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By JAMES BOVARD
Updated Aug. 23, 2004 12:01 a.m. ET b}‘: ‘ i sh on the future
ONE OF THE PROUDEST ELEMENTS of President Bush's "compassionate « Yours.
conservative" agenda has been government financial support to home buyers for down ?S
payments. Bush is determined to end the bias against people who want to buy a home

.

but don't have any money. But he is exposing taxpayers to tens of billions of dollars of b‘
possible losses, luring thousands of moderate-income families into bankruptcy, ane3

risking the destruction of entire neighborhoods. < Mer"" Lym:h Learn more »

K4

Bush began pushing his down-payment plan in 2002. The administration's rh'e}sric
echoed the grand works of President Lyndon Johnson's Great Society. jte House

Fact Sheet issued June 17, 2002, declared that Bush's agenda "will hqp\ear down the
barriers to homeownership that stand in the way of our nation's A -American, Most Popular
Hispanic and other minority families. ... The single biggest b@\o homeownership is 1

) . @ Two Years with an Apple Watch: Our
accumulating funds for a down payment."

Review
If true, the comment shows how much times have clwﬁ. The biggest barrier to 2
homeownership for minorities used to be racial prgjuMe and unequal access to credit. » @5 Inc_:ome-Rich Stocks With Growth
Now, it's just the same lack of thrift that afflicts N); e of all races. Potential
Nevertheless, Congress passed Bush's A %an Dream Downpayment Act last fall. It 3 @ CVS Move Hurts Hershey, Boosts Post
authorizes federal handouts to first-tim Qme buyers of up to $10,000 or 6% of the Mondelez
home's purchase price, whichever § ter, to anyone with income 20% less than their

local median income. In San Frangisco, where the median income is more than 4 @ T-Mobile Earns a Victory Lap
$113,300, a family of four with@come of up to $90,500 is eligible for this freebie.

The president is also urg% Congress to permit the Federal Housing Administration to SEE FULL LIST

begin making zero d ayment, low-interest loans to low-income Americans. The

administration fore@st that zero down-payment mortgages could be given to 150,000 Latest Market Videos
home buyers.i\gé first year. Federal Housing Commissioner John Weicher said in

January 20@ at "the White House doesn't think those who can afford the monthly 1 Should Whole

payment but have been unable to save for a down payment should be deprived from Foods Sell Out?

owning a home," National Mortgage News reported. While zero-downpayment
mortgages have long been considered profoundly unsafe (especially for borrowers with
dubious credit history), Weicher confidently asserted: "We do not anticipate any costs to

taxpayers. 2 Confidence Grows

Character Building Around Amazon
So down-payment handouts are now part of building up the American character. Bush
proclaimed on June 16, 2003: "Homeownership is more than just a symbol of the

American dream; it is an important part of our way of life. Core American values of 3

individuality, thrift, responsibility, and self-reliance are embodied in homeownership." You May Live to
100; Are You

Is individuality something that the Feds have any competence to try to mass produce? Prepared?

Ii“Bift ﬁo(r)nfzg'llyg which can be fertilized with billions of additional dollars of deficit
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spending?
Is responsibility something which can be maximized through political grandstanding? MorganStanley
Is self-reliance so wonderful that the government should subsidize it?

1
The Bush "American Dream" act and the zero down-payment plan are modeled after More Qnrron.s TOp 100
down-payment assistance programs that have proliferated in recent years. These Financial Advisors than
programs, often engineered by nonprofit groups, routinely involve a home builder giving any other Firrrl_

a "charitable contribution" to the nonprofit, which then provides the home buyer with
money for the down payment. The price of the house is sometimes increased by the
same amount as the builder's "gift;" in other words the builder gets a tax deduction on
some of his profit.

Almost all the mortgages created with down-payment assistance end up being
underwritten or guaranteed by either the Federal Housing Administration or by Ginnie
Mae (the Government National Mortgage Association).

Free down payments carry catastrophic risks. The default rate on mortgages from the

largest downpayment-assistance organization, Nehemiah Corp., is 25 times higher than (ﬁ)
the nationwide mortgage-delinquency rate, according to department of Housing and »\
Urban Development Inspector General. The default rate on Nehemiah mortgages \\
quadrupled between 1999 and 2002, reaching almost 20%. HUD currently has no idea ?Q

how many of the loans that the FHA is underwriting are closed with down-payment gifts. Q

It appears that the department does not want to know. 60

Destructive Creation AQ
N\

President Bush's policies are pouring fuel on a fire that is already ravaging many ‘Q
neighborhoods in the U.S. While the percentage of Americans who own homes has Ko
risen in recent years, the foreclosure rate is rising much faster, tripling since the early ?\
1980s. The percentage of FHA single-family home loans that have defaulted rose 54% M
between 1999 and 2002, reaching 4.25%. Payments on roughly 12% percent of all ?Pi/»‘

mortgages are past due. ;

Millions of American homeowners are at risk of sustaining collateral damagehqm this
debacle. We should recall the role of a similar program launched in 19684Q Rrovide
federally insured mortgages to poor people. The result was a disaste@wt just for
the poor people who could not actually afford the mortgages they Qg 'given. Since
most families in the program had almost no equity in their ho e{skéy had nothing to
lose if they ran into financial difficulty. It was often cheaper I%andon the houses than
to repair them. Neighbors who were not in the program foynd themselves surrounded
by abandoned homes, and their property values -- byt over years of individual effort,
thrift, responsibility, and self-reliance -- vanished. \/

National Journal said in 1971 that the Feder: }ging Administration was "financing
the collapse of large residential areas of | nter cities."

The FHA continues wreaking devaﬁi&?ﬁ some neighborhoods and cities across the
country. A 2002 study by the Natign&¥Training and Information Center found that
between 1996 and 2000, 21%, A borrowers in low-income areas in Baltimore
defaulted and 25% of FH wers in low-income areas in the New York City borough
of Queens defaulted.

concentration A defaults in cities have "turned the American dream of
homeowne@? nto the neighborhood nightmare. Community organizations around the
country haveWwitnessed firsthand the devastating effects of abandoned housing and the
ensuing crime, drug trafficking, prostitution, child abuse and disinvestment.”

The National w\nstitute, a non-profit research group, noted in 2002 that

Homeownership carries far more financial rude surprises (such as the cost of major
repairs) than does renting. If people get into a house they cannot financially handle and
they go bankrupt, they are worse off than if they had never received down-payment
assistance.

Bush administration officials stress how the new policies especially benefit minorities
and often imply that the homeownership gap between races is caused by bias. But
federal studies prove otherwise. A 1995 Federal Reserve Board study examined more
than 200,000 mortgage loans and found that "blacks defaulted about twice as often as
white borrowers." Blacks are almost twice as likely as whites to have bad credit ratings
among people of the same income class, according to a 1999 survey by Freddie Mac.

(Page Bafavwiral)ime
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These down-payment initiatives are key planks in the Bush re-election campaign. Bus
will get the applause and political credit now, while the defaults from the program will
not surge until sometime after November 2004.

Transferring the risk of homeownership from buyers to taxpayers does not endow virtue
in America. Giving people a handout that leads them to financial ruin is wrecking-ball
benevolence.

Rather than boosting the number of people dependent on government for a roof over
their heads, the Bush administration should devote its energy to dismantling HUD, the
fountainhead of foolish housing policies, and the biggest single blight on urban
America.

JAMES BOVARD is the author of the just-published The Bush Betrayal (Palgrave) and Feeling Your Pain: The
Explosion and Abuse of Government Power in the Clinton-Gore Years (Palgrave, 2000).
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Statement of FHFA Director James B. Lockhart at News Conference Announcing Conservatorship of Fannie Mae and Freddie Mac
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Releases Statement @b

Speeches Statement of FHFA Director James ’ﬁockhart at News Conference
Testimonies Announcing Conservatorship of ie Mae and Freddie Mac

Public Engagements FOR IMMEDIATE RELEASE (b.

Statements 9/7/2008 (c)(l/b‘

Fact Sheets Good Morning b"

FAQs Fannie Mae and Freddie Mac share the critical mission of providing stability and liquidity to the housing market. Between them,

. the Enterprises have $5.4 trillion of gu aeed mortgage-backed securities (MBS) and debt outstanding, which is equal to the
FHFA Insights publicly held debt of the United State OReir market share of all new mortgages reached over 80 percent earlier this year, but it
Photos is now falling. During the turmo@ear, they played a very important role in providing liquidity to the conforming mortgage
Videos market. That has required a verywCareful and delicate balance of mission and safety and soundness. A key component of this
balance has been their 'Iify\té raise and maintain capital. Given recent market conditions, the balance has been lost.
Unfortunately, as hous&ces, earnings and capital have continued to deteriorate, their ability to fulfill their mission has

deteriorated. In pa@hr, the capacity of their capital to absorb further losses while supporting new business activity is in doubt.

Today’s actio@esses safety and soundness concerns. FHFA's rating system is called GSE Enterprise Risk or G-Seer. It
stands f@ rnance, Solvency, Earnings and Enterprise Risk which includes credit, market and operational risk. There are
pervage eaknesses across the board, which have been getting worse in this market.

\@\he last three years OFHEO, and now FHFA, have worked hard to encourage the Enterprises to rectify their accounting,
(\ stems, controls and risk management issues. They have made good progress in many areas, but market conditions have
b\ overwhelmed that progress.

’\\.6 The result has been that they have been unable to provide needed stability to the market. They also find themselves unable to
C) meet their affordable housing mission. Rather than letting these conditions fester and worsen and put our markets in jeopardy,
FHFA, after painstaking review, has decided to take action now.

Key events over the past six months have demonstrated the increasing challenge faced by the companies in striving to balance
mission and safety and soundness, and the ultimate disruption of that balance that led to today’s announcements. In the first few
(page 5 of Total) months of this year, the secondary market showed significant deterioration, with buyers demanding much higher prices for
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mortgage backed securities.
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&

n February, in recognition of the remediation progress in financial reporting, we removed the portfolio caps on each company,
but they did not have the capital to use that flexibility.

In March, we announced with the Enterprises an initiative to increase mortgage market liquidity and market confidence. We
reduced the OFHEO-directed capital requirements in return for their commitments to raise significan/i\capital and to maintain
overall capital levels well in excess of requirements. y\ ‘

In April, we released our Annual Report to Congress, identifying each company as a significarﬁkupervisory concern and noting,
in particular, the deteriorating mortgage credit environment and the risks it posed to the ?ﬁganies.

In May OFHEO lifted its 2006 Consent Order with Fannie Mae after the company cor@ted the terms of that order.
Subsequently, Fannie Mae successfully raised $7.4 billion of new capital, but Fri Mac never completed the capital raise
promised in March. OQ

Since then credit conditions in the mortgage market continued to deteric%é, with home prices continuing to decline and
mortgage delinquency rates reaching alarming levels. FHFA intensift reviews of each company’s capital planning and
capital position, their earnings forecasts and the effect of falling h@ prices and increasing delinquencies on the credit quality of

their mortgage book. v

In getting to today, the supervision team has spent cou @35 hours reviewing with each company various forecasts, stress tests,
and projections, and has evaluated the performanc eir internal models in these analyses. We have had many meetings with
each company’s management teams, and have jﬁ

adequacy. More recently, we have gone the e step of inviting the Federal Reserve and the OCC to have some of their senior

ank exchanges regarding loss projections, asset valuations, and capital

mortgage credit experts join our team in er'\assessments.
N
The conclusions we reach today, whi r own, have had the added benefit of their insight and perspective.

After this exhaustive review, | Qetermined that the companies cannot continue to operate safely and soundly and fulfill their
critical public mission, witho%significant action to address our concerns, which are:

o the safety and QLaness issues | mentioned, including current capitalization;
v/
e current r‘r@[ conditions;
\\

o thTiglencial performance and condition of each company;

d&he inability of the companies to fund themselves according to normal practices and prices; and

@ o the critical importance each company has in supporting the residential mortgage market in this country,

Therefore, in order to restore the balance between safety and soundness and mission, FHFA has placed Fannie Mae and
Freddie Mac into conservatorship. That is a statutory process designed to stabilize a troubled institution with the objective of
returning the entities to normal business operations. FHFA will act as the conservator to operate the Enterprises until they are
stabilized.

The Boards of both companies consented yesterday to the conservatorship. | appreciate the cooperation we have received from
the boards and the management of both Enterprises. These individuals did not create the inherent conflict and flawed business

https://www.fhfa.gov/Media/PublicAffairs/Pages/Statement-of-FHFA-Director-James-B--Lockhart-at-News-Conference-Annnouncing-Conservatorship-of-Fannie-Mae-and-Freddie-Mac.aspx[4/25/2017 3:00:05 PM]
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model embedded in the Enterprises’ structure. | thank the CEOs for their service in these difficult times.
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@)

The goal of these actions is to help restore confidence in Fannie Mae and Freddie Mac, enhance their capacity to fulfill their
mission, and mitigate the systemic risk that has contributed directly to the instability in the current market. The lack of confidence
has resulted in continuing spread widening of their MBS, which means that virtually none of the large drop in interest rates over
the past year has been passed on to the mortgage markets. On top of that, Freddie Mac and Fannie Mae, in order to try to build
capital, have continued to raise prices and tighten credit standards. '<\ .

FHFA has not undertaken this action lightly. We have consulted with the Chairman of the Boa Governors of the Federal
Reserve System, Ben Bernanke, who was appointed a consultant to FHFA under the new |§ ation. We have also consulted
with the Secretary of the Treasury, not only as an FHFA Oversight Board member, bu afsbln his duties under the law to provide
financing to the GSEs. They both concurred with me that conservatorship needed to &é ndertaken now.

There are several key components of this conservatorship: v

First, Monday morning the businesses will open as normal, only with strorgeQ)acking for the holders of MBS, senior debt and
subordinated debt. (%)
D

Second, the Enterprises will be allowed to grow their guarantee N@ooks without limits and continue to purchase replacement
securities for their portfolios, about $20 billion per month with apital constraints.

Third, as the conservator, FHFA will assume the powerggye Board and management.
Fourth, the present CEOs will be leaving, but we h sked them to stay on to help with the transition.

’
Fifth, | am announcing today | have selected H&(?‘Allison to be the new CEO of Fannie Mae and David Moffett the CEO of
Freddie Mac. Herb has been the Vice Cha'(qan of Merrill Lynch and for the last eight years chairman of TIAA-CREF. David was
the Vice Chairman and CFO of US Ba . | appreciate the willingness of these two men to take on these tough jobs during
these challenging times. Their com ation will be significantly lower than the outgoing CEOs. They will be joined by equally

strong non-executive chairmen@

Sixth, at this time any ot@ﬁaﬁagement action will be very limited. In fact, the new CEOs have agreed with me that it is very
important to work with{he-€urrent management teams and employees to encourage them to stay and to continue to make

important improveqén}s to the Enterprises.

Seventh, in or, 0 conserve over $2 billion in capital every year, the common stock and preferred stock dividends will be
eliminatege he common and all preferred stocks will continue to remain outstanding. Subordinated debt interest and principal
payments'ill continue to be made.

i@h, all political activities—including all lobbying—will be halted immediately. We will review the charitable activities.

. (\Lastly and very importantly, there will be the financing and investing relationship with the U.S. Treasury, which Secretary Paulson
b will be discussing. We believe that these facilities will provide the critically needed support to Freddie Mac and Fannie Mae and

. s\\@

importantly the liquidity of the mortgage market.

One of the three facilities he will be mentioning is a secured liquidity facility which will be not only for Fannie Mae and Freddie
Mac, but also for the 12 Federal Home Loan Banks that FHFA also regulates. The Federal Home Loan Banks have performed
remarkably well over the last year as they have a different business model than Fannie Mae and Freddie Mac and a different
capital structure that grows as their lending activity grows. They are joint and severally liable for the Bank System’s debt
obligations and all but one of the 12 are profitable. Therefore, it is very unlikely that they will use the facility.

https://www.fhfa.gov/Media/PublicAffairs/Pages/Statement-of-FHFA-Director-James-B--Lockhart-at-News-Conference-Annnouncing-Conservatorship-of-Fannie-Mae-and-Freddie-Mac.aspx[4/25/2017 3:00:05 PM]
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During the conservatorship period, FHFA will continue to work expeditiously on the many regulations needed to implement the

USCA Casendul daogéhi of thDMW&ﬁW%@%um capitaF&@dér@sZMégmgafety R@EHAAneds Btandards and

portfolio limits. It is critical to complete these regulations so that any new investor will understand the investment proposition.

This decision was a tough one for the FHFA team as they have worked so hard to help the Enterprises remain strong suppliers of
support to the secondary mortgage markets. Unfortunately, the antiquated capital requirements and the turmoil in housing
markets over-whelmed all the good and hard work put in by the FHFA teams and the Enterprises’ nﬁqagers and employees.
Conservatorship will give the Enterprises the time to restore the balances between safety and s ess and provide affordable
housing and stability and liquidity to the mortgage markets. | want to thank the FHFA employeglzfor their work during this intense
regulatory process. They represent the best in public service. | would also like to thank t @n‘ployees of Fannie Mae and
Freddie Mac for all their hard work. Working together we can finish the job of restorin%@ idence in the Enterprises and with the

new legislation build a stronger and safer future for the mortgage markets, homew s and renters in America.

Thank you and | will now turn it back to Secretary Paulson. O(\

w0
R\
\Y
Contacts: Corinne Russell (202) 649-3032 / Stefanie Johns@Z) 649-3030
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Fannie/Freddie Bailout Baloney N
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Q®

e can be sure that Treasury Secretary Henry Paulson og{y& ook control of

By Gerald P. O'Driscoll Jr.

This article appeared in the New York Post on September 9, 2008.

Fannie Mae and Freddie Mac last weekend becaused@ was forced to do so. But

: : - Q : :
the move solves neither the housing crisis nor g&root of the Fannie/Freddie
A\

problem. Ve

('b .
At heart, Fannie and Freddie had become classic ex@é}ples offdrony capitalism.” The “cronies”
were businessmen and politiciansivbrking togeth&?{o line each other’s pockets while claiming
tokdrve the public good. The politicians creaEQfl\ the mortgage giants,which then returned some
of the profits to the pols - sometimesﬂilrg(&?r, as campaign funds; sometimes as “contributions”
tofavored constituents. 4
Because the government was \u@tgérsally believed to guaranteetheir debt, Fannie and Freddie
could borrow at better rat antrlie private-sector firms - and accumulate far greater risks.
Thepoliticians and re@&ors that should’ve reined them in did not -bécause the giants bought

influence, and be(éxi&& of their apple-pielnhage as “promoting homeownership.”

<

And, becaug‘&)vernment backing let Fannie and Freddie dominatethHe mortgage-underwriting
markek’}ﬁg{late-sector criticism wasskilenced. Local banks that wanted to offer mortgages dared
not&peak out against them. Large banks dared not complain about thegiants’ government-given

advantage because they needed to be abletd buy securities from Fannie/Freddie.

Homeowners became hostage to a system that depended on&dcuritizing mortgages with
guarantees from Fannie and Freddie.That made them part of the constituency opposed to

reform.

The essential problem: Fannie and Freddie were private firms,ith stockholders who garnered
(Page 10 of Total)
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That is,Itlbore the risk if they failed, as they now have.

Ever since their “privatization” (Fannie in 1968 and Freddie inthe 19770s), many politicians
knew that the giants were operating in& financially unsafe and unsound manner - and the
warning criesgiew louder in recent years. Their capital was insufficient - asPhaulson told us on

Sunday.

Paulson had hoped to get out of office without dealing with thistdess. Financial marke@ pressec
the point, however, by bidding downFannie and Freddie stock and driving up theif borrowing

EN

costs overtHe summer. KV

Q
By delaying action, Paulson effectively eliminated all otheraptions (suc%ys%ownsizing or
privatization) except the presentbailout. In July, he announced wit}tfglfare his plan to backsto

the two, getting broad authority from Congress to spend taxpayéﬁﬁnds and intervene in the

companies. He said he never expected tofite this “bazooka” ?ﬁ)ut now he has.

(‘b.
If only because of the ambiguity in who would be (0(]?‘

backstopped - that is, which creditors would be ade At heart,

good; whetherpteferred shareholders might sée their
stock retain value - marketsivere bound gfést him.

Fannie and
\\

Shareholders have lost virtually all their value, but that F redd 1€ ha'd

doesn’t solve the problem: DQ@zso requires getting become C | ass | C
away from thehybrid strucg@e of private ownership with I f
government backing.@@?the government makes it exam p €S0

plain that it won’t i@\k to restorethe pre-crisis status ¢ Cro ny
<
quo, Fannie an&F reddie are the living dead,ad markets ) ) ,
must fear t@}r return as newly invigorated financial Cap ] tal ISMm.
X9
monsters:

Paulson admits he has punted the hard choices to the nexthdministration and next Congress.
John McCain has promised to endbiisiness as usual in Washington. He is a vocal opponent of
the twofitms as now structured and has said he wants them to go away.Bhrack Obama has
rightly focused on the conflict between privatebivnership and government backing. Taxpayers

should demand “neveragain” from both candidates.
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Paulser-has said/downdizing thegiantsisithe Bive thing thaFthehégy adinidistratiompand of 4
Congress must do. Once downsized, we canfébate whether they should be sold off in pieces to

true privatedwvnership with no government backing or made into governmentagencies.

At the moment, they’re too big to fail but also too costly tokéep.

1 Tweet /\
O Like QY
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Gerald P. O'Driscoll Jr. is a senior fellow at s@%ato Institute and a former
vice president and economic adviser at t ederal Reserve Bank of Dallas.
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The Failure of Fannie Mae and Freddie Mac
And the Future of Government Support for the Housing Finance System

By Thomas H. Stanton

Thank you for the invitation to exchange views with this distinguished group of scholars and
practitioners in the fields of housing, community development, and housing finance. This
conference provides an excellent opportunity to place the failure of Fannie Mae and Fredql@\l\‘/lac
into the larger context of the future of the troubled housing finance system. (19

In my remarks today | would like to invite discussion of three major sets of issugs: \Why
Fannie Mae and Freddie Mac failed, (2) lessons we can learn from their failur &d )
considerations regarding future government support of the residential mortggge market.
\
1. Why Fannie Mae and Freddie Mac Failed @bo
‘Q

On September 7, 2008, Fannie Mae and Freddie Mac voluntaril ®nt into conservatorship. As
they recognize their losses it becomes clear that taxpayer costs¥rom the government backing of
the two companies will be substantial. .

N

The failure of Fannie Mae and Freddie Mac cannot b§:§\)ﬁributed solely to the housing credit
bubble and collapse. Rather, it would appear that ;ﬁé‘collapse of the housing credit bubble was a
precipitating event that (1) could have been avoided by more prudent practices by the GSEs and
their management and (2) revealed shortco 0 s in the GSE as an institutional form.

O

Fannie Mae and Freddie Mac commi erious misjudgments that helped to bring about their
insolvency. The most serious misjudgments involved the companies’ resistance to accepting
more effective supervision and cgpital standards. For years, starting with their successful efforts
to weaken the legislation that.established their regulator, the Office of Federal Housing
Enterprise Oversight (OF ! the two companies managed to fend off capital standards that

.

would have reduced the@xcessive leverage and provided a cushion to absorb potential losses.
In 2007 Freddie Ma luded a stock buyback program that further weakened the company’s
ability to withstanggg inancial shock. As late as March 2008 Freddie Mac defied calls to increase
its capital cushigj& As late as summer 2008 Fannie Mae continued to resist legislation that
would give a@ eral regulator the discretion to set higher capital standards.’

6\(\
X9
C»

~7
! Among the many reports documenting the successful efforts of Fannie Mae and Freddie Mac at weakening the
regulator and their capital standards, see, e.g., Carol Matlack, Getting Their Way, National Journal, October
27,1990, pp. 2584-2588; Jill Zuckman, “Bills To Increase GSE Oversight Move Ahead in House, Senate,” CQ
Weekly, August 3, 1991; Stephen Labaton, “Power of the Mortgage Twins: Fannie and Freddie Guard Autonomy,”
New York Times, November 12,1991, p. D1; Kenneth H. Bacon, “Privileged Position: Fannie Mae Expected to
Escape Attempt at Tighter Regulation,” Wall Street Journal, June 19,1992, p. Al.
? David S. Hilzenrath, “Chief Says Freddie Won’t Raise Capital; Mortgage Financier Cites Responsibility to
Shareholders, Won’t Increase Loan Capacity,” Washington Post, March 13, 2008, p. D4.
% Steven Sloan, “Fannie CEO Details Issues with GSE Bill,” American Banker, June 5, 2008.

1
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The companies fought for high leverage because this benefited their shareholders and managers,
at least until the companies failed. Freddie Mac reported returns on equity of over 20 percent for
most years since it became an investor-owned company in 1989, reaching highs of 47.2 percent
in 2002 and 39.0 percent in 2000. Fannie Mae reported earnings of almost as much, reaching a
high of 39.8 percent in 2001. The two companies fought higher capital requirements because
more capital would have diluted those returns to shareholders.

The two companies compounded the problem of their self-inflicted structural vulnerabilities with
a series of misjudgments that involved taking on excessive risk just at the point that housiga\ *
prices were peaking. According to press reports, the chief executives of both Fannie Maeand
Freddie Mac disregarded warnings from their risk officers and sought to catch up V\@\t e
market by greatly increasing their purchases of risky loans.* \"1,

Q
Freddie Mac reported in its 2007 Annual Report that, ?9
\

“The proportion of higher risk mortgage loans that Wer@cr?ginated in the market
during the last four years increased significantly. WQ%ve increased our
securitization volume of non-traditional mortgag ducts, such as interest-only
loans and loans originated with less documentagion in the last two years in
response to the prevalence of these products within the origination market. Total
non-traditional mortgage products, iw those designated as Alt-A and
interest-only loans, made up approxi Tately 30% and 24% of our single-family
mortgage purchase volume in the y@rs ended December 31, 2007 and 2006,

respectively.” A
W
Fannie Mae’s 2007 Annual Report states(:\\)o

“We are experiencing high serious delinquency rates and credit losses across our
conventional singfeyfamily mortgage credit book of business, especially for loans
to borrowers \A@Mow credit scores and loans with high loan-to-value (“LTV”")
ratios. In adgition, in 2007 we experienced particularly rapid increases in serious
delinquenéy-rates and credit losses in some higher risk loan categories, such as
Alt- , adjustable-rate loans, interest-only loans, negative amortization
loans, Toans made for the purchase of condominiums and loans with second liens.

Q y cGJf these higher risk loans were originated in 2006 and the first half of
2007.”

N
Fannie\&e reported that purchases of interest-only and negative amortizing ARMs amounted to
7%@“1 s business volume in 2007 and 12% in each of 2006 and 2005. Moreover, Alt-A
mortgage loans “represented approximately 16% of our single-family business volume in 2007,

* David S. Hilzenrath, “Fannie's Perilous Pursuit of Subprime Loans: As It Tried to Increase Its Business, Company
Gave Risks Short Shrift, Documents Show,” Washington Post, August 19, 2008, p. D01; Charles Duhigg, “At
Freddie Mac, Chief Discarded Warning Signs,” New York Times, August 5, 2008; Charles Duhigg, “The Reckoning:
Pressured To Take More Risk, Fannie Reached Tipping Point, New York Times, October 5, 2008.

® Freddie Mac, Annual Report, 2007, p. 13.

® Fannie Mae, Annual Report, 2007, p. 24.
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compared with approximately 22% and 16% in 2006 and 2005, respectively.”” Both companies
also invested in highly rated private-label mortgage-related securities that were backed by Alt-A
or subprime mortgage loans, amounting to total holdings by the two companies of over $ 200
billion in 2007.°

In short, the mix of private incentives and government backing created a dynamic that led not
only to the hubris that brought about the meltdown of internal controls at both Fannie Mae and
Freddie Mac a few years ago,” but also to their insolvency in 2008. A

That said, Fannie Mae and Freddie Mac did not cause the housing bubble or the prolif "Bn of
subprime and other mortgages that borrowers could not afford to repay. In analyzing_th
dynamics of Fannie Mae and Freddie Mac | discovered a phenomenon that can k e%ghed
Stanton’s Law: risk will migrate to the place where government is least equip 0 deal with
it.' Thus, the capital markets arbitraged across regulatory requirements and Vmately sent
literally trillions of dollars of mortgages to Fannie Mae and Freddie Macd@here capital

requirements were low and federal supervision was weak. @6

‘Q
However, the capital markets also found other places where gov%@%ent could not manage the
risk, including structured investment vehicles of commercial s, private securitization

vagaries of the rating agencies and exuberance of the t during the housing bubble. Huge
volumes of subprime, alt-A, interest-only and other t§29i mortgages went to these parts of the
market. As the bubble reached its limits and bega&% deflate the GSEs tried to catch up and
regain the market share that they had lost to thww competition.

N

06’0
1. Lessons From the@@ure of Fannie Mae and Freddie Mac

conduits, and collateralized debt obligations that were vir];’lzajly unregulated except by the

Many other kinds of financial in@ﬁion have failed in the current debacle, including commercial
banks, thrift institutions, morgg‘g.ge companies, insurance companies and hedge funds. Among all
of these, the government-s ored enterprise manifests specific shortcomings that call the value
of this institutional form@%?joubt.

>
In making their mi&q{es, Fannie Mae and Freddie Mac revealed the inherent vulnerabilities of
the governmegtééo sored enterprise (GSE) as an organizational model.** First, the GSE lives

7 Ibid, pp. 12€%.

8 Fannie , Annual Report, 2007, p. 93; Freddie Mac, Annual Report, 2007, p. 94.

. Stanton, “The Life Cycle of the Government-Sponsored Enterprise: Lessons for Design and
tability,” Public Administration Review, September/October 2007.

1% This dynamic was first presented in my testimony before the Senate Banking Committee in a hearing on The
Safety and Soundness of Government Sponsored Enterprises, October 31, 1989, p. 41, pointing out that increases in
stringency of capital requirements and government supervision for thrift institutions after the savings and loan
debacle would drive many billions of dollars of mortgages from the portfolios of savings and loan associations to
Fannie Mae and Freddie Mac because their capital standards and government oversight were much weaker.

1 A government-sponsored enterprise is a government chartered, privately owned and privately controlled
institution that, while lacking an express government guarantee, benefits from the perception that the government
stands behind its financial obligations. See, Ronald C. Moe and Thomas H. Stanton, “Government Sponsored
Enterprises as Federal Instrumentalities: Reconciling Private Management with Public Accountability,” Public

3
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or dies according to its charter and other laws that determine the conditions under which it
operates. That means that GSEs must balance their profit goals against public purposes and the
interests of stakeholders that can influence their charters.

Second, the GSE combines private ownership with government backing in a way that creates a
political force that can dominate virtually any safety-and-soundness framework. GSEs select
their chief officers in good part based on ability to manage political risk rather than on their
ability to manage two of the largest financial institutions in the world. Consider these iSSUE{ in
turn. ‘

N
Q
The GSE business model, involving private ownership and public purposes, is diﬁi%t}not
impossible to manage. \"1,

-

N\
The GSE business model, involving private ownership and public purposes,v@ifficult if not

impossible to manage. Fannie Mae and Freddie Mac were more vulnera an commercial
banks or other federal instrumentalities to the contradictions between the Tequirement to serve
private shareholders and the need to serve public purposes that stak\ex%lders, including members
of Congress, guarded and enforced. &6’0

It has long been recognized that GSEs are a special type fegez}al instrumentality, i.e., a private
institution chartered under law to swerve public purpose$xOther federal instrumentalities include
most commercial banks and thrift institutions and Otf‘,@j or-profit and nonprofit institutions.*?

In contrast to those other instrumentalities, the off@‘rs and directors of Fannie Mae and Freddie
Mac seem to have had a much more difficult tipge balancing their fiduciary responsibilities to
shareholders against the public purposes of t»{é1$charter acts and pressure from stakeholders to
carry out public purposes that may not hayghelped the GSEs to protect themselves as sources of
long term strength to the housing mar.

Perhaps most eloquent on this is@ﬁwas Daniel Mudd, the former CEO of Fannie Mae, who
testified in December 2008 th@v
AN

“| would%\(%cate moving the GSEs out of No Man’s Land. Events have shown

how gt It it is to balance financial, capital, market, housing, shareholder,

bondholder, homeowner, private, and public interests in a crisis of these
%%}tions. We should examine whether the economy and the markets are better

Lserved by fully private or fully public GSEs.”®3

.

AN

Adminis@)n Review. July/August 1989. This definition is consistent with the definition Congress enacted in
ametb ts to the Congressional Budget Act of 1974, codified at 2 U.S.C. Section 622 (8).

12 3eb-k.g., Thomas H. Stanton, A State of Risk: Will Government-Sponsored Enterprises be the Next Financial
Crisis?HarperCollins, 1991, Appendix A (“Laws, Cases, and other Legal Sources on Government-Sponsored
Enterprises”); and Thomas H. Stanton, "Federal Supervision of Safety and Soundness of Government-Sponsored
Enterprises," The Administrative Law Journal, Summer 1991.

'3 Daniel H. Mudd, Written Statement, Before the Committee on Oversight and Government Reform U.S. House of
Representatives, December 9, 2008, available at http://oversight.house.gov/story.asp?1D=2252, accessed February 7,
2009. Richard Syron, Freddie Mac’s former CEO, pointed to the same issue:

“Freddie Mac is a shareholder-owned corporation, chartered for the public purpose of supporting
America’s mortgage finance markets, and operating under government mandates. We had

4
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There were several reasons why Fannie Mae and Freddie Mac were so susceptible to being
whipsawed between their fiduciary obligations to shareholders and their public purposes. A
major source of mischief was the fact that the two companies were chartered by act of Congress
rather than by a federal regulator. Members of Congress constantly could pressure Fannie Mae
and Freddie Mac to undertake unwise lending policies, for fear that Congress otherwise might
impose higher capital requirements or other restrictions that were unwelcome to shareholders.
Mr. Mudd testified, for example, that he felt pressure to increase Fannie Mae’s market activity
even as other institutions were stepping back because of declining market conditions. ,<\ ’

In addition, the GSEs selected a political strategy of achieving short-term goals a@ﬁ&)’tential
cost of longer term achievements. Their refusal to accept bank-type capital requirérpents and a
bank-type supervisory framework for accountability has already been mention he GSEs
marshaled so much political power that they simply dominated their environ@and dampened
feedback signals that might have helped company officials to make better§ecisions.™ In return,
however, the GSEs had to buy off stakeholders with large volumes of @ortgage purchases that
they, or at least their risk officers, knew were unwise. \4
QO

Those interested in seeing some of the pressures on the comp Cé and the nature of mistakes
that the GSEs made in 2005-7, including overriding Warng'l?q om risk officers but assuming
that credit risk would be appropriately managed, and s yield and market share despite
added risk from nontraditional mortgage products, mégifvlsh to consult confidential company
documents that the House Committee on Oversngk ind Government Reform released on
December 9, 2008." .

S

In their governance shortcomings the two\§€>Es compounded the more general problem that the
current debacle has revealed. Alan Gr@&pan put it best:

"I made a mistake in @resuming that the self interest of organizations, specifically

banks and others, such that they were best capable of protecting their own
shareholders an%she equity in the firms."*°
AQ

affapdability, liquidity and stability in housing finance, which included some very specific low-
iggome housing goals. We also had obligations to our regulator to pursue our goals in a manner
chat was prudent and reasonable. And, at the same time, we had fiduciary obligations to our
" shareholders that were the same as any other publicly traded company. Freddie Mac always
6 worked hard to balance these multiple obligations, and for decades the company was effective.”
N
Richgi& F. Syron, Statement, Before the Committee on Oversight and Government Reform U.S. House of
Representatives, December 9, 2008, available at http://oversight.house.gov/story.asp?1D=2252, accessed February 7,
2009.
1 This problem is analyzed with respect to the two GSES’ failed internal controls in Thomas H. Stanton, “The Life
Cycle of the Government-Sponsored Enterprise: Lessons for Design and Accountability,” Public Administration
Review, September/October 2007.
1> Three sets of documents are available at the committee website, http:/oversight.house.gov/story.asp?1D=2252,
accessed February 7, 2009.
18 Kevin G. Hall, “Greenspan takes some blame for financial meltdown,” McClatchy Newspapers, October 23,
2008, http://www.mcclatchydc.com/staff/kevin_hall/v-print/story/54712.html, accessed 12-06-2008

obl |gs&hs to Congress and to the public to promote our chartered purposes of increasing

5
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There are huge governance implications of this statement, coming as it does from a firm believer
in the efficiency of market forces. Not only GSEs, but other financial institutions sought ways to
increase their leverage and reduce the quality of their supervision by government. But there was
a difference. As they served the perceived interests of their shareholders, banks and other
investors were filled with the irrational exuberance of the market bubble; in addition, the GSEs
faced, and failed to manage, stakeholder pressure to engage in activities that they probably knew,
and their risk officers did know, could inflict serious harm on the companies. A

The GSE combines private ownership with government backing in a way that creates 'htical
force that can dominate virtually any safety-and-soundness framework. The statutopy framework
of GSEs also creates special financial vulnerability because of the incentives th t&s have to
appoint CEOs and senior management that are politically adept and who may& necessarily be
experienced at managing a major financial institution. -

\
A GSE lives or dies according to the terms of its enabling legislation. @[%cially GSEs such as
Fannie Mae and Freddie Mac that are directly chartered by Congre%qdut also GSEs such as the
Federal Home Loan Bank System that are chartered by their re r, have tended (albeit not
invariably) to select CEOs and other top managers because 0 Ir ability to manage political
risk rather than the risks that derive from their financial ag{% vities. This was seen in the newest
GSE, Farmer Mac, which returned to the Congress sev; imes since its original authorization
in 1987 to obtain adjustments to its charter powers to<qj w it to offer increasingly profltable
financial services. Farmer Mac has never been a s@hg success in public policy terms " and has
invested heavily in assets that that have nothlng\tg do with meeting public needs.*®

Fannie Mae and Freddie Mac made a prac@@é of mastering political risk, both by providing

blandishments to favored members o political establishment and other stakeholders, and by

applying pressure to contain threatsio what the companies considered their franchise value.*®
O

v

\4
7U.S. General Accounting Oégﬁ\Farmer Mac: Revised Charter Enhances Secondary Market Activity, But Growth

Depends on Various Factors 0/GGD-99-85, May 1999

18 Among other investm ing nothing to do with its public purpose, in September 2008 Farmer Mac held in its
investment portfolio % illion of Fannie Mae floating rate preferred stock and $60.0 million of Lehman
Brothers senior debtge rities. After taking losses on these investments the GSE was recapitalized on September 30,
2008 by issuin ock to institutions of the Farm Credit System, another GSE, and thereby averted insolvency.
See Farmer MacMorm 10-Q Quarterly Report for the Period Ended September 30, 2008.

9 This ha58 Iong standing policy. In 1991 Representative Jim Leach (R-1A) stated:

O’\\» 1]t is not surprising that Fannie and Freddie are beginning to exhibit that arrogant characteristic of a

duopoly, controlling 90% of the market. Such market dominance allows for heavy-handed approaches to
competitors, to financial intermediaries, and to consumers. Competitors such as community based savings
and loan associations and commercial banks are also users of GSE services. They are understandably
apprehensive about expressing reservations about their practices in fear of retaliation. Likewise, would-be
competitors such as securities firms run well known market risks if they object or attempt to compete with
Fannie and Freddie. The two GSEs distribute billions of dollars of business on Wall Street and have a
reputation of not cottoning to challengers of the status quo."

U.S. House of Representatives, "Government-Sponsored Housing Enterprises Financial Safety and Soundness Act

of 1991," Report of the Committee on Banking, Finance and Urban Affairs, H.Rpt. No. 102-206, to accompany H.R.

2900, September 17, 1991, at p. 122 (Dissenting Views of Representative Jim Leach).

6
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The GSEs are active participants in the process of influencing policymakers, and especially those
who are in positions to affect their charter legislation. On April 19, 2006, Freddie Mac paid a
record fine to the Federal Election Commission to settle charges that the company violated
federal law by using company resources to hold some $ 1.7 million in fundraisers, many
involving the then-Chairman of the House Financial Services Committee. That committee is
responsible for the legislation that created both Fannie Mae and Freddie Mac and that
periodically considered legislation to address shortcomings in their supervision.

Thanks to the lobbying power of Fannie Mae and Freddie Mac, the Office of Federal Houﬁ}qg
Enterprise Oversight (OFHEO) had been created as an institution that lacked the capaq\,lil/@needed
to do its job. OFHEO was limited by the appropriations process and had a budget that was much
smaller, compared to its responsibilities, than the budgets of federal bank regula}gﬂ,

&
Whenever OFHEO tried to do its job well, as in the 2004 Special Examinati&@%eport on Fannie
Mae, it felt political pressure. Fannie Mae lobbyists generated a congressidnal request for the
Inspector General (1G) of the Department of Housing and Urban Devefgpment (HUD) to
investigate OFHEO’s conduct of the special examination. Between@%tober 2002 and June 2004,
there had been three other congressional requests for IG investi ns of OFHEO. Fannie Mae
lobbyists also tried to use the appropriations process to force aggwé;:ge in the leadership of
OFHEO. They convinced the relevant Senate Appropriatigns Subcommittee to try to withhold
$10 million from OFHEQ’s appropriation until a new a/ O director would be appointed.

The enactment of a stronger supervisory framew N 2008 meant that the new regulator, the
Federal Housing Finance Agency (FHFA) no langer was subject to the appropriations process.
However, the political strength of the GSES@ reflected in the fact that the new legislation,
improving as it did on the old law, contin@to deny the regulator the mandate, discretion, or
authority to regulate safety and sound@&that federal bank regulators have long possessed.?’

The new law, the Housing and E@ﬁ})mic Recovery Act of 2008 (HERA) became law less than
two months before Fannie Maéxgnd Freddie Mac failed. Ultimately the two GSEs were not well
served by their tradition of sglécting politically capable CEOs who could fend off the kind of
supervision that a more @ﬁle regulator might have been able to provide.

>

Because of their go g%\ment backing and low capital requirements in their charters, Fannie Mae
and Freddie Magﬁa ned immense market power. They doubled in size every five years or so
until in 2008(2 wo companies funded over $ 5 trillion of mortgages, over 40 percent of the

mortgage ngarket.
O

Th "%Qarket power gave them political power. Whenever someone would urge regulatory
reform, such as higher capital standards to reduce the GSEs’ dangerous leverage, huge numbers
of constituents could be expected to flood Capitol Hill.* That political power in turn entrenched
the GSEs’ market power.

0 T give but one example, the new law required the new regulator to conduct an estimated 25-30 rulemakings,
often with short deadlines, to implement key provisions of the act. The bank regulators have discretion in many of
the areas where HERA sought to impose inflexibility upon the FHFA through required rulemakings.

21 Observers have long noted this pattern. “Builders, real estate brokers and bankers across the country rely so
heavily on Fannie Mae for mortgage funds that they live in fear of offending the firm and routinely defend it in
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The experience of Fannie Mae and Freddie Mac as privately owned institutions with extensive
government backing shows the shortcomings of the government-sponsored enterprise as an
organizational model. However sound the accountability structure may be when the organization
begins, the incentive to satisfy private owners will lead a GSE to try to weaken safety and
soundness oversight and lower capital standards. Both Fannie Mae and Freddie Mac arguably
had more effective accountability structures when they were chartered as GSEs than when they
were supervised by OFHEO. Between 1968 and 1992, when OFHEO was established, both
companies had successfully removed government controls that they considered unaccepta;ﬁ\e.‘

what might be best for the financial system, the housing system, or American tax .

Q
In short, the drive to satisfy shareholders is intense and easily can overwhelm coggér;kons of
rs.

&

I1l.  What Should be Done With the GSEs Now? OQ

This question must be separated into two parts, first how the gover.mx%nt should use the two
failed GSEs to support today’s troubled mortgage market, and se@ﬁd, what should happen with
the GSEs in, say five years, after the housing market has begu{sﬁo recover.

A. The government should place}.:]r ie Mae and Freddie Mac into
receivership and allow themfg unction as wholly owned government
corporations to support tb@mortgage market.

. M)
The government placed Fannie Mae and Fre@éﬂ% Mac into conservatorship rather than
receivership. Unlike receivership, the voll.uﬁ-éry acceptance of conservatorship by Fannie Mae or
Freddie Mac was not subject to litigati@fy which could have further roiled the financial markets.
Placing a failed financial institution\gi ctly into conservatorship violates the customary practice
of the federal bank and thrift regdlators who first place an institution into receivership, then
separate the assets into a “go?bank/bad-bank” structure and send the good bank, cleaned out of
troubled assets, into conser@atorship or bridge-bank status. Placing an institution into
receivership removes thgshareholders of the defunct institution. Thus, when IndyMac failed, it
was placed into recej ip. The receiver then transferred the deposits and most of the assets to
a newly chartered tRrift, IndyMac Federal Bank. The FDIC then placed itself as conservator of
the new Indyg%d‘: deral Bank.

As past | 5$8% materialize and are recognized by Fannie Mae and Freddie Mac it has become
clear’@oth institutions have lost their entire net worth. It is time to place both companies into
rec@ ship. Placing both companies into receivership will help to remove an inherent conflict in
the government’s position. Technically, conservatorship means that the government is working
to restore the companies to financial health. The government has preserved the shareholders in
the two companies and allowed their stock to trade freely. This is inconsistent in key aspects
with the government’s need to use the two companies, now that the value of shareholder

Washington.” David A. Vise, “The Money Machine: How Fannie Mae Wields Power,” Washington Post, January
16, 1995, p. Al4.
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holdings in the companies is zero, to support the mortgage market. Until shareholders are
removed from the equation, officers and directors of the two companies will face conflict as to
their fiduciary responsibilities. Do they price mortgage purchases low to support the market or
do they price higher to replenish the companies’ shareholder value???

With shareholders still in the equation government must try to cobble unwieldy support such as
using the Federal Reserve to buy mortgage-backed securities of the two companies as a way to
lower mortgage rates. A

If the government placed both companies into receivership, then we could use Fannie p.@ and
Freddie Mac as agents of reform for the mortgage market. They could fund mortgages
manner targeted to meet pressing public purposes. They could begin to impose € 4%%
consumer protections for borrowers, such as Alex Pollock’s one-page borrowe é’sclosure
form.% They also could begin to devise and impose requirements that prim enders and other
participants in the mortgage process have appropriate financial strength capability and
accountability before they are allowed to do business with the two congganies. In short, the
government could turn the collapse of Fannie Mae and Freddie Maq%’(o an opportunity to begin
to fashion important rules of conduct for those types of particip Nin the housing market that
have served American consumers and taxpayers so poorly. Thesgovernment also could use the
GSEs to help shore up the Federal Housing Administrati&quy providing technical and IT

systems support.?*
SV

Jna
al

The Congress also would be well advised to place\abs'unset provision of perhaps five years into
each company charter. As the sunset approaches,.and the mortgage debacle hopefully is behind
us, policymakers can decide whether furthe port for the mortgage market is required, and the
organizational form that is most suitable.(\\)o

B. Fannie Mae_and Freddie Mac should not again become privately

owned c</q§n|zations that operate with federal backing.
For many reasons, it isim \aﬁt now to end the GSE status of Fannie Mae and Freddie Mac.
First, the GSEs have n0\§ uandered a policy tool that government had used for decades: the
perception of an im ather than explicit federal guarantee of their debt obligations. That
means that goverr{0 ent would need to provide some form of express guarantee if the GSEs were
to be restored. d, as has was seen in the savings and loan debacle and now with the GSEs,
the governm(ﬁt risks far too much trying to insure the liabilities of a specialized financial
institutiog i policymakers were to seek to support the mortgage market they should authorize
gover t guarantees of mortgage assets or, at most, mortgage-backed securities. Third, the
gov@%nent should not provide special charters to a limited number of specialized institutions.

22 The two companies themselves complain of the conflict in their roles in conservatorship. Fannie Mae Form 10Q
filing for the quarterly period ended September 30, 2008, p. 7; Freddie Mac Form 10Q

filing for the quarterly period ended September 30, 2008, p.5.

2% Alex Pollock’s one page mortgage form can be found at http://www.aei.org/scholars/scholarlD.88/scholar.asp. It
is attached below.

# FHA’s need for enhanced capacity is discussed, e.g., in Thomas H. Stanton, “Strengthening Government’s Ability
to deal with the Financial Crisis,” IBM Center for the Business of Government, March 2009, found at
http://www.businessofgovernment.org/pdfs/StantonFinancial.pdf.
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As the GSEs have shown, it is virtually impossible to protect the regulator of a few institutions
from being dominated. This is especially true if the regulated institutions operate under a law
such as HERA, that provides for different rules, especially for capital, but also for other aspects
of safety and soundness, than apply to other institutions in the same lines of business. Fourth,
proposals to craft special rules such as trying to regulate the GSEs as public utilities or by
limiting them to cooperative ownership will not overcome the vulnerabilities of the GSE as an
institutional form that is based on political dominance. Consider each of these issues in turn.

.

The implicit government guarantee of GSE obligations is no longer available as a pol'us@ool.

In earlier years, government was careful to preserve the option that it would dec| iﬁaﬁ%\bail out
holders of GSE obligations and GSE-guaranteed mortgage-backed securities. sury regularly
counseled that the government’s involvement should be characterized as mekety the “perception
of an implicit guarantee” rather than as an actual implicit guarantee. Thes&\hiceties began to
erode with the financial rescue of the failed Farm Credit System in thegwpid-1980s and the
government’s rush to support obligations of the Funding Corporaﬁ%@FICO) in 1996. With the
financial rescue of Fannie Mae and Freddie Mac debtholders anw S-holders in 2008, the
perception of implicit government backing of GSEs has becon?éan anachronism. If the Federal
Home Loan Bank System continues on its current financig) trajectory, that institution may add to
the market’s expectations that a GSE is backed by an egi/ iCit rather than implicit government
guarantee. b

: N : .
One consequence of the destruction of the implicit guarantee is that government in the future
either will be required to provide an expressxq&rantee, backed by the full-faith and credit of the
United States, or none at all. Another cons@&hence is that, unlike the former implicit federal
guarantee, explicit government guara are subject to scoring on the federal budget
comparable to the treatment of Ginnje Mae’s financial guarantees by the Office of Management
and Budget. The days of the GSE gs a source of an off-budget government subsidy for housing
finance are coming to an end\y

AN
The government risks fa,éb% much trying to insure the liabilities of a specialized financial
institution. 0’0

$

As periodic fail#e of federal guarantee programs have shown,? the government can and
sometimes d(ﬁs ose the capacity to supervise use of its financial guarantee. The Federal
Housing dministration’s single-family mortgage insurance program currently would seem to be
especiadhyat risk, for example.?® However, a guarantee of assets rather than liabilities has several
advanpages for the government and taxpayers. First, asset guarantees are subject to oversight
through the federal budget and the application of credit budgeting. This allows the Office of
Management and Budget to monitor the risks involved in extending the guarantee and to provide

% See, e.g, Leonard Downie, Jr., Mortgage on America, Praeger Publishers, 1974, for a discussion of the failure of
HUD single-family and multifamily programs in the early 1970s.

%See, e.g., HUD Secretary Steve Preston, Prepared Remarks at the National Press Club, November 19, 2008; and
Barry Meier, “As FHA’s Role Grows, So Does the Risk of Fraud,” New York Times, December 10, 2008., available
at http://www.hud.gov/news/speeches/2008-11-19.cfm, accessed January 2, 2009.
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feedback to the agency and program through the annual process of reestimating the budgetary
costs. As can be seen with programs such as federal deposit insurance and guarantees of the
Pension Benefit Guaranty Corporation (PBGC),?’ for example, this form of supervision and
discipline is sorely lacking for federal programs that guarantee liabilities rather than financial
assets.

Second, it is less difficult to monitor the risks inherent in a guarantee of assets than in a
guarantee of liabilities. For a guarantee of assets, the government must monitor the quality of
origination, servicing, and collections, and the credit quality of the assets themselves. By (\ ’
contrast, monitoring a guarantee of liabilities of a financial institution involves trying te@ssess
the quality of the institution’s management, its capitalization, its accounting practicg& and many
other potential sources of risk besides the quality of its assets. ‘\"1,

\
Third, as was seen most clearly in the savings and loan debacle, a federal guw&ﬂee of an
institution’s liabilities creates a form of moral hazard that can greatly m ly the government’s
risk exposure, compared to the actual volume of liabilities that governinent believes that it is

guaranteeing. By contrast, when government guarantees financial. s or even pools of
financial assets, it can provide for risk sharing that, at least in pr@&ple, can reduce the
government’s potential losses. ?3

For all of these reasons, if government can avoid guar &(Qng the liabilities of a private
institution, it should do so. In the case of providing sGpport for the residential mortgage market,
this conclusion is bolstered by the fact that federai@mrtgage insurance, or perhaps a federal
guarantee of pools of mortgages, with appropriate risk-sharing with the loan originator, can
provide needed support for the mortgage ma@ without incurring the risks involved in trying to
guarantee the liabilities of a GSE. It seems¥rudent that the future structure of housing finance
must take account of the difficulty th h public and private sector managers can have in
trying to manage a large volume of _gssets and mortgage-backed securities.

The government should not p@u’de special charters to a limited number of specialized
institutions. f&
N

Regulatory capture i Qajor problem for federal regulators of all types.? The problem is
especially acute fora Tegulator of only a few institutions. Such a regulator can be expected to
assume a paroc 9imgoint of view compared to a regulator with responsibility for supervising a
plethora of irtitutions with varying interests and perspectives.”® The problem becomes

obli S that the GSEs disavow in their loan documentation, no one believes this.
28 S;f,)e.g., Marver Bernstein, Regulating Business by Independent Commission, Princeton University Press, 1955.
% The GAO has made similar observations and earlier recommended that all of the GSEs be supervised by a single
high-level regulator:
“Because of its important responsibility to supervise the safety and soundness of all the enterprises, the
members of the independent regulator’s board need to have sufficient status, respect in government and
business, and financial expertise. GAO proposes a three-member board composed of a full-time
chairperson who acts as the chief executive officer of the regulatory staff, the Secretary of the Treasury,
and the Chairman of the Federal Reserve System.”
U.S. General Accounting Office, Government-Sponsored Enterprises: a Framework for Limiting the Government’s
Exposure to Risks, GAO/GGD-91-90, May 1991, p. 8. This recommendation failed to be adopted, in part because it

A\
o Thetl’%géates that liabilities of the PBGC are not backed by the United States. As with the backing of GSE
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especially acute for institutions such as GSEs that fall into a hybrid category between other
organizational types. Take, for example, the issue of appropriate capital standards: should GSE
capital standards be set according to bank-type standards or according to the standards that state
regulators apply to private mortgage-backed securities conduits? A regulator with responsibility
for supervising only the housing GSEs is likely to move towards the lower capital standards.
This opens the door to regulatory arbitrage and the likelihood that the GSEs once again would
resume their excessive growth, based on their regulatory advantages rather than on whether it
makes sense to concentrate so much risk in a few specialized financial institutions.
The inability of the Congress to set bank-type capital standards for Fannie Mae and Frp@% Mac
or to create for them a supervisory framework that was at least as strong as the supegyis
framework for banks stands as a warning of the political dynamics that are at ple
specialized institutions, GSEs tend to be the province of parochial committees g{ubcommittees
of the Congress that are attuned to the benefits of GSEs for the stakeholders m they serve
and are relatively insensitive to the need to protect ordinary taxpayers frtBQhavmg to pay for an
expensive rescue. S

AQ

The prospect of differential capital and other supervisory requir%?nts that permit regulatory
arbitrage relates to the problem of GSEs becoming not only * ig to fail,” but also “too big to
succeed.” Along with other financial institutions, Fannie l).(lg e and Freddie Mac have shown, at
great cost to the residential mortgage market and Iarge ncial system, that the GSEs and their
politically oriented managers lack the ability to man uch large institutions. The failure of
internal controls at both GSEs occurred in 2003- -dWhen they were smaller than they were when
they failed completely several years later. Qe

N

Again, if government guarantees assets ra{b@r than liabilities, support can be provided to the
residential mortgage market without i@&ring the political and financial risks that a GSE entails.

A *
I11.  Evaluating th@/&?SE as an Organizational Form

The Government Spons@? nterprise tends to have greater capacity and flexibility than the
government agency, uch less accountable and exhibits life cycle vulnerabilities.

Four criteria arg:helpful in evaluating the quality of agencies and instrumentalities of government
that carry oufg lic purposes:*

. aC|ty. What is the capacity of the organization, in terms of people, administrative
Q’\\budget, systems, and organization, to carry out its public purposes?

could have placed congressional jurisdiction over the regulator into a broad-based committee such as the House
Ways and Means Committee rather than in the hands of the GSE authorizing committees.

% See, e.g., Thomas H. Stanton, “The Administration of Medicare,” Washington and Lee University Law Review,
2003; and, Thomas H. Stanton, “Moving Toward More Capable Government: A Guide to Organizational Design,”
Chapter 1 in Thomas H. Stanton, ed., Meeting the Challenge of 9/11: Blueprints for Effective Government, M.E.
Sharpe Publishers, 2006.
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Flexibility: What flexibility does the organization have, under the law and in practice, to
carry out its public purposes?

Accountability: How well is the organization held accountable for (1) carrying out its
public purposes, and (2) its stewardship of public resources?

Life Cycle: As the organization matures, what strengths and shortcomings manifest
themselves?
K\

For different organizations different measures will become more critical than others inAQ
understanding strengths and weaknesses. As a general rule, to the extent that weaknesses appear,
government departments may have difficulty with the measures of capacity and‘go ibility, while
privately owned instrumentalities may have difficulty with accountability. Nu us
organizations of all types have difficulty with life-cycle, and the ability to rer\wgen active, focused
and useful over many years. OQ

Government sponsored enterprises are privately owned institutions.ﬁ@é from the budgetary and
other constraints imposed on government agencies. As such the d to develop significant
capacity and flexibility compared to government agencies th rve the same economic sector.
A comparison of mortgage operations of Fannie Mae and Kreddie Mac on the one hand and the
Federal Housing Administration (FHA), on the other, % ys this pattern.

On the other hand, the issue of accountability is sa@ﬁt for GSEs, and Fannie Mae and Freddie
Mac in particular. As private companies operatiqg with substantial government subsidies, GSEs
often grow to dominate their markets. Marke@s wer leads to political power which in turn leads
to favorable changes to the GSE's charter.@:ﬁelp expand its market power and reduce the
effectiveness of any accountability fra@&/ork government may seek to apply to the GSEs.

The issue of life cycle is also im@%’mt for the GSEs. The rapid growth of GSEs, combined with
their dominance of accountabj\flw measures such as government oversight and capital
requirements can lead to flaled business decisions.** The current crisis in the mortgage market
raises issues of GSE ac(b’ tability and life cycle with special force.

Proposals to craft (e%ial rules such as trying to regulate the GSEs as public utilities or by
limiting them toéoﬁerative ownership will not overcome the vulnerabilities of the GSE as an
institutional @m that is based on political dominance.

N
Propgg\i@go create a different accountability framework or governance structure for Fannie Mae
and@‘eddie Mac do not change the assessment of the GSE, even with those changes, as an
organizational form. Most importantly, the issue of political dominance of the GSEs over their
regulators and GSE influence over their congressional authorizing committees will not go away.

Some have suggested that Fannie Mae and Freddie Mac can be regulated as public utilities. This
suggestion has several defects. The first issue relates to the purpose of utility regulation.

% See, e.g., Thomas H. Stanton, “The Life Cycle of the Government-Sponsored Enterprise: Lessons for Design and
Accountability,” Public Administration Review, September/October 2007.
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Regulation is called for when public utilities benefit from scale economies that may give them
characteristics of monopolies; price regulation by a public utility commission seeks to prevent a
public utility from imposing monopoly pricing on its customers.

In other words, rather than limiting the size of a public utility, government accepts a utility’s
dominant market position and seeks to limit the high prices that could result. But taxpayers are
far too much at risk if the GSEs grow to hold a dominant position in the mortgage market,
regardless of price regulation. Given that the problem facing taxpayers in today’s context is one
of limiting the size of GSEs and their financial risks rather than controlling monopoly prig@g,’
the public utility model is not relevant.

v
Secondly, regulated companies too often capture their regulators. Many a politic F}?(;ntist has
written, for example, about the dominance of the Interstate Commerce Commigsion by the
railroads that the ICC was supposed to regulate. The GSEs would simply sh e application of
their political power from domination of their past regulators to the new E§ibl|c utility regulator.

Third, the creation of a separate utility-type regulator for the GSEs .&her than merging
supervision with the responsibilities of a regulator that supervis nks and thrifts as well as
GSEs, again would encourage the preferential capital and supv&nsory requirements that lie at the
core of GSE financial vulnerability. .

>

In short, application of a public utility model to Fannf@%ae and Freddie Mac would perpetuate
many of the vulnerabilities and large-scale risks q@\e GSE model that lie at the root of their
failure in 2008. .

S

A cooperative governance structure also f@% to add quality to the GSE model. This has been
seen among the GSEs in the financial re of the Farm Credit System in the mid-1980s and the
precarious financial condition of thg, Federal Home Loan Banks today. While the investor-owned
GSE seeks to increase risk to serg its investor owners, the cooperative GSE has an incentive to
increase risk to serve its ownerdwhat use its services. That was seen in the efforts of the Farm
Credit System to provide cpgeit to its cooperative borrowers below the GSE’s own cost of funds.
That approach could notRe sustained and led to the system declaring insolvency in the mid-
1980s. 0’0

QS

%) - .
I\Q To Help Stabilize the Mortgage Market the Government Should Provide
6‘\(\ Support to the Residential Mortgage Market Through One or Two
) Wholly Owned Government Corporations. Thereafter the Government
Q\ Should Largely Withdraw From Supporting the Secondary Market

As has been recommended above, the government should promptly end Fannie Mae and Freddie
Mac as investor-owned companies with perceived federal backing and turn today’s Fannie Mae
and Freddie Mac into separate wholly owned government corporations. At some specified time,
say five years from now, when the mortgage market stabilizes once again the government would
wind up those corporations.
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This approach deals both with the capacity and the life-cycle disadvantages that otherwise can
accompany the creation of wholly owned government corporations. Having a five year sunset
period would allow the wholly owned government corporations to provide support for the
mortgage market at a critical time. The experience of the Resolution Trust Corporation (RTC)
indicates how a temporary government corporation can develop the capacity to deal with
complex financial issues. It does this by attracting high-quality talent who might not contemplate
a longer term career in government. The RTC was impressive in the way that it evolved constant
improvements in its approach to its mission.* A

Even though the Congress could allow one or both of the government corporations to le/%et at
the end of their charter terms, this is not a foregone conclusion. The continuation ofﬁf
government corporation could appeal to some policymakers because of the abili se
revenues from mortgage operations to support affordable housing, which the ctéqlg}éssional
housing subcommittees strongly favor. -

\
Some argue that government support is needed to ensure access to the épc-%/ear fixed-rate
mortgage at all times during the credit cycle. The presence of the G&@é, with their massive
federal subsidies, has distorted the market so that we have no cleak1dea what the private market
will be able to fund by itself. One possibility would be to us overnment corporation to
provide government support for a 30-year fixed-rate mornggge only for selected borrowers such
as first-time homebuyers. (l/b‘

Just as one must question whether a GSE or other@i(/ate institution is properly manageable once
it funds, say, a trillion dollars of mortgages, ong must also question whether managers of wholly
owned government corporations will be up e task. As a matter of protecting taxpayers from
excessive financial risk there should be Iim&é on the size of both public and private institutions
that provide financial support to the age market. One clear lesson of the current debacle is
that it is too risky to maintain imme&ae financial institutions of any kind over the long term. This
logic may lead policymakers to gOpset the government corporations that have been proposed here
to assist during the current peivd of instability. If so, the model of the wholly owned
government corporation w remain available when needed to provide government support for
the mortgage market in(b @\event of any future crisis.

V. onclusion
&
< : L :
The governm@t sponsored enterprise has outlived its usefulness as an instrument of government
policy. other financial institutions have also shown vulnerability, the GSE appears to be
especiadty’prone to dominating any reasonable accountability structure. GSEs are simply too
| for their own good. Fannie Mae and Freddie Mac, now demonstrably insolvent, should
be placed into receivership and turned into wholly owned government corporations that sunset
after perhaps five years. As such they could support the mortgage market, not only through their
access to government funding, but also by imposing rules for consumer and investor protection,

% See, e.g., Thomas H. Stanton, “Lessons Learned: Obtaining Value From Federal Asset Sales,” Public Budgeting
& Finance, Spring 2003.
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capital requirements on mortgage market participants, and other protective measures that
policymakers could apply to the rest of the housing finance system.
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Treasury Department Announces Further Steps to Expedite Wind Down ob}annie Mae and
Freddie Mac OQ

8/17/2012 @6
Modifications to Preferred Stock Purchase Agreements Will Make Sure That Every DoI@ Earnings Fannie Mae and Freddie Mac
Generate Will Benefit Taxpayers &

Announcement Will Support the Continued Hpw, of Mortgage Credit
during a Responsible Transition to a Reft}ylr/w ousing Finance Market

WASHINGTON -- The U.S. Department of the Treasury today annoupeéd a set of modifications to the Preferred Stock Purchase
Agreements (PSPAs) between the Treasury Department and thp\ eral Housing Finance Agency (FHFA) as conservator of
Fannie Mae and Freddie Mac (the Government Sponsored Enterprises or GSEs) that will help expedite the wind down of Fannie
Mae and Freddie Mac, make sure that every dollar of ean'\@'éach firm generates is used to benefit taxpayers, and support the
continued flow of mortgage credit during a responsible, ition to a reformed housing finance market.

“With today’s announcement, we are taking th @?ep toward responsibly winding down Fannie Mae and Freddie Mac, while
continuing to support the necessary process &air and recovery in the housing market,” said Michael Stegman, Counselor to the
Secretary of the Treasury for Housing Finagce Policy. “As we continue to work toward bi-partisan housing finance reform, we are
committed to putting in place measurg® right now that support continued access to mortgage credit for American families, promote a
responsible transition, and protect 4gaxpayer interests.”

The modifications to the PSP, nnounced today are consistent with FHFA'’s strategic plan for the conservatorship of Fannie Mae
and Freddie Mac that it % d in February 2012. The modifications include the following key components:

The agreeme(&%quire an accelerated reduction of Fannie Mae and Freddie Mac’s investment portfolios. Those portfolios will now

be wou n at an annual rate of 15 percent — an increase from the 10 percent annual reduction required in the previous
agreemeNts. As a result of this change, the GSEs’ investment portfolios must be reduced to the $250 billion target set in the
pre'a agreements four years earlier than previously scheduled.

nnual Taxpayer Protection Plan
To support a thoughtfully managed wind down, the agreements require that on an annual basis, each GSE will — under the direction
of their conservator, the Federal Housing Finance Agency — submit a plan to Treasury on its actions to reduce taxpayer exposure to
mortgage credit risk for both its guarantee book of business and retained investment portfolio.

Eull Income Sw f All Future Fannie M nd Fr ie Mac Earnin Benefit T. rs for Their Investmen

The agreements will replace the 10 percent dividend payments made to Treasury on its preferred stock investments in Fannie Mae
and Freddie Mac with a quarterly sweep of every dollar of profit that each firm earns going forward.

This will help achieve several important objectives, including:

e Making sure that every dollar of earnings that Fannie Mae and Freddie Mac generate will be used to benefit taxpayers for
their investment in those firms.

e Ending the circular practice of the Treasury advancing funds to the GSEs simply to pay dividends back to Treasury.

e Acting upon the commitment made in the Administration’s 2011 White Paper that the GSEs will be wound down and will
not be allowed to retain profits, rebuild capital, and return to the market in their prior form.

e Supporting the continued flow of mortgage credit by providing borrowers, market participants, and taxpayers with additional
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The Resolution of Systematically Important Financial Institutions:
Lessons from Fannie and Freddie

Mark Calabria®

There was perhaps no issue of greater importance to the financial regula&y reforms of
2010 than the resolution, without taxpayer assistance, of large financial igmutions. The rescue
of firms such as AIG shocked the public conscience and provided IQ@polltlcal force behind the
passage of the Dodd-Frank Act. Such is reflected in the fact tsQé(c"ntles I and Il of Dodd-Frank
relate to the identification and resolution of large finan&i/b?@ntities. How the tools established in
Titles I and 11 are implemented are paramount to ;Qbéuccess of Dodd-Frank. This paper
attempts to gauge the likely success of these\@ag via the lens of similar tools created for the
resolution of the housing government@ﬁhsored enterprises (GSEs), Fannie Mae and Freddie

Q-

Mac. Q

Y

N
An additional pu&@& of this paper is to provide some additional “legislative history” to
the resolution mec&a@sms contained in the Housing and Economic Recovery Act of 2008
(HERA), Whlq@stabllshed a resolution framework for the GSEs similar to that ultimately

created éb'}tle Il of Dodd-Frank. The intent is to inform current debates over the resolution of

o

! Director of Financial Regulation Studies, the Cato Institute. The author served as senior professional staff on the
United States Senate Committee on Banking, Housing and Urban Affairs from April 2003 to April 2009. In his
capacity on the Banking Committee staff, he served as one of the primary drafters and negotiators of the Housing
Economic and Recovery Act of 2008, as well as the Banking Committee’s GSE reform bills of 2004 and 2005. It is
in that capacity which the following “legislative history” is recalled. Accordingly emphasis will be on Senate
proceeding. As the conservator and receiver provisions ultimately included in HERA are those devised by the
Senate, omitting coverage of House proceedings does not diminish the arguments advanced here.
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systemically important financial institutions by revisiting how such issues were debated and

agreed upon in HERA.

Purposes of a Resolution Authority '<\ .

2}
N
g\
To gauge the effectiveness of a resolution regime, it helps to have 2\ &E%Iy defined set of

goals or purposes. In the area of bank resolution, there is considerab nsensus as to those
‘Q
N\

goals.® Many of these goals were explicated, debated, and exar{qﬁ&d by members of Congress

and their staffs during the drafting of GSE reform. 0y
q/b‘

Foremost among the purposes of a resolut'@*’regime, including a court-supervised
bankruptcy, is to decide on the allocation of@(s\(;s. In most circumstances, and definitely the
case for a GSE resolution, the book v@‘é\\o)f liabilities will exceed the book value of assets.
Given that book value can lag m@k%t’value, the fair value of this difference can be quite

v
substantial in a resolution. }ﬁe simplest terms, someone is not getting 100 cents on the dollar.

Q

A resolutlo&gblme determines the process, the priorities, and even the “hair-cuts”
imposed on oQ&'tors Such a process was absent for the GSE before the passage of HERA. For
instanc |\§\r to HERA, holders of agency mortgage-backed securities (MBS) had no guarantee
thatqr{ey would receive a higher priority in the resolution process than holders of unsecured GSE

debt. In part this was due to the fact that the GSE did not organize their MBS pools as

2 Generally see Phoebe White and Tanju Yorulmazer, 2014 “Bank Resolution Concepts, Trade-offs, and Changes in
Practices”, Economic Policy Review, Federal Reserve Bank of New York, Volume 20, Number 2
http://www.newyorkfed.org/research/epr/2014/1403whit.html
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bankruptcy-remote trusts, as had been the case with private MBS pools. Specifying a chain of
priorities can give market participants greater certainty as to their potential recovery in
insolvency. Doing so also assists market participants in the pricing of different tranches of debt.
As the largest cost in a corporate bankruptcy is generally the operation of a creditor committee, a
resolution regime that specifies creditor priorities can substantially reduce administrative p@sts.
P

A resolution regime can also explicitly favor certain creditors over other§.\ﬁ§53 instance
the FDIC has generally treated foreign depositors differently than U.S. dom§1§é&\depositors.3 Oof
course the very structure of the FDIC treats depositors as a class separz&eQrom unsecured
creditors. As witnessed in a variety of instances during the recen@gs policymakers may also

choose, ex post, to treat certain creditors more favorably than ?hers without any statutory

™
authority. (oq/
4
N
Administrative resolutions are occasiogatty claimed to be superior to a court-supervised
O
bankruptcy due to concerns over pote&iq@ontagion or panics.* During the financial crisis it
was often claimed that firms cou&ﬁo‘[ be allowed to enter bankruptcy without causing a broader
panic. The failure of Lehmir}s%(others is pointed to as evidence of this concern. While there is
\fb
little debate over the abg{ly of bankruptcy courts to resolve financial firms and allocate losses,
the question is oqg‘éf speed. The FDIC, for instance, allows insured depositors, and occasionally
%)
other credit\qg, to be paid immediately. While this is allowable under the bankruptcy code, it is
notgggf practice. Title 1l of Dodd-Frank is essentially a mechanism for quickly resolving non-

bank financials in a manner similar to that for banks, with the exception that Title 11 appears on

® See Christopher Curtis, 2000, “The status of foreign deposits under the federal depositor-preference law,”
University of Pennsylvania Journal of International Economic Law 21, Summer, 237-271.

* Federal Deposit Insurance Corporation. 2011. “The Orderly Liquidation of Lehman Brothers Holdings Inc. under
the Dodd-Frank Act”, FDIC Quarterly Volume 5 #2.
https://www.fdic.gov/bank/analytical/quarterly/2011_vol52.html
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its surface only to allow for liquidation. It also allows for the protection of certain creditors to
forestall a panic. Accordingly, an administrative resolution regime is presented as an avenue for

containing financial market contagion.

Whether an administrative resolution is quicker than a court-supervised bankruptcy is an
empirical question. Both an administrative agency and court face similar tasks, such a;lg'bglng
the validity of claims. For most, if not all, of these tasks there is no “special saucef‘ﬁfhét agencies
have which courts lack. While the data is sparse, with important I|m|tat|ons;§@2t data that does
exist, suggest that FDIC receiverships are no faster than the typical Ch&p@?ll proceeding.’

Both have a median time to resolution of 28 months. Since the Pé@%?s generally the largest
creditor in the resolution of a depository, having the FDIC n]azage the failure of a depository

may indeed offer some cost savings. In the case Whe{élzhe FDIC is not the largest creditor, for

instance with an insurance company, it is far from%bvious that the FDIC is cost effective.
- M)
&
A related, but separate, issue t@agion is the importance of maintaining “critical

facilities.” A rationale for depos&rﬁsurance is protecting the payments system. Given the
important role of certain ba&k&)ﬁ the tri-party repo market, one could also imagine assistance
being provided for thosgé}tities. If the resolution process for an entity administering critical
facilities is uncer{eﬁs the ability of those facilities to access credit and basic services may indeed
be hlndered(\?hus both the bankruptcy code and FDIC administrative proceedings allow
con&%@d operation of the troubled entities during the resolution process. The central role of the

GSEs in the U.S. mortgage market also demanded that a continuing operation of core facilities

be possible should a GSE become insolvent.

® Mark Calabria. 2010. Failing Banks: Bankruptcy or Receivership? Cato-At-Liberty.
http://www.cato.org/blog/failing-banks-bankruptcy-or-receivership
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All of the preceding rationales for a resolution framework were debated, either at the staff
or member level, during the drafting of GSE reform. The included legislative history® is
intended to shed some light on the substance and conclusion of those debates. The following is

also meant to illustrate that regulators were not simply left helpless and without appropriate

“tools” by Congress. ,<\ :
Q
Vv
e
N4
&
Comparing Bank and GSE Resolution OQ
Qb
‘Q
N
&
\g

The resolution framework for the GSEs is explicitd%modeled on the Federal Deposit
Insurance Act, as is the orderly resolution authorityb%glgklished in Title Il of Dodd-Frank. There
are a number of important differences betwee.r{@SEs and depositories that require some

&
modifications to the traditional FDIC&Q(bach.

There are also a number Qf)ﬁf%erences in the GSEs model that make resolution relatively
simpler than similarly si;cg@;b%(bear in mind that by level of assets, Freddie Mac is close in
size to Citibank).’ \fference that has vexed policymakers is the issue of cross-border
resolution. Giv@ﬁﬁe many foreign subsidiaries of large U.S. banks and the difference in

national gsﬁmtion regimes, handling the failure of a large internationally active entity remains

X9
an i@ﬁ!rtant public policy issue. Fortunately that is not an issue with Fannie Mae or Freddie

® Of course one person’s faulty recollection of events, sometimes a decade previous, does not officially constitute
“legislative history” in any legal sense. The recollections provided here are meant to inform on-going and future
debates as to the resolution of large financial companies.

" For a fuller comparison, see Larry Wall, W. Scott Frame and Robert Eisenbeis. 2004. “Resolving Large Financial
Intermediaries: Banks Versus Housing Enterprises,” Federal Reserve Bank of Atlanta Working Paper No. 2004-
23a; and David Carpenter and M. Maureen Murphy. 2008. “Financial Institution Insolvency: Federal Authority over
Fannie Mae, Freddie Mac, and Depository Institutions,” CRS Report for Congress. Congressional Research Service.
September 10.
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Mac. Neither have foreign subsidiaries. There is no need to for Washington (or New York) to

coordinate with London (or elsewhere) in the resolution of a GSEs.

Relatedly, the GSEs are relatively simple organizations when compared to similarly-sized
financial companies. Their legal structures are not particularly complex. Questions as to the
relationship between subsidiaries and a holding company are not relevant. Questions @'\the
relationship between affiliates, such as those raised under Sections 23A and 23B a‘ﬁhe Federal
Reserve Act, are not relevant. GSEs engage in a relatively small number of@\ztles and ones
that are transparent and easily understood. Their core business is not stery. As such, a GSE

2
is far easier to reorganize or resolve than a comparably sized banctQ\

A\
v
The GSEs also lack debt that could be described @84'demandable.” Almost all their debt
issuance is relatively long-term, with only about hagf&ming due within a year. Text book style
bank runs simply are not an issue with the GS@*although roll-over risk may be a concern.®

About half of GSE debt is in the form&f@%s which offer the security of the underlying

mortgages as collateral. N\

\/C)

Contrary to popule]{'rﬁerceptlons the FDIC generally avoids liquidating a failed bank.
The preferred strateggﬁ to sell the bank “whole” in a “purchase and assumption” transaction to
another banle@réer such circumstances, there is no liquidation. The purchasing bank takes
both the g&%\ts and liabilities of the failed bank, occasionally with some assistance from the
FD@s\\It was recognized that such a strategy would be both politically and administratively

difficult for a failed GSE. Obviously the size of either Fannie Mae or Freddie Mac would make

a direct purchase unlikely. And even if such a purchase could be arranged, Congress wanted

8 For Fannie Mae’s outstanding debt, due within one year, the effective term to re-pricing generally runs between 4
and 5 months. For Fannie Mae’s longer term outstanding debt, the typical effective term to re-pricing is 60 months.
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ultimate say over such a transaction. Accordingly HERA explicitly relies on a “bridge bank”
structure under which an insolvent GSE continues its operations and the existing charter is
retained. As with the FDIC, conservatorship was not viewed as a likely option for an insolvent
entity. Conservatorship was largely perceived as a “holding tank” for an illiquid GSE.

Conservatorship for a GSE was envisioned to last no more than six months, after which a,@SE

Q
would be expected to either leave conservatorship or enter receivership. (Qfl’
N4
QO
W
o)
The Road to GSE Resolution Authority . AQG
N
&
v
>

Chairman Richard Shelby: “There is a perception by%(ke people that some of the largest banks are too
big to fail....In that context, do we need to give ths%ew proposed GSE regulator the same type of systemic
N\
risk powers that FDIC has? \Q
&
Chairman Alan Greenspa&would certainly think so, sir.”
Y
Hearing before the %5;% Committee on Banking, Housing and Urban Affairs, February 24, 2004
Q’b
&
Q@

Ca\ﬁne 9, 2003, Freddie Mac dismissed its three most senior executives, including its
CEQ')" It was later revealed that Freddie Mac had been engaged in manipulating its earnings; a
finding applied to Fannie Mae almost a year later. Of additional concern is that its then

regulator, the Office Of Federal Housing Enterprise Oversight (OFHEO), in its annual Report to

Congress, also released in June 2003, praised Freddie Mac’s audit and accounting functions as

® http://articles.baltimoresun.com/2003-06-10/news/0306100348_1_freddie-mac-weakness-chief-financial-officer
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“independent and effective,” as well as claiming that Freddie Mac’s internal audit function
“appropriately identifies and communicates control deficiencies to management and the Board of

Directors.”*® Those observations on the part of OFHEO proved stunningly wide of the mark.

Public and congressional concerns as to the potential systemic risk of the GSEs were
nothing new. What gave much needed energy to the debate was the sudden loss of cor){/@mé in
their accounting and also in the competence of their regulator. The events of Jun\ )3 and
subsequent congressional hearings that fall led many in Congress to believe @\no one was

“watching the store”—not the management, not the board, and unfortu&a@?y not the regulator.
What was needed, at a minimum, was a new regulator with enhan@ powers. At no time during
the 2003 to 2008 congressional debates was serious conSIderaEBn given to eliminating the GSEs,
which was seen as politically impossible. As a partic§§int in those debates, | can attest that just
imposing “bank-like” prudential standards on the'éSEs was hard enough politically. Reform
was almost exclusively focused on the po@\?of the regulator.

@(\

During the 108th and 10%[)h~é0ngre53|onal sessions, Senator Richard Shelby (R-AL)
chaired the Senate Bankmg st(mlttee and led efforts to reform the regulatory structure of the
GSEs. The author servs@}?Chairman Shelby’s staff during that time. Senator Shelby’s
instructions to st@\«vere to create a GSE regulator that was as “bank-like” as possible. While
the 2003 Shglgy bill was based upon a bill in the House of Representatives (H.R. 2575)
mtr%@@éd by Representative Richard Baker (R-LA), it was felt that the receivership provisions

of the Baker bill (section 134) did not sufficiently mirror the existing framework for depository

institutions.

9 OFHEO, Report to Congress, June 2003, pages 36-37.
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The 2004 Shelby bill was considered by the Banking Committee on April 1, 2004, using
Senator Hagel’s bill (S. 1508) as the base text for the mark-up. Essentially the entire text of S.
1508, as introduced, was struck and replaced by a Chairman’s “mark” drafted by Chairman
Shelby’s staff. S.1508 was reported out of Committee with receivership provisions that more
closely mirrored the Federal Deposit Insurance Act. These provisions were later modifieq(énd

Q
included in the 2005 Senate consideration of GSE reform, where the base text was %LQ)’
N4
g\
W
In crafting the conservator and receivership provisions that eve&@?y comprised Section

@
1145 of HERA, the Committee staff, under the direction of Chau@n Shelby, quite literally

marked-up by the Banking Committee on July 28, 2005.

“marked-up” Sections 11 and 13 of the Federal Deposit Ir}gjrgfce Act (FDIA). Every line of
those sections was examined and debated over to conﬁ@er whether they would be appropriate for
GSEs. The presumption was that FDIA powerscw'buld apply to a GSE resolution, unless there
was a compelling reason otherwise. By ths(?me the Committee also had little faith in the ability
of the GSE regulator. It was ant|C|&a'$that OFHEO or any successor organization would not
implement regulations surrounngé a GSE conservator or receivership before they were needed.
The authorities contame& statute would have to suffice on their own. It was also intended that
the existing body c&g‘?/v including court decisions, surrounding the FDIC’s exercise of its

conservator a@efecelvershlp powers be incorporated into that governing the GSEs.

&
Q’\@t’ was recognized that doing so would give the new GSE regulator considerable—some
would say extraordinary—power. This was intentional. By placing the GSEs within the body of
law governing bank receivership the Committee intended to create additional certainty over how

a GSE would be resolved in the case of insolvency. It was also the understanding and intent of
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the drafters that such powers would be used. The receivership provisions contained in HERA

were never intended to be a “dead letter.” They were meant to be used.

The Banking Committee considered the approach of placing the GSEs within the
bankruptcy code. Contributing to the uncertainty of how a failed GSE would be handled is that
prior to 2008, the GSEs were understood by many to be exempt from the bankruptcy C‘Qlié\
although such is not explicit. In the absence of either explicit court or admlnlstratrw/@powers the
failure of a GSE could well force a congressional rescue and at a minimum W}d entail
significant uncertainty. During the Committee mark-up of S.1508 in 28(Q§Senator John Sununu
(R-NH) offered amendments that would have allowed the regulat«(k{Ao@flle a bankruptcy petition
in the case of GSE insolvency. The Sununu amendments aIso%]anﬁed that a GSE would not be
treated as a “governmental unit” for the purposes of a,cgbnkruptcy. The Sununu amendments
were withdrawn and never voted upon. The prim'}y concern was that by including these
amendments jurisdiction over the propose\csglslatlon might be extended to the Senate
Committee on the Judiciary, WhichRq ﬁ\rlsdiction over the bankruptcy code. Given the existing
complexity of reform, involvi\n/qg‘égotiations with another committee were viewed as an

unsurmountable obstacIeQ{&(Z?eform These provisions were not rejected because any perceived

inadequacies in the bgﬁkruptcy process.
&
%)
The&;%servator and receivership provisions in HERA were largely taken from the 2005

She&{&ll (S.190 as amended in Committee). Little debate in 2008 occurred around these
provisions, despite the change in control of the Senate from Republicans to Democrats. The
following are a number of specific issues debated within the Senate Banking Committee in the

years leading up to the passage of HERA.
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The Role of the U.S. Treasury

A crucial question during GSE reform was where to house the new regulator. The Bush
administration initially proposed to model the new regulator on the Office of the Comptroller
(OCC) and place it within the Department of the Treasury. A bill (H.R. 2803) was introduced in
the House by Representative Ed Royce (R-CA) in July 2003 that followed this suggest}i/@/}%y
the time the Senate began its deliberations and in response to congressional objec\ta'lé% the Bush
administration softened its preferences for Treasury control, only stipulatingv&%in conditions

that should apply and expressing some preference for those conditionsgO
AQ
Regardless of the preferences of the Bush admlnlstratloqc\%omentum in Congress quickly

built against a policy or supervisory role for the Treasur)&lbepartment Generally Democrats did
not trust the Bush Treasury, fearing a too aggresswsf@gulator while Republicans feared that
housing the regulator within the Treasury woulth“harden” the implied guarantee, as market
participants might perceive such as brk&'&othe GSEs ever closer to having their debt viewed as

equivalent to treasuries. 3

NS

The Treasury, or j@}é{ed agencies (Office of the Comptroller of the Currency), are
often given importar@(@es in the supervision and resolution of depositories. The OCC, as the
primary regul&tg‘%$national banks, can appoint the FDIC as receiver of a national bank. The
Treasuryg&)artment also has a critical role to play when the systemic risk exceptions to the
Ieas‘ég%st resolution requirements of Section 13G of the Federal Deposit Insurance Act are
invoked. Congress specifically and intentionally gave FHFA sole authority over a GSE

conservatorship or receivership. Only FHFA can decide when a GSE enters or leaves. No other

11 See Statement of John W. Snow, Secretary, U.S. Department of the Treasury, before the United States Senate,
Committee on Banking, Housing and Urban Affairs, October 16, 2003.
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entity has legal authority to appoint FHFA as conservator or receiver. Nor is there any systemic

risk exception contained in HERA.

The sole authority granted to the Treasury under the GSE provisions of HERA is in the

exercise of its rights as a creditor, should it provide assistance to the GSEs. While a creditor can,
« *
of course, negotiate certain provisions as a condition of providing credit, under no circa/@'\tances
can those conditions supersede other provisions of law. The Treasury has no authmﬁ@'to assume
Q
the powers of a conservator via its rights as a creditor. The Treasury can no @@e as a creditor,
&
bind FHFA'’s authorities, than could a holder of bank debt bind the pmg:@ of FDIC. Moreover,
R\

FHFA, as an independent regulator, has no authority to delegatec'@)owers asa

A\
conservator/receiver to the Treasury or any other governmentgéency.
q/b‘
The role of the Treasury was viewed under SL@{A as that of a creditor. The Treasury
N

was directed to consider issues of priority and@rotection of the taxpayer. In addition, such
assistance was intended to be tempor%@}% the nature of credit, rather than perpetual, as is the
nature of equity. Put simply Tre&iu-hy assistance to the GSEs was envisioned to take the form of
a senior debt, something Iikerl%’tor-in-possession financing. Such assistance was not intended

to keep the GSEs out o,ié@\ceivership or to transfer losses from creditors to the taxpayer.

Avoiding Taélé} Claims
&
’\@rs is a Litigious Society. The design of any resolution framework must take such into
N
consideration. Such was explicitly examined during the construction of a resolution framework

for the GSEs. In order to obtain federal deposit insurance, bank owners agree to accept the terms

of the bank charter and the legal framework surrounding those terms. As such, their ownership
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in a bank can have considerable value. That value can be lost in a resolution. In fact one of the

objectives of a resolution may well be to impose losses on equity.

The FDIC has authority to invoke a receivership when a depository institution still has
some positive book value. Committee staff were concerned that if FHFA could invoke a
receivership while a GSE still had a positive book value, then shareholders could make Q'\
“takings” claim.*? For this reason, a mandatory receivership is not invoked until\ E has a
book value of zero or less. Furthermore, shareholders would also receive ar\gﬁgess value
obtained from the performance of a failed GSE’s assets. HERA establ&l@?a *good bank/bad
bank” or bridge bank model to allow a failed GSE to be quickly r(ﬁrganlzed In such

reorganization, shareholders are left with the “bad” bank, but?uld receive any excess value

should assets end up being worth more than Ilabllltlea'o(l/
N
Treatment of Favored Creditors N
S
O
A resolution mechanism can e@ﬁcitly prefer some creditors over others, regardless of
A .
what place in line those creditor{have contracted for. A variety of entities are significant
\/
holders of GSE debt. Insu;\'@ depositories have large holdings of GSE debt, as do other financial
\\

market participants, @ as insurance companies and pension funds. Of particular importance
are the large @@%gs of GSE debt by foreign governments, especially foreign banks. Some of
these cergéﬂ)anks such as the Chinese and Russian, have unique and critical relationships with

the Qﬁted States. These central banks are also large purchasers of U.S. Treasury debt. The

Banking Committee was not unaware of these relationships. In fact concerns were repeatedly

12 The fifth amendment’s requirement that not private property not be taken by government without compensation
could potentially arise when a public company is acquired by the government while there is some probably that
shareholders equity still have a positive value, see generally Richard A. Epstein (1985). Takings: Private Property
and the Power of Eminent Domain. Cambridge: Harvard University Press
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voiced that if left to the Treasury, credit losses on GSE debt holders by foreign central banks
would transferred to the American taxpayer. This was viewed as an unacceptable outcome. The
lack of an explicit creditor preference for foreign agencies is not due to Congress having

overlooked the issue, but rather to Congress having rejected such a preference.
Q'<\ |
‘1/

As a rough approximation, about 90 percent of the energy and thinking ogaongress in

Conservatorship versus Receivership

relation to resolution were devoted to receivership as opposed to conserva@gﬁlp Similar to
bank conditions under the FDIC, it was assumed that conservatorshi @uld rarely be used and if
it was used, it would be brief. As it clear under HERA, any I‘@IZ&UOH or wind-down would
occur under a receivership, which itself had explicit tlm%‘frmlts albeit measured in years. The
receivership framework created in HERA was estalg?s’ﬂed both because the existing
conservatorship framework was inadequate bufalso because conservatorship itself was believed
inadequate. The limbo currently being e@?ienced by the GSEs was never intended by

N

Congress and is quite contrary toct)héframework established in HERA.
v

The Path Not TE’K n
Qe

Tg&hecedmg demonstrates that most, if not all, the rationales asserted commonly for the
res@f large financial entities were contemplated and addressed in regards to the GSEs in
HERA. The tools to resolve a failed GSE, without cost to the taxpayer, were created and in
place by September 2008. Those tools closely mirror both the Federal Deposit Insurance Act

and those created in Title Il of Dodd-Frank. Yet, those tools where not used.
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As the FHFA and Treasury only offer vague generalities at the commencement of the
conservatorships of Fannie Mae and Freddie Mac, one can only parse their statements and
actions for the actual intent. Certainly the primary objective of Treasury and FHFA was to
guarantee that GSE creditors did not take losses, despite clear statutory intent otherwise. As

Dodd-Frank’s Title Il is presented as a way to impose losses on creditors, this issue is of (\ ’
O
(150"
N

N\
There are at least three reasons that the Treasury and FHFA may hav&@%nted to protect

paramount importance if Dodd-Frank is to have any credibility.

GSE creditors. The first is foreign policy concerns. Foreign governmeg@l entities, including
central banks, are large holders of GSE debt. Despite Congress h@hr% contemplated and
rejected treating foreign governmental entities as favored cremrs the Treasury, in particular,
may have felt that allowing a default on GSE debt W(}L_[]B'bﬁ)e viewed internationally as the
equivalent of a default by the U.S. government A's\br‘nany large holders of GSE debt were also
holders of U.S. Treasury debt, that concer{z)@s likely foremost on the minds of policymakers.
Although a GSE default could Wellg$trlggered a “flight to quality” driving down the yield on
O

U.S. Treasuries.
\\>/
>
R\
The GSEs werezﬁb} alone in receiving an implied guarantee, even if they represented an
extreme version Q@uch As their failure came at a time of particular stress in the U.S. financial
markets, Tr@%ry officials may have felt that imposing losses on GSE creditors would have
call&e}@to question any implied guarantee among other troubled institutions. If Fannie Mae and
Freddie Mac were allowed to fail, then would not the same be possible for Citibank or Bank of

America? If the Treasury desired to maintain an implied guarantee behind the largest banks,

then protecting Fannie Mae and Freddie Mac would have been necessary.
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GSE securities were also held across the U.S. financial markets. At the time of the crisis,
GSE securities held by depositories was well over 150 percent of Tier 1 capital levels for the
banking system as a whole. About 3 percent of insured depositories held GSE securities at levels
in excess of 500 percent of their Tier 1 capital.”* GSE securities were also broadly used as
collateral in the repo market. Allowing even minor haircuts on GSE debt could have cont,@u‘ted
to the failure of hundreds of (mostly small) banks.* The GSEs also held large deriggti ?
positions with a small number of commercial and investment banks. To some @ent the rescue
of Fannie Mae and Freddie Mac was a rescue of the banking system. WIBQ most of these

holdings were known, in some cases publicly, the Treasury may ha\\&elt that allowing losses,

L Q. i .
even small ones, on such a large number of institutions would@qdermme confidence in U.S.

financial markets. bib
SV
,\b‘
. Qﬂ
N\
&
Lessons for the Future of Too-Bg@\o’-Fall

A *
There are perhaps no co\ngp?anies considered more “too big to fail” than Fannie Mae and

Freddie Mac. Recognizi;@e harm a disorderly failure of a GSE could cause, Congress
established in law i @(gsummer of 2008 a resolution mechanism that would allow an insolvent
GSE to fail \/\Ql%tt cost to the taxpayer and in an orderly manner. Despite those tools being in
place, th®$ere not used. That failure raises the distinct possibility that even though Dodd-

Fralgl.()creates similar tools for other large complex financial organizations those tools will simply

be ignored. How can policymakers increase the likelihood that such tools will be used?

3 Federal Deposit Insurance Corporation. 2004. An Update on Emerging Issues in Banking: Assessing the Banking
Industry's Exposure to an Implicit Government Guarantee of GSEs, Federal Deposit Insurance Corporation.
https://www.fdic.gov/bank/analytical/fyi/2004/030104fyi.html

! Tara Rice and Jonathan Rose. 2012. “When Good Investments Go Bad: The Contraction in Community Bank
Lending After the 2008 GSE Takeover” Board of Governors of the Federal Reserve System IFDP 1045.
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Both Dodd-Frank and HERA leave regulators with considerable discretion. As long as
regulators have such discretion, the choice of personnel also becomes one of policy. One avenue
for reducing “too big to fail” is to appoint regulators individuals who place a larger weight on
ending bailouts than does the public, something along the lines of Kenneth Rogoff’s
“conservative banker,” except for rescues rather than monetary policy.™ The appointmen(&f‘
Thomas Hoenig to Vice-Chairman of the FDIC can be viewed in such a light. His %e?fion was

a conscious strategy by the Senate Republican leader along these very lines.

Q

W

Congress may also choose to limit the discretion of regulators. &Q few instances, Dodd-
Frank attempts to limit regulatory discretion, such as the Federali‘@%ﬁve s use of its Section 13-
3 authorities. In establishing a mandatory receivership mecthm for the GSEs, HERA also
attempted to limit regulatory discretion. What HER/ig,_gﬂabs‘sed was that regulators would simply
ignore those limitations. This is perhaps the hard&t question in ending bailouts. Regulators
rarely suffer when they violate legal restr@s on their ability to assist failing firms. For
instance FDIC’s broad guarantee owﬁ debt during the crisis lacked any basis in law, but no
one at the FDIC has paid any pqu]ty for doing so. The general public lacks any standing to sue
regulators for statutory \QQ&lons Until a better solution is found, efforts must be made to
change the culture &gﬁank regulators. Instead of a “whatever it takes” mentality, regulators
should be ent@g’aged to embrace a “whatever the law directs” mentality.’® Regulators should
also rjobé;ﬂ}(;ly assume that if they lack tools which they would like to have that somehow

N
Cong‘gess simply forgot to give them such tools. In many instances Congress did indeed debate

giving regulators certain tools and then decided not to. A number of regulators have expressed

15 Kenneth Rogoff. 1985. “The Optimal Degree of Commitment to an Intermediate Monetary Target,” The
Quarterly Journal of Economics Vol. 100, No. 4 November, pp. 1169-1189

18 For an up close picture of “whatever it takes” see David Wessel, In FED We Trust: Ben Bernanke’s War on the
Great Panic, Crown Business 2010.
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dismay at being “second guessed” post-crisis, especially by Congress.'” Such regulators may
well keep in mind that Congress doesn’t usually enjoy being “second guessed” by regulators on

what powers said regulators were given.

The regulatory culture around financial rescues is also driven by how those rescues are
portrayed. A number of commentators, including some regulators, have argued that if Q@'Pnnz;m
Brothers had been given assistance, much of the financial crisis would have been\ ded.
Doing so, however, would send a signal to market participants that regulator@%\comfortable
with rescues. Regardless of one’s views on the effectiveness of rescue&ﬁhe need to avoid the
appearance of “victory laps” should be obvious. A better solutm@ﬁ)@uld be for rescues to be

accompanied by the resignation of the responsible regulators Xang with the responsible

. ™
management (or not to engage in rescues at all). (oq/
N
A difficult policy question is how to h@sﬁe foreign governments as creditors.'®
Congress did examine the issue of for&)@ovemments as large holders of GSE debt. Congress
made the choice not to treat suchéléd‘ltors as favored. But Treasury Secretary Hank Paulson
apparently did not agree wn;Q‘&/ngress and during the crisis assured Chinese officials that their
holdings would be protg@ed despite not having any legal authority to make such assurances.
Given that the ro{@f sovereign wealth funds as investors in many large U.S. financials, the
S|gn|f|caano?fore|gn policy considerations is not limited to Fannie Mae and Freddie Mac.

Shoe)l%,@ongress accept that the Treasury (and White House) will occasionally treat some

foreign investments as “favored” despite statutory provisions otherwise? Should such creditors

17 See Timothy Geithner, Stress Test: Reflections on Financial Crises, Crown 2014.
18 See William Patalon 111, “Foreign Bondholders — and not the U.S. Mortgage Market — Drove the Fannie/Freddie
Bailout,” Morning Money, September 11, 2008. http://moneymorning.com/2008/09/11/fnm/
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be given an express preference? If they were, hair-cuts would have to be imposed upon other

creditors, while also forcing these favored foreign creditors to receive lower yields.

Conclusion .
&
V
Dodd-Frank’s efforts to create an orderly resolution framework closely mlpxém similar
attempts at ending the “too-big-to-fail” status of the housing enterprises, Fag@{wlae and Freddie
Mac. Title II’s orderly liquidation authority mirrors the receivership p&ﬁ)&a\ons created for the
GSEs in HERA. These provisions were operational by Septembe&ﬁ?‘ 2008, yet were not used.

Several of the reasons they were not used are applicable to D(%bl Frank’s Title I1, suggesting that

its tools will also be ignored by policymakers and th%éQ%fortable and familiar route of taxpayer
N

EN

rescue will again be taken.

o

The neglect of HERA'’s tools amk&glikely similar neglect of Dodd-Frank’s suggest a
much deeper reform of our financial\regulatory system is in order. The regulatory culture of
“whatever it takes” must be a@'ﬁjoned. A respect for the rule of law and obedience to the letter
of the law must be inst%@'in our regulatory culture. More important, the incentives facing
regulators must b&éﬁramatically changed. If we hope to end “too-big-to-fail” and to curtail moral
%)

hazard mqrséénerally, significant penalties must be created for rescues as well as deviations

frorr&) .s\t@%e. A very difficult question is that lack of standing for any party to litigate to enforce

statutory prohibitions against rescues.

Of course all of these objectives are more difficult to obtain under a regulatory
environment that lacks transparency. While Dodd-Frank has made modest advances in forcing

financial regulators to become more transparent, it falls short in relation to future regulatory
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actions. A policy audit of the Federal Reserve would be a useful starting place. Any exercise of
the Federal Reserve’s Section 13(-3) powers should be subjected to an immediate independent

audit.

Policymakers must also review regulatory decisions that create systemic risk. For
instance, despite a the lack of a explicit guarantee and statutory language to the contrar)@\ank

regulators have treated, for regulatory purposes, the debt of Fannie Mae and Fredd'lé:Mac as

\
“risk free.” But it should be obvious that such debt is not risk free. As a Ba@g Committee

o
staffer in 2004, | queried senior FDIC staff on this issue and received Ig@ more than a shrug.
2
The fact is that a rescue of GSE creditors was made more likely bqé%use bank regulators treated

it as such. Similar issues have arisen in the euro area with the?égulatory treatment of sovereign

debt. It is reckless enough when legislators choose tq,g)eat risky debt as risk free, it is puzzling
b‘/
N

EN

when prudential regulators choose to do so.
S
&
My experience attempting to z@% taxpayer assisted rescue of Fannie Mae and Freddie

Mac leaves me pessimistic as to E.)eidlng bailouts for other large financial institutions. My

skepticism of Dodd-Frank’ S\I’S%/ lution powers derives from the experience of having tried such
\(b
tactics for the GSEs arvg@atchmg them fail. To guarantee the success of Dodd-Frank’s efforts to

end taxpayer-assf@éd rescues, we must learn from the failure of similar efforts for the GSEs.
Q@

&

S

o)
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Statement of Melvin L. Watt
Director, Federal Housing Finance Agency

Before the U.S. House of Representatives Committee on Financial Services

January 27, 2015 A
Q’\
Chairman Hensarling, Ranking Member Waters and members of the Committee, thénk you for
inviting me to testify today about our work at the Federal Housing Finance Age FHFA) and
for providing my first opportunity to return to this Committee since | left Co&@ess.
\
FHFA was established by the Housing and Economic Recovery Act of@&8 (HERA) and is
responsible for the effective supervision, regulation, and housing m{'&gfon oversight of the
Federal National Mortgage Association (Fannie Mae), the Fede @Qlome Loan Mortgage
Corporation (Freddie Mac), and the Federal Home Loan Banl%ystem, which includes 12
Federal Home Loan Banks (FHLBanks) and the Office inance. FHFA’s mission is to ensure
that these regulated entities operate in a safe and soumglznanner and that they serve as a reliable
source of liquidity and funding for housing finangetahd community investment. Since 2008,
FHFA has also served as conservator of Fannj%Mae and Freddie Mac (together, the Enterprises).
QO
I am pleased to provide an overview of F(lzﬁcA’s statutory responsibilities and an update on the
Enterprises’ financial condition, FHF}& activities as regulator and conservator of the
Enterprises, the FHLBanks’ finaesiﬂ ‘condition, and FHFA’s regulatory activities as regulator of
the FHLBanks. \
\\/
X0
N
S
FHEA'’s Statutorx(lﬁsponsibilities
N
l. FIQQA’S Regulatory Oversight of the Federal Home Loan Banks, Fannie Mae
~@nhd Freddie Mac

X<
The@eral Housing Enterprises Financial Safety and Soundness Act (the Safety and Soundness
Act), as amended by HERA, requires FHFA to fulfill the following responsibilities in our
oversight of the Federal Home Loan Bank System (FHLBank System) and the Enterprises:

(A) to oversee the prudential operations of each regulated entity; and

(B) to ensure that--
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(i) each regulated entity operates in a safe and sound manner, including
maintenance of adequate capital and internal controls;

(ii) the operations and activities of each regulated entity foster liquid, efficient,
competitive, and resilient national housing finance markets (including activities
relating to mortgages on housing for low- and moderate-income families
involving a reasonable economic return that may be less than the return earned on
other activities); A -

(iii) each regulated entity complies with this chapter and the rules, regulfo S,
guidelines, and orders issued under this chapter and the authorizing %Stu es;

(iv) each regulated entity carries out its statutory mission only th Qupgh activities
that are authorized under and consistent with this chapter and?t@ authorizing
statutes; and OQ

(v) the activities of each regulated entity and the man&@pn which such regulated
entity is operated are consistent with the public intefest.
e

12 U.S.C. 8 4513(a)(1). ?S
b(;b.
1. FHFA’s Role as Conservator of Fannie and Freddie Mac
: : '\b‘, I .
Congress granted the Director of FHFA the disgretionary authority in HERA to appoint FHFA as
conservator or receiver of Fannie Mae, Fredsﬁé§/lac, or any of the Federal Home Loan Banks,
upon determining that specified criteria @cﬁeen met. On September 6, 2008, FHFA exercised
this authority to place Fannie Mae and@?eddie Mac into conservatorships. Subsequently, Fannie
Mae and Freddie Mac together received $187.5 billion in taxpayer support under the Senior
Preferred Stock Purchase Agre{g@nts (PSPASs) executed with the U.S. Department of the
Treasury. FHFA continues tQ\fversee these conservatorships.

.s\{b
As conservator of th@?erprises, FHFA is mandated to:

A

N
(D) .. such action as may be--
& (i) necessary to put the regulated entity in a sound and solvent condition; and
O’\@ (i) appropriate to carry on the business of the regulated entity and preserve and

conserve the assets and property of the regulated entity.
12 U.S.C. 8§ 4617(b)(2)(D).

As conservator, FHFA must also fulfill the responsibilities enumerated above in 12 U.S.C. §

4513(a)(1). Additionally, FHFA has a statutory responsibility under the Emergency Economic
Stabilization Act of 2008 (EESA) to “implement a plan that seeks to maximize assistance for
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homeowners and use its authority to encourage the servicers of the underlying mortgages, and
considering net present value to the taxpayer, to take advantage of...available programs to
minimize foreclosures.” 12 U.S.C. 8 5220(b)(1).

My goal, as Director of FHFA since January 6, 2014, has been to lead FHFA in meeting the
mandates assigned to it by statute until such time as Congress revises those mandates.

'<\.

FHFA’s Actions as Requlator and Conservator of Fannie Mae and Freddied@ac

(Q«
As regulator and conservator of Fannie Mae and Freddie Mac, FHFA has taken ﬂéistent

actions in the past year to ensure their safety and soundness, to ensure that t rovide liquidity
to the housing finance market, to preserve and conserve their assets, and g’ensure that they meet
their obligations to homeowners under EESA. @b

‘Q

N\

l. Financial Performance and Condition of Fannie Mﬁ and Freddie Mac

Since the Enterprises were placed in conservatorship in @8 their operations have stabilized
and their financial performance has improved signifi({@ﬂy. Fannie Mae has not made a draw
under the PSPA since the fourth quarter of 2011, KMFreddie Mac has not made a draw since the
first quarter of 2012. Some of the improveme@n the Enterprises’ performance relates to one-
time or transitory items, such as the reversa@?‘eaeh Enterprise’s deferred tax asset valuation
allowance, legal settlements, and the &@s‘e of loan loss reserves as a result of rising house
prices. Part of the improvement is alsgattributable to other factors, including responsible
business practices, strengthened @dﬁwriting practices, rising house prices, and increased

uarantee fees.
g \}/

AN
While steps taken in the ﬁ?servatorships have helped stabilize the Enterprises’ financial
condition and the m ge market, significant challenges remain. Serious delinquencies have
declined but rema{mhistorically high compared to pre-crisis levels, and counterparty exposure
remains a co@@h. While risks from the Enterprises’ mortgage-related investment portfolios are
declining agthe size of their portfolios shrinks, revenues from these portfolios are also shrinking.
Both | prises continue to work to maintain and improve the effectiveness and efficiency of
thei@ﬁaerational and information technology infrastructures. Additionally, under the terms of
the PSPAs, the Enterprises do not have the ability to build capital internally while they remain in
conservatorship. Attracting and retaining the best qualified workforce in this period in which the

future of the Enterprises is uncertain also continues to be a challenge.

Other significant financial and performance highlights about the Enterprises include the
following:
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Fannie Mae

For the first nine months of 2014, Fannie Mae reported earnings of $12.9 billion
compared to net income of $77.5 billion for the first nine months of 2013, which
reflected a number of one-time or transitory items. Calculations have not yet been
completed for 2014 and, therefore, comparisons are being made here on the basis of three
quarters.

The cumulative amount of draws that Fannie Mae has received from the Treasury tg,date
under its PSPA is $116.1 billion. Through September 30, 2014, Fannie Mae has@é%
$130.5 billion in cash dividends to Treasury on the company’s senior preferze)dfatock.
Under the PSPA, dividends do not offset prior Treasury draws. Vv

Q
The credit quality of new single-family acquisitions was strong thro l@he third quarter
of 2014, with a weighted average FICO score of 743 and a weightegd.average loan-to-
value (LTV) ratio of 77 percent. 60

The serious delinquency rate was 1.96 percent for Fannie M Q’s total single-family book
of business as of September 30, 2014. The serious de%ﬁ&ﬁency rate for loans acquired
between 2005 and 2008 was 8.27 percent compared to 0.34 percent for loans acquired
since 2009 as of September 30, 2014. The seriptb; élinquency rate for loans acquired
prior to 2005 was 3.27 percent. fo

Fannie Mae continues to reduce its retaine'a’portfolio in accordance with the PSPA. As
of September 30, 2014, Fannie Mae’si@é\lned portfolio balance was $438.1 billion,
which represents a decline of $52.Q§S‘Illion since the beginning of the year, when the
balance was $490.7 billion. @Q
A .
O

Freddie Mac A\

For the first nine r @(\h/s of 2014, Freddie Mac reported earnings of $7.5 billion,
compared to ne {Q\ome of $40.1 billion for the first nine months of 2013, which
reflected a nimber of one-time or transitory items.

The curréjlsatlve amount of draws that Freddie Mac has received from the Treasury to date
und Qs PSPA is $71.3 billion. Through September 30, 2014, Freddie Mac has paid
$§§\. billion in cash dividends to Treasury on the company’s senior preferred stock.

O’\\@nder the PSPA, dividends do not offset prior Treasury draws.

The credit quality of new single-family acquisitions remained high through the third
quarter of 2014, with a weighted average FICO score of 744 and a weighted average LTV
ratio of 77 percent.

The serious delinquency rate was 1.96 percent for Freddie Mac’s single-family book of
business as of September 30, 2014. The serious delinquency rate for loans originated
between 2005 and 2008 was 7.66 percent compared to 0.23 percent for loans originated

4
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since 2009 as of September 30, 2014. The serious delinquency rate for loans originated
prior to 2005 was 3.12 percent.

e Freddie Mac continues to reduce its retained portfolio in accordance with the PSPA. As
of September 30, 2014, Freddie Mac’s retained portfolio balance was $413.6 billion,
which represents a decline of $47.4 billion since the beginning of the year, when the
balance was $461.0 billion.

'<\ .

1. FHFA’s Supervisory Activities Related to the Enterprises (19

\
FHFA’s supervision function evaluates the safety and soundness of the Enterprisgﬂzoperations.
Safety and soundness is a top priority in meeting FHFA'’s statutory obligation N execution of
Enterprise strategic initiatives and in all business and control functions. F@M takes a risk-based
approach to supervision, which prioritizes examination activities basec&)@the risk a given
practice poses to a regulated entity’s safe and sound operation or its\@mpliance with applicable
laws and regulations. FHFA conducts on-site examinations at tf@(}égulated entities, ongoing risk
analysis, and off-site review and surveillance. FHFA commu@ates supervisory standards to the
regulated entities, establishes expectations for strong riskaganagement, identifies risks, and
requires remediation of identified deficiencies. (oq,

b‘/

In 2014, FHFA issued supervisory guidance to th('a\Enterprises on topics related to operational
risk management, counterparty risk manageQ‘eﬂ\tf mortgage servicing transfers, cyber risk
management, and liquidity risk managemegﬁ? This guidance articulates FHFA’s supervisory
expectations related to those matters a@ﬁnforms examination activities. Examples of important
guidance issued during 2014 includé the following:

Advisory Bulletin 2014-05,@%& Risk Management Guidance, describes the characteristics of a
cyber risk management gb@ram that FHFA believes will enable the regulated entities to
successfully perform&i¥ responsibilities and protect their environments. FHFA'’s key
expectations incltgg nterprise assessment of system vulnerabilities, effective monitoring of
cyber risks, a&@VerSight of third parties with access to Enterprise data.

exp ons for the Enterprises with regard to servicing transfers of mortgage loans that they
hold™©r guarantee. Pursuant to contracts with their counterparties, the Enterprises must approve
the transfer of servicing operations or servicing rights. FHFA has focused on Enterprise
approval processes for these transactions due in large part to the significant recent transfers of
mortgage servicing operations from federally-regulated banks to non-bank entities that are
generally subject to less regulation and are more concentrated in their operations.

Ad\g&éﬁ\lletm 2014-06, Mortgage Servicing Transfers, articulated FHFA’s supervisory
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Advisory Bulletin 2014-07, Oversight of Single Family Seller/Servicer Relationships, articulated
FHFA’s requirement that the Enterprises assess financial, operational, and compliance risks
associated with their counterparties and develop a risk management framework that can be
applied throughout the Enterprise’s contractual relationship with seller/servicers.

Standards set by FHFA are also reflected in guidance to our examiners, which is provided in
FHFA’s Examination Manual. The manual includes twenty-six modules that cover various
Enterprise operations and provide background on a range of operational, credit, and marke(\iéks.
The manual is a valuable tool for implementing FHFA’s risk-based approach to superv@n of
the Enterprises and is available on FHFA’s website. 2}
.{1/

FHFA maintains a team of examiners on-site at each Enterprise, and the exa§@ Is receive
support from off-site analysts and subject matter experts. Examination teams perform targeted
examinations of specific Enterprise operations and conduct ongoing m@?oring of risk control
functions and business lines. The examination work is performed i@gécordance with plans
prepared annually for each Enterprise, taking into account factq éﬁJch as analysis of existing
risks, changes in business operations and strategic initiatives, ¥nd mortgage market
developments. Where FHFA’s Enterprise supervision ted identifies deficiencies, examiners
communicate expectations for remedial action. Exa risk assessments are updated during
the year to ensure that emerging risks and Enterpr,@‘business changes receive appropriate
examination coverage. Q

S

O
Findings from targeted examinations an@going monitoring conducted through the course of
the year are relied upon by examiners@assigning ratings to each Enterprise under the ratings
system adopted by FHFA in 2013. Fhe system, known as CAMELSO, includes separate ratings
for Capital, Asset quality, Mane&ment, Earnings, Liquidity, Sensitivity to market risk, and
Operations. The examingti%q\ﬁndings are also incorporated into annual Reports of Examination,
which capture FHFA’s \a&W of the safety and soundness of each Enterprise’s operations.
Information from th@ports of Examination is included in FHFA’s annual Report to Congress.
S . |
. F s Strategic Goals and Scorecard Objectives for the Conservatorships of

‘@annie Mae and Freddie Mac

.xQ
Dur@2014, FHFA defined and worked to further the objectives included in the 2014 Strategic
Plan for the Conservatorships of Fannie Mae and Freddie Mac (2014 Conservatorship Strategic

Plan) and the 2014 Conservatorship Scorecard.

FHFA has already published the 2015 Scorecard for Fannie Mae, Freddie Mac and Common
Securitization Solutions (2015 Conservatorship Scorecard), which details FHFA’s
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conservatorship expectations for the Enterprises during 2015 and builds on last year’s Scorecard.
Both the 2014 and 2015 Conservatorship Scorecards are centered around three strategic goals.

A. MAINTAIN, in a safe and sound manner, credit availability and foreclosure
prevention activities for new and refinanced mortgages to foster liquid, efficient,
competitive, and resilient national housing finance markets

FHFA’s first strategic goal, MAINTAIN, requires the Enterprises to support access to cres@\f’or
single-family and multifamily mortgages, as well as foreclosure prevention activities. A and
the Enterprises have focused on a number of objectives under this strategic goal in fhe-ast year,
including clarifying the Representation and Warranty Framework, providing target&d access to
credit opportunities for creditworthy borrowers, working with small and rura%@%ers,
implementing loan modification and REO strategies in hardest hit commugities, and prioritizing
affordable housing through multifamily loan purchases. In the 2015 C@?ervatorship Scorecard,
FHFA also expressed an expectation that the Enterprises address oKh.@’priorities, such as
assessing the reliability of and the operational feasibility of usimg})ternate or updated credit
score models. e

b(;b.

Representation and Warranty Framework YV
FHFA and the Enterprises made substantial progr&sb(on updating and clarifying the
Representation and Warranty Framework (Framework) during 2014, and these efforts build on
the agency’s work over the last several yearsQ@e refine the Framework. The Framework provides
Fannie Mae and Freddie Mac with regg@ —such as requiring a lender to repurchase a loan —
when they discover that a loan purch oes not meet their underwriting guidelines. In updating
and clarifying the Framework, F FA’s objectives are to continue to support safe and sound
Enterprise operations, encouragefenders to reduce their credit overlays, and complement the
agency’s efforts to strength%q}ﬁe Enterprises’ quality control process.

N
FHFA prioritized pr@(ﬁng greater clarity around the life-of-loan exclusions used in the
Framework duri @014, and the Enterprises announced further improvements in this area on
November 2%2554. Specifically, those changes 1) limit repurchase requests under the life-of-
loan exclus\ipns to significant matters that impact the overall credit risk of the loan; 2) modify the
Iife-of-@] exclusions for misrepresentations and data inaccuracies to incorporate a significance
test@\tlarify the requirements for requesting repurchase related to compliance with applicable
laws and regulations; and 4) provide lenders a list of unacceptable mortgage products. The
changes provide all parties with greater clarity about when the life-of-loan exemptions apply and
when they do not. These revisions also maintain and support safe and sound Enterprise
operations and are consistent with FHFA’s broader efforts to ensure that the Enterprises’ place
more emphasis on upfront quality control reviews and other upfront risk management practices.
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Earlier in 2014, FHFA and the Enterprises also announced other Framework refinements that
included revising payment history requirements, providing written notification of repurchase
relief to lenders, and eliminating automatic repurchases for mortgage insurance rescissions.

We also started efforts in 2014 to develop an independent dispute resolution program that could
be used as a last step, in certain circumstances, to resolve disputes between lenders and the
Enterprises. This would enable lenders to challenge a repurchase request by allowing them to
request a neutral third party to determine whether there was a breach of the selling (\ ’
representations and warranties that justifies the repurchase request. Currently, FHFA mi/@the
Enterprises are engaged in outreach activities with a variety of lenders and dispute‘f_selution
providers to solicit their input on the initial design of the dispute resolution process: Under the
2015 Conservatorship Scorecard, FHFA expects the Enterprises to finalize t improvements
to the Representation and Warranty Framework in 2015. OQ

Providing Targeted Access to Credit Opportunities for Creditwortlm%’%rrowers

On December 8, 2014, Fannie Mae and Freddie Mac announce @Fchase guidelines that enable
creditworthy borrowers who meet stringent criteria and can afford a mortgage, but lack the
resources to pay a substantial down payment plus closing‘¢msts, to get a mortgage with a three
percent down payment. These purchase guidelines wgl] lprovide an important — but targeted —
access to credit opportunity for creditworthy indiyi\wals and families.

QS
To appropriately manage the Enterprises’ r@?,\tohe Enterprises’ purchase guidelines emphasize
strong underwriting standards and do@ow the kind of risk layering that occurred in the
years leading up to the housing crisig.. irst, the purchase guidelines for these loans include
compensating factors and risk m@ants —such as housing counseling, stronger credit histories,
or lower debt-to-income ratios\}'to evaluate a borrower’s creditworthiness. Second, like other
loans purchased by the En{@rises, these loans must have full documentation and cannot include
40-year or interest-onlyﬁrms. Third, 97 percent LTV loans must be fixed-rate and cannot have
an adjustable rate. rth, the products will leverage the Enterprises’ existing automated
underwriting s . Finally, like other loans with down payments below 20 percent, these
loans requ‘ir& ivate capital credit enhancement, such as private mortgage insurance.

The@@@rprises’ purchase guidelines for the 97 percent LTV loan product provide a responsible
approach to improving access to credit while also furthering safe and sound lending practices.
The product focuses on first-time homebuyers and requires borrowers to be owner-occupants.
Both Enterprises expect to purchase only a small amount of these loans each year compared to
their overall loan purchase volume, and FHFA will be monitoring the ongoing performance of
these loans.
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Working with Small Lenders, Rural Lenders and Housing Finance Agencies

The Enterprises have also continued efforts to work with small lenders, rural lenders, and
Housing Finance Agencies (HFAS) and to strengthen their understanding of how the Enterprises
might be able to better serve these entities. This work is important because we know that
community-based lenders and HFAs play a vital role in serving rural and underserved markets
across the country.

In the first quarter of 2014, the Enterprises issued lender guidance clarifying a number of(\ ’
property and appraisal requirements for dwellings in small towns and rural areas. Furtheg as
part of its ongoing effort to serve the affordable housing market and provide liquidifyyto small
towns and rural areas, Fannie Mae revised its Selling Guide in September 2014 g aflow for the
delivery of Department of Housing and Urban Development (HUD)-guaran ection 184
mortgages and Department of Agriculture Rural Development (RD)-guaragteed Section 502
loans as standard instead of negotiated-only products. Fannie Mae alsqﬁaoted expanded
partnerships with county-level HFAs which go beyond its traditigg@g{ate-level approach.
O

FHFA expects the Enterprises to continue outreach and initiatW%s with small lenders, rural
lenders, and HFAs in 2015, including exploring the feasidthity of purchasing a greater number of
manufactured housing loans that are secured by real gg}gu

N
Loss Mitigation and Foreclosure Prevention Activities
Since entering conservatorship, the Enterpr'aes\mave continued to focus on loss mitigation and
borrower assistance activities. As of Octaber 31, 2014, the Enterprises had conducted nearly 3.4
million foreclosure prevention acti(ﬁﬁhce the start of the conservatorships in September 2008.
The 2015 Conservatorship Sco«ggﬁrd provides updated expectations for the Enterprises
concerning their loss miti Yand foreclosure prevention activities. This includes expectations
for the Enterprises to deéﬁp and execute strategies that reduce both the number of severely
aged delinquent loa the number of vacant real estate owned (REO) properties held by the
Enterprises. Thesg=fforts will leverage and build on activities over the last year, including the
Neighborho bilization Initiative. Through this effort, FHFA has selected the City of
Detroit anc{@ook County, IL for pilot programs. In these areas, the Enterprises have worked to
imprgv%ﬁltcomes in hardest hit markets through developing pre-foreclosure strategies, such as
deeqejﬁoan modifications, and post-foreclosure strategies that address individual properties.

The 2015 Conservatorship Scorecard expectation that the Enterprises reduce the number of
seriously delinquent loans they hold will also draw upon recent experience with non-performing
loan (NPLs) sales. FHFA’s expectation is that the sale of seriously delinquent loans through
NPL sales will result in more favorable outcomes for borrowers, while also reducing losses to the
Enterprises and, therefore, to taxpayers. In 2014, Freddie Mac conducted a pilot sale of loans
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serviced by Bank of America that were, on average, more than three years delinquent at the time
of sale. In addition, FHFA is working with both Enterprises to develop additional guidelines for
ongoing NPL sales by the Enterprises, with a focus on guidelines that provide more favorable
outcomes for borrowers, avoid foreclosure wherever possible and require post-sale reporting to
track borrower outcomes. FHFA and the Enterprises plan to release further information about
these NPL sale guidelines in early 2015.

FHFA also expects the Enterprises to continue targeted outreach activities to increase cons@m’er
awareness of the Home Affordable Refinance Program (HARP). Many borrowers co enefit
from the HARP program, but may not fully understand the benefits or that they q ¥. In
addition, FHFA expects the Enterprises to continue refining and improving othe§l S mitigation
and foreclosure prevention strategies. In 2014, Enterprise activities in this a?@ cluded
expanding the Streamlined Modification program, which addresses documentation challenges
associated with traditional modifications, to include deeply delinquent@%s. Moving forward,
FHFA will continue to review loss mitigation options to help famil'@&tay in their homes,
stabilize communities, and meet our conservatorship and EES@éﬂ’lgations.

Multifamily -
For individuals and families who rent rather than buyq,gbntinuing to support affordable rental

housing is also an ongoing priority for FHFA and,the€ Enterprises. Fannie Mae and Freddie Mac
have historically played a key role in providirjq\.(Lnancing to the multifamily housing finance
market throughout all market cycles and thexCmultifamily portfolios demonstrated strong
performance even through the financial Q@ls.

FHFA’s 2015 Conservatorship S orécard requires each Enterprise to continue multifamily
purchases, but not to exceed a me cap of $30 billion each for these purchases. This
continues the approach takelih the 2014 Conservatorship Scorecard. FHFA has also continued
to emphasize the Enterpgdes’ critical role in the affordable rental housing market by allowing the
Enterprises to provic@'ﬁhancing for affordable multifamily properties beyond the volume cap.
Through this app Qéph, the focus is to support the financing of affordable housing and the
housing nee people in rural and other underserved areas, including areas that rely heavily on
manufactu@d ousing.

On @%family purchases, we are also requiring the companies to continue to share risk with the
private sector, which Freddie Mac does through a capital markets structure and Fannie Mae does
through a risk sharing model. Both approaches transfer significant risk in the multifamily
business to the private market.

10

(Page 63 of Total)



USCA Case #14-5243  Document #1672715 Filed: 02/21/2017  Page 11 of 19

B. REDUCE taxpayer risk through increasing the role of private capital in the
mortgage market

FHFA’s second strategic goal, REDUCE, is focused on ways to bring additional private capital
into the system in order to reduce taxpayer risk. This strategic goal, and the related expectations
in the 2015 Conservatorship Scorecard, requires the Enterprises to reduce Fannie Mae and
Freddie Mac’s overall risk exposure. FHFA’s objectives include ongoing requirements for the
Enterprises to conduct single-family credit risk transfers, reduce each Enterprises’ retaines(\ ’
portfolio, and update private mortgage insurance eligibility requirements. (19

Credit Risk Transfers A
FHFA and the Enterprises remain focused on increasing the amount of credi &( transferred
from the Enterprises. FHFA increased the targeted levels of single-famil dit risk transfers in
2014 and 2015. FHFA increased the 2014 Conservatorship Scorecard tgrget to achieve a
meaningful credit risk transfer of $90 billion in unpaid principal ba@%e (UPB), up from $30
billion in 2013. In the 2015 Conservatorship Scorecard, FHFA @eased these targets to $150
billion of UPB for Fannie Mae and $120 billion of UPB for Fﬁdie Mac, subject to market
conditions. In meeting these thresholds, FHFA will contifibe to expect each Enterprise to execute
a minimum of two different types of credit risk trans ansactions, which includes securities-
based transactions and insurance transactions. Additfonally, FHFA expects all activities
undertaken in fulfillment of these objectives tp{qe\ conducted in a manner consistent with safety
and soundness. C‘)Q\

(\0
During 2014, the Enterprises executed@edit risk transfers on single-family mortgages with a
combined unpaid principal balsgg‘éfover $300 billion. In each transaction, the Enterprises

retained a small first-loss positiQprin the underlying loans, sold a significant portion of the risk
beyond the initial loss and }(retained the catastrophic risk in the event losses exceeded the
private capital support. ’\'a result, private capital is absorbing significant credit risk on much of
Fannie Mae and Fre@@Mac’s new purchases, thereby substantially reducing risk to taxpayers
from these purchases. Both Enterprises will also continue to utilize and test different risk

transfer struch@s.
O

Retained@\ortfolio Reductions

Bot@‘ferprises continue to reduce the size of their retained mortgage portfolios consistent with
the terms of the PSPAs, which require them to reduce their portfolios to no more than $250
billion each by 2018. Both Fannie Mae and Freddie Mac have developed plans to meet this
target even under adverse market conditions. As their portfolios continue to decline, they are
transferring interest rate risk, credit risk on securities and liquidity risk from these portfolios to
the private sector. As of September 30, 2014, Freddie Mac’s portfolio stood at $414 billion, and
Fannie Mae’s at $438 billion.

11
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Under the 2015 Conservatorship Scorecard, FHFA is requiring the Enterprises to implement
their approved retained portfolio reduction plans in order to meet the PSPA requirements.
FHFA’s guidelines require the Enterprises to implement these plans even under adverse market
conditions while taking into consideration the impacts to the market, borrowers, and
neighborhood stability.

Private Mortgage Insurer Eligibility Requirements
FHFA has continued to advance efforts to strengthen Fannie Mae and Freddie Mac’s (\ ’
counterparty requirements for private mortgage insurers. When a borrower makes a do@
payment of less than 20 percent, these mortgages are required by statute to have a (cb{?}it
enhancement — private capital standing behind the loan — in order to qualify for purchase by the
Enterprises. Private mortgage insurance has always played an important rol ﬁeeting this
requirement and it is critical to make sure that private mortgage insurers axg.able to cover claims
both in good times and in bad times. To this end, in 2014 FHFA releaged™a Request for Input on
draft Private Mortgage Insurer Eligibility Requirements. Our objec@@é IS to have the Enterprises
strengthen their risk management by enhancing the financial, b éﬁ\ess, and operational
requirements in place for their private mortgage insurer count?f’parties, thereby enhancing
mortgage insurers’ ability to pay claims over the Iong-te@p’

SV
FHFA is in the process of reviewing and consider,@’the public input we received as part of our
comprehensive evaluation of this issue. Congii@nt with our statutory mandates, our assessments
and policy decisions will take into account safety and soundness considerations and
potential impacts on access to credit andd@using finance market liquidity.

C. BUILD a new single aﬁnily securitization infrastructure for use by the

Enterprises and ad@g'fable for use by other participants in the secondary market

in the future A\\,&
FHFA’s final strateg(cjgoal is to BUILD a new infrastructure for the Enterprises’ securitization
functions. This ipcludes ongoing work to develop the Common Securitization Platform (CSP)
infrastructureafd to improve the liquidity of Enterprise securities. FHFA has established that
FHFA’s fi@jective for the CSP is to make sure that it works for the benefit of Fannie Mae
and Fre@é}e Mac. We are also requiring that the CSP leverage the systems, software and
starggsr\ds used in the private sector wherever possible, which will ensure that the CSP will be
adaptable for use by other secondary market actors — including private-label securities issuers —
in the future. In addition, FHFA has worked with the Enterprises to leverage the CSP in order to
develop a Single Security, which we believe will improve liquidity in the housing finance
markets. FHFA and the Enterprises have made significant progress on both the CSP and the
Single Security in the past year, and we expect the Enterprises to continue moving aggressively
on these multiyear initiatives in 2015.
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Common Securitization Platform

The Enterprises made important progress during 2014 in establishing the organizational
infrastructure for the CSP. This includes the announcement of a Chief Executive Officer for
Common Securitization Solutions (CSS) — the entity that we expect to house and operate the
CSP.

In addition, FHFA and the Enterprises made considerable progress on the design-and-build phase
of the CSP. Each Enterprise has designated staff to work on the project at the CSS Iocatioﬁ,\a’nd
this team has been developing the technology and infrastructure of the CSP platform daﬁg the
last year. This includes work to incorporate the Single Security into the developm(eg)@ the CSP.
Furthermore, Fannie Mae and Freddie Mac have reorganized their staffs with bysin€ss operations
and information technology experts to develop the systems and processes ne@o integrate
with the CSP. As this work continues, Fannie Mae and Freddie Mac staff@vill engage in
continuous testing and will develop operating policies and procedures @Qnsure a smooth
transition to the CSP. FHFA, Fannie Mae, and Freddie Mac are cen\m@fitted to achieving a
seamless CSP launch, and the actions taken so far are moving u&éﬁ\the right direction toward this
multiyear goal.

b(;b.

Single Security YV
FHFA'’s top priority in pursuing the Single Securi&b’;’s to deepen and strengthen liquidity in the
housing finance markets. In today’s market, ﬂ@mortgage-backed securities issued by Fannie
Mae and Freddie Mac trade in separate “to-péannounced” (TBA) markets. The forward-trading
that takes place in TBA securities allow@brrowers to lock in a mortgage rate. The TBA market
also adds efficiencies to the process, \M%:h reduce transaction costs and result in lower mortgage
rates for borrowers. Intoday’s T, Avmarket, there is a price disparity between Fannie Mae and
Freddie Mac securities largel qi)to greater trading volumes of Fannie Mae securities. This
price disparity imposes an ional cost on Freddie Mac — and therefore on taxpayers. We
believe that a Single Seufity can further strengthen market liquidity by reducing the trading
disparities between l{'a)%ie Mae and Freddie Mac securities.

S | _
FHFA issued@ Request for Input on FHFA’s proposed Single Security structure last year as the
first step ir@smultiyear process. FHFA is working with the Enterprises to process the feedback
we recei¥ed and will move forward in a deliberative and transparent manner. FHFA will release
a Pr@ss Report on this initiative in the coming months. As part of the 2015 Conservatorship
Scorecard, FHFA established the expectation that the Enterprises would finalize the Single
Security structure during 2015 and would begin the process of developing a plan to implement
the Single Security in the market. This remains a multiyear process, but we made significant
progress during 2014.
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IV.  Additional Matters and Initiatives Impacting Fannie Mae and Freddie Mac

In addition to the activities outlined above, FHFA continues to work on a number of other
matters and initiatives that impact Fannie Mae and Freddie Mac, several of which are highlighted
below.

Guarantee Fees
One of the first decisions | made as Director of FHFA was to suspend increases in guaran;@fees
that had been announced by FHFA in December of 2013. Given the impact of these feq/g))n the
Enterprises, the housing finance markets, and on borrowers, | believed that it was cKijeal to do
further evaluation and to get feedback from stakeholders. After additional assesyment at FHFA,
we issued a Request for Input that provided further details on how the Enter s set these fees
and posed a number of questions to prompt substantive feedback about ho:@&%u%rantee fee levels
affect various aspects of the mortgage market. @60

‘Q
FHFA is now reviewing and considering the input we received @rt of our comprehensive
evaluation of this issue. Consistent with our statutory mandat¥s, our assessments and policy
decisions will take into account both safety and soundnesg‘{and possible impacts on access to
credit and housing finance market liquidity. <0‘1/

b‘/

Fannie Mae and Freddie Mac Housing Goals :\
On August 29, 2014, FHFA issued a propoﬁ&ule to set the Enterprises’ housing goals for 2015
through 2017 for both single-family and@h tifamily loan purchases. FHFA'’s proposed rule
raised questions for public comment &Q&Jt how best to set Fannie Mae and Freddie Mac’s
housing goals to encourage res:q(én')si%le lending that is done in a safe and sound manner and that

also serves the single-family and,rental housing needs of lower-income families as required in
HERA. FHFA is in the pr&Ses of evaluating comments submitted to the agency and finalizing

the rule. N}
o

Housing Trust Fuqé\and Capital Magnet Fund

Last month, )\ directed Fannie Mae and Freddie Mac to begin setting aside funds to be
allocated thhe Housing Trust Fund and the Capital Magnet Fund pursuant to HERA. The
statute %ﬁ‘]orized FHFA to temporarily suspend these allocations, and FHFA informed Fannie
Ma@% Freddie Mac of a temporary suspension on November 13, 2008. In letters sent to the
Enterprises on December 11, 2014, FHFA notified Fannie Mae and Freddie Mac of the agency’s
decision to reverse the temporary suspension. These letters, copies of which were provided to
Members of Congress who had communicated views to FHFA about whether or not the
temporary suspension should continue, established prudent safeguards in the event of adverse
changes in the Enterprises’ financial condition or draws under the PSPAs.
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Certain Super Priority Lien Programs and Risk to the Enterprises

During 2014, FHFA has continued to monitor and assess two areas of state-level actions that
threaten the legal priority of single-family loans owned or guaranteed by Fannie Mae and
Freddie Mac: 1) through certain energy retrofit financing programs structured as tax assessments
and 2) through granting priority rights in foreclosure proceedings for homeowner associations.

While FHFA is not opposed to energy retrofit financing programs that allow homeowners to
improve energy efficiency, these programs must be structured to ensure protection of the s\(’)\e’
financing for the home and, therefore, cannot undermine the first-lien status of Fannied@e and
Freddie Mac mortgages. Concerning certain energy retrofit financing programs, sugh as first-
lien Property Assessed Clean Energy (PACE) programs, FHFA has reiterated t a annie Mae
and Freddie Mac’s policies prohibit the purchase of a mortgage on property as a first-lien
PACE loan attached to it. This restriction has two potential implications fgx borrowers. First, a
homeowner with a first-lien PACE loan cannot refinance their existin c(grtgage with a Fannie
Mae or Freddie Mac mortgage. Second, anyone wanting to buy a i@é?:hat already has a first-
lien PACE loan cannot use a Fannie Mae or Freddie Mac loan far the purchase. In addition to
aggressive enforcement of these existing policies, FHFA is cannuing to evaluate or explore
other possible remedies and legal actions to protect the E&tyrprises’ lien position.

Additionally, FHFA has taken legal action in somgstances in which unpaid homeowners
association dues may be deemed under the Iava\Qf a state to be senior to preexisting mortgage
liens owned or guaranteed by Fannie Mae orfreddie Mac on a homeowner’s property. As
conservator, FHFA has an obligation tQ Q@tect Fannie Mae's and Freddie Mac's rights, and will

aggressively do so.
A .
O

v/
FHEA’s Actions as Reg{g}for of the Federal Home Loan Banks
K\

The FHLBanks cont@(QQto play an important role in housing finance by providing a reliable
funding source apgother services to member institutions, including smaller institutions that
would otherV\Q@have limited access to these services. In addition, the FHLBanks have specific
statutory regiirements related to affordable housing and, as a result, the FHLBanks annually
contri{ ubstantially toward the development of affordable housing.

.

O

l. Financial Performance and Condition of the Federal Home Loan Banks

The financial performance and condition of the FHLBank System remain strong. Led by growth
in advances, the aggregate balance sheet of the FHLBanks has increased over the past two years,
but remains considerably smaller than in peak years. Advances totaled $545 billion as the end of
the third quarter of 2014, up from $499 billion at year-end 2013, but down approximately 50
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percent from a peak of $1.01 trillion in the third quarter of 2008. The overall decline in advance
volume from the peak is a result of increased market liquidity from deposits and sluggish
economic growth,

Following are highlights of the financial performance of the FHLBanks:

e The FHLBanks, in aggregate, reported net income of $1.7 billion for the first three
quarters of 2014 after earning $1.8 billion in the first three quarters of 2013. All t\(él\ie
FHLBanks were profitable during these quarters. a)

e The FHLBanks saw substantial asset growth during the first nine months 14, driven
by advances to members. As of the end of the third quarter of 2014, a%‘e ate FHLBank
assets totaled $883 billion and $545 billion in advances — up from $885%billion and $499
billion at the end of 2013. Advances constituted 62 percent i;;@% at the FHLBanks in

aggregate at the end of the third quarter of 2014, up from 60 ent at the end of 2013.

N\
e Retained earnings have grown significantly in recent yei@Qnd totaled $13.0 billion, or
1.5 percent of assets, as of the third quarter of 2014. ¢~

e Also at the end of the third quarter of 2014, the r?l’?;anks had an aggregate regulatory
capital ratio of 5.6 percent — comfortably abo§a e statutory minimum of 4.0 percent.

X

e All FHLBanks had net asset values (eguitg/\/alues) in excess of the par value of their
members’ stock holdings. The maer\ lue of the FHLBanks was 142 percent of the par
value of capital stock as of the thi(@%uarter of 2014, the highest ratio since FHFA started
tracking this metric in 2002.

A .
1. FHFA’s Supervi\@v and Regulatory Activities Related to the FHLBanks

FHFA conducts annual Q}\éty and soundness and affordable housing program examinations of all
12 FHLBanks and t ffice of Finance based on well-defined supervisory strategies. Similar to
the approach util'{@ in supervision of the Enterprises, FHFA uses a risk-based approach to
conducting s@g\/isory examinations of the FHLBanks, which prioritizes examination activities
based on th&Yisks given practices pose to a regulated entity’s safe and sound operations or to its
compli with applicable laws and regulations. FHFA’s FHLBank supervision also utilizes
the C} ELSO ratings system and incorporates these ratings into each FHLBanks’ Report of
Examination. Information from the Reports of Examination is included in FHFA’s annual

Report to Congress.

Over the last few years, FHFA’s supervisory work has included assessments of FHLBank
mortgage purchase programs, the substantial increase in advances to a few very large member
institutions, the FHLBanks’ changing capital composition in light of their increasing retained
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earnings and reduced activity stock requirements, and their management of unsecured credit.
We are also currently conducting reviews of FHLBank enterprise risk management structures
and approaches to vendor management.

FHFA also provides the FHLBanks supervisory guidance in the form of Advisory Bulletins that
outline the agency’s regulatory expectations. In 2014, FHFA issued Advisory Bulletins 2014-02,
Operational Risk Management, and 2014-05, Cyber Risk Management. Other Advisory
Bulletins applicable to the FHLBanks covered areas such as model risk management, collfs@ral
valuation and management, and the classification of risky assets. )

%‘\
FHFA’s supervision of the FHLBanks’ expanding mortgage programs involvesQ((gfsight of the
operational issues raised by two new products — Mortgage Partner Finance ( ) Direct and
MPF Government MBS. The FHLBank of Chicago expects to begin oﬁe@?ﬁse new products
in early 2015, although this could change. Under MPF Direct, partici FRg members may sell
non-conforming and conforming, single-family, fixed-rate mortgag@%tns to the Chicago
FHLBank, which would concurrently sell the loans to a third-p &private investor that would
accumulate the loans for securitization. The Chicago FH LBaNRexpects, at least initially, that
loans sold would be “jumbo conforming” loans capped WQQ,BO for a single unit in the
contiguous United States. <0‘1/

b‘/
Under the MPF Government MBS program, t‘hE\Q'hicago FHLBank would purchase government
guaranteed or insured loans, accumulate th *tp\clns on its balance sheet as held for sale, and pool
the loans in securities guaranteed by the ernment National Mortgage Association (Ginnie
Mae). The Chicago FHLBank would‘t&n sell the securities to other FHLBanks, members
approved to participate in the m(tt’gége programs, and external investors.
v

The mission focus of the F Yank System is an important component of FHFA’s regulatory
activities. FHFA has ungetaken three recent efforts related to the housing finance mission of the
FHLBanks. First, in@%tember 2014, FHFA released a proposed rulemaking involving
membership requigements for the FHLBanks. Congress established the FHLBank System in
1932 asago ent sponsored enterprise with a focus on housing finance. Over time,
Congress k‘\@expanded the membership base, expanded the types of assets that are eligible
coIIater@bfor advances, and made other incremental changes to the System. However, over
eigl@ears later, the FHLBanks are still grounded in supporting housing finance.

Under the current membership rule, institutions may gain access to the benefits of FHLBank
membership by meeting a one-time test showing the minimum required housing finance assets at
the time of application. FHFA has proposed eliminating this one-time test and, instead, requiring
that FHLBank members maintain a minimum amount of housing finance assets on an ongoing
basis. In addition, FHFA has proposed defining an insurance company in such a way that
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captive insurers would no longer be eligible for FHLBank membership. A captive insurance
company provides benefits only for its parent company, which itself is often not eligible for
FHLBank membership. While captive insurers may in some cases be involved in housing
finance, allowing them to have access to the FHLBank System raises a number of policy issues
that are discussed in the proposed rule.

The comment period for this proposed rule ended on January 12, 2015, and we received
approximately 1,300 comments. FHFA is in the process of reviewing and considering the{é\ ’
comments. As | have consistently emphasized since becoming Director of FHFA, gettiyg input
and feedback from stakeholders is a crucial part of FHFA’s policymaking process we will
carefully consider comments made by members of this Committee as well as th@n licin
determining our final rule. ?Q

. . . . QQ .
Second, FHFA has been in continued dialogue with the FHLBanks ab@yt™core mission assets.”
This also relates to the fundamental issue of how the FHLBanks usgﬁe benefits of their
government-sponsored status to support their housing finance apdy)community investment
mission. In partnership with the FHLBanks, | believe we are ?mking progress in developing a
framework to describe the fundamental characteristics of {Xjrat a FHLBank’s balance sheet
should look like in order to demonstrate a satisfactor@ssion commitment.

ol

FHFA’s third ongoing effort related to the mission of FHLBanks is a review of FHFA’s
Affordable Housing Program (AHP) regulatiQrt. The AHP program provides funding for both
single-family and rental affordable housig’— including housing affordable to very low-income
individuals and families. In 2013, thé@| LBanks allocated $297 million to their AHPs for the
purchase, construction, or rehabi itation of over 37,800 housing units. FHFA is committed to
working with the FHLBanks t(xg:fke this program more efficient by reviewing, and possibly
updating, our AHP regulgg'%q.

A new area of FHFA@QS:ent regulatory work has involved the merger of the FHLBanks of Des
Moines and Seattle;\which would be the first merger ever of two FHLBanks. There has been
considerable ghhge in our nation’s financial system, in the membership base of the FHLBanks,
and in mar@t conditions across the various FHLBank districts since the FHLBank System was
estab!is&@l in 1932. As aresult, the FHLBanks have seen changes in advance demand and
mel@;érship composition which, in turn, has affected the fundamental franchise values of some
of the FHLBanks.

These changes, in part, have led the Boards of Directors of the FHLBank of Des Moines and the
FHLBank of Seattle to determine that a combined entity would better serve the needs of their
members. The Boards of both FHLBanks voted to approve their merger on September 25, 2014.
FHFA reviewed and evaluated the merger application submitted by the FHLBanks of Des
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Moines and Seattle to ensure that the merger would be accomplished in a safe and sound manner
and would result in a financially strong FHLBank that supports the interests of all its members.
FHFA issued an approval of the merger application on December 22, 2014, contingent upon the
members of both FHLBanks ratifying the merger and meeting other specified conditions. If
ratified, the merger could be finalized as early as the second quarter of 2015.

Conclusion (\ ’

P
While I have not focused in my statement on administrative matters at FHFA, | wogtd-be remiss
if 1 did not point out that none of the activities or initiatives described in this st Qﬁé?t would be
possible without the dedication of the staff at the Federal Housing Finance cy. Since |
became Director at FHFA last year, it has been a pleasure getting to knmes{he very qualified staff
at FHFA and working with them to reevaluate and pursue FHFA’s prigyities. | thank them for
their service. | also want to recognize the hard work of the board&@%nagement and staffs of
Fannie Mae, Freddie Mac and the FHLBanks, who continue to {&re and provide critical
contributions to our nation’s housing finance system. Y

(‘b.

In the coming year, FHFA will continue to work to n(%;\/the agency’s statutory mandates to
ensure the safe and sound operations of our regulktw entities and to ensure that they provide
liquidity in the national housing finance marke{\.ln addition, FHFA will continue to advance its
Office of Minority and Women Inclusion r \nsibilities, which include furthering diversity in
management, employment and busine&e&vities at FHFA, as well as at our regulated entities.

Thank you again for having me @ré\this morning, and | look forward to answering your

questions. \\>’
>
N\
S
Q’b
&
Q@
6\(\
X9
C)\
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4/18/2013 R
Statement of@’ard J. DeMarco, Acting Director
Fe | Housing Finance Agency
Before the U.S. Sehqe Committee on Banking, Housing and Urban Affairs
April 18, 2013

.\Qﬂ p
Chairman Johnson, Ranking Member, po and members of the Committee, | am pleased to be invited here today to discuss
the Federal Housing Finance Ag (FHFA) oversight of Fannie Mae, Freddie Mac and the Federal Home Loan Banks
(FHLBanks).
In my testimony today |yl ,focus mainly on FHFA'’s role as the conservator and regulator of Fannie Mae and Freddie Mac

(together, the "Enter] ﬁges) As this committee is well aware, the Enterprises have been in conservatorship for more than 4 %2
years. These hav \Qe n the largest and most complex conservatorships in history. Throughout this time FHFA has explained its
approach to thg servatorships in light of the statutory responsibilities Congress placed on the agency as conservator. | have
reported ress numerous times regarding FHFA'’s actions in light of these responsibilities, recognizing that the prolonged

time in ﬁgervatorship has required us to adapt to changing circumstances, while remaining consistent with the fundamental
res ilities given us as regulator and conservator. | am pleased to provide you today with an update on what we have

@ mplished and where we are headed.

2014 budget resolution that would prevent any additional Enterprise guarantee fees from being used to fund other budget items.
And | would like to thank all the members of the committee for supporting that amendment, which the Senate adopted by
unanimous consent. | was also glad to see the introduction by Senators Corker, Warner, Vitter and Warren of S. 563, the
Jumpstart GSE Reform Act. | share the views of the sponsors of S. 563 that now is the time to address reform of the housing

b’\(\l would first like to take a moment to thank the Chairman and Ranking Member for their introduction of an amendment to the
%)

finance system. | look forward to working with all of you as you move forward on that effort.

I will begin this prepared statement with a brief review of the goals of FHFA as Conservator. Then | will review FHFA’s approach
to preparing for increased private market participation in housing finance and describe the significant activities that FHFA has
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undertaken during the past year to further our conservatorship goals. Next | will touch on the financial condition and performance

USCA Case ¢ Edneilae, FreddRGrH0 A thE E63earAdme Loan Béﬁk@dhc{}aéﬂﬂ.:{m:b%se with 86 %dﬂﬁﬁkém the role of

¥

government in housing finance.

Goals of Conservatorship

With the financial crisis unfolding, and after substantial consultation with the Department of the Treasury and the Federal
Reserve, FHFA placed the Enterprises into conservatorship on September 6, 2008. The Housing r@Economic Recovery Act of
2008 (HERA), which created FHFA, specified two conservator powers, stating that the Agency %%d

be:

"take such action as may

\o}
1. necessary to put the regulated entity in a sound and solvent condition; and \q/

2. appropriate to carry on the business of the regulated entity and preserve a@sewe the assets and property of the
regulated entity." (\

From the outset, FHFA stated that the goals of the conservatorships wer: Qelp restore confidence in the companies, enhance
their capacity to fuffill their mission, and mitigate the systemic risk that tributed directly to instability in financial markets. As
supervisor, we have also taken steps to strengthen risk managems@nternal controls, and establish proper governance over all
of the Enterprise’s activities. \

As the private mortgage securitization market had alreadgyvgnished and there were no other effective secondary market
mechanisms in place, the initial phase of the consery gg(ps was focused on stabilizing the Enterprises’ operations to ensure
the continued functioning of the mortgage market cﬁ;}% the crisis. This phase has been successful; operations of the two
Enterprises have largely stabilized and the orlgqbﬁon market and secondary market for mortgage has continued to function

. Qﬂ

The second phase of the conservators@ has focused on foreclosure prevention efforts, which have been critical for helping
homeowners in distress and essengdto meeting the conservatorship mandate to preserve and conserve the Enterprises’ assets.

throughout the financial crisis.

These continuing efforts also a nsistent with FHFA'’s statutory responsibility under the Emergency Economic Stabilization Act
to provide assistance to homgowners and minimize foreclosures. Nearly 2.7 million "foreclosure prevention" actions evidence the
success of that effort to (pa

FHFA also clarifieQ}Mthe Enterprises would be limited to continuing their existing core business activities. This type of
limitation on ne@siness activities is consistent with the standard regulatory approach for addressing companies that are
financially t ed. And it is even more pertinent for the Enterprises given their uncertain future and reliance on taxpayer funds.
While th&)still is legacy credit exposure to work through, the second phase of the conservatorships put in place the loss

miti infrastructure to help borrowers and protect taxpayers. At the same time, the Enterprises’ new books of business are

Ql.eh stronger than their old ones.

’@Today we have a mortgage market that relies heavily on taxpayer support, with very little private capital standing in front of the

federal government’s risk exposure. There seems to be broad consensus that Fannie Mae and Freddie Mac will not return to
their previous corporate forms. The Administration has made clear that its preferred course of action is to wind down the
Enterprises. Of the various legislative proposals that have been introduced in Congress, none of them envisions the Enterprises
exiting conservatorship in their current corporate form. In addition, recent changes to the Preferred Stock Purchase Agreements
(PSPAs), replacing the 10 percent dividend with a net worth sweep, reinforce the notion that the Enterprises will not be building
capital as a potential step to regaining their former corporate status. The amount of funding, essentially the Enterprises’ capital
base, available under the PSPAs also has become fixed as the Enterprises recently reported year-end 2012 financial results.
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Against this backdrop, FHFA has moved into a third phase of Enterprise conservatorship, embodied in its Strategic Plan for the
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FHFA’s 2012 Strategic Plan for the Operation of the Enterprise Conservatorships
In early 2012, recognizing that the conservatorships were over three years along and not likely to end soon, FHFA developed
and formally communicated to Congress a strategic plan for the companies to pursue while in conservatorship, pending

legislative action. This Strategic Plan has three goals: '<\ .

1. Build. Build a new infrastructure for the secondary mortgage market. (19

2. Contract. Gradually contract the Enterprises’ dominant presence in the marketplace implifying and shrinking their
operations. §

\

3. Maintain. Maintain foreclosure prevention activities and credit availability for r?&nd refinanced mortgages.

These goals satisfy our statutory mandate as conservator, are consistent wit@?e Administration’s call for a gradual wind down of
the Enterprises, and preserve all options for Congress while establishin tronger foundation on which Congress and market
participants can build to replace the pre-conservatorship governmen@onsored enterprise (GSE) model.

With a focus on transitioning to a more secure, sustainable ar% petitive model for the secondary mortgage market, FHFA
established the 2012 Conservatorship Scorecard to provide a readmap for the Enterprises to implement the Strategic Plan. The
Scorecard had four focus areas all tied to the Strateglc@uand great progress has been made in all areas.

Building upon the 2012 Scorecard, last month FHFfé?blished the Conservator’'s Scorecard for 2013, again setting forth annual
performance targets adhering to the strategic g{% of build, contract, and maintain. | would like to walk through each of these
with you now while also highlighting some zltt‘le successes of 2012.

Maintain ‘Q

Although it is the third strategi ould like to start with Maintain. Maintaining foreclosure prevention activities and
promoting market stability and &dlty so that there is credit availability for new and refinanced mortgages is an important aspect
of our work as conservatgr. Fbfeclosure prevention efforts were extensive in 2012 as FHFA and the Enterprises continued to
simplify, streamline, a &Jprove existing programs. More than 540,000 foreclosure prevention actions were completed last year
alone, brmglng th \(o nearly 2.7 million since the start of conservatorship in 2008.

permane modifications, more than 665,000 repayment plans, and nearly 150,000 forbearance plans. Together they have
enable Enterprises to help more than 2.2 million families who were having trouble paying their mortgages remain in their
homé&%ddltlonally, the Enterprises have made it possible for more than 445,000 other families to gracefully exit their home
Q&ut going through a painful foreclosure process by facilitating short sales and deeds-in-lieu of foreclosure.

Since the sta g nservatorship, Fannie Mae and Freddie Mac’s management teams have completed over 1.3 million

b’\(\Last year the Enterprises also implemented changes to the Home Affordable Refinance Program (HARP) that we announced late

¥

in 2011. Those changes included: expanding the program to include homeowners with greater than 125 percent loan-to-value
ratio; clarifying representation and warranty exposure; and incenting shorter-term refinance opportunities through reduced
pricing. The results have been impressive:

e The nearly 1.1 million HARP refinances in 2012, almost equaled the number of HARP refinances over the prior three years.
An additional 97,000 HARP refinances were completed in January of this year.

o HARRP refinances with greater than 105 loan-to-value ratios made up 43 percent of total HARP refinances in 2012, compared
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to 15 percent in 2011. In January of this year, 47 percent of HARP refinances were for borrowers with a greater than 105
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o

o HARRP refinances with greater than 125 percent loan-to-value ratios made up 21 percent of total HARP refinances in 2012 and
nearly 25 percent of total refinances in January of this year.

¢ HARRP refinances into a shorter-term mortgage made up 18 percent of total HARP refinances in 3&12 for underwater
borrowers, compared to 10 percent in 2011, and stand at 18 percent of total HARP refinances '\ r{uary 2013.

We are very pleased with the success of HARP thus far and look forward to building on this st&ess in 2013. We will soon be
implementing a nationwide public relations campaign to educate consumers about HAR%@'HS eligibility requirements. The
goal of this campaign is to reach as many eligible homeowners as possible and educa%t em on HARRP eligibility criteria and the
value of refinancing under HARP, and motivate them to explore their options and ul@e HARP before the program expires.
HARP is a valuable risk reduction tool for the Enterprises, and | announced las \ng that we will be extending the HARP
deadline by two years through December 2015. | feel confident that with the €hanges made to HARP in 2011, the increased
consumer awareness through the HARP consumer education campaig the extension of the HARP deadline, every eligible
homeowner who wants to refinance through the HARP program will e the opportunity.

For those homeowners who are seeking a modification we al Qgéntly announced that the Enterprises will soon be offering a
new, streamlined loan modification initiative to minimize Enterprise losses and help troubled homeowners avoid foreclosure and
stay in their homes. Starting this July, servicers will be fggbired to offer eligible homeowners who are at least 90 days delinquent
on their mortgage an easy way to lower their mont%byments and modify their mortgage. This new option supplements our
existing suite of loan modifications, including the$|‘o e Affordable Modification Program (HAMP) and the Enterprise’s standard
modification program. '\

A key element of this new program is t ‘W&ﬂessentially automatic and seriously delinquent homeowners are eligible for the
program even if they have not provid omplete documentation. Since the beginning of the financial crisis a consistent
hindrance to assisting troubled@ers has involved documentation requirements. The Streamlined Modification Initiative
should be especially helpful to these who are self-employed, part of a multi-generational household, or are simply overwhelmed
with the document colleck n\Beren. All borrowers have to do to take advantage of the modification offer is make three on-time
trial payments, after v&heir loan will be permanently modified. Servicers will continue to work with borrowers throughout the
trial period to evala@&éll their foreclosure prevention options, as documenting income and financial hardship could result in a
modification wi@ditional savings for the borrower. This program also fits within our safety and soundness goals.

This newg@r m builds on the principles embodied in the Servicing Alignment Initiative that was launched in 2011. The
Servicj lignment Initiative was designed to establish consistent policies and processes for the servicing of delinquent loans
ow, ’&&o guaranteed by the Enterprises to make it easier for servicers to reach borrowers as early in the delinquency as

ssible. Early, effective borrower outreach and engagement is critical for successful modification solutions. We are excited

’@about the prospects of this new program and look forward to tracking and reporting on its progress.

A priority since the onset of conservatorship and enumerated under the "maintain" goal is to continue to strengthen the credit risk
management practices of the Enterprises, and provide more certainty and timely feedback to originators as they make decisions
on extending credit. Pursuant to this end, last September FHFA and the Enterprises announced the start of fundamental changes
to the representation and warranty framework for conventional loans sold or delivered on or after January 1, 2013. The objective
of the new framework is to clarify lenders’ repurchase exposure and liability and inject greater upfront monitoring by moving the
focus of quality control reviews forward to the time the loan is delivered to the Enterprises instead of when it has defaulted. The
priorities for 2013 are enhancing the post-delivery quality control practices and transparency associated with the new rep and
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warranty framework, and FHFA'’s onsite supervisory teams will continue to review the effectiveness of the new framework.
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.

n addition to the efforts of FHFA, the progress that | have just discussed on foreclosure prevention, refinancing, and maintaining
credit availability would not have been possible without the commitment of the boards, management, and employees of Fannie
Mae and Freddie Mac. | am gratified that the leadership and staff at both companies remain committed to fixing what is broken
and creatively addressing the challenging issues we face. | would add that other such examples of their commitment abound. For
example, Fannie Mae undertook an important effort to develop a bulk approach to selling properties’?q their real estate owned
portfolio, and Freddie Mac has been leading efforts to expand loan level disclosures. (19

Build &

N
The first strategic goal is to build a new infrastructure for the secondary mortgage matlgﬂ?he Enterprises’ existing proprietary
infrastructures are not effective at adapting to market changes, issuing securities t \ract private capital, aggregating data, or
lowering barriers to market entry. These outmoded infrastructures must be maint&?& and updated. An investment of capital—
capital that would come from taxpayers through the PSPAs—uwill be necess@r this effort. But to the extent possible, we
should invest taxpayer dollars to this end once, not twice. b

\Z)

Hence, updating the Enterprises’ outmoded infrastructures should X \\je enhanced value to the mortgage market with a
common and more efficient securitization model. The ultimate g@s to develop a new securitization model that will have
benefits beyond the current Enterprise business model. To acye’ve this, the new infrastructure must be operable across many
platforms and operate in a cost effective manner so tha&fVm be used by any issuer, servicer, agent, or other party that decides

to participate. ((Sb
In October 2012, FHFA issued a white paper @ﬁed to gather input from the industry and move this effort forward. The white
paper discusses development of a common securitization platform, including the important issue of its scope and functionality.
One approach we outlined is that the focy Q’?he platform could be on functions that are routinely repeated across the secondary
mortgage market, such as issuing se;é?s, providing disclosures, paying investors, and disseminating data. These are all

functions where standardization S ave clear benefits to market participants.

Last month | announced as part of the 2013 Scorecard that a new business entity will be established between Fannie Mae and
Freddie Mac. This does @ mean we are consolidating the two Enterprises, but we believe that setting up a new structure,
separate from the t o\ompanies, is important for building a new secondary mortgage market infrastructure. Our objective, as we
stated last year, i ‘fqr he platform to be able to function like a market utility, as opposed to rebuilding the proprietary
infrastructures d¥annie Mae and Freddie Mac. To make this clear, | expect that the new venture will be headed by a CEO and
Chairma Board that are independent from Fannie Mae and Freddie Mac. It will be physically located separate from
Fannie and Freddie Mac and will be overseen by FHFA. Importantly, we plan on instituting a formal structure to allow for
inpé\fﬂo industry participants.

Qhat | have just described is the governance and ownership structure for the near-term phase of the platform. It will be initially

b\ owned and funded by Fannie Mae and Freddie Mac, and its functions are designed to operate as a replacement for some of their

o

legacy infrastructure. However, the overarching goal is to create something of value that would be a foundational element of the
mortgage market of the future. We are designing the platform to be flexible so that the long-term ownership structure can be
adjusted to meet the goals and direction that policymakers may set forth for housing finance reform.

The white paper issued last October also puts forth some broad ideas on creating a model contractual framework. Similar to the
securitization infrastructure effort, the focus of this effort is to identify areas where greater standardization in the contractual
framework would be valuable to the mortgage market of the future.
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This is an optimal time to consider how best to address contractual shortcomings identified during the past few years. A great
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o

Enterprises move forward with risk sharing transactions such as those | will describe shortly, the development of transactional
documents will provide a real time test of a new standardized contractual framework for transactions where the private sector is
absorbing credit risk.

Another aspect of the build goal is the Uniform Mortgage Data Program or UMDP. This effort may overlooked at times, but a
solid foundation of data standards is vitally important regardless of the future direction of housing¥{nance reform. | am very
encouraged by this effort as the Enterprises have worked through an industry process set up tﬂzugh MISMO—the Mortgage

Industry Standards Maintenance Organization—to move this process forward. Much ha iy been accomplished through the
development of a Uniform Loan Delivery Dataset and a Uniform Appraisal Dataset. V\f% i$ beginning on the Uniform Mortgage
Servicing Dataset. This latter effort will take time, but working through the proces, a broad-based coalition of industry

participants in MISMO should serve as a model for future efforts as we seek togeBuild the foundation of the mortgage market. In
éi\ndustry standard data reporting protocols will

ase risk.

the end, the benefits are immense. Developing standard terms, definitions,
decrease costs for originators, servicers and appraisers and reduce rep&

Contract (‘)(\\

The second strategic goal is to contract the Enterprises’ domiﬁ presence in the marketplace while simplifying and shrinking
their operations, thus de-risking both Fannie Mae and Fr die ac’s activities. With an uncertain future, limited capital resources
and a general desire for private capital to re-enter th%_g&i/et, the Enterprises’ market presence should be reduced gradually

over time. (0

’
To move the "contract" goal forward, we set fohﬁbt?]ree priorities in the 2013 Scorecard.

First, the 2013 Scorecard sets a target o @?Jillion of unpaid principal balance in credit risk sharing transactions in the single-
family credit guarantee business for bhdfhFannie Mae and Freddie Mac. A considerable amount of preparatory work was done in
2012 to lay the groundwork for§@ ng on risk sharing transactions this year, and we have specified that each Enterprise must
conduct multiple types of risk sRgring transactions to meet the 2013 target. The Scorecard encourages the Enterprises to
consider transactions inv, Iv‘h&g:’ expanded mortgage insurance with qualified counterparties; credit-linked securities;
senior/subordinated sgcO¥itles; and perhaps other structures. The goal for 2013 is to move forward with these transactions and to
evaluate the pricin{&he potential for further execution in scale. What we learn in 2013 will set the stage for the targets for

2014, and | full ect to move from a dollar target to a percentage of business target at some point in the future.

Also, whi i@th a Scorecard item, we expect to continue increasing guarantee fees in 2013, and the execution of the single-
family ri Q‘laring transactions | just described should provide valuable information as to how market participants are pricing
mo § credit risk. As we have noted before, the financial crisis demonstrated that the Enterprises had not fully priced their

t risk. In 2012, guarantee fees were increased twice, bringing the average guarantee fee on new mortgages to around 50

~$\basis points, approximately double what guarantee fees were prior to conservatorship. A key motivation behind increasing

Enterprise guarantee fees is to bring their credit risk pricing closer to what would be required by private sector providers.
However, | feel it is important to note that increasing guarantee fees is part of the goal of contracting the Enterprises’ dominant
presence in the marketplace. It is not designed primarily to increase their revenue. The hope is that at some point the increases
in guarantee fees will encourage private capital back into the market. We are not there yet, but in conversations with market
participants, | think we are getting closer.

Second, we are setting a target of a 10 percent reduction in new multifamily business acquisitions from 2012 levels. We expect
that this reduction will be achieved through some combination of increased pricing, more limited product offerings, and tighter
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overall underwriting standards. The multifamily business differs significantly from the single-family credit guarantee business. The

USCA Case gnldpmdérave a ExisHInaRbihdditdmly market ahdl@6ke Q%/&M%L%ers ofRRgEnkrdimbRet. The Enterprises’

.

market share of new multifamily originations did increase during the financial downturn, but in 2012 it returned to a more normal
position.

Another difference from the single-family business is that each Enterprise’s multifamily business has weathered the housing
crisis and generated positive cash flow. In contrast to their common approach to their single-family B\sinesses, Fannie Mae and
Freddie Mac do not take the same approach to their individual multifamily businesses. Each ap h also already embeds
some type of risk sharing. For a significant portion of its business, Fannie Mae shares muItifar%credit risk with loan originators
through its delegated underwriting program. Likewise, for a significant and increasing popi®Ddf its business, Freddie Mac shares
multifamily credit risk with investors by issuing classes of securities backed by multifa@yakortgages where the investor bears
the credit risk. Q

Given that the multifamily market’s reliance on the Enterprises has moved to@ore normal range, reducing the Enterprises’
footprint in this market is appropriate and aligns with the overall goal of cc@r ting their dominant market presence.

Finally, we are setting a target of selling an additional five percent of’@%ss liquid portion of the Enterprises’ retained portfolios
—primarily their retained portfolios excluding agency securities. retained portfolios of Fannie Mae and Freddie Mac have
been declining since 2009. The initial PSPAs required a 10 peéﬂt annual reduction, and the most recent changes to the PSPAs
increased the annual reduction to 15 percent. The compesitipn of the Enterprises’ retained portfolios has also changed

Q@. Prior to conservatorship, the retained portfolios were dominated by

significantly since the establishment of the conserval@é
hole loans. As those securities have been paid down, and as the need to

their own mortgage-backed securities and performﬁg
work through delinquent loans increased, the r&t&hed portfolios changed from being relatively liquid to being less liquid.

Given that natural run-off in the retained p@(ﬂios would have likely satisfied the PSPA reduction targets in the next few years,
and that the Enterprises are not active@rchasing new assets for their retained portfolios, requiring them to sell from the less
liquid portions of their retained por@s should lead to an even faster reduction than is required under the PSPAs.

Additional Prioritig’%% 2013

Let me close this review@the conservatorship strategic plan by highlighting a couple of other priorities we are working towards
in 2013. One will be th‘evrear-term efforts regarding mortgage insurance. To better protect the interests of the Enterprises, we are
updating mortga \msurance master policies by clarifying the role and responsibilities of insurance carriers, particularly when
servicers purs’%s mitigation to help delinquent borrowers. Further, we intend to formulate new mortgage insurance eligibility
standard t@ sure that all insurance carriers doing business with the Enterprises have the appropriate financial, operational,
and m ment capacity to fulfill their obligations, particularly in the event of additional stress to the housing markets. These
eff(é\& Il be an important and critical step for mortgage insurance to remain a viable risk transfer mechanism in the future.

%other policy project of note is the development of an aligned set of standards for so-called force placed, or lender-placed,

b\ insurance. The various concerns with lender-placed insurance are well-known, including the costs, limitations on coverage, and

o

consumer protections. FHFA recently sent a Notice to the Federal Register setting forth an approach to address certain practices
relating to lender-placed insurance that we consider contrary to prudent business practices, contrary to appropriate
administration of Enterprise guaranteed loans, and which expose the Enterprises to potential losses and safety and soundness
risks.

These practices include sales commissions received by sellers and servicers when placing coverage or maintaining placement
with particular insurance providers, and remuneration received by sellers and servicers from insurance providers that cede
premiums to a reinsurer that is owned by, affiliated with or controlled by the seller or servicer. After receiving input during the 60
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day period provided for in the Federal Register Notice and after FHFA review, we would anticipate the Enterprises putting these
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We also plan to pursue a broader approach to lender-placed insurance, bringing together both public and private sector parties to
participate in a dialogue with us and with a wide range of stakeholders. Our goal is to establish a set of standards that could be
adopted by a broader set of mortgage market participants, similar to what was done with the Servicing Alignment Initiative. This
broadened approach will also enable greater regulatory coordination in an effort to consider the varWSoissues associated with
lender-placed insurance. (19

FHFA as Supervisor N

While FHFA has outlined a plan for the next phase of conservatorship, we continue tqi{lrfa?our supervisory responsibilities at
both the Enterprises and the Federal Home Loan Banks. Since FHFA was created j 08, we have added more than 200
employees. Over the past two years, we have undertaken substantial restructurir&“p rticularly with regard to our supervision
program and have hired experienced examiners at the executive and staff Ieé? | anticipate a modest amount of additional

hiring, but believe that FHFA now has the executive management team, t@organizational structure, and the staff necessary to
carry out our safety and soundness mission. \Q

With respect to Fannie Mae and Freddie Mac, we have strength&&our supervision and oversight of their activities, including
how they implement and comply with conservatorship and FHkpolicies. FHFA has in the past year implemented several
changes that will enable us to quickly and effectively re ﬁqu to emerging risks and developments, and to put in place a
framework for supervising the secondary housing not only today but for the future. This includes issuing supervisory

guidance, governing regulations, and establishin&a w risk-based supervisory framework. FHFA’s 2013 supervisory objectives
include: '\

o Assess the risks posed by new initigtiy Qa ensure that they are being implemented under a sound control framework. These
initiatives include SAl, the commol &ritization platform, the contract harmonization project, multifamily bulk loan sales and
REO disposition programs. (\

¢ Maintain a full understandjng of the Enterprise’s overall risk profile, particularly for the incremental risk created by
implementing the ne\@itiatives while maintaining and upgrading information systems and internal controls.

e Determine if th b&é and management are taking appropriate steps to comply with conservatorship and supervisory

directives.
N4
e Devel (égrmalized process for the ongoing monitoring program.

o In&ment the CAMELSO rating system.

N
i5ncial Condition and Performance of the Enterprises and FHLBanks
. (\Before turning to options for the future, | will first address current market conditions and the financial condition and performance
b of the Enterprises and of the FHLBanks, which are also important components of the U.S. housing finance system.

o

Housing Market Conditions

o \We are seeing signs of recovery in the housing market across a number of dimensions and, while the marketplace is by no
means "normalized," conditions are promising in many ways.

e According to the latest data from the National Association of Realtors, the inventory of homes available for sale was only 1.9
P 80 of T | million units in February. Given that the annualized rate of home sales during that month was nearly 5 million properties, this
( age of Tota ) represented only about 4.7 months’ worth of supply. Just a year earlier, the relative supply was a still modest 6.4 months. And
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at its peak—in July 2010—the supply was 12.1 months. .
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e According to the FHFA index, national home prices grew 5.5 percent between the fourth quarters of 2011 and 2012. For the
12 month period ending in January, home prices rose 6.5 percent.

e Census data from December 2011 estimated the seasonally adjusted annualized rate of housing starts to be about 700,000
units. By September 2012, that rate had grown to roughly 840,000 units and, in March, the rate Ks.estimated at 1,036,000
u

units. This compares to a low of about 480,000 units in April 2009, and is 71 percent of the Ig, average.

e The latest CorelLogic information, which includes data for October, indicates that sh dov(v]iﬁventory dropped roughly 12.3
percent between October 2011 and October 2012. This decline represented a redat/ :Qn
about 300,000 units. N

\
?52
Freddie Mac

o Net income for the fourth quarter of 2012 totaled $4.5 billion, and repgﬁeged the fifth consecutive quarter of positive
0

Yin the shadow inventory pool of

earnings. Annual net income of $11.0 billion represented a record | f earnings for Freddie Mac and compares to a net

loss of $5.3 billion in 2011. s{\\

e In 2012 Freddie Mac required $19 million of funding from @sury bringing the cumulative Treasury draw to $71.3 billion.
Through December 31, 2012, Freddie Mac has paid ﬁi? billion in cash dividends to Treasury on the company’s senior

preferred stock. Under the PSPAs, the payment o (ﬁn
has remained unchanged since the PSPAs wer ablished. So while $23.8 billion has been paid to Treasury in dividends,

ends cannot be used to offset prior Treasury draws. This provision

Treasury still maintains a liquidation preferﬂ&'of $72.3 billion on its senior preferred stock. Freddie Mac has $140.5 billion
remaining in available support from Treasuﬂry.

e The credit quality of new single-fa \cquisitions remained high in the fourth quarter of 2012, with a weighted average FICO
score of 756. The average Ioan@alue (LTV) ratio for new business was 75 percent. This higher LTV ratio is due to the
expansion of HARP eligibili orrowers whose mortgages have LTV ratios above 125 percent and to relief provided to
lenders for borrowers wiQL,TV ratios above 105 percent. These high LTV refinances represented 43 percent of HARP loans

in 2012. Q
. \v
Fannie Mae\\’

e Net income" e fourth quarter of 2012 totaled $7.6 billion, and represented the fourth consecutive quarter of positive
earnin nual net income of $17.2 billion represented a record level of earnings for Fannie Mae and compares with a net
loss,0n16.9 billion for 2011.

° ésﬁlme Mae did not require funding from Treasury in 2012. Fannie Mae’s cumulative Treasury draw remains at $116.1 billion.
Through 2012, Fannie Mae has paid $35.6 billion in cash dividends to Treasury on the company’s senior preferred stock.

Under the PSPAs, the payment of dividends cannot be used to offset prior Treasury draws. This provision has remained

N
\@b unchanged since the PSPAs were established. So while $36.5 billion has been paid to Treasury in dividends, Treasury still
¢

maintains a liquidation preference of $117.1 billion on its senior preferred stock. Fannie Mae has $117.6 billion remaining in
available support from Treasury.

e The credit quality of new single-family acquisitions was strong in 2012, with a weighted average FICO score of 761. The
average LTV for new business was 75 percent in 2012, compared with 69 percent in 2011. The year-over-year increase in
average LTV ratios is due to the expansion of HARP to borrowers with high LTV mortgages.
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capital positions. The FHLBank System reported net income of $2.6 billion in 2012, the highest annual earnings since 2007.

e Retained earnings have grown significantly in recent years and totaled $10.4 billion, or 1.37 percent of assets, as of year-end
2012. Retained earnings are at their highest level ever, and will continue to grow as a result of provisions included in each
FHLBank’s capital plan. The FHLBank System regulatory capital ratio of 6.8 percent exceeds t g\egulatory requirement of
4.0 percent. The market value of the FHLBanks is 124 percent of the par value of capital sl‘p@the highest ratio in at least 11

years. QJ .

e The aggregate balance sheet of the FHLBanks has shrunk considerably in recent aqf,led primarily by declining advance
volumes due to market liquidity and sluggish economic growth. Advances totale@d 6 billion as of year-end 2012, down 58
percent from a peak of $1.01 trillion in the third quarter of 2008.

o Viewed over the past business cycle, the FHLBanks carried out their p&b@purpose of providing credit when needed to

R\

Role of the Government in Housing Finance C\)(\\

The key question in housing finance reform is what, and how , should the role of the federal government be? While it is
ultimately up to lawmakers to provide an answer, in my ion the main purpose in addressing housing finance reform should be
to promote the efficient provision of credit to finance c@éges for single-family and multifamily housing. An efficient market
system for providing mortgage credit to people tha@;at to buy a house should have certain core characteristics: (1) it should
provide consumer choice, (2) it should provide,c\béumer protections, (3) it should allow for innovation by market participants,
and (4) it should facilitate transparency.

support the mortgage investments of their members.

. M)
As lawmakers consider the extent of t \vernment‘s role in housing finance, it is useful to start with some basic market facts.
As of the fourth quarter of 2012, th@vas about $9.9 trillion in single family mortgage debt outstanding. About 13 percent was
guaranteed through direct govi nt programs, roughly 52 percent was guaranteed by Fannie Mae and Freddie Mac, and the
remainder not guaranteed b.Athe Federal government.

On a flow basis, Inside\l/\g&gage Finance reports that in the third quarter of 2012 new single family mortgage originations totaled
approximately $5 Won. Of that total roughly 18 percent was guaranteed through direct government programs, 66 percent
through Fannie{@ and Freddie Mac, and 16 percent not guaranteed by the Federal government.

Measure chrities issuance, the proportion supported by the government is over 90 percent.
How%és measured, it should be clear that today’s housing finance market is dominated by government support.

?v@relevant question then appears to be more in the line of how we move from the housing finance market of today, where
most all new single-family mortgage originations have some type of government support, to a future market far more reliant on

b the private provision of mortgage credit? And in particular, of the $5 trillion portion of the mortgage market currently served by the

. s\\@

Enterprises, what share, if any, should have government credit support in the future?

From the point of view of an economist, the answer to this question, and to the general question of how great a role the
government should ultimately play in the housing finance sector, begins with consideration of a potential market failure. A market
failure may lead the private market to produce less of, or more of, a particular good than would be economically optimal. Broadly
speaking, in housing finance there are at least two potential market failures that are often considered; each may lead to an
under-provision of mortgage credit.
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A potential market failure could arise in housing finance if market participants have undue or unnecessary concerns about the
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prevails in the housing market, less credit will be provided than would be the case in the absence of this type of uncertainty. The
government response to this type of potential market failure could take a number of approaches, ranging from establishing
standards and greater transparency for the market; providing liquidity or credit support under certain market conditions; to
providing a government guarantee to largely eliminate uncertainty.

Another potential market failure is what is often thought of as the positive externality associated homeownership. In this
view, the benefits of homeownership extend beyond the individual household to the broader agazcts of society, hence if left
solely to the market the number of homeowners will be less than optimal. The broader s {é_'baT‘ benefits of homeownership that
are often highlighted include things such as the propensity for homeowners to engageﬁ\qo e in civic and political action; stronger
neighborhood and social ties that accompany homeownership; the opportunity to_byils*family wealth through home equity; and
the willingness of homeowners to make improvements to their property, thereb iz?easing the value of their home and
neighborhood. A common government approach to increase market demand($*to provide some type of subsidy or other
assistance to encourage or facilitate such consumption. Direct subsidie wer the cost of mortgage credit or easing the
eligibility terms for a mortgage are methods of delivering subsidies th@\gh the housing finance market. Government policies
beyond the housing finance market are also used to promote hO{ demand. Prominent among these is the mortgage interest
tax deduction. ?“

These policies demonstrate that as a nation we are co &d to providing opportunities for homeownership, and there may be
other social goals where it is decided that governm rftbupport is warranted. The Federal Housing Administration (FHA) and other
traditional government credit programs are typicﬂa{ sed to address credit market failures or to achieve public policy goals. If
policymakers begin by defining the role FHA ah& other government mortgage credit programs should play in the future in terms
of which borrowers should have access tC\ste programs, then it should be easier to consider the government’s role, if any, in
the remainder of the mortgage marketo

O

This is not dissimilar to the appr &1\taken in other credit markets. Take business lending as an example. The government
provides support to address oﬁ
Administration and thro H%e‘ct government credit programs. The rest of the small business loan market is generally left to the
private sector, and cr&r larger businesses is generally provided without direct government credit support. Other consumer
credit markets, Iike\aM loans, have little if any direct government credit involvement at all.

ial market failures or achieve other public policy goals through the Small Business

.

However, a v@nportant difference separates the single-family mortgage market from other consumer credit markets—the size
of the qufﬂ rket. As | mentioned earlier, there is currently around $9.9 trillion in single-family mortgage debt outstanding. A
markegf is size needs to draw on broader sources of capital to fund this level of activity. The single-family mortgage market
ha e to rely on the Enterprises as the mechanism for attracting capital.

@ith their statutory public mission of supporting a stable and liquid mortgage market, along with their low capital requirements,

b\ the Enterprises were long able to guarantee mortgage credit risk at a volume and price at which other market participants could

o

not compete. They were also seen as having a public mission to promote the availability of mortgage credit, especially to support
affordable housing.

Still, there seems to be relatively broad agreement that this government sponsored enterprise model of the past, where private
sector companies were provided certain benefits and charged with achieving certain public policy goals, did not work. That model
relied on investors providing funding for housing at preferential rates based on a perception of government support, which
ultimately turned out to be correct and has resulted in Enterprises’ drawing $187.5 billion in funds from Treasury as of December
31, 2012.

https://www.fhfa.gov/Media/PublicAffairs/Pages/Statement-of-Edward-J-DeMarco-Acting-Director-FHF A-Before-the-US-Senate-Committee-on-Banking-Housing-and-Urban-Affa359.aspx[4/25/2017 3:02:29 PM]



An Update from the Federal Housing Finance Agency on Oversight of Fannie Mae, Freddie Mac and the Federal Home Loan Banks

(Page 84 of Total)

USCA Case #t@rBpinghow tyertensibip figweé madet5and developligad afigigp yor0dary mapkeidfeat tan@fcpSs capital markets in

order to serve that part of the single-family mortgage market that is not covered by traditional government credit programs—is
central to congressional consideration of ending the conservatorships of the Enterprises.

The options for consideration range from a market-oriented approach that would ensure broad minimum standards, to
establishing a Federal backstop to provide liquidity when needed, to developing a government guargptee structure to ensure
stability in the flow of mortgage credit and limit market uncertainty. These options are not novel. ;IN re essentially the three

options that the Administration set forth in its white paper more than two years ago. Let me o me thoughts on these three

options. (123 N
Standard-Setting {\
This approach would replace some of the standard-setting that the Enterprises u ake today with a regulatory regime or a

market utility that sets those standards and that are subject to rigorous superv@bn. This model would not rely on a government
guarantee to attract funding to the mortgage market, but would look to st Qdization and rules for enforcing contracts to

provide a degree of certainty to investors. The focus in such an appro ould be on setting standards around key features that
investors need to know to be willing to price credit risk in the mortﬁ} market. These include standards associated with
underwriting, pooling and servicing, and disclosures. ﬁ

Clearly, a standard-setting framework is much different thign a framework that has a government guarantee. Investors would be
required to price the credit risk of mortgages. They a &Id be responsible for enforcing their rights under the standard
contracts developed under this framework. Those ﬁgﬁrements are consistent with the way that a private market functions.
Arguably, this is part of the market oversight ayqb«/estor protection regime that is already established in various securities laws

overseen by the Securities and Exchange iqpmission.

Part of the question here is, given the of the single family mortgage, and the unique characteristics of today’s agency
securities market, in particular the e-Announced market, would additional standard-setting measures enhance liquidity and
provide further structure to the et? An important question to consider is whether there are other areas in terms of monitoring
or compliance that could po@ptially broaden the investor base while still achieving the primary function of having private markets
price credit risk? O

To establish a liqui M-government guaranteed market there would seem to be a need to have greater homogeneity in
borrower chara tics. | would think such a market would broadly cover the bulk of the business that the Enterprises undertake
today, but s, 'a market might not be available to all borrowers currently served by the Enterprises. With greater transparency in
requiremQﬂs, it would give borrowers a clear sense of the qualification requirements. Traditional government guarantee
prczéﬂ would still exist to meet various policy goals. And finally, for borrower characteristics that do not fit neatly into the

dary market, we need to find a way to get banks, thrifts, and credit unions back into the business of funding mortgages.
gwderstanding individual borrowers and special circumstances is at the heart of the financial intermediation function of insured

b\ depository institutions. Whatever changes are made to the secondary market, | hope we preserve the option for local banks to

o

make mortgages in their communities, and hold those mortgages on the bank’s balance sheet. | would also note that the Federal
Home Loan Banks give banks and other depository institutions access to credit across the maturity spectrum to assist in funding
such mortgages on depository institution balance sheets.

Federal Backstop
In a standard-setting approach without a government guarantee, it would be important to consider how such a market would
operate in a time of stress. Having clear standards and greater transparency would certainly improve market operations, but
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there still could be cyclical swings that could broadly be of concern to the government. Two potential concerns are:

USCA Case #14-5243  Document #1672715 Filed: 02/21/2017  Page 13 of 15

@)

o Preserving the availability of credit in times of stress is an important function. Is there a role for the government, perhaps
through the Federal Housing Administration to take on this role if necessary? Or alternatively, with a more standardized
market and infrastructure, would it be possible for an existing guarantor, like Ginnie Mae, to play such a temporary guarantee
function?

e Preserving liquidity in the market and the financial system in this framework would be an import{n\fl]nction. Is there a need
for a backstop source of funding when financial markets become temporarily illiquid? For e, Q)Ie, could the Treasury
Department, the Federal Reserve or the Federal Home Loan Banks play a role in a ma@gt\t at had this type of standardized

structure? q/
D
Government Guarantee Q
e

Finally, the third option is a secondary mortgage market operating with some government guarantee. This is somewhat
similar to what we have today. Clearly if the securities offered in a reform Qusing finance market have a government
guarantee, those securities will be priced favorably and have a high de gof liquidity to reflect that guarantee. However, pricing
for those securities would not provide the benefit of market pricing S8Ctedit risk of the underlying mortgages. In such a structure,
private sector capital through equity investment would stand in K&

through an insurance premium being available to cover other I§sses (much like with deposit insurance in the banking system).

oss position, with a government guarantee that was funded

This type of structure requires a significant amount of r gq;tory safety and soundness oversight to protect against the moral
hazard associated with providing a government gu E&é

While such an outcome has certain merit and o@é attractive features, the potential costs and risks associated with this type of
framework should be fully explored. Simply put, Peplacing the Enterprises’ implicit guarantee with an explicit one does not resolve
all the shortcomings and inherent conflicis hat model, and it may produce its own problems. As | have in past testimony, | offer
three observations in this regard. \}0

First, the presumption behind t ed for an explicit federal guarantee is that the market cannot evaluate and price the tail risk
of mortgage default, at Ieast&t,any price that most would consider reasonable, or it cannot manage that amount of mortgage
credit risk on its own. BL@Q might ask whether there is reason to believe that the government will do better? If the government
backstop is underpr@/d/laxpayers eventually may foot the bill again.

Second, if the g@ment provides explicit credit support for the vast majority of mortgages in this country, it would likely want a
say with reg@ the allocation or pricing of mortgage credit for particular groups or geographic areas. The potential for
governm volvement to distort the pricing of credit risk may subject taxpayers to further involvement if things do not work out

n
as planied.

gd, regardless of any particular government allocation or pricing initiatives, explicit credit support for all but a small portion of

.@mortgages, on top of the existing tax deductibility of mortgage interest, would further direct our nation’s investment dollars toward

housing. It would also drive up the price of housing, other things being equal. A task for lawmakers is to weigh such incentives
and outcomes against the alternative uses of such funds.

Fourth, what will be the breadth and depth of regulatory authority and how is it exercised? For example, just how much capital
should be maintained by a major mortgage market enterprise.

Finally, what | have just discussed relates to the single-family mortgage market. A similar type of analysis could be performed for
the multifamily market.
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Conclusion

USCA Case %;\ﬁ'f)ﬁ?é:guld hJ?e%QJHQﬂL g&ﬂ@?&‘%y\}eﬁmould be aﬁ:ﬂ&%%@@ M@Qrgnxlersarféglgc#!éﬂﬁrﬂ'ea\/lae and Freddie
Mac in conservatorship and that we have made little meaningful progress to bring these government conservatorships to an end.
The conservatorships were never intended to be a long-term solution. They were meant primarily as a "time out" for the rapidly
eroding mortgage market—an opportunity to provide some stability while Congress and the Administration could figure out how
best to address future reforms to the housing finance system.

/\ .
The U.S. housing finance system cannot really get going again until we remove this cloud of u‘p(L@'}nty and it will take legislation
to do it. Fannie Mae and Freddie Mac were chartered by Congress and by law, only Congregss dédn abolish or modify their
charters and set forth a vision for a new secondary market structure. While FHFA is doi éa
capital to return to the marketplace, so long as there are two government-supported f‘@s occupying this space, full private sector

N . .
at it can to encourage private

competition will be difficult, if not impossible, to achieve.

| have been observing a developing "consensus" among private market partj ts that the conforming conventional mortgage
market cannot operate without the American taxpayer providing the uItim@ credit guarantee for most of the market. As | have
noted, that clearly is one policy outcome, but | do not believe it is the Qg’outcome to be considered that can give our country a
strong housing finance system. | believe that our country and our cial system are stronger than that. | believe it is possible to
rebuild a secondary mortgage market that is deep, liquid, and?&\petitive; that is subject to appropriate supervision and
regulation, and will operate without an ongoing reliance og taxpayers or, at least, a greatly reduced reliance on taxpayers, if that
is what we set our minds to accomplishing. b‘j/

Where lawmakers identify particular market failu e§<@quiring direct government involvement, there may be more targeted
approaches to addressing those issues than a d subsidy to credit. For example, if certain borrowers or communities are of
concern, taxpayer support could be targe‘tee\directly to support the building or purchasing of housing rather than indirectly
through credit subsidies. Individual co \nties have already undertaken this approach, developing their own comprehensive list
of challenges and potential solutions\ﬁzringing these to all parties involved with their communities.

| have said before, however, thﬁese choices are for elected officials to make, not me. | am committed to working with this
Committee, its counterpart iﬁ&He House, and the Administration to make these policy determinations and then set about ending
these conservatorships\g.d transitioning to a future housing finance system that can serve our children, grandchildren, and

beyond. v/
N\

Thank you agdikN®r inviting me here today. | look forward to discussing these important matters with all of you.

Contac@:)(@orinne Russell (202) 649-3032 / Stefanie Johnson (202) 649-3030
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