result, they all
have found other ways to generate profits, including charging banks higher fees for their mortgage
guarantees, which in turn raises the cost and price of mortgages.106
Notwithstanding their lack of reserve capital tied to the profit-sweep arrangement with the
Treasury Department, Fannie and Freddie appear to be reasonably strong. Fannie Mae reports that
it earned more than $14 billion net income in 2014; and by the end of that year, Fannie had paid
$142.5 billion to the Treasury, which is $26.3 billion more than it received in direct bailout
payments from the Treasury. One reason is that less than 1.9% of Fannie-backed mortgages are
in serious delinquency, roughly one-third the rate at the height of the housing and economic
crisis.107 Similarly, Freddie Mac guaranteed $255.3 billion of new single-family mortgages in
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2014, and reported nearly $8 billion in profits. All told, Freddie has paid the Treasury $96.5 billion
or $25.2 billion more than in bailouts, and the rate of serious delinquencies for Freddie-back
mortgages also has fallen to 1.9%.108
In 2013, Fannie and Freddie also began to offer new, unsecured debt products, called
Connecticut Avenue Securities (CAS) and Structured Agency Credit Risk (STACR). Unlike
traditional guaranteed MBS, these new products shift the risk of mortgage defaults to the investors.
The investors purchase an interest in a reference pool of mortgages, and the payments they receive
are based on the performance of the mortgages in that reference pool. Generally, investors earn a
coupon rate higher than traditional mortgage-backed securities, since they assume additional risk;
but if a sufficient number of those mortgages default, the investors lose money. These new
securities shield Fannie and Freddie from bearing all of the losses associated with mortgage
defaults, and reveal the true price of credit risk in the housing market.109
Fannie and Freddie also have undertaken new initiatives to stimulate housing for moderate
and lower-income households. In December 2014, FHFA Director Watt announced that
homeowners with sound credit can qualify for Fannie and Freddie conforming mortgages with
down payments as modest as 3%.110 Further, Fannie inaugurated the “Home Path Ready Buyer”
program in April 2015 which offers first-time homeowners with a Fannie-backed mortgage a 3%
rebate if they enroll in a home-owning education course.111 In the same month. Fannie and Freddie
announced a new program for the Chicago metropolitan area that offers a discounted rate on
foreclosed properties to qualified not-for-profit organizations that rehabilitate the properties for
affordable housing.112
V.

Reforms to Recapitalize Fannie Mae and Freddie Mac and Promote
Broad Access to Affordable Housing and Home Ownership

For decades, Fannie Mae and Freddie Mac have been the government’s main vehicles for
promoting home ownership and broad access to affordable housing. Since their insolvency and
bailouts in the 2008-2009 housing and financial crisis, and the conservatorship which followed,
policymakers have debated whether Fannie and Freddie should reclaim their traditional role and,
if so, how they should be reorganized them to best achieve their goals without risking another
taxpayer bailout if financial and housing markets stumble badly again. Yet, most recent proposals
for reforming Fannie and Freddie would not foster higher home ownership and greater access to
affordable housing.
Proposals in Congress and by Outside Analysts
The strongest proposal has come from Senators Tim Johnson and Mike Crapo, based on an
earlier proposal from Senators Mark Warner and Bob Corker and approved by the Senate Banking
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Committee on May 15, 2015.113 If enacted, the bill will replace Fannie, Freddie and the FHFA
with a new regulatory agency to foster greater stability in the housing markets, called the Federal
Mortgage Insurance Corporation (FMIC). Similar to the Federal Deposit Insurance Corporation,
the FMIC would avert a reprise of the 2008-2009 financial meltdown by insuring and guaranteeing
the value of failing MBS after private investors absorb the first 10% of their losses.114 The bill
also would preserve the HTF and the CMF with their current funding arrangements to stimulate
production of affordable housing in underserved communities, and create the new Market Access
Fund (MAF) to provide grants to private enterprises or organizations developing new ways of
increasing homeownership in those communities.115
Unfortunately, the proposal has certain critical flaws. First, it would take an already
complex system and make it more convoluted by distributing the roles of Fannie and Freddie
among several different public and private entities. For example, primary lenders could no longer
sell individual mortgages to a government-sponsored enterprise capable of securitizing those
mortgages but, instead, would have to sell their mortgages to “Approved Aggregators” that would
deliver a package of mortgages to a single “Securitization Platform” for all FMIC-backed MBS.
Moreover, the bill would raise mortgage costs and thereby dampen homeownership. 116 Barclays
estimates that mortgage rates would increase by between 0.2 percentage points and 0.8 percentage
points, and a study from the Harvard Joint Center for Housing Studies forecast that mortgage rates
could rise by as much as 1.5 percentage points.117 A 1.5 percentage-point increase would raise the
monthly payments on a 30-year, $300,000 mortgage by $215; and even a 0.5 percentage-point
increase would raise those monthly payments by $70.118 Such rate increases would weaken the
housing market’s already less than robust conditions, including sluggish construction activity, tight
credit, and low homeownership rates.
Moreover, the housing market’s current problems, on top of the recent housing crisis, have
disproportionately affected lower-income and minority communities. Yet, the Johnson-Crapo
legislation fails to provide any targets for increasing affordable housing or means of accountability
in those efforts, even as the higher mortgage rates implicit in the legislation would
disproportionately disadvantage those same communities. At this time, however, the bill appears
to be stalled, since lack of sufficient support has persuaded the Senate Banking Committee to not
bring the bill to the Senate floor for a vote.
The other major proposal in Congress, the “Protecting American Taxpayers and
Homeowners (PATH) Act, would be an even more problematic way to promote broader access to
affordable housing. The legislation would phase out Fannie Mae and Freddie Mac over five years
and limit the federal government’s involvement in affordable housing to regulation of the securities
market.119 Industry analysts such as Mark Zandi, chief economist at Moody’s Analytics also
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argue that the PATH Act would seriously impair general access to conventional, 30-year fixedrate mortgages: On their own, private lenders are much less willing to assume substantial interest
rate risk and thus, on their own would be much less willing to invest in mortgages with long time
horizons.120 Nevertheless, the House Financial Services Committee approved the PATH proposal
in July 2013. Most observers, however, believe that the proposal will never become law; and so
like the Johnson-Crapo bill in the Senate, the Financial Services Committee has never reported the
bill to the floor of the House.
A scholar at the American Enterprise Institute (AEI), the conservative research
organization, has proposed that Congress downsize but not eliminate the role of Fannie and
Freddie. The study urges Congress to codify the definition of prime mortgages, lower the ceiling
on conforming loans, and so limit Fannie and Freddie to such conforming loans of prime mortgages
and reduce their investment portfolios.121 The author also would end purchases of MBS by the
Federal Reserve and force private investors in MBS to absorb their initial losses, and believes that
once all of these measures take effect, private investors and institutions will supplant most or all
of Fannie and Freddie’s operations. The strategy could provide a more orderly transition than the
PATH bill to a purely private-sector housing finance system; it also would raise mortgage rates,
reduce the viability of 30-year, fixed-rate mortgages, and significantly reduce access to affordable
housing for lower-income and minority communities.
A professor at the Robert Smith School of Business at the University of Maryland, Dr.
Clifford Rossi, has proposed a very different approach which would allow Fannie and Freddie to
operate much as they did before the crisis.122 First, the conservatorship of Fannie and Freddie
would have to end, which would require that the Treasury stop claiming all of Fannie and Freddie’s
profits so they can build up their capital reserves to least 4%. Rossi’s study also argues that Fannie
and Freddie’s retained portfolios should be reduced and the compensation of their senior
executives should be curbed. He believes that all of these measures, taken together and on top of
the Dodd-Frank financial system reforms, would sharply reduce the risk that taxpayers ever again
will have to bail out Fannie and Freddie – especially since he claims that a 4% capital buffer would
have covered Fannie and Freddie’s losses during the crisis, without any bailout.123 Four percent
capital reserves also is consistent with Basel III standards and greater than or equal to the 3.0% to
4.0% levels recommended in an internal Treasury Department memorandum from January 2011
that considered the recapitalization of Fannie and Freddie.124
We agree that the best strategy for promoting broad home ownership and access to
affordable housing, including for lower-income and minority households, entails recapitalizing
Fannie Mae and Freddie Mac. Further, such recapitalization, together with prudent capital
requirements, strict regulation by the FHFA, a reduced retained portfolio of mortgage assets and
MBS, and greater use of risk-sharing transactions that shift mortgage credit risk to private
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investors, should preclude future taxpayer bailouts of Fannie and Freddie under virtually any crisis
scenario.
Our Strategy to Promote Affordable Housing by Recapitalizing Fannie Mae and Freddie Mac
We agree that the best approach for promoting affordable housing involves the
recapitalization of Fannie Mae and Freddie Mac on terms which also generously fund the Housing
Trust Fund (HTF) and the Capital Magnet Fund (CMF) established by HERA. This can be
achieved, first, by the Treasury ending its sweep of Fannie and Freddie’s quarterly profits, so both
enterprises can build capital and restore reasonable value to their outstanding stock, and second by
the Treasury transferring the government’s warrants for 79.9% of the common shares of both
enterprises to the HTF and CPM, which could then sell the stock in secondary offerings to fund
their affordable housing activities.
This approach also assumes that given Fannie and Freddie’s payments to the Treasury thus
far of $239 billion, covering their $187 billion in capital injections plus $52 billion in dividends to
the Treasury, the Treasury will deem that Fannie and Freddie have met their obligations under the
2009 Senior Preferred Stock Purchase Agreement (PSPA). That agreement required that Fannie
and Freddie fully repay the funds provided by taxpayers to bail them out, plus an annual 10% cash
dividend or 12% stock dividend. The reduction of any remaining balance owed to the Treasury
would largely accrue to the Treasury’s stock warrants, which in turn would increase the resources
of the affordable housing funds that will receive the stock due under those warrants. We also
assume that the Treasury and the FHFA will permit Fannie and Freddie to raise additional capital
by issuing stock, as regulators have required other firms that received taxpayer assistance during
the financial crisis to do, in order to meet prudent capital requirements. When the conservatorship
ends, the President or FHFA should appoint 40% of Fannie and Freddie’s boards of directors, as
the President had done for many years.
The analysis of this strategy begins with a preliminary valuation of Fannie and Freddie.
Using standard methods for corporate valuation, the combined assets of the two enterprises should
reach $4.67 trillion in 2020, assuming the above conditions and the current path of their business
activities and fees for their guarantees. The analysis also assumes that Fannie and Freddie will
maintain 4.0% capital reserves, or $4 of equity capital and retained earnings for every $100 of
assets. This implies that Fannie and Freddie will need $187 billion in capital reserves by 2020, to
be raised by retained earnings and new capital raised from investors.
We modeled out this capitalization scenario. It assumes, again, that the Treasury will end
its net-profits sweep in the current fiscal year (FY 2015), and Fannie and Freddie will raise $100
billion through four rounds of new public stock offerings of $25 billion each, to help establish their
4.0 % capital reserves. It further posits that the government will exercise its warrants for 79.9 %
of the current common stock of Fannie and Freddie, distribute those shares to the HTF (65 %) and
the CMF (35 %), and that the HTF and the CPM will sell those shares to the public in three rounds
of secondary stock offerings. Those secondary stock sales should raise an estimated $99 billion
to endow the activities of the HTF and CMF.
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Those estimates also rest on projections of the value of Fannie and Freddie common stock,
once the Treasury stops sweeping or claiming all of their profits. Under current conditions with
that profit sweep, the 20.1 % of their stock held by private investors is valued at about $2.20 per
share. Once Fannie and Freddie can retain their profits and return to normal operations, the value
per share is projected to rise to $10.34 (2016), $11.38 (2017), $12.51 (2018), $13.76 (2019) and
$15.14 (2020). The new stock offerings also will reduce the ownership stake of those current
investors, from their 20% stake today to 16% in 2017), 13% in 2018, 12% in 2019, and 10% in
2020.125 Finally, private investors who held preferred shares before the conservatorship, now
designated as junior preferred stock, would retain those shares; and their dividends would resume
when the recapitalization is complete.
The strategy, in short, would return Fannie and Freddie to independent financial health.
They would regain the capacity to carry out their traditional missions of providing liquidity and
stability to U.S. housing markets, as they did before the 2008-2009 crisis, but this time under
stricter regulation, more conservative balance sheets, and the use of the unsecured “Connecticut
Avenue Securities” (CAS) and “Structured Agency Credit Risk” (SARC) securities that shift the
risk of mortgage defaults to the investors. This strategy must be carried out in ways that do not
ultimately increase costs to homeowners. As noted, its terms would dilute the common stock in
Fannie and Freddie currently held by private investors, but it also would ensure that the two
enterprises once again become valuable and profitable entities that pay healthy dividends to those
shareholders. This strategy also would reward American taxpayers for their rescue of Fannie and
Freddie: All told, the government would receive some $240 billion for its investment in Fannie
and Freddie, including the profit sweeps, and the recapitalized enterprises could aggressively
support broad access to affordable housing.
Fannie Mae and Freddie Mac have long-term markets that will allow them to pay dividends
to their stockholders once the enterprises reach their appropriate capital levels. Accordingly, they
should be able to raise the necessary capital at a modest discount to fair value, even if the reformed
enterprises have limited opportunities for growth beyond the mortgage financing market. While
there is no direct precedent for this plan in terms of its size, the AIG recapitalization demonstrates
that a very large capital raise for a financial institution and its orderly exit from government
majority ownership is viable. There also are important precedents in the several too-big-to-fail
banks forced to raise capital from the markets to repay TARP assistance from the government, and
the General Motors and Chrysler bankruptcies in which the government monetized its investments
in the two auto companies by selling into the market the stock it has received in exchange for its
assistance.
The basis features of the strategy are summarized in Table 3, below.

The four IPOs also assume a discount in their pricing that would narrow as Fannie and Freddie’s financial
conditions improve: $9.67 per share for the 2017 offering, $11.89 per share for the 2018 offering, $13.63 per share
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Table 3: Basic Features of the Strategy to Recapitalize Fannie Mae and Freddie Mac
What happens to profits earned by
Fannie and Freddie?

The Treasury stops its sweep of those profits,
so Fannie and Freddie can retain them.

What happens to balance from the
Preferred Senior Stock Agreement
(PSSA)?

The balance is written down to zero, so
Fannie and Freddie are deemed to have met
the payments requirements of the PSSA.

What happens to Fannie and Freddie’s
junior preferred stock?

There is no conversion of that stock, and their
dividends resume with the recapitalization.

Capital from primary offerings to
recapitalize Fannie & Freddie

$100.0 billion

Capital from the government’s secondary
offerings to fund the affordable housing
trust funds

$99.38 billion

Support for Affordable Housing under the Recapitalization of Fannie Mae and Freddie Mac
Under this strategy, the government would transfer its warrants for 79.9% of Fannie and
Freddie’s current stock to the use the funds raised from the secondary stock offerings to capitalize
the Housing Trust Fund (HTF) and the Capital Magnet Fund (CMF), which would offer them as
secondary stock offerings to fund their operations. As established in HERA, 65% of those
resources would go to the HTF and 35% to the CMF; and under our proposal, the secondary stock
offerings would raise $99.4 billion to capitalize the trust funds. (Table 2, above) Using the 65%35% allocation, this strategy should provide $64.6 billion for the HTF and $34.8 billion to the
CMF. This substantial funding could be distributed by Fannie and Freddie to the two trust funds
over a 20-year period, and the income earned from the $99.4 billion in resources could be used to
fund for their operations beyond this initial 20-year period.
As noted earlier, these resources would be used to support state affordable housing
programs. Forty-seven states and the District of Columbia – all states except Alaska, Mississippi
and Wyoming -- have housing programs based on state trust funds to support access to housing by
lower-income households.126 In most cases, these trust funds hold dedicated long-term funding,
although some state trust funds depend on annually-appropriated funds provided through the
state’s budgetary process. State housing trust funds support a variety of activities, including but
not limited to new housing construction, the acquisition and/or rehabilitation of existing housing
units, retrofitting housing with green technologies, and assistance with down payments. About
half of these state housing trusts direct their funds to government programs supporting access to
rental housing or homeownership, and the other half distribute funds through a competitive grant
process to non-profit organizations supporting such access. In most cases, the funds from state
housing trusts are leveraged with private funds, federal funds, bank loans, foundation support and
other sources of funding. In 2011, these leverage ratios ranged from 1:4 to 1:22.127
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The National Impact – The Housing Trust Fund
Under the capitalization proposal presented here, as noted, the HTF would receive $64.6
billion over 20 years, or $3.2 billion per year. We assume that 10% of this funding goes for
administrative support at both the federal and state levels, the maximum amount allowed under
HERA, leaving $2.91 billion per year to support state programs for affordable housing. HERA
also stipulates that at least 90% of HTF non-administrative funds go to support state programs for
access to affordable rental housing, and no more than 10% be used to support homeownership
programs. For our estimates, we allocate the full 10% of available funding for homeownership
program, so that 80% of total HTF funds would go to support state programs for affordable rental
housing.
To estimate the effects of this funding, we distribute HTF’s annual funds across the states.
The HTF allocates its funds among the states based on the availability of rental housing for
extremely low-income and very-low income households and the demand in each state by those
households for affordable housing. Using this formula, the National Low Income Housing
Coalition has calculated the amount every state would receive for each $5 billion in federal
funding.128 We will use the same ratios for each state to calculate the funds that each state would
receive from the HTF under our capitalization scenario.
These calculations are based on evaluations by the Department of Housing and Urban
Development (HUD) of its HOME Investments Partnerships Program. The HOME program
provides block grants to state and municipal governments to support their efforts “to increase
homeownership and affordable housing opportunities for low and very low-income Americans.”129
The activities eligible for HOME funding include, but are not limited to, housing construction,
rental assistance, housing rehabilitation and site acquisition. While the HTF and the HOME
program have certain similarities, their differences justify the funding of both programs. To begin,
the primary goal of the HOME program is to increase homeownership while the HTF focuses
mainly on supporting affordable rental housing. In addition, the HOME program is not required
to serve “extremely low-income households” with incomes of less than 30% of the area median,
while 75% of HTF funds must go to help such severely constrained households.130 However, since
both programs target the housing needs of underserved populations, the average costs and expenses
for a given activity should be similar for both programs.
Table 4, below, presents the projected allocation of HTF funding by state under the
recapitalization proposal, annually and over 20 years.
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Table 4: Total and Annual HTF Funding, By State, under the Recapitalization Strategy

Total
Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
District of Columbia
Florida
Georgia
Hawaii
Idaho
Illinois
Indiana
Iowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada
New Hampshire
New Jersey
New Mexico
New York
North Carolina

Total (20 Years)
$64,596,350,000
$668,867,132
$145,681,288
$1,010,901,461
$406,640,813
$11,166,787,442
$962,763,296
$824,682,771
$148,214,876
$229,289,680
$3,377,272,300
$1,535,354,099
$348,368,298
$191,285,865
$3,017,502,857
$1,066,640,389
$426,909,514
$409,174,401
$705,604,153
$723,339,266
$205,220,597
$889,289,255
$1,754,509,428
$1,867,254,077
$986,832,379
$397,773,257
$1,046,371,688
$139,347,319
$263,493,113
$572,590,802
$192,552,659
$2,109,211,695
$278,694,638
$7,049,707,557
$1,418,809,068
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Annual Average
$3,229,817,500
$33,443,357
$7,284,064
$50,545,073
$20,332,041
$558,339,372
$48,138,165
$41,234,139
$7,410,744
$11,464,484
$168,863,615
$76,767,705
$17,418,415
$9,564,293
$150,875,143
$53,332,019
$21,345,476
$20,458,720
$35,280,208
$36,166,963
$10,261,030
$44,464,463
$87,725,471
$93,362,704
$49,341,619
$19,888,663
$52,318,584
$6,967,366
$13,174,656
$28,629,540
$9,627,633
$105,460,585
$13,934,732
$352,485,378
$70,940,453

$88,675,567

$4,433,778

$2,233,357,488

$111,667,874

Oklahoma

$485,182,030

$24,259,101

Oregon

$920,959,100

$46,047,955

Pennsylvania

$2,384,105,952

$119,205,298

Rhode Island

$276,161,051

$13,808,053

South Carolina

$634,663,699

$31,733,185

South Dakota

$91,209,154

$4,560,458

Tennessee

$933,627,039

$46,681,352

Texas

$3,636,965,031

$181,848,252

Utah

$298,963,339

$14,948,167

Vermont

$92,475,948

$4,623,797

Virginia

$1,256,659,460

$62,832,973

Washington

$1,444,144,944

$72,207,247

$262,226,319

$13,111,316

Wisconsin

$1,121,112,523

$56,055,626

Wyoming

$51,938,546

$2,596,927

North Dakota
Ohio

West Virginia

Ninety percent of HTF non-administrative funding is allocated to rental housing, or $2.58
billion per year and $51.66 billion over 20 years. Further, a March 2015 HUD report on the HOME
program found that state governments, on average, leveraged $4.86 from other funding sources for
every $1.00 in federal funds for rental-related activities.131 Applying this leverage ratio to HTF’s
funding for rental activities, we estimate that our recapitalization strategy should support $15.1
billion per year in state efforts to ensure access to affordable rental housing. ($2.58 billion x 5.86
= $15.14.) Using the HOME five-year average cost per rental unit for the states, plus the District
of Columbia, we can also estimate the number of rental units that the projected HTF funding should
support. Nationwide, we estimate that under our recapitalization strategy, HTF funding would
support an average of 44,485 additional affordable rental units per year, or 889,700 additional
rental units over 20 years. (See Table 5, below) Our strategy, therefore, would alleviate
approximately 20% of the current shortage of affordable housing for extremely low-income
American households.132
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Table 5: Estimated Impact of HTF Funding on Affordable Rental Housing and
Home Ownership, Including Minority Impacts, Annually and Over 20 Years
Total (20 Years)

Annual Average

Total HTF spending

$64,596,350,000

$3,229,817,500

HTF Funding for Housing

$58,136,715,000

$2,906,835,750

HTF Rental Funding

$51,677,080,000

$2,583,854,000

4.86:1

4.86:1

$302,827,688,800

$15,141,384,440

889,700

44,485

African-American

231,214

11,561

Hispanic

122,226

6,111

HTF Home Ownership Funds

$6,459,635,000

$322,981,750

Increase in Home Ownership

311,921

15,596

African-American

66,532

3,327

Hispanic

47,181

2,359

Average Leverage Ratio
Total Rental Spending
New Affordable Rental Units

We also can estimate the impact of this HTF funding on minority access to affordable rental
housing, assuming that HTF-supported housing is distributed in a similar way as units under the
HOME program. With this assumption, African-Americans should occupy 26.0% of the additional
low-income rental units linked to HTF funding, and Hispanics would occupy 13.7% of those units.
This would mean 231,214 new units for African-American households over 20 years, and 122,226
new units for Hispanic households. (Table 5, above) These minority allocations under the HJTF
could be substantially higher, however, because HTF targets its resources more strictly to
extremely low and very low-income households than the HOME program.133
As noted earlier, 10% of HTF’s non-administrative funding is allocated to affordable home
ownership for low-income households. Under the HOME program’s average cost to support new
home ownership, the projected funding by the HTF under our recapitalization strategy should
support an estimated 15,596 new housing units for low-income households per year, and 311,921
units over 20 years. (Table 6, below). Earlier, we noted that a recent Urban Institute study found
that mortgage credit became so tight in the wake of the 2008-2009 crisis, that some four million
additional households would be homeowners today if mortgage credit had been as available from
2009 to 2013 as it was in 2001.134 In that context, these gains in home ownership would equal 7.8
% of those 4 million missing homeowners. Furthermore, based on demographic data on demand
for affordable homes, African-American households would account for 21% of those new homeowning households, and Hispanic households would account for some 15%. Over 20 years, the
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HTF’s capitalization should support new homeownership for 66,532 African-American
households and 47,181 Hispanic households.
Table 6: Estimated Impact of HTF Funding on Affordable Rental Housing and
Home Ownership, Including Minority Impacts, Annually and Over 20 Years
Total (20 Years)

Annual Average

Total HTF spending

$64,596,350,000

$3,229,817,500

HTF Funding for Housing

$58,136,715,000

$2,906,835,750

HTF Rental Funding

$51,677,080,000

$2,583,854,000

4.86:1

4.86:1

$302,827,688,800

$15,141,384,440

889,700

44,485

African-American

231,214

11,561

Hispanic

122,226

6,111

HTF Home Ownership Funds

$6,459,635,000

$322,981,750

Increase in Home Ownership

311,921

15,596

African-American

66,532

3,327

Hispanic

47,181

2,359

Average Leverage Ratio
Total Rental Spending
New Affordable Rental Units

The impact of the recapitalization proposal presented here on access to affordable housing
for low-income Americans perhaps can be best illustrated by comparing the results with the current
arrangements. HERA directs that the equivalent of 4.2 basis points of new Fannie and Freddie
business be directed to the HTF. We estimate that this funding arrangement for the HTF would
produce about $220 million per year and $4.41 billion over 20 years (Table 7, below), as compared
to $2.9 billion per year and $58.1 billion over 20 years under the proposal analyzed here.
Assuming again an average leverage ratio of 4:86 by state programs with those funds, the HFT’s
current funding arrangements would support annual spending on affordable rental housing of $1.15
billion per year and $23.0 billion over 20 years, compared to $15.1 billion per year and $302.8
billion over 20 years. Based on projected demand, we estimate that African-American households
would occupy 902 of those new affordable rental units per year and Hispanic households would
occupy 477 of the units, compared to 11,561 units per year for African-American households and
6,111 units for Hispanic households under our capitalization strategy.
Finally, since HERA directs that up to 10% of HTF funding should go to state affordable
home ownership programs, the HTF’s current funding arrangements would enable 1,217 lowincome households to become first-time homeowners per year, including 260 African-American
households and 184 Hispanic households. (Table 7, below) By contrast, under the recapitalization
plan, the HTF would support state programs enabling 15,596 low-income households per year to
become first time homeowners, including 3,327 African-American households and 2,359 Hispanic
households.
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Table 7: Estimated Impact of the HTF under Current Funding Arrangements
Total (20 Years)

Annual Average

Total HTF spending

$4,895,986,258

$244,799,312.90

HTF Funding for Housing

$4,406,387,633

$220,319,381.65

HTF Rental Funding

$3,916,789,007

$195,839,450.35

1:4.86

1:4.86

$22,952,383,579

$1,147,619,178.95

69,416

3,471

African-American

18,040

902

Hispanic

9,536

477

HTF Home Ownership Funds

$489,598,626

$24,479,931.29

Increase in Home Ownership

24,337

1,217

African-American

5,191

260

Hispanic

3,681

184

Average Leverage Ratio
Total Rental Spending
New Affordable Rental Units

The National Impact – The Capital Magnet Fund
As noted, 35% of the revenues generated by the secondary stock offerings of Fannie and
Freddie shares under our recapitalization program would go to the Capital Magnet Fund (CMF),
which provides grants to non-profit community development organizations for their affordable
housing programs. In 2011, Congress appropriated $80 million for the CMF, and the Department
of the Treasury issued a report in 2014 analyzing the results.135 The Treasury found that these
non-profits sharply leveraged their CMF funding, generating $12 in private and other public
funding for every $1 awarded by the CMF. As a result, every $11,000 in CMF funds used for
housing construction or rehabilitation produced, on average, one additional affordable home (at an
average cost of $140,000).136
We apply those Treasury findings to estimate the effects on affordable housing from the
additional funding for the CMF arising from our recapitalization plan. All told, Fannie and
Freddie’s recapitalization would provide $34.8 billion for the CMF over 20 years. (HERA direct
Fannie and Freddie to provide a total of $2.67 billion to support the activities of the CMF.)
Assuming that the new funding would be distributed evenly over 20 years, the recapitalization
strategy would enable the CMF to distribute $1.7 billion per year to community development nonprofit organizations.
Given the high leverage achieved in the CMF’s initial grants, this increased level of funding
for the CMF would have significant effects on access to affordable housing through community
135
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development programs, including for first-time homeowners. We estimate that full funding of the
CMF would produce an additional 175,855 affordable rental units per year for low-income
households, and increase home ownership by 14,010 households per year. (See Table 8, below)
Over 20 years, CMF funding should produce an additional 3,517,105 affordable rental units, or
housing for 58.6% of the roughly six million low-income households currently considered to be
“severely burdened” by their rental payments. Over 20 years, this increased funding for the CMF
would also enable or 280,207 low-income households to become first-time homeowners. Those
gains in home ownership are equivalent to 7.1% of the estimated 4 million “missing homeowners”
unable to secure mortgages from 2009 to 2013 because of the unusually strict credit conditions;
and all told, the CMF and HTF would offset almost 15% of those missing homeowners.
The Treasury Department’s analysis of the initial operations of the CMF also found that
the projects funded by its initial $80 million appropriation supported substantial numbers of new
full-time and seasonal construction jobs.137 Based on these initial employment effects, we estimate
that full funding of the CMF under our recapitalization plan could produce an additional 8,791
full-time construction jobs per year, plus an additional 152,272 seasonal construction jobs per year.
(Table 8, below) Over 20 years, the capitalization of the CMF under our strategy could ultimately
produce an additional 175,827 full-time construction jobs, plus 3,045,441 additional seasonal jobs.
Table 8: Impact of CMF Funding on Access to Affordable Housing and Associated
Construction Industry Jobs, under the Recapitalization of Fannie Mae and Freddie Mac
Total (20 Years)

Annual Average

$34,782,650,000

$1,739,132,500

1:12.01

1:12.01

3,797,312

189,866

280,207

14,010

3,517,105

175,855

CMF Award Per-Home

$11,000

$11,000

Average Cost Per home

$140,000

$140,000

New, Full-Time Construction Jobs

175,827

8,791

Additional Seasonal Construction Jobs

3,045,441

152,272

Development & Preservation Projects

105,496

5,275

Assistance to Homebuyers

58,609

2,930

Total CMF Spending
Average Leverage ratio
Affordable Homes Financed
Owner-Occupied Homes Financed
Rental Units Financed

While the HTF is a block grant program for the states, with specified funding criteria that
can be used to project the distribution of those block grants state by state, the CMF provides grants
to non-profit entities, many of them nationally based, making a similar effort to project the
distribution of CMF grants by state problematic.
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VI.

State Case Studies of the Impact of the Capitalized Housing Trust Fund

Based on our estimated distribution of HTF block grants by state under our recapitalization
plan, we can also project the use and impact of those funds in particular states. Here, we examine
these effects in California, Illinois, Maryland, New York, and North Carolina.
California
In 1985, the state government of California created the California Housing Trust Fund
(CHTF) to expand and upgrade the supply of such affordable rental housing, but did not create a
funding mechanism to support it.138 Thirty years later, California has the nation’s largest scarcity
of affordable rental units, with an estimated 1.54 million households with very low or extremely
low incomes lacking any affordable housing options.139 California also leads the country in
homelessness, overcrowded households, and households “severely burdened” by rent payments
(rent equals half or more of a household’s monthly income).140 Under our recapitalization
proposal, California would receive more HTF funds than any other state, based on size and unmet
demand for affordable housing: The State would receive $503.5 million per year from the HTF,
after administrative costs, or $10.1 billion over 20 years. (Table 9, below) With 90% of that
funding going to affordable rental housing, and the state’s reported leverage ratio of 3.92:1, those
HTF grants would increase spending on affordable rental housing in California by $2.2 billion per
year. This funding could support 4,681 new affordable rental units each year, including 1,858 new
units for low-income Hispanic households and 295 new units for African-American households.
Table 9: Projected Impact of the Housing Trust Fund on Affordable Housing in California
Total (20 Years)

Annual Average

Total HTF spending

$11,166,787,442

$558,339,372

HTF Funding for Housing

$10,050,108,698

$502,505,435

HTF Rental Funding

$8,933,429,954

$446,671,498

1:3.92

1:3.92

$43,952,475,372

$2,197,623,769

93,620

4,681

African-American

5,898

295

Hispanic

37,167

1,858

HTF Home Ownership Funds

$1,116,678,744

$55,833,937

Increase in Home Ownership

19,432

972

486

24

10,804

540

Average Leverage Ratio
Total Rental Spending
New Affordable Rental Units

African-American
Hispanic
138
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This HTF funding for California also would enable an additional 972 low-income
California households per year become first-time homeowners, including 540 Hispanic households
and 24 African-American households. (Table 9, above) Over 20 years, the program should enable
an estimated 19,432 low-income California households become first-time homebuyers.
Illinois
Illinois also has a serious shortage of affordable rental housing for low-income
households.141 The state established the Illinois Affordable Housing Trust Fund in 1989 to address
this shortage;142 but today, rent still presents a “serious burden” for 76% of all extremely lowincome Illinois households, or some 403,000 households.143 The fully capitalized HTF under our
plan would provide Illinois with an estimated $135.8 million per year, after administrative costs,
or $2.72 billion over 20 years. (Table 10, below) Under HERA, 90% of this funding would go to
rental housing; and given the state’s leverage ratio of 2:96 with HOME program projects, we
estimate that HTF grants would lead to $478.0 million in additional annual spending on affordable
rental housing. This funding could support 2,224 new affordable rental units each year, including
696 new affordable units for African-American households and 56 new rental units for Hispanic
households.
Table 10: Projected Impact of the Housing Trust Fund on Affordable Housing in Illinois
Total (20 Years)

Annual Average

Total HTF spending

$3,017,502,857

$150,875,143

HTF Funding for Housing

$2,715,752,571

$135,787,629

HTF Rental Funding

$2,414,002,286

$120,700,114

1:2.96

1:2.96

$9,559,449,051

$477,972,453

44,488

2,224

African-American

13,925

696

Hispanic

1,112

56

HTF Home Ownership Funds

$301,750,286

$15,087,514

Increase in Home Ownership

8,681

434

African-American

886

44

Hispanic

738

37

Average Leverage Ratio
Total Rental Spending
New Affordable Rental Units

HTF funding for Illinois under the recapitalization plan also should enable 434 low-income
Illinois households per year to become first-time homeowners, including 44 African-American
141
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households and 37 Hispanic households. Over 20 years, the program should help 8,681 lowincome Illinois households become first-time homebuyers.
Maryland
Maryland also has a significant shortage of affordable housing for its low-income residents.
The state created the Maryland Affordable Housing Trust (MAHT) in 1992 to provide housing
assistance for households with very low or extremely low incomes; and since then, the MAFT has
disbursed nearly $42.5 million.144 Yet today, the state has only 38, affordable housing units for
every 100 extremely low-income households.145 The HTF under the recapitalization plan,
therefore, should provide large tangible benefits for very low-income households in Maryland.
Under our recapitalization plan, the HFT would award Maryland block grants of $40.0
million per year after administrative costs for affordable housing for low-income households, or
$800.4 million over 20 years. (Table 11, below) With 90% of this funding going to affordable
rental housing, and the state’s leverage ratio of 3:46 for affordable housing projects, we estimate
that HTF support would produce $158.6 million per year in additional spending on affordable,
low-income rental housing. This funding would produce 301 new affordable rental units per year,
including 107 new affordable units for very low-income African-American and Hispanic
households. HTF annual grants to Maryland also would enable 447 low-income households per
year become first-time homeowners, including 147 African-American and Hispanic households.
Over 20 years, the program would help 8,943 low-income Maryland households become first-time
homebuyers.
Table 11: Projected Impact of the Housing Trust Fund on Affordable Housing in Maryland
Total (20 Years)

Annual Average

Total HTF spending

$889,289,255

$44,464,463

HTF Funding for Housing

$800,360,330

$40,018,016

HTF Rental Funding

$711,431,404

$35,571,570

1:3.46

1:3.46

$3,172,984,062

$158,649,203

6,026

301

2,103

105

36

2

HTF Home Ownership Funds

$88,928,926

$4,446,446

Increase in Home Ownership

8,943

447

2,594

130

340

17

Average Leverage Ratio
Total Rental Spending
New Affordable Rental Units
African-American
Hispanic

African-American
Hispanic
144
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New York
New York established the New York Low Income Housing Trust Fund in 1985 to build,
convert and maintain affordable housing, and the state has appropriated $25 million to $40 million
per year for that Fund.146 Nevertheless, about 28 % of working New York State renters, or an
estimated 794,000 households, are “severely burdened” by their rent obligations.147 A well-funded
national HTF, therefore, would provide significant benefits to low-income New York households.
Under our recapitalization strategy, the HFT would provide New York grants of $317.2
million per year, after administrative costs, for affordable low-income housing, or $6.3 billion over
20 years. (Table 12, below) With 90% of this funding going to rental housing and the state’s
leverage ratio of 1:2.37, we estimate that the HTF would support an additional $950.3 million per
year in spending on affordable rental housing. This funding would produce 6,129 additional
affordable rental units for low-income New Yorkers per year, including 932 additional units for
African-American households and 392 additional units for Hispanic households. HTF funding for
New York also would help 1,313 low-income households become first-time homeowners, every
year, including 357 African-American and Hispanic households per year. Over 20 years, the
program would help 26,266 low-income New York households become first-time homebuyers.
Table 12: Projected Impact of the Housing Trust Fund on Affordable Housing in New York
Total (20 Years)

Annual Average

Total HTF spending

$7,049,707,557

$352,485,378

HTF Funding for Housing

$6,344,736,801

$317,236,840

HTF Rental Funding

$5,639,766,046

$281,988,302

1:2.37

1:2.37

$19,006,011,574

$950,300,579

122,580

6,129

African-American

18,632

932

Hispanic

7,845

392

HTF Home Ownership Funds

$704,970,756

$35,248,538

Increase in Home Ownership

26,266

1,313

African-American

4,859

243

Hispanic

2,285

114

Average Leverage Ratio
Total Rental Spending
New Affordable Rental Units

North Carolina
North Carolina established the North Carolina Housing Trust Fund in 1987; and over the
past 25 years, the state legislature has appropriated $183 million and supported nearly $1 billion
146
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in construction and rehabilitation costs for some 29,500 housing units.148 Despite these efforts,
housing costs “severely burden” an estimated 78% of the state’s extremely-low income households
and 32% of very low-income households, totaling some 268,000 working households.149
Additional support from the HTF could provide significant relief for those severely-burdened
North Carolina households.
Under our recapitalization plan, North Carolina would receive HTF grants of $63.8 million
per year for low-income affordable housing, after administrative costs, or nearly $1.3 billion over
20 years. (Table 13, below) With 90% of this funding going to rental housing and the state’s
leverage ratio of 1:3.49, these HTF grants would produce $254.8 million per year in additional
spending on affordable low-income rental housing, and $5.1 billion over 20 years. This funding
should produce 926 additional affordable rental units per year for low-income North Carolina
households, including 480 new affordable units per year for low-income African-American and
Hispanic households. The HTF’s annual grants to North Carolina also would help 252 low-income
households per year become first-time homeowners, including 141 African-American and
Hispanic households. Over 20 years, the program would help 5,044 low-income North Carolina
households become first-time homebuyers.
Table 13: Projected Impact of the Housing Trust Fund on Affordable Housing in North Carolina
Total (20 Years)

Annual Average

Total HTF spending

$1,418,809,068

$70,940,453

HTF Funding for Housing

$1,276,928,161

$63,846,408

HTF Rental Funding

$1,135,047,254

$56,752,363

1:3.49

1:3.49

$5,096,362,172

$254,818,109

18,525

926

9,059

453

537

27

HTF Home Ownership Funds

$141,880,907

$7,094,045

Increase in Home Ownership

5,044

252

2,477

124

343

17

Average Leverage Ratio
Total Rental Spending
New Affordable Rental Units
African-American
Hispanic

African-American
Hispanic

VI.

Conclusions

For more than 65 years, Fannie Mae and later Freddie Mac provided the financial
foundations for a vast increase in private home ownership by average Americans. The share of
U.S. households owning their own homes rose steadily from less than 43% in 1940 to 69.1% in
148
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2005. This long record ended with the housing bust of 2007-2009 and the associated financial and
economic crisis, which forced Fannie and Freddie to accept government conservatorship and
79.9% government ownership in September 2008, in return for bailout payments totaling $187.0
billion. Since then, the share of Americans owning their own homes has fallen to 63.7%. In
addition, the ongoing, extremely tight conditions for housing credit have reduced access to
affordable housing for millions of lower-income Americans. This study has presented a plan to
address both of these problems by recapitalizing Fannie Mae and Freddie Mac, ending their
government conservatorship and restoring their status as independent, government sponsored,
private enterprises.
This recapitalization strategy has several elements. First, Fannie Mae and Freddie Mac
could once again retain their own profits to rebuild their capital reserves. In recognition of their
$239 billion in repayments to the Treasury, $50 billion more than the bailout payments they
received, any remaining balance owed by Fannie and Freddie under its Preferred Senior Stock
Agreement with the government would be forgiven. Further, the Treasury would end its quarterly
claim or “sweep” of Fannie and Freddie’s profits. In addition, the two enterprises would raise
$100 billion in additional capital through several rounds of new common stock issues. Finally,
the Treasury would transfer its current warrants for 79.9% of Fannie and Freddie’s common shares
to the Housing Trust Fund and the Capital Magnet Fund; and the trust funds would offer those
shares in a series of secondary stock offerings and use the estimated $99.4 billion in proceeds to
endow their programs to expand access to affordable housing by very low and extremely low
income Americans.
We showed that this plan would enable Fannie and Freddie to establish 4.0 % Tier 1 capital
reserves, the level now required of systemically important financial institutions. Under this
strategy, Fannie and Freddie could once again carry out their traditional mission of supporting and
expanding homeownership. Furthermore, the endowment of their Housing Trust Fund and Capital
Magnet Fund would enable Fannie and Freddie to also substantially increase the activities of state
affordable housing programs, thereby expanding access to affordable housing for millions of low
income Americans.
For every household adversely affected by the recent housing crisis, we urge the Obama
administration and the Congress to carefully consider this recapitalization strategy for Fannie Mae
and Freddie Mac.
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