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Prologue 

Guaranteed to Fail: Fannie Mae, Freddie Mac, and the Debacle of Mortgage 

Finance 

 
“The shapers of the American mortgage finance system hoped to achieve the security of 
government ownership, the integrity of local banking and the ingenuity of Wall Street. Instead 
they got the ingenuity of government, the security of local banking and the integrity of Wall 
Street.” 

 
-  David Frum (columnist, and former speechwriter for President George W. Bush), 
National Post, July 11, 2008 

 

On September 30, 1999, a New York Times reporter, Steven Holmes published a piece 

titled “Fannie Mae Eases Credit to Aid Mortgage Lending”. The crux of the story was that Fannie 

Mae was lowering its credit standards, which in turn would increase home ownership. Franklin 

Raines, the then Chief Executive Officer (CEO) of Fannie Mae, is quoted in the article: 

“Fannie Mae has expanded home ownership for millions of families in the 1990's by 
reducing down payment requirements. Yet there remain too many borrowers whose 
credit is just a notch below what our underwriting has required who have been relegated 
to paying significantly higher mortgage rates in the so-called subprime market.'' 

Consistent with sound journalism, the story analyzed the potential consequences of 

Fannie Mae’s foray into riskier lending. Quite presciently, the author Steven Holmes sounded an 

alarm that Fannie Mae was taking on large amounts of new risk, which in good times would not 

cause problems, but in a downturn could lead to a massive government bailout. The article also 

quotes Peter Wallison, an American Enterprise Institute scholar and frequent critic of the 

government-sponsored enterprises (GSEs), in particular, the two largest ones, Fannie Mae and 

Freddie Mac: 

“From the perspective of many people, including me, this is another thrift industry 
growing up around us…If they fail, the government will have to step up and bail them out 
the way it stepped up and bailed out the thrift industry.”  
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A decade later, we know how it all turned out: the worst financial crisis since the 1930s 

and bailouts so large that we no longer consider the savings and loan debacle to have been much 

of a financial crisis. This is not to argue that all of the blame should be placed on the doorstep of 

Fannie and Freddie. There is plenty of blame to go around at other large, complex financial 

institutions including Bear Stearns, Lehman Brothers, Merrill Lynch, AIG, Wachovia, and 

Citigroup, among others.  

But, nevertheless, Fannie and Freddie do deserve special attention. Currently, as of 

August 2010, the Treasury has injected a total of $148.2 billion into these entities. And it doesn’t 

look like their financial health is going to get any better. Even putting aside all future 

foreclosures and portfolio losses, Fannie Mae and Freddie Mac are now sitting on over 150,000 

foreclosed homes. The Congressional Budget Office (CBO) projects that an additional $65 

billion may be required to keep them afloat until 2019. The CBO has further estimated that the 

total taxpayer losses might ultimately reach the neighborhood of an astounding $350 billion. 

Yet Fannie and Freddie barely register as news. In the most sweeping financial 

legislation since the 1930s, the Dodd-Frank Wall Street Reform and Consumer Protection Act of 

2010 barely mentions them, simply calling for a study of how to reform them.  

Now there is a chance that the support that has been thrown at the banks – $550 billion 

of direct capital, $285 billion of loan guarantees, and insurance of $418 billion of assets – will be 

eventually paid off. In fact, a number of banks have repaid their loans with interest, albeit along 

a trail of real economy devastation. And even the poster child for financial excess, AIG, may be 

able to fully pay off the government if the housing market doesn’t deteriorate further. But the 

chances are slim to none that either Fannie or Freddie will be able to pay back the funds. When 

the history of the crisis is all written, these institutions will turn out to be the most costly of the 

financial sector, and this sector includes some of the most tarnished financial institutions in 

America. 

So where is the outrage? 

There is no outrage because Fannie and Freddie have become a political football between 

the left and right wing of American politics. On the left, they were vehicles for promoting 

affordable housing for all, while on the right they furthered the idea of the ownership society. 

And they were a politician’s dream:  They reduced monthly mortgage costs without requiring 

any federal budgetary outlays. 
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Now that they have failed, and we have learned that the meal has been costly indeed, 

conservative think tanks blame Fannie and Freddie for being ground zero of the subprime crisis. 

However, the liberal groups say that their role in the crisis is overblown and that it is simply a 

diversionary tactic away from what they consider to be the true causes of the housing bust: 

deregulation and the excesses of Wall Street. There is probably a little truth to both views. But 

these arguments are beside the point.  

Fannie Mae and Freddie Mac are where they are because they were run as the largest 

hedge fund on the planet. A little calculation illustrates their business model. 

Suppose that we offered you the following opportunity: We will invest $1, you lend us 

$39. With this $40, we will buy bank-originated pools of mortgages that are not easy to sell and 

face significant long-term risks. Although we’ll attempt to limit that risk by using sophisticated 

financial hedging instruments, our models have large error and uncertainty. We’ll invest 15% of 

the funds in low-quality mortgages that households will be unable to pay in a recession or a 

severe housing downturn. And to make it even more interesting, we’ll become the largest 

financial institution in terms of assets that are related to mortgages and together buy around 

$1.7 trillion worth, making us truly too-big-to-fail. 

But it doesn’t stop here. We’re going to offer insurance on a whole lot more mortgages 

taken out in America, say $3.5 trillion (together), and guarantee them against default. We don’t 

want much for offering this insurance -- maybe around 20 cents per $100 of mortgage -- but 

that will provide us with $7 billion in profits per year (assuming absolutely zero foreclosures).  

As a lender to us, you might be worried how much capital we’ll hold as a buffer against all future 

defaults: for every $100 that we guarantee, we’ll hold only 45 cents. And because we want as big 

a market share as possible, we’re going to backstop some dicey mortgages. 

For this type of risky investment, we know that you are expecting a big return. However, 

we are only going to pay you the yield on government bonds plus a little extra. You would think 

our investment pitch was crazy and reject the deal outright. But if we came along and whispered 

to you that we have a wealthy uncle – his name is Sam – that will make you whole on the money 

that you lent us no matter what happens, do you care about the risk? If you believe that Sam will 

be there, you’ll give us your money freely.  

This, of course, is a description of the business model of Fannie Mae and Freddie Mac. 

Put simply, they were Guaranteed To Fail. And it was a recipe for disaster for taxpayers. And 
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unlike the banks or AIG, these risks were out in the open. Analysts have been pounding their 

fists on the table for years about them. Not only did each presidential administration not pull 

the plug, it instead chose to extend the guarantees even further, passing on their risk to the next 

administration. In the process, each achieved its short-run goals of boosting consumption and 

spending by having households tap into their housing equity through first and second mortgages 

and home equity lines of credit.  Being nowhere to be found on the government’s books, the 

guarantees appeared to be a free lunch -- until they weren’t.  As this Ponzi scheme of 

government guarantees has now ended, the misfortune of mopping up the mess has fallen on 

the current administration.  How should it fix Fannie, Freddie, and the Debacle of Mortgage 

Finance? 

Consider the scale and complexity of the problem.  The government cannot simply 

default on the GSE debt with the intention of passing losses onto creditors.  About 50% of this 

debt is held by financial institutions and about 20% by foreign investors, who also own the 

majority of government debt. Due to their size and interconnectedness, the GSEs cannot simply 

be unwound in the ways that have been successful for smaller financial firms.  We are dealing 

with $3.5 trillion mortgage guarantees, a $1.7 trillion mortgage portfolio, and a $2.2 trillion 

position in derivatives. Not only does the unwinding from the GSEs have to be handled well, the 

Federal Reserve also has to plan its own exit from the $1.5 trillion position of GSE debt and 

GSE-backed securities that it accumulated as part of the rescue package for the economy. It is 

clear thus that any resolution to the problem of the GSEs will likely involve several years, if not 

decades, of careful crafting and execution. There is no reason why this work cannot start now in 

at least some measure. 

Many complain that the primary failure of Fannie and Freddie lay in its ownership 

structure: heads I win, tails you lose; or in other words, the privatization of profits (for the 

shareholders and executives) in good times but the socialization of downside risk (for the 

taxpayer).  Having been delisted from New York Stock Exchange and being in conservatorship, 

Fannie and Freddie are effectively nationalized at the current point in  time. 

However, simply nationalizing them for the indefinite future will not fix the state of 

mortgage finance in the United States.  This is because the collapse of Fannie and Freddie 

during the financial crisis of 2008 is in fact emblematic of a much broader and worldwide 

problem with government-owned enterprises.  The German Landesbanken, guaranteed by the 

state and explicitly public entities (unlike Fannie and Freddie), also went all-in funding the real 
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estate boom in the United States and the United Kingdom, only to be the first banks to fail and 

be bailed out in the crisis. The Spanish Cajas, similar to the savings and loan associations in the 

United States, funded the biggest construction boom in Spain and are now deemed an important 

contributor to its economic malaise. Fannie and Freddie are the poster children of government-

related institutions, often set up with an initially limited and worthwhile mandate, but grown far 

beyond their initial purpose into uncontrollable and systemically risky behemoths.  

Hence, nothing short of bringing the shutter down on Fannie and Freddie in the long run 

will suffice. As we were completing this book in August of 2010, the Obama administration has 

promised to lay out its proposals to reform these institutions by early 2011. This book presents 

and analyzes several proposals, including our own.  

First and foremost, government entities of the scale of Fannie and Freddie should simply 

not exist.  That is, their job should be performed by private markets or not at all.  However, if 

these entities must exist, then they should be run in smaller sizes as “boring public utilities” with 

three features: First, they should face highly ring-fenced usage of government guarantees; or, in 

other words, they can’t run a casino with taxpayer money. Second, the guarantees should be 

explicitly recognized on the federal balance-sheet so that there is no Ponzi scheme of each 

presidential administration’s passing the risk down to the next one. This would ensure that the 

scale of government entities is a function of pre-allocated fiscal budgets. Third, the sole purpose 

of these entities should be to remedy a clearly identified market failure, or, in other words, fill in 

where markets do not exist or are unlikely to achieve socially efficient outcomes. This purpose 

should be achieved through public-private partnerships, allowing private markets to grow side 

by side. Thereby, the government entities would pave the way for their own graceful exit in a 

pre-specified period from the time of their birth. 

More concretely, one of our novel proposals attempts to balance the short-term 

transition and long-term efficiency issues in moving away from the GSEs and is as follows: 

The GSEs’ investment function – which allowed them to invest in mortgage-backed 

securities as hedge funds or proprietary-trading desks – should be closed and wound down in an 

orderly, gradual fashion. Since the early 1990s, asset management firms have become an 

important part of capital markets and can pick up the slack in the secondary mortgage-backed 

security market.  The government has no business running a gigantic hedge fund. 



 8 

Since mortgage default guarantees have been an essential element of the development 

and liquidity of the core of the mortgage markets in the United States, mortgage default 

insurance should be preserved in some form, but the role of the GSEs therein should be 

substantially reduced. Arguably, the private sector cannot be the sole provider as this insurance 

is systemic due to its dependence on macroeconomic events. When a private insurance firm fails 

to honor its insurance, other firms will likely be in the same situation and thus be unable to 

reinsure.  Yet because of the lack of adequate governance, incentive structures, and 

accountability (let alone political considerations), the public sector alone cannot step into the 

breach either. 

We recommend a pragmatic middle-ground: a public-private partnership in which the 

private sector decides which mortgage guarantees to provide, prices the guarantees, but insures 

(say) only a 25% fraction of these mortgages, while the government is a silent partner, insuring 

the remaining 75% and receiving the corresponding insurance premiums. The private sector 

firms (which could even be a cooperative of several financial firms) would need to be well-

regulated -- in particular, well-capitalized for the extent of systemic risk they take on, and 

subject to an irrefutable resolution authority. Further, the partnership model of guarantees 

should cover only the plain-vanilla “conforming” mortgages with strict underwriting criteria 

(such as maximum 80% loan-to-value ratios). The provision of default insurance to non-vanilla 

mortgages should be left entirely to well-capitalized private firms.  

Many other developed countries’ mortgage markets function without mortgage 

guarantees. Yet, their secondary mortgage markets tend to be less developed: banks hold on to a 

larger fraction of loans and long-term fixed-rate mortgage products are less prevalent than in 

the United States. Preserving the central role of the 30-year fixed-rate mortgage requires a well-

functioning securitization channel. Moreover, these alternative mortgage market architectures 

proved just as fragile in the financial crisis, resulting in large-scale bank bailouts, not dissimilar 

to the GSE bailout. 

Finally, the desirability of the public mission of funding home ownership is debatable. 

The United States has more programs subsidizing home ownership than any other developed 

country, yet (and, arguably, therefore) its housing bust was worse than almost anywhere else. 

These programs have ultimately failed to deliver higher homeownership or housing 

affordability, relative to other countries where government interference in housing markets is 
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smaller. Fundamentally, these subsidies distort the relative price of housing and lead to over-

investment and over-consumption of housing, ultimately subtracting from economic growth. 

Regardless of which position one takes in the debate about encouraging home 

ownership, it seems clear that the GSEs’ way of subsidizing home ownership through un-funded 

government guarantees is not an effective approach. Academic research has cast serious doubts 

on the ability of the GSE guarantees to help low-income households, arguing that in fact they 

have mostly lowered mortgage payments for the rich. To the extent that housing subsidy 

programs must exist, we believe that they are better housed -- and in much smaller size – in the 

Federal Housing Administration (FHA) and/or some other agency within the Department of 

Housing and Urban Development (HUD). This would make their costs explicitly an on-balance 

sheet fiscal item, providing transparency to the taxpayer. Any future architecture of housing 

finance in America should contemplate that more housing credit and construction are not the 

answer to the current-day economic challenges.  

Of course, fixing and unwinding Fannie and Freddie will not be enough if they are simply 

replaced by other government-sponsored enterprises. The spirit of our reform proposals 

concerns all government-sponsored enterprises: We even suggest limits on un-funded Federal 

Reserve interventions in markets, and provide a broadly applicable blueprint of how to organize 

publicly financed utilities, keep their excesses in check, and always have reasonable exit 

strategies. 

Likewise, fixing and unwinding Fannie and Freddie will not be enough if they are simply 

replaced by other systemically risky private-sector institutions that are ultimately too-big-to-fail 

or too-interconnected-to-fail. Any redesign of the mortgage market must enforce competition in 

mortgage originations and securitization and proper capital requirements for all firms involved. 

If mortgage guarantees that are provided by private firms largely remain off-balance sheet or 

unfunded, then these firms would be the Fannie and the Freddie of the future but in a new guise, 

and we can be sure that their risks in the end would be borne by the taxpayer. 

One argument against doing anything radical to change the GSEs – or at least, against 

doing anything soon – is the perception that the private sector has abandoned the mortgage 

market.  As of the first-half of 2010, the Fannie and Freddie plus the FHA were buying or 

guaranteeing over 90% of all residential mortgages that were originated. However, what we may 

be observing is the mortgage version of “Catch 22”:  When the mortgage securitization market 
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dried up in late 2007, after the revelations of all of the “private-label” sub-prime related 

securities that had gone south, the federal government naturally pushed Fannie and Freddie and 

the FHA forward to fill the gap – including a near-doubling of the size of mortgage (in some 

parts of the U.S.) that would qualify for their support.    Now that they are heavily entrenched in 

a much wider swath of the mortgage market, their government backing means that they have 

lower costs and are thus subsidizing mortgages. This makes it difficult, or perhaps impossible, 

for private-label securitization to be re-established.  Accordingly, the heavy presence of Fannie 

and Freddie and the FHA currently may not be indicative of the private sector’s disinterest in 

reviving private-label securitization but simply the private sector’s inability to compete against 

the subsidies.  This conundrum too calls for the radical restructuring of Fannie and Freddie that 

we advocate in this book. 
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Chapter 1: Feeding the Beast 
 

“..the GSEs play an extraordinarily successful double game…[telling] Congress and the news 
media, ‘Don’t worry, the government is not on the hook’ – and then turn around and tell Wall 
Street, ‘Don’t worry, the government really is on the hook.” 

 
- Richard Carnell (Fordham University Law Professor and former Assistant Secretary 

of the Treasury), Senate testimony, February 10, 2004 
 

In 1818, a nineteen-year old English girl, Mary Shelley, published her first novel. The 

novel tells the story of a young, talented scientist who discovers how to create life from the 

inanimate. Collecting old human bones and tissue, the scientist constructs a man from scratch 

and brings him to life, only to be disgusted by his appearance and shape, calling him the 

Monster. The scientist deserts the monster, and, left to his own devices, his creation causes 

havoc and mayhem. In the finale of the story, as the scientist confronts the monster, the monster 

eventually destroys his creator, and stricken with grief takes his own life. Shelley decided that 

the name of the talented scientist should be the title for the novel: Frankenstein. 

 Former executives of Fannie and Freddie, members of Congress, and past administration 

officials all talk about the good work of the government sponsored enterprises (GSEs) Fannie 

Mae and Freddie Mac; and, they will add, if it were not for the equivalent of an economic 

asteroid hitting the markets, all would be fine. They will point to affordable housing goals and 

the benefits to the underprivileged. 

We are skeptics. 

If the government was Doctor Frankenstein, surely the GSEs were its monster. Born of a 

well-intentioned and economically efficient goal of creating liquidity in the secondary mortgage 

market, these institutions morphed into profit-taking firms that had the majority of their risks 

being backstopped by the government. While the majority of the government subsidies went to 

CEOs, shareholders, and wealthier homeowners, the costs were borne by society as a whole. As 

of 1970, when Fannie Mae had been recently privatized and Freddie Mac was newly created, 

they represented 4.4% of the mortgage market; by 1991, they captured 28.4%; by the time of the 

financial crisis, 41.3% with a combined $1.43 trillion mortgage portfolio and $3.50 trillion in 

mortgage-backed security (MBS) guarantees; and, as of August 2010, they had left the US 

taxpayers with a dent of close to $150 billion, with some projections anticipating that this figure 

will more than double in years to come, with substantial downside risk.  
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We start by describing what the GSEs do: what roles they play in the mortgage markets.  

We then trace the origins of Fannie Mae and Freddie Mac, what special features of these 

enterprises caused the financial markets to treat them specially, and what allowed them to 

register their staggering growth. 

1.1 The Essence of the GSEs 

What exactly do Fannie and Freddie do? The GSEs are engaged in two somewhat related 

businesses: residential mortgage securitization (currently about $3.5 trillion) and residential 

mortgage investment (currently about $1.7 trillion). 

The GSEs’ securitization business operates as follows:  They buy mortgages from 

originators (mostly fixed-rate, single-family home mortgages, although they do also buy some 

adjustable-rate mortgages and some multi-family mortgages); they form pools of these 

mortgages (so that the “law of large numbers” reduces the variability in outcomes that might 

arise from a single mortgage); and they issue (sell) “pass-through” mortgage-backed securities 

(MBS) that are formed from these pools to investors. These MBS represent claims on the 

interest and principal repayments that are “passed through” from the pool of mortgage 

borrowers to the securities investors (minus various fees).1

Because the investors have no direct knowledge of the creditworthiness of the mortgage 

borrower, they need to be reassured that they will receive the promised interest and principal 

repayments.  Both Fannie Mae and Freddie Mac provide guarantees to investors in their MBS 

against the risk of default by borrowers of the underlying mortgages.  In return, both charge a 

“guarantee fee”. 

 

Although the GSE guarantee (so long as it can be honored) removes the credit risk from 

the securities, the MBS investor is still subject to interest-rate risk.  Any long-lived fixed-rate 

debt instrument carries interest-rate risk:  When interest rates for new securities are higher than 

the interest rate on an existing (but otherwise comparable) security, the value of the latter 

decreases; when interest rates for new securities are lower, the value of the existing security 

increases. However, for fixed-rate mortgages (and the MBS that are formed from them), the 

interest-rate risk for the investor is heightened, because mortgage borrowers are usually able to 

prepay their mortgage (and, in the United States, do so without paying any fee or penalty.2   
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The second business for the GSEs is mortgage investment.  They buy and hold residential 

mortgages (or more often their own MBS).  The funding for these investments comes 

overwhelmingly from issuing debt.  They earn net income on the “spread”: the difference 

between the interest yield on the mortgages that they hold and the interest rate on the debt that 

they have issued.  Because their debt is implicitly guaranteed by the U.S. government, GSE debt 

is relatively risk-insensitive. Further, the GSE shareholders do not pay a premium for these 

government guarantees nor bear the full cost of their failure. Hence, from the GSEs’ standpoint, 

the cost of issuing debt is less than the costs of issuing equity, and they have a strong incentive 

to try to leverage themselves as much as possible – to issue as much debt and as little equity – to 

the extent that their creditors and regulators will permit.3

The timeline in the Appendix lays out the key reforms and events punctuating the 

evolution of U.S. housing finance policy from its inception in the 1930s all the way to the current 

state of affairs.  There have been three somewhat distinct phases: (i) Beginnings (section 1.2) in 

the Depression era, which help understand how and why the federal government established a 

foothold in mortgage finance; (ii) Privatization of the GSEs (section 1.3) starting in the late 

1960s, which paved the way for their expansion on the back of government guarantees; and, (iii) 

Drowning in Debt (section 1.4) starting 1992, when the GSEs were mandated to serve “mission” 

goals while simultaneously accorded highly favorable regulatory treatment with regard to their 

leverage.  The end result was One Big Fat Subsidy (section 1.5) that ultimately resulted in the 

debacle of Fannie Mae, Freddie Mac, and U.S. housing finance. 

 By owning these on-balance sheet 

mortgages, the GSEs are exposed to interest-rate risk as well as credit risk.   

1.2  Beginnings 

The origins of Fannie Mae and Freddie Mac go back to the era of the Great Depression. 

The stock market crash of 1929-1933, and the failures of over 8,000 commercial banks, as well 

as thousands of savings and loan (S&L) institutions (which are frequently described as “thrifts”) 

inflicted widespread economic misery across the U.S. 

Among the victims of this trauma was the residential mortgage lending system. Prior to 

the mid 1930s, the standard mortgage loan had a five-year term, with interim interest payments 

and a required balloon payment for the full amount at the end of five years. The expectation was 

that the mortgage would be refinanced at that time. Banks and S&Ls were the primary 

originators and holders of mortgages, although life insurance companies also were significant 

holders of mortgages (especially of multi-family mortgages). The economic implosion of the 
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early 1930s, however, meant that many lenders were unwilling to refinance, and many 

borrowers could not repay. Home foreclosures were widespread; and the losses on the 

foreclosed loans contributed to the failures of those thousands of banks and S&Ls. 

The first piece of legislation that made any effort to address these issues preceded the 

Roosevelt Administration’s “New Deal”.  In 1932, during the final year of the Hoover 

Administration, the Congress created the Federal Home Loan Bank System: 12 regional Federal 

Home Loan Banks (FHLBs) that were owned by the S&L institutions and a few life insurance 

companies in the regional territories of the FHLBs and that were regulated by a new federal 

agency: the Federal Home Loan Bank Board (which would soon also be the national regulator of 

S&Ls).  The FHLB System could borrow funds in the capital markets, and the individual FHLBs 

could turn around and lend the funds to their member-owners, who were the primary 

originators of mortgages at the time.  Because the FHLB System was a creation of the federal 

government, it could borrow at favorable rates, and the FHLBs could pass those favorable rates 

on to their member-owners.  In an important sense, the FHLB System was an early 

“government-sponsored enterprise” (although that term wasn’t used until decades later). It 

reflected for the first time what was to become a distinguishing feature of the U.S. housing 

finance for next eight decades: borrowing in the name of the government (explicitly or 

implicitly) to promote household borrowing in the form of mortgages. 

With the New Deal came a flurry of legislation that affected the financial system, with 

some of the legislation leaving a lasting impact on residential mortgage finance. This included 

the creation of the Federal Housing Administration (FHA) in 1934 to offer mortgage insurance 

to lenders on qualified mortgages, and of the Federal National Mortgage Association (FNMA) in 

1938 to purchase FHA-insured mortgages.  Funding for these purchases came through the 

FHA’s issuance of bonds in the capital markets.  The FNMA subsequently acquired the 

nickname “Fannie Mae” from the bond traders who dealt in those bonds, and the nickname 

stuck.   

Over the next two decades, Fannie Mae’s scope was expanded.  First, it gained the 

authority to buy the mortgages insured by the Veterans Administration (VA), another creation 

of the Congress, the powers of which included the guaranteeing of qualifying mortgages -- in this 

case the mortgages of veterans.   Then, Fannie Mae’s status as a government agency was 

confirmed, and it was made exempt from state and local income taxes, a substantial competitive 

advantage relative to private financial firms.  As another advantage, the Federal Reserve Banks 

were required to perform various services for Fannie Mae.  And Fannie Mae was to provide 



 15 

“special assistance” for certain kinds of mortgages, a precursor to the “mission” regulation of the 

GSEs in the 1990s and 2000s.  The debt that Fannie Mae issued came to be known as “agency” 

debt, or just as “Agencies” (a label that persisted through the subsequent morphing of Fannie 

Mae, as described below, and has applied to Freddie Mac’s debt as well). 

And through these steps, the government’s foothold in mortgage finance was born. 

From its chartering in 1938 through the middle of the 1960s, Fannie Mae was a relatively 

minor presence in the overall residential market; its presence was more symbolic than 

substantive.  The major institutional holders of residential mortgages during this period were 

S&Ls, commercial banks, and life insurance companies.  Somewhat paradoxically, Fannie Mae 

grew the most on the back of the U.S. government only when the government began to “disown” 

it, but never fully.  Here’s how. 

1.3  Privatization of the GSEs 

By far, the most important legislation affecting Fannie Mae was its conversion into a 

private company in 1968.  It was primarily for accounting purposes.  The Johnson 

Administration wanted Fannie Mae privatized, so as to remove its debt from the federal 

government’s books, thereby reducing the size of the national debt. In addition, a change in 

federal budgeting procedures at the time would have counted Fannie Mae’s net purchases of 

mortgages as current government expenditures, which would have meant that those net 

purchases would have added to recorded federal budget deficits. This is clearly something that 

no presidential administration wants if it can avoid doing during its own term. 

The privatization meant that Fannie Mae was spun off to the private sector and became a 

publicly traded company, with its shares listed on the New York Stock Exchange (NYSE).  

However, Fannie Mae retained its federal charter and the special status and privileges that went 

with the charter. Fannie Mae also had its own special regulator: the Department of Housing and 

Urban Development (HUD), which had been created as a cabinet-level department in 1965 and 

retained some regulatory powers over Fannie Mae.  Another prominent indicator of the 

specialness of Fannie Mae, despite its apparent structure as just another private (publicly 

traded) company, was the power of the President of the United States to appoint five board 

members to the Fannie Mae board of directors.  No other company that was listed on the NYSE 

had presidential appointees on its board. 
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Simultaneous with the spinning off of Fannie Mae into the private sector, the same 1968 

legislation created the Government National Mortgage Association (GNMA, which was 

subsequently dubbed “Ginnie Mae”) within HUD as an agency that would securitize FHA- and 

VA-insured mortgages.  And next to arrive on the scene was Freddie Mac in 1970. Ownership of 

Freddie Mac was placed with the Federal Home Loan Bank System, which was owned by the 

S&L industry.4

Fannie Mae too received authorization to expand its mortgage purchases to encompass 

mortgages that were not insured by FHA or VA.  However, both Fannie Mae and Freddie Mac 

were restricted (by HUD and the Bank Board, respectively) in the size of mortgage loan that they 

could purchase, either for securitization or for holding in their portfolios.  This maximum loan 

size came to be known as the “conforming loan” limit. Mortgages that exceeded the conforming 

limit came to be known as “jumbos”. In 1975-1977, for example, the conforming loan limit was 

$55,000; from 1977-1979 the conforming loan limit was $75,000.  In 1980 the limit was raised 

to $93,750 and was subsequently linked to an index of housing prices.  For comparison 

purposes, the median price of the sale of an existing house was $35,300 in 1975 and was 

$62,200 in 1980; the median price of a new house was $39,300 and $64,600 in those two years, 

respectively.  Thus, the conforming loan limit was substantially above median prices, whether 

measured by sales of existing homes or new homes; this pattern has continued to prevail to the 

present day, explaining the reach of the GSEs in affecting housing finance of a substantial 

proportion of the U.S. households. 

 The three board members of the Federal Home Loan Bank Board became the 

board members and de facto regulators of Freddie Mac.  (Shares of Freddie Mac would be made 

available to the general public almost two decades later.) Freddie Mac was expected to buy 

mortgage loans from the S&L industry and securitize them, although it was not restricted from 

buying mortgage loans from other originators. Since Freddie Mac (like Fannie Mae) was the 

creature of Congress, it too was a GSE. 

What is not commonly known is the financial difficulty that was experienced by Fannie 

Mae in the early 1980s.  Like the savings and loan industry that it resembled (since, like the S&L 

industry, it was borrowing from the public and holding fixed-rate mortgages in its portfolio), 

Fannie Mae was squeezed by the high interest rates of the late 1970s and early 1980s.  Holding a 

portfolio of long-lived fixed-rate mortgages that had been originated at lower interest rates than 

were prevailing in the early 1980s, it ran net losses in the early 1980s.  Although Fannie Mae 

remained solvent on a book-value basis, there was widespread recognition that it was insolvent 
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on a market-value basis.  It survived the experience, however, and lower interest rates after 1982 

eventually provided financial relief. 

The savings and loan industry was not so fortunate.  It was a preview of the financial 

storm that would crush the financial system some 25 years later.  The interest rate squeeze and a 

poorly structured deregulation of the industry in the early 1980s led to rapid growth in non-

traditional investments in the mid 1980s and the eventual insolvencies of hundreds of S&Ls by 

the late 1980s and early 1990s.  The federal government, through yet another agency (the 

Federal Savings and Loan Insurance Corporation, or the FSLIC), was guaranteeing the deposit 

liabilities of the insolvent S&Ls.  Hence, as in the financial crisis of 2007-2009, it was the federal 

government that bore the net losses of these insolvencies.  The bill at the time came to about 

$150 billion. 

In response to the bloodbath, the “President’s Commission on Housing”, issued a report 

on April 29, 1982, calling for greater deregulation of mortgage banking and an increased role for 

capital markets in the secondary market for mortgages.  It had been just over a decade earlier in 

1970 and 1971, respectively, that Ginnie Mae and Freddie Mac had first issued MBS; Fannie Mae 

had issued its first MBS in 1981.  Together, these GSEs had given birth to the U.S. mortgage 

securitization market.   The dizzying heights that this securitization market eventually scaled 

played a central role in the financial crisis of 2007-09.  However, in 1982 this market was a 

fledgling one.  It was widely noted that the secondary market for mortgages was so illiquid that 

financial firms were stuck holding mortgage loans, creating huge dislocations as conditions 

worsened.  

 

As such, the idea behind MBS was financial innovation at its best: The banking sector 

didn’t have enough capital (or risk appetite) to hold all of the mortgage loans, yet these 

individual loans were too illiquid to be sold easily to investors.  By pooling the loans into MBS, 

and selling the MBS to investors in the capital market at large – pension funds, insurance 

companies, the emerging mutual fund sector, et cetera -- the mortgage market would become 

much more liquid. This would simultaneously allow this market to expand and improve 

mortgage loan pricing, resulting in lower mortgage interest rates for homeowners. 

 

It was not until the early 1980s that the Wall Street firm, Salomon Brothers, created a 

mortgage trading operation. With this operation, the firm created and tapped into a new class of 

interested investors that focused on the MBS market. The operation run by Lewis Ranieri, and 



 18 

made famous (some would argue infamous) in Michael Lewis’ book Liar’s Poker, just needed a 

kick start, and the deregulation of mortgage finance took off. Ironically, one of the conclusions 

of the Commission was that this deregulation would put an end to the government-sponsored 

enterprises (GSEs) like Fannie Mae and Freddie Mac: 

“Eventually, the Commission believes, both FNMA [Fannie Mae] and FHLMC [Freddie 
Mac] should become entirely private corporations, without special access to the deep 
pockets of the Treasury.” 
 

The Commission was just a tad off in its prediction. At the end of 1981, when the 

Commission was starting its work, Fannie and Freddie represented just 7.1% of the residential 

mortgage market, and held $64.8 billion worth of mortgages in their portfolios and guaranteed 

an additional $20.6 billion. A decade later, their market share had grown to an extraordinary 

28.4%, with corresponding portfolio holdings of $153.4 billion and guarantees of $714.5 billion. 

And by 2002, they held $1.21 trillion and guaranteed $1.52 trillion, equivalent to a 44.7% share 

of the residential mortgage market. This growth of Fannie and Freddie is depicted in Figure 1-1 

below. The left-hand side provides the total dollar value of Fannie and Freddie’s commitments 

to the mortgage market through their portfolios and their net MBS issuances, while the right-

hand side represents their share of the mortgage market. 

 

Figure 1-1: Growth of the GSEs from 1980 until 2009  

 

Source: FHFA and Federal Reserve 
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How did the Commission get its prediction so wrong? When mortgage markets were 

deregulated, Fannie and Freddie were not meant to be the winners. The Reagan Administration 

at the time thought the opposite. They argued that deregulation – the act of lessening 

government’s control in favor of a free market – would lead to a race to the top as private-sector 

firms would enter the sector and compete openly. Free markets generally work well, with capital 

flowing to its most efficient use, ending up with better-run firms. So the theory goes. 

 

But there was nothing free about these markets. As we have already highlighted, Fannie 

and Freddie had a special status, which meant that the financial markets believed that there 

were implicit government guarantees on any debt that they issued and on the mortgage 

guarantees that they provided. No firm could compete with Fannie and Freddie under these 

circumstances: They paid no taxes, could borrow at cheaper rates, and were lightly regulated in 

that they faced low capital requirements for holding similar risks compared to private-sector 

counterparts. Opening up mortgage markets without restraining Fannie and Freddie was like 

bringing a gun to a knife fight.   

 

It is, of course, intriguing how Fannie and Freddie managed to get away with it for 

decade after decade. In 1999 and 2000, the conservative think tank, the American Enterprise 

Institute, ran a series of conferences on these firms, the end product being a book titled Serving 

Two Masters, Yet Out of Control: Fannie Mae and Freddie Mac. The book refers to the two 

masters – their shareholders and their public mission of encouraging greater home ownership – 

and the collision 0f the two as the government subsidy that is provided for one (i.e., the public 

mission) gets exploited by the other (i.e., the shareholders). The conference brought together 

individuals of quite different ideologies who reached similar conclusions. 

 

One fascinating piece was written by Ralph Nader, the consumer advocate, political 

activist, and left-wing ideologue, who outlines in detail the interconnections between successive 

presidential administrations and the payroll of Fannie and Freddie, documenting the heavy (and 

aggressive) lobbying by these firms:  

“Fannie Mae and Freddie Mac are fast learners. Born of the federal bureaucracy, these 
enterprises have swiftly and skillfully managed to pick up the roughshod tactics of the 
private corporate world and at the same time cling tightly to one of the federal 
government’s deepest and most lucrative welfare troughs…The combination has 
produced two GSEs that are not only too big to be allowed to fail but perhaps too 
influential and too politically connected to be regulated or shaped effectively in the 
public interest. Any suggestion that their power be limited or that subsidies be reduced 
triggers an immediate no-holds-barred counterattack from Fannie and Freddie. As John 
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Buckley, Fannie Mae’s vice president for communications, bluntly told the Wall Street 
Journal, ‘We’re not casual about managing our political risk’.”5

 
 

This does not mean that some members of Congress and the leadership at the GSEs’ 

regulator didn’t try to rein in the GSEs; but the inadequate numbers of the former and the 

inadequate regulatory powers of the latter hindered these efforts – a condition that the GSEs 

lobbied strenuously to perpetuate.  As just one illustration: In response to a 2004 Congressional 

bill that was aimed at enhanced regulation of Fannie and Freddie, with remarkable bravado, 

Fannie ran a television advertisement the day before the Senate Banking Committee was to work 

on the bill.6

Fannie Mae -- created and supported by the government -- was now going after the 

government head-on. The monster was destroying its Frankenstein creator. Needless to say, the 

bill died. 

 The advertisement shows a concerned Hispanic man. He says “Uh-oh,” and the wife 

responds, “What?” “It looks like Congress is talking about new regulations for Fannie Mae,” the 

man states. “Will that keep us from getting that lower mortgage rate?” the women replies. “Some 

economists say rates may go up” he says. “But that could mean we won’t be able to afford the 

new house,” says the woman. “I know,” the husband concludes. 

While Nader’s article makes clear how difficult it was for Washington DC to put 

constraints on Fannie Mae and Freddie Mac, the question remains: How did they grow so big?  

 

1.4 Drowning in Debt 

 

With the deregulation of the mortgage finance market, the decade of the 1980s was a 

period of substantial growth for Fannie and Freddie.  At the end of the decade, Fannie and 

Freddie were fundamentally entrenched as parallel GSEs, with similar structures, privileges, 

responsibilities, and limitations.  The last major legislation to impact the GSEs until the 

financial crisis of 2007-2009 was the Federal Housing Enterprises Financial Safety and 

Soundness Act (FHEFSSA) of 1992. It produced a number of important rules, one in particular 

related to capital requirements. 

In particular, a risk-based capital regulatory regime was specified for Fannie and Freddie 

and their two main functions: (i) securitizing and guaranteeing the credit risk of MBS, and (ii) 

investing in MBS or other similar portfolios of mortgages. With respect to (i), the capital buffer 

that the GSEs were required to hold against these guarantees was 0.45% (i.e., 45 cents per $100 
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of guaranteed mortgages), which implied that the Congress believed that residential mortgages 

were quite safe instruments to guarantee against credit risk – or that the Congress meant to 

subsidize these guarantees and was (if push came to shove) prepared to cover any losses. With 

respect to (ii), the GSEs were to hold 2.50% capital against their balance sheet assets (of which 

mortgages are by far the largest category).  Thus, for every $100 in mortgages held, they could 

(in principle) fund those mortgages with $97.50 in debt and only $2.50 in equity.   

In comparison to any other financial institution, Fannie and Freddie were afforded 

extraordinarily light capital requirements. For example, the capital requirement for federally 

insured banks and thrifts to hold residential mortgages was substantially greater: 4%. As a 

result, Fannie and Freddie had much higher leverage ratios – total assets to shareholder equity 

– than did comparable banking institutions. 

To many fixed-income practitioners and analysts, the GSEs’ growth and the expansion of 

securitization markets for mortgage finance should be considered a success story. But there was 

a darker side to the interaction between the GSEs and the banking sector: While banks were 

charged a 4% capital requirement for holding a portfolio of mortgage loans, they were charged 

only 40% of this, or 1.60%, if they held GSE MBS instead. Within the financial sector, this 

creates perverse incentives for banks to load up on GSE MBS, thereby increasing leverage all the 

way around the sector. 

To see this, note that if a bank originated $100 worth of mortgage loans, they would have 

to hold a minimum $4 of capital to be considered adequately capitalized. If the bank sold these 

loans to the GSEs and the GSEs securitized them into MBS, however, the banks could buy back 

the GSE MBS and hold only $1.60 in capital, even though their portfolio holdings are identical. 

Because the GSEs are only required to hold $.45, this means that, for the same level of risk, the 

capital requirement for the financial sector as a whole now is just $2.05, or 51% of what it used 

to be. There is little doubt that the growth in securitization is related to this type of regulatory 

arbitrage. 

In terms of data to support this point, consider the first year of the crisis in 2007. 

According to Inside Mortgage Finance, of the $5.2 trillion in MBS guarantees by Fannie Mae, 

Freddie Mac, and Ginnie Mae, approximately 37% was held by the banking sector -- $817 billion 

by commercial banks, $790 billion by Fannie and Freddie themselves, $257 billion by thrifts, 

and $91 billion by the FHLB. And just six firms – Bank of America, Wachovia, JP Morgan 

Chase, Citigroup, and Wells Fargo – contributed 48% to the commercial bank holdings, and just 
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three thrifts – ING Bank, Washington Mutual and Hudson City Savings – 40% to the thrift 

portfolios. This is substantive evidence against capital markets’ holding the credit risk -- i.e., the 

“originate-to-distribute” model -- and much more support for banks’ taking on the risk, albeit as 

a counterparty to the highly levered GSEs. 

To document the leverage of the GSEs, Figure 1-2 below graphs the ratio of total assets 

on the balance sheet divided by the shareholder equity of the combined Fannie and Freddie 

(dashed line). The figure takes as a starting point the date of the 1992 legislation that set the 

capital requirements, and continues the ratio until the end of 2007. (Note that by the end of 

2008, shareholder equity had gone negative, and the GSEs were taken into conservatorship.) 

Over this period, the GSE leverage ratios generally ranged between values of 20 to 40 whereas 

the commercial banking sector had ratios of 10 to 15.  The only match to emerge for GSE 

leverage was in the form of investment banks, especially during 2003-2007 -- a competitive race 

to the bottom that we will explain in detail in Chapter 3. 

 

Figure 1-2: Leverage Ratios of GSEs 

 

Source: FHFA 

 

However, these ratios do not tell the entire story. As shown by Figure 1-1, most of the 

credit risk of GSEs is in the form of guarantees of defaults on mortgages sold to MBS investors. 

These guarantees do not appear on the balance sheet of the GSEs. As a useful exercise, the solid 

line in Figure 1-2 sums up all of the credit risk that is contained in both their mortgage portfolios 

and their credit guarantees of MBS (i.e., the “credit” numerator is the sum of their on-balance 

sheet assets plus their outstanding MBS). This is roughly equivalent to what the banking sector 
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does when it holds “whole loan” mortgages (i.e., the mortgages themselves, and not MBS) and 

hedges the interest rate risk in those mortgages.  

 

The numbers are simply startling. The credit-based leverage ratios now range between 

levels of 50 to 100 over the period.7

 

 Even more troublesome was the GSEs’ behavior from 2002 

onwards. As regulators became more aware of the mere size of the GSEs, coupled with 

accounting scandals in 2003 and 2004, there was a general recognition that their size and 

leverage had to be curtailed. And, in fact, there was some apparent success. From the end of 

2001 to 2007, the “official” leverage ratio dropped from 38 to 23 and the portfolio stopped 

growing. But the credit-based leverage ratio that also included the off-balance sheet guarantees 

– the total credit risk divided by shareholder equity shown in Figure 1-2 -- barely budged from 

72 to 69. As Figure 1-1 shows, the GSEs had simply replaced growth in their mortgage portfolios 

with growth in guarantees of MBS. 

1.5 One Big Fat Subsidy 

 

The mortgage credit risk of Fannie Mae and Freddie Mac combined grew at an 

astonishing 16% (11%) annual growth rate from 1980 (1992) through 2007. We saw that this 

growth was financed using borrowed money and levels of leverage far in excess of other financial 

institutions. Why would debt investors finance such growth? 

 

Because of the special status and treatment of the GSEs that were described earlier in 

this chapter, the financial markets have historically treated them specially:  The financial 

markets believed (correctly, as it turned out, or as a self-fulfilling prophesy) that if either 

company ever experienced financial difficulties, the federal government would likely intercede 

to make sure that the company’s creditors did not suffer any losses.  This belief persisted despite 

the explicit statement on all GSE securities that these securities were not full-faith-and-credit 

obligations of the U.S. Government.  The belief seems largely rational given that for most 

practical purposes, GSE debt is on par with Treasuries as “liquidity” or “risk-free securities” and 

therefore is held in hoards by financial firms much like Treasuries (in fact, 50% of GSE debt was 

held by financial firms in 2008). The “halo” effect of all of the special features of the GSEs was 

just too strong for them not to be deemed as too-big-to-fail.  
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With an implicit guarantee on their debt, Fannie and Freddie were able to borrow at 

interest rates that were below what the financial markets otherwise would have demanded. This 

meant that it was quite profitable for the GSEs to purchase mortgages and offer credit default 

guarantees below fundamental rates, allowing them to vanquish any competition and grow 

unfettered. Because fixed income investors – either those holding Fannie and Freddie debt or 

MBS guaranteed by Fannie and Freddie – believed that there was a government backstop, 

market discipline went out the window, and there was no one left to restrain Fannie and 

Freddie. 

As described in Section 1.4 above, adding to this subsidy was the fact that Fannie and 

Freddie had much lower capital requirements than did commercial banks and investment 

banks, for guaranteeing as well holding MBS.  With such a lack of a level-playing field, there was 

really no free market. Instead of capital flowing to its most efficient use, as the deregulation of 

mortgage markets in 1980’s had anticipated, capital was in fact flowing to its most levered use.   

There was no one left to restrain Fannie and Freddie, of course other than the federal 

government, but in the pursuit of myopic goals of boosting home ownership at all costs, each 

successive presidential administration turned a blind eye. 

In a seminal study in 1996, the Congressional Budget Office (CBO) provided an estimate 

of the government subsidy for Fannie and Freddie in 1995. The two main factors that went into 

their analysis were (i) the reduced cost of financing compared to other highly rated financial 

institutions (e.g., 0.70% per year lower interest rate), and (ii) the lower cost of issuing MBS (e.g., 

0.40%). Their estimated annual total subsidy was $6.9 billion, a very large number fifteen years 

ago. Moreover, the CBO argued that at least one-third was a complete transfer of wealth from 

the government to shareholders; that is, only two-thirds trickled down to the mortgage market.  

At the time that the study was announced, Fannie and Freddie went into attack mode 

and criticized the methodology and results. When one looks at the CBO’s assumptions, however, 

one could provide an argument the other way: the CBO underestimated the subsidy. The main 

assumption was that, without government support, Fannie and Freddie would have had the 

same amount of debt and off-balance sheet guarantees. But their leverage was extraordinary and 

almost certainly would have commanded a much lower credit rating. Further, no adjustment 

was made for the added systemic risk that was produced – the steady, unfettered rise of 

housing-related debt in the United States as part of national wealth – and retained by Fannie 

and Freddie. 
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In a May 2001 updated study, the CBO estimated that the annual implicit subsidy had 

risen to $13.6 billion by the year 2000. A few years later, Federal Reserve Board economist 

Wayne Passmore, using a similar methodology and a standard discounted earnings model over a 

forward-looking 25-year horizon, estimated that the aggregate value of the subsidy ranged 

somewhere between $119 billion and $164 billion, of which shareholders receive respectively 

between $50 and $97 billion. Astonishingly, the subsidy was almost equal to the market value of 

these two GSEs, providing further evidence against the desirability of their existence in their 

current form.8

 

   

Year after year, a large number of economists and policy-makers questioned the 

distortions that were being created by this “big fat” subsidy.  In what is perhaps one of the more 

eloquent summaries of subsidy-related distortions, a speech on May 19, 2005, by the then 

Federal Reserve Chairman Alan Greenspan explains the growth of GSE balance sheets and their 

guarantee-driven shareholder value:9

 
           “Although prospectuses for GSE debt are required by law to stipulate that such 
instruments are not backed by the full faith and credit of the U.S. government, investors 
worldwide have concluded that our government will not allow GSEs to default… Investors have 
provided Fannie and Freddie with a powerful vehicle for achieving profits that are virtually 
guaranteed through the rapid growth of their balance sheets, and the resultant scale has given 
them an advantage that their potential private-sector competitors cannot meet. As a result, their 
annual return on equity, which has often exceeded 30 percent, is far in excess of the average 
annual return of approximately 15 percent that has been earned by other large financial 
competitors holding substantially similar assets. Virtually none of the GSE excess return reflects 
higher yields on assets; it is almost wholly attributable to subsidized borrowing costs… The 
Federal Reserve Board has been unable to find any credible purpose for the huge balance sheets 
built by Fannie and Freddie other than the creation of profit through the exploitation of the 
market-granted subsidy.” 

 

 

 



 26 

Chapter 2: Ticking Time Bomb 

“We didn’t really know what we were buying,” said Marc Gott, a former director in Fannie’s 

loan servicing department. “This system was designed for plain vanilla loans, and we were 

trying to push chocolate sundaes through the gears.” 

 

- Charles Duhigg, New York Times, October 5, 2008 

 

On October 28, 1992, President George H.W. Bush signed into law H.R. 5334, “The 

Housing and Community Development Act of 1992”. As described in Chapter 1 above, Title XIII 

of the law, Federal Housing Enterprises Financial Safety and Soundness Act (FHEFSSA), 

created rules for the two largest government-sponsored enterprises (GSEs), Fannie Mae and 

Freddie Mac. In his remarks, President Bush said: 

“This legislation addresses the problems created by the rapid expansion of certain GSEs 
in the last decade. It establishes a means to protect taxpayers from the possible risks 
posed by GSEs in housing finance. The bill creates a regulator within the Department of 
Housing and Urban Development (HUD) to ensure that the housing GSEs are adequately 
capitalized and operated safely… I regret, however, that the Congress chose to attach 
these important reforms to a housing bill that contains numerous provisions that raise 
serious concerns. My Administration worked diligently to craft a compromise housing 
bill that would target assistance where it is needed most, expand homeownership 
opportunities, ensure fiscal integrity, and empower recipients of Federal housing 
assistance.” 

Title XIII was a compromise between those politicians who wished to restrain the GSEs 

and those who wanted to unleash them. It turned out not to be a very fair fight.  

On the one hand, FHEFSSA created a separate prudential (safety and soundness) 

regulator for Fannie Mae and Freddie Mac: the Office of Federal Housing Enterprise Oversight 

(OFHEO), which was lodged in HUD.  It was clear to many observers at the time, however, that 

a policy-oriented department such as HUD was not the appropriate agency for lodging a 

prudential regulator.  While there may have been a policy angle in this being allowed, it should 

also be noted that Fannie and Freddie spent over $200 million lobbying the Congress to avoid 

tighter oversight. The GSEs were essentially a government-supported banking system and 

should have been regulated as such.   

On the other hand, FHEFSSA specified a set of “mission goals”: essentially, efforts to 

help support housing for low- and moderate-income households, as well as a special “affordable 
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goal” and serving “underserved areas” (formerly inner-city areas). It established HUD (but not 

OFHEO) as the mission regulator.   The mission goals essentially gave the GSEs a mandate to 

purchase lower-quality mortgages. These riskier mortgages received the same implicit 

government guarantee nevertheless.  

While Chapter 1 laid out the growth of Fannie and Freddie during the last 30 years, this 

chapter provides evidence of their increasing use of riskier mortgages from the mid 1990s until 

2003, as a result of (or at least justified by) the 1992 Act.   

For good reason, many analysts point to the behavior of Fannie and Freddie in 2004-

2007 when it comes to ramping up the risk of their portfolio. But, as a matter of fact, the seeds 

for this behavior and the GSEs’ eventual collapse started a decade earlier. Analysts, regulators, 

and politicians, however, did not realize that the GSEs were a ticking time bomb because 

aggregate U.S. housing prices increased every month from July 1995 to May 2006, thus 

obscuring the ever-increasing credit risk that Fannie and Freddie were taking on.  

2.1  The “Mission” to Support Affordable Housing 

The new mission laid out in FHEFSSA was quite specific and encompassed three related 

goals for the GSEs.   The overarching theme was for the GSEs to reach a target percentage of 

their mortgage purchases in terms of homeownership for lower and middle income households. 

The first goal was directed towards low-income housing, defined as household incomes that 

were below the area median. The second goal chose underserved areas as defined by census 

tracts with median household incomes that were less than 90 percent of the area median, or else 

in census tracts with a minority population of at least 30 percent and with a tract median 

income of less than 120 percent of the area median income. The final goal named “special 

affordable housing” targeted census tracts with family incomes less than 60 percent of the area 

median (or else in tracts with incomes less than 80 percent of the area median and also located 

in specified low-income areas).10

Until the late 1990s, Fannie and Freddie were mostly part of the general process of 

encouraging people who would buy anyway to buy more house on a larger lot.  And they were 

doing most of their business in upper income communities.  However, as Jonathan Brown 

explains in Peter Wallison’s book – Serving Two Masters, Yet Out of Control, Fannie and 

Freddie were doing little business in the “inner city” where poor households tended to live, and 

more business in the suburbs.  These patterns led HUD in 2004 to step up the targets, which in 

 Table 2-1 below provides the detailed goals for 1993 and after.  



 28 

turn, led Fannie and Freddie to undertake a greater proportion of high-risk mortgages. This 

increase followed on the heels of a large increase in targets in 2001. 

Table 2-1: GSE Affordable Housing Goals Since 1993 (Share of mortgage purchases) 

 1993-

1995 

 

1996 

1997-

2000 

2001-

2004 

 

2005 

 

2006 

 

2007 

 

2008 

Low- and Moderate-Income Goal 30% 40% 42% 50% 52% 53% 55% 56% 

Underserved Areas Goal 30% 21% 24% 31% 37% 38% 38% 39% 

Special Affordable Goal NA* 12% 14% 20% 22% 23% 25% 27% 

Source: FHFA; 

*NA – Not Applicable: goals set in dollar amounts for each GSE rather than percentages.  

 

It is an interesting counterfactual question to ask whether the GSEs’ foray into risky 

lending would have occurred without these mission goals. In other words, in their desire to 

expand, would they still have moved along the increasingly risky mortgage credit curve? We 

believe that, given the GSEs’ cheap source of financing and weak regulatory oversight, they 

would still have moved in this direction. Nevertheless, FHEFSSA made the point somewhat 

moot. 

To reach the targets, FHEFSSA called for a study of the “implications of implementing 

underwriting standards that (A) establish a downpayment requirement for mortgagors of 5 

percent or less, (B) allow the use of cash on hand as a source for downpayments, and (C) 

approve borrowers who have a credit history of delinquencies if the borrower can demonstrate a 

satisfactory credit history for at least the 12-month period ending on the date of the application 

for the mortgage.”11

A study commissioned by HUD in 2002 found that, over the previous decade, Fannie 

Mae and Freddie Mac had in fact adopted more flexible underwriting guidelines in terms of (A) 

– (C) above.

 

12

2.2 Risky Business 

 While the HUD report was describing these changes in Fannie and Freddie’s 

underwriting as a success, the report is confirmation of the impact of FHEFSSA. Examples of 

such underwriting practices include Fannie Mae’s introduction of their Flex 97 product, which 

required a borrower  to make only a 3% downpayment if the borrower has a strong credit 

history. 
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As the mortgage-backed securities (MBS) market took off in the 1980s, Fannie and 

Freddie dominated the growth in this market as a result of their government support. The 

credit-risk profile of Fannie and Freddie’s mortgages in those days, however, was reasonably 

safe: (i) low- to medium-sized loans, (ii) loan-to-value ratios less than 80%, (iii) high standards 

for a borrower’s creditworthiness, and (iv) income documentation of the borrower’s ability to 

make interest payments on the loans. This does not mean that Fannie and Freddie were not 

without risk. But many analysts and economists at the time considered the greater source of risk 

to be the interest rate risk of Fannie and Freddie’s mortgage portfolio, not the credit risk of their 

portfolio plus their outstanding MBS.  

 

But something dramatically changed with FHEFSSA. While the 1992 Act required Fannie 

and Freddie to hold only conforming mortgages, there was considerable wiggle room. A 

conforming mortgage had to be less than a certain dollar amount (the “conforming loan limit”), 

have a loan-to-value (LTV) ratio less than 80% (or, with wiggle space, a higher LTV with private 

mortgage insurance), and meet unspecified “investment quality standards”. Not surprisingly, 

the above housing goals combined with the ambiguity of what constitutes a conforming 

mortgage translated into considerably riskier credit portfolios. 

 

As an illustration of this, consider data on Fannie Mae’s year-by-year mortgage 

purchases over the next decade from 1992 onwards. While complete data are not available, using 

the annual reports of Fannie and Freddie, and recently released data by the FHFA, Figure 2.1 

graphs the share of risky mortgage loans each year,  as defined by  either LTV>90% or 

80%<LTV<90%.13

 

  While it was commonly known that the FHA and VA made risky loans, it is 

less well-known that Fannie (and Freddie) already had a growing presence in the high LTV 

mortgage market during the 1990s. Fannie’s role generally increased over the next several years 

both in dollar amounts and market share. For example, from just 6% ($11.6 billion) of loans 

having LTVs>90% in 1992, by 1995, the number of loans with LTVs>90% had doubled to $20.9 

billion and 19% of Fannie Mae’s purchases. Though the percentage of loans with LTVs>90% 

dropped to 13% by 2001, the dollar amounts increased substantially to $68.3 billion. 

While Freddie Mac’s annual reports provide only a snapshot of their mortgage holdings 

by year, the data tell a similar story. For example, in 1992, their mortgage book held just 3% of 

its loans with original LTVs>90% (and 13% with 80%<LTV<90%). The next year, this number 
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increased to 4% and 15% respectively, and by 1994 to 9% and 18%. By the late 90s, the number 

had steadied to around 10% of loans with LTVs>90% and 15% with 80%<LTV<90%. 

 

Figure 2-1: Fannie Mae Mortgage Purchases with High LTVs (1992-2002)   

 

Source: Annual reports of Fannie Mae, Inside Mortgage Finance 

 

As corroborating evidence, consider data on Fannie and Freddie’s mortgage holdings 

and insurance guarantees starting from the mid 1990s that have been put together by Ed Pinto, 

the former chief credit officer of Fannie Mae (1987-1989).14 He provides data and analysis of two 

series: loans based on LTV, and loans based on FICO scores.15   His data on LTV-based loans are 

generally consistent with Figure 2.1. The second series, that of “subprime” mortgage loans, 

makes an even stronger case for the earlier involvement by the GSEs in risky lending. While the 

mere mention of subprime now brings up an immediate negative connotation, subprime loans 

are generally considered to be ones that were granted to individuals with poor credit histories. 

The Pinto dataset combines so-called self-denominated subprime loans (i.e., those that were 

originated by subprime lenders or placed in subprime MBS) and loans with FICO credit scores 

below 660, the minimum threshold for standards set by Fannie and Freddie in the mid 1990s.16 

Pinto shows that the dollar volume of these loans hovered between $200 and $300 billion from 

1997-2000, and, like the high LTV market above, Fannie, Freddie and the FHA held a significant 

share (ranging from 50-60%), with Fannie and Freddie contributing approximately one-half. 

For the next three years, Fannie and Freddie’s risky lending and private label mortgage-backed 

security purchases (in terms of FICO<660) went from $76 billion in 2000 to $175 billion in 

2001 to $244 billion in 2002, with a 50% market share.  
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2.3  Crossing the Rubicon 

The Rubicon River marks the boundary between the province of Gaul and Italy. It was 

Roman law that no general could cross this boundary southward towards Rome with his army, 

lest the general be mistaken for instigating a coup d’état. On January 10, 49 BC, Julius Caesar 

did just that, stating the infamous words “alea jacta est” (the die is cast). And history was forever 

changed. 

 

The entry of Fannie and Freddie into high-risk mortgages had a similar effect. The 

primary concern of their critics had been that of interest rate risk:  Both GSEs held hundreds of 

billions of dollars of long-term fixed-rate mortgages in their portfolios.  They funded these 

mortgages to a large extent with debt that had shorter maturities.  Both GSEs claimed that they 

had engaged in derivative (interest rate swaps and options) transactions so as to eliminate any 

significant interest-rate risk from their overall asset-liability positions.  But the specifics of the 

hedging were murky, and critics were doubtful.  

 

At the same time, however, the credit risks on the mortgages that the GSEs bought (and 

either held or securitized) were not considered a problem.  The GSEs had a reputation for high 

underwriting standards, and their loss experiences supported this view.  Except for a few years 

in the early 1970s for Freddie Mac, the credit loss experience of the GSEs had always been below 

the “guarantee fees” that they were charging on the MBS that they issued.   

This observation ignored two important facts:  

1. Prior to the mid 1990s, the GSEs only guaranteed safe conforming mortgages with 

generally low LTVs, good income coverage, and borrowers with high credit scores. So, 

even with small-to-medium downturns in the economy, mortgage defaults were not that 

likely. 

2. After the mid 1990s, while the GSEs’ mortgage underwriting standards deteriorated and 

their mortgages became much riskier, there was no housing downturn, and there was 

only one mild recession in 2001. In fact, from July 1995 to May 2006, the bellwether 

housing index of Case and Shiller increased by 196%, with no months experiencing a 

decline. Many analysts and politicians didn’t think that credit risk was an issue by 
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mistakenly not taking into account the fact that homeowners don’t default (i.e., if 

necessary, they sell) if their underlying house collateral has appreciated in value.  

Point 2 above is important. Common wisdom is that Fannie Mae and Freddie Mac blew up 

because of their risky behavior with respect to 2006 and 2007 mortgage vintages, which 

consisted in a significant measure of high-risk mortgages.  The 2009 credit reports of Fannie 

show, for instance, that in 2007, it had as much as 25% of its loans with LTV above 80% and 

18% with FICO score below 660, and in 2006, had as much as 22.5% in sub-prime and similarly 

high-risk mortgages and 15.2% in interest-only loans.  It is certainly true that the majority of 

GSE losses derived from these vintages. But the losses were confined to 2006 and 2007 vintages 

not because of prudent lending in prior years but instead because weaker loans in earlier years 

were masked by the continued rising in housing prices through mid 2006. Mortgages issued in 

2003 and 2004 may have been just as shoddy, but homeowners had built substantial equity in 

their homes by 2006 because of the large house price increases, which protected them (and 

Fannie and Freddie) against the subsequent price decreases.  

 

In other words, the GSEs had crossed their own Rubicon in the mid 1990s after the 

passage of FHEFSSA. The moment that the GSEs lowered their underwriting standards, there 

was no turning back, and as soon as housing prices started falling, their fate was sealed. 

 

A final observation is that the GSE Affordable Housing Goals were all stipulated as a 

percentage of their mortgage share.  There were no growth targets.  In fact, as Figure 1-1 showed 

their mortgage portfolios remained steady in size during 2003-2007.  It was the MBS guarantee 

business that truly took off.  The government push for affordable housing does not explain why 

the GSEs chose to grow the MBS guarantee business so dramatically.   While their first master, 

HUD, might have been unhappy with a lack of growth, their second master, the GSEs’ 

shareholders, would have been even unhappier since investment banks had started generating 

substantial returns in lines of business that the GSEs could do. This is the issue that we turn to 

next. 
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Chapter 3: Race to the Bottom 

 

“You’re becoming irrelevant,” Mr. Mozilo, CEO of Countrywide told Mr. Mudd, CEO of Fannie 

Mae, “You need us more than we need you, and if you don’t take these loans, you’ll find you can 

lose much more.” 

 

- Charles Duhigg, New York Times, October 5, 2008 

 

In their important 1932 book on the American corporation, The Modern Corporation 

and Private Property, Adolf Berle and Gardiner Means introduce the concept “race to the 

bottom”: the idea that competition can lead to a reduction of standards. While Berle and Means 

were referring to regulatory standards and competition among the (then) 48 states, it is not 

difficult to see how the same arguments could be applied to government-sponsored enterprises 

and likewise financial institutions. 

 

Figure 3-1 graphs the tremendous growth in the mortgage market (solid line, plotted 

against the right axis), and the fraction of residential mortgage originations each year that were 

securitized by the GSEs or private-label firms, as well as the amount not securitized (dashed 

lines plotted against the left axis). As can be seen from Figure 3-1, the mortgage market 

increased dramatically in size, especially in the latter period with the emergence of the riskier 

mortgage lending. It also shows that mortgage securitization generally increased every year from 

1995 onwards, albeit for different reasons. In the period up to 2003, the GSEs dominated the 

market, but, then post 2003, non-GSE MBS more than tripled from 12% to 38% of the 

origination market. By 2006 and 2007, Figure 3-1 illustrates well the competitive struggle as the 

GSEs recovered some of their market share (and currently dominate the market completely). 

 

The housing boom that began in the late 1990s and the concomitant rise of “private label 

mortgage-backed securities” (PLS) shown in Figure 3-1 posed a challenge to the GSEs.  This is 

because the PLS involved non-conforming mortgages (securitized, for instance, by investment 

banks) that were of lower quality than the mortgages that met the GSEs’ usual underwriting 

standards or were for amounts that exceeded the GSE conforming loan limit. Borrowers who 

might otherwise have qualified for a conforming loan were being encouraged by lenders to 

borrow greater amounts (pushing them into “jumbo” territory) and/or to structure their loans in 

ways that wouldn’t meet the GSEs’ underwriting standards (pushing them into the non-



 34 

conforming territory). The latter was done, for example, by the borrower’s making less than the 

requisite 20% down payment but not arranging for private mortgage insurance, or by getting a 

second mortgage loan to cover some or even all of the down payment, or by getting an initial low 

“teaser” interest rate but with a scheduled upward adjustment after two or three years. 

Figure 3-1. Growth in Mortgage Market, Securitization, and % Share of Market 

 

Source: Inside Mortgage Finance 

Chapter 2 described the increasingly risky mortgage profile of Fannie and Freddie from 

the mid 1990s through 2003. After 2003, faced with more competition and a declining market 

share (and, after accounting scandals in 2003 and 2004, limited in their ability to expand their 

portfolios and leverage), the GSEs continued to lower their underwriting standards to try to 

keep pace with the PLS market. While we argued in Chapter 2 that even without this “race to the 

bottom”, the GSEs would most likely have failed, it is certainly true that it would not have 

happened in such spectacular fashion and on such a scale. This chapter lays out the case. 

3.1  Gold Rush 

The housing boom that ended in the worst financial crisis since the Great Depression 

was a nationwide phenomenon. It started as far back as the mid-1990s.  While local housing 

downturns (in Boston, New York, and Los Angeles, among others) led the national house price 
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index to decline modestly between 1990 and 1995, since then house prices recorded an 

unprecedented run-up. The Case-Shiller 10-city index almost tripled from 77 in June 1996 to a 

high of 226 in June 2006 -- an increase of 11.3% per year. House price increases in some 

markets in Florida, Arizona, Nevada, and California were higher still.  

 

This period was also one of fast-rising income and financial wealth inequality. Incomes 

of the middle class hardly increased, after controlling for the increase in the cost of living. 

Because house prices rose much faster than did median income, houses became much less 

affordable during the boom. Relative to the cost of renting, national house prices also increased 

substantially: by 31-43% from 2000 to the middle of 2006, depending on the data source. 

Households resorted to taking on more debt to afford their homes, and they also borrowed more 

against the rising value of their homes. Household mortgage debt increased from 54% of gross 

domestic product (GDP) at the end of 1996 to 89% of GDP at the end of 2006. This ten-year 

increase in household leverage was bigger than the entire increase from 1951 to 1996!  

What caused this unprecedented boom in house prices? We believe various factors 

conspired, with no one single cause. The run-up took place in a favorable macro-economic 

environment with low (real) interest rates (especially before 2005), low volatility, high economic 

growth (3.1% per year real GDP growth in 1985-2007), and low unemployment (especially after 

2003). GDP growth was fueled by massive residential investment: Construction grew by 225% 

from 2002 until 2005, as 2 million new houses came online each year. Short-term interest rates 

were kept low by the Federal Reserve through monetary stimulus that was aimed to fight the 

jobless recovery after the 2001 recession. An additional force that kept (long-term) interest rates 

low was the massive purchase spree of U.S. Treasuries and Agencies by foreign investors -- 

something that Ben Bernanke  dubbed the “global savings glut.” Low mortgage interest rates 

induced households to refinance their homes and to take out home equity lines of credit to tap 

into their home equity.  

But arguably the more important factor was the “financial liberalization” in housing 

finance that was underway, making it easier to get a mortgage for first-time home buyers and 

making it easier and cheaper for existing homeowners to tap into the equity in their home. And 

there was the securitization process, which made it easier for banks to offload the mortgage 

loans that they issued by selling those loans to others.  Any erosion of adequate pricing and 

controls for risk along the securitization conveyor belt meant that it would be easier for 
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mortgage originators to lend more and “farther down the quality curve”.  We explain this 

argument below. 

3.2  It’s the Underwriting, Stupid 

There is no doubt that one reason for the increase in house prices clearly lies in the wider 

availability of mortgage credit through lower down payment requirements and lower costs that 

were associated with extracting equity from one’s home. Households could borrow more, and 

more easily, against the value of the house, and they could consume more easily out of their 

home equity. They responded to these new opportunities and massively increased their debt. 

Total household debt increased from 73% of GDP in the first quarter of 1996 to 111% in the 

fourth quarter of 2006. From 2001 to 2006, new mortgage originations totaled $18 trillion, or 

$3 trillion per year. Figure 3-1 above described the growth in the non-prime mortgage market 

from the mid 1990s on. Table 3-1 provides detailed origination data for the various segments of 

the mortgage market from 2001 to 2006.17

 

 

Table 3-1: U.S. Mortgage Market Originations, 2001-2006 ($ Amounts are Billions) 

 

Con- 
form- 

ing Jumbo FHA/VA 
Sub- 

prime Alt-A HELOCs Total 
% 

ARM 
% 

Refinance 
% 

Non-prime 
2001 1280 450 175 120 60 130 2215 16% 59% 14% 
2002 1711 576 176 185 67 170 2885 24% 63% 15% 
2003 2460 650 220 310 85 220 3945 26% 72% 16% 
2004 1210 510 130 530 185 355 2920 50% 52% 37% 
2005 1090 570 90 625 380 365 3120 48% 50% 44% 
2006 990 480 80 600 400 430 2980 45% 45% 48% 
Source: Inside Mortgage Finance 

 

The development of the non-prime (low credit quality) mortgage market, including the 

market for home equity lines of credit, was an important aspect of this unprecedented housing 

credit expansion. Subprime and Alt-A mortgages were virtually non-existent before the late 

1990s.18 They opened up a new market for lower-income households, households with 

blemished credit records, or households with incomplete income documentation, none of which 

qualified for the conforming mortgages bought by the GSEs. The subprime share in originations 

was 8.5% in 2001-2003, but then rose rapidly to 20% in 2005-2006. Combining subprime, Alt-

A, and home equity lines of credit, more than $1 trillion of non-prime mortgage debt was 

extended in each of 2004, 2005, and 2006. The non-prime share increased from 14% to 48% of 
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originations. Conforming mortgage originations -- the raw material of the GSE-backed loan 

pools -- fell from 58% to 33% of originations over this period.  

 

Many of these subprime and Alt-A loans were adjustable-rate mortgages (ARMs) with 

low initial teaser rates that were due to reset in 2007-2009. The overall ARM share increased 

from 16% to 45%. These resets were typically associated with large increases in monthly 

payments and would later trigger a wave of foreclosures.  

 

The expansion of mortgage credit to lower-income households was accompanied by a 

gradual erosion of lending standards. Combined loan-to-value (CLTV) ratios increased for both 

prime and non-prime loans, and for both ARMs and FRMs. There was a dramatic growth in the 

fraction of loans whose CLTV exceeded 80% in all three major loan categories.  For prime 

ARMs, the fraction increased from 4.1% in 2002 to 26.2% in 2006, while for Alt-A ARMs, it 

increased from 20.8% to 55.5%, and for subprime ARMs from 46.8% to 64.0%. Importantly, 

these numbers underestimate the true problem because many houses were appraised too richly. 

 

There also was dramatic growth in the fraction of loans that were interest only in all 

three major loan categories.  For prime ARMs the fraction increased from 46% in 2002 to 91% 

in 2006, for Alt-A ARMs it increased from 26% to 87%, and for subprime ARMs the fraction 

increased from 1% to 20%. Moreover, the fraction of loans with full documentation (for 

example, income verification) declined by more than 10 percentage points in all ARM categories. 

These so-called NINJA (no income, no job, and no assets) or “liar” loans turned out to be just 

that: Loans with over-stated income or assets showed much larger loan delinquencies during the 

crisis. 

 

Finally, there was substantial growth in the average mortgage-payment-to-income ratio 

of households that held ARMs. In 2006, these averages were 37% for prime, 38% for Alt-A, and 

42% for subprime ARM borrowers. A mortgage-payment-to-income ratio of 35% is considered 

high. The statistics for fixed-rate mortgage holders are similar, except that they had a smaller 

fraction of incomplete documentation loans. 

 

Loan quality continued to decline in 2007.  According to a survey by the National 

Association of Realtors, the median down payment on home purchases was 9 percent in 2007, 
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down from 20 percent in 1989.  Twenty-nine percent of buyers put no money down.  And many 

borrowed more than the price of the home to cover closing costs.  

 

3.3 King Kong Versus Godzilla 

 

While Freddie Mac had been securitizing mortgages since 1971 (and Fannie Mae since 

1981), as explained in Chapter 1, private-label securitization did not start in earnest until the 

mid 1990s. As seen in Figure 3-1, in 1996, non-agency mortgage-backed securities (MBS) 

represented only 12% of all MBS originations. Their share grew dramatically from 17% in 2003 

to 50% by 2006. In 2007, it fell back to 40%. Subprime mortgages were being securitized at a 

much higher rate than the average. In 2001, 50% of all subprime mortgages were securitized, 

while in 2006 this fraction had grown to 80%. 

 

Was the growth in private label MBS the culmination of the dream of the deregulation 

advocates of the 1980s coming to fruition, albeit two decades later? Or was it the emergence of 

new government-sponsored enterprises in the form of too-big-to-fail financial institutions? We 

argue the latter, and, with this emergence, came a battle between the GSEs and the too-big-to-

fail large complex financial institutions (LCFIs), and a race to the bottom in mortgage finance.  

 

We argued in chapter 1 that no private firm could compete with Fannie and Freddie 

because of Fannie and Freddie’s access to government guaranteed capital. So how did the 

competitive race to the bottom play out till it all ended? One way that the private sector started 

competing was through moving down the credit curve of increasingly shaky mortgage loans -- 

loans that were difficult for Fannie and Freddie to compete with, given their “conforming loan” 

underwriting standards. But this is not the whole story, as it still does not explain why anyone 

would purchase high-risk MBS in the first place. 

 

The standard argument in the media is that securitization markets failed because 

originators and private firm securitizers of mortgages did not have skin in the game, and naïve 

investors – such as the proverbial Norwegian village -- were left holding the bag. But the 

evidence does not bear this out. A Lehman Brothers study from 2008 showed that over 50% of 

AAA-rated non-GSE MBS were held within the financial sector, which was highly concentrated 

in just a few LCFIs. For example, in June 2007, just prior to the start of the financial crisis, a 

dozen firms held almost two-thirds of all of the assets of the top 100 firms ($21 trillion) and 
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constitute a “who’s who” of the crisis that subsequently emerged: in order, Citigroup, Bank of 

America, JP Morgan Chase, Morgan Stanley, Merrill Lynch, AIG, Goldman Sachs, Fannie Mae, 

Freddie Mac, Wachovia, Lehman Brothers, and Wells Fargo. (Bear Stearns and Washington 

Mutual come in at No. 15 and 17, respectively.) All of these LCFIs were actively engaged in the 

mortgage market, and, of these 15 firms, one could convincingly argue that at least 9 of them 

either failed or were about to fail in the absence of government intervention. 

 

 Of course, the GSE firms and these LCFIs were not identical in form. The LCFIs had a 

more diversified product line, were afforded greater flexibility, and increasingly were perceived 

to have a too-big-to-fail government guarantee -- while the GSEs had a public mission, received 

a more explicit government guarantee, and were subject to lighter capital requirements. But 

when one digs beneath the surface, the failure of the LCFIs and the GSEs is quite similar – a 

highly leveraged bet on the mortgage market by firms that were implicitly backed by the 

government with artificially low funding rates only to differing degrees. 

 

Unlike Freddie and Fannie, however, these LCFIs had to resort to regulatory arbitrage 

tricks, in particular: 

1. They funded portfolios of risky mortgage loans via off-balance sheet vehicles 

(conduits and special investment vehicles [SIVs]) that received favorable capital 

treatment under the Basel standards. 

2. They made outright purchases of AAA-tranches of non-prime securities, which 

were treated as having low credit risk and zero liquidity and funding risk.  

3. They enjoyed further capital relief on AAA-tranches if they bought “underpriced” 

protection on securitized products from monoline insurance companies and AIG 

(which were not subject to similar prudential standards).  

4. In August 2004, investment banks successfully lobbied the SEC to amend the net 

capital rule of the Securities Exchange Act of 1934, which effectively allowed for 

leverage to increase in return for greater supervision.19

 

 

As is well documented now by the crisis, credit rating agencies provided inflated ratings 

to MBS and other asset-backed securities. These inflated ratings allowed increasingly risky 

credits to receive beneficial capital treatment. Specifically, since AAA-rated securities were given 

special status with respect to capital requirements, financial institutions such as FDIC-insured 

depository institutions, too-big-to-fail institutions, and LCFIs, all with artificially low costs of 
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funding due to explicit or implicit government guarantees – much like Fannie Mae and Freddie 

Mac -- had a particular incentive to lever up on these AAA-rated securities.20

 

  

Tables 3-2 and 3-3 highlight this race to the bottom. Table 3-2 shows the total asset 

growth (relative to 2003) and equally-weighted leverage (assets divided by shareholder’s equity) 

for the five largest commercial banks (Citigroup, JPMorgan, Wells Fargo, Bank of America, and 

Wachovia), five largest investment banks (Goldman Sachs, Morgan Stanley, Merrill Lynch, 

Lehman Brothers, and Bear Stearns), and the two largest GSEs (Fannie Mae and Freddie Mac) 

in the U.S. during the period 2003 to 2007.  Table 3-3 shows the return on assets (ROA) – an 

accounting measure of overall profitability of the firm, and return on equity (ROE) – an 

accounting measure of the performance of just the equity of the firm, again for these three sets 

of financial firms.   

In a competitive race to the bottom involving financial risk-taking, we would expect that 

firms expand their balance-sheets (and off-balance sheet positions if faced with on-balance 

sheet constraints), do so increasingly with leverage, and finance assets with an increasingly risky 

profile.  Their economic performance as a whole – debt and equity combined – does not rise, 

and due to the undertaking of excessive risks, may even decline.  However, the performance of 

their equity rises – both due to higher risk that pays off in good times and to greater leverage. As 

the bets go bad, equity loses value first, resulting in sharp falls in its ROE.   

These economic forces play out in Tables 3-2 and 3-3, when viewed in combination with 

Figure 3-1: 

(1) Investment banks and commercial banks grew their balance sheets by a factor of two 

between 2003 and 2007.  When off-balance sheet activities of some commercial 

banks (especially Citigroup) are taken into account, this growth is even higher.  

Interestingly, Fannie and Freddie did not grow much in terms of their on-balance 

sheet assets over this period and in fact shrunk somewhat.  They were constrained in 

their asset growth (and leverage) by HUD and the prudential regulator (OFHEO) 

following the accounting scandals of 2003-04.  This, however, is misleading because 

their off-balance growth was not reined in.  As Figure 1-1 (and Figure 3-1) showed, 

their extension of MBS guarantees grew by a factor of two as well.  All in all, the 

largest financial firms were willing to hold and guarantee mortgages and MBS at a 

pace hitherto unseen. 

(2) Investment banks started out with a leverage of around 23:1, slightly lower than that 

of Fannie and Freddie but rocketed steadily towards a leverage exceeding 30 (Bear 



 41 

Stearns and Lehman Brothers being the most levered investment banks).  In 

contrast, commercial bank leverage stood steady in the range of 10:1 to 15:1 

consistent with a capital requirement of 8-10% for being well-capitalized.  Citigroup, 

however, was levered close to 20:1 by 2007.  Again, the leverage of commercial banks 

was significantly understated by their reported balance-sheet figures, as they had 

engaged in a significant amount of off-balance sheet vehicle guarantees.21

(3) What is telling, however, about this asset growth (and in the case of investment 

banks, leverage too) is that there was little improvement in the underlying economic 

profitability.  The ROA for commercial banks during 2003-06 was steady around 

1.3%, for investment banks was 0.7%-0.8%, and in fact was declining steadily for 

Fannie and Freddie from 0.7% to 0.4%.  However, the ROE painted a different 

picture to the shareholders.  Since commercial banks did not ramp up leverage that 

much, their ROE was steady in the range of 13%-17%, that of investment banks kept 

rising with their leverage from 15% to 22%, and that of Fannie and Freddie in fact fell 

from 20% to 9%.   

  And, while 

Fannie’s and Freddie’s book leverage in fact came down over this period due to 

pressures from the regulator, these leverage numbers did not capture the credit risk 

on their outstanding MBS, as well as the risk that mortgages were increasingly of 

worse quality over time. And all of these numbers also don’t do justice to the fact that 

the risk in the financial sector was becoming all too concentrated on one asset class: 

housing. 

 

Table 3-2:  Total Asset Growth and Equally-weighted Leverage of the Top Five U.S. 

Commercial Banks, Top Five U.S. Investment Banks, and GSEs 

Asset Growth relative to 2003 Leverage  

Year Commercial 

banks 

Investment 

banks 

Fannie-

Freddie 

Commercial 

banks 

Investment 

banks 

Fannie-

Freddie 

2003 1.0 1.0 1.0 13.4 23.0 28.2 

2004 1.3 1.3 1.0 11.8 24.0 25.8 

2005 1.4 1.5 0.9 11.9 24.5 25.3 

2006 1.7 1.8 0.9 11.8 27.3 24.2 

2007 1.9 2.1 0.9 12.6 30.9 23.8 
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Source: Fortune and authors’ calculations. 2003 assets are normalized to 1.0 in all sectors. 

Leverage is defined as book assets to shareholder equity. 

Table 3-3: Equally-weighted Return on Assets  and Return on Equity of the Top Five U.S. 

Commercial Banks, Top Five U.S. Investment Banks, and GSEs  

Return on Assets (ROA) Return on Equity (ROE) 

Year Commercial 

banks 

Investment 

banks 

Fannie-

Freddie 

Commercial 

banks 

Investment 

banks 

Fannie-

Freddie 

2003 1.3% 0.7% 0.7% 17.5% 14.7% 20.3% 

2004 1.1% 0.7% 0.5% 12.7% 15.8% 11.1% 

2005 1.3% 0.7% 0.6% 15.7% 16.8% 12.2% 

2006 1.3% 0.8% 0.4% 15.1% 22.1% 9.2% 

2007 0.8% 0.2% -0.3% 10.2% 6.6% -8.2% 

Source: Fortune and authors’ calculations 

 

To summarize, banks (especially, investment banks) were growing aggressively during 

2003-07 at a time when their underlying economic profitability was not improving. In parallel, 

Fannie and Freddie were growing aggressively (off balance-sheet) -- also in the face of declining 

profitability -- yet could not compete with the private players in terms of generating comparable 

returns to shareholders.  The substantial inflow of capital into the United States over this period 

– primarily in the form of holdings of Treasuries and Agency debt, but which displaced domestic 

savings toward money-market funds and in turn as short-term borrowing for financial firms – 

facilitated the balance-sheet expansion without much market scrutiny.22

When the housing prices declined in 2007 and the tail risk that these institutions had 

betted against materialized, they all experienced substantial stress.  Commercial banks by virtue 

of their steady profitability (ROA) and less aggressive leverage suffered the least, but even 

amongst them the most leveraged and risky – Citigroup – eventually had to be bailed out.  

Investment banks and Fannie-Freddie fell off the cliff, both because of lower profitability (ROA) 

 Thus, what had 

emerged in the financial sector was not a nimble, innovative set of mortgage finance firms, but 

instead a highly distorted market with two types of institutions – LCFI King Kongs and GSE 

Godzillas - both implicitly backed by the government, growing at feverish pace, with substantial 

leverage, fighting each other in risk-taking all the way to the bottom while absorbing the massive 

inflows of capital into the United States.   
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and higher leverage.  Leverage and risks – essential features that had helped them accelerate 

and pump up greater shareholder returns (ROE) in good times -- accelerated their decline when 

the housing markets hit the wall. 

 

3.4 All-In 

Section 3.3 above described a “race to the bottom” between large financial institutions 

with implicit government guarantees and the GSEs. Given their low cost of funding, the lack of 

any market discipline imposed by creditors, and the systemic risk being borne by society and not 

themselves, they took on increasingly risky mortgage loans with ever-greater leverage. And as a 

result, an ever-larger share of the mortgage market was low-quality mortgage loans, and an 

ever-larger share of those was being securitized instead of being held by the originators. Because 

the mortgage originator often did not hold onto the loan, her incentives properly to evaluate the 

borrower and to monitor the loan after it was issued were reduced substantially. 

 

The strong growth in private-label subprime mortgage originations and securitizations 

had important consequences for the GSEs. First, as shown in Figure 3-1, their market share of 

originations fell dramatically between 2003 and 2006. Second, the loss in market share made it 

harder for them to meet their ever-increasing Congress-mandated quotas. To preserve the profit 

growth rates of the pre-2003 period and to simultaneously meet their quotas, the GSEs 

embarked on an all-in policy, which saw them dramatically ramp up the risks of their portfolio. 

This policy started as far back as 2000-2001 with the motivation that a stronger GSE presence 

in the subprime market would create lower priced mortgages for some subprime borrowers.  

 

While there is little doubt that the housing goals played an important role in shifting 

Fannie Mae and Freddie Mac’s profile to riskier mortgage loans, it remains an interesting 

question whether Fannie Mae and Freddie Mac deliberately chose to increase the riskiness of 

the loans that they bought 2004 onward or whether they were forced to do so by the U.S. 

Congress, which wanted to promote home ownership. While the public/private nature of the 

GSEs leads to a moral hazard problem even in normal times, the question is whether moral 

hazard was exacerbated by the astronomical growth of the subprime market segment.  

 

As pointed out earlier in Chapter 2, the GSEs saw consecutive increases in their low- and 

moderate-income, special affordability, and underserved areas goals in each of 1996, 1997, 2001, 

2005, 2006, 2007, and 2008. However, the largest increases took place in 1996 and in 2001, 
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outside of the rapid growth of the 2003 period and onward.  Moreover, the target increases in 

2005, 2006, and 2007 were more modest, yet that is when most of the increase in riskiness took 

place. Finally, Fannie and Freddie missed one or more of their mission targets on several 

occasions, without severe sanctions by the regulator, suggesting that adherence was largely 

voluntary. 

Former FHFA director James Lockhart testified that both Fannie and Freddie “had 

serious deficiencies in systems, risk management, and internal controls.” Furthermore, “there 

was no mission related reason why the Enterprises needed portfolios that totaled $1.5 trillion.” 

He chalked it up to “the Enterprises’ drive for market share and short-term profitability.” In fact, 

in testimony to the Financial Crisis Inquiry Commission on April 9, 2010, former Fannie Mae 

CEO Daniel Mudd admitted as much: 

“In 2003, Fannie Mae’s estimated market share of new single-family mortgage-related 
securities was 45%. By 2006, it had fallen to 23.7%. It became clear that the movement 
towards nontraditional products was not a fad, but a growing and permanent change in 
the mortgage marketplace, which the GSEs (as companies specialized in and limited to, 
the mortgage market) could not ignore.” 

Similar language can be found in Fannie Mae’s own strategic plan document, “Fannie Mae 

Strategic Plan, 2007-2011, Deepen Segments – Develop Breadth,” in which the company 

outlined its 2007 onwards strategy: 

“Our business model – investing in and guaranteeing home mortgages – is a good one, 
so good that others want to ‘take us out”…Under our new strategy, we will take and 
manage more credit risk, moving deeper into the credit pool to serve a large and growing 
part of the mortgage market.” 

 

The data tell the story. As described in Chapter 2, from 1992 to 2002, Fannie Mae and 

Freddie Mac were clearly major participants in high risk mortgage lending.  Nevertheless, the 

period 2003-2007 represented a significant shift. Table 3-4 presents data for “risky” mortgage 

loans for both Fannie Mac/Freddie Mac and private label securitization for this period. For 

comparison purposes, we restrict ourselves to the size of mortgages at or below the conforming 

limit level. For example, from 2001 to 2003, for mortgage loans with LTVs greater than 80% 

and/or FICO scores less than 660, Fannie Mae and Freddie Mac represented respectively 86%, 

80% and 74% of this high risk activity. From 2004-2005, this changed as both the dollar volume 

and share of high risk lending of conforming size loans moved towards the private sector, with 
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$168 billion (and a 26% share) in 2003 to $283 billion (and a 52% share) in 2004 and $330 

billion (and 58% share) in 2005.  

 

Consistent with the race to the bottom, Fannie and Freddie responded by increasing 

their high risk mortgage participation by recovering a majority share of 51% in 2006 and an 

almost complete share of the market in 2007 at 87%. Equally important, as a percentage of its 

own business, Table 3-4 shows that Fannie and Freddie’s risky mortgage share increased from 

25% in 2003 to 36% in 2007. Even more telling, if the above analysis is restricted to the very 

highest risk mortgage loans, i.e., those with LTVs>90% and FICO<620, Table 3-4 shows an 

almost identical “race-to-the-bottom” pattern in Fannie and Freddie’s share during the 2003-

2007 period, culminating in a doubling of these particularly risky mortgages from $10.4 billion 

in 2006 to $20.3 billion in 2007.23

 

 

Table 3-4: The Increasingly Risky GSE Lending Activity (2003-2007) 

 
Sources: FHFA, OFHEO Annual Report, Inside Mortgage Finance  
Notes: GSE new business represents originated guaranteed MBS plus non-private label MBS portfolio purchases; the 
private market new business represents all MBS financed through private label securitization. 

 

On top of this high risk lending activity, Table 3-4 also provides evidence that Fannie and 

Freddie grew their mortgage portfolio as the race to the bottom unfolded. For example, 

compared to $103 billion of risky private label MBS purchased in 2003, over the next three 

years, Fannie and Freddie averaged $204 billion per year even though their overall MBS 

purchases essentially halved. In other words, their percentage share in risky MBS for their own 

portfolio quadrupled over this period. 

 

$ Billions 

 

GSE 
New business 

GSE Mortgage 
Portfolio 
Purchases 

 

Private Market 
New business 
(Non Agency) 

GSE High 
Risk % 

GSE 
Share in 
High risk 
activity 

 

High risk 
(1) 

LTVs>80% 
and/or 

FICO<660 

Very high 
risk 

LTVs>90
% and 

FICO<620 
 

Total 
(2) 

Private-
Label 

Securities 
(PLS) 

Percentag
e of 

PLS/Tota
l 

High risk 
(4) 

LTVs>80% 
and/or 

FICO<660 
Conformin

g Limit 

Very high 
risk 

LTVs>90
% and 

FICO<620 
Conformi
ng Limit 

Total 
PLS 
(All)  

(1)/(2) (1)/ 
[(1)+(4)] 

2003 466 12.1 1839 103.2 13% 168 8.9 527 25% 74% 
2004 262 8.8 898 211.8 53% 283 14.1 804 29% 48% 
2005 236 7.1 899 221.3 57% 330 13.9 1139 26% 42% 

2006 245 10.4 877 180 52% 240 12.4 1108 28% 51% 

2007 363 20.3 1012 113.5 37% 54 2.4 665 36% 87% 
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The SEC 10-K credit-risk filings of Fannie Mae are also revealing of the deterioration in 

mortgage loans that were purchased by the GSEs during the 2004-2007 period, either for their 

own portfolios or to be sold off to others. For example, 17% of the 2006 and 25% of the 2007 

mortgages that Fannie bought had a loan-to-value ratio in excess of 80%. The fraction of loans 

with CLTVs greater than 95% went from 5% in 2004 to 15% in 2007. The borrowers also had 

lower credit scores: 17.4% of 2006 loans and 18% of 2007 loans had FICO scores below 660. A 

relatively large share was ARMs (16.6% in 2006 and 9% in 2007) or interest-only loans (15.2% 

in both years). The Alt-A fraction of purchases was 21.8% in 2006 and 16.7% in 2007, up from 

12% in 2004. Finally, non-full documentation loans went from 18% in 2004 to 31% in 2007. If 

anything, Freddie Mac’s credit-risk profile was worse than Fannie’s. In 2004, 11% of the loans 

that Freddie bought had CLTVs above 100%, which increased to 37% by 2007. Interest-only 

loans grew from 2% to 20%, and low-FICO-score loans from 4% to 7%. As a final indication of 

its all-in approach to mortgage lending in 2007, note that mortgage loans with both FICO<620 

and LTV>90% reached $20.3 billion, essentially double that of any other year. 

 

Clearly, the quality of GSE loans deteriorated substantially from 2003 to 2007. It seems 

that the GSEs were able to stretch the concept of a prime, conforming loan much beyond what 

its regulator had intended. 
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Chapter 4: Too-Big-To-Fail 

“Once one agrees to share a canoe with a bear, it is hard to get him out without obtaining his 
agreement or getting wet.” 

- Congressional Budget Office, “Assessing the Public Costs and Benefits of Fannie Mae 
and Freddie Mac (1996). 

 

On October 5, 1999, in a speech entitled “Toward a 21st Century Financial Regulatory 

System”, then Treasury Secretary Lawrence Summers, and later Director of the National 

Economic Council in the early Obama Administration, said: 

“Debates about systemic risk should also now include government-sponsored enterprises 
(GSEs), which are large and growing rapidly.” 

Several months later, on March 22, 2000, in remarks to the House Banking Committee, 

then Treasury Under-Secretary Gary Gensler, who later became the chairman of the U.S. 

Commodity Futures Trading Commission, testified in support of HR 3703 “Housing Finance 

Regulatory Improvement Act” – a bill to reign in Fannie Mae and Freddie Mac, the largest of the 

GSEs: 

“As the GSEs continue to grow and to play an increasingly central role in the capital 
markets, issues of potential systemic risk and market competition become more 
relevant.” 

Publicly expressing concerns about the growth in GSEs was somewhat of a mea culpa for 

the Clinton Administration, as they had been strong advocates for using the GSEs to push the 

public mission of affordable housing for low-income families. There was, however, reason to be 

worried. Over the eight years of the Clinton administration, Fannie Mae and Freddie Mac 

combined went from holding $153 billion in mortgages and guaranteeing the credit risk of 

another $714 billion to holding $993 billion and guaranteeing $1.28 trillion.24

The task of dealing with the GSEs was left to the succeeding Bush Administration, which 

too would adopt a split personality towards the GSE business model. On the one hand, the GSEs 

were a convenient way to further and support the “ownership” society, which was the mantra of 

the Bush Administration. For example, on the Presidential campaign trail, on October 2, 2004, 

in Cuyahoga Falls, Ohio, then President Bush stated: 

 Yet no action was 

taken. 
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“We're creating... an ownership society in this country, where more Americans than ever 
will be able to open up their door where they live and say, welcome to my house, 
welcome to my piece of property.” 

On the other hand, increasing numbers of administration officials and appointees were 

sounding the alarm on the systemic risk of the GSEs: 

“There is a general recognition that the supervisory system for housing-related 
government sponsored enterprises (GSEs) neither has the tools, nor the stature, to deal 
effectively with the current size, complexity, and importance of these enterprises.”  

(September 10, 2003, Testimony of John W. Snow, Secretary of the Treasury, before the 
Committee on Financial Services U.S. House of Representatives.) 

“The enormous size of the mortgage-backed securities market means that any problems 
at the GSEs matter for the financial system as a whole.” 

(November 5, 2003, Gregory Mankiw, Chairman, Council of Economic Advisers, at the 
Conference of State Bank Supervisors State Banking Summit and Leadership Conference.) 

 
“The GSEs' special advantage arises because, despite the explicit statement on the 
prospectus to GSE debentures that they are not backed by the full faith and credit of the 
U.S. government, most investors have apparently concluded that during a crisis the 
federal government will prevent the GSEs from defaulting on their debt.” 

(February 24, 2004, Alan Greenspan, Chairman of the Federal Reserve Board of Governors, 
statement before the Committee on Banking, Housing, and Urban Affairs, U.S. Senate.)  

 
“I have argued today that the size and the potentially rapid growth of GSE portfolios, 
combined with the lack of market discipline faced by GSEs, raise substantial systemic 
risk concerns.”  

(March 6, 2007, Ben S. Bernanke, Chairman of the Federal Reserve Board of Governors, at the 
Independent Community Bankers of America's Annual Convention.)  

 

Of course, we know how this story ends. Calls for better regulatory oversight and 

receivership regimes for the GSEs went unheeded. But it should have been clear from the outset 

that no credible resolution authority existed for the GSEs, due to the amount of systemic risk 

produced by them. The GSEs were in effect too-big-to-fail.   

4.1 Systemic Risk and the GSEs 

Systemic risk has been a term much used in the current financial crisis to describe 

“hazardous” financial institutions; but what exactly is it, and in what sense were the GSEs 

systemic? 

Between the fall of 2008 and the winter of 2009, the world’s economy and financial 

markets fell off a cliff. Stock markets in the United States, Asia, Europe, and Latin America lost 

between a third and half of their value; international trade declined by a whopping 12 percent; 
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and the size of the global economy contracted for the first time in decades. When economists 

and Wall Street types toss around the term systemic risk, that’s pretty much what they’re talking 

about.  

Systemic risk emerges when the financial sector at large doesn’t have enough capital to 

cover either its debts or its bets. As a result, when those bets go sour and debts cannot be paid, 

many institutions fail or the credit markets freeze -- and without credit, commerce plummets 

and economies fall into recession. That is precisely what happened with some of our largest 

institutions in September and October of 2008: Lehman Brothers, AIG, Merrill Lynch, 

Washington Mutual, Wachovia, Citigroup, and, of course, the two largest GSEs, Fannie Mae and 

Freddie Mac.  

What matters for understanding the systemic risk of any given financial institution is 

how much that firm contributes to an aggregate sector-wide failure. To determine how an 

individual firm contributes to systemic financial risk, we must be able to estimate the size and 

variability of its assets and liabilities, how the asset losses mirror those of the overall financial 

sector in a crisis, and how interconnected the institution is with the rest of the financial system. 

Except for this last factor, all can be calculated from publicly available data.  

Indeed, with our colleagues at the Stern School of Business, we have created a systemic 

risk ranking of the 100 largest financial firms historically through today (see, for example, 

http://vlab.stern.nyu.edu/welcome/risk). As an illustration, on July 1, 2007, just before the 

financial crisis erupted, Fannie and Freddie were estimated together to hold 15.3% of the 

systemic risk in the system -- an amount that was greater than any other financial institution. 

Even as the crisis spread and other firms became systemic, on March 1, 2008, just prior to the 

Bear Stearns collapse, these two GSEs combined captured 13% -- again, an amount greater than 

any other financial firm. And in the week before being put into conservatorship, on August 31, 

2008, Fannie and Freddie again show up as most systemic with a total % contribution of 11.3%. 

These numbers suggest the enormity of Fannie and Freddie’s systemic risk. But they 

obscure the underlying economics of their systemic risk production. Generally, systemic risk can 

emerge in one of four ways: 

1. Counterparty risk: 
If a financial institution is highly interconnected to many other financial institutions, 

then its failure can impose losses on others and have a ripple effect throughout the system. 
 

http://vlab.stern.nyu.edu/welcome/risk�
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2. Systemically important financial market utilities and payment, clearing, and 
settlement activities: 

If a firm operates or significantly owns a public utility function that participates in 
moving reserves (or any other financial claim that effectively serves the purpose of “money” such 
as money market deposits or repo contracts) around the economy, then its failure could cause a 
breakdown in economic activity. 

 
3. Runs: 
Many financial institutions have fragile capital structures in that they hold assets with 

long-term duration or low liquidity but their liabilities are highly short-term in nature, exposing 
these firms to individual runs on their liabilities that could, with enough uncertainty and given 
commonality of asset exposures, lead to large-scale runs on similar institutions. 

 
4. Fire sales: 
With respect to fire sales, consider the spillover risk – what economists like to call a 

“pecuniary externality” – that arises as one institution’s trouble leads to depressed asset prices 
and a hostile funding environment, pulling others down and thus leading to further price drops 
and funding problems, resulting in a “death spiral” in the financial sector. 

 

We now consider each of these in turn as it relates to Fannie and Freddie. Consistent 

with what our systemic risk rankings suggest, a valid economic argument can be made that no 

firm was systemically more important than the GSEs. 

4.1.1 Interconnected to the Max 

According to the American Cancer Society, this year, approximately 550,000 Americans 

are expected to die of cancer, which accounts for almost one of every four deaths. Contrary to 

common opinion, the initial onset of cancer – abnormal tissue growth that is called a tumor – is 

not what causes death. It is the breaking away of cells from the tumor that enter the 

bloodstream or lymphatic system and spread throughout the body, resulting in new tumors in 

vital areas. In other words, a small cancer in one part of the body, especially if untreated, can 

lead to widespread cancer and eventual death. 

It is not much different in financial markets when one considers the failure of an 

interconnected financial institution. For example, consider the over-the-counter (OTC) 

derivatives market. The main reason for systemic risk in OTC markets is that individual 

institutions do not observe the totality of trades that are being done by their counterparties. The 

prime example in the current crisis is AIG, which built up $450 billion of one-sided credit 

default swap (CDS) exposure on the so-called AAA-tranches of securitized products. These 

positions were built up with no or little capital and collateral support. Because all of the trades 

were in the same direction, once the trades lost value, it meant that AIG’s failure would be 
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passed on throughout the financial system. For example, AIG’s failure could cause an AIG 

counterparty to fail, one consequence of which could result in a counterparty to AIG’s 

counterparty to fail even though that second firm has no direct relation to AIG, and so on. Like 

cancer, it is not AIG’s failure that leads to the collapse of the financial system but the havoc 

caused by such a failure. 

And to keep with the analogy, there was no greater cancerous growth than the GSEs. As 

we explained in Chapter 2, they had a “mission” to expand and to serve the most vulnerable 

pocket of credit risk of the economy.  And they were more interconnected than any other 

financial institution not only because of the size of their assets but also the depth of their 

activities, especially (i) their mortgage guarantee business, (ii) their presence in OTC derivatives, 

and (iii) the banking sector’s holdings of significant portions of the GSEs’ debt obligations. We 

discuss each of these below. 

On March 3, 2009, after testimony to the U.S. Senate budget committee, and, in 

responding to Senator’s questions on the bailout of AIG, Chairman Bernanke stated: 

“We have been doing what we can to break the company (AIG) up, to get it into a 
saleable position and try to defang it… If there’s a single episode in this entire 18 months that 
has made me more angry, I can’t think of one (other than) AIG.” 

Chairman Bernanke is referring to the Financial Products Group at AIG that wrote the 

aforementioned $450 billion of CDS on AAA-rated products with little or no capital. His anger is 

understandable, but perhaps should have been carried through to the GSEs as well. AIG’s CDS 

positions were peanuts in comparison to the GSEs’ writing $3.5 trillion worth of credit 

guarantees on much riskier assets -- residential mortgages -- and similarly with little capital 

(albeit in accordance with regulatory requirements) and all in one direction.  

If Fannie and Freddie were allowed to fail, $3.5 trillion worth of guarantees held by the 

banking sector, pension and mutual funds, foreign governments, etc., would now be in a state of 

flux. There was no bankruptcy procedure in place to say how these guarantees might be paid 

relative to the debt of Fannie and Freddie. All of this risk would be transferred immediately to 

counterparties who most likely had not allocated any risk capital for this purpose. And, by the 

way, this risk would be passed on during the greatest housing collapse in the U.S. history. In 

addition to the high-profile collapse of Bear Stearns, by the time Fannie and Freddie’s 

insolvency was imminent, many of the nation’s largest mortgage lenders had gone out of 

business or merged under distress, including IndyMac Bank, Countrywide Financial 
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Corporation, and New Century Financial.  Letting Fannie and Freddie fail would have been the 

equivalent of a financial “End of Days”. 

Though sufficient to top the systemic risk charts, the mortgage guarantee business was 

not the only interconnection of the GSEs to the financial system. Fannie and Freddie presented 

considerable counterparty risk to the system through its large OTC derivatives book, similar in 

spirit to Long Term Capital Management (LTCM) in the summer of 1998 and to the investment 

banks during this current crisis. While often criticized for not adequately hedging the interest 

rate exposure of their portfolios, Fannie and Freddie were nevertheless major participants in the 

interest rate swaps market. In 2007, Fannie and Freddie had a notional amount of swaps and 

OTC derivatives outstanding of $1.38 trillion and $523 billion, respectively.  

The failure of Fannie and Freddie would have led to a winding down of large quantities 

of swaps with the usual systemic consequences. The mere quantity of transactions would have 

led to fire sales and invariably to liquidity funding problems for some of Fannie and Freddie’s 

OTC counterparties. Moreover, counterparties of Fannie and Freddie in a derivative contract 

might need to re-intermediate the contract right away, as it might be serving as a hedge of some 

underlying commercial risks. Therefore, due to counterparties’ liquidating the existing 

derivatives all at once and replacing their derivative positions at the same time, the markets 

would almost surely be destabilized due to the pure number of trades, required payment and 

settlement activity, and induced uncertainty, and the fact that this was taking place during a 

crisis. 

Finally, Fannie and Freddie were interconnected to the financial system because so many 

financial firms held significant portions of their debt obligations and guaranteed securities. 

Figure 4-1 plots the holders of Agencies and GSE-backed securities between 2003 and 2010. To 

get an idea of the magnitude, combining all of GSE debt and GSE-backed securities (and 

including the FHLB System and other GSEs), there was $8.1 trillion outstanding at the end of 

2009, making this one of the largest fixed income markets in the world. For comparison, the 

federal government owed $7.8 trillion, and all non-financial companies combined owed $7.1 

trillion at the time.  As is clear from the figure, the holdings of Fannie and Freddie debt and 

securities by the government (federal, but also state and local) and the Federal Reserve (starting 

in 2009) have been on the rise.  

The financial sector holds more than half of these assets. Banks hold $1.6 trillion, 

broker/dealers $128 billion, and ABS issuers $113 billion.  Focusing on just the debt obligations, 
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according to the FDIC, insured banks and thrifts held almost 17% of Fannie and Freddie’s 

outstanding debt. Other financial companies holding GSE debt and securities are money market 

and other mutual funds, which hold $1.1 trillion; government and private retirement funds, 

which hold $559 billion; and insurance companies, which hold $480 billion. Given the size of 

these holdings, a default, or even a 10% loss in the value of these securities, could devastate the 

U.S. financial sector. 

Figure 4-1: Holdings of Agency and GSE-backed Securities, in billions of U.S. dollars 

Source: Federal Reserve Bank Flow of Funds, various Level Tables; 2010 numbers are for the first quarter. 
Government includes federal, state, and local government. The banking sector includes commercial 
banks, savings institutions, credit unions, brokers and dealers, ABS issuers, and REITS. Other finance 
includes government and private retirement funds, money market and other mutual funds, as well as 
property, casualty insurance, and life insurance companies. 

 
Commercial and investment banks were heavily exposed to mortgages through direct 

holdings of whole loans, but also through holdings of tranches of MBS. In particular, of the 

$10.7 trillion of mortgage debt outstanding in the United States at the end of 2007, the GSEs 

held $1.5 trillion and banks held $4.2 trillion (39%).25 The banks held $852 billion in GSE MBS, 

$380 billion in AAA-rated tranches of non-GSE MBS, and $90 billion in below-AAA-rated 

tranches that were packaged in collateralized debt obligations (subprime CDOs). 



 54 

In effect, a lot of the mortgage risk was never passed on by the banking sector to other 

areas of the financial system (insurance, asset managers, and foreigners). Instead, the risk 

remained either directly on the books of the banks, with AAA-rated tranches attracting a 

favorable capital treatment of 20% relative to similar-risk corporate loans, or the risk was held 

in off-balance sheet vehicles that were set up by these banks. These so-called “special purpose 

vehicles” (“conduits” and SIVs) were typically given some form of liquidity or credit guarantees 

by the bank that set them up -- guarantees that were triggered during the crisis. Regulatory 

arbitrage made it profitable for banks to set up these off-balance sheet structures and to earn the 

small excess return on AAA-rated MBS tranches compared to Treasuries.26

In addition, there is the special treatment of GSE debt as eligible collateral in the Federal 

Reserve’s open market operations and the statutory leniency that allowed banks and thrifts to 

hold unlimited quantities of the GSEs’ debt. This meant that the banking sector had a preference 

for holding GSE debt as opposed to other assets because it allowed for much greater leverage 

and had “convenience yield” as liquid assets. Finally, all investors that held the GSE debt had 

assumed that the U.S. government would most likely – even if not surely – make good on these 

implicit promises, as suggested by the name “(government) agency” debt. 

  

Of course, ironically, if the GSEs were not bailed out, and the debt losses were passed 

onto the banking sector, the losses would be all the more painful since little or no capital was 

held against the debt in the first place. In fact, the banking sector would be on the hook for over 

$300 billion, albeit backed by the GSEs’ mortgage portfolios. Given the impact of Lehman’s 

failure on hedge funds and money market funds in particular, it is reasonable to assume that 

debt losses of the magnitude of the GSEs would have had far greater consequences and 

potentially triggered a run on the worst-hit firms, followed by a full-scale panic. 

4.1.2 The Economy’s Plumbing 

About 250 feet below ground in New York City stand two large tunnels – one completed 

in 1917, the other in 1936. These tunnels carry over 1¼ billion gallons of water a day from 

mountain reservoirs that are located well north of the city. The problem is that they are leaking 

over 30 million gallons of water a day and are in desperate need of repair. Of course, the obvious 

solution would be to fix the leaks – in other words, to close the tunnel valves, enter the tunnels, 

and repair the damage. The problem is that if the valves are closed, engineers do not know for 

certain that they will be able to reopen them. And this would be catastrophic to New York: a loss 

of half of its water supply. It is no exaggeration to state that these two decaying tunnels provide 
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infrastructure without which the city could not function. It should be no surprise then that, in 

lieu of another solution, New York City is working feverishly 600 feet below ground on Tunnel 

no. 3, a $6 billion project that is slated to be completed by 2020, which will carry water and 

allow work on the other tunnels. It is simply a race against time. 

Similar to the giant tunnels under New York City, the financial sector also has become 

reliant on several institutions for its core “plumbing”. As one illustration, while many analysts 

focus on the systemic risk that is produced by the large dealer banks with their massive over-

the-counter derivatives books and risky trading operations, regulators at the Federal Reserve 

Bank of New York (NY Fed) fret and worry about the Bank of New York Mellon (BNY). BNY – 

the oldest bank in the U.S., having been founded in 1784 by Alexander Hamilton no less – is 

certainly a large financial institution, and especially so in terms of custodial services and asset 

management. But this is not what worries the NY Fed. BNY is one of the two tri-party clearing 

banks – the other being JP Morgan Chase – for the repo market. 

As background, a repo is a secured loan in which one party borrows cash from another 

and pledges securities – U.S. Treasuries, Agencies, MBS, and other asset-backed securities – as 

collateral.  However, repos backed by Treasuries, Agencies and MBS are technically “sale and 

repurchase” transactions in that the lenders can simply seize the underlying collateral in case of 

borrower’s default and remain exempt from any bankruptcy proceeding. Typical borrowers in 

repo markets are large financial institutions (“dealers”) and typical lenders are money-market 

funds and securities lenders (“cash investors”).  They do not, however, execute their transactions 

directly with each other.  Instead, BNY and JP Morgan Chase act as third parties in these 

transactions, providing intermediation services to the dealers and the cash investors. BNY and 

JP Morgan Chase, however, often provide a settlement of repo contracts to dealers before the 

settlement is complete with cash investors.  In the process of providing such early settlement, 

they become exposed to dealers themselves on an intra-day basis.27

At its peak, over $2.8 trillion worth of securities were funded on an overnight basis 

through tri-party repo transactions. But as the financial crisis took hold, because the clearing 

banks had a huge amount of exposure on an intra-day basis, regulators worried that a failure of 

a major dealer could cause the clearing bank to falter, which in turn would cause the financial 

system to stop functioning. Like the New York City Department of Environmental Protection, 

the Federal Reserve cannot simply shut down the tri-party repo market because the financial 

system relies on this market; instead, the Fed has been frantically trying to develop a new repo 

infrastructure before the next financial crisis causes it to fail.

 

28 
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A similar argument can be made for the GSEs.  

The mortgage finance market – the largest debt market in the U.S. serving a key 

economic function (i.e., housing) -- had become almost completely dependent on the GSEs for 

financing mortgages. For example, in 2007, of the $2.43 trillion in new residential single-family 

mortgage loans, the GSEs purchased $1.13 trillion worth of mortgages, the majority of which 

were then guaranteed by the GSEs and issued as MBS to the capital market. And like our New 

York City water tunnel analogy, when the GSEs effectively failed in 2008, pulling the plug on the 

GSEs would have created a 50% sucking sound from the mortgage finance market. In fact, 

ironically, the GSEs have headed in the opposite direction. According to Inside Mortgage 

Finance, in the first half of 2010, Fannie Mae and Freddie Mac accounted for a whopping 64% of 

all single-family mortgage securities. 

It is fairly clear that allowing the GSEs to fail would have disrupted the firms’ ongoing 

MBS issue/guarantee business, with major consequences for the U.S. mortgage markets. In the 

context of the evolving subprime mortgage crisis, with virtually no ongoing private mortgage 

investment activity, the result would likely have been a systemic failure of the U.S. mortgage 

system with obvious dire consequences for the real economy. 

But by no means is this evidence in favor of the GSE model. To the extent that mortgage 

originators can sell their loans to the GSEs, the originators have less incentive to monitor the 

loans. Inside Mortgage Finance reports that the three largest sellers to the GSEs during the 

2002-2006 period were Countrywide, Wells Fargo, and Washington Mutual -- two of which 

received some notoriety during the crisis for poor loan quality. 

Why did this problem exist? Originators make their fees either way; so as long as the 

GSEs purchase them, the originators don’t care about quality. And why do investors purchase 

MBS issued by the GSEs? Because the GSEs guarantee the credit risk, investors don’t face this 

risk, so they don’t care about the poor loan quality either. But then why do the GSEs still buy 

these loans? Even though to a private sector financial firm these loans are poor quality, the loans 

may still be worthwhile investments for the GSEs because they have access to cheap debt 

financing due to the implicit government guarantee. And ironically the more of these types of 

loans that they purchase, the more likely that the implicit guarantee becomes even stronger. 

A poor loan here or there, a distortion once in a while, is not disastrous; but the implicit 

guarantee of the U.S. government allowed the GSEs to grow unencumbered for decades. The 

light regulatory capital requirements - 2.50% for portfolio holdings and 0.45% for default 
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guarantees – may have seemed reasonable when set back in 1992 (although they were lower 

than the comparable capital requirements for banks and thrifts, as was explained in Chapter 1), 

but the mortgage-backed assets of the GSEs of 2007 had a far riskier credit profile than those of 

15 years earlier. 

In 1996, a Congressional Budget Office (CBO) study entitled “Assessing the Public Costs 

and Benefits of Fannie Mae and Freddie Mac” made the case for full privatization of the GSEs 

but recognized the problem of doing so when the economy had become so reliant on them. And 

this was back in 1996, not 2007. The report provides the analogy of the bear in the canoe with 

which we started this chapter.”29

4.1.3 Running for the Exit  

 Since the GSEs are currently under the conservatorship of the 

government, it would be crazy not to kill off the “bear” and move forward with a model that did 

not again create a too-big-to-fail, and more likely a too-big-to-reform, monster. 

A senior executive at the now defunct Salomon Brothers used to say that when trading, 

never panic; but if you do panic, panic first. 

A few months after the financial crisis had started, on September 14, 2007, a curious 

thing began to happen at the 76 branches of the UK-based firm Northern Rock. Right out of a 

scene from the Jimmy Stewart movie “It’s a Wonderful Life”, lines began to develop outside the 

bank branches as people began to withdraw their life savings. It was a classic run on the bank.  

The triggering event was ironically the revelation that the Bank of England was going to 

provide financial support to Northern Rock. To regulators at the time, this financial support was 

intended to calm markets, and their view was that Northern Rock customers were panicking. 

But the truth is that, with any uncertainty about bank solvency or timely administration of the 

government support, it is rational for customers to “panic” first, withdraw their funds, and place 

them elsewhere. Of course, everyone thinks that way, and a run starts. In an article describing 

the run on Northern Rock in The Sunday Times, this point is perhaps best illustrated by one 

particular savings customer lining up outside a branch: “I don’t want to be the mug left without 

my savings.”30

As Fannie and Freddie were running aground in early September 2008, and the issue 

was whether or not to confirm what everybody knew – their government guarantee – Fannie 

and Freddie had $1.73 trillion in debt outstanding. Of this, $520 billion had a maturity of less 

than one year. Of course, when a financial firm gets into trouble, the likelihood of creditors’ 
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rolling over their debt to new debt becomes small. Because one-third of their debt had 

maturities that were short-term in nature, their susceptibility to a massive run was quite high. 

But this wasn’t the run we most care about. 

Instead, perhaps, it was the potential run on the banking system resulting from the 

banking sector’s direct holdings of Fannie and Freddie’s debt. As described in Section 4.1.1, the 

banking sector held 17% of Fannie Mae’s and Freddie Mac’s debt obligations outstanding. To the 

extent that a number of the large commercial banks – Citigroup, Bank of America, JP Morgan 

Chase, etc. -- also use wholesale short-term funding that is not insured, these banks were 

exposed to runs. And the problem was that no one knew which institutions were exposed to the 

17% of Fannie and Freddie’s debt; so, from the perspective of creditors, the prudent action 

would be to withdraw funds, so as “to not be the mug left without savings.” 

But, believe it or not, this also wasn’t the run we most care about. 

The Federal Reserve’s “Flow of Funds” data show that a large and increasing fraction of 

the agency debt is held by foreigners, often foreign central banks.  Foreigners owned $492 

billion in long-term U.S. agency debt in June 2002. This represented 10.8% of the outstanding 

amount.  By June 2008, that number had almost tripled to $1,464 billion, a 21.1% share. 

Irrespective of claims to the contrary by Treasury officials through the years, if foreign countries 

viewed Fannie Mae’s and Freddie Mac’s debt as de facto government debt – after all, what else 

does the term ”government-sponsored enterprise” elicit? – then default on Fannie and Freddie’s 

debt would have consequences for confidence in the U.S. sovereign debt.  In fact, the largest 

holders of agency debt are China and Japan. Given that these same foreign investors are holding 

two-thirds of U.S. Treasury debt as well, a default or even just a loss in valuation of agency debt 

would have enormous reputational effects for the U.S. Treasury, which could lead to a reduction 

in the foreigners’ willingness to hold U.S. bonds in general. Given the fact that of the $5.21 

trillion U.S. Treasury debt outstanding in September 2008, a staggering $1.48 trillion were T-

bills (i.e., less than one year in maturity), it is not inconceivable therefore that there could have 

been rollover risk in U.S. treasuries.  The result would be higher interest rates for everyone at 

the least and more likely a significant upheaval in global financial markets. 

This is the run we care about.  
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As Henry Paulson recounts in his book On the Brink, following the announcement in 

mid-July 2008 that the Treasury had acquired emergency powers to deal with Fannie and 

Freddie’s problems: 

“From the moment the GSEs' problem hit the news, Treasury had been getting nervous 
calls from officials of foreign countries that were invested heavily in Fannie and Freddie. These 
calls ratcheted up after the legislation (granting powers to the Treasury to put GSEs into 
conservatorship but also to extend unlimited support to them). Foreign investors held more 
than $1 trillion of the debt issued or guaranteed by the GSEs, with big shares held in Japan, 
China and Russia. To them, if we let Fannie or Freddie fail and their investments got wiped out, 
that would be no different from expropriation. They had bought these securities in the belief 
that the GSEs were backed by the U.S. government. They wanted to know if the U.S. would stand 
behind the implicit guarantee – and what this would imply for other U.S. obligations, such as 
Treasury bonds.” 

 
Metaphorically, seeing foreign institutions and governments lining up outside the Board 

of Governors of the Federal Reserve System at 20th Street and Constitution Avenue in 

Washington, DC, “to not be the mug left without savings”, would spell an important moment in 

U.S. financial history and indeed globally, as it would mean the end of the greenback’s status as 

the reserve currency of the world. There would be no turning back, no closing of Pandora’s Box. 

Fannie and Freddie therefore were too-big-to-fail; and, with everyone in private markets 

knowing this and many in government promoting them, Fannie and Freddie grew ever larger, 

with their debt effectively ending up being a significant fraction of the U.S. government debt.   

4.1.4 Fire Sales 

During the holiday season of 2008, Saks Fifth Avenue in New York City dropped 70% off 

the price on all of its luxury line of clothes. It was an unheard of practice to conduct fire sales 

prior to the Christmas holiday. Madison Avenue boutiques were in an uproar. Luxury designers 

were outraged. How could they sell $500 Manolo Blahnik shoes – the ones made famous in the 

“Sex in the City” television series - for just $150? Well, in the economy of the winter season of 

2008-2009, they were $150 shoes, and many Madison Avenue boutiques went under, literally 

almost overnight. A walk down Madison Avenue in February 2009 would have shown one closed 

store after another. 

And similarly this was the case for the illiquid securities held by the banking sector in the 

fall of 2008.  Banks had gorged themselves on illiquid mortgage-backed securities that carried 

some possibility of default. For taking this liquidity and credit risk, they received a nice 
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premium over their funding rate. And, in normal times, they pocketed it as profits. Now, in the 

economic crisis, it had come back to bite them, and the securities had become very impaired. 

Why? 

First, there is a price for liquidity – that is, people are willing to pay for the ability to 

convert securities into cash immediately. During the crisis, most investors were deciding 

between a Treasury money market fund that pays almost nothing or putting money under their 

mattress. The last thing that investors wanted was to own esoteric securities that they would 

have to hold to maturity because no one was willing to buy them. They needed cash now and 

were paying for that privilege by earning zero interest.   

Second, there was a growing possibility that the loans that were underlying these 

securities were going to default. In other words, the promised payments on these securities were 

less likely to be paid out.  What was a security worth? The initial cost, or what one could sell it 

for? It would be great to pretend that a house was worth what someone paid for it in June of 

2006. But house prices in the fall of 2008 didn’t reflect a temporary drop, but a permanent 

correction. 

Of course, the problem was that Fannie Mae and Freddie Mac were the largest holders of 

relatively illiquid mortgages and mortgage-backed securities (MBSs) -- in fact, $1.52 trillion 

worth as of September 2008. Within this portfolio, Fannie and Freddie (along with the FHLB 

System) held $308 billion of the ratings-inflated non-prime AAA MBS, which became 

notoriously difficult to value once the crisis started. 

It is clear that the failure of the GSEs would have led to a fire sale of these assets that 

would infect the rest of the financial system, especially the banking sector and broker-dealers 

that were holding similar assets. To the extent that the MBS market is one of the largest debt 

markets, the fire sale could have brought other financial institutions down – similar to our 

analogy to Madison Avenue boutiques when Saks Fifth Avenue conducted their own version of a 

fire sale.  What is worse, as we will explain in Chapter 6, the rescue of Fannie and Freddie 

required the Treasury to be “in bed with the Fed”, and any future resolution of these giants 

would also have to take into account the implications for the over-expanded Federal Reserve 

balance sheet. 
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Chapter 5: End of Days 

" In come the waves: The worldwide rise in house prices is the biggest bubble in history. 
Prepare for the economic pain when it pops " 

- The Economist, June 16, 2005   

 

As of December 2007, five months after the financial crisis started but nine months 

before the financial system collapsed, the two largest government-sponsored enterprises (GSEs), 

Fannie Mae and Freddie Mac, looked quite different than they did a decade earlier in 1997. 

For example, in 1997, with $21 billion of shareholder equity, and a $481 billion portfolio 

of mortgages and $1.06 trillion of mortgage-backed security (MBS) guarantees, supported by 

$256 billion of notional financial derivatives, the combined two GSEs had a leverage ratio (i.e., 

(dollar mortgage exposure/shareholder equity) of 72.  As high as this leverage was, their 

mortgage exposure was fairly safe. Of the $481 billion portfolio, less than $10 billion was in 

private-label securities backed by the riskier non-prime mortgages. While data are sparser from 

this period, the analysis in Chapter 2 showed that, in terms of guaranteeing riskier MBS in 1997, 

the GSEs had started to support risky loans with high loan-to-value ratios and low credit scores. 

But not only was this a small percentage of the risky issuance in 1997, it was only just a few years 

earlier that the two GSEs had even ventured into this arena.  

Move forward ten years to year-end 2007: Fannie and Freddie had essentially tripled in 

size – with $70.7 billion of shareholder equity, $1.43 trillion mortgage portfolio, $3.50 trillion in 

MBS guarantees, and a much larger derivatives book of $2.26 trillion. The growth in the GSEs 

illustrated here, and described in detail in Chapter 1, is astonishing in its own right. But the 

hidden fact underlying this growth, discussed in Chapters 2 and 3, was the nature of this growth: 

Fannie and Freddie’s foray into riskier mortgage portfolios was now $313.7 billion, or 22%, 

compared to just 2% ten years earlier. Their mortgage book as a percentage of MBS guarantees 

now included mortgages with (i) FICO scores less than 660 (14%, or $498 billion), (ii) LTVs 

greater than 80% (17%, or $589 billion), and (iii) interest-only or negatively-amortizing 

mortgages (6%, or $210 billion).  

This was not your mother’s GSE. 

It has become a convenient excuse for Fannie and Freddie executives to blame their 

failure on the collapse in housing prices and the financial crisis in general. For example, Robert 
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Levin, Fannie Mae’s Chief Business Officer and Executive Vice President during the period up to 

the crisis, wrote in testimony in April 2010 to the Financial Crisis Inquiry Commission: 

“This extraordinary upheaval in the mortgage market and the economy placed stresses 
on Fannie Mae that would have been difficult for the company to withstand regardless of any 
business decisions that preceded the crisis.” 

While there is no doubt that the massive drop in housing prices sealed Fannie and 

Freddie’s fates, their financial failures would have happened anyway even with a mild housing 

correction or economic downturn. And given their systemic risk as detailed in Chapter 4, the 

financial system would have been put at risk even in milder times.  

And, in the financial crisis of 2007-2009, Fannie and Freddie’s effective bankruptcy was 

not a borderline failure in any way. For example, the Congressional Budget Office (CBO) 

estimates that total losses for the two GSEs could be on the order of $400 billion. It was not 

even close. The problem with Fannie and Freddie was their business model, and their incentives 

to ramp up risk on the taxpayer’s dime, not the catastrophic drop in housing. 

Nevertheless, it did not help that the worst financial and economic crisis in the United 

States since the Great Depression was preceded by a real estate boom of historic proportions. 

Households could get more debt than ever before by borrowing against the ever-increasing value 

of their homes. Mortgage lenders were in a race to the bottom in terms of the quality of the loans 

that they issued.  This slippage of credit standards was in part because it had become 

commonplace for them to pass on the mortgage loans to others in the form of MBS and 

collateralized debt obligations (CDOs).  Large, complex financial institutions had found ways to 

hold securitized assets on their balance-sheets with little capital backing them. 

Checks and balances down the securitization chain thus weakened. This allowed 

subprime mortgage lenders to pursue aggressive lending practices.  A subtle effect of the 

subprime lending boom was that the share of higher quality – “conforming” – mortgages fell.  

As described in Chapter 3, the GSEs gradually lost market share in the MBS market. To keep up 

profits for their shareholders, they started buying ever more risky mortgages in the years 2003 

to 2007. The quality of their portfolio was not helped by Congress’ mandate for Fannie and 

Freddie to buy an ever higher proportion of mortgages from low-income households and 

underserved areas.  

Not long after house prices peaked in the summer of 2006, the first subprime mortgage 

lenders started to go belly-up. Bear Stearns’ hedge funds collapsed in June 2007, primarily due 
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to problems in their mortgage portfolio. In 2007, Freddie and Fannie’s gigantic portfolio of 

loans incurred $8 billion in credit losses, and the GSEs turned their first annual loss after fifteen 

years of record profits. These credit losses spiraled out of control in the second half of 2008. 

Because the GSEs were so highly levered, any credit losses had a dramatic impact on their 

solvency. On September 7, 2008, the GSEs were placed in the government’s conservatorship.  

As of the late summer of 2010, the GSEs have used up $145 billion from their initial 

$200 billion government lifeline, with analysts projecting at least another couple of hundred 

billions to fill the hole of their credit losses from their misguided mortgage investments of 2007 

and earlier.  This bailout will have the largest net costs (outlays minus recoveries) of all of the 

government’s bailout efforts, far exceeding the cost of the AIG bailout or the TARP program.  

The GSE bailout represents the creation of a “bad” bank for mortgage-related losses in 

the United States. Through the conservatorship, the government has kept the mortgage market 

afloat in 2009 and 2010, and it has used the GSEs as a tool for mortgage modifications. This 

chapter relives the collapse in slow motion. 

5.1  Falling Off a Cliff 

On March 1, 1984, NASA sent the fifth Landsat satellite into space. At an altitude of 450 

miles, its purpose was to transmit pictures of Earth, taking about 16 days to cover its entirety. At 

the U.S. Geological Survey’s center for Earth Resources Observation and Science, one can 

download these pictures over the last 25 years. Focusing on images of Las Vegas in five-year 

intervals from 1984 to 2009, one can observe the remarkable growth of this city -- its push 

towards the desert just west of Vegas in the 1980s, southward in the 1990s, and finally 

southwest by 2004. From a population of 741,000 in 1990 to 1,846,000 by the end of 2005, with 

a corresponding increase in housing units of 317,000 to 737,000, Las Vegas was the fastest 

growing metropolitan area in the United States.31

A case in point: Leaving the Las Vegas strip, after just a few miles of driving on Interstate 

15 on the way to Los Angeles, you will come to the “Blue Diamond Road” exit, which takes you 

west toward the mountains. Within five miles, you will run into what was at one point the 

fastest-growing master plan community in the United States: Mountain’s Edge. Intended to hold 

12,000-plus homes, along with a network of schools, professional offices, restaurants, and 

neighborhood shops, the community was a model for Las Vegas’ growth. Development started in 

2004, with home prices appreciating more than 50 percent per square foot in the following two-

and-a-half years. 
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Mountain’s Edge outside of Las Vegas represented the sweet spot of the new business 

model of the GSEs. With median home values at $450,000, down payments as low as 8% still 

potentially qualified for the conforming mortgage limit of $417,000: the one rule that the GSEs 

were subject to without exception. While the LTV ratio of 80% was also hard wired, a little credit 

enhancement in terms of private mortgage insurance on top of the mortgage enabled the GSEs 

to securitize the mortgage. And then FICO scores below 660, or low documentation on the 

income front – well, that was between the regulator (OFHEO) and the GSEs. The GSEs were 

becoming just another non-prime mortgage lender. 

By early 2008, Mountain’s Edge of Las Vegas had become a poster child for the troubles 

of the housing market. With only two-thirds of the homes completed, mega-grocery stores half 

finished, and construction not yet begun on local parks, Mountain’s Edge resembled other 

communities stretching from Stockton CA to Phoenix to Miami. As an illustration of the 

problem: At the peak of the crisis, in February 2009, 57 homes in the Mountain’s Edge 

community were sold from the group of homes that had also been sold in 2006 -- the peak of the 

“housing bubble.” The average drop in price for these homes was a staggering 48 percent. With 

homeowners’ committing very little equity to the underlying values of these homes, almost all of 

these losses were borne by the creditors -- the biggest of which were most likely the GSEs. 

More broadly, national house prices peaked in the late spring of 2006. Since then, they 

have fallen back to levels not seen since 2003. Specifically, the 10-city Case-Shiller index fell 

from 227 in April 2006 to 152 in May 2009. The three-year 40% decline is by far the largest on 

record. The previous decline, which started in 1990, also lasted three years but was only 9% 

from peak to trough. The states of Nevada, California, Arizona, and Florida were especially hard 

hit. Las Vegas, Phoenix, Miami, and San Francisco saw declines of 60% or more. The Freddie 

Mac conventional mortgage house price index shows a more modest 17% nationwide decline. 

Relative to rents or median income, house prices returned back to their historical average. 

Alongside the collapse in house prices, residential construction fell off a cliff: a 330% 

drop from the end of 2005 in residential investment. New housing permits went from 2 million 

units per year in 2002-2006 to a historic low of 0.5 million in 2009. The collapse in residential 

investment, alongside the decline in consumption and business investment, plunged the U.S. 

economy into the worst post-war recession. Real GDP fell four consecutive quarters from mid-

2008 to mid-2009. Since the recession officially started in December 2007, more than 8 million 

jobs have been lost. Macro-economic risk, as measured by the VIX index or by the volatility of 

GDP, has returned with a vengeance after nearly 25 years of calm.  
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 In the wake of falling house prices, new mortgage originations dropped sharply. Many of 

the largest private-label originators, such as Countrywide, either went out of business or were 

sold in distress to large commercial banks. Essentially the only new mortgages that were issued 

in the second half of 2008 and in 2009 were mortgages that could be bought by the GSEs or the 

FHA/VA. The PLS market was essentially dead in 2008 and 2009, accounting for less than 3% 

of MBS originations, down from 50% in 2006. Freddie and Fannie’s share in new mortgage 

originations increased back to 75% in 2009 (up from 30% in 2006), with the FHA accounting 

for 20% in 2009 (up from 3% in 2006). In today’s mortgage market, the government truly is the 

lender of last resort. 

The final aspect of the bust was the tidal wave of foreclosures. The initial wave of 

foreclosures in 2007 and 2008 was tied to the interest rate resets on ARMs and on other exotic 

mortgages such as option-adjusted ARMs. Such rate resets raised monthly payments at a time 

when refinancing was not an option due to falling property prices. However, as the economy 

entered into a full-force recession, increasing numbers of foreclosures came from people who 

lost their jobs. Foreclosures tend to follow job losses with a 3-6 month delay. In 2009, 2.8 

million households received foreclosure filings, up 21% from 2008 and 120% from 2007.  

5.2  The Collapse of Freddie and Fannie, and the Conservatorships 

5.2.1 Early Warning Signs 

With nationwide housing markets collapsing, a deep recession, and an increasingly risky 

mortgage portfolio, the GSEs showed their first losses in 2007. The combined $5 billion loss was 

due to credit-related expenses of $8 billion.  

In early July 2008, three months after the mortgage-related collapse of Bear Stearns and 

with the stock market down 20% from its peak, speculation was rampant that the government 

would have to rescue Freddie Mac and Fannie Mae – at least in terms of their obligations to 

their creditors. By then, the GSEs had already lost an enormous amount of stock market 

capitalization. In 2007, Freddie’s share price fell by 50% from $64 to $32, while Fannie’s stock 

lost 36% of its value. By July 1, 2008, Freddie’s stock had dropped by another 50% to $16. 

Doubts about the future of the GSEs plunged Freddie’s share price a further 50% to $7.70 on 

July 10. In the first week of September, the stock traded at $5.10. Fannie’s share price dropped 

from $27 to $21 over the first half of 2008. Over the summer of 2008, it fell further to $12.60, 

just prior to the conservatorships. Clearly, the stock market anticipated much worse times to 

come for the GSEs as early as the fall of 2007. It started anticipating a rescue for creditors in 
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June-July of 2008, with little residual value for equity holders. In all, $60 billion in market 

capitalization was lost between October 2007 and early September 2008. 

Bond markets also spelled early signs of trouble. The difference in yield between the debt 

of 5-year Fannie Mae debt and 5-year Treasuries rose sharply from 0.2% per year at the end of 

2006 to 0.4% in September 2007, and to 1.0% in September 2008. This increase in yields 

reduced the value of widely-held GSE debt. In addition, the GSEs were forced to issue shorter-

term bonds in the second half of 2008. 

The cost of insuring against a default on the bonds issued by the GSEs also started to 

rise. The CDS spread for Fannie Mae was a low 6 basis points in December 2006 and rose to an 

all-time high of 88 basis points in March 2008. While noticeable, this 82 basis point increase in 

CDS spreads pales in comparison to the 500 basis point increase in the CDS spread for Bear 

Sterns or for Lehman Brothers just prior to the latter’s bankruptcy. This difference reflects the 

market’s belief that the government would likely bail out the bond holders of the Fannie and 

Freddie, but not the bondholders of the investment banks. Indeed, this belief turned out to be 

correct ex-post when Fannie and Freddie CDS contracts were settled at prices near par. 

Ironically, although Fannie and Freddie were clearly getting close to extreme financial 

difficulties, their regulator FHFA could not do much about addressing their imminent troubles 

since the regulator’s most recent semi-annual regulatory exams had not cited capital shortfalls.  

The special private corporation status of these GSEs meant that the government – the Treasury 

– could inject capital into them, on terms that the GSEs agreed to, all while their debt had been 

perceived as being implicitly guaranteed by the government and while the GSEs had themselves 

taken full advantage of that perception to expand their balance sheets to unreachable heights in 

the context of private corporations.   

5.2.2  First Rescue Attempts 

Regulators and policy makers alike tried to assure the public that the GSEs were solvent 

while in the background they pieced together the emergency rights to take over Fannie and 

Freddie, even while the two enterprises remained publicly traded companies.  Finally, in the 

wake of the collapsing stock prices, on July 13, 2008, Treasury Secretary Henry Paulson 

announced that he had obtained the “bazooka”: a potential government bailout of 

unprecedented scale that would signal a confidence-boosting effort to backstop the GSEs in 

coordination with the Federal Reserve. The plan increased the line of credit that was available to 

the GSEs from the Treasury; it established the right for the Treasury to purchase equity in the 



 67 

GSEs; and introduced a consultative role for the Federal Reserve in a reformed GSE regulatory 

system.  On the same day, the Federal Reserve announced that the Federal Reserve Bank of New 

York would have the right to lend to the GSEs as necessary.  

The Housing and Economic Recovery Act of 2008, signed into law on July 30, 2008, 

expanded regulatory authority over Fannie Mae and Freddie Mac by the newly established 

Federal Housing Financing Agency. It also gave the U.S. Treasury the authority to advance funds 

for the purpose of stabilizing Fannie Mae or Freddie Mac, limited only by the amount of debt 

that the entire federal government is permitted by law to commit to. The law raised the 

Treasury's debt ceiling by $800 billion, in anticipation of the potential need for the Treasury to 

have the flexibility to support Fannie Mae, Freddie Mac, or the Federal Home Loan Banks. In 

the judgment of the Congressional Budget Office (CBO), the conservatorship and the large 

ownership stake of the U.S. Treasury made Fannie Mae and Freddie Mac part of the 

government. The implication is that their operations should be reflected in the federal budget. 

We return to this issue in the next chapter.32

 

  

As late as August 2008, Freddie and Fannie claimed that they were solvent with 

regulatory capital of $37 and $47 billion, respectively. However, these numbers excluded 

“temporary” paper losses of $34 billion at Freddie and $11 billion at Fannie. These were booked 

as tax-deferred assets, having the perverse effect of inflating the assets instead of reducing them. 

What’s more, the GSEs did not adequately write down values of guarantees that had 

deteriorated in quality due to downgrades of the private mortgage insurers that were providing 

them.   

But the facts on the ground spelled trouble. Freddie and Fannie saw exponential growth 

in mortgage delinquencies on their retained portfolios, as well as in their guarantee books. At 

Fannie Mae, delinquency rates on mortgages rose from an all-time low of 0.45% in 2000 to 

0.98% in 2007, before jumping to 2.42% in 2008. Delinquencies at Freddie were only slightly 

lower:  from an all-time low of 0.39% in 1999 to 0.65% in 2007, before tripling to 1.72% in 2008. 

More than half of the delinquencies were concentrated in four states: California, Arizona, 

Nevada, and Florida.  

As a result, the losses at Fannie grew from $2.2 billion in each of the first and second 

quarters of 2008 to $29.0 billion in the third quarter of 2008. Similarly, the losses at Freddie 

were only $1 billion in the first half of 2008, but ballooned to $25.3 billion in the third quarter 

of 2008. It was ultimately these exploding losses and the GSEs’ inability to raise private capital 
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that prompted the Treasury to put the GSEs into the FHFA’s conservatorship on September 7, 

2008. Their combined 2008 losses would come in at $109 billion.  

Each consecutive vintage of loans performed worse. The outright default rates on loans 

issued in 2004 were 1.4%, 2% on loans issued in 2005, 3.3% on loans issued in 2006, and 2.6% 

on loans issued in 2007. With many more mortgages of the terrible 2006, 2007, and 2008 

vintages yet to fail, the government decided to step in.  The only way to address their impending 

bankruptcy – without risking a disorderly liquidation – was for the Treasury to exercise the 

exceptional emergency right that it had acquired to take charge.  

5.2.3 Conservatorships 

The conservatorships – not receiverships (which carried the possible connotation of 

prompt liquidation, as well as an unwanted inclusion of the GSEs in the federal government’s 

financial accounts) – provided Fannie and Freddie each with a commitment of $100 billion from 

the Treasury in return for the Treasury’s receiving a 79.9% ownership stake and $1 billion of 

preferred stock with a 10% coupon rate. This rescue mostly wiped out the existing shareholders: 

GSEs’ stock prices fell to pennies on the dollar following the announcement (and eventually 

stopped trading altogether on the NYSE in June 2010). The conservatorships also fully protected 

the senior and subordinated debt and the mortgage-backed securities of the GSEs. The 

agreement also required the GSEs to reduce the size of their retained portfolios to $850 billion 

each by December 31, 2009, and to reduce those portfolios each year by 10% until they reach 

$250 billion each. The agreement capped the maximum outstanding debt of Fannie and Freddie 

at 110% of the asset limit. No limits were placed on the guarantee business. The CEOs of Freddie 

and Fannie were dismissed.  They were surprised, expecting to receive a government capital 

injection on their own terms instead.  

The GSEs suffered another year of massive losses in 2009: $94 billion. Delinquency 

rates more than doubled from 2.42% in 2008 to 5.38% in 2009 at Fannie and from 1.72% in 

2008 to 3.87% in 2009 at Freddie. Losses continued in the first quarter of 2010: $11.5 billion at 

Fannie and $6.7 billion at Freddie, and another $20 billion was tapped from the government 

lifeline. The second quarter of 2010 was the twelfth consecutive quarter of losses at Fannie Mae. 

Its $1.5 billion loss will be made up by the taxpayer once again. Likewise, Freddie Mac will draw 

$1.8 billion from its Treasury lifeline to fill its second quarter hole. As of the writing of this book, 

Fannie has drawn $85.1 billion while Freddie has drawn $63.1 billion. That is $148.2 billion out 
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of the original $200 billion limit. In return for these draw downs, the GSEs have paid $12.8 

billion in dividends to the U.S. Treasury to date. 

In response to the massive losses, the Treasury first increased its commitment to $200 

billion per company in May 2009. It then quietly removed the ceiling on the bailout altogether 

on Christmas Eve 2009, promising to make up any further negative net worth in 2010, 2011, and 

2012. This effectively amounts to writing a blank check to the GSEs.  

In May 2009, two other modifications were made to the conservatorship agreements: 

The $850 billion asset limit was raised for each GSE to $900 billion, and the debt limit was 

raised to 120% of the asset limit. It was clarified that the 10% annual reductions in the asset 

portfolio had to be calculated based on the asset limit and not the actual asset position. For 

example, the December 31, 2010, limit on the portfolio of each GSE is $810 billion.  

In a January 2010 report, the Congressional Budget Office estimates that the GSEs’ 

bailout realistically added $291 billion to the federal deficit in 2009 and that it will add another 

$99 billion in 2010-2019. The total bailout cost will very likely exceed the initial $200 billion 

commitment. 

5.2.4 Additional Programs 

Several additional programs were introduced as part of the GSE bailout. First, the 

Treasury can directly purchase Freddie and Fannie MBS. As of December 2009, it had 

purchased $221 billion worth (having made no purchases since). Second, the Federal Reserve 

embarked on a massive GSE MBS purchase program in January of 2009. It made its last 

purchase on March 31, 2010, having fully exhausted its $1,250 billion target capacity. Third, the 

Federal Reserve purchased $172 billion in Agency debt, the debt issued by Freddie and Fannie, 

between December 2008 and March 2010. It has nearly exhausted its target capacity of $175 

billion. The latter two programs are responsible for a doubling of the Federal Reserve’s balance 

sheet. The next chapter provides more detail. 

With the conservatorship comes an important question: Should the debt of the GSEs be 

consolidated with the federal debt? Because the U.S. government has only a 79.9% and not an 

80% stake in the GSEs, it does not technically have to consolidate the GSEs’ accounts into the 

federal budget. (It also does not have to assume the pension liabilities of the GSEs.) We believe 

that it should do so, because the GSEs are de facto backed by the full faith and credit of the U.S. 

government debt. However, that implies that the national debt as of July 2010 is not $8.7 
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trillion, but $10.3 trillion. In fact, the tax payer is ultimately liable for the default risk on all $8.1 

trillion of GSE debt and GSE-backed securities. (But, of course, the consolidation would also 

move the GSEs’ assets into the federal government’s accounts.) 

5.3  Anemic Recovery 

While the recession in the U.S. likely ended in the summer of 2009, the country’s 

macroeconomic problems are far from over. The current recovery has seen anemic employment 

growth. The housing market has barely perked up. New residential construction and 

applications to build new homes hit rock bottom in July 2010. New home sales declined to the 

lowest level ever recorded in May 2010, since records began in 1963! House prices have 

recovered modestly from a low point of 152 to 160 in May 2010, according to the Case-Shiller 

10-city index, but are facing continued headwinds from mounting foreclosures. The 930,000 

foreclosure filings in the first quarter of 2010 were up 16% from a year earlier. An additional 

895,500 notices were filed in the second quarter of 2010, up 1% from a year earlier. It seems 

that the number of loans that are entering delinquency is abating, but the number of loans 

moving through the foreclosure process is still increasing. Large inventories of unsold homes, 

which are around 10 months worth of supply, further hamper house price recovery.  The 

homeowner vacancy rate of 2.5% is much above the long-run average of 1.7%. Finally, the 

expiration of the $8,000 federal tax credit for home purchasers at the end of April 2010 caused 

sharp drops in construction activity and in builders’ share prices. 

Faced with these headwinds, the U.S. homeownership rate reverted to 66.9% in the 

second quarter of 2010, its lowest level since 1999. This means that all the gains made during 

the housing boom have been negated. In the previous housing bust of the 1990s, it took four 

years for house prices to recover from the bottom to their previous peak. Given that the 1990 

cycle was substantially milder than the current one, we doubt that house prices will return to 

anywhere near their 2006 peak before 2014. 

One important factor that hampers recovery is household debt. Including credit card and 

other debt, households collectively owed more than 114% of GDP, or $16.4 trillion in the first 

quarter of 2008. That is 30% of GDP, or $9.4 trillion more than just ten years earlier. This 

indebtedness makes households reluctant to spend, as they are repairing their balance sheets. 

Figure 5-1 shows the evolution of mortgage debt relative to GDP and relative to housing wealth 

since 1952. Figure 5-1 illustrates the increasing indebtedness of U.S. households and the erosion 

in the fraction of housing that they own free and clear. Corresponding to the rise in mortgage 
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debt, home equity fell from 62% to 35% of aggregate housing wealth from 2005.Q3 to 2009.Q1. 

Despite a well-publicized uptick in the savings rate, mortgage debt has only fallen by 5% of GDP 

and overall debt by 6% of GDP. Households still owed $15.8 trillion in debt in the first quarter of 

2010, $12.8 trillion of which is mortgage debt. If history is a guide, bringing the debt ratio back 

to its pre-boom level will take years, perhaps decades. It certainly does not bode well for 

personal consumption, and hence for GDP growth, in the near term.  

 

Figure 5-1: U.S. Mortgage Debt Relative to U.S. GDP and U.S. Housing Wealth 

 

Source: Federal Reserve Bank, Flow of Funds, Household sector’s balance sheet 

 

Given the state of the housing market, mortgage delinquencies at Freddie and Fannie are 

expected to rise in 2010 from their record levels in 2009. Mortgage delinquencies for single-

family homes were 5.47% (4.99%) at Fannie and 4.13% (3.96%) at Freddie in the first quarter 

(second quarter) of 2010. As many as 11.3 million homeowners are currently “under water”, and 

such negative equity position is associated with larger foreclosure rates. As a consequence of the 

many foreclosures, the GSEs have repossessed a large number of homes: 145,000 in 2009, up 

from 50,000 in 2007. Nationwide, foreclosure sales represented 29% of all house sales in 2009, 

up from 6% in 2007. Selling these houses in depressed housing markets, and alongside the 
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repossessed properties of banks and thrifts, has led to losses as large as 40% of the value of the 

mortgage. Because the sales price of a foreclosed home is on average 27% below that of a 

comparable home not in foreclosure, these sales depress real estate prices and slow the recovery. 

Mortgage modifications have become an important component of public interventions 

that are designed to reduce foreclosures. The GSEs are a key tool in this effort. In November 

2008-January 2009, the GSEs introduced a moratorium on foreclosures alongside private 

sector lenders. The federal government’s Home Affordable Modification Program (HAMP), 

started in April 2009, was targeted to help 3.2 million homeowners that were struggling. With 

efforts ramped up substantially in 2010, 1.3 million loans had received a trial HAMP 

modification and 0.4 million a permanent HAMP modification by the end of July 2010. In 

addition, another 0.5 million borrowers received a FHA loss mitigation intervention and 1.4 

million a HOPE Now modification, for a total of 3.6 million government-subsidized 

modifications.  

Some have argued that modifying mortgages is more difficult when these mortgages 

reside in securitization pools: win-win modifications do not take place and loans are more likely 

to go into foreclosure when they are securitized. 33 Piskorski, Seru, and Vig (2009) find that 

loans that end up in banks’ portfolios ultimately perform better than those held in securities, 

possibly because of an increased willingness by banks to offer modifications on loans of which 

they are the sole owners.34 This argument would suggest a tradeoff between the added liquidity 

of securitization and the ease of modification. A careful study by Hunt (2009), however, finds no 

evidence of legal impediments on loan modifications.35 This leaves open the possibility that it is 

not in the loan servicers’ financial interest to pursue modifications, perhaps because banks are 

unwilling to recognize the low economic value of defaulted loans. What seems less controversial 

is the conclusion that, even when modification does take place, its success is often temporary. 

Using data on subprime modifications that received modification between December 2005 and 

March 2009 (before the start of the HAMP program), a recent study shows a 56% re-default rate 

within twelve months of modification.36

 

 The success rate increases when the modification takes 

place through principal forgiveness, rather than lower interest rates.  

5.4  The Federal Home Loan Bank System during the Crisis 

The Federal Home Loan Bank System, the third GSE, which we have largely left out of 

our discussion so far, played a similar role to that of Freddie and Fannie. In particular, it proved 
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to be a useful crisis management tool during the crisis, but it was used for purposes that are 

arguably beyond its mandate. 

 

The financial crisis started in earnest in August 2007, when the $1.2 trillion asset-backed 

commercial paper (ABCP) market froze.37

 

 Investors were unwilling to renew the financing of the 

special purpose vehicles (SPVs) that housed the ABCP and the banks that set them up for fear 

that these banks were insolvent. With little or no access to other private market funding, the 

banks (through their SPVs) turned to the FHLB System. The FHLB System gives “advances” 

(loans) to commercial banks, thrifts, credit unions, and insurance companies that are the owner-

members of the System. The advances are collateralized by residential mortgage-related assets, 

Agencies, and Treasuries.  

During the second half of 2007, the FHLB System increased its advance lending by $235 

billion to $875 billion by the end of that year, a 36.7% increase.38

 

 In fact, the decline in the ABCP 

market is almost perfectly mirrored in the growth of the FHLB advances. Ten banks accounted 

for $150 billion of these advances. Washington Mutual, Bank of America, and Countrywide 

borrowed the largest amounts. As of June 30, 2008, advances stood at $914 billion. For 

comparison, the $1.3 trillion in total assets controlled by the FHLB System exceeded those for 

Fannie Mae or Freddie Mac at that time ($886 billion and $879 billion, respectively). 

At the end of 2007 and in the first half of 2008, as Freddie and Fannie’s stock was being 

hammered for fear of insolvency, the FHLB System became guilty by association. Spreads on its 

bonds started to rise, and the cost of advances to its members rose as well. This made the FHLB 

System a less attractive funding facility for banks and thrifts, which turned to the Federal 

Reserve’s discount window and new funding facilities instead. Indeed, the Fed’s Term Auction 

Lending Facility (TALF) was set up in December 2007 and the Primary Dealer Credit Facility 

(PDCF) and Term Securities Lending Facility (TSLF) in March 2008. While the Federal Reserve 

is the lender of last resort, Ashcraft et al. (2009) characterize the FHLB System as the lender of 

next-to-last resort. 

5.5 Final Thoughts 

This massive government support for the GSEs succeeded in shoring up the conforming 

housing market in 2009. This arguably prevented an even bigger collapse of U.S. housing and 

mortgage markets. Some mortgage-backed securities prices rallied in 2009, and mortgage 
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interest rates were at an all-time low in the first half of 2010.  While the GSEs (including the 

FHLB System) have proven to be a convenient recession-fighting tool, Chapter 6 will argue that 

the involvement of the Fed balance sheet in employing this tool has raised serious issues about 

conflicts of interest between fiscal and monetary policy, and Chapter 8 will make a case that the 

recession-fighting advantage does not outweigh the costs of having large, systemically risky 

institutions that are trying to accomplish too many goals at once. We believe that the U.S. 

economy would ultimately be better served by breaking up the various functions of the GSEs. 

In a fundamental sense the critics of the GSEs were right:  They were a problem.  The 

specific quasi-public/quasi-private structure of the GSEs created incentives for excessive risk-

taking, at the ultimate expense of the taxpaying public; and having them around in mortgage 

markets made it convenient for each successive presidential administration to employ them for 

boosting short-run consumption and spending that was centered on housing, at the expense of 

some future administration and again ultimately the taxpayer.  The confluence of these two 

distortions meant that over time, the GSEs morphed into the world’s largest and most leveraged 

hedge funds, except that only they had government backing. 

In the end, the GSEs had inadequate capital for the risks that they were taking.  But 

virtually all critics got the immediate source of the problem wrong.  What caused the financial 

downfall of the GSEs was not the interest-rate risk embedded in their portfolios.  Instead, the 

immediate source of the problem was the credit risk that stemmed from the poor quality of 

mortgages and investments that they took on and guaranteed in the middle of the decade.  

When the housing market crashed in the U.S., this credit risk materialized and generated the 

large losses that wiped out the inadequate capital that they had maintained. 

The force that led to the downfall of the GSEs is not uncommon to economic theory, 

which would call it a classic “race to the bottom” in bank risk-taking or underwriting standards.  

The important point is that the GSEs contributed to – and were influenced by – the risk-taking 

of private financial firms that were competing with them in the same mortgage markets.  In 

effect, a set of privileged institutions – Fannie and Freddie, backed by government guarantees 

and enjoying a lower cost of funding – entered a financial market (less-than-prime mortgages) 

hitherto operated by less-privileged institutions (mortgage banks, commercial banks, and 

investment banks, among others); the less-privileged tried to guard against the entry by lending 

more aggressively, which prompted the more privileged to respond with aggression too. The 

sub-prime mortgage mess was in part due to government guarantees for Fannie and Freddie 

that distorted a level-playing field, resulting in the debacle of mortgage finance.
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Chapter 6: In Bed with the Fed 

 

“Policy, whether it be printing money, guarantees or deficit spending, can prop up asset values 

for a while. This may even be useful in a liquidity crisis.  But a solvency crisis is another thing. 

The longer policy distorts markets by ignoring fundamentals, the longer those reliant on 

market signals will sit on their hands.  The Fed’s recent decision to continue asset purchases 

shows there is no exit once this path is chosen.  As we approach the second anniversary of the 

Fannie and Freddie bailouts, are we better off?”  

 - James Rickards (writer, economist, lawyer and investment adviser), Financial Times, August 

12, 2010 

 

The financial crisis that started in the second half of 2007 highlighted the extraordinary 

power of the Federal Reserve (Fed) to intervene in the economy in a crisis.  The title of the book 

by David Wessel, In Fed We Trust: Ben Bernanke’s War on the Great Panic, sums it all up. 

Wherever there was a fire, the Fed used all its might to extinguish it.  It also gave ammunition to 

those around the fire to defend themselves.  In essence, the Fed played with flourish its role as 

the lender of last resort (LOLR) – lending to the financial sector (and even markets at large) 

when no one else would, so as to ensure the financial sector’s stability. The Fed pumped liquidity 

into the system with creativity and expedience seen never before from any other central bank.   

 

Macroeconomists who had long focused on the Fed’s role of determining interest rates to 

ensure price stability and full employment found the Fed’s methods “unconventional”.  But to 

economic historians, what the Fed attempted to do in this crisis was not that unconventional.39

 

 

For example, in the panic of 1907, John Pierpont Morgan was asked to play the role of 

distributing Treasury’s liquidity injection to the defaulting trust companies. This panic and the 

LOLR function played by Morgan were the origin of the Federal Reserve. But the absence of 

major financial crises in the United States since the Banking Act of 1933 placed this function in 

the background.  The Fed’s sole purpose was perceived to be price stability and full employment.  

There was, however, something unconventional about the Fed’s LOLR activities in the current 

crisis: Because of a lack of adequate authority and infrastructure for resolving the distress of 

government-sponsored enterprises (GSEs) and large and complex financial institutions, there 

seemed to be no tool at work other than the Fed’s liquidity injections to get a handle on the 

crisis.   
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As David Wessel warns in his book, however, the Fed’s war on the great panic is far from 

over.  The Fed has still to mop up the liquidity that it has sprinkled all around.   

 

The popular view is that the most important excursions of the Fed were in dealing with 

the failures of Bear Stearns and AIG.  Contrary to this view, we will explain in this chapter that 

the Fed’s biggest role in the crisis has been in dealing with the mortgage mess that was left by 

the collapse of Fannie Mae and the Freddie Mac. In fact, since the start of their conservatorships 

in September 2008, these GSEs have been operating similarly to what a “bad bank” typically 

looks like at the end of a financial crisis.  By buying more than $1.4 trillion worth of GSE debt 

and GSE-backed securities, the Fed has propped up the value of these bad banks’ securities and 

the housing market more generally.  

 

This massive foray of the Fed into the mortgage market, even if unavoidable in its war on 

the great panic, raises serious issues about how and when the Fed can retrench from the 

expansion.  This may also curtail its freedom to raise interest rates and mop up the liquidity that 

it has injected in the economy.  Ironically, we will argue, the more that the Fed gets caught up in 

the rest of the federal government’s expansion into mortgage finance, the more likely it is that 

its future monetary policy will not be independent and will be largely driven by the need to 

monetize government debt. 

 

We provide some suggestions for unwinding by the Fed, which ultimately needs a restart 

of the private mortgage markets (for which we propose reforms in Chapter 8).  We also discuss 

whether the special status that is enjoyed by the GSEs in various Federal Reserve operations – in 

normal times and in emergency – is desirable and how to restrict or eliminate this special status 

so that the Fed can avoid its current dilemmas in the future. 

 

6.1. Putting out the fires 

As described in Chapter 4, on July 13, 2008, Treasury Secretary Henry Paulson 

announced an effort to backstop (“conserve”) the GSEs, in coordination with the Federal 

Reserve. Besides the direct support from the Treasury through a line of credit and ownership of 

Fannie and Freddie’s equity, the September 7, 2008, conservatorship plan introduced a 

consultative role for the Fed in a reformed GSE regulatory system.  The same day, the Fed 

announced that it would have the right to lend to the GSEs as necessary.  Effectively, the Fed 

was to be the lender of last resort not just to the private financial sector but also to the GSEs.40 
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Figure 6-1 shows the evolution of the Federal Reserve’s balance sheet. It shows the 

dramatic rise in total securities that were held outright by the Fed, as well as the rise in two of its 

components: Agency debt and mortgage-related assets, with the remainder being Treasuries 

held by the Fed.  The Fed originally announced that it would purchase up to $100 billion in debt 

from Fannie Mae, Freddie Mac, and Federal Home Loan Banks, and up to $500 billion in 

mortgage-backed securities (MBS) issued by Fannie Mae, Freddie Mac, and Ginnie Mae. The 

Fed embarked on its massive purchase program in January of 2009.  But on March 18, 2009, it 

raised its intended purchases of agency debt to $200 billion (a $100 billion increase) and of 

agency MBS to $1,250 billion (a $750 billion increase).  It made its last MBS purchase on March 

31, 2010, having fully exhausted its $1,250 billion target capacity. It also purchased $172 billion 

in Freddie and Fannie debt, between December 2008 and March 2010.   

 

Though we used the terms “last purchase” and “capacity”, the Fed actually has discretion 

over the size and composition of its balance sheet.  With regard to the composition of its balance 

sheet, the Federal Reserve Act (FRA) of 1913 limits the range of assets that the Fed may acquire 

directly.  This range is considerably narrower than the range of assets that the Fed may accept as 

collateral in lending to eligible financial institutions, but the current range under FRA includes 

market debt and securities issued by the GSEs.41

 

  In essence, the Fed has substantial flexibility in 

expanding its interventions in GSE-related mortgages, and it has employed this flexibility by 

engaging in substantial purchases of the same. 

These purchases by the Fed have amounted to about 8% of the economy’s gross domestic 

product (GDP) and have become a central instrument of its “quantitative easing” monetary 

policy. The Bank of England followed a similar policy in the United Kingdom. Through these 

purchases, as well as massive purchases of Treasury debt, the Fed has kept long-term Treasury 

and mortgage rates historically low.  The basic idea behind quantitative easing is that by 

reducing the supply of a set of securities floating around in the economy, the central bank can 

raise their prices, making those securities more attractive for investors to hold.  The rise in 

prices can relax investors’ financing constraints, allowing them to hold with ease other assets as 

well -- e.g., corporate bonds -- and in turn raise their prices too.42 In August 2010, the Fed 

announced its intention to avoid any “passive” unwinding of this program by purchasing 

Treasury debt with the monies that become available as its MBS portfolio matures due to normal 

repayments and prepayments.  Chairman Bernanke also offered further quantitative easing as 



 78 

its preferred intervention tool in case the Federal Reserve needed to stimulate the United States 

economy further (given that nominal interest rates are at the “zero bound”). 

 

Figure 6-1: Securities Holdings of the Federal Reserve 

 

Source: Federal Reserve Statistical Release (Table 3: Factors supplying reserve balances: detail 

for securities held outright); all numbers in millions of dollars 

 

The purchases have more than doubled the Federal Reserve’s balance sheet from August 

2007 to August 2010. They are an order of magnitude larger than the Fed’s involvement in the 

rescues of Bear Stearns, AIG, and Citigroup.  To provide a perspective: The Fed owns in its 

“Maiden Lane” portfolios $80 billion in assets ($30 billion from Bear Stearns and $50 billion 

from AIG), and it has guaranteed $306 billion of Citigroup’s assets and $118 billion of Bank of 

America’s.  Taking account of the various first-loss pieces that were retained by the rescued 

institutions (or by JPMorgan Chase in the case of Bear Stearns) and some additional risk-

sharing in the cases of Citigroup and Bank of America, the Fed’s net maximum exposure is 
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around $420 billion, of which only $74 billion is on balance-sheet -- that is, purchased in 

exchange for reserves.  While the public ire against the Fed is driven by its actions taken with 

respect to these private firms, the Fed’s involvement here has been relatively small compared to 

the role that its balance sheet is playing for the GSEs. 

 

In addition to direct purchases of Agencies and GSE-backed MBS, the Fed supported 

mortgage markets by setting up various emergency liquidity facilities. The Term Securities 

Lending Facility (TSLF) and the Primary Dealer Credit Facility, set up in March 2008, lent 

money to primary dealers, accepting Agencies and MBS as collateral. In September 2008, the 

Fed added the Asset-backed Commercial Paper Money Market Mutual Fund Liquidity Facility, 

which advanced short-term funding to banks -- again collateralized mostly by mortgage assets. 

At their peak, these three facilities provided $350 billion in advances. They were wound down in 

January 2009, whereas the direct purchases remain on the Fed balance sheet.  

 

6.2. Why involve the Fed? 

 

It is true that the GSEs were simply too-big-to-fail (as we have explained in Chapter 4). 

In the midst of the financial crisis, they had to be bailed out, at least temporarily.  The question 

is why didn’t the Treasury set up a special receivership, like the Resolution Trust Corporation set 

up after the Savings & Loan crisis in 1989, and instead why did the Fed balance sheet get 

involved so heavily? 

 

While the GSE situation was originally meant to be dealt with as a receivership (like a 

chapter 7 bankruptcy liquidation), the financial market conditions in the summer of 2008 made 

it clear that they would need – at least temporarily – conservatorships (more like a chapter 11 

bankruptcy in which the bankrupt firm can continue in business).  While no serious attempt was 

made to liquidate any of the GSEs’ holdings, to be fair, the Treasury was concerned this would 

just not work.  It did attempt in the fall of 2008 to launch a Troubled Asset Relief Program to 

purchase the distressed real estate assets on the banks’ balance sheets. The plan to purchase – 

and eventually sell – the troubled assets lacked clarity and was later converted into a program 

that recapitalized bank holding companies against the purchase of senior preferred shares by the 

Treasury. A later attempt in March 2009 to launch a public-private investment program (PPIP) 

to purchase toxic assets from banks’ balance sheets also met with only mild success.  But the six-
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month period after the collapse of Lehman Brothers was hardly the time to liquidate assets or 

hope to succeed in attracting huge pools of new capital for buying U.S. mortgage risk.   

 

A better plan would have been to combine the receivership and the temporary 

conservatorship ideas more directly, by employing a Resolution Trust Corporation (RTC)-style 

asset management company that would warehouse the troubled mortgage assets of the GSEs 

(and other failed or troubled private financial firms that had to be rescued).  The company 

should have been pre-funded with a capital injection from the Treasury to weather the initial 

losses, but charged with the mandate of eventually – not immediately – liquidating these assets 

into markets through public-private partnerships of the type that was employed by the RTC. We 

provide more detail of such a GSE RTC in Chapter 8. 

 

However, with the GSE collapse and the TARP funds unavailable for troubled mortgage 

purchases, the solution adopted was for the Fed’s balance sheet to house the GSE assets and 

some of its debt.  In the meanwhile, bank holding companies (backed through government-

insured deposits in their bank subsidiaries and FDIC’s loan guarantee programs) and the GSEs 

continued to expand their holdings of mortgage assets.43

 

  In effect, a massive transfer of 

mortgage-related assets took place towards those financial institutions that had the greatest 

access to government guarantees.   

 There is no shortage of proximate causes for why the Fed was so involved in the GSE 

bailout. A polarized U.S. Congress made it difficult formally to set up a RTC-style vehicle, 

leaving the Fed as the politically easiest way out.  The Fed represented the most sophisticated 

regulatory agency around to handle the task with expediency.  The Fed had already been dealing 

with the rescue of other large financial institutions and their mortgage portfolios.   The Federal 

Reserve Act explicitly allows the Fed to engage in purchases of GSE debt and securities.  Finally, 

as we detailed in Chapter 1, the Federal Housing Enterprises Financial Safety and Soundness 

Act (FHEFSSA) of 1992, as well as some of the earlier pieces of legislation set in 1954, had laid 

out the special features of the GSEs. Most of these were re-affirmed by the Housing and 

Economic Recovery Act (HERA) of 2008, including the special status that the GSEs can use the 

Fed as their fiscal agent. 

  

But the real question is why the Fed balance sheet continues to remain the place for 

holding GSE securities two years after the conservatorship of Fannie and Freddie. It has 
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certainly been beyond what would seem to be a period of expediency in which the Fed support 

might have been necessary.  To us, the answer lies in the government’s unwillingness to 

recognize the GSE securities and debt on its own balance sheet.   The Fed says that the 

mortgages are guaranteed by the Treasury; the Treasury refuses explicitly to recognize agency 

debt or mortgages on its balance; and in the meanwhile the financial sector and foreign 

governments treat these securities as virtually riskless.  Given their too-big-to-fail and 

interconnected-to-the-max status, it is simply incredible that the advantage of keeping the GSEs 

off-balance sheet is for the government to have the flexibility to default on their debt if 

necessary.  Any hint of such default would most likely trigger a run on a large number of 

domestic financial institutions, forcing the government to announce a complete bailout.  The 

reserve status of the U.S. dollar could be substantially impaired. The government’s credit risk 

spreads would shoot up overnight, as they did for Ireland in the fall of 2008 when it announced 

universal deposit insurance for its entire banking sector.  

 

The real accounting trick in keeping GSE securities on the Fed balance-sheet is the same 

as the one that underlay why Fannie Mae was privatized in 1968 in the first place: to keep its 

assets and liabilities unfunded from the current presidential administration’s standpoint.  Each 

administration grows the GSE guarantees, passing on ever more risks to the next one and to 

future taxpayers, without having to discipline current spending and without having to raise 

taxes in its own term of office to reduce fiscal imbalance.  This policy creates fictional housing 

wealth that allows households to consume beyond their true borrowing capacity. Indeed, U.S. 

mortgage equity withdrawals were the engine of world economic growth between 2000 and 

2007, but they could not be sustained once the housing bubble burst. 

 

While this game of kicking the GSE can down the road has been ongoing for decades, the 

dire fiscal situation of the United States shines a new light on it. It amounts to a massive 

government gamble on the housing market.  Despite their insolvency, Fannie’s and Freddie’s 

balance sheets continue to expand, and the government simply continues to plug the hole as and 

when losses arise.  These losses – almost entirely due to the delayed recognition of the 

disastrous mortgage investments pre-2008 – have currently accumulated to $148.2 billion.  The 

initial “keepwells” of $100 billion each for Fannie and Freddie have been raised to an unlimited 

draw on the Treasury through 2012.  Instead of setting aside additional capital upfront for 

future losses, the cap on the size of the GSEs has been abolished.  This is unlike Citigroup, 

another institution that would have hit insolvency without the Federal Reserve backstop and 
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government recapitalization, but which is trying to shrink over time to about half of its pre-crisis 

size.  

 

Continuing expansion of the Fannie and Freddie balance sheets and the current 70%+ 

share in guaranteeing new mortgages (over 90% if we include FHA) – even as their risks remain 

unrecognized on the federal balance sheet – is the government’s “doubling up” strategy. 

Doubling up is a strategy that financial traders follow when they have exhausted all of their 

capital in bets that have gone bad.  Sound strategies might involve cutting the losses and exiting 

the trade, or raising more capital to withstand further losses.  But these strategies would be 

privately costly for the traders.  Hence, they either stay the course hoping that things don’t get 

worse or they even try to gamble more in the hope that they get resurrected before the losses 

materialize. In the case of the GSEs, such gambling takes the form of an under-capitalized 

expansion of their balance sheets.  This is at least in part enabled by access to the Fed’s balance 

sheet since this keeps risks temporarily off the government’s balance sheet-- that is, for some 

future administration’s balance sheet.  It is possible that the gamble will pay off and the housing 

price rebound will eventually win the race against further losses on GSE mortgages, limiting 

future holes to be plugged. But the outcome of that race looks increasingly uncertain.  

 

In summary, it is unclear why the Fed is the right choice as a long-term storage facility 

for GSE securities.  This is really the task of an asset-management company.  Even the Fed’s 

holdings of securities from Bear Stearns and AIG are being “run” by an asset management firm 

for a fee.  All of this can be transparently done through an RTC-style “bad bank” that is owned 

and funded by the Treasury.  For now, however, things remain rather murky.  The mingling of 

the Fed in the government’s quasi-fiscal (“quasi” only because it involves off-balance sheet debt 

and risks) has raised some difficult questions for the Fed’s other roles, to which we turn next. 

 

6.3. To raise or not to raise 

A principal conflict that has arisen with the Fed’s ownership of GSE securities is the 

following: Will the Fed’s incentives be well-aligned with the economy’s long-term growth and 

inflation prospects when it comes to raising interest rates?   

 

There are at least two issues worth considering: 
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One, even though GSE securities and debt are effectively guaranteed by the U.S. 

government, carrying them on the Fed’s balance sheet entails market risk due to changes in 

interest rates and prepayments.  Suppose from the standpoint of price stability that it is 

desirable for the Fed to raise interest rates. Doing so would hurt the value of securities on its 

balance sheet. What would the Fed do? Would it err on the side of letting inflation build up?  

One could argue that someone has to bear the interest rate risk of these mortgages when rates 

rise, and why can’t the Fed just take the losses?  The issue, however, gets tricky when one 

considers the likely public and political perception of significant losses on the Fed balance sheet, 

especially given the criticism that its extravagant role in the crisis has already invited.  The 

current decision-makers at the Fed might feel somewhat caught up in their past decisions – 

much as corporate boards do in biting the bullet and firing an incompetent CEO that they 

themselves hired.   

 

Second, the reason why the Fed has felt comfortable buying GSE securities and 

continuing with purchases of Treasuries is that banks mostly leave the swapped reserves 

(“money”) in accounts that they maintain with the Fed. Since October 2008 (expedited from the 

originally planned 2011 date), the Fed has been paying interest on reserves that banks maintain 

with it.  Paying interest on reserves has ensured that even though the Fed created and used the 

reserves to purchase securities, they are not floating around in the economy multiplying the 

quantity of financial transactions and running the risk of triggering inflation.  When the Fed 

raises interest rates, it will have to pay more on these reserves. If the Fed has not been able to 

sell the securities on its balance sheet into markets, then the additional reserves would also have 

to be paid higher interest rates in order to ensure that banks keep them deposited at the Fed and 

out of circulation.  Again, the Fed’s decision to raise interest rates would be less complex without 

the additional reserves that were created to purchase GSE securities. 

 

Given the weak state of the U.S. economy’s recovery (as of August 2010), there seems to 

be little inflation risk in the short run.  Real household spending is growing only at an annual 

rate of 1-2%, household savings have gone up to 6% of disposable income, corporations are 

sitting on piles of cash, and banks’ lending standards to households and small businesses remain 

tight. If anything, the main worry seems to be one of a further decline in aggregate demand and 

price deflation.  What is the big deal if in a jobless environment with deflationary risk, such as 

the one we are in, the Fed is constrained somewhat in its interest-rate decisions?  
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This is, however, a massive problem for the future. Because interest rates are the most 

important prices to be set in the economy, any systematic error in interest rate policy can distort 

capital allocation and lead to asset price bubbles. Banks and corporations are both sitting on a 

lot of cash. Guided by the invisible hand of low interest rates, they might start deploying the 

cash for investments, and collectively build a heap of overinvestment, only to fall off the 

overinvestment precipice eventually. In fact, the housing boom until 2006 also fed off low 

interest rates for many years. Yes, we do not have significant lending and investments 

happening now, but when the pendulum swings back to growth, will the Fed balance sheet be in 

a shape to correct the stimulus-induced investment boom and inflation, and do so in a timely 

fashion? Without doubt, traditional monetary policy would be much more straightforward 

without more than a trillion dollars worth of interest-rate sensitive assets on the Fed’s balance 

sheet. 

  

Narayana Kocherlakota, President of the Federal Reserve Bank of Minneapolis, said in a 

recent speech that their estimations suggest that even 20 years out, the Fed is likely to have 

approximately $250 billion of MBS holdings.44

 

 This is because any unwinding of the MBS must 

be done sufficiently slowly to avoid a significant price impact. At present, attempts to unwind 

the securities in large chunks are likely to be met by anemic private demand.  Hence, the Fed’s 

holdings of MBS, Agencies, and Treasuries will likely remain above $1 trillion one-to-two years 

hence, when interest rates may need to be raised again. This quandary over raising rates creates 

undesirable regulatory uncertainty. 

6.4. The Dodd-Frank Act, the Fed, and Fannie-Freddie45

The fallout for the Fed from its emergency actions in dealing with the failures of Bear 

Stearns and in particular AIG has not exactly been friendly.  For instance, Congressman Ron 

Paul wanted to End the Fed in his bestselling book with that title and in a more softened form in 

the Grayson-Paul amendment that was introduced in 2009, which would have subjected Fed 

decision making to audits and second-guessing by Congress. Somewhat fortunately, the Dodd-

Frank Act of 2010, the biggest overhaul of financial regulation in the United States since the 

1930s, mutes the Paul proposals.  

 

 

However, the Fed’s actions that pertain to Agency debt and securities have remained 

relatively unquestioned in the government debates. As explained, this is in fact what the 

government wants.  In contrast, the Fed’s ability to provide emergency lending or support to 
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individual financial firms – other than depository banks – is being restricted by the Dodd-Frank 

Act.  Specifically, the Dodd-Frank Act legislates that emergency lending by the Federal Reserve 

can no longer be provided to any “individual, partnership, or corporation” but only to 

“participant[s] in any program or facility with broad-based eligibility.” Second, “any emergency 

lending program or facility is for the purpose of providing liquidity to the financial system, and 

not to aid a failing financial company, and that the security for emergency loans is sufficient to 

protect taxpayers from losses and that any such program is terminated in a timely and orderly 

fashion.” The goal of these restrictions is presumably to reduce the moral hazard of too-big-to-

fail non-banks and to prevent taxpayer assistance for their restructuring or liquidation (which 

under other parts of the Dodd-Frank Act is proposed to be driven through the new FDIC-led 

resolution mechanism).   

 

However, Dodd-Frank places no such explicit restrictions on the Fed with respect to 

lending to the GSEs and purchasing their debt and securities, even though they are technically 

non-banks.  While there is some legal ambiguity on this matter, we conjecture that the GSEs will 

continue to have full access to the Fed under the new legislation. Explicitly imposing any 

restrictions with regard to Fed purchases of GSE debt and securities would in fact involve 

amending the Federal Reserve Act. It is worth reconsidering whether some restrictions might be 

desirable. 

 

There is little economic reason why the Fed’s lender-of-last-resort (LOLR) role should 

distinguish between a non-bank and a GSE if both pose an identical systemic threat and moral 

hazard problem. Indeed, while the systemic threat is certainly greater with the GSEs, there is in 

fact a much bigger moral hazard problem too due to their unfettered access to government 

guarantees. 

 

When the central bank of a country is, by legislation, required to support government-

sponsored enterprises, but such support is clearly ruled out for others, what is created is a 

serious lack of a level-playing field in the financial sector. As we explained in Chapter 3, this 

situation can only lead to a race to the bottom in financial risk-taking. Eventually, the 

government institutions will be bailed out more generously and will crowd out the private firms, 

as we are seeing now in mortgage markets.  Besides, the central bank may not have much 

independence precisely when it is most necessary, such as in a severe financial crisis.  
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The reforms that are required to address this predicament raise questions that go to the 

very roots of government involvement in finance and to what extent such involvement should be 

accorded a special status.  But we think such reforms are necessary. 

 

We recommend that there be a pre-authorized standby authority -- e.g., a specially 

designated liquidity facility -- in the Treasury Department.  This facility should be limited in 

scale and pre-funded by the government budget.  It should support any market-wide purchases 

of securities by the Fed when an emergency need arises in a crisis. That is, the Fed will merely be 

the agent that is executing the liquidity support, but there will already be funding that is present 

for all of these purchases.  This funding would buy back the collateral from the Fed within a pre-

specified period: say, six to twelve months. The Fed cannot hold these assets on its balance sheet 

for long. Such an arrangement would mitigate the inevitable conflict between requiring quasi-

fiscal actions by the central bank and securing its independence, while allowing for a timely 

crisis response.    

 

Unfortunately, nothing in the Dodd-Frank Act directly addresses the confounding of 

fiscal and monetary policy roles of the Fed that we have witnessed in continuing resolution of 

the crisis.   

 

6.6. Summary 

 

In times like these, one cannot escape the thought that the Fed will ultimately have to 

inflate away government debt if the Treasury does not cut back soon on spending or raise taxes. 

In other words, rather than the Fed using its monetary policy toolkit to anchor inflation 

expectations, these will be set by the government’s debt or fiscal policy. The Fed will be printing 

money and setting interest rates to target the value of government debt.46 When monetary policy 

and fiscal policy in the economy get so intertwined, what exactly is meant by the independence 

of the Fed? Most economists would, however, want the Fed’s decision-making powers to remain 

independent and focused on the economy’s long-term growth and price stability objectives.  

Bringing the GSE debt and risks explicitly into government budget planning will most likely lead 

to restrictions on their growth and reductions in the fiscal deficit. It would also make it more 

likely that the Fed’s monetary policy remains independent in the future.  If needed, the Treasury 

should set up a separate and pre-funded “bad bank” for difficult GSE assets with the sole task of 

liquidating them over time in private markets. 
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Given the Fed’s multiple roles in attempts to resolve the crisis, the Federal Reserve 

Governor Ben Bernanke has been calling on the Congress for an action plan on the reforms at 

least since February of 2010:  

 

"The sooner you get some clarity about where the ultimate objective is, the better."   

 

For now, the worry is that just like Fannie and Freddie, the Fed too is being asked – or 

required – by the government to perform too many roles, often conflicting ones.  We know how 

this ended up for Fannie and Freddie.  It should not happen to the Fed. 
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Chapter 7: How Others Do It 

 

“The U.S. economy, once the envy of the world, is now viewed across the globe with suspicion. 

America has become shackled by an immovable mountain of debt that endangers its 

prosperity and threatens to bring the rest of the world economy crashing down with it. The 

ongoing sub-prime mortgage crisis, a result of irresponsible lending policies designed to 

generate commissions for unscrupulous brokers, presages far deeper problems in a U.S. 

economy that is beginning to resemble a giant smoke-and-mirrors Ponzi scheme. And this has 

not been lost on the rest of the world.  

 

- Hamid Varzi, "A Debt Culture Gone Awry," International Herald Tribune, August 17, 

2007. 

 

In this chapter we take a brief look at housing markets beyond the U.S. borders. While 

countries organize their housing and mortgage markets quite differently across the globe, very 

few have the level of government support for home ownership of the United States.  Indeed, 

none have institutions quite like Fannie Mae and Freddie Mac (and the extensive apparatus of 

other government-sponsored enterprises). This makes other countries interesting cases to study 

when considering a radical overhaul of the United States’ housing finance system. Is a high level 

of government participation in mortgage markets necessary?   

An important conclusion is that many countries with less government involvement in 

housing finance institutions, when compared to the U.S. experience, have comparable home 

ownership rates and comparably affordable housing. It also is the case that the extensive 

government intervention in housing markets in the U.S. has not helped avoid a large drop in 

mortgage market activity and in house prices during 2006-2010 compared to other countries. In 

fact, house prices fell by less and the rebound was stronger almost everywhere else, with the 

exception of Ireland and Spain.   

 It is indeed paradoxical that the country with the most vibrant private market for raising 

equity has the greatest government presence in mortgage-related fixed-income markets.  But 

this may precisely be the reason that its equity markets have remained relatively robust to the 

Great Recession, but that the mortgage markets continue to remain moribund in spite of the 

(even) greater government presence than in the past. 

 

 

http://www.iht.com/articles/2007/08/17/opinion/edvarzi.php�
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7.1 Housing Finance Institutions and Home Ownership across the Globe 

 

Housing finance differs markedly across the world along several dimensions. Here is a 

brief account of the important differences. 

 

7.1.1 Who Funds Mortgage Credit? 

 

There are three major funding models for mortgage credit in developed economies.  

 

The first one is the deposit-based system, where banks originate mortgages funded by 

deposits and hold the mortgages on their books. Figure 7-1 shows that this “old model of 

banking” is still the dominant type of mortgage finance in most countries outside the United 

States. The benefit of this system is that the lender retains the risk of mortgages and has 

appropriate incentives at the time of origination.  The cost, as generally argued, is that this 

originate-to-hold model renders mortgages illiquid and limits mortgage funding to the supply of 

deposits and other liabilities that are issued by banks and other depository institutions.  Also, if 

the depository institutions originate and hold fixed-rate mortgages, they are likely to be plagued 

by the interest-rate risk that engulfed the U.S. savings and loan industry three decades ago. 

 

The second type is the “new model of banking,” where loans are no longer held on banks’ 

balance sheets, but are originated to distribute in the form of mortgage-backed securities (MBS).  

Figure 7-1 shows that, as of 2005/06, the U.S. had the largest securitization share (higher than 

50% of all originations), while no other country exceeded 25%. Only Australia and Canada have 

sizeable MBS markets. The new model of banking became popular as a way of providing 

liquidity to mortgage markets, but it has always been questioned on incentive grounds: that the 

“originate-to-distribute” model implies that original mortgage lenders do not have enough “skin 

in the game” to originate well. More recently, as a result of the financial crisis, researchers have 

added to the chorus of criticisms by arguing that this new model is more fragile than traditional 

banking and more subject to regulatory arbitrage (i.e., exploiting loopholes in capital 

requirements between different regulatory regimes).47

 

  

The third major form of mortgage finance is the “mortgage or covered bond,” popular in 

Continental Europe, especially in Denmark, Germany, France, and Spain. Covered bonds are 

issued by banks and share many features with MBS, but also differ in important ways. Most 
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importantly, investors in covered bonds have a general claim on the issuing bank; but in the 

event that the issuing bank defaults, the investor can claim the underlying mortgage collateral. 

(This structure is similar to the structure of “repo” transactions and advances from the Federal 

Home Loan Bank System to its members.) This structure provides two layers of protection for 

the covered bond investor: the bank’s equity, and the housing collateral. 

 

The covered bond model has another advantage relative to the MBS model: When a 

Danish mortgage bank grants a mortgage, it is obliged to sell an equivalent bond with a maturity 

and cash flow that matches those of the underlying loan almost perfectly. When the price of that 

bond falls, the homeowner can purchase that bond to partially pay off her mortgage. This 

mechanism prevents the kind of price drops in the securitization market that the U.S. has 

experienced. As such, the covered bond markets seem to offer a liquidity benefit attributed to 

securitization but also to contain the moral hazard in lending (due to full recourse to the issuing 

bank’s balance sheet).  

 

Figure 7-1: Mortgage Funding in Various Countries 
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7.1.2 Types of Mortgage Products 

 

Table 7-1 shows the typical mortgage characteristics in different countries (columns 2-5) 

and the types of mortgage products that were available (the last three columns) as of 2005.  In 

the United States, the standard mortgage product is the 30-year fixed-rate, self-amortizing, pre-

payable mortgage. Nominal payments are fixed, and borrowers are protected from fluctuations 

in interest rates. If rates rise, payments are unchanged. If rates decline, borrowers typically have 

the option to refinance at no explicit cost (except for the normal transactions costs of the 

refinance process).  The market share of fixed-rate mortgages (FRMs) fluctuates over time, but 

has averaged around 70% in the United States.48

 

 Denmark, the home of the covered bond, is the 

only other country where the pre-payable 30-year FRM is widely popular.  

Table 7-1: Mortgage Terms across Different Countries49  

 

 

In many other countries, such as the United Kingdom, Canada, and Australia (which also 

have reasonably well-developed securitization markets), long-term fixed rate mortgage products 

are not widely available. The default product is an adjustable-rate mortgage (ARM), where the 

interest rate is tied to the short-term government interest rate, or a “hybrid mortgage”, which 
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has a short initial period of a fixed rate followed by an extended period of variable rates. The 

latter are popular in Canada, Germany, and the Netherlands. Japan has fixed-term loans, where 

the borrower has the option to choose a new fixed rate or an adjustable rate at the end of the 

first fixed-rate period. Also, many countries have prepayment fees (last column).  

 

The dominant form of mortgage is closely tied to the funding mechanism. In countries 

with deposit-based funding, adjustable rate products are more common because they provide 

the banks that hold the mortgages on their balance sheets with a better match for their short-

term adjustable rate deposits, exposing the banks to less interest-rate risk. In contrast, 30-year 

pre-payable mortgages expose banks to substantial maturity mismatch and interest-rate risk. 

These risks are hard to hedge. Hence, banks are eager to sell off such loans to the secondary 

market in the form of MBS, rather than holding them. This is true for the United States and 

Denmark although, as mentioned in chapter 2, a considerable amount of MBS were held within 

the banking sector .  In the United States, the government support through the GSEs was crucial 

to get the securitization market off the ground in the 1970s.  In the U.K. also, where banks have 

begun to employ various forms of securitization to fund mortgage risks, there has been some 

rise in the fixed-rate and hybrid-form mortgages. 

 

7.1.3 The Size of Mortgage Markets 

 

Table 7-1 also indicates large differences in how much mortgage debt households are 

taking on, relative to the size of the economy. In Italy and Korea, mortgage debt is below 15% of 

GDP, whereas in the Netherlands it is 100% of GDP. Updated numbers show that Denmark’s 

ratio had grown to 95% by 2008, comparable to the Netherlands’ ratio of 99%. The U.K. and 

Ireland both had mortgage-debt-to-GDP ratios of 80%. For comparison, the U.S. mortgage-

debt-to-GDP ratio at the end of 2008 was 92%, twice as high as the EU average (27 countries) of 

47%. Some of this size difference is attributable to the fact that countries such as Denmark, 

Germany, and Italy maintain a minimum 20% down payment requirement (or a maximum 80% 

loan-to-value ratio; see Table 7-1).  Nevertheless, as numbers for Denmark and Netherlands 

illustrate, the U.S. is no outlier given its much larger government involvement, to which we turn 

next.  
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7.1.4 The Extent of Government Support, and Home Ownership Rates 

 

Clearly, the United States is an outlier in its government involvement in mortgage 

markets, providing much more support than does any other country. We discuss the various 

programs to support home ownership in Chapter 9, and of course, there are the GSEs.   While 

many countries have affordable housing programs for low-income households, like the Federal 

Housing Administration (FHA) in the United States, very few have GSE Godzillas like Freddie 

Mac and Fannie Mae. Two exceptions are Canada and Japan, but the market share of 

government-backed institutions is significantly less than that of the U.S., and the securitization 

market is substantially smaller to begin with. In particular, since 1945, the Canada Mortgage 

and Housing Corporation has insured the principal and interest on around $135 billion of first 

residential mortgage loans, a far cry from what Fannie and Freddie have guaranteed.  And in 

Japan, the Government Housing Loan Corporation directly lent to households, but has been 

replaced by the Japan Housing Finance Agency to focus on securitization instead. 

 

Importantly, unlike the experience in the United States, none of the GSEs of other 

countries have experienced exceptional losses or required government capital injections. The 

reason is that none of these institutions takes on significant credit and interest rate risk, as they 

have limited or no investment portfolios, and none has a formal affordable housing policy 

mandate (like Fannie and Freddie’s mission goals). Ultimately, the U.S. government’s being 

hand-in-glove with the GSEs, rather than at arm’s length, has allowed these institutions to grow 

to a size and complexity where the financial markets perceive them to be guaranteed fully for all 

practical purposes.  This has lowered the GSEs’ cost of borrowing and allowed them to grow 

even further.  Hence, in spite of experiencing similar housing price collapses to that of the U.S., 

no other country faces the uphill task of overhauling mortgage finance and reconsidering the 

extent of government involvement.  

 

 Because home ownership has been such an important goal in the U.S., one might argue 

that (at least some of) the trauma might have been worthwhile, because all of the subsidies and 

policies might have allowed the U.S. to have a far superior home ownership rate, as compared to 

that in other developed countries.  As the data in Table 7-2 indicate, this is simply not the case.  

Other developed countries (Germany is the lone substantial outlier in the table) have been able 

to sustain comparable or even higher rates of home ownership, without the elaborate subsidies 
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and policy apparatus that has characterized U.S. housing policy and mortgage finance policy.  

And to the extent that home ownership rates also are indicative of comparative house 

affordability, the same conclusion stands. 

 

Table 7-2: An International Comparison of Home Ownership Rates 
Rank  Country  Ownership Rate  Date  Source  
1  Singapore  89%  2009  Statistics Singapore  
2  Spain  85%  2008  European Mortgage Federation  
3  Iceland  83%  2005  Statistics Iceland (HES survey)  
4  Belgium  78%  2007  European Mortgage Federation  
5  Norway  77%  2001  UN Economic Commission for Europe  
6  Portugal  76%  2007  European Mortgage Federation  
7  Luxembourg  75%  2008  European Mortgage Federation  
8  Ireland  75%  2009  European Mortgage Federation  
9  Chile  73%  2002  UN Housing Policy  
10  Italy  72%  2007  INSEE and Eurostat  
11  Israel  71%  2004  UN Economic Commission for Europe  
12  Australia  70%  2006  Australian Bureau of Statistics  
13  England  68%  2010  Building Societies Association  
14  Canada  68%  2006  Statistics Canada  
15  Sweden  68%  2008  European Mortgage Federation  
16  New Zealand  68%  2001  Statistics New Zealand  
17  United States 67%  2009  US Census Bureau  
18  Japan  61%  2003  Japan Statistical Yearbook 2005  
19  Finland  59%  2008  Statistics Finland  
20  Czech Republic  59%  2007  European Mortgage Federation  
21  France  57%  2007  European Mortgage Federation  
22  Netherlands  57%  2008  European Mortgage Federation  
23  Austria  56%  2009  Statistics Austria  
24  Denmark  54%  2009  European Mortgage Federation  
25  Germany  46%  2007  INSEE and Eurostat  
26  Switzerland  35%  2000  Statistics Switzerland  
 
Source: Alex J. Pollock, Testimony before the Subcommittee on Security and International 
Trade and Finance, Committee on Banking, Housing and Urban Affairs, U.S. Senate, September 
29, 2010 
 

7.1.5 Bankruptcy Legislation Relating to Mortgage Defaults 

 

In the U.S., many states legislate that a mortgage lender has no recourse to any other 

assets besides the house when a borrower defaults on her mortgage.50 In other U.S. states, there 

is recourse, but only through a complicated and lengthy court process that banks in practice 

often forgo. In sharp contrast, many countries in Continental Europe have unlimited recourse: 

not only to all of the other assets of the delinquent borrower, but also to her future wages. 

Research has shown – and it is common wisdom – that countries with stronger recourse upon 
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default experience fewer mortgage foreclosures. Put simply, homeowners in Belgium do not 

default on their mortgages because lenders will come after everything that they own plus all 

future wages until the debt is fully repaid.  Such recourse also makes it easier to repossess the 

house if necessary (it is faster and less costly). For example, Denmark’s legal system with 

“enforcement courts” makes it easier for a bank to seize the home of a defaulter, whereas the 

U.S. foreclosure process is deemed to be rather cumbersome (except in the “one action statute” 

states of California, Idaho, Montana, Nevada, New York, and Utah, where the lenders are only 

permitted a single lawsuit to collect mortgage debt, following which they typically must take 

foreclosure action).  

Having noted these important differences in how mortgage markets work in different 

countries, it is interesting to consider how they fared during the recent credit cycle. 

 

7.2 The boom-bust cycle across the globe 

 

The financial crisis and the Great Recession of 2008-2009 were a worldwide 

phenomenon. However, the United States and Europe were hit much harder than were the 

developing economies in Asia and Latin America: notably China, India, and Brazil. The 

developing economies experienced sharp stock market crashes in 2008 but rebounded 

dramatically in 2009.  The same holds true for the decline in housing markets.  There has, 

however, been considerable variation in the boom-bust cycle of housing credit and prices even 

among the developed economies.  An important question is whether there is any systematic link 

between the institutional setup of housing finance in these countries and how well the housing 

and mortgage markets held up during the crisis.  

 

Table 7-3 shows the evolution of house prices around the world. In every country, house 

prices are normalized to be 100 in the first quarter of 1996. The second column shows the level 

of house prices at the peak of the housing boom, as well as when house prices peaked. Ireland 

had the largest run-up, with house prices more than quadrupling by 2007.Q1. Britain and Spain 

also saw house prices more than triple. Australia and France come in just before the United 

States. Canada had a much more modest boom than the U.S., while Germany and Japan had no 

boom at all. In fact, house prices in both countries were falling rather than going up. 

 

The bust hit the U.S., the U.K., Ireland, and Spain especially hard. House prices in 

Ireland and Spain are now at their lowest point since the decline started. Compared to the 34% 



 96 

fall from the peak in the United States, house prices fell 35% from peak in Ireland, 18% in 

Britain, and 13% in Spain. In sharp contrast, Canada, Australia, France, and Germany all but 

avoided a downturn in housing markets. While there was a housing boom globally, it is clear 

that the boom-bust pattern was most severe in the U.S., the U.K., Ireland, and Spain. 

 

The recovery also seems to be proceeding at different speeds across the globe. In sharp 

contrast with the slow recovery in house prices in the United States (+4.5% in 2010.Q1 

compared to a year earlier) or the declines in Ireland (-11.0%) and Spain (-4.7%), Singapore 

(+38%), Hong Kong (+28%), Australia (+20%), South Africa (+15%), and China (+12%) have all 

seen strong growth. Even Britain has seen increases in house prices of nearly 9% over the last 

year, reversing the bust. Based on historical price-rent ratios, this latest run-up leaves house 

prices at elevated levels relative to rents in several countries. The Economist calculates “over-

valuation” as of August 2010 of 61% in Australia, 54% in Hong Kong, and 34% in Britain, 

causing concerns of froth in these housing markets. In response, Australia, Singapore, Hong 

Kong, and China have raised interest rates or have tightened borrowing requirements. In 

contrast, house prices-to-rent ratios in the United States are 6.5% below their long-term 

average. Japan never recovered from the real estate bubble of 1989, and its housing is now 35% 

cheaper than the historical average.  

 

Table 7-3. House Price Boom and Bust Across Countries 

1996.Q1 = 100 Peak Trough Current (2010.Q2) 

Ireland 420 (2007.Q1) 275 (2010.Q2) 275 

Britain 350 (2007.Q4) 290 (2009.Q1) 325 

Spain 310 (2008.Q1) 275 (2010.Q2) 275 

Australia 290 (2008.Q1) 275 (2009.Q1) 340 

Denmark 270 (2007.Q3) 220 (2009.Q2) 225 

France 255 (2008.Q1) 235 (2009.Q2) 240 

United States 240 (2006.Q2) 160 (2009.Q1) 165 

Canada 170 (2008.Q2) 160 (2009.Q2) 165 

Japan 100 (1996.Q1) 60 (2010.Q2) 60 

Source: The Economist 

 

What are the contributing factors to this cross-country variation in the boom-bust 

pattern and subsequent recovery? 
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Mortgage credit growth was perhaps the important facilitator of fast house price 

appreciation during the boom. There was rapid growth in the ratio of mortgage debt to GDP 

between 1998 and 2008 in many countries: 53% in Ireland, 38% in Spain and in the 

Netherlands, 30% in the U.K., but only 16% in France, 12% in Italy, and even -6% in Germany.  

As in the U.S., houses prices rose much faster than did incomes in Spain, Ireland, the U.K., New 

Zealand, and even France, forcing households to increase their debt levels to afford housing. 

With 1996 as a benchmark year (100), the house price to average income ratio climbed to 270 in 

Ireland, 200 in New Zealand, 170 in Spain, 160 in Australia, 150 in Japan, and 130 in the United 

States. Germany is the exception, with house prices falling 20% compared to income between 

2004 and 2009.  

 

The deterioration of lending standards was another significant factor.  We discussed this 

phenomenon in the U.S. in detail in Chapter 3. No other country saw a comparable slide in the 

quality of mortgages that were issued. The main reason is that the subprime market did not 

develop to the same extent in other countries, due to stricter regulation of the financial sector 

and its better enforcement,51

 

 the absence of a formal government mandate to encourage 

affordable home ownership, and the small presence (if any) of government-sponsored 

enterprises in mortgage markets. This may have prevented a U.S.-style race-to-the-bottom. 

In the aftermath of the crisis, many countries saw a tightening of mortgage lending 

standards, including countries that saw a smaller deterioration in standards during the run-up. 

In the U.S., 65% of lenders reported tightening standards, while that number was 80% in the 

Netherlands. The use of 100% LTV loans and limited documentation loans has essentially 

disappeared around the globe (both the U.S. and the U.K. featured a significant increase in such 

loans during the credit boom).   The almost complete collapse of private-sector mortgage 

lending and securitization (in the non-conforming segment) was also unique to the U.S.  And 

while similar to the U.S., the U.K. saw a 30% drop in lending during and right after the crisis, 

Denmark saw no drop-off in volume. 

 

Finally, another factor has affected the speed of recovery of housing markets: whether 

the mortgage credit boom was a purely financial phenomenon or was also accompanied by a 

construction boom that led to an oversupply of homes.  In the U.S. and Spain, there was at least 

in hindsight a massive misallocation of economy’s resources to construction.  The oversupply is 
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contributing to the substantial unemployment rate in Spain and the U.S. at present. It has even 

led the chief economist of Fannie Mae to call for tearing down some housing developments built 

during the boom.  In contrast, there was not as much of a construction boom in the U.K. 

(apparently thanks to a somewhat more bureaucratic planning office).  The lower inventory of 

housing has facilitated the house price recovery there.   Hence, while house prices rocketed 

skyward with the easing of credit and bottomed when credit tightened, there is no shadow 

inventory of excess houses that would prevent the normal demand-based recovery of house 

prices. 

 

7.3. “Bad Banks” – Ring Out the Old, Ring in the New! 

While not all countries have the misfortune of having created behemoths out of 

government-sponsored enterprises, many have their own share of misguided policies for 

federal- or municipal-owned banks and in general for the regulation of the financial sector. 

One of the first banks to collapse and be bailed out in the financial crisis of 2007-09 was 

the German Sachsen Landesbank. The bank had provided credit guarantees of more than three 

times its equity capital to off-balance sheet vehicles, which were funded by short-term debt and 

invested in long-term and illiquid credit assets.  The bank was unable to fulfill promises under 

these guarantees and was rendered insolvent, not unlike Fannie and Freddie. Germany in fact 

has a large number of such regional banks (called Landesbanken), which are owned by state 

governments.  Many of these were “bad banks” that were set up in previous crises to deal with 

poor quality assets. Before 2005, the Landesbanken operated with guarantees by their 

respective state governments, which significantly lowered their funding costs.  In 2001, the 

European Union (EU) decided that such guarantees violated EU competition law and required 

the state governments to abandon state guarantees by 2005.  However, all debt issued prior to 

2005 still benefited from grandfathered state guarantees until 2015.   

As a result, many Landesbanken issued debt – indeed, aggressively so – before 2005 in 

order to avail themselves of their last chance to raise financing at lower funding costs.  However, 

what were the Landesbanken to do with this financing? In search of a “new business model”, 

they plunged headlong into the residential and commercial mortgages of the U.S., the U.K., and 

the rest of Europe, taking on tremendous leverage (in fact several times that of Fannie and 

Freddie). They collapsed in August 2007, on the first day that the markets worried about the 

quality of assets and guarantees backing the special purpose vehicles.  
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On the one hand, the fate of German Landesbanken illustrates the reach of global capital 

markets.  The U.S. and the U.K. housing booms were fueled – and put at risk – by not just their 

domestic financial sectors but also foreign ones. On the other hand, it illustrates the risk of 

government institutions’ veering away from their original mission, and placing vast amounts of 

tax-payer money at risk due to the combination of subsidies and guarantees.   

The conditions at the Spanish Cajas – savings banks that were originally aimed at 

creating the habit of thrift amongst the very poor but that evolved out of this charitable objective 

to become private commercial banks – has not been much different. The Cajas fueled the credit 

and construction boom in Spain, with their lending standards’ highlighting the poor governance 

of government-owned financial institutions and the collective risk from them even when each is 

individually small.  In fact, due to competition from local Cajas, the large global Spanish banks 

struggled somewhat unsuccessfully to get their hands into the housing cake -- something that 

turned out to be a boon in disguise.  Large Spanish banks such as Santander entered the crisis 

with robust balance sheets and have in fact been the purchasers of last resort in the financial 

sector of other countries. 

 These failed government enterprises – Fannie and Freddie, the Landesbanken, the Cajas, 

and the like, all of which were set up with an initial government mission, followed by a “mission 

creep” and eventually the mission going awry -- are now being addressed or overhauled (or, at 

least, are being brought under greater scrutiny).  The emerging risk, however, is that the 

resolution of other failed private institutions with massive government recapitalization or 

outright nationalization is creating a new vintage of government-owned financial firms.  

 

 In the U.K. Northern Rock, one of the top five mortgage lenders, was heavily exposed to 

U.S. subprime mortgages. Not being able to roll over its short-term funding, it received a 

liquidity lifeline from the Bank of England in September 2007, and promptly suffered the first 

bank run in the U.K. in 150 years. It collapsed and was nationalized in February 2008. In 

January 2010, the bank was split into a “bad bank,” which contains the assets, and a “good 

bank,” which continues the banking activities. The U.K. Treasury also infused £37 billion ($64 

billion) of new capital into the Royal Bank of Scotland Group plc, Lloyds TSB, and HBOS plc, to 

avert a financial sector collapse in October 2008. The government provided more loan 

guarantees to the banking system in January 2009 in an effort to restart personal and business 

lending. After experiencing massive losses, the government’s stake in RBS was raised to 84% in 
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November 2009. The question of when the government will exit these stakes is constantly under 

debate. 

 

Similar emergency recapitalizations occurred throughout Europe (Fortis in Belgium, 

Luxembourg, and the Netherlands, Commerzbank in Germany, and Anglo Irish bank and the 

Bank of Ireland in Ireland).  For instance, with its banking sector particularly exposed to real 

estate debt and suffering from collapsing real estate prices, Ireland was the first European 

Union country to create a “bad bank”: the National Asset Management Agency (NAMA) in 

November 2009. It bought 77 billion euros in toxic real estate loans from Irish banks for about 

50 cents on the dollar. These loans were purchased by issuing additional government debt, 

explicitly accounting for the cost on the budget. The low prices, compared to the book values of 

these assets, caused new capital shortfalls in the summer of 2010.  

 

And the saga continues… Many large banks of Western European countries are either 

explicitly owned by the government, are being run as “bad banks” of this crisis, or are living only 

due to oxygen provided by asset or debt guarantees from the government.  Will these 

institutions in due course sow the seeds of the next financial crisis?  More likely than not.  For 

now, the proportion of finance that is controlled by Western European governments – just like 

the GSEs in the United States – is only rising. Even if global economic growth rebounds to 

propel us out of the economic malaise, this footprint of the government interventions may come 

to haunt us, and every effort should be made to erase it in good times. 
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Chapter 8: How to Reform a Broken System 

 

“[A]s the housing and mortgage markets recover, the Fed’s support for the GSEs will end, and 
private capital will return.  Fannie and Freddie should not then be allowed to revert to their 
old form, crowding out private competition and putting taxpayers on the hook for failure 
while shareholders benefit from success… At a minimum, the GSEs should be restructured to 
eliminate the systemic risk they posed.  An easy way to address this is to shrink them by 
reducing their investment portfolios – and their huge debt loads.  I also believe that their 
mission should be curtailed significantly to reduce the subsidy for homeownership that helped 
create the crisis.  It is important to leave room for a robust private-sector secondary mortgage 
market that serves the taxpayers and homeowners equally well.” 

 

- Henry M Paulson, Jr., ex-Treasury Secretary, in On the Brink, 2010, Business Plus. 

 

While Chapters 5 and 6 provided the pros and cons of having the GSEs as a policy tool in 

the midst of a crisis, this chapter focuses on how we envision fixing the GSEs in the long run.  It 

is clearly a formidable task; but, as the various quotes in this book have reminded us,  many 

minds have thought about the problem for more than a decade – in relatively quiet times and 

also in turbulent ones – and arrived at common solutions.  They seem to suggest a retrenchment 

of the government role in mortgage finance in order to enable private markets in securitization 

to grow and flourish.  Yet, we run the real risk that the current condition of the housing markets 

might in the end lead to a government decision that does not resist the temptation of using the 

GSEs for one more function: propping up the housing market in a crisis rather than contributing 

to one. 

We outlined the many roles that the GSEs have played: as a tool for promoting 

homeownership, as a tool to fight income inequality, as a tool to fight foreclosures, and even as a 

monetary policy tool. By combining all of these functions, the GSEs were unfit to conduct any 

one of their functions well. And they became gigantic and complex institutions that were too-

big-to-fail. The securities that they issued or backed represented the largest fixed income market 

in the world at the time (now the Treasury market is slightly larger). Any substantial loss of 

value would do considerable harm to their largest holders: the financial sector and other 

countries. This reality adds further pressure to the federal government to continue to prop up 

the housing market. We argue that this is an unsustainable and undesirable state of affairs. A 

viable long-term solution must radically overhaul the housing finance system in the United 

States and build it back from the ground up. 
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The goal of reforming the housing finance is to ensure an efficient mortgage market, 

both in primary (origination) as well as in secondary mortgage markets.  If the origination 

quality of the mortgages in MBS pools is poor, secondary markets can suffer from severe 

information problems. Conversely, if secondary markets are illiquid or systematically under-

price risk, they provide incentives to mortgage lenders to originate poor quality loans. Hence, by 

an “efficient” mortgage market, we have in mind a housing finance system that: 

(i) does not engender moral hazard issues in mortgage origination and 

securitization;  

(ii) corrects any market failures if they exist; notable in this case is the externality 

from undertaking too much credit and interest rate risk as this risk is inherently 

systemic in nature; 

(iii) maintains a level-playing field between the different financial players in the 

mortgage market to limit a concentrated build-up of systemic risk; and,  

(iv) features market pricing of risks as well as charging for implicit or explicit 

government guarantees.  

Based on Chapters 1-5 of this book, there should be little doubt that the current mortgage 

finance system falls far short of these goals. In particular, moral hazard is rampant as financial 

institutions – the GSEs, other large and complex financial firms, and FDIC deposit institutions- 

load up on mortgage risk knowing that they are insulated from its full consequences. Indeed, 

economists Nadezhda Malysheva and John Walter at the Federal Reserve Bank of Richmond 

find that 58% of all liabilities of the financial sector now come under a safety net. Because this 

safety net either is not priced or is underpriced, large distortions occur, such as subsidized 

financing of financial firms and the loss of market discipline. Somewhat perversely, the problem 

is all the more worsened by the financial firms’ becoming systemically important and thus too-

big-to-fail: The implicit government guarantee gets more ingrained, and the negative impact is 

that much more. And rather than the regulatory system’s discouraging this behavior, it is 

actually encouraged. The combination of GSEs and commercial banks or thrifts in a securitized 

mortgage finance system has less than 30% of the capital requirements of traditional banking. 

No wonder we are where we are. 

It should be clear then that mortgage markets operate in the broader context of the 

financial system and its existing infrastructure and regulation. The Dodd-Frank Act of 2010 is 

likely to affect this broader context in non-trivial ways by regulating origination, securitization, 
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and rating aspects of mortgage finance. Given the undesirable state of mortgage finance in the 

U.S. at the present moment, transition issues must be addressed on the road towards the desired 

long-term reform. 

How much – and in what form – should government involvement persist in the long-

term reform of mortgage finance?  As a fundamental principle, government involvement should 

only be present to the extent that it improves the efficiency of the reformed housing finance 

system, as outlined above.  This is the best way to minimize costs to taxpayers, in sharp contrast 

with the seemingly endless losses that we witnessed with Fannie and Freddie. Such an efficient 

system can restore liquidity in the moribund markets for mortgage-backed securities (MBS), 

facilitate efficient risk-sharing across different institutions and households, and support a wider 

availability of fairly-priced mortgages. 

Recall that the GSEs currently perform two functions: (1) Portfolio or investment 

function, in which they buy and retain mortgages and mortgage-backed securities; and (2) 

Guarantee function, in which they underwrite the credit risk of mortgages to facilitate the pass-

through of their interest and principal payments to capital market participants and financial 

firms.  Also, the GSEs operate in two markets:  (1) Conforming mortgages (subject to size limits, 

low LTVs, high credit scores, good income coverage ratios, etc.); and (2) Nonconforming 

mortgages (the rest).  We will explain below that these two functions and the two markets 

require slightly different reforms to ensure that our efficiency criteria are met.  

Our preferred reform proposal involves the following steps: First, the proprietary trading 

function of the GSEs needs to be discontinued entirely. Second, we discuss how to structure the 

guarantee function of the GSEs. It should be reworked to better balance systemic risk, efficient 

pricing, and market discipline. One of the conclusions is that public guarantees should be 

restricted to conforming mortgages. Therefore, the final set of recommendations discusses how 

to deal with non-conforming mortgages and, in particular, where these mortgages fit into the 

broader regulatory structure of the Dodd-Frank Wall Street Reform and Consumer Protection 

Act of 2010.  In Chapter 9, we discuss the economics of subsidizing home ownership. We 

recommend that the government’s affordable home ownership objectives be substantially 

shrunk in size, remain pre-funded at all times, and be housed in the Federal Housing 

Administration (FHA) and/or elsewhere in the Department of Housing and Urban Development 

(HUD) instead of being entangled with the objective of developing a healthy secondary market 

for mortgage securitization. 



 104 

8.1 Discontinue the Investment Function of the GSEs 

As we discussed in detail in Chapter 1, the GSEs not only guarantee conforming 

mortgages held by other investors, but they also actively invest in a large portfolio of mortgage 

assets: the so-called retained portfolio. At the end of 2009, Freddie and Fannie either 

guaranteed or owned $5.39 trillion dollars in mortgages, fully $1.71 trillion of which (27% of the 

total) was owned in portfolio. This 27% retained mortgage share is down from 44% in 2002, but 

is only slightly below the 2008 all-time dollar high of $1.76 trillion.  

The rationale for this retained portfolio was to promote liquidity in the secondary 

mortgage market. Higher liquidity, it was believed, could make secondary mortgage markets 

more efficient and would ultimately trickle down to homeowners in the form of lower mortgage 

rates. We believe that this reasoning is obsolete at best and probably false. It is obsolete because 

the market for conforming mortgage-backed securities is one of the largest and most liquid fixed 

income markets in the world. By now, markets have had almost 40 years of experience in 

trading conforming mortgage-backed securities. We believe that they do not need continued 

liquidity support in the form of proprietary trading purchases from the GSEs. It is potentially 

false, because there is no evidence for a direct link between the size of the GSE portfolios and the 

liquidity of secondary mortgage markets.52

In reality, the retained portfolio management business became the cash cow of the GSEs. 

Rather than making markets more liquid, it had as its true objective to make money for the 

shareholders, traders, and CEOs of the GSEs, just as is true of any other hedge fund. The CEOs 

gained enormously: Richard Syron of Freddie Mac and Daniel Mudd of Fannie Mae each took 

home $28 million in 2006 and 2007 alone. Ominously, these were exactly the years that the 

GSEs ramped up the risk of their portfolios the most.  Even under the current conservatorship, 

compensation seems excessive.  For 2010, the Treasury Department and the Federal Housing 

Finance Agency approved CEO compensation of $6 million each, including $2 million incentive 

payments for each executive. In sharp contrast, Benjamin Bernanke, the chairman of the Federal 

Reserve earns $191,000 per year, or 30 times less.  

 

The nature of the retained portfolio business invites comparison with the hedge fund 

industry. To put the GSEs’ $1.7 trillion retained portfolio into perspective, the total assets under 

management of the entire hedge fund industry were $2 trillion at the end of 2009. Given 

aggregate leverage ratios around five, this means that hedge function industry has a balance 

sheet on the order of $10 trillion. The largest hedge fund in 2009 was Bridgewater Associates 

with $38 billion. Freddie and Fannie’s trading operation therefore was around 20% as large as 
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the entire hedge fund industry, and the two GSEs were magnitudes bigger than the largest hedge 

fund. 

The level of sophistication of the GSEs’ trading function rivaled that of premier hedge 

funds. They employed sophisticated quantitative models for predicting the performance of 

mortgage loans, and they used large derivative positions to manage interest rate and default 

risk. This trading function generated enormous revenues: about $28 billion in each of 2002, 

2003, and 2004. After a dip, the 2009 trading revenue was $31 billion in 2009. In fact, 

throughout its history net interest income (from such investment activities) has surpassed 

guarantee fee income (from the traditional guarantee business). Over the past 15 years, trading 

revenues represented on average 73% of all revenues. 

Like many hedge funds, the GSEs increased the riskiness of their mortgage portfolios in 

the years leading up to the crisis. They purchased $227 billion worth of subprime and Alt-A 

mortgage-backed securities in 2006 and 2007, in addition to possibly $500 billion more of high-

risk mortgages that were not classified as such.    

Until the crisis of 2007-2009, the GSEs appeared to be highly profitable compared to 

almost any other financial institution including most hedge funds, as witnessed by their return 

on equity (even though they were losing the race to the bottom, which we outlined in Chapter 3). 

Freddie’s ROE averaged 23% per year from 1977-2006 and Fannie’s averaged 17%. In the last 

ten years of this period, Fannie’s ROE was 23%. Part of this stellar performance is attributable 

to their ability to borrow at below-market rates because of their implicit government backing 

(see Chapter 1), and part is due to the GSEs’ taking on tail risk, earning consistent spreads in 

normal times albeit at the risk of significant losses during an economic downturn. 

Our first long-term policy recommendation is to discontinue the trading function 

of the GSEs. We believe that there is no role for a gigantic government-sponsored hedge fund 

that trades in mortgage-related contracts. The trading function in many respects highlights the 

worst aspects of a “privatize the gains, socialize the losses” entity. By being able to borrow 

cheaply, the GSEs invested in a highly levered portfolio of increasingly risky mortgages to boost 

profits. When the credit risk that they took on materialized, the tax payer was stuck with a huge 

bill, a significant proportion of which represents the losses of the retained mortgage portfolios.  

 

8.1.1 Transition 

What to do with the $1.7 trillion portfolio of assets? We envision that the government 

could slowly wind down the assets on the GSEs’ balance sheets -- for example, by corralling 

them into a “GSE Resolution Trust Corporation” (GSE RTC). A similar structure was established 
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during the savings and loan (S&L) crisis in the late 1980s and early 1990s in the United States 

and during banking crises in other countries (e.g., Sweden in the early 1990s).  

Specifically, the Resolution Trust Corporation (RTC) was set up after the S&L crisis in 

1989 with the intention of being a “bad bank” (technically a United States government-owned 

asset management company). It took over the loss-ridden assets (which included commercial 

properties, commercial mortgages, and residential mortgages) of troubled S&Ls and was 

charged with the business of liquidating these assets. In six years, the RTC closed or otherwise 

resolved 747 thrifts with total assets of $394 billion. In 1995 its duties were transferred to the 

reformed and empowered Federal Deposit Insurance Corporation (FDIC). The RTC pioneered 

the use of so-called “equity partnerships” to help liquidate the real estate and financial assets 

that it inherited from insolvent thrift institutions. While a number of different structures were 

used, all of the equity partnerships involved a private sector partner’s acquiring a partial interest 

in a pool of assets, controlling the management and sale of the assets in the pool, and making 

distributions to the RTC reflective of the RTC’s retained interest.  Although the prices that the 

RTC received on its initial “bulk sales” were often considered disappointing, the RTC did much 

better in the partnerships. It kept some of the upside through a retained interest and through 

the partnerships benefited from expertise of private liquidators and asset administrators that it 

would have otherwise struggled to put together or acquire.   

All in all, the RTC represents exactly the kind of bad bank that should be set up at the 

end of a crisis. It was a boring public utility in the sense that its only task was to liquidate real-

estate related assets; its clarity of function and focus facilitated innovative methods that did not 

simply retain the risk of bad assets it took on but in fact involved the private sector in facilitating 

liquidations; and it eventually died (was wound down and dissolved) leaving no footprints of a 

government entity into the indefinite future.  We envision the GSE RTC formalizing the current 

role of the GSEs as a “bad bank”. 

The main task of the GSE RTC would be to wind down the $1.7 trillion dollar mortgage 

portfolio. Given the size of the portfolio, the approach will have to be gradual lest it destabilizes 

MBS prices (the fire sale argument of Chapter 4), and ultimately mortgage rates in the primary 

mortgage market.  

The first step would be a reduction in new loan purchases. Given the fragile state of the 

housing market, a cold turkey approach that immediately stops any new purchases seems 

imprudent. Thus, GSE reform should start with the firm intention to reduce new GSE purchases 

for investment purposes to zero over the first 3-5 years of the transition.  
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The second step is to reduce the existing assets in the retained portfolio. Part of the 

reduction in portfolio will occur automatically as mortgage loans mature, default, or are prepaid. 

This could occur rather quickly. The average annual pay-down rate of the GSEs’ portfolios from 

1997 to 2004 was about 25 percent. In addition, we recommend that the GSEs draw firm plans 

actively to sell assets in portfolio to a variety of private market participants, such as hedge funds, 

pension funds, sovereign wealth funds, or other institutional investors. 

As part of the conservatorship agreement, the Treasury has put forth a plan along these 

lines. The original conservatorship agreement stipulated that each of the GSEs should reduce its 

retained portfolio to $850 billion by December 31, 2009. Afterwards, it envisioned a 10% annual 

reduction each year until each portfolio was reduced to $250 billion. In May 2009, the limit for 

2009 was raised to $900 billion, probably in anticipation of an early breach of the original 

agreement. Indeed, at the end of 2009, Fannie’s retained portfolio was $869 billion (down only 

$43 billion from 2008), while Freddie’s was $840 billion (down $9 billion). The new rules imply 

a December 31, 2010, limit on the portfolio of each GSE of $810 billion. The 10% reduction in 

this asset limit will lead to a 2011 limit of $729 billion, a 2012 limit of $656 billion, and so forth. 

Under this schedule, the portfolio will fall below $250 billion in 2021.  

We believe that the gradual wind-down is a good plan. By putting a cap on the overall 

size of the portfolio, it allows for some new purchases to the extent that the existing portfolio 

shrinks fast enough. By announcing an average annual percentage reduction in the portfolio, the 

private market can form expectations about future conditions in the mortgage market and plan 

accordingly. However, the swift modification of the agreement in 2009, less than a year after the 

agreement had been in place, does not bode well for the future. It highlights the potential for 

future backsliding at the discretion of the politicians in charge. We recommend that a firm plan 

be included in a GSE reform bill, with strict enforcement, and that the plan be kept in place until 

the entire portfolio is sold off. The FHFA should be given authority to exercise strict oversight 

over this wind-down.  

Finally, we recommend that the reduction of the portfolio should be accelerated beyond 

the 10% annual reduction whenever market conditions allow. As housing market conditions 

improve and foreclosures return to normal levels, the prices for mortgage-backed securities 

(MBS) will stabilize and improve as well. When this happens, the GSE RTC should accelerate its 

sales to private market participants. While the cost of an accelerated exit may be to affect prices 

adversely, the benefit is to minimize the risk to the tax payer that stems from declines in the 

value of the mortgage portfolio when interest rates increase from their historically low levels. 
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The only goal of the GSE RTC would be to wind down the portfolio in a fashion that minimizes 

the present value of losses to tax payers.  

The above analysis also suggests a way for the Federal Reserve to act in a likewise 

manner. As we explained in Chapter 6, the Federal Reserve now owns $1.25 trillion in GSE MBS 

and $175 billion of Agency debt. As with the retained mortgage portfolio, an accelerated sale of 

these holdings would prevent future losses due to rising mortgage rates but doing it in an 

unfavorable environment would further depress MBS prices. To avoid depressing MBS prices 

too much, a measured pace of divestment seems to be the best course of action. 

An additional argument for a faster rather than a slower divestment is that monetary 

policy should not be influenced by the Fed’s holdings of MBS. It is easy to imagine a scenario 

where interest rates are kept too low for too long in order to avoid losses on the MBS portfolio 

held by the GSEs or by the Fed itself. Such considerations fly in the face of sound monetary 

policy, which should focus on overall price stability in the economy. This last consideration 

makes the Federal Reserve a less-than-ideal candidate to be the lender of last resort in U.S. 

housing markets. In Chapter 6 we proposed a new mortgage liquidity facility at the Treasury 

Department instead. We also proposed that the Fed would pass on its purchases to such a 

facility shortly after purchase instead of warehousing mortgage assets. Since the facility would 

be pre-funded with an asset limit, once that limit is reached, the bailout would end.  

8.2 The Guarantee Function of the GSEs 

The second main function of the GSEs, and arguably the most important one, is to 

guarantee the credit risk in the mortgage loans that are bundled and sold off as mortgage-

backed securities to the public. While the GSEs do not own these mortgage loans, they are 

responsible for all losses that are due to mortgage borrowers’ defaults.  Our second main 

recommendation is that the current guarantee function of the GSEs should be revisited, with the 

goal of better balancing systemic risk, efficient pricing, and market discipline. The government 

has not announced any formal plans for the future of the guarantee function of the GSEs.  

Before any discussion of various proposals, we need to address whether mortgage 

guarantees -- private or public – are really needed for secondary mortgage markets to function. 

There are other credit markets, most notably the corporate bond market, which function without 

such guarantees. What is special about mortgages? There are several features somewhat unique 

to mortgages. First, while mortgages certainly contain a number of standardized characteristics 

(such as loan-to-value, income-to-payment, FICO credit score, et cetera), mortgages and 

therefore pools of mortgages (as found in MBS) are nevertheless fairly opaque and 
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heterogeneous by nature --  more so than corporate debt. Second, while some parts of the 

corporate debt market could falter, there is usually an alternative source of financing for 

corporations, such as commercial paper, bank loans, preferred stock, common stock, convertible 

bonds, and plain vanilla public debt issuance. There is no plan B for the mortgage market. Third, 

mortgage finance is at the center of economic household activity; without access to mortgage 

finance in difficult times, the economy would go into a tailspin. 

Because mortgages are opaque, underlying uncertainty about the credit risk of these 

underlying mortgages makes MBS less liquid than otherwise similar debt securities. Liquidity is 

the ability to convert securities immediately into cash, and becomes particularly valuable to 

investors in times of distress. As the current crisis – and even preceding ones such as the 

collapse of Long Term Capital Management – showed, the market for MBS without credible 

guarantees – even safe, so-called AAA-rated MBS – can freeze temporarily or even collapse 

altogether as the risk of financial firms rises, the investors’ risk appetite wanes, and the demand 

for cash soars. Investors demand a premium for bearing such illiquidity, and that translates to 

higher interest rate spreads. To the extent that guarantees enhance liquidity of the secondary 

mortgage market, the cost of financing mortgages will be lower. 

There is another reason why mortgage guarantees may be necessary at least in the short- 

to medium-term. Capital markets are not built overnight. It takes years to develop the expertise 

and investor base. From the investors’ side, one potential advantage of keeping all conforming 

mortgage-backed securities guaranteed (credit risk-free) is that an investment community with 

substantial human capital was built up around buying and selling default-free mortgage-backed 

securities. Of course, this does not mean that a similarly well-developed capital market and 

collection of investors cannot take root in the credit-based MBS market. However, if the past is a 

guide, then the experience of the recent crisis is that the investor base was not committed to the 

private-label credit-based MBS market.  

A case in point: After the MBS market developed in the 1980s, in order to further expand 

the market to investors, the collateralized mortgage obligations (CMOs) market was created. 

CMOs took GSE MBS and broke them into prioritized tranches of prepayment and interest rate 

risk. The CMO market expanded rapidly from non-existent in 1983 to less than $100 billion in 

1989 to over $300 billion in 1993. With the rapid fall in interest rates in 1993, huge losses were 

distributed in CMOs across capital markets, causing the CMO market to literally disappear 

overnight. Similar to the current crisis, the CMO collapse can be attributed to: (i) a large shock 

to the market – in this case, prepayments on mortgages; and (ii) too much complexity, with 

some CMOs’ having 100 tranches or more. The happy ending, however, was that the CMO 
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market gradually recovered, reaching issuance of $300 billion some five years later, and, five 

years after that in 2003, coming close to $1 trillion.  

The important lesson is that it takes time for financial innovation to reach its full 

potential. The necessary requirement is that an investment community, through experience and 

expertise, needs to understand the market. No one should think that an appropriately designed 

MBS market that is focused on mortgage credit risk is not viable.  

However, even if guarantees are correctly priced on an actuarial basis, these guarantees 

still come at a cost. While the moral hazard problem is mitigated once guarantees are priced, it 

does not disappear. This is because the actions of the mortgage lender are not fully observable, 

so once the premiums for the guarantees of conforming mortgages are set, the lender will be 

tempted to originate riskier mortgages. And the government’s experience with FDIC’s deposit 

insurance also indicates moral hazard problems in spite of charging banks with insurance 

premiums.53

An additional concern is that government guarantees might have less to do with creating 

liquid, efficient capital markets, but more with regulatory arbitrage by financial institutions that 

exploit the favorable capital requirements that are associated with mortgage guarantees. A 

reasonable question to ask is: If the purpose of the securitization of mortgages was to take 

advantage of the growth and efficiency of capital markets, why were so many of the MBS held 

within the banking sector? Chapter 1 described how the financial system – GSEs and banks 

together – exploited loopholes in capital regulation essentially to rearrange the deck chairs on 

the Titanic. Whatever structure is established going forward, it is essential that different 

approaches to financing identical mortgages be treated equally in terms of capital requirements. 

This crisis has taught us that the same way that water flows downhill, mortgage assets flow to 

whoever can leverage them the highest. 

 It is very difficult for the insurer to not be one step behind the insured. 

In the rest of this chapter, we take the pragmatic stand that at least some mortgage 

guarantees must be taken as given, and discuss three potential routes towards reform of the 

guarantee business: (i) nationalization, (ii) privatization, and (iii) a hybrid model of public and 

private capital. 

No matter which route is chosen, we believe that it is important that the concept of a 

conforming mortgage be tightened again. At the heart of the problem of the current crisis, and 

especially the GSEs, were sliding underwriting standards. As we described in earlier chapters, 

the GSEs were stretching the notion of a conforming mortgage during the housing boom. For 

example, they often bought mortgages with loan-to-value rations that exceeded 90%. We 

envision that conforming loans’ LTV ratios should never exceed 80%. We also recommend that 
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home owners be allowed to tap into their home equity only as long as the combined LTV ratio 

(first and second mortgage, and home equity loan/line of credit) does not exceed 80%. In such a 

scenario, the borrower always bears the first 20% of the risk of house price declines. Finally, we 

recommend that full documentation (for example, income verification) be the norm for lending.    

8.2.1. Nationalization 

One option is to fully nationalize the guarantee business for conforming loans. Because 

the government owns 79.5% of the GSEs through conservatorship and because virtually all 

mortgages originated in 2009 and 2010 were conforming mortgages, this option is a 

formalization of the current situation.  

Under this plan, the GSEs would effectively become a government-run utility 

company, strictly regulated, and with a fixed dollar budget. Because their budget would be on 

the government’s books, this would end the current regime of the GSEs as off-balance sheet 

special purpose vehicles of the U.S. government.  CEO pay would be comparable to that of other 

high-ranking government servants, such as the chairman of the Federal Reserve or the Secretary 

of the Treasury, or perhaps the head of Ginnie Mae. 

The rationale for such nationalization is that in the next large mortgage crisis, the 

government would inevitably bail out any private securitization firm -- say, the re-privatized 

Freddie Mac or Fannie Mae. The advantage of the nationalization approach is that the tax payer 

would not only bear the costs of the next housing market downturn and foreclosure wave, but 

also earn the profits (the guarantee fees) in good times. In contrast to the pre-2008 situation, 

the government would at least earn the insurance premium for the insurance that it provides for 

the next earthquake in the U.S. housing market. The other advantage of this approach is that 

there would be no disruption in the provision of mortgage credit -- not during the initial 

transition nor in the next housing downturn. 

However, there are several downsides of this approach. First, and foremost, no market 

information is available to ensure that the government receives the correct guarantee fee and 

that the guarantee function remains economically viable. The current guarantee fee of about 

0.22% is clearly too low and needs to be recalibrated in case this option is employed. The history 

of governments’ charging fees on this scale is not good. Consider deposit insurance, the other 

major government guarantee program.  Leading up to the S&L crisis in the 1980s and the 

financial crisis of 2007-2009, there is general agreement that deposit institutions were 

subsidized by below market FDIC deposit insurance, creating moral hazard. In fact, because the 

FDIC’s reserve fund was viewed as well-capitalized, many FDIC-insured institutions were not 
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charged at all from 1995-2005. Moreover, due to the bait-and-switch issue described above, 

moral hazard likely remains even if the fee pricing problem were solved. 

Second, the other major disadvantage of nationalization approach is that the government 

would be stuck with a huge on-balance sheet liability at a time of large fiscal deficits and 

ballooning debt. Most economists would argue that the government has no comparative 

advantage in providing mortgage credit to most U.S. households and that it currently crowds out 

the private provision of mortgage credit. The discussion above suggests that there may be some 

value to allowing a credit-risky (non-guaranteed) MBS market to develop and compete openly 

with a guaranteed MBS market. Nationalization pretty much rules out this possibility. 

Finally, government institutions tend to be poorly governed and subject to political 

capture. Like the GSEs, they have a tendency to morph and to be reoriented away from their 

intended mission towards new political goals over the course of their life. They are easy to 

create, but hard to manage and to abolish.  

For all of these reasons, we do not favor the nationalization option.  

8.2.2. Privatization 

The second option is to fully privatize the guarantee business. In this scenario, the GSEs 

would be completely dismantled. Existing banks and mortgage lenders, as well as new lenders, 

would step into the breach and conduct all conforming (core) mortgage originations.  

What facilitates the privatization solution is that conforming mortgages are loans that 

are conservatively underwritten: For example, all the loans in a pool would have loan-to-value 

ratios of 80% or less and have documented mortgage-payment-to-income ratios of 35% or less. 

Therefore, these loans would have low credit risk to begin with. Strengthening the criteria for 

what constitutes a conforming (core) mortgage loan would be important.  

The techniques of structured finance could be applied to reallocate further the credit 

risk: The idea is to structure these loans into “tranches”. The most senior tranche would 

effectively have no credit risk, and therefore would not need any credit guarantees. This tranche 

could be as large as 80% of a pool that is composed of only conforming loans: The default rate 

on the pool would need to exceed 40% with only a 50% recovery rate before the senior tranche 

would take its first dollar loss. Even in the current bust with the worst housing market for at 

least seven decades, the default rate on conforming mortgages has stayed well below 10%, and 

recovery rates are around 60%. Under this scenario, the remaining 20% of the value in a pool 

would be securitized as higher risk (subordinated) tranche(s) that would explicitly contain credit 

risk, and trade as such in private markets. To further facilitate the liquidity of these 



 113 

subordinated tranches, private insurance companies -- such as monolines -- could sell default 

insurance.  

The rationalization for the privatization approach is that the banking sector is quite 

capable of doing mortgage lending to households, just as it is for providing lending to 

corporations and credit card lending to households. It is quite capable of pricing risky corporate 

loans and junk bonds, so why would it not be able to price and trade risky mortgage bonds (the 

junior tranches of the MBS)? The private market may currently well be crowded out of the 

mortgage lending market by the extensive activity of the GSEs. 

The advantage of this approach is that it would eliminate the distortions that arise 

because of government guarantees, such as artificially low financing costs enjoyed by GSEs (or 

their nationalized equivalents) and the resulting low mortgage rates.  

The pure privatization option, however, has several risks that would have to be managed 

carefully by the government or the mortgage market regulator. First, the government would 

have to make explicit that there will be no future bailouts of the new private mortgage players. 

The bankruptcy/receivership resolution mechanism for financial firms would also have to be 

applied to private mortgage securitizers. To make this credible, the regulator that oversees the 

secondary mortgage market should promote and enforce competition. The conforming mortgage 

lending business should become a competitive industry so that new too-big-to-fail institutions 

can be avoided. 

The problem, however, is that a fully privatized mortgage market does not exist in a 

vacuum. Financial firms do not operate in a free market. The banking system is heavily 

regulated with government guarantees for deposit institutions; large financial institutions issue 

systemically risky liabilities; contrary to the goals of the new Dodd-Frank Act, too-big-to-fail has 

not gone away; insurance companies receive state insurance guarantees; and so on. 

Furthermore, mortgage origination is heavily concentrated in the four largest banks today. It is 

highly likely that a privatized mortgage banking system would just morph into a group of 

privately run “GSEs” with effective government backing. In fact, Section 3.3’s “Race to the 

Bottom” scenario laid out how this occurred in the current crisis. Given the currently vague 

plans of the Dodd-Frank Act to contain systemic risk resulting from the wind-downs of large 

financial firms, it is not clear that a race to the bottom wouldn’t happen again.54

Second, with respect to slicing and dicing the credit risks of MBS into tranches, there is a 

certain “déjà vu” feel to it. As the current crisis demonstrated, it is not just the credit risk of 

these securities that is relevant, but also their liquidity risk and model mis-specification risk. If 

these securities cannot be converted to cash during a crisis, then the viability of tranching as a 
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candidate to be the secondary market for mortgages needs to be questioned. As argued above, 

although it may be viable over the long-term, it most likely is not in the immediate future. 

Another issue is that the market for structured mortgage finance will have to develop more 

transparency and standardization to regain the confidence of its investors, but this is likely a 

problem that can be solved.  

And then the elephant in the room – the credit rating agencies – will have to be dealt 

with in some way for structured mortgage finance to be credible. In the typical view of the role of 

ratings in the financial crisis, MBS investors were asleep at the wheel due to the government’s 

“seal of approval” of rating agencies. But ratings were used by financial institutions to exploit 

capital requirements in order to hold risky MBS with little or no capital, so it wasn’t investors 

who got duped here but taxpayers. This is how it worked: Because the issuer pays the agency 

that rates the issuer’s bonds, there is a huge conflict of interest to shop the MBS tranches around 

until the issuer gets the desired rating, leading to inflated ratings. Because the government sets 

its regulatory structure around these ratings, investors like AIG, Citigroup, ABN Amro, UBS, 

Merrill Lynch, Lehman, and yes Fannie Mae and Freddie Mac, amongst others, got to engage in 

risky activities without having to hold nearly enough of a capital buffer due to the inflated 

ratings. Rating agencies acquiesced in this “unholy” alliance between investors and issuers. And 

the tax payers ultimately picked up the bill. While the Dodd-Frank Act makes significant 

headway on this issue, it is too early to determine whether the Act will successfully resolve the 

rating agency problem.  

Finally, private mortgage insurance (sold to guarantee some of the 20% junior tranches) 

would need to be much better capitalized than in the past. The regulation of these insurance 

companies should be strengthened and enforced better. There is even the issue of whether the 

insurance industry is equipped to offer insurance against such aggregate mortgage risk at all. It 

is strange to offer insurance on events that, if they occur, the insurance company cannot hope to 

payout. 

To better understand this argument, note that, traditionally, insurers pool and diversify 

idiosyncratic risks with potentially catastrophic consequences for individuals and businesses. In 

competitive markets, insurers price diversifiable risks on an actuarial basis, yielding tremendous 

utility gains to the previously exposed individuals and businesses. Mortgage insurance, however, 

protects against macroeconomic events such as a national house price decline or a rise in 

unemployment and other non-diversifiable risks such as a financial market meltdown.  It is not 

a diversifiable risk and hence carries an extra charge – “risk premium” – over and above the 

actuarially fair price.  At the same time, mortgage insurance is far more systemically risky than 
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are insurers’ traditional activities.  This sets the stage for perverse incentives for the insurance 

provider: Sell a large amount of insurance to pocket the premium, but do not leave enough 

reserves (or capital) behind to honor the insurance payments. Since the payments will be due in 

a systemic crisis and the insurer is large, it is more likely than not that the insurer will be bailed 

out.  At any rate, even if the insurer were not to be bailed out, it is hard to imagine that reserves 

will be adequately set aside for a systemic crisis as at least some costs of the insurer’s default are 

borne by the rest of the system.  

The tale of the financial crisis of 2007-2009 is that insurers provided excessive insurance 

on structured mortgage products that were tied to macroeconomic variables, and were 

undercapitalized and insufficiently liquid given the correlated risks of that insurance. For 

example, according to Inside Mortgage Finance, of the $960 billion of private mortgage 

insurance that was outstanding in 2007, 80% was held by just six companies: Mortgage 

Guaranty Insurance (21.8%), PMI Mortgage Insurance (18.8%), Radian Guaranty (14.9%), 

Genworth Financial (12.9%), United Guaranty (13.1%), and Republic Mortgage Insurance 

(11.5%). A substantial portion -- $173 billion -- was issued by these six insurers to satisfy the 

guidelines of Fannie Mae and Freddie Mac. In terms of the relative size of private and 

government markets, in 2007, $357 billion was newly underwritten by private insurers, and 

$105 billion by the government insurers: FHA and VA. And from January 1, 2007, to December 

31, 2007, the above insurers (which were publicly traded independent companies) lost an 

average 60% of their stock market capitalization. Almost all of them experienced financial 

distress the following year. Short of banning private mortgage insurance, or requiring heavy 

capitalization, it is not clear how the private market can solve the systemic risk problem. 

Reducing the size of the insuring firms will not work because all of the firms will fail at the same 

time given the macroeconomic nature of mortgage insurance risk. 

For all of these reasons, we are agnostic with respect to the complete privatization 

option, at least in the near future. However, if privatization was the chosen route, then the 

credit-risky MBS market would have to be given time to develop, and private mortgage 

guarantee functions may have to be fully capitalized.  

During the transition to privatization, the guarantees on the existing conforming 

mortgages would remain in place and be assumed by the GSE RTC. In addition, new conforming 

mortgages could be originated by the GSE RTC, but their numbers should be reduced gradually. 

The wind-down scenario for the guarantee function could be set up in a similar fashion as that 
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for the retained portfolio. In particular, new guarantees could fall at 10% per year from their 

2009 peak, unless market conditions permit a faster wind-down. 

8.2.3. A Hybrid Solution 

The question is how to balance the benefits of nationalization – the public guarantees of 

mortgages with its enhanced liquidity for the mortgage market -- against the difficulty in pricing 

these guarantees and the resulting lack of market discipline, which induces moral hazard and 

excess risk taking. With privatization, the exact opposite is true. 

While this problem appears to be intractable, there is a viable private option, in which 

the GSEs disappear, but all conforming mortgage-backed securities would still be guaranteed. 

The idea would be to form a public-private partnership for the guarantee business.  

Under this scenario, private mortgage securitizers would purchase mortgage loans from 

originators and issue default-free mortgage-backed securities. Instead of bearing the credit risk 

entirely themselves, private securitizers would purchase mortgage default insurance for the 

mortgage-backed securities. As in the previous approach, depending on the tranche structure of 

the MBS, mortgage insurance would only be necessary for a portion. But because this insurance 

still requires too much private capital to insure the – inherently systemic – credit risk of all 

conforming mortgages in MBS, there may be an important role for the government here. 

Mortgage default insurance would be offered through a new private-public partnership 

structure.  

The idea behind the structure is that the private sector provides insurance with the 

purpose of establishing a market price for the insurance. Since the amount of private capital 

available to provide such systemic insurance is likely to be limited, most of the insurance would 

be purchased from the government.  

Although some reinsurance schemes along these lines have been examined by the FDIC, 

most recently in 1993, and were dismissed based on the conclusion that this market is not 

feasible, there is reason to be more optimistic today. Financial markets, in general, have become 

much more sophisticated in how they develop niche markets. For example, motivated by the 

events of September 11, 2001, the Terrorism Risk Insurance Act (TRIA), first passed in 

November 2002, offers federal reinsurance for qualifying losses from a terrorist attack. TRIA is 

a good place to start and includes industry loss triggers and government coverage of excess 

losses. These features help minimize the insurance industry’s losses, yet also provide them with 

an incentive to monitor and reduce risks. While we believe that the insurance design would have 

to be somewhat different here, TRIA shows that co-insurance programs are not without 

precedent. 
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Specifically, in our private-public partnership, the securitizer would purchase a fraction 

of its insurance from a monoline insurance company and the rest from a newly formed 

government entity, which we will call the Government Mortgage Risk Insurance Corporation 

(GMRIC). As with terrorism risk insurance, the private insurance market would help to establish 

a market price for mortgage default risk. The newly formed GMRIC would charge a fee based on 

this market price. This would ensure that the government receives adequate compensation for 

the credit risk -- a key difference with the pre-crisis approach.  

The advantage of establishing a market price cannot be underestimated. While the 

public-private guarantee will ensure sufficient liquidity in the secondary market and lower 

mortgage rates, these rates will now reflect the true market and credit risk of the underlying 

mortgages. Investors will purchase MBS that reflect these rates and thus the price of the 

underlying mortgage insurance. Most important, because market prices will no longer be 

distorted, competing private markets will no longer be crowded out. Therefore, markets for MBS 

without guarantees will be free to develop. If enough liquidity can be sustained in these markets, 

investors will be able to move along the risk-return tradeoff curve, private capital markets will 

grow, and the government will become less involved in mortgage finance. 

While combining some of the advantages of the nationalization and privatization options 

above, the hybrid option avoids the undesirable aspects of the pre-2008 public/private system. 

As in the privatization option, regulation would still need to be imposed to prevent securitizers 

from bulking into large systemic entities that would pose the same risks as did Fannie Mae and 

Freddie Mac, and to ensure that insurance companies that provide private insurance are well-

capitalized. The transitional issues would be handled the same way as in the private solution 

described above. 

Here, we present some more specific details about how this private-public partnership 

would work: 

1. The fraction of insurance that needs to be purchased from monoline insurance 

companies or mortgage insurance subsidiary units of larger financial institutions 

needs to be sufficient for the insurance companies to have enough of a stake to 

provide a liquid market and an efficient pricing mechanism -- say, 25% for the 

purposes of this discussion. This 25% stake, however, needs to be sufficiently 

small so as not to create systemic risk externalities in the private sector. 

2. The government would be a silent partner in this effort, simply providing capital 

for the remaining 75% of the mortgage insurance and collecting fees on the 75%, 

albeit using a price determined from the mortgage insurance company’s 25% 
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stake. This government percentage could decline over time if it appeared that the 

private sector was capable of absorbing an increasing fraction of the guarantee 

activity. 

3. A key feature of the private-public partnership structure is a credible resolution 

authority for the private mortgage insurance companies. The companies would 

be required to hold enough capital to weather a large, but not any, 

macroeconomic shock. Upon failure, the mortgage guarantees would be pari 

passu with the unsecured debt of the private companies. If MBS suffered losses 

and the companies failed, investors would receive the 75% coverage from the 

GMRIC and would be creditors of the private insurance companies for the 

remaining 25%.55

4. Note that the insurance company might be a monoline, but could also be a 

subsidiary within a larger organization. If the latter, the subsidiary would have to 

be independently capitalized and ring-fenced against losses at the parent 

company. In other words, the insurance subsidiary would be treated similarly to 

other insurance units, such as life insurance subsidiaries, that are housed within 

larger organizational forms, and subject to its own resolution authority. 

 This way, market discipline is restored to an extent because 

both creditors of the insurance company and MBS investors are now liable for a 

fraction of the MBS losses.   

5.  Capital requirement rules for investors in the MBS that are issued under the 

public/private partnership would need to be carefully designed in order to avoid 

a new round of regulatory arbitrage. Leading up to the financial crisis, GSE debt 

and guaranteed MBS were charged lower capital requirements. As described in 

Chapter 1, this led to a vicious circle of (i) financial institutions’ originating GSE-

conforming mortgages, (ii) financial institutions’ then providing debt financing 

for the GSEs to purchase these same mortgages and/or issue MBS, and (iii) 

financial institutions’ then further levering up on these MBS. The result was an 

increasing interconnection between the banking sector and the GSEs, and greater 

leverage all around. Specifically, we propose that the MBS under the private-

public partnership would get risk-weights for capital that equal 75% of typical 

agency securities to reflect the government guarantee and 25% of the underlying 

rating (i.e., risk) of the mortgage insurance company.  
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6. The GMRIC would be a boring government-run public utility with the sole 

purpose of passively co-insuring the credit risk on conforming (core) mortgages. 

It would explicitly be barred from holding any mortgage-related assets, but could 

hold only Treasuries, which keep their value during crises. It would have no say 

over the composition of borrowers (e.g., fraction of low-income borrowers), other 

than a strict adherence to the definition of a conforming (core) mortgage. It 

would be tightly regulated by the FHFA. The GMRIC would be fully accounted for 

on the government budget. 

 Note that our hybrid solution is quite similar to what the Mortgage Bankers Association 

(MBA) has recently proposed.56

It is not clear how the guarantee fee that the government receives would be set in the 

MBA proposal. As mentioned above, we view the most important element of a private-public 

partnership to be the market pricing of all of the guarantees. This is a substantial problem of the 

MBA proposal in our view. We also fear that only “two or three” MCGEs, which are subject to 

loan-level credit risk and would still be allowed to hold some mortgages in portfolio, would 

create new systemically risky institutions, which would need to be bailed out in the event of a 

major housing crisis. 

 They envision replacing the GSEs with two or three “mortgage 

credit guarantor entities” (MCGEs) that would guarantee timely payment of principal and 

interest on “core” mortgage loans: presumably, defined as conventional conforming single-

family and multi-family mortgages. These MCGEs would be new, private, mono-line insurers 

that would own the mortgage loans and issue MBS against them. They would be financed by 

debt and equity and not carry any government guarantee. The MBS that they issue would be 

guaranteed by the full faith and credit of the U.S. government. The federal insurance fund (a role 

that could be assigned to Ginnie Mae) would receive a risk-based insurance fee from the MCGEs 

in return for this credit risk insurance.  

A recent study by economists of the Federal Reserve Bank of New York also proposes a 

hybrid solution.57

This proposal differs from ours in that the lenders would bear the first losses, and the 

government would bear only losses in extreme events (although it is not clear what exactly 

 In it, the mortgage originators would form a private lender cooperative in 

order to securitize conforming mortgages. The cooperative would share the profits and the 

“normal losses” in proportion to the members’ origination share. The losses arising from “tail 

risks” -- rare events such as the one that we witnessed in 2008-2009 -- would be borne by the 

government. In return for bearing the tail risk, the government would charge the cooperative a 

fee.  
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constitutes an extreme event). This is similar in spirit to the aforementioned TRIA. Our proposal 

has a parallel loss-sharing arrangement. In an extreme housing crisis, the cooperative would 

lose all of its capital and would likely need to be bailed out by the government (unless it had a 

100% capitalization). In that sense, it is like a private sector GSE. Our proposal has investors in 

MBS that will potentially lose, say, 25% of their investment if the private insurer that they select 

goes bust and there is no recovery. This incentivizes the investor to do due diligence and the 

private sector insurer to adhere to solid origination standards. Our proposal also has the 

advantage of firmly establishing a market price for the default risk, while it is not so obvious 

how the government would establish and enforce a fair tail risk price. Market prices will in 

theory not crowd out other private sector solutions, allowing for greater financial innovation. 

 

8.3   Nonconforming Mortgages 

The above proposals -- whether nationalization, privatization or our hybrid private-

public partnership -- deal with conforming mortgages. But there are a substantial number of 

mortgages that are either underwater or have mark-to-market loan-to-value (LTV) ratios above 

the conforming limit of 80%. For example, as of the end of 2009, there were 47 million 

homeowners with a mortgage. A staggering 24 million (or 51%) had less than 25% equity, with 

11.3 million of these having LTVs greater than 100% and another 2.3 million approaching 

negative equity.58

Our suggestion in the previous section on the hybrid solution for the guarantee business 

could potentially be extended from conforming (core) mortgage loan pools to non-conforming 

loans (prime jumbo, Alt-A, and subprime).  In other words, the GMRIC could potentially co-

insure the default risk on some or all of the non-conforming market, alongside the private 

sector. One could argue that the GSEs have already been active in the jumbo market segment 

since 2008. Indeed, the conforming loan limit -- the maximum size mortgage loans Freddie and 

Fannie can purchase -- was $417,000 nationwide in 2007. It then changed to a location-specific 

maximum between $417,000 and $729,750, depending on the cost of housing. This effectively 

constitutes a foray into jumbo lending for the GSEs. 

 Therefore, under the conforming mortgage proposals, almost 50% of the 

market would currently be precluded from any type of refinancing, thus increasing their 

mortgage costs and putting even greater pressure on the housing market. 

One advantage of extending the hybrid market to non-conforming loans is that it may 

help to revitalize, or at least protect, the non-prime mortgage market, which has been anemic 

since the start of the financial crisis in 2007. The second, and main, advantage of such extension 
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is that the government would receive compensation for the systematic credit risk that resides in 

non-conforming mortgages and which it ultimately bears anyway. As in the 2007-09 crisis, most 

of that default risk in the event of a major housing crisis is, in fact, concentrated in the non-

prime mortgage segment.  

Obviously, the price for guaranteeing the credit risk of such non-conforming mortgages 

will be substantially higher than for conforming mortgages. Because the co-insurance scheme 

should not involve any government subsidy, it may well turn out that the market price for this 

insurance proves prohibitively high so that (the riskiest) non-conforming mortgages are held by 

the banking sector or securitized in the private-label mortgage backed securities (PLS) market 

without guarantees. However, if the private market sets the wrong insurance prices, the 

consequences are much more severe in terms of the moral hazard impact given the government 

involvement and given the highly risky nature of underlying mortgages. In fact, it may well not 

be desirable for society to stimulate non-core mortgage lending in any way or shape, as it may 

lead to a repeat of the excessive credit extension of the housing boom in 2000-2006. 

For these reasons, we do not feel that the public-private partnership is a viable option for 

the nonconforming mortgage market.59

The question is what alternatives exist for the nonconforming mortgage market?  

 While some guarantees might be necessary initially to 

restore the mortgage market, it is clear to us that these guarantees should be focused on tightly 

underwritten core mortgages with the eventual goal of the government substantially reducing its 

role in mortgage finance. It seems that any proposal that would have the US government co-

insure all of the mortgage credit risk in the US, or even all of the tail risk, would lead to an even 

bigger catastrophe than the one we just had.  

The only option appears to be the development, and most likely a slow one, of a private 

sector mortgage lending market for nonconforming mortgages. This market in theory would 

consider and price in the loan’s LTV, FICO score, the borrower’s income to mortgage interest 

ratio, as well as intangible information. Like other countries, it may well be that this market is 

not securitized, and loans would be held on the balance sheet of financial institutions as whole 

loans. It may be, however, that simpler, more standardized structured finance products develop 

and at least some of these loans would therefore be packaged and sold off as MBS to the capital 

markets at large. In any event, if financial firms hold onto these loans, or purchase the MBS in 

the secondary market, these firms will need to be well-capitalized and systemically less risky 

than other firms. 

It is pie in the sky, however, to believe that systemic risk will not exist in the mortgage 

finance market and that financial institutions will not gradually build up this risk on their 
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balance sheets. It is unavoidable. As a result, it is crucial that the external costs of systemic risk 

are internalized by each financial institution; otherwise, these institutions will have the incentive 

to take risks that are not borne just by the institution but instead by society as a whole. This 

means that systemically important financial firms that are active in holding nonconforming 

mortgages as whole loans or as MBS should be charged either higher capital requirements, 

concentration limits, or a systemic risk “tax” in order to prevent them from accumulating too 

much systemic risk.60

Consider the most likely remedy: higher capital requirements. Whatever capital 

requirements are placed on one set of financial institutions – say banks and bank holding 

companies - it is important that the financing of riskier mortgages does not just move elsewhere 

in the shadow banking system.

 

61

Yale economist John Geanakoplos has argued that it is not possible to solve this problem 

at the institutional level – measuring leverage and then implementing capital requirements 

fairly across financial firms. He argues instead that leverage should be legislated at the security 

level. This idea is tantamount to requiring a significant down payment or even banning 

nonconforming mortgages. We believe that an innovative way around this problem is that 

systemically risky firms could hold nonconforming mortgages but simultaneously would have to 

hold a position offsetting this risk -- a so called “macro hedge”. It would work as follows: For 

each dollar of nonconforming mortgage on the balance sheet, the firm would have a short 

position in an index of similarly risky MBS.

 In other words, the whole financial system must be looked at 

and treated in unison. In addition, without concentration limits or a systemic risk tax, it is 

highly likely that nonconforming mortgage finance would just end up with financial firms that 

have government guarantees, such as FDIC-insured banks and too-big-to-fail institutions. As we 

have argued in the earlier chapters, the more guarantees that a firm receives, the lower are its 

costs of debt funding, which could lead to an alternative group of private GSE firms in the 

mortgage finance area. 

62

Recently, President Obama signed the most comprehensive financial regulation since the 

Great Depression: the Dodd-Frank Act. What effect will it have on the market for 

nonconforming mortgages? The Act can be evaluated in light of the distinction between 

legislating the systemic risk of financial institutions and placing restrictions at the mortgage 

level.  

 

It is not clear at this stage how the Dodd-Frank Act will treat risky mortgages on the 

balance sheet in terms of systemic risk contribution. But this aside, with respect to systemic risk, 

the Act recognizes that systemic institutions must be subject to more stringent standards that 
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should increase with the degree of systemic risk.63 Moreover, these prudential standards cover 

the likely suspects such as risk-based capital and liquidity requirements. While the devil is in the 

details, there is room to be skeptical. The rules will most likely end up following the latest Basel 

accords – we are now on Basel number 3 -- but a number of economists point to earlier Basel 

accords as partially responsible for the current financial crisis.64

Perhaps, recognizing this point, the other way that the Act deals with systemic risk is to 

try to end too-big-to-fail institutions by setting up a resolution authority. This is clearly a step in 

the right direction, but the authority is most likely inadequate for this purpose. Its preference is 

to put the institution through a receivership process, which is not a particularly credible way to 

ensure that systemic liabilities will be left unprotected in a crisis. A more transparent and 

predictable design would be one based on the bankruptcy code, possibly restructured to deal 

with the financial King Kongs.

  

65

The Dodd-Frank Act, therefore, might be more successful at the individual asset level -- 

in this case, regulating nonconforming mortgages. The Act implements two major pieces of 

legislation on this front. The first is that, in order to align incentives better on the underwriting 

front, securitizers of mortgage loans must hold at least 5% of the credit risk -- i.e., they must 

have “skin in the game”. 

 

66

The second route is to rely on a consumer finance protection bureau (CFPB), housed at 

the Fed, to monitor and create rules for the nonconforming mortgage market. While some 

observers worry about the potential for overreaching, at least with respect to mortgages, the 

CFPB is in the spirit of limiting the nonconforming mortgage market. Specifically, Title XIV of 

the Act, “Mortgage Reform and Anti-Predatory Lending Act”, attempts to do this by applying 

minimum underwriting standards for mortgages, including: (i) prohibitions on steering 

incentives for mortgage brokers (i.e., payments to brokers for selling specific types of loans); (ii) 

restrictions on prepayment penalties; (iii) restrictions on high-cost mortgages; and (iv) a 

requirement that lenders make a “reasonable and good faith determination” that borrowers have 

a “reasonable ability to repay” the loan that they are taking out.

 There is an exemption for “qualified residential mortgages”, which 

has yet to be defined, but most likely means conforming mortgages. While aligning incentives is 

an admirable goal for the nonconforming mortgage market, as we have argued elsewhere, it was 

probably not the problem in the financial crisis. As described in Chapter 3, no one can accuse 

the Godzilla GSEs and their King Kong too-big-to-fail private counterparts from not having had 

enough skin in the game (but, of course, they did not have enough capital to cover their skin). 

67 Moreover, the Act goes on to 

describe the basis for determining whether the borrower can pay, including typical features such 
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as credit history, income, and their current obligations, as well as income verification and the 

type of loan if nonstandard (such as variable rate, interest-only, negative amortization, etc.).  

In light of all the difficulties in trying to manage the mortgage risk at the financial 

institution level, it is hard to argue that a reduction in predatory lending and higher 

underwriting standards would not improve the securitization process. But it should be 

understood that these provisions will almost certainly reduce the availability of mortgage credit 

and/or increase its price. Nevertheless, there is little doubt that some types of nonconforming 

mortgages could be economically viable, even at higher mortgage rates. We believe that it would 

be a shame if the best practices of the subprime market did not re-emerge -- i.e., providing 

credit to the self-employed who may fall outside the scope of conforming mortgages. Direct 

stipulation of underwriting standards might straitjacket originators, who through innovative 

contractual and monitoring mechanisms or simply different credit terms, such as requiring a 

higher down payment, could provide prudent mortgage finance to niche markets. 

Nevertheless, almost surely, the Dodd-Frank Act necessitates a smaller mortgage finance 

market, pushing potential homeowners towards the rental market. And this may not be all that 

bad. The next chapter discusses the economics of homeownership and, more specifically, the 

large number of subsidies that are provided by the U.S. government to this market. 
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Chapter 9:  Chasing the Dragon 

 

“In this context, it’s especially disturbing that the Bush administration has announced that it is 

cutting back Section 8 housing vouchers, which provide rental assistance to low income 

families, while easing restrictions on mortgage loans. Low-income families will now be able to 

get subsidized mortgage loans through the Federal Housing Administration that are equal to 

103 percent of the purchase price of a home. Home ownership can sometimes be a ticket to the 

middle class, but buying homes at bubble-inflated prices may saddle hundreds of thousands of 

poor families with an unmanageable debt burden.” 

 

- Dean Baker, The Nation, August 16, 2004   

 

In 1916 at the University of Frankfurt in Germany, scientists Martin Freund and 

Edmund Speyer developed the drug, oxycodone, as an alternative to heroin, which had been 

branded, marketed, and sold from 1898 to 1910, by the drug company Bayer as a painkiller. As 

an opioid painkiller, the expectation was that oxycodone would be a prescription for severe pain, 

yet would have none of the severe consequences of heroin such as its long-lasting nature, its 

addictive impact on the brain, and its possible deadly effect if taken in excessive quantity.  

 

In many ways, the development of oxycodone has been a resounding success. It is not 

only formulated as a single product but combined with numerous over-the-counter painkillers. 

The products include such familiar names as OxyContin, Percocet, Depalgos, and Percodan, 

among others. From approximately 11 tons of production in 1998, it grew sevenfold to 75 tons by 

2007, approximately 80% of which services the U.S. market. 

 

The problem is that, if oxycodone is not taken rarely and then carefully in moderation, it 

is highly addictive with almost 100% surety -- more so than almost any narcotic, alcohol, or 

tobacco. With each prescription, the individual needs a little more next time for the same sense 

of satisfaction – so-called chasing the dragon -- leading to a downward spiral. Going cold turkey 

doesn’t work well as the side effects of withdrawal are severe. And, unfortunately, the U.S. as a 

whole has become addicted to painkillers. In the summer of 2010, the U.S. Department of 

Health and Human Services’ Substance Abuse and Mental Health Services Administration 
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reported that abuse of opioid painkillers like oxycodone had risen more than 400 percent over 

the last decade with no sign of abatement. 

 

Like our analogy above, the U.S. is addicted to home ownership, and there is perhaps no 

better example than the tax credits provided by the U.S. government for home buying during the 

financial crisis.68

 

 

Initially put forth in July 2008 with the Housing and Economic Recovery Act, first-time 

home buyers were to receive a credit of $7,500 for purchases between April 2008 and July 

2009. Taxpayers, however, were required to repay the credit over a 15-year period – the 

equivalent of a mortgage finance “small Percocet dose”. As it wore off, and the housing pain had 

not disappeared, some six months later, in February 2009, the Economic Stimulus bill increased 

the credit to $8,000 and dropped the repayment requirement – a step up in its  “dose”. And 

then in November 2009, Congress extended the credit an additional 5 months and now included 

not only first-time home buyers, but also a $6,500 credit for homeowners who were relocating – 

yet another increase in the “dose”. 

 

 The housing market felt much better. And while the government was patting itself on the 

back for easing the housing pain and stabilizing markets, the tax credits expired and, in July 

2010, sales of new homes sank to the lowest point since the 1960s when the government started 

keeping records. Now again, there is discussion of what to do next. 

 

Like addiction to painkillers, these remedies provide short-term “benefits” against 

increasing costs in the long-term.  Which solution lawmakers ultimately choose for the future of 

the GSEs depends intimately on how they answer the much deeper question of how much 

society should promote and subsidize homeownership.  

 

9.1  The Economics of Subsidizing Homeownership 

 

In a November 3, 2009, report “An Overview of Federal Support for Housing”, the 

Congressional Budget Office (CBO) estimated that the federal government provided 

approximately $300 billion in subsidies to housing and mortgage markets in 2009. As a 

comparison, the much maligned farm subsidies and support for energy initiatives each receive 

approximately $20 billion per year. The degree of support for home ownership is staggering. 
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In the U.S., home ownership in particular is stimulated by four main government 

policies: the home-mortgage interest rate and property tax deductibility, the tax exemption of 

rental income enjoyed implicitly from homeownership, the exemption from income tax of 

capital gains on the sale of owner-occupied houses, and the lower interest rates that are enjoyed 

thanks to government support of the GSEs. In addition, there is a myriad of other programs, 

such as the reduced interest cost on mortgages insured by the Federal Housing Administration 

(FHA) and the Department of Veterans Affairs (the former Veterans Administration, or VA), tax 

credits for home purchases, favorable funding from the Federal Home Loan Bank System (as 

well as FDIC deposit insurance) for thrifts and other depository institutions that invest in real 

estate, and mandates for thrifts to invest in residential mortgages. Finally, there are programs 

that stimulate housing more broadly, such as rent subsidy programs, subsidies for the 

construction of rental housing (e.g., low income housing tax credit), and direct provision of 

public housing by the government. 

 

“Too much is never enough” is a reasonable summary of this array of housing policies. 

 

As the CBO report outlined, these programs are expensive: The current home mortgage 

interest rate deductibility, for example, will cost $105 billion in lost federal tax revenue in fiscal 

year 2011. Property tax exemption, exclusion of rental income, and exclusion of capital gains 

taxes upon sale of the house will cost an additional $92 billion in 2011. 

 

These programs come at a cost that is overlooked in the public debate: They make 

housing relatively cheaper and other goods relatively more expensive. This, in turn, leads to 

more consumption of housing, more investment in housing and construction, but less business 

investment and less consumption of non-housing goods and services. The consensus among 

economists is that investment in residential real estate is substantially less productive (at the 

margin) than is capital investment by businesses outside the real estate sector (e.g., plant, 

equipment, inventories), investment in social infrastructure capital (e.g., highways, bridges, 

airports, water and sewage systems), or human capital (e.g., more and better education and 

training). In other words, every additional dollar that is spent on residential construction 

instead of on business or other investment reduces economic growth.  Careful research has 

found that all of the incentives for more house has led to a housing stock that is 30% (!) larger 
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than would be the case if all of the incentives were absent, and that U.S. GDP is 10% smaller 

than it could be.69

 

 The U.S. simply has too much house! 

The analogy to drug addiction is not without merit. 

 

Many politicians on the left and on the right equate reducing these housing subsidies to 

political suicide. After all, many believe that these policies are at the heart of the social contract 

with America and that they are therefore untouchable. Conventional wisdom has it that home 

ownership confers such benefits as good citizens, stable neighborhoods, strong communities, 

and – of course -- personal wealth accumulation.70 This “conventional wisdom” has met not only 

with a massive destruction of home equity in recent years, but also with mixed reviews in 

academic research.71

 

 Nevertheless, housing subsidies have been and still are the policy tool of 

choice for combating income inequality, which has been on the rise in the United States since 

the 1970s.  

However, research has shown that these policies predominantly benefit middle- to 

upper-income groups rather than the low-income group. One recent research paper specifically 

on the GSE subsidy by Jeske, Krueger, and Mitman (2010) finds that their effect is a loss in 

overall welfare and an increase in inequality.72

 

 Their model indicates that low income 

households would be willing to pay 0.3% of lifetime consumption to live in a world without the 

GSE subsidy. The wealthy, instead, benefit from the subsidy. Jeske et al. find that the subsidy 

may not even be that powerful for increasing home ownership because, by stimulating 

construction, it also makes rental housing cheaper and more attractive for low-income, low-

asset households. 

In earlier research, academics have reached a similar conclusion regarding the home 

mortgage interest deduction. It too is regressive, benefiting high-income, high-asset households 

the most. Upper-income households are more likely to itemize on their income tax returns and 

to have higher marginal tax rates (which is what makes the mortgage interest and property tax 

deductions more valuable), and they are more likely to buy higher priced houses (which would 

involve larger mortgages and hence more benefits).  Gervais (2001) calculates that abolishing 

the deduction would benefit the bottom 20% nearly 6 times more than the top 20% of the 

income distribution.73 Abolishing the tax advantage from owning would benefit everyone 

somewhat (in the long-run) because it would lead to a larger business capital stock (and possibly 
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more social infrastructure and more human capital) and a smaller housing capital stock, which 

would positively affect economic growth. More recent work by Poterba and Sinai (2008) 

estimates that the benefits from the home mortgage interest deduction for the average home-

owning household that earns between $40,000 and $75,000 are one-tenth of the benefits that 

accrue to the average home-owning household earning more than $250,000.74

 

  

The current policies do not discriminate between first-time home purchasers and 

households simply wanting to buy larger houses or (for the GSE subsidies) even second homes. 

Rather, the policies promote larger home purchases. Census data show that the square footage 

of new houses grew by about 50% between the mid 1970s and the mid 2000s. Although some of 

this increase surely reflected growing household incomes, some of the increase also surely 

reflected the growing value of the subsidy advantages for buying larger houses. Similarly, studies 

show that U.S. home sizes are substantially above those in Western European countries that 

have similar or only slightly lower household incomes – and that even the home size of lower-

income owner-occupiers in the U.S. are well above the averages for Western Europe.  

 

Finally, the deduction encourages people to borrow as much as possible. Encouraging 

household leverage does not strike us as the best possible policy. Thus, ironically, although one 

of the motives for encouraging home ownership was to provide households with a means of 

building wealth, the process of making borrowing cheap and easy encouraged these households 

to borrow excessively, and then to borrow again if interest rates declined and/or their house 

value increased. In the process, they reduce the amount of net equity that they might otherwise 

build in their home.  The metaphor of the refinancing household’s using their home as an ATM 

to finance consumption was a strong one in the mid 2000s.  And, of course, the excessive 

leverage and the cashing out of equity meant that the declines in housing prices after mid 2006 

caused more houses to be “underwater”, where the value of the house was less than the 

outstanding principal on the enlarged mortgage.   And, in turn, this meant more instances where 

households defaulted on their mortgages. 

 

There is no social purpose that is served by such “more house” investments – a fifth 

bedroom rather than four, a fourth bathroom rather than three, a half acre of land rather than a 

third of an acre – and no social purpose that is served by excessive leverage.   
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In sum, in addition to reducing the overall size of the pie, the policy of fighting income 

inequality by subsidizing home ownership redistributes the pie to the wrong people. Clearly, the 

housing policy of the past is misguided, and there is an urgent need to think of more effective 

ways to halt the increase in income inequality. 

 

It should be clear, however, what purpose is served by the household leverage that is 

provided in the form of off-budget guarantees through Fannie and Freddie.  This is what so far 

allowed successive presidential administrations to encourage ever-larger short-term 

consumption and spending during their tenures.  It might seem odd that in a game between two 

political parties to get to the seat, both would agree on a strategy to promote housing finance at 

successively higher levels over time.  The game, however, is not between the two parties, but 

between each current administration and the future ones (and ultimately current and future 

taxpayers).   No President would want to shut down or bring onto the federal budget Fannie and 

Freddie’s debt or guarantees – until they have to be honored.  Doing so would seriously alter the 

shape of that administration’s fiscal budget and force them to make hard choices that would 

produce long-term gains that would accrue only to future administrations.  Instead, as long as 

possible, it would be better to let households spend more on housing, passing on the problem of 

dealing with housing guarantees to the next government, and so on.  And while each presidential 

administration is working its way through its term, aided by Fannie and Freddie’s balance sheets 

and off-balance sheet guarantees, the competitive landscape of the financial sector is altered as 

they enter more mortgage markets, contributing to a downward spiral of lending standards, 

excess leverage, and an unsustainable bubble in housing prices and construction.   

 

In many ways, this is the ultimate Ponzi scheme of all.  It reflects a deep failure of a 

society’s ability to govern its own governments. That in turn is generally a sign of poor quality of 

institutions. In the emerging markets, economists have generally argued this has to do with legal 

institutions such as the rule of law, creditor rights, and the protection of minority investors. In 

this case, it is the extent of involvement of state-backed enterprises, Fannie and Freddie, in 

private business. Ironically, it is another presidential administration that must take the steps to 

reform them.  But we must guide the reforms to take a shape such that some future 

administration’s desire to restart the Ponzi scheme can be kept in check. 
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9.2 Solutions to the Homeownership Issue 

 

9.2.1 Lessons from Others 

 

We now return to the question of whether a government presence in mortgage markets is 

necessary for social goals relating to housing, even if these goals were desirable for some reason 

as government objectives. Based on our analysis in Chapter 7, the answer seems to be a 

resounding “no”. 

 

Despite their substantially lower level of government involvement, other countries have 

been as successful as the U.S. in promoting home ownership and affordable housing. Based on 

the cross-country evidence, it seems fair to conclude that there is no obvious link between the 

extent of government support and key indicators of success in housing policy, such as the home-

ownership rate and housing affordability. The international evidence that we presented in 

Chapter 7 lends further credibility to our recommendation of reduced support for home 

ownership in the U.S.  And the fact that government involvement in fact contributed to the 

boom and bust cycle makes the case for reduced support even stronger.  As we have noted 

before, house prices fell more in the United States than in most other countries, the financial 

crisis was deeper, and the macro-economy contracted more sharply than in many other 

economies. 

 

There is perhaps some link between government support through the GSEs (through 

their guarantee function rather than through their investment function) and the emergence of 

the 30-year pre-payable fixed-rate mortgage (FRM) as the standard mortgage contract in the 

United States.75 Without well-developed secondary markets for mortgages, it is hard to sustain 

this mortgage product.  The fact that this product thrives elsewhere only in Australia and 

Canada, which also have well-developed securitization markets, is a testament to this point.  

Some have argued that a larger fraction of FRMs has the benefit of macro-economic and 

monetary stability, as it makes households’ balance sheets less vulnerable to interest rate 

changes. To the extent that U.S. households have come to know and love this product, any GSE 

reform should consider the importance of maintaining a strong securitization market so as to 

preserve the availability of a long-term fixed-rate mortgage product. (However, the issue of 

whether FRMs should allow pre-payments without fees is a separate matter.)  Even if there is a 

smaller proportion of FRMs in the steady state due to reduced GSE involvement, in the 
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transition these mortgages will continue to be the most important part of the mortgage market. 

The private-public partnership we proposed in the previous chapter would be one way to 

provide such support to the securitization market. 

 

There also seems to be a link between the recourse laws and mortgage foreclosures. 

Because households are able to walk away from their mortgage debt more easily, the U.S. faces a 

much deeper foreclosure crisis than do other countries. Strengthening and facilitating recourse 

reduces the credit risk in the mortgage market -- arguably substantially. On the one hand, this 

may lead to more prudent borrowing on the part of the households and better allocation of 

credit in the economy. It could lower mortgage rates for all, as lenders pass on the gain of lower 

foreclosures to all borrowers. On the other hand, being able to walk away from a mortgage offers 

households in trouble a fresh start, which may be desirable from a risk-sharing perspective, and 

may promote more labor market mobility. On balance, mopping up seems much harder than 

saving for the rainy day.  The stability of mortgage finance may be substantially enhanced by a 

strengthening of the recourse feature for mortgage lenders in the United States. 

 

9.2.2 Transition 

 

The GSEs should get out of the business of promoting home ownership for low-income 

households and underserved regions. As we mentioned earlier, Freddie and Fannie have mission 

quotas for lending in underserved areas and to households with incomes below the local median 

income. We strongly recommend abolishing these quotas because they have contributed to the 

increasing riskiness of the GSE portfolios. Because they constrained the GSEs in terms of the 

portion of the company’s mortgage purchases that went to a specific set of borrowers, they 

mechanically forced the GSEs to take on a large fraction of risky loans as the economic situation 

of these households deteriorated. Furthermore, the consensus among academics is that the 

affordable housing goals have not substantially increased homeownership among low-income 

families.76

 

 

 We believe that whatever decision is made about the future of the GSEs, the current joint 

mandate of making secondary mortgage markets liquid and well-functioning and of promoting 

access to mortgage credit by underserved groups of regions are mutually incompatible. As 

described above, the current approach of government intervention through the GSEs -- to keep 

mortgage interest rates artificially low for all households -- is both too expensive and ineffective.  
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Instead, the policy objective of promoting and subsidizing low-income home ownership 

should be the exclusive domain of the Federal Housing Administration and its securitizer Ginnie 

Mae. These institutions have the expertise with low-income mortgage insurance and 

securitization and are much better suited to perform the targeted role of helping the 

underserved income groups or regions. Ginnie Mae, for example, runs an efficient securitization 

business, with no retained portfolio, little risk , and a small staff. Such a focused approach would 

not only be more effective, but also much more transparent, with its costs and benefits in plain 

sight and part of the government budget.  

 

Having lost market share to subprime lenders and to the GSEs during the boom, the 

FHA has filled the void after the collapse of private sector lending and the GSEs. Rather than 

continuing to expand the market share of FHA, now is the time to delineate which households 

deserve mortgage support through the FHA. As a general principal, mortgage assistance 

programs should be more targeted toward low-income households.  

 

Whenever possible, homeownership policy should aim at helping potential homeowners 

without promoting excessive leverage. Rental subsidies, such as the HUD rental voucher 

program, may be a more cost effective way to help low-income households than are poorly 

conceived ownership stimulus or mortgage guarantees. Finally, federal housing policy would 

benefit from streamlining and consolidating the myriad programs that support low-income 

housing and benefit from modernization so as to execute its mission effectively.  

 

While our focus has been on single-family mortgages, the GSEs have also played an 

important role in financing multi-family mortgages in the U.S. These multi-family mortgages 

are important for the creation of rental housing. Currently, the GSEs hold 35 percent of total 

outstanding multifamily mortgage debt and are providing nearly 90 percent of all mortgage 

capital to the market. The majority of these mortgages are held in portfolio, either because it is 

profitable to do so (similar to the single-family mortgage argument that we made before), or 

because they are harder to securitize than are single-family housing. We propose that support 

for the multi-family market segment be transferred to the FHA, and be confined to low-income 

housing. The standardization efforts of the GSEs should be preserved so that the private sector 

can become a larger multi-family player.  
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One fear of reducing the blanket housing subsidies that are offered through the GSEs is 

that households will face steeply higher mortgage interest rates, which in turn will trigger a 

decline in housing markets. New research by Favilukis, Ludvigson, and Van Nieuwerburgh 

(2010) and Glaeser, Gottlieb, and Gyourko (2010) shows that the link between interest rates and 

house prices may be weaker than is conventionally assumed.77

 

 This implies that the impact of 

policies that reduce housing subsidies may not be as dramatic as feared. 

9.3 What about the Federal Home Loan Bank System? 

 

 Although we have mentioned the Federal Home Loan Bank System as another sizable 

GSE a number of times in this book, Fannie Mae and Freddie Mac have been our major focus of 

attention.  Nevertheless, the FHLB System deserves attention as well.  Perhaps the most 

important reason for this is that fixing Fannie and Freddie will not suffice if some other GSE 

takes on their functions (even though that is not on the table just as yet). 

 

This is a serious risk, for instance, with respect to the FHLB System.  This is another GSE 

– in fact an early GSE formed in the 1930s – that was originally supposed to support housing via 

the S&Ls.  After 1989 the System expanded support to almost all depository institutions, with its 

mission expanded to helping “community development”.  And, in the crisis of 2007-09, the 

System became a significant lender-of-last-resort to depository institutions that were 

experiencing problems with their mortgage portfolios (including institutions that eventually 

failed, such as Washington Mutual and Countrywide).   

 

The FHLB System thus far has not generated the financial trauma that has been caused 

by Fannie and Freddie.  Although some of the individual banks in the twelve-bank FHLB System 

have had financial difficulties, none has approached insolvency; and the joint-and-several 

liability structure of the System’s debt obligations reduces the likelihood that a federal 

government rescue will be needed. 

 

 Nevertheless, the FHLB System presents the same worrisome clash of social goals 

(supporting housing, and more recently supporting community development) and private 

ownership. We believe that the FHLB System’s basic role as a wholesale bank for its constituent 

financial institutions can be served by a wholly private entity that does not have the implicit 

subsidy of the GSE status.  We are also worried that a GSE-based FHLB System might become 
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the vehicle for a new expansion of housing subsidies.  Hence, we recommend its transformation 

into a wholly private structure. 

More generally, privatization of GSEs in some cases and evolving others into public-

private partnerships with a limited lifespan for the public arm could pave the way for more 

balanced government intervention and sustainable growth in housing markets. 
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Epilogue 
 

“The difficulty lies, not in the new ideas, but in escaping from the old ones…” 

 

- John Maynard Keynes in The General Theory of Employment, Interest and 

Money (1936) 

 

On November 6, 1961, in the Sahara desert in Algeria, a pipeline from a natural gas well 

ripped open, leading to a gas fire that was 750 feet high. Nicknamed the Devil’s Cigarette 

Lighter, and fueled by 550 million cubic feet of gas a day, it burned for 6 months without any 

end in sight. The heat was so intense that anything within one-half mile, including the desert 

sand, melted. 

 

Then a Texan named Red Adair showed up. Red and his team dug deep down in the sand 

until a water source was reached. Using this new found water supply, they drenched the 

surrounding area for weeks upon weeks, thus cooling the area down. Then one day, fully covered 

in his fire suit that had been sprayed with water, Red calmly rode a bulldozer into the fire’s 

perimeter, placed drums carrying 750 pounds of nitroglycerine, and pulled away, igniting a 

massive explosion. The explosion successfully blew out the fire. It is generally considered the 

greatest achievement in the history of fighting oil well fires. 

 

The financial sector has its own version of the Devil’s Cigarette Lighter, and it is the 

government-sponsored enterprises (GSEs), notably Fannie Mae and Freddie Mac, with their 

unstable mix of capitalist profit taking and socialized risk. 

 

While no one disagrees with the idea of reforming the GSEs, it seems that the proposals 

for housing finance reform that are emerging from various industry groups do not represent a 

tectonic shift in thinking about government’s role in housing finance. For that matter, politicos 

are still mentioning the public mission of affordable housing and GSEs in the same breath.  

 

Regulators and policymakers need to stop dancing around the issue of what to do with 

the GSEs. A little less Fred Astaire, and a little more Red Adair is needed.78
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Of course, critics will argue that, without the support of the GSEs, the cost of obtaining 

mortgages will be that much higher, effectively shutting out a large number of potential home-

buyers, and the liquidity of the secondary mortgage market will be significantly impaired. In 

fact, in an interview with the Financial Times that appeared on August 12, 2010, legendary bond 

investor Bill Gross of Pimco stated:  

 
“Without a government guarantee, as a private investor, I’d require borrowers to put at 
least 30 per cent down, and most first-time homebuyers can’t afford that.” 

 

But if mortgage lenders and securitizers cannot issue and securitize mortgages without 

full government backing, then this says more about the current business model of mortgage 

securitization than anything else. If we really think that the only source of capital is the 

government, we will have implicitly socialized the mortgage financial system. 

 

It is certainly true that the vast expansion of mortgage finance could not have taken place 

without the involvement of the GSEs. But why was this expansion necessarily a good thing? The 

current administration is desperately trying to keep the housing market afloat even though all 

economic signs point in the opposite direction. Of course, the tale of this financial crisis is that 

homeowners, mortgage lenders, securitizers, and investors in mortgage-backed securities all 

took advantage of the freebies thrown at them either directly or indirectly by the GSEs, and are 

now drowning in debt and crying foul that the gravy train is over.  

 

Of course, the creative destructive nature of capitalism can solve this problem. Once 

creditors of mortgage lenders get hit and investors in mortgage-backed securities lose, market 

discipline will come back to the mortgage finance sector. Mortgage lenders will change their 

behavior and focus on borrower quality, and investors will audit these lenders and once again 

measure and price aggregate credit risk. As in other parts of the world, lower loan-to-value 

ratios (i.e., larger down payments) and stronger recourse for lenders will reduce the amount of 

mortgage default risk in the economy; and borrowers will choose adjustable-rate mortgages if 

the cost of fixed-rate mortgages becomes too high. All of this will lead to a private and more 

efficient level of risk-sharing in the mortgage finance market. The reform of mortgage finance 

will end up being mostly organic and not require the heavy hand of government. 

 

 Nevertheless, there still might exist the market failure of systemic risk to the extent that 

individual financial firms do not bear all of the costs of lending, guaranteeing, or investing in the 
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systemically risky housing market. Having the government provide capital side-by-side with 

firms that offer mortgage guarantees and yet getting compensated based on the private price of 

guarantees is one pragmatic compromise to address this issue.  But limited government 

involvement of even this sort must be tightly ring-fenced to the relatively high quality 

mortgages, and private provision of guarantees to the low quality mortgages must be reasonably 

competitive and well capitalized at all times lest new too-big-too-fail firms are created. 

 

The temptation to opt for cheap housing credit is as irresistible for low-income 

households as it is for the government.  However, it has proven woefully inadequate as a social 

policy tool to fight the increasing income inequality and redistributed wealth towards the rich. 

Ultimately, any policy that is not aimed directly at promoting economic growth by and large 

makes things worse. Government support of housing markets and institutions is a case in point. 
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Glossary 
 
ABCP: asset-backed commercial paper 

AIG: American International Group 

Alt-A: alternative to agency (mortgage) 

ARM: adjustable-rate mortgage 

BNY: Bank of New York Mellon  

CBO: Congressional Budget Office 

CDO: collateralized debt obligation 

CDS: credit default swap 

CEO: chief executive officer 

CFPB: Consumer Finance Protection Bureau 

CLTV: combined loan-to-value ratio 

CMO: collateralized mortgage obligation 

DTI: debt-to-income ratio 

FDIC: Federal Deposit Insurance Corporation 

FHA: Federal Housing Administration 

FHEFSSA : Federal Housing Enterprises Financial Safety and Soundness Act  

FHFA: Federal Housing Finance Agency 

FHLB: Federal Home Loan Banks 

FHLMC: Federal Home Loan Mortgage Corporation, a.k.a. Freddie Mac 

FICO: Fair-Isaac Corporation (credit score) 

FIRREA: Financial Institutions Reform, Recovery, and Enforcement Act 

FNMA: Federal National Mortgage Association, a.k.a. Fannie Mae 

FRA: Federal Reserve Act 

FRM: fixed-rate mortgage 

FSLIC: Federal Savings and Loan Insurance Corporation  

GDP: gross domestic product 

GMRIC: Government Mortgage Risk Insurance Corporation 

GNMA: Government National Mortgage Association, a.k.a. Ginnie Mae 

GSE: Government-sponsored enterprise 

HAMP: Home Affordable Modification Program  

HELOC: home equity line of credit 

HERA: Housing and Economic Recovery Act 
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HOLA: Home Owners Loan Act 

HUD: Department of Housing and Urban Development 

LC: letter of credit 

LCFI: large complex financial institution 

LOLR: lender of last resort 

LTCM: Long-Term Capital Management 

LTV: loan-to-value ratio; see also CLTV  

MBS:  mortgage-backed securities 

MCGE: mortgage credit guarantor entity 

NHA: National Housing Act 

NINJA: no income, no job, and no assets (mortgage) 

NY Fed: Federal Reserve Bank of New York  

NYSE: New York Stock Exchange 

OFHEO: Office of Federal Housing Enterprise Oversight 

OTC: over-the-counter (derivatives market) 

PDCF: Primary Dealer Credit Facility 

PPIP: Public-Private Investment Program 

PLS: private-label (mortgage-backed) securities 

RTC: Resolution Trust Corporation 

S&L: savings and loan (institution) 

SIV: special investment vehicle 

SPV: special purpose vehicle  

TALF: Term Auction Lending Facility 

TARP: Troubled Asset Relief Program 

TRIA: Terrorism Risk Insurance Act 

TSLF: Term Securities Lending Facility 

VA: Veteran’s Administration (now the Department of Veterans Affairs) 
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Time Line of U.S. Housing Finance Milestones 
 

Year/Act 
 

Critical Reform or Event for Housing 
Finance 

1932: Federal Home Loan Bank (FHLB) Act Creation of an early government-sponsored 
enterprise (GSE): a system of 12 FHLB’s to 
borrow at low rates in markets and lend to 
mortgage-lenders 

“New Deal”:  
1933 Home Owners Loan Act (HOLA) and 
1934 National Housing Act (NHA) 

Creation of the Federal Housing 
Administration (FHA) that offered mortgage 
insurance to lenders on qualified mortgages 

1938 Creation of the National Mortgage Association 
(NMA) of Washington, which changed its 
name to the Federal National Mortgage 
Association (FNMA) – “Fannie Mae”, 
authorized to borrow in capital markets and 
buy FHA-insured mortgages 

1944: The Servicemen’s Readjustment Act  
(“GI Bill of Rights”) 

Authorized the Veterans Administration (VA) 
to offer mortgage insurance (similar to FHA’s) 
to veterans 

1948 Fannie Mae gained the authority to buy the 
VA-insured mortgages 

1954: The Federal National Mortgage 
Association Charter Act of 1954 (a part of the 
Housing Act of 1954) 

Clarified Fannie Mae’s status as a government 
agency, stipulated that it was exempt from 
state and local income taxes, provided for the 
Federal Reserve Banks to perform various 
services for Fannie Mae, and specified that 
Fannie Mae was to provide “special assistance” 
for certain kinds of mortgages, a precursor to 
the “mission” regulation of 1990s and 2000s 

1968: The Housing and Urban Development 
(HUD) Act 

Converted Fannie Mae into a private company, 
with shares listed on the New York Stock 
Exchange, HUD retained some regulatory 
powers over Fannie Mae, and the President of 
the United States continued to have powers to 
appoint five of Fannie Mae’s board members 

1968-1970: HUD Act Creation of the Government National 
Mortgage Association (GNMA, or “Ginnie 
Mae”) within HUD as an agency that would 
securitize FHA- and VA-insured mortgages; 
the first Ginnie Mae mortgage-backed 
securities (MBS) were issued in 1970 

1970: The Emergency Home Finance Act  Creation of the Federal Home Loan Mortgage 
Corporation ( “Freddie Mac”),  owned by the 
FHLB system, to buy and securitize mortgages 
from the S&Ls; Freddie Mac’s first MBS was 
issued in 1971 

1970-1980: HUD and the Federal Home Loan 
Bank Board 

Fannie Mae authorized to purchase mortgages 
that were not insured by FHA or VA; both 
Fannie Mae and Freddie Mac restricted in size 
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of mortgages they could purchase for holding 
or securitizing; “conforming loan limits” 
progressively revised upward over time 

1980s: The Secondary Mortgage Market 
Enhancement Act of 1984 
 

The maturity mismatch of the S&L industry 
and the high interest rate environment of the 
late 1970s and early 1980s led the “President’s 
Commission on Housing” in 1982, to call for 
deregulation of mortgage banking and 
increased role for capital markets in secondary 
market for mortgages 

1989: The Financial Institutions Reform, 
Recovery, and Enforcement Act (FIRREA) 

Fundamentally established Fannie Mae and 
Freddie Mac as parallel GSEs, with similar 
structures, privileges, responsibilities, and 
limitations;  lodged prudential regulation with 
HUD to ensure their solvency  

1992: The Federal Housing Enterprises 
Financial Safety and Soundness Act 
(FHEFSSA)  

Creation of the Office of Federal Housing 
Enterprise Oversight (OFHEO), which was 
lodged in HUD, as prudential regulator of the 
GSEs; specified a risk-based capital regulatory 
regime but with more generous terms than for 
private financial firms   

1992: FHEFSSA Specified for the first time a set of “mission 
goals” for the GSEs to support housing for low- 
and moderate-income households, as well as a 
special “affordable goal” and serving 
“underserved areas” (formerly inner-city 
areas), effectively giving the GSEs a mandate 
to purchase low-quality mortgages 

1992-2003 Steady increase in the proportion of GSE 
balance-sheets mandated to serve the 
affordable housing goals 

2003-2004 Accounting scandals at Freddie Mac and 
Fannie Mae lead OFHEO to impose 
restrictions on leverage and size of balance-
sheets, but without any limit on MBS 
guarantee business 

2003-2007: “Race to the bottom” Non-GSE MBS (privately securitized) grew 
from 12% to 38% of originations; GSE 
profitability (in return on equity terms) eroded 
while that of investment banks (and their 
leverage too) sky-rocketed; GSE and private-
label MBS both grew substantially with general 
deterioration of lending and underwriting 
standards  

2007-2008 
 

At the advent of the crisis, the FHLB System 
becomes the “next-to-last lender of last resort” 
for commercial banks increasing its lending 
from $235 billion to $1.3 trillion, exceeding 
the individual on-balance sheet positions of 
Fannie Mae and Freddie Mac 

July 2008: The Housing and Economic Fannie Mae and Freddie Mac’s share 
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Recovery (HERA) Act valuations collapse with imminent bankruptcy; 
The U.S. Treasury granted emergency powers 
under the HERA to deal with Fannie and 
Freddie’s problems; and HERA raised the 
Treasury’s debt ceiling by $800 billion, to have 
the flexibility to support the GSEs 

September 7, 2008  The GSE’s are placed in government 
“conservatorship” with a line of credit of up to 
$100 billion each for Fannie Mae and Freddie 
Mac 

2009 The Treasury first increased its commitment to 
$200 billion for Fannie Mae and Freddie Mae 
each in May 2009, then quietly removed the 
ceiling on the bailout altogether on Christmas 
Eve 2009, promising to make up any further 
negative net worth in 2010, 2011, and 2012 

Jan 2009-May 2010 The Federal Reserve doubles its balance-sheet 
via “quantitative easing” linked to GSE 
securities:  $1,250 billion of GSE MBS and 
$172 billion in their debt 

August 2010 GSEs run cumulative losses of close to $150 
billion, projected to make double the loss with 
a worst-case estimate of $1 trillion; Obama 
administration holds a “conference” to assess 
possible proposals for GSE reforms 
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End Notes 
 
                                                 
1 The process described in the text is conceptually the easiest way to understand what happens in a 
securitization, and it is the basis for some securitizations.  More common, however, is a “swap” 
arrangement, whereby the GSE will swap the securities for the mortgages from the originator.  The 
originator can then decide whether to hold the securities, or to sell them in the secondary market.  
Similarly, when the GSE wants to hold mortgages in its portfolio, it most often buys back its own MBS 
from the secondary market; once the GSE posses its own MBS, in essence it just owns the underlying 
mortgages. 
2 There will be some normal, background level of prepayment that is driven by households who choose to 
move because of new job offers in a different city, because of changes in family size, or because of the 
households’ changed economic circumstances.  But, on top of this background rate, the ease of 
prepayment means that when interest rates decrease, mortgage borrowers will often refinance their 
mortgage at the lower rates, or households find that changed circumstances make selling their existing 
house (and repaying the mortgage) and buying another house more attractive – which means that the 
investor will not get the capital gain but instead will simply get the principal back, but at a time when 
reinvestment possibilities are less attractive (because of the lower prevailing interest rates).  In essence, 
prepayments speed up just when investors wish that they would slow down.  Conversely, when interest 
rates rise, prepayments for refinancing will disappear, and even normal prepayments will slow down, and 
the investor experiences an even larger loss of value, since this lower-interest security now has a longer 
expected life.  In essence, prepayments slow down just when investors wish that they would speed up. 
3 In other words, the famous Modigliani and Miller theorem of corporate finance that a firm’s  cost of 
capital should be invariant to its mix of debt and equity is clearly violated in the case of the GSEs because 
the more debt that they have relative to equity, the more that they can exploit the value of government 
guarantees.  (Modigliani, Franco, and Merton Miller, 1958 "The Cost of Capital, Corporation Finance and 
the Theory of Investment". American Economic Review 48 (3): 261–297.) 
4 The savings and loan industry had largely avoided dealing with Fannie Mae; the S&L industry saw 
Fannie Mae as largely a vehicle to which mortgage companies (which came to be known as “mortgage 
banks”, even though they weren’t depository institutions) could sell mortgages that they had originated.  
The S&L industry lobbied Congress for a secondary mortgage institution that would be “theirs”. In 1970 
the Congress complied and created a charter for the Federal Home Loan Mortgage Corporation (FHLMC, 
which subsequently acquired the nickname “Freddie Mac”). 
5 Ralph Nader, How Fannie and Freddie Influence the political process, Chapter 6 of Peter Wallison, ed., 
2001,  Serving Two Masters, Yet Out of Control: Fannie Mae and Freddie Mac, AEI Press. 
6 This description is taken from Bethany McLean, “The Fall of Fannie Mae,” Fortune, January 24, 2005. 
7 It should be noted, however, that because house prices increased over the 1995-2006 period, the 
collateral underlying this credit numerator increased in value, therefore decreasing the overall credit risk. 
However, as chapter 2 below shows, the risk profile of these mortgages was also increasing over this 
period, thus mitigating this house price effect. 
8 Using an alternative approach based on options pricing, economists Debbie Lucas and Bob McDonald 
report a somewhat smaller value of $28 billion, though a recent update by the authors in show that this 
value can increase with more realistic modeling. Of some interest, they show a value-at-risk at the 5% 
level for Fannie Mae (Freddie Mac) of $165 billion ($112 billion), eerily close to their losses in the current 
crisis if one is to believe the CBO estimates. ( Lucas, Deborah and McDonald, Robert, “An options-based 
approach to evaluating the risk of Fannie Mae and Freddie Mac,” Journal of Monetary Economics, 2006, 
vol. 53(1) 1, pp. 155-176, and “Valuing Government Guarantees: Fannie and Freddie Revisited,” 2009, 
forthcoming in NBER book, Measuring and Managing Federal Financial Risk, edited by Deborah 
Lucas.) 
9  Speech at the Conference on Housing, Mortgage Finance, and the Macroeconomy, Federal Reserve 
Bank of Atlanta, Atlanta, Georgia, dedicated to the theme of Government-sponsored enterprises: 
http://www.federalreserve.gov/boarddocs/speeches/2005/20050519/ 
10 Within these mission goals, there were also so-called subgoals that stipulate the fraction of the goal that 
must be achieved through new home purchases, as opposed to through mortgage refinancing. 

http://www.federalreserve.gov/boarddocs/speeches/2005/20050519/�
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11 Housing and Community Development Act of 1992, Title XIII, “Government Sponsored Enterprises”, 
Sec. 1354 “Review of Underwriting Guidelines.” 
12 See Ambrose, Brent W., Temkin, Kenneth, The Urban Institute and Thomas G. Thibodeau, 2002, “An 
Analysis of the Effects of the GSE Affordable Goals on Lo- and Moderate-Income Families ,” U.S. 
Department of Housing and Urban Development, Office of Policy Development and Research. 
13 As mentioned above, the GSEs generally required loans with LTVs>80% to have private mortgage 
insurance. An important point, however, is that while private mortgage insurance helps insulate some of 
the GSE losses from a defaulted mortgage, the high LTVs also make default more likely. As is well 
documented, mortgage defaults usually create dead-weight losses that are associated with spillover effects 
in the neighborhood, disinvestment in the property, etc… 
14 See a detailed analysis by Ed Pinto, available at: http://www.aei.org/docLib/Pinto-High-LTV-
Subprime-Alt-A.pdf . 
15 The Fair Isaac Corporation—FICO—provides an analysis of the creditworthiness of an individual by 
looking at a variety of factors, including payment history, debt ratio, types of credit, and number of credit 
inquiries. FICO scores range from 300–850 with higher scores signifying stronger creditworthiness. 
16 While a FICO score of 660 was highlighted as the minimum threshold by Fannie and Freddie, a score of 
620 or below was considered too low to meet GSE standards. Ed Pinto focuses on the 660 score to show 
the transition of the GSEs into riskier lending.  
17 See Favilukis, Jack, Sydney Ludvigson, and Stijn Van Nieuwerburgh (2010) “The Macroeconomic 
Effects of Housing Wealth, Housing Finance, and Limited Risk-Sharing in General Equilibrium”, Working 
Paper, New York University Stern School of Business, for a formal model of this credit expansion and the 
associated house price appreciation. 
18 Alt-A is a short name for alternative-to-agency (such as those of the GSEs) mortgages. An Alt-A 
mortgage is a type of U.S. mortgage that  is considered riskier than  prime mortgages and less risky than 
subprime, the riskiest category. Typically Alt-A mortgages are characterized by borrowers with less than 
full documentation, lower credit scores, higher loan-to-values, and more investment properties. A-minus 
is related to Alt-A, with some lenders categorizing them the same, but A-minus is traditionally defined as 
mortgage borrowers with a FICO credit score of below 680 while Alt-A is traditionally defined as loans 
lacking full documentation. Alt-A mortgages may have excellent credit but may not meet underwriting 
criteria for other reasons. 
19 This point of a regulatory race to the bottom is not new to the economic theory of the political economy 
of regulation.  If a set of institutions (Fannie and Freddie) enjoys stronger guarantees but lower capital 
requirements, then other institutions (investment banks) with access to weaker guarantees employ 
lobbying for similar treatment. In turn, the regulator of these other institutions, if sufficiently captured 
(even if just cognitively so), would adopt lower capital requirements also.  If anything, this theory would 
suggest that the first set of institutions that enjoy stronger guarantees should be subject to higher capital 
requirements to avoid the “regulatory race to the bottom” (see Acharya, Viral V., “Is the International 
Convergence of Capital Adequacy Regulation Desirable?”, Journal of Finance, 58(6) December 2003, 
2745-2781). 
20 Viral V Acharya, Thomas Cooley, Matthew Richardson, and Ingo Walter (2010) “Manufacturing Tail  
Risk: A Perspective on the Financial Crisis of 2007-09”, Foundations and Trends® in Finance, Vol. 4: 
No. 4, 247-325, argue that the manufacturing of tail risk on certain mortgage-backed securities was a 
central feature of the financial crisis. 
21 These off-balance sheet vehicles were funded with 100% leverage on their own, holding long-maturity 
mortgage and corporate loan assets, but funded overnight by asset-backed commercial paper (ABCP) – a 
form of wholesale finance mainly from money-market funds. This form of off-balance sheet leverage grew 
in size from $600 billion to over $1,200 billion in just three years from 2004 to 2007. See Acharya, Viral 
V., Philipp Schnabl and Gustavo Suarez, 2009, “Securitization without risk transfer”, working paper, New 
York University Stern School of Business. 
22 In a historical account of crises over eight centuries, Carmen Reinhart and Kenneth Rogoff (2010) This 
Time Is Different: Eight Centuries of Financial Folly, Princeton University Press, discuss the role played 
by capital inflows in engendering a vast number of financial crises.  Raghuram Rajan (2010) Fault Lines: 
How Hidden Fractures Still Threaten the World Economy, Princeton University Press, also attributes the 
crisis of 2007-09 to the global imbalances that have resulted in substantial flows from surplus countries 
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(such as China) to deficit countries (such as the United States and the United Kingdom) and provided 
“easy money” for governments of deficit countries and their financial sectors to misallocate credit. 
23 These results are generally consistent with those presented by Dwight Jaffee, in April 2010, in 
testimony before the Financial Crisis Inquiry Commission that the GSEs engaged in large dollar volumes 
of high risk-lending in each of the years 2003-2007 (see Table 3-3 Jaffee, Dwight M. (2010) “The Role of 
the GSEs and Housing Policy in the Financial Crisis”, Testimony for the Financial Crisis Inquiry 
Commission, February 27 2010, Washington D.C.) 
24 See Treasury Under Secretary Gary Gensler’s speech to the House Banking Subcommittee on Capital 
Markets, Securities and Government Sponsored Enterprises, March 22, 2000, available at 
http://www.ustreas.gov/press/releases/ls479.htm 
25 Source: Lehman Brothers (April 2008) 
26 See Acharya, Viral V., Philipp Schnabl and Gustavo Suarez, 2009, “Securitization without risk transfer”, 
working paper, New York University Stern School of Business. 
27 There is also an entirely over-the-counter and bilateral repo market that tends to be between large 
dealers and hedge funds, and is often for more illiquid and riskier collateral than Treasuries and Agencies. 
Adam Copeland, Antoine Martin and Michael Walker (2010) “The Tri-Party Repo Market Before the 2010 
Reforms”, Working Paper, Federal Reserve Bank of New York, explain the important differences in 
operations and during-crisis behavior between the tri-party repo market and the dealer-hedge fund repo 
market. 
28 Acharya, Viral V. and T. Sabri Oncu (2010) “The Repurchase Agreement (Repo) Market”, Chapter 11 in 
Regulating Wall Street: The Dodd-Frank Act and the New Architecture of Global Finance, edited by 
Viral V Acharya, Thomas Cooley, Matthew Richardson and Ingo Walter, John Wiley & Sons.  
29 Page 44 of May 1996 CBO report, “Assessing the Public Costs and Benefits of Fannie Mae and Freddie 
Mac”.  
30 Patrick Hosking, Christine Seib, Marcus Leroux and Grainne Gilmore “run on the bank” Sunday Times, 
September 15, 2007. 
31 http://www.huduser.org/publications/pdf/CMAR_VegasNV.pdf,  
32 “CBO’s Budgetary Treatment of Fannie Mae and Freddie Mac”, Congressional Budget Office 
Background Paper, January 2010. According to its August 2010 projection, the CBO estimates that 
mortgage guarantees and portfolio investments by Fannie Mae and Freddie Mac will add $53 billion to 
the budget for the 2011-2020 period.  
33 The day-to-day management of the mortgage is left to a servicer, who typically is in closest contact with 
the borrower and who collects a fee that is based on the size of the loan. The servicer must decide whether 
to modify each mortgage. This arrangement has led some to worry that servicers either lack the authority 
or have insufficient incentives to undertake costly modifications. 
34 Piskorski, Tomasz, Amit Seru, and Vikrant Vig (2009), "Securitization and Distressed Loan 
Renegotiation: Evidence from the Subprime Mortgage Crisis." Research Paper No. 09-02. Chicago Booth 
School of Business, August 2009. 
35 “What Do Subprime Securitization Contracts Actually Say About Loan Modification?” John P. Hunt, 
March 2009, Berkeley Center for Law, Business, and the Economy Working Paper. 
36 Haughwout, Andrew, Ebiere Okah, and Joseph S. Tracy (2009), “Second Chances: Subprime Mortgage 
Modification and Re-Default,” Federal Reserve Bank of New York Working Paper. 
37 See Acharya, Viral V., Philipp Schnabl and Gustavo Suarez (2009) “Securitization without risk transfer”, 
Working paper, New York University Stern School of Business. 
38 See Ashcraft, Adam, Morten Beck and W. Scott Frame (2009) “The Federal Home Loan Bank System: 
The Lender of Next-to-Last Resort?” Working Paper, Federal Reserve Bank of New York. 
39 For a succinct history of central banking in the United States, see Thomas Cooley, Kermit Schoenholtz, 
George Smith, Richard Sylla and Paul Wachtel (2010) “The Power of Central Banks and the Future of the 
Federal Reserve System”, Chapter 2 in Regulating Wall Street: The Dodd-Frank Act and the New 
Architecture of Global Finance, edited by Acharya, Cooley, Richardson and Walter: John Wiley & Sons. 
40 In his diary from days when the conservatorship plan was being hatched in July 2008, the then 
Treasury Secretary Henry Paulson recounts that the Federal Reserve Governor Ben Bernanke recognized 
that this was clearly a fiscal matter, but that the Board of Governors would consider it in the interest of 
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