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 Objectives for federal housing finance reform:   

 

o Stability.  Ensure stability in the residential mortgage market by 

facilitating the constant and stable supply of funding for long term, 

fixed-rate single-family mortgage loans and for multi-family loans.   

 

o Coverage.  Help ensure the availability of financing for sustainable 

loans to all qualified home buyers and owners, without discrimination, 

furthering fair housing objectives.  Effective loan limits will ensure 

focus on serving the middle class.   

 

 How accomplished:   

 

o New entity.  Fannie Mae and Freddie Mac, publicly held stock 

corporations, would be closed and replaced with a single entity that 

has broad ownership by banks and credit unions of all sizes. 

 

 Capitalization.  Lenders selling loans to the entity would need 

to invest stock proportionate to the amount sold, say 1% or 2% 

of loan balances upon origination, redeemable at par once loans 

pay off.  Outside entities could not invest capital. 

 

 Governance.   As provided with Federal Home Loan Banks 

(FHLBs), there would be a “one lender one vote” governance 

structure.  There could also be public interest board members, 

as FHLBs have.   

 

o Functions.  The entity would not be permitted to originate loans; 

rather, it would purchase loans from private lenders, and guarantee and 

securitize such loans for a fee to cover the risk.  Lenders would use the 

proceeds from selling loans to the entity to make new loans, thus 

making credit widely available. 

 

o Cooperative-structure:  

 

 Avoids domination and further concentration by large banks by 

guaranteeing small lenders the same access to the capital 

markets and pricing as large lenders receive.  Also provides 

small lenders an alternative to using large lenders as gateway to 

selling loans. 
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 Prevents excessive profit taking from private-shareholder 

owned GSEs.  Also prevents excessive management 

compensation since the entity will be controlled by the 

members who use it.  Because the stock price cannot increase, 

it removes management incentives to take short-term risks to 

artificially increase stock prices to increase compensation. 

 

o Single entity: 

 

 Maximizes opportunities for favorable pricing for all borrowers 

through scale and standardization of products and delivery: 

 

 Allows for very large securities issuances to avoid cost 

of illiquidity premium.   

 

 Maintains opportunity for “to be announced” (TBA) 

securities issuances, permitting borrowers to lock in 

rates early and facilitating home loan purchase 

contracts. 

 

 Avoids race to the bottom where large bank lenders dictate 

terms by playing multiple secondary market entities against 

each other.  Countrywide threatened Fannie Mae in 2004 with 

sending its prime business to Freddie Mac unless Fannie 

purchased its subprime and no-doc Alt A loans too, which 

Fannie Mae agreed to do.
1
 

 

 Facilitates availability of financing for sustainable loans to all 

qualified home buyers and owners, without discrimination.   

 

 If there are several entities, they will invariably divide 

the market by different niches, making outreach to rural 

or other disadvantaged markets problematic. 

 

 One of the claimed benefits of several entities is that 

they could expand the universe of potential borrowers 

by competing on loan characteristics.  However, they 

will all likely issue the same type of security, which 

would remove this flexibility.  Only some portfolio 

capacity for hard-to-securitize loans would provide 

purchase flexibility, whether there are several entities or 

just one.  

 

 Role for Federal government:   

                                                 
1
 See Charles Duhigg, “Pressured to Take More Risk, Fannie Reached Tipping Point,” New York Times, 

October 4, 2008. 
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o Limited guarantees.  With appropriately priced fees, the Federal 

government would guarantee MBS issued by the entity.  In addition, it 

would guarantee a limited amount of debt approved by its regulator 

sufficient to ensure portfolio capacity to support loans that are not 

cost-effectively securitizable—e.g., modified mortgages and small 

multi-family projects.   Its portfolio would be substantially smaller 

than those of Fannie Mae and Freddie Mac, since they would not be 

permitted to hold their own or private label securities for arbitrage 

purposes; Freddie Mac, for example, holds 2.5 times more mortgage 

related securities than whole loans.   

 

o Effective oversight.  Federal Housing Finance Agency (FHFA) would 

regulate the entity and ensure adequate capital reserves, appropriate 

lending and portfolio activity and mission focus.  One entity will 

facilitate FHFA’s supervision. 

 

o Mortgage modifications.  Limited debt guarantee encourages loan 

modifications, both in normal economic times and in periods of stress. 

 

 Before loans can be modified that are in a mortgage-backed 

security pool guaranteed by the entity, someone must purchase 

them out of the pool.  This is because the guarantee is for 

principal and interest payments on the original loan terms, and 

modification changes when loans are due and prepayment 

characteristics.  There are two options:   

 

 The best option is for the entity to buy the loans out, 

repay the investor in full, and thereby fulfill its 

guarantee obligation.  The entity would then need to 

hold the modified loans in portfolio for at least a time, 

because these loans are difficult to re-securitize.   

 

o It would be expensive to raise debt capital 

without a guarantee for the entity to hold these 

loans, and impossible at the times of stress when 

this role is most important.  Relying on the 

entity’s regulator to require modifications is 

unrealistic as safety and soundness constraints 

would preclude the entity from borrowing at 

high cost to pay for modified loans.   

 

o Without a limited guarantee of debt, then, the 

entity will have no choice but to foreclose rather 

than modify even when this increases taxpayer 

risk and harms homeowners and neighborhoods. 
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 The legislative alternative to requiring the entity to 

purchase loans out of securities with a debt guarantee is 

to require servicers to buy out loans before they can be 

modified, as Ginnie Mae requires FHA servicers to do.  

As recent FHA experience has shown, however, 

servicers have an often irresistible financial incentive to 

foreclose rather than modify due to their own liquidity 

and capital costs, even when the modification would 

yield greater recovery than foreclosing.    

 

o Small multi-family loans.  These loans are heterogeneous and are 

originated in relatively small volume, which makes them difficult and 

costly to securitize.  An increase of even 1% in the interest rate on a 

multi-family loan can mean a substantial increase - 15% or more - in 

the overall cost to investors and rent paid by tenants, making many 

projects unaffordable.  The entity should, subject to regulator approval, 

be able to portfolio limited amounts of such loans if necessary.  

 

o Counter-cyclical liquidity.  Facilitates capital for mortgage loans in the 

system when financing for home loans is significantly constrained, 

harming homeowners and the economy.  The GSEs have played this 

role during current market disruption and in previous downturns. 

 

 How the transition would work: 

 

o Replicate FDIC practice.  As the FDIC does with insolvent banks, 

FHFA would take over the troubled GSEs.  It would transfer Fannie 

Mae’s and Freddie Mac’s assets and liabilities to the new entity and 

wipe out their existing shareholders.  (Congress would need to 

determine the fate of Treasury’s preferred stock investments; perhaps 

these would also transfer and be retired over time.)   

 

o Stable transition.  Provides for a new entity and a new structure while 

transitioning to this new regime in a manner that does not disrupt the 

fragile housing market.   

 

 How this structure addresses the four flaws that led Fannie Mae and Freddie 

Mac on the road to conservatorship: 

 

o Strong regulator.  Fannie Mae and Freddie Mac were regulated by the 

Office of Federal Housing Enterprise Oversight (OFHEO), which 

lacked the powers of other financial regulators and permitted the GSEs 

to build up excessive risk.  The Housing and Economic Recovery Act 

of 2008 (HERA) replaced OFHEO with FHFA, an independent 

regulator with powers parallel to bank regulators.  Its strength was 
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quickly proven by its decision to place the GSEs in conservatorship 

two months after formation.  FHFA would also regulate the new 

entity.     

 

o Adequate capital standards.  The housing crisis exposed the 

extraordinary lack of capital held by the GSEs, since previous 

legislation required them to hold just 0.45% in capital for guaranteed 

MBS.  FHFA was given regulatory authority to impose adequate 

capital standards without additional Congressional approval.  

 

o Alignment of interests and incentives.  It is clear that marrying private 

stock ownership with a government charter and implicit backing 

(which later became explicit) was untenable.  Misaligned financial 

incentives led to poor management decisions such as manipulated 

accounting and the chase of short-term profits on poorly underwritten 

Alt-A loans that ultimately bankrupted the enterprises. The prior 

structure led to the privatization of benefit and socialization of costs, 

which must not be repeated.  Instead, the new entity will be owned 

cooperatively by its members, aligning the interests of owners and the 

entity. 

 

o Priced-for explicit, limited government guarantee.  Fannie Mae and 

Freddie Mac underpriced the cost of the governmental guarantee 

because it was implicit, rather than explicit.  The guarantee in this case 

will be explicit, and paid for, just as FDIC charges banks for deposit 

insurance and Ginnie Mae charges lenders for placing FHA loans in 

government-guaranteed securities.  Any guarantee of debt obligations 

would be for limited, essential purposes, such as holding modified 

loans and loans that cannot be securitized, and would require prior 

approval of FHFA. 


