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     Introduction 

 The full impact of the fi nancial crisis of 2008 still reverberates around the 
globe. The crisis was triggered by events in the US subprime mortgage 

market of 2007–2008, and quickly spread to other fi nancial markets, 
sometimes unrelated, but also often connected through the banks’ activities 
in the wholesale market. The purpose of this book is to analyse the causes of 
the development of a vast subprime market in the United States. The mortgage 
market has reached the point where almost nine out of ten mortgages are 
currently insured or guaranteed by the US government. 

  Turning the dream into reality 

 The American dream of home ownership had always been part of aspirations 
articulated by successive governments in the USA, but it was not until President 
Bill Clinton took offi ce that any President sought to turn the dream into a reality 
for millions of families. Clinton introduced the “affordable housing” ideology 
in his 1995 “National Homeownership Strategy,” designed in part to cut 
federal expenditure on public housing, but also to respond to claims that banks 
discriminated against minorities. The aim was to increase home ownership by 
entering into a partnership with all those involved in the process of making 
mortgages available. President Clinton did not just involve the private sector, 
but also used existing legislation and the long-established federal agencies. 

   Using federal agencies and Government 

Sponsored Enterprises (GSEs) 

 The Federal Housing Administration, the Veterans Administration and the 
“Government Sponsored Enterprises” (the Federal Home Loans Banks System, 
Fannie Mae and Ginnie Mae) were all created as part of the 1930s “New Deal” 
to get the mortgage market functioning again after the Great Depression. 
The agencies had evolved over time, but from the mid-1990s onwards were 
co-opted into increasing home ownership amongst minorities and low- to 
moderate-income groups. 

   The Community Reinvestment Act, 1977 

 The CRA was originally designed to prevent “red-lining” by banks and 
other fi nancial institutions. The Act was readily to hand and only required 
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amendments in order to incentivize lenders to increase their lending to 
minorities and low- to moderate-income groups; to those, in other words, who 
could not meet the usual loan-to-value, credit scores or debt-to-income ratios 
required by the so-called conventional 30-year fi xed-rate mortgages with some 
20% down payments. The move away from that type of mortgage had already 
begun in the early 1980s: a wide range of mortgages, including adjustable rate 
mortgages, were no longer banned under state laws. 

 The carrot for the lenders was the regulatory seal of approval, that is, 
being rated as “outstanding” in their compliance with the requirements of 
the Community Reinvestment Act, as amended, to lend to less creditworthy 
families or those without any credit rating at all. Such a rating meant that 
their plans to merge or acquire other banks would be approved by the 
regulators. Interstate banking had been illegal until the Riegle-Neal Act, 
1994 took effect. Thus the Community Reinvestment Act contributed to the 
subprime debacle. 

   Fannie, Freddie and the Housing and Urban 

Development Department 

 In this book, attention is inevitably focussed on Fannie Mae and Freddie Mac, 
but the role of the “other” Government Sponsored Enterprises should not be 
neglected: the Federal Home Loan Banks system, consisting of the twelve banks 
which provide stable, on-demand, low-cost funding enabling lenders to make 
home loans. The FHLBs ran into diffi culties as well, through bad management 
and poor supervision. The government agency responsible, which was also part 
of the Housing and Urban Development Department (HUD) and so subject to 
political direction, is the Federal Housing Administration (FHA), which insures 
mortgages made by lenders to qualifying borrowers against default. Operating 
at the lower end of the mortgage market, the FHA insures a disproportionate 
number of black and Hispanic and low- to moderate-income borrowers, often 
in inner-city areas. In the context of the affordable housing ideology, the FHA 
was prepared to insure loans with deposits as low as 3% and to accept seller 
funded down payments until a long history of fraudulent activities in the 
market fi nally came to light and ended this practice. But Fannie and Freddie 
were the key players. 

 From the beginning of their existence, Fannie and Freddie only operated 
in the secondary market. They did not make any home loans themselves, but 
were chartered by Congress to provide a stable source of funding for housing 
fi nance throughout the country. They carried out that “mission” by purchasing 
the home loans from the originators, the lenders, and then packaging those 
loans into mortgage-backed securities (MBSs). The MBSs were then sold to 
investors, along with a guarantee against losses from defaults on the underlying 
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mortgages; or held in portfolio, fi nanced by the agency debt which the GSEs 
issued. 

 The Secretary for Housing was the “mission regulator” for Fannie Mae and 
Freddie Mac. This involved setting the housing goals, that is, the proportion of 
mortgages for low- and moderate-income families they were expected to buy 
each year, goals established as a result of complex and bureaucratic formulae, 
but which increased each year, until the goal for 2008 was 57%. The fi rst set 
of affordable housing goals was fi nalized in 1996 for the years 1996–2000, 
and the process continued throughout the Bush Administration, following his 
announcement of the “Blueprint for the American Dream” in 2002. 

 Fannie and Freddie became the dominant players in the market, in terms 
of both size and political power, forming partnerships with banks of all kinds 
that were lending to minorities and low- to moderate-income families. The 
partnership agreements meant that banks could sell the mortgages to Fannie 
and Freddie, paying the guarantee fees in exchange for removing the default 
risk from their own books. The Government Sponsored Enterprises spent 
millions of dollars on lobbying, using every means possible to attack politicians 
who sought to limit their power, and rewarding many Congressional members 
of the banking and fi nancial services committees, which were responsible for 
the way in which Fannie and Freddie operated, by sponsoring housing projects 
for affordable housing in their constituencies. 

 The signals from government were clear enough: lend to minorities and 
less well-off families, and adjust underwriting standards to increase home 
ownership amongst these groups. But Fannie and Freddie had a pivotal role in 
the mortgage market, and so must bear a major part of the blame. They were 
out of control. They exploited the weakness of their regulator and engaged 
in dubious accounting practices, whilst amassing huge fortunes for their top 
executives. All the time, they proclaimed their commitment to affordable 
housing and were aided and abetted in their activities by Presidents and 
politicians alike. 

 So lend they did: banks, thrifts and mortgage brokers, safe in the knowledge 
that they need not retain the risks. Fraud and predatory lending practices 
were rife, not just on the part of banks, but also brokers, appraisers, loan 
servicers, builders and borrowers. Mortgages were packaged in ever more 
exotic fi nancial instruments. The regulators failed to act to prevent predatory 
lending until it was too late: the Commodities Futures Modernization Act, 
signed into law in December 2000 by President Clinton, exempted over-the-
counter trading in derivatives, including credit default swaps, from regulation. 

 A few voices in Congress, outside in the community and in the banking 
sector were raised in protest, but they were not heard whilst more and more 
people could buy their own homes; the affordable housing ideology blinded 
the rest. Much was hidden whilst house prices continued to rise, but as they 
faltered in 2006 and began to fall throughout 2007, and interest rates rose, the 
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extent of the subprime market dawned slowly. Decisive action was too late to 
prevent the collapse of the mortgage market, with its misery for millions both 
in the USA and elsewhere. 

 As pivotal players in the market, Fannie Mae and Freddie Mac must take 
a large slice of the blame. But above all, it was the distortion of the banking 
sector to achieve political ends that ultimately caused the crisis. Politicians, 
with their unthinking political stances, must, perhaps for the fi rst time, take 
the lion’s share of the responsibility. The vast subprime market, out of which 
others created over-complex, opaque fi nancial instruments, selling them with 
only an eye to profi t throughout the world, was the child of the affordable 
housing ideology. 



xv

    Timeline 

  1932      Creation of the Federal Home Loan Bank System under the Federal Home 
Loan Bank Act to promote the use of long-term, fi xed-rate, fully amortizing 
residential mortgages. The FHLBs provide cash advances to their 8,000-odd 
members, including community banks, thrifts, credit unions and community 
development fi nancial institutions, as well as all depositary institutions with 
more than 10% of their portfolios in mortgage-related assets under the 1989 
Financial Institutions Recovery and Reform Act (FIRREA). The FHLB System 
is also known as the “other” Government Sponsored Enterprise (GSE). 

    1934      The Federal Housing Administration was created under the National 
Housing Act and later became part of the Housing and Urban Development, in 
1965. Its function is to insure loans made by banks and other private lenders 
for home builders and home buyers. 

    1938      Fannie Mae, the Federal National Mortgage Association (FNMA), 
was created as part of the “New Deal” as a government agency, designed to 
ensure the supply of funding to banks by buying up existing mortgages for 
cash to enable banks to provide further loans. It created a liquid secondary 
mortgage market, primarily by buying loans insured by the Federal Housing 
Administration. 

    1968      Fannie Mae was converted into a private shareholder corporation to 
remove its activities and debt from the federal budget, under legislation signed 
by President Lyndon B. Johnson. At the same time, Ginnie Mae (the Government 
National Mortgage Association) was formed as a government agency, supporting 
FHA-backed mortgages as well as the Veterans Administration and Farmers 
Home Administration (FmHA) mortgages. Ginnie Mae is the only home-loan 
agency backed by the full faith and credit of the US Government. 

    1970      The federal government authorized Fannie Mae to purchase conventional 
private mortgages (that is, not insured by the FHA, VA or FmHA). At the same 
time, the Federal Home Loan Mortgage Corporation (FHLMC), Freddie Mac, 
was created to compete with Fannie Mae and ensure a more competitive and 
effi cient secondary market. 

    1982      Freddie Mac also became a publicly traded, shareholder-owned 
corporation. The Alternative Mortgage Transactions Parity Act allowed 
mortgages other than the conventional 30-year fi xed-rate mortgage: adjustable 
rate mortgages; balloon payment mortgages; and interest only mortgages. At 
the same time, Fannie Mae was funding one in seven mortgages in the USA. 
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    1984      Fannie Mae issues its fi rst debenture in the overseas Euromarket, marking 
its entry into foreign capital markets. 

    1992      President George H. W. Bush signed the Housing and Community 
Development Act, of which the Federal Housing Enterprises Financial Safety 
and Soundness Act (FHEFSSA) is Title XIII, the Charter for Fannie and 
Freddie. It established the Offi ce of Federal Housing Enterprises Oversight 
(OFHEO) within the Housing and Urban Development Department (HUD). 
Fannie and Freddie would be required to meet the “affordable housing goals” 
set by HUD and approved by Congress. 

    2003      Report of OFHEO’s Special Examination of Freddie Mac (accounting 
irregularities). 

    2006      Report of OFHEO’s Special Examination of Fannie Mae (accounting 
irregularities). 

    March 2007      HSBC announces one portfolio of purchased subprime 
mortgages evidenced delinquency that had been built into the pricing of 
these products. 

    June 2007      Bear Stearns pledges a collateralized loan to one of its hedge funds, 
but not the other. 

    October 2007      Merrill Lynch, Citi and UBS report signifi cant write-downs. 

    November 2007      Moody’s announces it will re-estimate capital adequacy ratios 
of US monoline insurers/fi nancial guarantors. 

    November 2007      Freddie Mac announces 2007 Q3 losses and says it is 
considering cutting dividends and raising new capital. 

    December 2007      Bear Stearns announces expected 2007 Q4 write-downs. 

    January 2008      Announcements of signifi cant Q4 losses by Citi Bank, Merrill 
Lynch and others. 

    January 2008      Bank of America confi rms purchase of Countrywide. 

    January 2008      Citi announces plans to raise $14.5bn in new capital. 

    February 2008      American International Group (AIG) announces that its auditors 
have found a “material weakness” in its internal controls over the valuation of 
the AIGFP super senior credit default swap portfolio. 



TIMELINE    xvii

    March 2008      JP Morgan Chase & Co announces that in conjunction with the 
Federal Reserve Bank of New York it will provide secured funding to Bear 
Stearns for an initial period of up to 28 days. Two days later, it agrees to 
purchase Bear Stearns, with the Federal Reserve providing $30bn no recourse 
funding. 

    March 2008      OFHEO gives both companies permission to add as much as 
$200bn fi nancing into the mortgage markets by reducing their capital 
requirements. 

    April 2008      OFHEO report reveals that Fannie and Freddie accounted for 75% 
of new mortgages at the end of 2007 as other sources of fi nance sharply reduce 
their lending. 

    June 2008      Lehman Bros confi rms a net loss of $2.8bn in Q2. 

    June 2008      Morgan Stanley reports losses from proprietary trading and bad 
loans. 

    July 2008      Closure of mortgage lender, IndyMac. 

    July 2008      Shares in Fannie Mae and Freddie Mac plummet in the face of 
speculation that a bail-out of Fannie and Freddie may be required, and that 
such a bail-out would leave little value available for shareholders. 

    July 2008      US Treasury announces a rescue plan for Fannie Mae and Freddie Mac. 

    July 2008      Housing and Economic Recovery Act, signed into law by President 
Bush on July 30. OFHEO replaced as the regulator for Fannie and Freddie by 
Federal Housing Finance Agency (FHFA). 

    September 2008      Fannie and Freddie taken into conservatorship on September 7.   

  September 2008      Lehman Brothers fi led for Ch 11 bankruptcy protection on 
September 15 th .    
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1

     1 

The Seeds are Sown 

  Introduction 

 It is impossible to understand and appreciate the extent of subprime lending 
and its contribution to the global fi nancial crisis without an analysis of the 
origins of such lending and the operations of the US mortgage market, especially 
from the mid-1990s to the time when the bubble fi nally burst in 2008. The 
period was dominated by the “American Dream of Homeownership” to which 
all actors in the mortgage market subscribed, even if it was only a matter of 
paying lip-service to the dream. What marked the difference between this era 
and the preceding ones was that successive Presidents espoused the dream, but 
did little to make it a reality. 

 What happened subsequently was that politicians recruited all the federal 
housing agencies to serve the end of “home ownership for all.” This book 
will explore the ways in which every aspect of the market was subsumed to 
that purpose; how a combination of the contribution of all those agencies, 
working together with the banks and other players who grabbed money-
making opportunities, created a huge pool of subprime mortgages. It was a 
heady mix of good intentions, the reasonable aspiration of owning one’s own 
home, negligence, greed, fraud on the part of some lenders, some government 
agencies, and even borrowers as well, driven by politicians of every hue. These 
all combined to encourage all the players to take on risks, which they either 
did not understand, or which they thought they could handle in the good times. 
The good times did not last. 

   The Clinton era 

 The crisis arose out of laudable political aims and aspirations: to extend the 
American dream of home ownership. “You want to reinforce family values in 
America, encourage two-parent households, get people to stay home? Make 
it easy for people to own their own homes and enjoy the rewards of family 
life and see their work rewarded. This is the big deal. This is about more than 
money and sticks and boards and windows. This is about the way we live as 
people and what kind of society we’re going to have.” These were the widely 
held ideals expressed by President Clinton when he announced the National 
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Homeownership Strategy in June 1995, which was the beginning of the 
affordable homes era. These ideas had not been plucked out of the air: much 
research lay behind them. 1  

 The National Homeownership Strategy brought together fi fty-six leading 
organizations concerned with mortgages, affordable home ownership, 
community activists, state housing provision, government departments and 
many others as “Partners in the American Dream,” including the American 
Bankers Association; America’s Community Bankers; the Federal National 
Mortgage Corporation, and the Federal Home Loan Mortgage Corporation 
(commonly known as Fannie Mae and Freddie Mac respectively); the National 
Association of Realtors; the National Council of State Housing Agencies; the 
Neighborhood Reinvestment Corporation; and the US Department of Housing 
and Urban Affairs. 

 Amongst the Action Points included in the program under the strategy 
of reducing down-payment and mortgage costs, especially for low- and 
moderate-income home buyers, were more fl exibility in down-payment 
requirements to include “public subsidies or unsecured loans;” counseling to 
accompany mortgage fi nancing with high loan-to-value ratios; and fl exible 
mortgage underwriting criteria. The actions of Fannie Mae and Freddie Mac in 
introducing affordable loans for home purchase, loans requiring only 3% from 
the purchaser when an additional 2% is available from other funding sources 
such as gifts, unsecured loans and government aid, were commended in the 
National Strategy announced in May 1995. 

 The aim was quite explicit. “Since 1993,” the President said, “nearly 2.8 million 
households have joined the ranks of America’s homeowners, nearly twice as 
many as in the previous two years. But we have to do a lot better. The goal of 
this strategy, to boost homeownership to 67.5% by the year 2000, would take 
us to an all-time high, helping as many as 8 million American families to cross 
that threshold … and we’re going to do it without spending more tax money.” 2  
The reference to not spending any more tax dollars is signifi cant. President 
Clinton did make further cuts in the housing budget, especially for public 
housing: here, changes involved the replacement of high-rise concrete blocks 
with low-level scattered housing. However, the total stock for public housing 
fell during that period, as did new units for subsidised rental accommodation, 3  
and this must also be considered part of the background against which the 
political push for affordable housing should be assessed. 

   Racial discrimination and home ownership 

 The issue of racial discrimination in housing, and hence the need to increase 
home ownership in low-income and underserved areas, had already come to 
the fore when the Federal Reserve Bank of Boston published a study entitled 
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“Mortgage Lending in Boston: Interpreting HMDA data.” 4  Based on the Home 
Disclosure Act data for 1990, together with their own survey, the authors 
concluded that the data showed substantially higher denial rates for black 
and Hispanic applicants. Even high-income ethnic minorities, the authors 
claimed, were more likely to be turned down than low-income whites. They 
reached this conclusion after fi nding that the higher denial rate for minorities 
is accounted for, in large part, by such applicants having higher loan-to-value 
ratios and weaker credit histories than whites; they are also more likely to seek 
to purchase a two- or four-unit property than a single family home. A black or 
Hispanic applicant in the Boston area is roughly 60% more likely to be denied 
a mortgage than a similarly situated white applicant. “In short,” the paper 
concludes, “the results indicate that a serious problem exists in the market for 
mortgage loans, and lenders, community groups and regulators must work 
together to ensure that the minorities are treated fairly.” 5  The authors rightly 
state that “this pattern has triggered a resurgence of the debate on whether 
discrimination exists in mortgage lending.” 

 The study did more than trigger a debate; it led to increased community 
activity and encouraged politicians to use legislation and bank lending to achieve 
social aims. Groups such as the Association of Community Organizations for 
Reform Now (ACORN) and many other local groups engaged in direct action, 
such as arranging sit-ins in bank branches until banks agreed to lend more, 
entering into partnerships with local groups to lend to low-income areas, or 
demanding that banks publish more of the information they were already 
required to provide for the authorities under the Home Mortgage Disclosure 
Act, 1975. 

 The article also sparked an intense political debate, conducted in the media, 
and had a major infl uence on public policy, largely because it came from an 
important government agency and, as such, was bound to capture public 
attention. Its central claim did not go undisputed. It led to an avalanche of 
academic papers, some arguing that the conclusions were based on incomplete 
data or; that there were serious errors in the data, which, when removed, also 
removed the evidence supporting the discrimination hypothesis; 6  that several 
alternative model specifi cations perform better than the logit regression 
models used for the Boston study in terms of various econometric performance 
measures, and do not support the conclusions; 7  or that the model uncertainty 
can be eliminated using Bayesian model averaging (the result of the latter 
indicates that race has little effect on mortgage lending. 8 ) Another paper 
rejected the Boston study’s market level model, arguingthat the “standard” 
Boston model can only be used, at best, on the basis of a bank-specifi c analysis, 
based on its own particular lending guidelines. 9  

 Many studies followed the Boston one in focusing on denial rates. Others 
argued that this was entirely the wrong approach: they have “not determined 
the profi tability of loans to different groups … A valid study of discrimination 



4    FANNIE MAE AND FREDDIE MAC

in lending would calculate default rates, late payments, interest rates and other 
determinants of the profi tability of loans” and that “failure to do so is a serious 
methodological fl aw.” 10  Still other analyses indicated that black households 
have higher default rates, suggesting that differences in defaults or transaction 
costs may explain the results. 11  The wide range of criticisms of the Boston 
analysis suggests that it may not have been the most reliable foundation on 
which to build public policy, but neither politicians nor regulators wished 
to be perceived as being unconcerned about such widely reported racial 
discrimination in lending. 

 Lawrence Lindsay, then a member of the Board of Governors of the Federal 
Reserve, having been informed of numerous problems in the Boston study said, 
“The study may be imperfect, but it remains a landmark study that sheds an 
important light on the issue of potential discrimination in lending.” 12  This, 
despite the fact that the vital element missing in the HMDA data is a lack of 
information about the credit history of the borrower and the diffi culties as time 
went on in tracking default rates. These are both issues regarding data which 
will be explored at a later stage. 

   Changing the underwriting standards 

 Given that the debate about racial discrimination began at the Federal Reserve 
Bank of Boston, it is small wonder that it was followed by “Closing the Gap: 
A Guide to Equal Opportunities Lending” with a foreword by Richard Syron, 
President and Chief Executive, in which he quoted approvingly Lawrence B. 
Lindley, a member of the Board of the Federal Reserve System: “The regulatory 
issues in the 1990s will not be limited to safety and soundness, but will 
increasingly emphasise fairness: whether or not the banks are fulfi ling the 
needs of their communities.” Syron states that the Federal Reserve Bank of 
Boston have developed a comprehensive program for all lenders who wish to 
ensure that all their borrowers are treated fairly, and to “expand their markets 
to reach a more diverse customer base.” Lenders should review every aspect 
of their lending practices, staffi ng and training to ensure that no part of the 
process is “unintentionally racially biased,” since underwriting guidelines are 
historically based on “data that primarily refl ect nonminority mortgage loan 
participants.” 13  In particular, the lack of a credit history “should not be seen as 
a negative factor,” since certain cultures encourage a “pay-as-you go” approach. 
Instead a willingness to pay debt promptly should be assessed through a review 
of utility, telephone and medical bills, and rent payments; and past credit 
problems should be reviewed for extenuating circumstances. 

 Similar considerations should apply to employment history, where lenders 
should focus on the applicant’s ability to maintain or increase his or her income 
level. Interestingly enough, the Guide noted that Fannie Mae and Freddie Mac 
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(of which more later) would accept as valid income sources: overtime and 
part-time work; second jobs (including seasonal work); retirement and Social 
Security income; alimony and child support; Veterans administration benefi ts; 
welfare payments and unemployment benefi ts. Together with CRA-lending 
(see below), these recommendations would inevitably weaken underwriting 
standards, as thrifts and commercial banks sought to increase lending based 
on this guidance. 

   Using the Community Reinvestment Act (CRA) 

 All of these issues lay behind the development of the National Homeownership 
Strategy as described in an Urban Policy Brief prepared by the Housing 
and Urban Development Department in 1995. The Strategy was described 
as an unprecedented public-private partnership, designed to increase home 
ownership to a record level over the following six years. Home ownership 
was described in romantic terms: “The desire for home ownership is deeply 
rooted in the American psyche. Owning a home embodies the promise of 
individual autonomy and of material and spiritual well-being … In addition 
to its functional importance and economic value, home ownership has 
traditionally conveyed social status and political standing. It is even thought 
to promote thrift, stability, neighborliness and other individual and civic 
virtues.” The brief then refers to the bi-partisan support for Federal policies 
designed to encourage home ownership from Presidents Herbert Hoover to 
Ronald Reagan. 

 The problem that President Clinton sought to address was the decline in home 
ownership rates beginning in the 1980s, falling to 64.1% in 1991. The decline 
was sharpest amongst those for whom the possibility of buying their own homes 
has always proved more diffi cult such as low-income families with children 
(from 39% to 27%). Rates stagnated at about 43% for blacks, but dropped from 
43% to 39% for Hispanics between 1980 and 1991. During the late 1960s and 
the 1970s, it was argued that banks would not lend to specifi c neighborhoods 
regardless of the residents’ creditworthiness, and that these areas were 
red-lined largely because of the residents’ race, ethnicity and income. Various 
Acts had been passed to reduce discrimination in the credit and housing markets, 
including the Fair Housing Act, 1974, the Equal Credit Opportunity Act, 1974 
and the Home Mortgage Disclosure Act, 1975. The Community Reinvestment 
Act, 1977 (CRA) was also designed to encourage depository institutions to 
meet the credit needs of the communities in which they operate, including 
low- and moderate-income neighborhoods “in a manner consistent with safe 
and sound operations.” The CRA applies to all federally insured banks. 

 To deal with all of these issues, President Clinton’s approach to the 
extension of home ownership, especially in low-income and underserved 
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areas, which would greatly assist with the problem of racial discrimination, 
was two-pronged: the introduction of the Strategy; and the amendments to 
the regulations under the Community Reinvestment Act as a further step after 
the Federal Housing Enterprises Safety and Soundness Act, 1992, which,  inter 
alia , requires the existence of the Federal National Mortgage Corporation 
and the Federal Home Loan Mortgage Corporation (commonly known as 
Fannie Mae and Freddie Mac respectively.) Fannie Mae and Freddie Mac 
had to meet annual percent-of-business goals established by the Housing 
and Urban Development Department (HUD) for three categories: low and 
moderate income; underserved; and special affordable. 14  Clinton regarded the 
CRA changes as one of the highlights of his presidency: 

  One of the most effective things we did was to reform the regulations governing 
fi nancial institutions under the 1977 Community Reinvestment Act. The law 
required federally insured banks to make an extra effort to give loans to low- 
and modest-income borrowers, but before 1993, it never had much impact. After 
the changes we made, between 1993 and 2000, banks would offer more than 
$800 billion in home mortgage, small-business and community development 
loans to borrowers covered by the law, a staggering fi gure that amounted to 
well over 90% of all loans made in the twenty-three years of the Community 
Reinvestment Act. 15  

  When Congress passed the Act in 1977, it was built on the straightforward 
proposition that deposit-taking banking organisations have a special obligation 
to serve the credit needs of the neighborhoods in which they maintain branches. 
At the time of the passing of the Act, banks and thrifts originated the vast 
majority of home purchase loans. Concerns had been expressed not only about 
racial discrimination, but also about the deterioration in the condition of many 
of America’s cities, especially in low-income neighborhoods, and many believed 
that this had been caused by limited credit availability, blaming the mainstream 
depository institutions for their alleged unwillingness to lend to low-income 
neighborhoods, despite the presence of creditworthy consumers. 

 The initial focus on the areas in which the CRA-registered institutions 
maintained branches made sense because of the restrictions, a ban, in fact, on 
interstate banking and branching activities which were limited to the geographic 
scope of mortgage-lending operations. Not only were banks prevented from 
engaging in interstate banking, but intrastate branching was also severely 
restricted. Other factors included an underdeveloped mortgage market, the 
lack of a comprehensive national credit reporting system, expensive credit 
evaluation methods, and unlawful red-lining. 

 The 1977 Act required insured depository institutions to serve the 
“convenience and needs” of the communities in which they are chartered 
to do business, including meeting their credit needs. The Bank Holding Act, 
1958 already required the Federal Reserve Board, when considering proposed 
acquisitions by banks or bank holding companies, to consider how well they 
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were meeting community needs, a factor which became more important under 
the Riegle-Neal Act of 1994. 

 Until the Financial Institutions Reform, Recovery and Enforcement Act 
(FIRREA) came into force in 1989, CRA examinations led to a confi dential report 
and rating, provided only to the bank or thrift. Under FIRREA, the regulators 
were obliged to make the ratings public and provide written performance 
evaluations, using facts and data to justify the agencies’ conclusions. These were 
sometimes used in the ways described below, which were perhaps not envisaged 
in the Act. 

 The Act itself directs the federal regulators of federally insured commercial 
banks to encourage their regulated institutions to meet the credit needs, in 
particular, of low- and moderate-income neighborhoods in a way consistent with 
“safe and sound” operations, the latter perhaps being a somewhat neglected 
aspect of the assessment. It was because of the perceived ineffectiveness of the 
CRA in meeting these requirements, and its apparent failure to ensure that 
the credit needs of the minorities were met, that the new regulations of which 
Clinton was so proud were issued at his request by all four of the then federal 
banking regulators: the Board of Governors of the Federal Reserve System, the 
Federal Deposit Insurance Corporation (FDIC), the Offi ce of the Comptroller 
of the Currency (OCC), and the Offi ce of Thrift Supervision (OTS). 

 The regulations were issued in 1995 and were designed to ensure that banks 
met the credit needs of the low- to moderate-income areas; that is, any area 
in which the bank had a branch or an ATM. This, as we have seen, is partly 
because banks were confi ned to a particular state and the areas in which they had 
permission to open a branch. The income area was also strictly defi ned in terms 
of “census tracts.” In the 1990s, such tracts consisted of between 2,000 and 8,000 
people, designed to be relatively permanent and stable in terms of population 
characteristics, economic status and living conditions. 16  The income levels in a 
tract could be determined, and banks were “encouraged” to increase lending to 
those in low-income areas (below 50% of the area median income) and to those 
on moderate incomes (between 50% and 80% of the area median income). 

 Banks were required to defi ne their assessment area and ensure that it was 
updated annually to include any census tract in which a branch or an ATM had 
been provided. They were free to defi ne one or more assessment areas, but each 
assessment area must consist of one or more metropolitan statistical areas and 
include the geographical areas in which the bank had its main offi ce, branches 
or deposit-taking ATMs, as well as the surrounding areas in which the bank 
had originated or purchased a substantial part of its loans, including home 
mortgages. They had to use the areas as defi ned by the Offi ce of Management 
and Budget and the Census in force at the beginning of the calendar year, and 
had to include the whole geographical area. This was designed to ensure that 
the bank could not select boundaries which refl ected illegal discrimination or 
arbitrarily excluded low- and moderate-income areas. 
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 The basis of the evaluations varied according to the size of the bank: those 
with assets of $1,061bn faced a lending test, an investment test and a service 
test. Lending is assessed on both qualitative and quantitative factors and the 
outcome accounts for 50% of the bank’s overall CRA rating. Investment 
benefi tting low- and moderate-income individuals and neighborhoods or 
rural areas, and services to the entire community are reviewed, with each 
accounting for 25% of the rating. In a 2002 amendment, fi nancial institutions 
with assets between $265m and $1,061bn, “designated intermediate small 
institutions,” are evaluated on their record of lending in low- to moderate-
income areas and low-income individuals in the institutions’ assessment areas. 
The assessment includes a community development test but allows banks 
fl exibility in allocating their resources where they will produce the greatest 
benefi t. Those institutions with less than $265m are evaluated primarily on 
their lending performance in their communities, including low- to moderate-
income areas and populations, but are not expected to engage in complex and 
expensive community projects. 

 To those outside America, such rules will no doubt appear extraordinarily 
bureaucratic. However, in the context of local banks confi ned within a state 
and often within a limited number of counties, the emphasis on geographical 
location defi ned in this way made it possible for regulators and others to 
check on the loans the banks made in any one year, using the assessment areas 
as defi ned by the bank. Banks had to keep full records in machine-readable 
form as prescribed by the regulatory authorities of all their small business and 
small farm loans, mortgages and consumer loans. Under HMDA, banks with 
offi ces in metropolitan areas had to report annually and publicly, itemising 
each housing-related loan originated or purchased during the year, including 
the location of the loan and the borrower income. 

 In a nod to the changing structure of banks, the 1995 regulations did 
allow banks and other regulated institutions to include lending by mortgage 
companies or subsidiaries. These changes gave each institution the discretion to 
exclude or include the activities of affi liated mortgage companies in the CRA 
examination for specifi c assessment areas. This was a recognition on the part 
of the regulatory authorities that some mortgage company affi liates specialized 
in serving lower-income markets, whilst others wished to serve a larger market; 
however, it is possible that at the same time it may have weakened the CRA’s 
inducements to expand lower-income lending by allowing institutions to select 
the combination of reporting that would produce the most favorable lending 
record. In addition, the revised lending test, which gives lenders credit for certain 
mortgage loans regardless of the characteristics of the area in which loans are 
made, represented a move away from the spatial focus of the CRA, but that was 
not the immediate effect. 

 The fi nancial institution then had to pass various tests to achieve the 
most desirable ‘outstanding’ rating, if it demonstrated responsiveness to credit 
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needs in its assessment areas. That would be shown if “there is an excellent 
distribution … of loans amongst individuals of different income levels; an 
excellent record of serving the credit needs of highly disadvantaged areas in 
its assessment areas, including low-income individuals … and extensive use of 
innovative or fl exible lending practices in a safe and sound manner to address 
the credit needs of low- or moderate-income individuals.” 17  The rule also 
established a “performance context. An institution’s performance under the 
tests and standards in the rule is judged in the context of information about the 
institution, its community, its competition and its peers.” 18  

 To encourage such lending, the regulators continued to use publicity from 
which, during the long consultation period of some two years altogether, the 
industry requested a “safe harbor” from the activities of community groups, 
which they were not granted. More important from the banks’ point of view 
was the requirement to have at least a “satisfactory” rating (or better, an 
“outstanding” rating) as a result of the CRA examination, if a bank was to 
apply to its regulatory authority for permission to relocate a home offi ce or to 
open or relocate a branch, to merge with or acquire another insured depositary 
institution, to convert an insured bank to a national bank charter, or to assume 
the assets or liabilities of another regulated fi nancial institution. In addition, 
the assessment of the bank would be adversely affected if there was evidence 
of discriminatory or other illegal credit practices; the regulator would also take 
into account any policies and procedures that the bank had in place to prevent 
such practices. 

 A bank then had to make available to the public the CRA assessment 
together with detailed information, such as the number and location of its 
branches, services generally offered at the branches, and, for banks other than 
small banks, the number of loans in each income category and the location of 
those loans in the bank’s assessment area, plus the information required under 
the Home Mortgage Disclosure Act. Large banks needed an “outstanding” 
rating to excel against their competitors. The regulatory authorities would 
also take into consideration the public response, including responses from 
ACORN, the Neighborhood Assistance Corporation of America (NACA), and 
other consumer advocacy groups. These developments, for which ACORN 
in particular had long argued, provided such groups with all kinds of new 
opportunities. Previously, they had used strong-arm tactics, such as sit-ins 
in bank branches, disrupting tellers’ queues, annual meetings, and targeting 
executives’ homes. The amendments to the CRA meant that they would be 
able to use public information about a bank’s CRA rating to force more 
lending to minorities and low-income families. Many banks caved in and 
entered into partnerships, promising to spend millions of dollars over the 
years to various projects. Meanwhile, the organisations were able to cash in, 
as they received huge grants for mortgage counseling and fi nancial education. 
NACA apparently decided with what it claimed was delegated underwriting 
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authority from banks to arrange mortgages for low-income families and 
expected to close 5,000 mortgages in 2001, earning a $2,000 origination fee 
on each. 19  ACORN focused on providing counseling and training for would-
be borrowers. 20  

 It is arguable that the CRA and its 1995 amendments became less relevant 
as the decade progressed, since banking changed in ways which were not 
envisaged in the Act. These included developments in banking technology, 
automated mortgage underwriting, telephone banking and the development 
of ATMs. Banking organisations operating outside their assessment areas 
expanded rapidly and comprised the fastest-growing segment of the residential 
mortgage market during that period. As a result, between 1993 and 2000 the 
number of home purchase loans made by CRA-regulated institutions  in their 
assessment areas  fell from 36.1% to 29.5%. 

 The regulatory structure that was in place when the CRA was enacted, 
in the late 1970s and subsequently, imposed many restrictions on fi nancial 
institutions in terms of the types of products and services they could offer, 
the geographical areas in which they could operate, and the range of interest 
rates they could offer depositors or charge borrowers. In addition, strict 
chartering requirements raised the cost of setting up new fi nancial services 
companies. “Redlining may have become a red herring, drawing attention 
away from the effectiveness of market forces in breaking down the types 
of fi nancial barriers prevalent when the CRA was enacted.” 21  Lending to 
low- and moderate-income families in underserved areas was not going to be 
left to market forces and developments in banking. Instead, new legislation 
coupled with the CRA would provide more tools for community and housing 
advocacy groups to ensure and some would say, force, some banks to lend to 
such families, and others to embrace the opportunity. 

   The implications of the Riegle-Neal Interstate Banking 

and Branching Act, 1994 

 Amongst its other effects, this Act increased the importance and value of the 
“outstanding” rating for banks. The amendment Act enabled full nationwide 
banking across America, for the fi rst time and regardless of state law, after it 
came into full effect on June 1, 1997. It allowed branching through acquisition 
only, which means that a bank must acquire another bank and merge the 
two structures in order to operate across state lines, unless there existed a 
reciprocal agreement between states. The states had the power to allow a bank 
to open a branch in another state without the necessity of acquiring another 
bank to allow them to open a branch. The Act also allowed states to “opt 
out” of interstate banking by passing a law to prohibit it before June, 1997, 
but Texas and Montana were the only two states to do this. The fi rst stage 
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was agreements between states, but fi nally by 1997, the Act was signed into 
a law ratifying agreements between states, the FDIC and the Federal Reserve 
allowing for “seamless” supervision for state-chartered branches with branches 
across state lines. 

 It is in this context that the importance of the CRA amendments to 
the regulations must be seen, as Chairman Ben Bernanke pointed out in a 
speech in 2007. The 1994 Act was followed by “a surge in bank merger and 
acquisition activities … As public scrutiny of bank merger and acquisition 
activity escalated, advocacy groups increasingly used the public comment 
process to protest bank applications on CRA grounds. In instances of 
highly contested applications, the Federal Reserve Board and other agencies 
held public meetings to allow the public and applicants to comment on the 
lending records of the banks in question. In response to these new pressures, 
banks began to devote more resources to their CRA programmes. Many 
institutions established separate business units and subsidiary community 
development corporations to facilitate lending that would be given favorable 
consideration in CRA examinations.” 22  The public, of course, already had 
access to information about the distribution of loans, since banks were 
required to publish it. Community action groups often used such publicity 
to “encourage” banks to lend to such areas: indeed, there are examples of 
banks funding various housing and other development projects or fi nancing 
community organisations in order to avert bad publicity. These had become 
more important factors in the context of the Riegle-Neal Act. 

   The “surge” in mergers and acquisitions 

 The “surge” in mergers and acquisitions to which Chairman Bernanke referred 
changed the whole structure of American banking, both within the USA and 
globally. At the end of 1996, and before Riegle-Neal came into force, the 
largest American bank was Chase Manhattan Corp., New York, then ranked 
seventeenth in the world by assets ($333.8 billion), followed by Citicorp, 
New York, ranked twenty-sixth, then BankAmerica Corp., San Francisco and 
J.P. Morgan & Co. Inc., New York. At that time, six of the ten largest banks in 
the world were Japanese. By the end of 2000, the largest banking group in the 
world was Citigroup at just under $1 trillion, and another two of the top ten 
banks in terms of asset size were American banks: J.P. Morgan Chase & Co., 
New York ($715,348,00) and Bank of America Corp., Charlotte, N.C.; a 
further nineteen signifi cant acquisitions took place between 1998 and 2001, 
which involved extending the lines of business, such as acquiring trust services, 
mortgage banking or servicing, securities brokerages and investment advisory. 
Some of the acquisitions followed the repeal of Glass-Steagal by the Gramm-
Leach-Bliley Act in 1999. Overall, the number of banks fell from 14,451 in 
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1982 to 8,080 in 2001. The total number of branch offi ces almost doubled 
during the same period, from 34,791 to 64,087. 

 Acquisitions and mergers did take place prior to 1997, when the Act was 
fully implemented. Based on an approach which aggregates all subsidiaries of 
the target banking organisation and views them all as one acquisition, dating 
from the completion of the transaction, a study by the Federal Reserve Bank 
shows that between 1994 and 2003, 3,517 deals were completed and that the 
target (acquired organisations) had $3.1 trillion in total assets, $2.1 trillion 
in total deposits, and 47,283 branch offi ces. The three largest deals of the 
entire ten-year period (ranked by asset size of the target) all took place in 
1998, the year marked by the greatest volume of merger activity. Three other 
deals among the fi fteen largest also took place in that year. Fifteen banking 
organisations were the acquirers in the twenty-fi ve largest acquisitions. Four 
of these, First Union, Fleet and its successor FleetBoston, Nations Bank and 
Washington Mutual, were each of the acquirers in two of the top twenty-fi ve. 
Two other banks, Firstar and Chemical (and its successor, Chase Manhattan), 
were each of the acquirers in the top twenty-fi ve. The targets in many of the 
biggest deals were banks with large retail operations, allowing an expanded 
service area and greater penetration of established service areas, as well as a 
large retail customer base. 23  

 Mergers and acquisitions are generally the only way to extend the retail 
customer base. The market share of the fi fty largest bank holding companies 
actually declined from 71% in 1990 to 68% in 1999, refl ecting their relatively 
low internal growth on a pro forma basis. In contrast, the market share of 
the top fi fty in unadjusted terms increased steadily during the 1990s and 
underwent an especially signifi cant jump in 1998, after the series of mega- 
mergers referred to above dramatically increased the size of several of the 
largest bank holding companies. This showed that the largest bank holding 
companies increased market share through M&As, and that internal growth 
was an inconsequential factor. It is possible that, with the aim of reducing 
excess capacity, the consolidated banks removed overlapping operations and 
became smaller in the short run; lowering costs and increasing effi ciency 
would then enable them to outgrow competitors and thus increase market 
share. All of these changes meant that the structure of the banking industry 
changed dramatically during the 1990s, and would change again with the 
Gramm-Beach-Bliley Act. 24  

   The importance of CRA ratings 

 The result of the regulations and the surrounding publicity led banks to 
focus on those activities which counted towards the rating, regardless of their 
impact on strengthening communities; or, as one commentator put it: “It’s the 
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rating, stupid!” 25  When a bank wishes to merge with another bank (or open 
an additional branch or branches) it must submit an application to its federal 
regulator. Various factors are taken into account, including the bank’s record 
in serving the convenience or needs of the communities under the CRA. 
A merger application can be denied or delayed based on poor performance 
in meeting any of the factors considered in the application process, including 
CRA ratings. Denials of merger or acquisition applications are rare, but delays 
may occur while the bank answers various questions about its past CRA 
performance or makes specifi c commitments to improve its performance. 
A conditional approval may also be given for a merger or an acquisition, 
but a bank is required to take steps to remedy the defi ciency and improve its 
rating. The public and community organizations also participate in the process. 
That is one reason why banks are concerned with the CRA ratings, since delays 
in planned mergers and acquisitions are costly and may prevent the bank 
from developing an effective competition strategy. Perhaps because of these 
and other strategies, based on the Federal Financial Institutions Examination 
Council (FFIEC) between January 1997 and November 1999, about 20% of 
all banks received an “outstanding” CRA rating, 79% received a “satisfactory” 
rating and 1% were advised of their “need to improve” rating. 

 As a result, CRA agreements are often negotiated between banks and 
community groups during the merger application process. Banks issue CRA 
commitments, promising a specifi c number of affordable home loans and 
branches in working-class or minority communities. 26  According to the US 
Treasury, the CRA-covered lenders increased home mortgage loans to low- and 
moderate-income borrowers by 39% from 1993 to 1998, more than twice that 
experienced by middle- and upper-income borrowers during the same period. 27  
The report relies on an analysis of HMDA data and does not take into account 
the purchase of loans. 

 However, neither Chairman Bernanke nor any other analysts took on board 
the fact that banks could and did purchase loans in order to manipulate CRA 
examinations through the buying and selling of loans; and that they were able 
to do this because the data on loan purchases were not analysed separately 
from loan originations. In 2004, the regulatory authorities proposed separate 
tables on originations and purchases of loans, only to abandon this proposal. 
Originating a loan is a more diffi cult task in low- to medium-income areas, 
as it requires advertising, counseling, compliance, and more detailed record-
keeping. Purchasing a loan has no, or very little, value to the local community, 
but is a much less time-consuming process; it is therefore not surprising that 
it was an option. 28  The loan could be purchased and then sold on as a private 
label mortgage-backed security (MBS), or sold on again to Fannie Mae and 
Freddie Mac. 

 Many analysts took the view that it was indeed the case that throughout the 
1990s, there was a substantial increase in lending to lower-income populations 
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and neighborhoods. This was due to a number of factors, such as changes to 
banking regulations and supervision, increased competition among providers 
of fi nancial services, favorable economic circumstances and the growing 
demand for credit, as well as advances in technology allowing for better and 
cheaper evaluations of borrower creditworthiness. The period from 1991 to 
2001 was one in which banks often experienced record profi ts in a time of 
unprecedented growth in the economy. This led some to claim that the banks 
moved into subprime mortgage lending to reap vast profi ts at the expense of 
low-income families. 

   Performance and profi tability of CRA-related lending 

 Increasing suspicions about the possibility of excess profi ts led Congress 
to request a report from the Federal Reserve System on the performance and 
profi tability of CRA-related lending. The report was presented to Congress 
in 2000. 29  The authors noted that “little systemic information is publicly 
available about the delinquency and default (performance) and profi tability 
of CRA-related lending activities.” This is partly because banks identifi ed the 
origination or purchase of such loans, but did not follow through with the 
identifi cation up to the point where they were paid off or in default; and also 
because, although delinquency is more consistently defi ned and recorded across 
the industry, default is not. Indeed, there is little agreement on the defi nition of 
the latter. The lack of such key agreed defi nitions is signifi cant and a matter to 
which it will prove necessary to return. 

 To deal with these problems, Congress directed the Board to produce a 
comprehensive study which is focused on (i) delinquency and default rates of 
loans made in conformity with the CRA, and (ii) the profi tability of such lending. 
This resulted in a special survey conducted by the Board of the largest banking 
institutions, concentrating on their CRA-related lending, that being considered 
responsible for the origination of the majority of CRA-related loans. Here the 
authors of the report had to decide what counted as “CRA-related” loans, so the 
report itself refers to CRA-related lending as “lending by banking institutions to 
low-and-moderate income populations, low-and-moderate income areas, small 
businesses within their CRA assessment area(s) and to lending for the purposes 
of community development” where the lending is in the fi rst instance referred 
to home purchases and refi nancing. 30  In their Economic Commentary on the 
report, the authors note that their defi nitions (which covered only federally 
regulated banking institutions, of course) excluded about half of all lower-
income lending done by banking institutions. 31  

 Their further notes in the Economic Commentary are also instructive. They 
found that the focus on home lending in terms of the “relatively narrow group 
of loans made under the affordable-home-loans programs” often deviated 
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from the defi nition of CRA-home loans made by other fi nancial institutions, 
such as mortgage companies. More important, the frequent inclusion of 
loans made by banking institutions outside their local communities, and 
loans made to borrowers with incomes exceeding the lower-income criterion, 
meant that much of the existing research on performance and profi tability 
is unreliable. 32  

 However, throughout the report itself, reference is made to affordable 
lending programmes, which have four distinct elements: targeted groups; 
special marketing; the application of non-traditional and more fl exible 
underwriting standards; and the proactive use of risk-mitigation activities. 
Flexible underwriting generally has the following characteristics: relatively 
low down-payment requirements; higher acceptable ratios of debt to income; 
the use of alternative credit history information, such as records of payment 
for rent and utilities; fl exible employment standards; and reduced cash-reserve 
requirements. Some lenders offer reduced interest rates, waive private mortgage 
requirements, or reduce or waive costs associated with originating the loan. 
Many of the larger banks, the report states, “have developed new credit 
products that feature underwriting guidelines that are generally more fl exible 
than those for other products.” 33  

 The authors set out the way in which they conducted the research, explaining 
fi rst the data they expected to fi nd. Their survey was restricted to the largest 
500 retail banks, because these account for over 70% of one to four family 
home lending and community development lending, based on their projected 
total assets as at December 31, 1999. It consisted of 400 commercial banks 
and 100 savings institutions, ranging in size from about $870m to $500bn. The 
focus should be on one to four family home purchases and refi nance mortgage 
lending, because the banks are able to identify these CRA-related loans at the 
time of origination or purchase, and so might be able to provide information 
on their performance and profi tability over time, and because the purchases in 
these categories have enough borrower and geographic information to estimate 
the volume of CRA-related and non-CRA-related lending. 

 They then explain the further complications in the data, arising from the 
fact that CRA lending also refers to the distribution of loans across the range 
of borrowers, as well as to any loan made  within  the banking institution’s 
CRA assessment area to a low- or moderate-income borrower regardless of 
the neighborhood income  or  in a low- or moderate-income neighborhood 
regardless of borrower income. Then, of course, information could only be 
collected about loans held in the bank’s portfolio or for those loans that 
were originated, later sold but still serviced by the originating bank. The 
fact that a major report encountered such diffi culties in compiling necessary 
information and had to look beyond the HMDA data to other sources such 
as the Reports on Condition and Income (Bank Call reports for commercial 
banks and some savings institutions) and the Thrift Financial Reports (for the 
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remaining savings associations) indicates the inadequacy of data collection, 
which may well be signifi cant in terms of the relationship between CRA-
lending and subprime loans. 

 It is estimated that the 500 banks and savings associations originated over 
$570bn in home purchase and refi nance loans in 1999 alone, of which about 
10% was CRA-related. The level of profi tability depends on whether it is 
calculated according to the institution or on a per CRA-related dollar basis. 
The authors point out that it is important to note that the large banks with 
assets of $30bn or more were far more likely to assess their CRA-related house 
purchase and refi nance lending as being less profi table than other lending in 
this product category than medium-sized banks ($5bn to $30bn). Overall 
the majority of banks held that such lending was profi table or marginally 
profi table. When reported on a per CRA-related dollar basis, 63% said that 
loans originated in 1999 were less profi table than other home fi nance or 
refi nance lending, as compared with 44% on a per institution basis. 

 When it comes to performance, that is, delinquency and default rates, the 
authors argue that this is more diffi cult to estimate, as it is not clear what 
percentage of loans for each type of institution have been sold on. Where 
banks were in a position to report, about half of the survey respondents had 
higher rates for delinquency for CRA-related loans for home purchase than 
for overall lending; one-third reported that there was no difference; and 
one-sixth reported higher delinquency rates. The same analysis conducted 
on a per CRA-dollar basis gave higher credit losses for CRA-related loans 
than for other loans (46% as compared with 28%). The originating costs 
of CRA-related loans for home purchase are about the same, but in some 
cases the servicing costs may be higher. In general, most banks, especially 
the large ones, reported that pricing is similar for both types of loans or in 
many cases lower than for CRA-related home purchase and refi nance loans. 
When it comes to calculations on a per-CRA dollar basis, many more report 
that the originating and servicing costs are higher. In other words, the report 
concluded that most of the banks surveyed at best did not regard CRA-related 
lending as particularly profi table. 

 If it was not particularly profi table, then why did banks engage in it at all? The 
authors of the report note, in their short article in the Economic Commentary, 
2000, that only 1% of the respondents stated they did it in order to obtain a 
“satisfactory” or “outstanding” response, which is hardly surprising: “A large 
share said they established their programme to meet the local community’s 
credit needs and to promote its growth and stability.” 34  Whilst that was no 
doubt true, in the political context of the time, and given that merger and 
acquisition proposals could be delayed if they did not reach the CRA goals, it 
must be seen as just one of the reasons for the banks to engage in CRA-related 
loans. 
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   The CRA and the subprime crisis 

 Since the beginning of the fi nancial crisis, a fi erce debate has raged. The issue: 
did the Community Reinvestment Act and its amendments  cause  the crisis? 
Proponents of the Act both within Congress and amongst many analysts deny 
that it had such an impact; others argue that the Act did not increase lending 
to low- and moderate-income families, or to minorities at all, so that it would 
not have had any impact on the fi nancial crisis, nor did it increase subprime 
lending; this view is expressed by Christopher Perry and Sarah Lee on the 
basis of their regression discontinuity design. 35  Using HMDA loan application 
data, plus bank data from the FDIC Summary of Deposits database and FRB’s 
commercial bank database, and on the basis of their analysis, they fi nd little 
evidence that the CRA caused a reduction in loan rejection rates for low-to-
moderate neighborhoods or individuals between 1993 and 2003. Rejection 
rates are lower for banks operating in their CRA assessment areas, and this 
difference holds both for loans to low- and moderate-income borrowers and 
for loans to high-income borrowers. This study, however, makes no reference 
to underwriting standards and the encouragement provided by the CRA to 
introduce “fl exible” lending standards. 

 Others argue that the CRA did fulfi l the aims and objectives which President 
Clinton desired and of which he was so proud. Those who take this view (some 
of whom still want the Act to be strengthened) accept that while it did bring 
about an increase in subprime lending, it was such a small percentage of CRA 
lending that it could not have and therefore did not cause such effects.  

 Whether or not the CRA contributed to the increase in low- to moderate-
income lending, there was undoubtedly a vast increase between 1993 and 
2000, according to a number of studies, especially ones conducted by those 
supporting the CRA. For example, a study by Harvard’s Joint Center for 
Housing Studies found that home purchase loans to such borrowers and 
neighborhoods rose by 77% during that period, more than the overall increase 
in lending for house buying, which was 53%. 36  

 Others argued that the growth rates were even more impressive, if broken 
down into different ethnic groups. Michael Barr calculated that between 1993 
and 1999, the number of home purchase loans to Hispanics increased by 
121%; to Native Americans, by 118%; to African Americans, by 91.0%; to 
Asians, by 70.1%; and to whites, by 33.5%. Over that period, the number of 
home purchase loans extended to applicants with incomes less than 80% of the 
median increased by 86.2%, a much higher rate of growth than for any other 
income group. 37  

 These calculations were based on HMDA data as reported by the Federal 
Financial Institutions Council, but, as Barr acknowledges, this may overstate 
the growth in lending to Hispanics, since their household growth was much 
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higher than white households at the time (36.7% as compared with 6.2%.) 
Adjusting for differential levels of household formation, the growth for whites 
was 3.58 times its household growth of 6.2%; for Hispanics, 3.31 times; 
for blacks 7.34 times its household growth of 12.4%; the fi gures still show 
progress for minorities. Various other measures are used, all indicating growth 
in lending to low- and moderate-income areas: for example, in 1990, there 
were 19.6 million home owners in such areas, 49.65% of the number of home 
owners in high-income areas. By 2000, the ratio had improved, so that the 
number of home owners in low- to moderate-income communities was 55% 
of the number in high-income areas. The number of the former group grew by 
26.6% over the decade, while the number in high-income areas grew by only 
14% with a net gain for minority home ownership. These fi gures are based on 
Michael Barr’s calculations using US Census data from 1990 and 2000, and the 
evidence is supported by a number of other studies, indicating that the CRA 
improved access to home mortgage credit for low-income borrowers especially 
after the regulations were amended in 1995. The share of loans to individuals 
targeted by CRA and fair lending regulations originated by banks, thrifts, and 
their affi liates increased during the 1990s; other researchers found evidence 
consistent “with the view that the CRA has been effective in encouraging bank 
organizations, especially those involved in consolidation, to serve lower income 
and minority borrowers and neighborhoods.” 38  

 By themselves, these growth rates do not show that this was due to the 
infl uence of the CRA alone. The method Michael Barr uses is to compare the 
growth in CRA lending by each CRA-regulated bank or thrift with the growth 
in its non-CRA lending. What emerges is interesting, and perhaps the most 
relevant argument: the number of CRA-related loans increased by 39% between 
1993 and 1998, while other mortgage loans increased by only 17%. Even 
excluding affi liates, which are there by the lenders’ discretion, they increased 
their lending to the target groups by 10%, whilst the lending to affl uent areas 
did not increase at all. Over this period, the portfolio share of CRA-covered 
lender and affi liate mortgage loans going to these low- and moderate-income 
borrowers and to the relevant areas increased by 3%. There are indications that 
the growth in CRA lending to these groups continued to increase during the 
early part of the following decade. 

   The CRA and community groups 

 The argument that the impact of CRA-related loans did not spill over from 
the 1990s into the following decade has to take into account the fact that 
community groups not only continued to be relevant for low- to moderate-
income areas, but pressed for it to be strengthened. Here the annual reports of 
the National Community Reinvestment Coalition (NCRC), an association of 
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over 600 community-based organizations that promote access to basic banking 
services, including credit and savings, create and sustain affordable housing, 
promote job development and ensure vibrant communities for America’s 
working families are relevant. It includes a wide variety of organizations in 
its membership, ranging from community reinvestment bodies to local and 
state government agencies, amongst others. In its contribution to a forum 
on the future of the CRA, John Taylor and Josh Silver, NCRC President and 
Vice President respectively, point out in  The Community Reinvestment Act: 
30 Years of Wealth Building and What We Must Do to Finish the Job  that “the 
CRA’s effectiveness can also be measured by comparing the lending patterns 
of CRA-covered banks with those of lending institutions not covered by CRA 
exams. NCRC found that in 2006, depository institutions extended 23.5% of 
home purchase loans to LMI (low- to moderate-income borrowers), whereas 
non-CRA covered lenders extended 21.5%.” 39  Their comments on the approach 
to CRA enforcement are also illuminating, and are as follows: 

      (i)  “Though the CRA regulation stipulates that the assessment areas 
include geographical regions containing bank branches, the regulation 
also states that the assessment areas include other regions in which the 
bank has originated or purchased a substantial portion of its loans. 40  
Despite this regulatory clause, the federal agencies usually adopt a 
narrow defi nition of assessment areas for banks or thrifts that issue 
most of their loans through non-branch channels. For these banks, it is 
not unusual to encounter CRA exams that cover only the geographical 
area of the bank’s headquarters.” 

      (ii)  In a later paragraph, the authors point out that, “under the CRA banks 
have the option of including their non-depository affi liates, such as 
mortgage companies, on CRA exams. Banks are tempted to include 
affi liates on CRA exams if the affi liates perform admirably, but they 
will opt against inclusion if the affi liates are engaged in risky lending 
or discriminatory policies. This is counter to the essential purpose of 
the CRA, which is to ensure that the institution as a whole is meeting 
credit needs in a responsible manner.” 41  

   The NCRC welcomed the CRA Modernization Act, 2007 as a way of 
ending “this serious gap” in enforcing the CRA, as banks would be obliged to 
include all their affi liates in CRA exams. The submission argues strongly for 
this and other improvements in the CRA legislation, including its extension to 
nonbank fi nancial institutions, including credit unions, securities companies, 
mortgage companies, insurance fi rms and investment banks. It is interesting 
that, in spite of this recognition of the changing structure of the fi nancial 
services industry, they still make the point that “credit unions and independent 
mortgage companies do not offer as high a percentage of home loans to LMI 
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borrowers as banks.” 42  In addition, safety and soundness examination should 
be integrated with fair lending reviews and CRA examinations. For these 
organisations and other witnesses, such as Michael Barr, the Community 
Reinvestment Act still had an important role to play in ensuring that low-to 
moderate-income borrowers have access to credit. 43  

 Of course, it can be argued that these are interested parties to a greater 
or lesser extent, but their views are supported by other analyses to which 
reference has been made, such as the view that of the banks responding to 
the Federal Reserve’s survey, most found that low- to moderate-income 
lending was at least marginally profi table, if not profi table. Another analysis 
examines the effects of CRA on lending patterns from different point of view, 
namely empirically, modeling changes in aggregate lending as a function of 
local economic characteristics and changes in those characteristics, based 
on changes in mortgage lending activity over three-year intervals and CRA 
lending agreements. The results of the analysis are “consistent with the view 
that institutions increase targeted conventional mortgage lending upon 
the introduction of the CRA agreement … that it is new lending … and is 
relatively short-lived. The results are broadly consistent with the notion that 
lenders view CRA agreements as a form of insurance against potentially 
large and uncertain costs of fair lending violations, poor CRA performance 
ratings, and adverse publicity from CRA-related protests of mergers and other 
applications.” 44  

 This analysis ties in with the behavior one would expect a bank’s executives 
to recommend to the board. The decision may even have been taken in such 
a context for such lending not to be a short-term activity, when it was open 
to public view. Analysts have taken note of the regulatory and broad political 
pressures to increase low- and moderate-income lending, especially for 
mortgages; it should be noted that CEOs and their boards would undoubtedly 
take account of pressures exerted by Congressional members as well as the 
wide range of community organizations, who would ensure that their criticisms 
of bank lending policies in low- to moderate-income areas were fully covered 
by the local media. 

 As critics alleged that the CRA was the cause of the recent mortgage 
crisis, a useful summary of the view taken by the Federal Reserve and other 
regulators is found in a speech given by Governor Randall Kroszner, a member 
of the Board of Governors of the Federal Reserve System. 45  Once again, this 
both insists that the CRA was effective  and  that it was not a cause of the 
subprime crisis. The governor refers fi rst of all to the study of 2000, to which 
reference has already been made, to the effect that during the 1990s the CRA-
prompted lending to lower-income individuals and communities was “nearly 
as profi table and performed similarly to other types of lending done by CRA-
covered institutions.” Thus, with the backing of the Federal Reserve’s research, 
the CRA “has encouraged banks” to pursue “lending opportunities in all 
segments of their local communities,” which by implication they would not 
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have done without the CRA. If that was not the case, then the CRA would have 
been completely useless, whereas in fact regulators, politicians and community 
organizations alike argued that it was effective, with many strongly opposing its 
abolition. Thus the CRA may well have contributed to the growth in subprime 
lending in the period 2001 to 2006, although the governor insists that only 
“6% of the higher-priced loans were extended by CRA-covered lenders to 
lower-income borrowers or neighborhoods in their CRA assessment areas, the 
local geographies that are the primary focus for CRA evaluation purposes … 
(banks) can also purchase loans from lenders not covered by the CRA, and in 
this way encourage more of this type of lending … Specifi cally, less than 2% 
of the higher-priced and CRA-credit eligible mortgages sold by independent 
mortgage companies were purchased by CRA-covered institutions.” 46  It should 
be noted that subprime lending is here identifi ed with ‘higher-priced’ lending, 
an inadequate defi nition, as will be shown in the next chapter. 

 Since Governor Kroszner refers to the lines of business not “previously tapped 
by forming partnerships with community organizations and other stakeholders 
to identify and help meet the credit needs of underserved areas,” it is worth 
exploring what such partnerships could entail. The 2007 Annual Report of the 
National Community Reinvestment Coalition provides an excellent account of 
the number and dollar value of such partnerships, based on a careful analysis 
of all the data provided by its member organizations. 

 The report covers the period from 1977 to the fi rst part of 2007. 
Negotiations with lenders by community organizations have led to the former 
committing $4.56 trillion in reinvestment dollars, of which $4.5 trillion was 
committed between 1992 and 2007, whereas only $8.8 billion was negotiated 
between 1977 and 1991. Apart from the increasing sophistication of the much 
larger numbers of community organizations, the NCRC argues that as banks 
became regional and national in scope, they recognized the importance of 
maintaining their local community lending and investing capacity. Not all of the 
lending went into meeting housing needs, and not all of the monies “committed” 
may have been actually lent, as some of the agreements cover several years. 

 The preface to the report notes that banks increasingly entered into unilateral 
agreements, presumably, and if for no other reason, to avoid public criticism; but 
it also describes the fl uctuation in dollar amounts, which it relates to mergers and 
acquisitions. Examples are 1998, a year of mega-mergers, including the merger 
of the Bank of America with Nations Bank as well as Citigroup’s merger with 
Travelers, leading to the Bank of America pledging $350 bn over ten years and 
to Citigroup pledging $115 bn over ten years as a result. Fewer mega-mergers 
and less reinvestment were the characteristics of the following years, until 2003 
and 2004, when the pledges increased dramatically with the watershed mergers 
of the Bank of America’s acquisition of Fleet, J.P. Morgan Chase acquiring Bank 
One, and Citizens taking over Charter One. The dollar amounts comprising the 
2007 total achieved since 1977 consists of (a) agreements negotiated between 
community organizations/state and local governments with lenders during the 
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merger application process, and (b) voluntary CRA programs or commitments 
unilaterally announced by a lender. The largest community development was 
announced in 2008 at a Federal Reserve Bank Hearing on the proposed merger 
between the Bank of America and Countrywide Financial Corporation. It was 
for $1.5 trillion, and the Bank of America would embark on the program once 
the merger was completed. 47  

 The point here is to look at the basis of lending agreements to lower- and 
moderate-income borrowers for single family units, since the vast amounts 
listed above were not all directed to housing. The examples selected show 
that the agreements were spread over the years between 1992 and 2006, and 
indicates the wide range of arrangements the banks agreed to make: 

      (i)  In its 2006 agreement with the Greenling Institute and California 
Reinvestment Coalition, Wachovia Bank pledged $10.3bn for both 
single-family and multi-family loans with higher debt to equity ratios 
than usual, fl exible credit history requirements, low down-payment 
requirements ($15m commitment to down-payment assistance) and no 
closing costs. This followed agreements during its planned merger with 
SouthTrust in 2004 to include a lending goal of $15bn in mortgages to 
low- to moderate-income borrowers and neighborhoods in seven different 
states, including Alabama, Florida, Georgia, Mississippi, North and South 
Carolina, Tennessee, Texas and Virginia. These were designed for lenders 
with impaired credit with no requirement for private mortgage insurance, 
up to 100% fi nancing and low or no down-payment requirements. 

      (ii)  Others offered refi nancing loans at lower rates: for example, in the 
1999 agreement with New Jersey Citizen Action and the Affordable 
Housing Network of New Jersey, the Bank of New York pledged 
$10m under a pilot project to offer refi nance loans to borrowers 
with subprime mortgages. Borrowers were not required to have a 
minimum credit score provided they could demonstrate 18 months 
of satisfactory mortgage payments. 

      (iii)  As part of its 2003 pledge, CitiMortgage offered a closing cost 
assistance program for buyers in certain areas. The bank also agreed 
to allow borrowers with past credit diffi culties to obtain a mortgage 
rate 2% lower than was usual for such borrowers to pay. 

      (iv)  The 1999 agreement between Sovereign Bank, New Jersey Citizen 
Action and the Affordable Housing Network of New Jersey committed 
the bank to offer a mortgage product with no private mortgage 
insurance, housing and debt ratios of 33/40, 1–1.5% below the 
market interest rate, 95% loan to value and up to 3% of the down-
payment in the form of a gift or second mortgage. Over a period of 
three years, the bank will offer $41m per year of such mortgages. 
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      (v)  In their 1998 agreement, New Jersey Citizen Action and the 
Philadelphia Association of CDCs committed First Union to 
providing affordable home loans with no private mortgage 
insurance, down payments from “sweat equity” (i.e. recognition of 
work done to improve the property), debt to income ratios as high as 
33 and 38%, and loans as low as $10,000. Similarly, the Maryland 
Center for Community Development and First Union agreed that the 
bank would provide a 100% loan-to-value product with no down-
payment or mortgage insurance and $500 of the borrower’s own 
funds at closing, which can be a gift or paid by the seller. 

      (vi)  In its $1.25bn agreement with the Ohio Community Reinvestment 
Project (OCRP) and the Coalition of Homelessness and Housing 
in Ohio (COHHIO) signed in 1998, Fifth Third bank agreed to 
maintain a “Home Sweet Home” mortgage with no private mortgage 
insurance and 3% down payments. 

       (vii)  In 1998, Household International signed a $3bn agreement with 
Inner City Press/Community on the Move and the Delaware 
Community Reinvestment Action Council. Household specializes in 
offering subprime, high-interest loans to those with blemished credit 
histories. As part of the agreement, Household committed itself to 
set up a lower-interest home equity product for those borrowers 
with “A” or “A-minus” credit histories. This was welcomed as a 
precedent-setting agreement for minorities, whom, it was claimed, 
were regarded as subprime borrowers in numbers disproportionate 
to their population. 

      (viii)  In its $200m CRA agreement with the City of Cleveland, Firstmerit 
would offer a “First Choice Mortgage” with a 97% loan-to-value 
ratio, 33/44% housing and debt ratios, no private mortgage insurance 
and no application or origination fee, starting in the year 2000. 

   Fewer specifi c examples are given of other aspects of fl exible lending 
standards, except that the report refers to many CRA agreements which adopt 
a more fl exible approach to credit histories, given that many low-income and 
minority applicants lack traditional credit histories or have a record of late 
payments. With regard to employment history, most lenders require borrowers 
to have between two and fi ve years at the same job to qualify for a loan. 
This often excludes low-income and minority applicants, who change jobs 
frequently but may maintain a steady source of income. Many CRA agreements 
have included provisions to address this problem. 

 The damage which was done by pushing banks to make such commitments 
can be seen from the following: Wachovia Bank collapsed in September 
2008 and was taken over by Citibank, with losses of $42bn; Sovereign Bank 
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went through a series of mergers and acquisitions until it was taken over 
by Santander in 2009; First Union was taken over by Wachovia in 2001; 
Household International was purchased by HSBC in 2003, but in September 
2007, HSBC took a write-down of $800m and closed it down.  

 The report is valuable, in that it gives further insight into what “fl exible 
underwriting standards” were taken to mean. The true impact of the Community 
Reinvestment Act and hence of its contribution is diffi cult to assess for a variety 
of reasons: the inadequacy of the HMDA statistics; the apparent “safety and 
soundness” of subprime lending during the 1990s and the years immediately 
following; the extent to which banks and thrifts purchased subprime loans 
from non-CRA-lenders; and the lack of data linking loan origination with loan 
performance. Those who argue that the CRA did not cause the crisis point to 
the lack of an agreed defi nition of “subprime” loans; instead many euphemisms 
were used, such as the references to “fl exible” underwriting standards. But these 
standards involved high LTV ratios, high debt-to-income ratios, low credit 
scores or no credit history at all; in short, the key characteristics of a subprime 
loan. The Boston Handbook spelt out what the standards were from the start. 
It was a clear signal to the banks. The CRA provided strong incentives, and 
even pushed banks into lowering their lending standards. It may not have been 
 the  cause of the crisis, but it undoubtedly played a part. The inadequacy of the 
data and the longest period of economic expansion between 1992 and 2000 
served to hide the effects of the growth of subprime lending, which began then. 
The CRA was an important cause of the subprime crisis, but by no means the 
only one.   
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     2 

Two More Tools in the Tool-Kit 

 To reach the targets for extending home ownership especially to low- and 
moderate-income families, both Congress and the Administration were 

aware that two more avenues were open to them. Both were long-established. 
Both were originally part of the New Deal. One, the Federal Housing 
Administration, was part of a government department and the other, the Federal 
Home Loan Bank System, was a government-sponsored enterprise. Two more 
tools to be used. 

  The Federal Housing Administration (FHA) 

 The FHA was originally established in 1934 under the National Housing Act 
and was incorporated into the Department of Housing and Urban Affairs in 
1965. Its function is to insure loans made by banks and other private lenders 
for house building and home purchase, and has insured over 34 million 
properties since it came into existence. A New Deal phenomenon which has 
probably outlived its usefulness, it came into being when a million construction 
workers were unemployed and most people were unable to obtain a mortgage. 
Mortgage terms then were limited to 50% of the property’s market value, with 
a repayment schedule of three to fi ve years, ending with a balloon payment. 

 As an agency within HUD, the FHA oversees two mortgage insurance 
programmes to insure lenders against loss from loan defaults by borrowers 
through the Mutual Mortgage Insurance/Cooperative Management Housing 
Insurance fund account (MMI/CMHI). Another account, the General Insurance/
Special Risk Insurance Fund account (GI/SRI), covers more risky home 
mortgages, multifamily rental housing and an assortment of special-purpose 
loans for hospitals and nursing homes. Only the fi rst fund is relevant here, 
providing insurance for mortgage loans backed by the “full faith and credit 
of the United States.” Since the purchaser pays for the insurance as part of 
the monthly mortgage payments, and the proceeds are set aside in a separate 
account, which is used to operate the whole program, the insurance is regarded 
as self-fi nancing and is designed to protect the lender from the losses incurred if 
the borrower defaults on the mortgage. The advantage of FHA loans from the 
borrower’s point of view is that the required down payment is the high LTV, and 
there is greater fl exibility in calculating household income and payment ratios. 
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This is the way in which HUD presents 1  the value of FHA-insured loans to 
would-be borrowers. 

 The FHA has traditionally been a major source of funding for fi rst-time, 
low-income and minority home-buyers, but during the 1990s, substantial 
program and policy changes enabled it to extend that role. Between 1993 and 
August, 2000, the share of home purchase loans insured by the FHA and the 
VA (Veterans Home Loans Program) going to fi rst-time buyers increased from 
67% to 81%; that is, 4.2 million fi rst-time buyers, especially minorities, have 
been assisted to buy their own homes, according to HUD. FHA-insured loans 
to African-Americans and Hispanics increased from 19.5% in 1993 to 34% by 
August, 2000. The share for all minorities rose from 22.5% in 1993 to 41.8% 
in the same period. 

 By contrast, the conventional conforming market funds low-income and 
minority borrowers and their neighborhoods at much lower rates than the FHA. 
Based on HMDA fi gures for 1999, African-American (minority) borrowers 
accounted for 14.6% of all FHA loans in metropolitan areas, compared with 
only 5.4% for the conventional conforming market. More than 40% of FHA 
loans fi nanced properties in underserved neighborhoods, compared with only 
26% of conventional conforming loans. 

 President Clinton saw the FHA as another way of achieving the aim of 
increasing home ownership. His 1998 Budget called for helping “hundreds and 
thousands of hard-working, middle-class Americans qualify as homeowners 
by raising home mortgage insurance limits used by the FHA. Despite record 
national home ownership rates, many Americans, including young, fi rst-time 
home buyers, city center residents, and racial and ethnic minorities, are shut 
out of home ownership because they have diffi culties in accessing mortgage 
credit.” 2  He asked for a single nationwide fi gure of £222,150, which would 
put FHA-insured loans on a par with the conventional loan limits set by 
Fannie Mae and Freddie Mac. The limit itself was well above the median 
price for houses in the USA, which ranged from $148,000 in January 1998 to 
$152,000 in December. This was not agreed; instead the limits for FHA single 
family loans continued to be set by county in accordance with the National 
Housing Act. The basic nationwide limits for single family units ranged from 
$121,296 to $219, 849 for high-cost areas in 2000, and from $160,176 to 
$290,319 in 2004. 

  Changes in FHA requirements 

 This “success story” was achieved by persuading Congress, whose responsibility 
it is to set the maximum and minimum loan terms as well as loan-to-value, to 
allow lower down payments. The National Housing Act was amended in 1999 
(and extended in 2002) to allow the FHA to use a simplifi ed formula for assessing 
the down payment for borrowers buying houses with FHA-insured loans. 
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The formula still seems quite complicated, but in effect it means that the down 
payment is about 3% of the appraisal price of the property. Borrowers also 
have to pay closing costs, prepaid fees for insurance and interest, escrow fees 
and property taxes, but the loan could be structured so that borrowers do 
not pay more than 3% of the total out-of-pocket funds, including the down 
payment. After this change, the FHA doubled the percentage of loans it insured 
with down payments of less than 5%, from 23% in 1998 to 44% in 1999, 
and increased its share of house purchase loans from 12% to 15%. It was 
setting lower underwriting standards with greater reliance on minimum down 
payments and increasing the total debt-income ratio to 41% and beyond on 
very low down-payment loans, and it had no minimum FICO score. Indeed, 
the FHA focused only on the borrower’s last year to two-year credit history. 
With loans like this on offer, the FHA’s market share rose from 11% to 15% 
in 1999–2000, but began to fall in 2001 and 2002 as it faced increased 
competition from the GSEs. By 2004, its share had fallen to about 3%. 

 HUD also persuaded Congress to increase the dollar loan limits on FHA 
mortgages in 1998. These had previously been set at 95% of the area median 
home sale price within a county, and ranged between a statutory minimum of 
38% of the conforming loan limit for conventional loans purchased by Freddie 
Mac and Fannie Mae and a statutory maximum of 75% of the conforming 
limit, which could change annually with the general level of house prices. At 
HUD’s request in 1998, Congress raised the respective statutory minimum 
and maximum limits to 48 and 87% of the conforming limit respectively, thus 
making FHA loans available more widely, especially to those in high-cost areas 
who could not use conventional mortgage products. By 2000 the loan limits 
for single units stood at a minimum of $121,296 to a maximum of $219,849. 

   Seller down-payment program 

 Underwriting guidelines were also relaxed: gifts could be used to cover the 
whole down payment in the seller-funded down-payment program; this was 
introduced in the 1990s and brought to an end in 2008, although loans from 
a family member will still be considered as cash for this purpose. Congress 
was also persuaded to authorize a simpler method of calculating the minimum 
down payment required so that an FHA borrower must put a minimum cash 
investment of 3% of the purchase price towards the acquisition cost of the 
home (price plus closing costs), together with whatever additional cash is 
required to achieve a maximum LTV that varies with loan size and whether the 
property is located in a state with high closing costs. 

 The seller down-payment program allowed non-profi t consumer advocacy 
groups to “donate” the 3.5% down payment to low-income buyers seeking an 
FHA-insured loan. 3  Having introduced the program, the FHA was extremely 
reluctant to abandon it, despite the concerns expressed by both HUD and the 
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FHA itself. 4  In her written statement to Congress in June, 2007, for example, 
Margaret Burns, Director of the FHA’s Single Family Program Development, 
admitted their concerns and refers to the “recently published rule” that the 
“funds cannot be derived from sellers or any other party that stands to 
benefi t fi nancially from the purchase transaction.” 5  Loans that rely on these 
“gifts” had higher foreclosure rates than other FHA loans, not necessarily 
because the buyers were riskier, but because seller-funded down payments 
were offered in weak real estate markets, often accompanied by property 
overvaluation. These were very popular loans, accounting for about 30% of 
FHA loans in 2005. 6  

 Congressional reluctance to limit the seller down-payment scheme continued 
even after the Internal Revenue Service (IRS) issued a new ruling in 2006, for 
which the press release stated that funneling down-payment assistance from 
sellers to buyers through “self-serving, circular-fi nancing arrangements is 
inconsistent with operation as a section 501© (3) charitable organization.” The 
so-called “charities” were often set up by the builders, who covered their costs 
simply by increasing the cost of the home. They “contributed” the funds to 
the non-profi t organization, which passed on the increased costs to the buyer. 
They were roundly condemned by the Chairman of the IRS as “scams” which 
“damage the image of honest legitimate charities.” This weakness in lending 
standards cost the FHA some $10bn according to the FHA’s independent 
Actuarial Report, 2009; the report states that “if the FHA had not insured any 
loans with seller-funded down payment assistance, the net capital ratio today 
would still be above the statutory required 2%. FHA’s estimated economic net 
worth would be $10.4 billion higher today were it not for those loans.” 7  These 
“gifts” not only benefi ted the non-profi ts, but also house builders and many 
others, since the non-profi t was at times a front for them. The program was 
often fraudulent as well. 

 Margaret Burns’ statement also provided the examples of Ohio and Indiana, 
where, in 2006, more than 50% of FHA’s purchase mortgage business was for 
borrowers who relied on non-profi t seller-funded gifts, these being states in 
which house values have been stagnant or declining. Borrowers who face any 
kind of fi nancial hardship and have no or negative equity slip into foreclosure 
fairly quickly. As a result, the high foreclosure rates in these communities 
contribute to additional decline in home values and a vicious cycle of property 
deterioration. 

 The seller down-payment program was regarded as being an extremely 
risky one. For example, HUD had proposed a series of reforms, which were 
incorporated into H.R. 5121, as passed by the House. An administrative provision 
in the bill the House passed would have amended the National Housing Act, 
raising the loan limits for low-cost areas from 48% to 65% of the Freddie Mac 
limit, and would have given the FHA authority to insure 100% mortgages, with 
HUD determining what, if any, down payment would be required based on the 
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likelihood of borrower default, with the insurance premium being based on the 
risk the borrower posed to the insurance fund. 

 Senate declined to include these provisions in its version of H.R. 5576, 
partly because it did not believe that the proposal included the reforms 
necessary to allow HUD to compete in the private market without increased 
fi nancial risk to the FHA insurance fund, and without subjecting the proposal 
to signifi cant fraud and abuse. Interestingly enough, the Committee was 
concerned that the proposals would move the FHA closer to becoming lender 
of last resort. Neither proposal was enacted by the end of the 109 th  Congress. 8  

 Senators may have been fortifi ed in their views by the 2005 Government 
Accountability Offi ce (GAO) report on the risks involved in the seller down-
payment programme. 9  GAO noted that the risks had grown substantially over 
the previous few years, between 2000 and 2004 increasing from 35% to nearly 
50%, with seller non-profi t having reached about 30%. Involving a non-profi t 
alters the transaction in a variety of ways: 

      (i)  When a home buyer receives assistance from a seller-funded 
non-profi t, many require the property sellers to make a payment to 
the non-profi t that equals the amount of assistance the home buyer 
receives plus a service fee after the closing. This requirement creates 
an indirect funding stream from property sellers to home buyers that 
does not exist in other transactions, even those involving some kind of 
down-payment assistance. 

      (ii)  GAO found from market participants and a HUD contractor study 
that the property sellers who provided down-payment assistance 
through non-profi ts often raised the price of the house so that they 
recovered the cost of the contributions to the non-profi ts. This 
meant larger loans for the purchaser and higher LTV ratios. The 
differences were signifi cant, about 2% to 3% more than comparable 
homes without such assistance. The FHA requires lenders to inform 
appraisers of the presence and source of down-payment assistance, 
but does not require the lenders to identify whether or not the 
provider receives funding from the property sellers. Some mortgage 
lenders regard seller-funded non-profi ts as an inducement to a sale 
and so its use should either be restricted or banned. The FHA did not. 

      (iii)  The GAO report notes that examples of seller-funded non-profi ts 
that provide the most down-payment assistance to home buyers 
with FHA-insured mortgages include the Nehemiah Corporation of 
America, Ameridream, Inc. and The Buyers Fund, but all these require 
contributions from sellers. Examples of those which do not include, 
but still provide, the most down-payment assistance to buyers with 
FHA-insured mortgages include the Clay Foundation, Inc. and Family 
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Housing Resources Inc. It is the lender’s responsibility to ensure that 
the gift meets FHA requirements. 

      (iv)  The GAO report relies on two studies conducted by the Offi ce of 
the Inspector General, analysing the default rates of FHA loans with 
down-payment assistance: one sample included loans provided by 
Nehemiah, and the other did not. In the fi rst study, the default rate was 
more than double for the loans with down-payment assistance provided 
by Nehemiah. In the second study (loans endorsed between 1997 and 
2001), Nehemiah-assisted loans defaulted at the rate of 19.42% as 
compared with a rate of 9.7% for loans without assistance from this 
non-profi t. 10  GAO also refers to another report by the Homeownership 
Alliance of Nonprofi t Downpayment Providers (HAND), whose survey 
based on endorsed loans from 1997 to 2001, evaluated in May 2003, 
found that the delinquency rates for loans with assistance from non-
profi ts were about 11% higher than for loans with gifts from relatives. 

   GAO therefore recommended that the FHA should: 

      (i)  Routinely assess the impact that the widespread use of down-payment 
assistance has on loan performance; it should also target lenders with 
a high volume of such loans. 

      (ii) Identify down-payment sources. 

      (iii)  Include the presence and source of down-payment assistance as a 
variable in the FHA’s TOTAL Mortgage Scorecard during the 
underwriting process. 

     (iv)  Continue to include the presence and source of down-payment 
assistance in future loan performance models. 

   The GAO added that a program assessment, which was included with the 
2006 President’s Budget, showed that the FHA’s Loan Performance Model was 
neither accurate nor reliable, because it consistently failed to predict the level 
of claims. This was a signifi cant failure then, and was about to become more 
serious as the economic value of the fund fell dramatically in 2007. FHA’s 
actuaries have also commented on the impact of down-payment assisted loans 
in the actuarial study of MMI for the fi scal year, 2005. Their conclusion was 
that the losses on such loans led to a decrease of almost $2bn in the estimated 
economic value. The independent actuarial report for 2006 showed that the 
cumulative insurance claim rates for down-payment assisted loans represent a 
signifi cantly greater risk to the FHA than “no gift” loans. For each origination 
year, the claim rates are much higher than the rates associated with no gifts. 11  

 It was for this and for the reasons cited above that HUD introduced a rule 
banning seller-assisted down payment, which came into force on October 31, 
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2007. All organizations providing down-payment assistance reimbursed by 
the seller “before, during and after” that sale must cease providing grants for 
FHA-insured loans by October 30, 2007. The Nehemiah Corporation was 
allowed an extension until April 1, 2008; Ameridream was also allowed to 
operate until February 29, 2008. 

 However, life for HUD was not going to be that easy. Nehemiah and 
several other organizations fi led suit to block HUD’s implementation of this 
new rule, which led to the District Court of Columbia issuing a ruling on 
November 1, 2007, temporarily preventing HUD from implementing the ban. 
On March 5, 2008, the Court vacated the rule and remanded it to HUD for 
further processing in line with the Court’s opinion. It was, however, a Pyrrhic 
victory for Nehemiah and others, since the Housing and Economic Recovery 
Act, 2008 (enacted July 30) ended seller down-payment assistance. Nehemiah, 
by then, had invested in a for-profi t marketing fi rm, Invision Marketing and 
Sales Inc., to help it reach real-estate agents, house builders and other industry 
professionals on the grounds that a for-profi t company would perform better 
than a non-profi t group because marketing representatives would work harder. 
It expanded nationally and became the largest provider of down-payment 
assistance. 

 The non-profi ts share part of the blame for the long period in which 
this program was allowed to fl ourish. At the start of 2008, when the FHA 
announced that such assistance was no longer allowed, it had been required 
to re-estimate its insurance fund by $6bn due to the high default rate on such 
loans. It became clear at the beginning of 2009 that the FHA would have 
to request its fi rst ever Congressional appropriation, if the program were to 
continue (given the Court ruling). The FHA announced that it was going to 
introduce risk-based pricing of mortgage premiums instead of its traditional 
“one-price fi ts all” approach. After the public comment period, the risk-based 
pricing approach took effect in mid-2008. Because some industry organizations 
did not support risk-based pricing (no doubt due to extensive lobbying), Senate 
placed a one-year moratorium on pricing its mortgage insurance premiums 
according to the risks of the borrower, even in the midst of the fi nancial crisis. 

 The costs of the program continued to rise: the seller-assisted loans have 
claim rates that are three times those of other FHA single-family loans. In 
their 2009 report, the actuaries note that the net capital ratio would still have 
been about the statutory 2% if the FHA had never insured those loans, and 
its estimated net worth would have been $10.4bn higher in 2009 without 
them. The actuarial estimate in 2010 is that these loans will have a net cost of 
$13.6bn. The report adds that of the one million seller-assisted loans insured 
between 1998 and 2009, about 500,000 are still active, and an additional 
145,000 were paid-off but re-entered the MMI as stream-lined refi nance 
loans. Of these, 14,000, nearly one in ten, have already gone to claim. The 
effect of this program was dire and will continue to be so. 
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 The report sums up the current situation as follows: “The sum of house 
purchase loans with the Seller assisted programme and refi nance loans from 
that portfolio, account for $157bn of actively insured loan balances today. 
That represents 17% of all active insurance in the MMI Fund ... [Of those] 
which are still active, 34% are in serious delinquency. Another 12% of the 
refi nance loans are in serious delinquency. This suggests signifi cant additional 
claims and losses will occur over the next two years. If one-in-three of these 
loans results in an insurance claim, with current loss-on-claim rates of 54%, 
the expected two-year losses could be an additional $7.5bn beyond the $6.1bn 
already incurred.” 12  

   Congressional efforts to remove the down-payment requirement 

 But “Congressional efforts have yet to result in the FHA being permitted 
to offer better and more fl exible fi nancing options,” and continued to do so 
until the seller-assisted program was abolished on October 1, 2008. In fact, 
the Congressional efforts to which Ms Burn referred sought to deal with the 
problems of the seller down payment by an even riskier proposal, removing 
the necessity for a 3% down payment altogether. Brian Montgomery, Assistant 
Secretary for Housing, stated that the FHA wanted to remove the 3% down 
payment, and cited in support of his request the fact that 43% of fi rst-time 
buyers purchased their homes with no down payment in 2006. That was to 
be balanced by a risk-based pricing approach to premiums charged for MMI 
insurance. In addition, the FHA wanted to increase the loan limits in high-
cost areas. 13  In so doing Brian Montgomery failed to understand the risks 
involved in such mortgages, despite the warnings received: the GAO had issued 
a number of reports on the inadequacies of FHA’s management and the risks of 
its portfolio, especially in its 2005 report. 

 Modernising the FHA proved controversial, and although various measures 
were introduced in Senate and the House, these stalled until 2008. One 
was introduced by Senator Jim Talent (Missouri): “The Expanding Home 
Ownership Act” was designed to eliminate the 3% down payment, create a 
risk-free premium structure, and increase and simplify FHA’s loan limits. It was 
welcomed by Alphonso Jackson, Secretary for Housing, but although it had 
bi-partisan support, it did not become law; it was re-introduced in 2007, but 
died again. These and other bills were introduced with a blithe indifference to 
or perhaps a total lack of understanding of the fact that such proposals simply 
increased the risks and in the longer run would do nothing for the recipients 
of the largesse. 

 A similar bill was introduced Senator Hillary Clinton, “The 21st Century 
Housing Act” (S. 1373). Its aim was to revise the National Housing Act to 
allow the FHA to offer zero down-payment loans and to increase multi-family 
loan limits to expand affordable rental housing production in high-cost 
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areas. The bill also proposed 50-year mortgages to reduce monthly mortgage 
repayments for low-income families: it was never debated in committee. 
In July of the same year, Senator Clinton introduced “The Federal Fair Housing 
Act” (which did not make any progress), designed to increase loan limits in 
high-cost areas. “Many people in New York cannot afford a home within 
two hours of where they work. If the FHA limits were higher, they could 
afford a home and we should make that happen.” 14  Her legislative proposals 
were welcomed by the Chairman of the Mortgage Bankers Association in 
testimony before the Senate Banking Committee. “As mortgage bankers, 
we look to programs like the FHA to help us provide even more options 
to consumers and help bridge the affordability gap faced by many fi rst-time 
buyers and minority and low-to-moderate income families ... S.3173 will 
make the changes necessary.” 

   Lender perspectives on the FHA’s declining market share 

 A survey of mortgage bankers published in 2006 shows the extent to which the 
FHA’s approach to lending had been adopted by the market as a whole. 15  The 
survey was conducted during 2005 against the background of a precipitous 
drop in FHA’s share of single-family lending between 2000 and 2005. Between 
2000 and 2004, for example, FHA’s share of single-family originations 
declined from 16% to 5%, whilst its share of total mortgage debt outstanding 
fell from 20% to 9%. Some of this can be accounted for by changes in the 
overall market: between 2000 and 2004, conventional prime loans (including 
private and Agency loans, Fannie Mae and Freddie Mac) as a share of total 
loans outstanding increased from 69% to 76%, while the subprime share 
increased from 2% to 11% defi ned as higher priced loans. 

 Another change was taking place: the conventional conforming market 
declined to 35% of total originations, from 62% in 2003, as the Alt-A market 
share increased to 12.5% in 2005 and the subprime market increased to 20% 
in 2005. 16  The authors point out that the FHA’s market share tends to decline 
during refi nancing waves such as took place in 1992–3 and again in 1998, and 
has increased during the times when home purchase was to the fore, due to the 
caps on the size of FHA mortgages and the FHA’s traditional appeal to fi rst 
time-buyers. Contributing to the perceived increase in FHA risk were the rising 
FHA delinquency and foreclosure rates, when about 12% of the FHA book 
was delinquent in the third quarter of 2005 and about 2.5% was in foreclosure. 
In 2005, delinquency rates on FHA mortgages were about 7% higher on all 
loans, compared with a spread of 4% in 1998, that is, before the rules changed 
on down payments and the seller down-payment programs. Lenders also 
reported their dislike of higher delinquency rates, since these almost always 
meant higher servicing costs and the possibility of being called before the 
HUD Mortgage Review Board, which oversees compliance with FHA/HUD 
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requirements and has the power to impose sanctions, ranging from reprimands 
to civil penalties and ultimately to the lender’s ability to originate FHA loans. 

 The lenders were most concerned about the FHA’s lack of a zero down-
payment product, regarding this as one of the most signifi cant weaknesses in its 
existing product suite, which was then available in both agency and subprime 
markets. The loan limits were another, but less important, factor. The best way 
to improve FHA’s market share would be to match the down-payment and 
equity requirements of other market offerings, including agency (that is, Fannie 
Mae and Freddie Mac) offerings. 

 Interestingly enough, the lenders surveyed regarded the appraisal process as 
another important obstacle to considering FHA loans. The appraisal process is 
usually based on a market-based approach; that is, an estimation of the value 
of the property for sale, based on recent sales of similar units (“comparables”) 
in nearby areas. The FHA (until 2005) required a much more comprehensive 
review, involving a meticulously detailed assessment of the property, and 
required the seller to remedy various defi ciencies, such as foundations and 
structural conditions, roofi ng, site hazards and nuisances, wood-destroying 
insects and so on. None of this would be considered in a conventional report. 
Real estate agents and lenders breathed a sigh of relief when this requirement 
was removed in 2005. Appraisers generally only sought to assess the market 
value, and were thought to have frequently infl ated those values during the late 
1990s and up to 2007, when house prices began to fall. 

 Undeterred by such concerns, respondents to the survey declared that they 
would still consider FHA loans if a zero down-payment product was on offer 
as well as a stronger refi nancing product. The FHA had a cash-out refi nancing 
product, and the loan amount was capped at 85% of the home’s appraised 
value. That was about to change with an FHA Mortgagee Letter of 2005, which 
stated that the FHA would allow such an offer up to 95% of the appraiser’s 
estimate of value, but as this came after the survey was almost completed, it did 
not affect the response. In respect of the zero option, respondents considered 
that recent market innovations had put the FHA at a disadvantage, rendering 
it less able to compete for more creditworthy business, and regarded this as an 
explanation for the decline in the performance of FHA loans. 

   The human cost of increasing home ownership 

 Successive Secretaries of State for Housing and Urban Development and 
Commissioners for the Federal Housing Administration presented their reports 
to Congress each year, emphasizing the increase in home ownership for low-
income families and minorities. Their claims were not matched by reality, 
according to one of the community groups, National People’s Action. 17  The 
NPA pointed out that “HUD claims that foreclosures are lower than ever 
nationally ... The national default rate on FHA loans made between 1996 and 
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2000 was 6.4%. However, a closer look reveals the startling reality of families 
losing their homes and communities plagued with abandoned buildings. 
This situation is most severe in low-income and minority neighbourhoods.” 
NPA argued that the result was increased crime, drug traffi cking, prostitution 
and disinvestment. The examples given include the low-income neighborhoods 
of Baltimore, where 21% of FHA loans between 1996 and 2000 went into 
default, as did over 25% of FHA loans made by Los Angeles’s third largest 
lender, and over 20% of the loans made by Cleveland’s top FHA lender in 
minority neighborhoods, statistics which, it is claimed, applied to many other 
cities. The FHA continued to do business with the majority of these lenders; 
in fact, it paid out over $5.6 bn to lenders in insurance claims on foreclosed 
properties. In addition, NPA argued that HUD-approved lenders, realtors, and 
appraisers often work together to deceive home-buyers by overvaluing homes, 
selling shoddy properties to unsuspecting borrowers, or promising repairs 
or loan deals that never materialized. HUD’s response under Secretary Mel 
Martinez was described as being “lukewarm.” 

   The true costs of FHA’s mortgage insurance 

 According to the federal budget accounting rules as specifi ed in the Federal 
Credit Reform Act of 1990 (FCRA), the subsidy cost of the FHA’s insurance 
program, Mutual Mortgage Insurance, is negative. Indeed, the program’s 
activities are estimated to produce a net gain to the government, excluding 
administrative costs. The President’s budget for the fi scal year, 2007 estimates 
a net income of 3 cents for each $100 of guaranteed loans. This is why using 
the FHA to meet the affordable housing objectives appealed to politicians: 
increase home ownership for minorities and low-income families at no cost to 
the taxpayer. 

 Unfortunately, an analysis provided by the Congressional Budget Offi ce 
(CBO) in 2006 shows that this is not the case. This is partly because budget 
accounting understates the subsidy cost of credit programs by excluding the 
cost of market risk and displaying administrative costs separately. It is also 
because the FHA’s Mutual Mortgage Insurance Program imposes costs on the 
government and taxpayers of between 2% and 5% of the amount of insured 
loans. The CBO compared the cost of single-family mortgage insurance with 
that of private mortgage insurance in a highly competitive market, suggesting 
that the quoted prices are good approximations of the minimum cost of 
providing such insurance. It is that comparison which provides the basis for 
the estimated subsidy of between 2% and 5%. 

 MMI provides lenders with protection against defaults and increases the 
availability of funds for the kind of higher-risk borrowers whom the FHA 
insures. Current law allows an up-front fee of up to 2.25% of the loan and an 
annual fee of 0.55% of the unpaid balance, but the present premium is 1.5% 



36    FANNIE MAE AND FREDDIE MAC

with an annual fee of 0.5%, which ceases when the loan is reduced to 78% 
of the initial amount. In 2005, the FHA insured about $58bn in new loans, 
down sharply from $147bn in 2003, part of the long-term decline in its share 
of single-family mortgages since the mid-1980s, when the agency insured 15% 
of all mortgages. The FHA is also limited in the kind of mortgages it insures: 
30-year and 15-year mortgages of a limited size with a 3% down payment. 

 Private mortgage insurers, on the other hand, have noted especially rapid 
growth in coverage for mortgages with less than 97% LTV, larger mortgages 
than the FHA amount, deferred principal payment or interest-only mortgages, 
and adjustable-rate mortgages in which the borrower has an option only to 
pay a portion of the amount due each month. Eight insurers were providing 
mortgage coverage, but perhaps more important, a large number of mortgage 
lenders compete by not selling mortgage insurance directly but by providing 
equivalent services through second mortgages or home equity loans. Such 
mortgages for no more than 80% of the purchase price do not need insurance; 
the second mortgage borrowers take out will fi nance the remaining 20%, and 
that will cover the risk of default. 

 However, the rules under the FCRA, although they include the cost of 
expected losses from defaults, do not calculate these in the way in which 
markets do, that is, including the costs of uncertainty and risk. The budget 
costs only average losses rather than a range of losses, which does not recognize 
any compensation due to the taxpayers for taking on those risks. A careful 
analysis of the costs of FHA mortgage insurance with private insurance and 
the price actually charged to FHA borrowers indicates a subsidy of about 
3.5% of the amount of the insured mortgages. Allowing for the uncertainty 
of the adjustment to the costs of FHA insurance so that the annual net cost 
is 36 and 76 basis points less than the cost of private insurance, the subsidy 
costs become between 2% and 5% of the amount of the insured mortgages. 
If the FHA insures $60bn in new single-family mortgages per year, with a 
subsidy rate of 3.5%, then the program costs $2bn annually in the form of 
bearing risks to maintain its activities. 18  The extent to which the risk applied 
to the inability to meet the rising costs of foreclosures from the capital would 
cost the taxpayer more than the subsidy for mortgage insurance. The other 
cost was the encouragement to extend home ownership by increasingly risky 
loans, in which the FHA played its part as well. 

 This was revealed in the 2009 independent actuarial report, which showed 
(for the fi rst time) the extent of risky lending, as defi ned by those with low 
FICO scores of 620 or below. 19  Mortgage lenders generally regard scores of 
620 and below as ineligible for prime mortgages; scores of 500 and below as 
extremely risky and liable to default. 20  The FHA was largely squeezed out of 
the mortgage lending boom between 2003 and 2007, partly because it could 
not compete with the 100% LTV others were able to offer. However, in 2009, 
the FHA guaranteed more than $360bn in single-family mortgages, partly due 
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to an increase in refi nance activity as interest rates fell from about 6.5% in 
2008 to close to 5% in 2009. That represents a 75% increase over activity 
in 2008, and more than four times the volume of insurance commitments 
made in 2007. 

 Even in those boom years, the FHA managed to provide low-income families 
with mortgages; for each year between 2005 and 2008, the agency recorded 
high proportions of fully underwritten loans with credit scores of below 
620, ranging from 40.57% in 2005 to 46.90% in 2007, and even 33.56% in 
2008 of its 1.1 million single-family loans for that year. As for underwriting 
standards, FHA Commissioner David Stevens in his written testimony to 
Congress pointed out that 6.2% of the entire loan portfolio had been issued 
to home buyers with FICO scores of below 500, that is, some 360,000 loans, 
which are four times more likely to be seriously delinquent than loans above 
the guidelines. These loans “currently demonstrate a seriously delinquent rate 
of 31.1%.” 21  In the same testimony, Commissioner Stevens pointed out that 
the FHA assisted 450,000 families in keeping their homes out of foreclosure, 
but by the fi rst quarter in 2010, 67% of these modifi ed FHA mortgages were 
in foreclosure again. 

 It was HUD’s responsibility to oversee the activities of the FHA and its 
lending practices, the dilatoriness in dealing with the issue can be seen from 
the failure to respond to the recommendations made by the Government 
Accountability Offi ce (GAO) in 2005. Their report pointed out that almost half 
the single-family home-purchase mortgages the FHA had insured in 2004 had 
down-payment assistance, with about 30% of the non-profi ts receiving at least 
part of their funding from the sellers. Sales with such assistance were appraised 
and sold for about 2–3% more than comparable homes bought and sold 
without it, and these loans were characterized by higher delinquency rates. The 
GAO’s series of recommendations did not include abolition of the practice, but 
required much stricter oversight of the program, noting that mortgage-industry 
participants restricted such assistance. The Secretary of HUD took little action 
apart from requiring more information from the FHA in its quarterly reports 
until the scheme was fi nally closed. 

 Such delays in essential reforms have to be seen in the political context in 
which both HUD and the FHA operated. Indeed, in view of all the problems 
in the down-payment program, it is surprising to see that the FHA resisted 
development of an outright prohibition on seller-funded gifts, and instead tried 
to obtain an “alternative FHA fi nancing arrangement for borrowers lacking 
the funds for a down payment.” It is true that any such ban may have been 
prone to loopholes in the rules, such as the Nehemiah Housing Corporation 
exploited, but the FHA abandoned the attempt in view of strenuous opposition 
rather than any drafting problems. The agency wanted to eliminate its own 
3% cash down-payment requirement: to “offer cash poor, but creditworthy 
borrowers a safer, more affordable alternative to seller-funded Gift programs,” 
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but “Congressional efforts have yet to result in FHA being permitted to offer 
better and more fl exible fi nancing offers.” 22  

   The FHA to the rescue? 

 Momentum for FHA reforms grew as the downturn in the housing market 
worsened in 2008. By then, the fall in house prices, the continuing rise in 
foreclosures and the meltdown in the mortgage market meant that politicians 
turned to the FHA as an instrument to add some stability to the mortgage 
market. Modernizing the FHA became part of the Housing and Economic 
Recovery Act of 2008 (HERA), which was enacted on July 30 of that year. 
Title I of Division B of HERA is in fact the FHA Modernization Act, but it 
does not follow all of the proposals contained in Congressional debates, such 
as zero down payments. It increased the down-payment requirements to 3.5%, 
although family loans may be included, or, if the borrowed amount is secured 
by a lien, then this must be subordinate to the mortgage, and together they 
must not exceed 100% of the appraised value of the property. Loan limits were 
increased in relation either to HUD-approved limits or to the Freddie Mac 
conforming loan limits. Insurance premiums were increased, but these were 
linked to whether or not the borrower had received counseling. 

 The FHA Modernization Act sets out signifi cant changes to the law 
governing the MMI Fund, including: (i) establishing that HUD has the fi duciary 
responsibility to ensure that it remains fi nancially sound; (ii) that there is an 
independent actuarial study of the Fund; (iii) that quarterly reports are provided 
to Congress on the status of the Fund; (iv) that adjustments are made to the 
insurance premiums when needed; and (vi) that operational goals are established 
for the Fund. By 2008, the whole tenor of the legislation had changed, as the 
enormity of the housing crisis had begun to hit home. 23  

 Both the independent auditors’ report and the independent actuarial report 
of November 2010 showed the impact of the FHA’s past and continuing 
policies of providing affordable home ownership options for those who 
would otherwise be unable to purchase their own homes, either as single- or 
multiple-family units, as well as the costs. Between 2003 and 2007, FHA-
insured loans constituted only about 2–3% of the market, but when private 
capital withdrew at the end of 2008, would-be purchasers turned to the FHA 
for the insurance that would enable them to borrow. The FHA then insured 
30% of purchases and 20% of refi nances. From January 2009 to September 
2010 the agency helped nearly 3 million Americans to either purchase a home 
or to refi nance into more stable, affordable mortgages. 24  In the fi scal year, 
2009, the FHA re-emerged as the primary source of credit guarantees both 
for home buyers and for home owners wishing to refi nance as interest rates 
fell from around 6.5% to 5%. In 2009, the FHA guaranteed over $360bn 
in single-family mortgages, a 75% increase over 2008 and four times the 
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volume of commitments made in 2007. In 2010, the FHA served over 
1.1 million home buyers, helping 882,000 fi rst-time buyers, which was only 
the second time that the FHA had helped so many home buyers, the fi rst time 
being in 1997, when it insured 740,000 single-family mortgages, of which 
76% were fi rst-time buyers. In other words, the FHA appears to be retrieving 
its position in the market between 1986 and 1990, when it was the largest 
insurer of single-family mortgages. 

 The immediate cost was that the secondary reserves fell to 0.53% of the 
total insurance-in-force, below the 2% level required by legislation, according 
to the 2009 Independent Actuarial Report. The 2010 report found that the 
MMI Fund remains actuarially sound, but that there are signifi cant risks to the 
near-term fi nancial outlook, with the capital ratio standing at 0.50% 25 , once 
again below the mandated level. Shaun Donovan, Secretary for Housing and 
Urban Development (responsible for oversight of the FHA and MMI) noted 
in his assessment of the actuarial reports that “this has precipitated signifi cant 
administrative actions at HUD to both protect the ratio from falling below 
zero, and to assure that a 2% ratio can again be achieved in a reasonable 
amount of time.” 26  HUD argued that the loan book of 2010 was of a much 
higher quality than in previous years, with credit scores of 680 or over being 
12% higher, a dramatic decrease in the share of loans with scores between 
600–639, and a virtual disappearance of loans with credit scores below 600. 
This once again demonstrates the level of credit scores the FHA had been 
prepared to accept in the past. 

 One of the highest costs, and likely to continue as such, turned out to be the 
seller-funded down-payment assistance loans (SFDPA). These proved a disaster, 
with insurance payments totaling over $5.5bn having been paid out by 2010 
and the 2010 actuarial estimate being $13.6bn. The FHA reported a further 
loss of $600m on subsequent refi nance loans for such mortgages, totalling 
$6bn. The exposure in 2010 of SFDPA mortgages together with refi nancing 
accounted for $157bn of the actively insured loans in that year. With continuing 
high unemployment in the USA, it is likely that further losses will occur. The 
failure to understand the risks of such loans, or the unwillingness on the part of 
Congress to recognize the risks, cost the taxpayer dear; even when the risks of 
seller down-payment were presented, politicians produced a fl urry of bills with 
a view to the introduction of 100% loan to value mortgages for those with 
the kind of poor credit ratings that the FHA was willing to accept. The 2009 
actuarial study observed that the net capital ratio would still be above 2% but 
for the SFDPA loans. 

 Once again the FHA promised a series of signifi cant administrative actions 
and changes in lending criteria, both to protect the ratio from falling below zero 
and to ensure that a 2% ratio could be achieved in a reasonable time period. 
A Chief Risk Offi cer was appointed in 2009, the fi rst in the FHA’s history, and 
insurance premiums were increased. David Stevens, FHA Commissioner until 
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later that year, when he became Chairman of the Mortgage Bankers Association, 
reported to Congress. He set up a Mortgagee Review Board, meeting monthly, 
and no doubt was shocked to fi nd the extent of violations of the FHA’s 
origination and underwriting requirements, including false certifi cations and 
failures to verify the borrower’s income and creditworthiness. This led to the 
suspension of well-known FHA lenders and withdrawal of FHA approval from 
a further 1,500. 27  

 Its new guidelines on LTVs and minimum credit scores took effect in October 
2010, raising the minimum credit score for those requiring maximum fi nancing 
to 580 or higher. Those with a credit score of between 500 and 579 are limited 
to an LTV of 90%, those with a sub-580 FICO score have to make the 10% 
down payment on a purchase transaction, and those with a FICO score of 
500 and under would be refused an FHA loan. These criteria now apply to all 
single-family mortgages, except for reverse mortgages (home equity conversion 
mortgages) and Hope for Homeowners. At present, few banks are willing to 
lend on such low credit scores, even for FHA loans, but that could change when 
the economy eventually recovers and FHA lending will once again be risky. 

 Furthermore, it is unlikely that the proposed administrative changes will 
have any signifi cant effect, despite HUD’s repeated assurances to Congress. 
In November 2010, the auditors reported on the results of their analysis of 
the FHA’s fi nancial management and information system, noting that it was 
composed of many aging systems developed over 30 years and integrated with 
the FHA Subsidiary Ledger introduced in 2002. However, little work was 
undertaken in the intervening years and bringing the system up-to-date will take 
several years and hundreds of millions of dollars. It is clear from the auditors’ 
assessment that the system has prevented the FHA from carrying out fraud 
mitigation and counterparty risk-management initiatives, and from acquiring 
business intelligence. In particular, the current structure of the actuarial model 
might lead to understatements of the near-term claim levels, especially given 
the quantum change in the housing market. 28  

 The report of HUD’s Offi ce of the Inspector General (OIG) for September 
2010 illustrates graphically what this meant in practice in its review of 
HUD’s controls over its automated underwriting process. HUD implemented 
changes to the FHA’s Technology Open to Approved Lenders Scorecard review 
rules without assessing the risks and documenting changes. “As a result, 
loans valued at more than $6.1bn were automatically approved for FHA 
insurance despite having debt ratios that exceeded average thresholds 
for automated underwriting.” The Inspector General then adds, “OIG 
recommended that HUD conduct a risk analysis to determine the appropriate 
front-end and back-end ratios for the Scorecard’s review rules and institute 
appropriate changes. OIG determined that the full contents of this report would 
not be appropriate for public disclosure and released a redacted version to the 
public.” 29  The general observations and assessments are followed by several 
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pages of fraudulent activities on the part of lenders, mortgage brokers and 
counselors in the Single Family Program, which came to light in part because 
of Operation Watch Dog. 

   Can the FHA rescue the mortgage market? 

 The prospects do not look too hopeful, given so many aspects of extensive and 
all-pervasive mismanagement, the fact that some programs were open to fraud, 
which went unchecked, and the poor quality of the loans the FHA continues 
to insure. Add to that the fact that the the agency failed to introduce new 
rules, even after repeated warnings, and did not seem to appreciate the risks of 
the mortgages it would insure when it wanted to include zero down-payment 
mortgages as the market was clearly deteriorating. None of this inspires 
confi dence. 

 In its report on the fi nancial condition of the FHA’s Mutual Mortgage 
Insurance Fund, issued shortly before the actuarial report of 2010, the 
GAO noted that “a weakening in the performance of FHA insured loans 
has heightened the possibility that the FHA will require additional funds to 
help cover the cost of insurance issued to date.” 30  The GAO report contains 
a number of proposals for improving the actuarial assessment of the Fund’s 
fi nancial condition, including a wider range of economic forecasts as opposed 
to a single one, so that the variability in future house prices and interest rates 
that the Fund may face is taken into account. The failure to do so may well lead 
to an overstatement of the Fund’s economic value. The 2010 report refl ects 
a movement in that direction in that it relies on more than one scenario as 
produced by Moody’s Analytics, but does not provide a stochastic simulation, 
which may explain why the 2010 projections are cautiously optimistic. The 
projections for house prices in 2012 (HIS Insight, July 2010 and Moody’s 
Analytics, July 2010) suggested house price increases of 7% in 2012; by the 
summer of 2011 that seemed unlikely, given the overhang of repossessed 
houses which the banks have to sell and the uncertainties of the economic 
situation. 

 In a statement before the Subcommittee on Housing and Community 
Opportunity in 2009, Edward Pinto outlined some of the factors leading to the 
likelihood of a bail-out. These include the fact that the FHA (and the Veterans 
Administration) now account for over 90% of all the high LTV loans being 
made. The total high LTV lending in the fi rst six months of 2009 was equal to 
23% of all originations by lenders, up from 17% in 2006, which was thought 
to be the peak of risky lending. The FHA’s dollar volume in 2009 was four 
times its volume in 2006, so that FHA- and VA-insured loans comprised 10% 
of all outstanding fi rst mortgages by the end of 2009. Millions of new ultra-
low down-payment loans are being added to a mortgage market that already 
has vast numbers of borrowers with low or negative equity. 
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 The loan limit was raised to $729,750, a large increase, and now covers areas 
such as California, which were badly hit by the crisis. Wells Fargo and Bank of 
America are the two largest FHA lenders with a combined share of 46%, and 
their combined share of FHA loans in such fragile markets was 10% in 2009. 
Finally the FHA has a long history of fraud, and its inability to monitor, control 
and discipline its lenders is a source of additional risk. The agency added 
thousands of new lenders to its approved lists between 2007 and 2009, but by 
the time it is able to track them and assess their quality, it may be too late. 31  

 By January 2011 the FHA had insured over 6.8m mortgages with an 
outstanding balance of $947.8bn (HUD, 2011). The 2009 report estimated that 
the FHA would not require any government support; that has been criticised on 
the grounds that it underestimated the number of borrowers who had negative 
equity and were subject to economic shocks, such as unemployment, especially 
from “streamline” re-fi nances. These are a modifi cation of an existing loan into 
a lower interest rate and extended term: what the actuarial report did was to 
treat them as though the original loan had been paid off and the refi nance was 
a fresh loan, and this procedure, it has been argued, is subject to signifi cant 
selection biases in the estimation. 32  The 2010 report corrects for some, but not 
all, of these criticisms, and concludes that the Fund is still solvent. The income 
from loans made in 2010, when house prices had stopped falling, the quality of 
the average FHA borrower was higher and the FHA had raised its premiums. 

 The future of the MMI is uncertain at best. The FHA’s insurance in force 
has doubled over the past two years and is expected to approach $1.5 trillion 
over the next fi ve years. 33  At present, the FHA is thought not to require any 
further government support, but that will depend to a large extent on whether 
house prices decline again in 2012 and on the economic outlook, neither of 
which look particularly promising at present. It will also depend on further 
information about the quality of FHA loans. 

 The White Paper sees a “reformed and strengthened FHA” having a key role 
in the future, and so that can be achieved, the Administration “will explore 
ways to further reduce the risk exposure of FHA ... the FHA will consider other 
options, such as lowering the maximum LTV more broadly. In considering how 
to apply such options, the FHA will continue to balance the need to manage 
prudently the risk to the FHA and the borrower with its efforts to ensure access 
to affordable loans for lower and middle-income Americans.” 34  The temptation 
is to add: not much change there, then. It is the latter aim which cannot be 
reconciled just with “managing risk;” the reforms would have to be “root and 
branch” to deal with all the management issues, and would require resources 
for new systems and highly qualifi ed staff, which would not be removed when 
successive Administrations needed to reduce federal expenditure. Continuing 
the traditional role of the FHA in insuring mortgages should be approached 
with great caution, bearing in mind that many countries have a mortgage 
market which functions without a state mortgage insurance agency. 
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    The Federal Home Loan Bank (FHLB) System 

  Origins of the system 

 The Federal Home Loan Bank System was created in 1932 35  as a collection of 
wholesale banks, co-operatively owned by its member commercial banks, thrifts, 
credit unions and insurance companies, designed to restore liquidity to a housing 
market which had collapsed following the Great Depression. The “System” is 
still composed of the original 12 Federal Home Loan Banks (FHLBs), where 
membership of the FHLB was confi ned to the relevant fi nancial institutions 
headquartered in the distinct geographical area that the FHLB was originally 
assigned to serve. Each FHLB is a separate legal entity with its own management, 
employees, board of directors and fi nancial statements. The function of each 
FHLB is still to provide reliable long-term funding to specialized mortgage lenders, 
known to its members as “advances”. Thrifts and certain insurance companies 
were obliged to be members until the collapse of hundreds of thrifts in the late 
1980s led to the introduction of the Financial Institutions Recovery, Reform and 
Enforcement Act of 1989 (FIRREA). Although that Act brought signifi cant changes 
to the FHLB, the System retained its privileges. 36  Some of its Charter provisions 
combined with past government actions have given rise to the perception that 
its obligations are implicitly guaranteed by the federal government; this allows 
the FHLBs to fi nance their activities by issuing debt on more favorable terms 
than any AAA-rated private corporation. Their “advances” or loans to lenders 
generally have as their collateral mortgage-backed securities and whole loans, US 
Treasury and Federal Agency securities. In addition to the explicit collateral and 
a member’s capital subscription, the FHLBs also have priority over the claims of 
depositors and almost all other creditors (including the Federal Deposit Insurance 
Corporation, FDIC) in the event of a member’s default; this is often described as a 
“super lien” and explains why the FHLBs argued that they would not suffer loses. 

   Changes following the 1989 Act 

 The resolution of the Savings & Loans crisis of the late 1980s brought about 
enduring changes in the FHLB system. The Act made membership voluntary, 
open to all depository institutions with more than 10% of their portfolios 
in residential mortgage-related assets. This allowed many commercial banks 
and credit unions to join the FHLB System for the fi rst time, resulting in an 
increase in membership from 3,200 in 1989 to over 8,000 in 2005, and 8,075 
by the end of 2007; this despite the decline in the number of thrifts, still legally 
obliged to be members until 1999. Commercial banks accounted for 70% of 
all System members by 2005. 

 The 1989 Act also obliged members to pay 20% of their net earnings 
to cover a portion of the interest on the Resolution Funding Corporation 
bonds which were used to fi nance the clean-up of the thrifts, after the 



44    FANNIE MAE AND FREDDIE MAC

Savings & Loans crisis. Another 10% was set aside for the “Affordable 
Housing Program,” the largest source of private-sector grants for housing 
and community development, which is disbursed on the basis of advice 
provided by a 15-member Affordable Housing Advisory Council for guidance 
on regional and community development issues. 

   Emerging concerns about the system and the 
Gramm-Leach-Bliley Act 

 However, although FIRREA was credited with strengthening the thrift 
industry and the System in the early 1990s, concerns emerged later in that 
decade about its capital structure. In particular, it was noted that, since 
commercial banks could remove stock from FHLBs with six months’ notice, 
the System’s commercial stability could be affected. The Gramm-Leach-Bliley 
Act (GLBA, 1999) created a more stable and risk-based capital structure for 
the System. This Act established that FHLB membership was voluntary for 
thrifts as well, but also that those who decided to become members had to 
invest more permanent stock in their “FHLBank.” FHLBanks can issue Class 
A stock, which can be redeemed with six months’ notice; Class B stock, which 
can be redeemed with fi ve years’ notice; or both. To ensure that capital did not 
dissipate due to redemption in times of stress, the FHLBank, if following the 
redemption, would not meet the minimum capital requirements. 37  Following 
the implementation of the Act, each FHLB had to submit a capital plan to 
the regulator, the Federal Housing Finance Board (FHFB), for review and 
approval: all had been approved by 2002, and 11 had implemented their 
capital plans. The regulator noted that 10 of the 12 capital plans relied 
entirely on Class B stock and just two included Class A stock. As part of the 
implementation process, the FHLB required the FHLBs to submit plans for 
modeling interest rate risks and related procedures for managing those risks. 

   Lenders see the benefi ts of the system 

 FHLB advances are usually regarded as an attractive source of wholesale 
funds. Advance interest rates are set by the individual FHLBs and refl ect a 
mark-up to the cost of Federal Agency debt funding secured by the Offi ce of 
Finance. Then the “advances” are structured in a variety of ways to suit each 
member’s funding strategy. To qualify for these advances, a member pledges 
high-quality collateral in the form of mortgages, government securities or loans 
on small businesses, agriculture or community development; they must also buy 
additional stock, usually between 2% and 6% of the advance, in accordance 
with the FHLB’s capital plan. Once the FHLBank approves its member’s loan 
requests, it advances those funds to the member. Advances increased rapidly in 
the late 1990s and the early 2000s following the entry of commercial banks; 
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from the end of 2005 to mid-2007 the level of outstanding FHLB advances 
was within the range of $620bn to $640bn, but suddenly increased by 25% 
to $824bn in August and September and ended the year at $875bn, equalling 
6.2% of US GDP. This was due to the development of liquidity pressures during 
the third quarter of 2007, so that FHLB appeared to be an attractive source 
of funding in terms of pricing and investors turned to the security of federal 
guarantees (explicit or implicit). 

 The increase in the proportion of residential mortgages on the FHLB System’s 
combined balance sheet began with the introduction of the Chicago FHLB’s 
Mortgage Partnership Finance Program in 1997. They continued to purchase 
fi xed-rate mortgages on single-family properties under various programs 
in which, generally speaking, the seller guarantees most of the credit risk, 
whilst the interest rate risk is handled by the FHLBs together with mortgage-
backed securities. The interest rate risk from these assets requires careful 
management because changes in interest rates affect borrower prepayment 
behavior with consequent effects on the life of the mortgage assets. This led 
to the FHLBs having to manage an increasing amount of interest rate risk, 
including embedded call options linked with mortgage prepayment. 

 The composition of FHLB membership changed as the banking system 
in America changed, and developed throughout the 1990s and from 2000 
onwards. The top depository institutions were also the largest users of FHLB 
advances, even though they had access to various wholesale borrowing 
mechanisms, as well as having national or regional branch networks. Many 
of these institutions maintained charters in more than one FHLB area, thus 
having many channels into the System. These trends have both heightened the 
competitive pressures within the co-operative and led to the growth in size, 
complexity and risk in this institution. 

 Exposure to risk has also increased in that the FHLBanks are jointly 
and severally liable for their combined obligations, so that if any individual 
FHLBank was not able to pay a creditor, the other 11 would be required to step 
in and cover that debt. Joint and several liability for payment of consolidated 
obligations was taken to give investors confi dence that System debt will be 
paid. In addition, the FHLB System also provides letters of credit for bond 
issuances guaranteed by members and mortgage programs, thus passing 
through their triple-A rating to member institutions, while pledging to be a 
credit backstop. The mortgage programs provide competitive alternatives to 
the secondary market by taking the interest rate risk of mortgage loans, while 
members retain the credit risk and customer relationship. 

   A chance to play the system 

 However, the structure of banking has changed so much that it appears that 
large banks, and especially holding companies with mortgage subsidiaries which 
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are members of more than one FHLB district, could play the system. The GAO 
identifi ed about a hundred such companies in their 2003 report, and noted 
signifi cant differences in advance-term pricing among the 12 FHLBanks. It also 
pointed out that the opportunity existed for holding companies to obtain advances 
from the FHLBank which offered the most favorable terms, and reported that it 
had been informed by some FHLB offi cials that holding companies tried to play 
one bank off against another by creating competition within the System over 
advance-term pricing. “However, we also found that the FHFB had not identifi ed 
any material safety and soundness issues related to FHLBanks’ advance-term 
pricing:” identifying and dealing with such issues as they may give rise to unsafe 
and unsound practices was the responsibility of the FHFB. 38  

 The FHLB System developed new programs, such as the direct purchase 
of mortgages from member institutions, which led to increased interest rate 
and credit risk, where the former is the potential for loss due to fl uctuations 
in interest rates, while credit risk is the potential for loss from a borrower or 
counterparty failure to perform on an obligation. By holding mortgages on 
their books, they increase both types of risks. 

 The program began with the Chicago FHLB in 1997, not without 
controversy. It was a pilot program at fi rst, in which the member institutions 
originated loans that would close in the name of the FHLB, which would 
then hold them in portfolio. The pilot was obviously successful, since it was 
supported by all but one of the FHLBs, FHLB San Francisco, where it was 
subject to a number of threatened but unsuccessful lawsuits. 39  The mortgage 
purchase program (MMP) was inaugurated and rapidly got underway: total 
FHLB System whole mortgage assets nearly tripled, from $16bn at the end of 
2000 to $47bn by September 30, 2002. 40  As it turned out, the FHLBs found 
it diffi cult to manage the risks involved and at fi rst were not in a position to 
supervise them effectively. 

 The FHLB System has weak constraints against over-lending, and indeed 
against extending its purchases of mortgages. Its purpose is to ensure that 
its members are in a position to make loans, and the FHLBs are lending to 
their owners, the member banks. The FHLBs do not monitor the loans or the 
lenders, since that is the role of their borrowers’ primary regulators, but they 
were regulated by the FHFB until October 2008, when the Federal Housing 
Finance Authority (FHFA) became their regulator. 

   The regulatory structure 

 The Board of the FHFB consisted of fi ve directors, four of whom were 
appointed by the President and confi rmed by the Senate; the fi fth director 
was the Secretary for Housing and Urban Development, with the directors 
serving staggered seven-year terms. No more than three members could be 
members of the same political party. The criteria for appointment included 
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extensive experience in housing fi nance or training in that area, together with a 
commitment to providing specialized housing credit. Another requirement was 
that at least one appointed director must be from an organization with more 
than a two-year history of representing consumers or consumer interests in 
banking services, credit needs, housing or consumer protection. 

 The FHFB was also responsible for appointing public interest directors to 
the boards of the 12 banks, a duty which it considered increasingly diffi cult 
owing to the confl icts of interest involved: as the then chairman of the 
Federal Housing Finance Board put it, “the regulator should not appoint the 
regulated.” 41  The FHFB appointed at least six directors to serve on the boards 
of the FHLBanks, each of whose boards consist of at least 14 members. A 
minimum of two of the public interest directors are designated as community 
interest directors, due to their strong ties with the local community. Members 
of each of the 12 FHLBanks elect the remaining directors. The selection of 
independent directors of the FHLBanks, stated Chairman Ronald Rosenfeld, 
would be subject to a new process “by which we can assess the individual 
needs of each Bank and select public interest directors, who not only have 
the desire to serve for relatively low compensation and potentially increased 
liability, but who also possess the requisite qualifi cations, knowledge and skills 
necessary to satisfy the needs of the Bank’s board.” 42  

 This was not the only problem encountered in the appointment of public 
interest or “outside” directors. The GAO’s Review of FHFB Operations 43  
showed that 50 of the 75 public interest directors appointed for the fi rst time 
from January 1, 1998 through to May 8, 2002 made one or more political 
contributions in the eight-year period prior to their initial appointments. 
They then analysed the available data to cover the tenures of the three FHFB 
chairmen in offi ce when the FHFB made public interest director appointments 
during 1998 to 2002: namely Bruce Morrison, 1995–2000; William Apgar, 
July to December 2000; and John T. Korsmo, December 2001 to the present. 
During that period just over half the directors had made between one and ten 
separate donations, and 22% had done so 11 or more times. The amount given 
varied from a median of $3,250 for the fi ve appointments made during Apgar’s 
tenure, and $8,364 as the median during Korsmo’s tenure until he resigned 
from the chairmanship following the revelation that he had not told the truth 
about support given to a fundraiser for a Republican congressional candidate. 
None of the directors who were appointed gave contributions exclusively to 
the party of the chair of the FHFB, apart from the brief tenure of Apgar, when 
the three appointed gave exclusively to the party of the chair. 

 Problems also arose with the FHFB Board itself, partly due to the fact that 
the legal framework of the agency gives the chair more power to make key 
administrative decisions, such as the power to appoint and remove offi cials and 
to reorganize the agency without recourse to the board. These powers, in the 
view of the GAO, have “contributed to the sometimes bitter confl icts that have 
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periodically characterized relations amongst board members over the past 
eight years.” 44  However, when the issue was discussed with the members of the 
board at the time, it was agreed by the majority of the then board members 
that the delegation of certain powers to the Chairman is the most effi cient way 
of managing the agency’s operation, and that board members can state their 
views under the delegation with two or more members calling for a vote on 
the actions taken. 

 From the accounts summarized in the GAO report, it seems the problems with 
the management of the board had much to do with its political composition, 
and the fact that the members of the board were political appointees. The 
FHFB was fi nally abolished on July 30, 2008 and the FHLB System is currently 
regulated by the Federal Housing Finance Agency. The FHFA has appointed a 
board of directors consisting of the presidents of each of the 12 banks and fi ve 
independent directors, who now have to meet certain strict criteria as well as 
the minimum requirements for independence. The directors were selected from 
a slate of at least fi ve candidates, each of whom was identifi ed in consultation 
with the FHLBanks. 45  

   Problems at Seattle and Chicago 

 These disputes may also have hindered the effectiveness of the FHFB as a 
regulator. The GAO reports that it fi rst identifi ed weaknesses in the examination 
program as far back as 1998, but it was not until August 2002 that the FHFB 
announced plans that would signifi cantly improve the program by more than 
doubling the number of examiners and revising the examination program. By 
2003, it was too early to assess its effectiveness. In 2004, the agency became 
aware of risk-management defi ciencies in both the Seattle FHLB, one of the 
smallest, and Chicago, the third largest, especially in their mortgage purchase 
programs, and sought to rectify these defi ciencies by entering into written 
agreements with both banks. Chicago had led the way in the introduction of 
the mortgage purchase program. 

 The written agreement with Seattle dealt with its shortcomings in corporate 
governance, risk management, capital management and fi nancial performance. 
For several years, the Bank had been seeking growth and profi tability by 
purchasing a portfolio of mortgage loans, agency debt securities, and mortgage-
backed securities to supplement earnings for its advance business, without 
paying due attention to risk management. In 2002, it had decided to change 
its portfolio structure by substituting mortgage assets for advances by raising 
interest rates on the latter. 

 Washington Mutual, the largest borrower from Seattle, decided to move 
its advance borrowings to other FHLBs in which its affi liates had members. 
The low-interest-rate environment of 2003 and the mortgage refi nance wave, 
together with poor quality hedging, resulted in a marked decline in Seattle’s 
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market value. Seattle then reduced its mortgage purchases but sought to boost 
returns by investing some $8bn in callable FHLB System debt obligations 
funded largely with shorter-term, non-callable instruments, and then was 
caught by the fl attening of the yield curve in 2004, resulting in additional 
market losses of some $260m. 

 This transaction apparently took place without the full knowledge of the 
board and senior management, and was perhaps the reason (rather than the 
effi ciency of the examinations 45 ) why the banks’ regulators stepped in, leading 
to the written agreement in 2004. As a result of the independent reviews of 
the board’s oversight and risk-management processes, which the regulator 
had ordered them to carry out, Seattle had developed an acceptable three-year 
business and capital management plan in 2005. By 2007, the bank seemed to 
have recovered, with advances at record levels and a $70.7m profi t for the 
year. That may have been due to general market conditions, because it seems 
that the basic problems had not been solved: as the fi nancial crisis developed, 
by July 2009 Seattle had accumulated $247m in net losses, mainly due to its 
investments in mortgage-backed securities issued by Washington Mutual, the 
Bank of America and others, in which it had invested some $5.6bn. The Bank’s 
fi nancial condition was weakening; its governance was unsatisfactory and its 
credit risk high and increasing, according to the FHFA. 46  

 The path of the Chicago FHLB was a troubled one, even after its agreement 
with the FHFB as announced in 2006 in its bulletin, “The Chicago Balance 
Sheet.” Following the identifi cation of serious risk-management defi ciencies, it 
was required to submit a three-year business plan. Rectifying the defi ciencies 
included a restatement of its fi nancial results for 2003 and placed limits on 
its mortgage purchase program until its risk-management practices improved. 

 The Bulletin for 2005 stated that the Bank would reduce its voluntary 
stock owned by members from 58% in December 2004 to 43% by the end 
of 2007, and would delay implementation of the new capital structure until 
December 2006 (or until a time mutually agreed with the FHFB). The Bank 
also planned to fi nd other methods of capitalizing and funding its mortgage 
fi nance partnership program and reduce its quarterly dividends below 5.5% 
on an annualized basis. 47  However, by late 2005 it had halted the redemption 
program and in the following year, in June, the Finance Board allowed 
the Chicago FHLB to issue $1bn of ten-year subordinated debt (for which 
the Bank is the sole obligator) and to use that to purchase excess shares. The 
FHFB treated excess stock as equity for the purpose of assessing compliance 
with the minimum capital requirements. The implications of this are diffi cult 
to determine. Flannery and Scott Frame point out that “one interpretation of 
this transaction is that it allowed the Chicago FHLB to increase its risk by 
substituting debt for equity. However, FHLB excess stock itself has debt-like 
features, and the lack of market pricing for these claims limits their value as 
market discipline tools.” 48  
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 By 2007, this approach became unsustainable as the Finance Board 
announced a “cease and desist” order affecting the redemption and repurchase 
of capital stock and stated that any increases in dividends by any of the FHLBs 
required its approval. In October the Chicago Bank announced in its “Balance 
Sheet” that the Board had decided on a voluntary basis not to declare a dividend 
in “recognition of projected earning pressure in the fourth quarter and in 
2008.” In August, it announced that it was discussing a possible merger with 
the Dallas FHLB, an unprecedented move. The merger talks were abandoned in 
April 2008, when the Chicago Bank announced the resignation of its President 
and CEO, Mike Thomas, and a return to a more traditional FHLB business 
model and capital structure. Regrets for past business were perhaps refl ected 
in its decision in 2010 to fi le complaints against several defendants, such as 
Wells Fargo and Citigroup, with regard to the private label MBSs sold to them 
between 2005 and 2007, on the grounds that the quality of the loans was 
inconsistent with the description in the pre-purchase documents prepared by 
the underwriters and the issuers, leading the FHLB to believe that they were 
purchasing higher-quality instruments than turned out to be the case. 

 By November 2008, the FHLB of Atlanta reported its fi rst quarterly loss 
($47.1m qter 3) in two years to the SEC, a decline of $179m from the same period 
in 2007. This was unusual, as the Atlanta FHLB with $213bn in assets was one of 
the fi nancially strongest in the System. This was especially true when the Chicago 
FHLB reported large losses in recent years and almost merged with the Dallas 
FHLB. Atlanta’s loss was primarily attributed to a $170m reserve against credit 
losses from the Lehman Brothers Special Financing Ch 11 bankruptcy fi ling on 
October 3, 2008 and an $87m impairment charge for certain mortgage-backed 
securities. The MBS investments created the largest problems for the Bank, as 
during the fi rst nine months of 2008, the securities that were downgraded or 
put on the watch list by the ratings agencies for a potential credit reduction 
increased from $637m on January 1 to $2.2bn on October 29 in the same year. 
The Bank recorded net total assets of $213.7bn that year, due to the fact that 
advances increased by $21.4bn (some 15%) during this period, and also due to 
the sale of federal funds and held-to-maturity securities. 49  It is interesting to note 
that the demand for loans continued to increase in 2008, but the lenders may 
have used the funds for other purposes besides mortgage lending. 

   Another risky federal agency 

 In an interesting paper produced in 2005, the authors put the question: 
“Should the FDIC worry about the impact of the Federal Home Loan Bank 
Advances on the Bank Insurance Fund?” The question turned out to be much 
more prescient than they may have thought at the time. 50  The fi rst point in 
their argument is that the FHLBanks do not face any credit risk because of 
their GSE status and monopoly position; they also require collateralization far 
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in advance of that required by other insured creditors. Finally, they have access 
to confi dential commercial bank examination reports, so they are aware of the 
deterioration in a member’s loan portfolio before other creditors, although 
the events outlined below suggest that they did not make proper use of such 
information. If a member bank did fail and the collateral prove insuffi cient, 
then the FHLB, as noted earlier, can assert its legal lien priority on other assets 
before all unsecured creditors. “Because of this protection, no FHLBank has 
ever lost a penny on an advance. So banks can take the risks with advances, 
keep the upside, and shift the downside to the FDIC.” 51  

 The authors sought to model the impact on the FDIC, but concluded that 
“our estimation of resolution costs suggest that FDIC exposure from advances 
ranges from modest to large depending on the assumptions. But those fi gures 
may still understate potential losses … and [in 2005] US banks held record 
levels of capital … High levels reduce expected Bank Insurance Fund (BIF) 
losses by deterring risk-taking and absorbing losses from any level of risk-
taking. Reversion of capital ratios to historical norms would increase both 
default probability and loss-given default.” 52  

 They note that the current pricing structure for BIF (the Bank Insurance Fund 
as part of the FDIC) does not differentiate between different advance levels, but 
with similar supervisory ratings and capital protection pays the same premiums, 
and suggest that the FDIC should charge for increases in expected losses arising 
from advances. That suggestion, which may have required legislative changes, 
is perhaps one which Sheila Bair, Chairman of the Federal Deposit Insurance 
Corporation, came to regret in 2008, when she realized that the FHLBank 
funding provides an easier escape than insured deposits, as the latter are 
expensive to obtain and the supply is relatively inelastic (which partly explains 
the attractiveness of such funding). In an interview in the November issue of 
 Bloomberg Markets Magazine , she said “we really get a double whammy,” 
adding that the FDIC has “a beef with excessive reliance on FHLB advances.” 
Earlier that year, Bair had stated that the FDIC was developing a plan to raise 
insurance premiums for the coming wave of bank failures. 

 The extent of the use of the “advances” can be seen from the cases of 
Countrywide and Indymac Bank Corps. The latter had increased its advances 
by 500% between the end of 2004 and early 2008, and had outstanding 
loans of $10bn, about one-third of its liabilities, when it collapsed on July 11, 
2008. That bank failure cost FDIC $9bn to sort out. Similarly, Countrywide’s 
CEO agreed to borrow $51bn from FHLB Atlanta, but even this did not save 
it, as the Bank of America acquired Countrywide to rescue it from failure 
in June 2008. 

 The role of the FHLBanks was upheld by the then Treasury Secretary as a 
means of ensuring liquidity for their members, the lenders, in his announcement 
at a press conference on September 7, 2008. But he was careful to point out 
what had gone wrong. “Prior to the crisis, the FHLBs suffered from inadequate 
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regulatory oversight, and were allowed to build up large investment portfolios 
that subjected them to excess risk, while providing concentrated funding to 
banks engaging in unsound business practices. Today, eight of the twelve banks 
are under regulatory orders with respect to their capital or have voluntarily 
suspended dividends or the repurchase of excess stock.” 53  

 The US Treasury extended a secured credit facility to the FHLBs, allowing 
them to borrow until the end of 2009. But as James Lockhart, then Director of 
the Federal Housing Finance Agency, which had become their regulator at the 
end of July that year, pointed out, they were “very unlikely” to need to use the 
program, as they had larger capital reserves than Fannie Mae and Freddie Mac 
and all but one of the regional lenders are profi table. The System is the largest 
US borrower after the federal government, with $1.34 trillion of assets on June 
30, 2008, mostly eligible collateral for the lending program, and $1.25 trillion 
of debt, according to the Finance Offi ce, which manages their collective debt 
sales. 54  The US Treasury terminated its short-term credit facility, which had 
been created under the Housing and Economic Recovery Act, 2008 but had 
never in fact been used. 

    FHA and FHLB contributions to the total subprime 

and Alt-A exposure 

 By June 2008, about 83% of FHA loans consisted of high LTV loans 
(over 90%) and about 70% had a FICO score of 660 or less. Given these 
percentages, it is highly likely that at least 90% of FHA-insured loans have 
one of these two characteristics. Similar data is not available for VA and rural 
housing loan programs, but it is reasonable to assume that at least 60% of 
these loans have one or more of the two characteristics. FHA loans have an 
average loan balance of $103,300, which would give a total loan balance of 
$394bn, and for the VA, the average may be $150,000, which gives a loan 
balance of $143bn. This gives a total of $537bn (including VA and rural 
loans). 55  

 As regards the FHLB, at the end of 2008, the various FHLBs were reported 
as holding $76bn in private MBSs. 56  Moody’s commented that, based on 
market prices in the third quarter of 2008, the banks’ total private label MBS 
portfolio was valued at $62.7bn, thus representing a $13.5bn write-down, 
which was felt to be unlikely, but it did mean that under the worst-case scenario 
only four of the 12 FHLBs would remain above the capital minimum. Taking 
the year end value of the private MBSs, it would be reasonable to assume 
that 66% of the total or $50bn would be backed by Alt-A and sub-prime 
loans. This in turn is based on an average loan amount of $160,000 (blended 
average used for Fannie and Freddie’s holdings of private MBSs and Alt-A 
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private MBS results in 0.13 loans). What this means is that there are more 
sources of risk in the mortgage fi nance system than successive governments 
have been prepared to admit, even today. 57  The FHLB has been weakened 
by these purchases and also by the continuing fall-out from its inability to 
manage interest rate risk from their mortgage purchase programs with FHLB 
members. It has managed to remain solvent, but leaning on the FHLB may 
turn out to be leaning on a broken reed.   



54

     3 

The Role of the Housing and Urban 
Development Department (HUD) 

  Introduction 

 This chapter will set out the role of the Housing and Urban Development 
Department (HUD). It is worth noting that this was a large and rambling 
government department, which was never well managed and was notoriously 
involved in corruption in the various housing programs it managed, involving 
public funds. The Offi ce of the Inspector General provided a large number of 
reports over the years, detailing HUD fraud and incompetence; such reports 
will not be described here, as it is HUD’s responsibilities for home ownership in 
general and for the FHA in particular, which illuminate the affordable housing 
program. 

 Established as a Cabinet Department by President Lyndon Johnson in 
1965, HUD rapidly acquired a wide range of responsibilities for many and 
varied housing programs, including public housing, voucher assistance for 
rented accommodation, housing for the elderly, those with disabilities, persons 
with AIDs, community development block grants, neighborhood stabilization 
programs (for those hard-hit by foreclosures and delinquencies) and housing 
for the homeless, to name but a few. Given the number and complexity of these 
housing programs, it is perhaps small wonder that HUD was subject to frequent 
criticisms by the GAO and by its own Inspector General on the grounds of 
lack of proper management and oversight of its many responsibilities and the 
failures of its accounting systems. 

 In addition to the above responsibilities, HUD encompassed other important 
appointments, including the Federal Housing Commissioner, heading up the 
Federal Housing Administration; and the Director, Offi ce of the Federal Housing 
Enterprise Oversight (OFHEO), set up under the Housing and Community 
Development Act, 1992 to ensure that the Federal National Mortgage 
Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation 
(Freddie Mac) are adequately capitalized and operating in a safe and sound 
manner. Other positions include the President of the Government National 
Mortgage Association (Ginnie Mae), which provides a secondary market for 
FHA loans, and the Offi ce of the Inspector General, responsible for conducting 
and supervising audits and carrying out investigations. 
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   The role of HUD during the Clinton administration 

  Preparing the ground 

 It was to HUD that President Clinton turned to implement his program to 
extend home ownership to low- and moderate-income families. He appointed 
as Secretary, Henry Cisneros, four times Mayor of Clinton’s home town of 
San Antonio, Texas and only the second Hispanic to hold that offi ce. Cisneros 
had already decided not to seek a further term and became one of Clinton’s 
advisers for his successful Presidential campaign. A strong supporter of the 
Hispanic community with a commitment to advancing its share of economic 
life, Cisneros set about the work enthusiastically. 

 His fi rst challenge once appointed was to fend off the movement in Capital 
Hill to abolish HUD altogether, following the 1994 Congressional election, 
when the Republicans won a majority in the House. His prepared reports 
in defense emphasized the losses that many American families would face if 
HUD was abolished, and HUD’s local offi ces argued that the elimination of the 
department would vastly expand America’s underclass, leaving many families, 
including those with children, homeless. 

 The focus of HUD’s work shifted to expanding home ownership, partly 
through necessity as a result of changes introduced by the Budget. HUD 
and the FHA were agencies of the federal government and were funded 
through the Budget. But “in 1990, as part of a new, multi-year Budget 
agreement, the Congress and the President adopted new procedures for defi cit 
control. These procedures, embodied in the Budget Enforcement Act of 1990, 
established statutory limits on discretionary spending and a defi cit-neutral 
pay-as-you-go requirement for new mandatory spending and tax legislation.” 1  
This coupled with the Federal Credit Reform Act, 1990, and the Omnibus 
Budget Reconciliation Act, 1990, restricted spending on the FHA, for if the 
expected premiums were not enough to cover losses, these would have to be 
regarded as a Budget item, and the latter Act required the FHA to establish 
a reserve fund and set its premiums at a suffi cient level to ensure actuarial 
soundness. 

 These restrictions did not, however, prevent President Clinton from cutting 
the mortgage insurance rates three times between 1993 and 1997. This reduced 
the mortgage insurance premium from 2% to 1.75%, with the cuts taken 
together, along with savings passed on to home buyers because the increased 
effi ciency of the FHA would save them $1,200 on the closing costs of the 
average FHA mortgage of $85,000. 2  The reduction announced on June 12, 
1997 accounted for $200 of that saving. This was another attempt to reduce 
the barriers to home ownership, namely the high closing costs. To qualify 
for that reduction, prospective fi rst-time home buyers had to successfully 
complete the 16-hour Homebuyer Education and Learning Program; FHA 
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statistics showed that those who completed this course were better prepared 
for home ownership and were less likely to default. 3  But this also turned out 
to be a mistake, as the fund ran into diffi culties and the premiums had to be 
raised again in the years to come. In line with the Budget restrictions, it was 
supposed to be funded by cost-saving management improvements at the FHA. 
All of this meant that the possibility of providing affordable housing through 
government funding was no longer open to HUD. Other ways would have to 
be found for the realization of the American dream. Under President Clinton’s 
direction, Secretary Cisneros began to work out an alternative. 

   The partnership program 

 During 1994, Secretary Henry Cisneros conducted meetings with the leaders 
of major national organizations from within the housing industry with a 
view to establishing a national home ownership partnership. All agreed to set 
up working groups to develop various themes, including the availability of 
fi nancing and opening markets and targeting underserved populations. The 
entire strategy consisted of 100 actions to be carried out through a national 
partnership and a series of State and local partnerships, designed to generate 
up to 8 million additional home owners by the end of 2000. 

 The key actions in this document to which so many organizations agreed 
are as follows: 

   Action 34. Reduce Down-Payment and Mortgage Costs.  

  Strategy : The Partnership should support initiatives to reduce down-payment 
requirements, to encourage savings for down payments by fi rst-time home 
buyers, and to reform the basic contract between borrowers and lenders to reduce 
interest costs. 

 In addition, the amount of money necessary for down payment continues to 
vary greatly from lender to lender based on many factors, including lender 
criteria, secondary market investor requirements and mortgage insurer 
guidelines … Some lenders are not fl exible about other forms of down-payment 
assistance, such as public subsidies or unsecured loans ... Nevertheless great 
strides have been made by the  lending community  in recent years to reduce 
down-payment requirements, particularly for low- and moderate-income 
home buyers. This trend is encouraging and should be continued with support 
from the Partnership. 

  The partnership agreement then notes that the monthly costs associated 
with owning a home also remain an obstacle for many potential home buyers, 
of which the interest rate charged is the most important. Interest rates are 
primarily a function of external economic factors, but they are also affected by 
the “likelihood of mortgage prepayment by the home buyer, loan assumability 
by future home buyers, mortgage insurance and loan risk.” 
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   Action 35: Home Mortgage Loan-to-Value Flexibility.  

 Lending institutions, secondary market investors, mortgage insurers and other 
members of the partnership should work collaboratively to reduce home buyer 
down-payment requirements ... In 1989 only 7% of home mortgages were 
made with less than 10% down payment. By August 1994, low down-payment 
mortgage loans had increased to 29%. 

  The Strategy then suggests that as “members of the Partnership explore 
creative means of providing low down-payment fi nancing for potential home 
buyers, a concerted effort should be made to share success stories and to learn 
what set of factors generated high loan volume and solid payment histories.” 4  

 In essence, then, the plan advocated “fi nancing strategies, fueled by 
creativity and resources of the public and private sectors, to help home buyers 
that lack cash to buy a home or income to make the payments.” The result, not 
surprisingly, was to increase the risks caused by such innovative and fl exible 
features as low down payments and high LTV ratios. This was identifi ed 
in an analysis provided in the Federal Reserve Bulletin, 1996, which shows 
conclusively the risk involved in such lending, especially when low credit 
scores are taken into account. 5  

   Handling the risks of affordable housing 

 As a matter of interest, the authors of the analysis refer to the roundtable 
discussions held with lenders in preparing the Federal Reserve’s 1993 “Report 
to Congress on Community Development Lending by Depository Institutions.” 
The participants generally took the view that the costs of originating and 
servicing loans made under the affordable home loan programs were greater 
than those incurred on other housing loans, but that the delinquency and 
default experience up to that time had not been worse. Statistical analyses 
undertaken for that report did not fi nd any special relationship between 
bank profi tability and the level of lower-income mortgage-lending activity. 
The lenders thought that the increased risks of more fl exible underwriting 
could be mitigated in various ways: for some, by drawing on their knowledge 
of local market conditions and familiarity with borrowers and affordable 
lending. Lenders of that kind would soon be much smaller players in mortgage 
provision, when the 1994 Act allowing for inter-state mergers and acquisitions 
took effect. They also thought that home-buyer education programmes and 
credit counseling services would screen out higher-risk applicants and prepare 
home buyers for the responsibilities of home ownership. The authors note 
that “until recently, most of the available information on the performance of 
affordable lending programs has been anecdotal.” 6  

 It is this lack of hard data, together with little or no statistical analysis in 
the fi rst half of the 1990s, which no doubt encouraged the politicians to press 
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for affordable lending, especially against a background in which many believed 
that home ownership was not open to minorities because of discrimination. 
They were determined to end that discrimination and open up home ownership 
to low- and median-income families. In this context it was easier to focus on 
extending home ownership than to consider the risks which might be associated 
with affordable lending. 

   Targets, not risks, were the order of the day 

 Targets, not risks, dominated housing policy; this was clear from HUD’s 
succession of press releases. Even before the National Homeownership 
Strategy was fully underway, HUD announced the “sharpest rise in the home 
ownership rates in at least 30 years, with over 1.4 million new homeowners 
added in 1995.” 7  The fi gure rose to 65.1% in the last quarter of 1995, up 
from 64.2% at the end of 1994, and included increases in the home ownership 
rate for minorities and for households under the age of 35. This was ascribed 
to the Clinton Administration’s economic policies, lower interest rates and 
the public-private partnership with the housing industry. The second press 
release of that year (August 1996) put home ownership at 65.4%, praising 
lender efforts to assist working families. Secretary Cisneros noted that the 
market share of fi rst-time buyers rose from about 40% of all home sales in the 
1980s to 47% in 1994–1996, as “lenders are discovering that not only does 
affordable lending make sense, it makes dollars and cents.” The Assistant Vice 
President of Flagstar Bank said that they could help people purchase a home 
for as little as 3% down, with the remaining 2% and other costs coming from 
grants, gifts and even lender-fi nancing. 

   More targets 

 Andrew Cuomo was appointed HUD Secretary in January 1997 after Henry 
Cisneros’s resignation. A few months later, he announced initiatives to boost 
home ownership and create 2 million new urban home owners by the year 
2000, calling on the National Partners in Homeownership, a coalition of 63 
national groups representing the housing industry, lenders, non-profi t groups 
and all sectors of government to work together to achieve the new goals. 
Other initiatives included Ginnie Mae stimulation of $1bn in annual mortgage 
loans to help 15,000 families in inner cities to buy homes each year, and a 
further $10m to create new Home Ownership Zones to revitalize inner-city 
areas. The following year, Cuomo announced that three lenders had agreed to 
make $1.39bn available in home mortgages and to spend $6m on a range of 
programs to increase home ownership by low- and moderate-income families. 8  

 By January 2000, the rate for 1999 had risen to a high of 66.8% for the 
year as a whole, a higher percentage than at any time in American history, 
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according to Secretary Cuomo. A total of 70.1m families owned their own 
homes in 1999, but with rates for the minorities still far behind that of the 
white population: blacks at 46.7%, Hispanics at 45.5%, and others (Asian 
Americans, Native Americans and Pacifi c Islanders) at 54%. President Clinton 
had more than succeeded in achieving his objective of 8.7 million more home 
owners in 1999 than when he took offi ce in 1993, and indeed by the third 
quarter of 2000, the rate was 67.7%. 9  

    HUD during the Bush administration 

 In the second year of his Presidency, George Bush turned to social issues, of 
which home ownership was one of the priorities. “An ownership society is a 
compassionate society,” he told the White House Conference on Increasing 
Minority Ownership in October 2002, having previously made speeches on 
the need to extend home ownership especially for minorities on a number of 
occasions throughout that year. 10  His concerns were the familiar ones: the 
ownership gap between whites and the minorities, with less than 50% of blacks 
and 50% of Hispanics owning their own homes, compared with over 70% 
of whites; closing that gap would not only bring stability to communities, it 
would also reinvigorate the economy. Even with the surge in home ownership 
during the 1990s, that gap narrowed by only 1.5%. 

  A Blueprint for the American Dream 

 In October 2002, the President and Secretary Mel Martinez launched the 
“Blueprint for the American Dream.” The new goal in the Blueprint was to 
increase home ownership for minorities by 5.5 million families before the end of 
the decade. This time, the goal was to be achieved by bringing together 22 public 
and private partners, including the Mortgage Bankers Association, Mortgage 
Brokers, Real Estate Brokers, the National Association of Home Builders, the 
National Association of Hispanic Real Estate Brokers, the National Association 
of Realtors, the National Credit Union Administrators, Fannie Mae and Freddie 
Mac, HUD, the US Treasury and others. 

 The Blueprint Partners identifi ed four key areas on which they would focus 
in order to increase home ownership: 

 ●    Home ownership education and counseling; 

 ●    Increasing the supply of affordable homes; 

 ●    Providing down payments; 

 ●    Improving mortgage lending by increasing funds for affordable loans 
and redoubling efforts to root-out illegal discrimination. 
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   The context of these proposals differed from that of the 1995 National 
Partnership. The economy was faltering after the impact of the terrorist attack of 
9/11, so part of the emphasis was on the economic benefi ts that increased home 
ownership would bring. To accompany the Blueprint, HUD prepared a report 
on the “Economic Benefi ts of Minority Homeownership.” It demonstrated that 
in 2001, the combined housing industry together with the sale of associated 
consumer goods and home improvement totaled $1.45 trillion or 14% of GDP. 
Achieving the goal of increased minority home ownership would add a further 
$256 billion over the decade. 

   Federal help with the costs of home ownership 

 Once again the down payment was seen as a serious stumbling-block, so 
President Bush proposed an expansion of the American Dream Down Payment 
program by increasing this to $200m per year, which at an average cost of 
$5,000 per household would assist 40,000 low-income families with the 
down payment and closing costs. This required an Act, which was eventually 
agreed in December 2003. Other sources of assistance would include FHA 
and VA mortgages, alliances between national non-profi t organizations and 
community groups, employers, local agencies, individual development accounts 
and innovative mortgage products with very low or zero down payments. 

 Earlier that year, two other initiatives had taken place. In January, the 
FHA home mortgage limits had been increased to $144, 336 in low-cost 
areas and up to $261,609 in high-cost areas for single-family homes, with 
similar increases for multi-unit dwellings. HUD announced that this would 
make FHA loans available for many who had previously been excluded 
because the limits were too low, and anticipated that it would endorse 
$120bn for single-family mortgages for 1.2m in 2002. A $1,000 cash-back 
move-in incentive was introduced in July to help with moving costs and 
repairs, provided the buyer lived in the property for 12 months. 11  

 In the years following the introduction of the Blueprint, fewer announcements 
were made regarding the increases in minority home ownership. The fi rst 
came as part of the announcement of Secretary Martinez’s resignation as he 
decided to pursue an open Senate seat in Florida in September 2003. During 
that year, minority home ownership increased by 1 million, but President Bush 
had to wait until December to sign the American Dream Down Payment Act. 
Alphonso Jackson, the Deputy Secretary, was appointed as Secretary. 

   Alphonso Jackson takes over at a diffi cult time 

 Jackson chose to focus on the increase in sales of existing single-family homes. In 
July 2004 he announced that these had reached 2.1% in June, to an annual rate 
of 6.95%, an increase of 17.4% from June 2003, adding that “these numbers 
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show that housing still leads the way in our rapidly recovering economy.” 
On July 29, he announced that there were 73.4m home owners, more than 
at any time in history at 69.2%, with minority home ownership at 51.0%, a net 
increase of 1.6m since 2002. 

 In March 2005, sales of new single-family homes rose 9.4% compared 
with January and 5.2% compared with February 2004. The annual sales rate 
of 1.226 min February marked the fourth-highest monthly sales rate in the 
42-year history of the series. March also recorded a net increase of 2.2m 
minority home owners, 40% of the goal. For the fi rst time, HUD was able 
to announce that the 2006 Budget would contain $200m to fully fund the 
American Dream Down Payment initiative, which, since it had been signed 
into law, had helped 3,500 families to purchase their fi rst home. By June 
2006, this fi gure had reached 2.5m, but the overall home ownership rate had 
dropped slightly to 68.5%. On May 8, 2007, Secretary Jackson announced 
$1.8bn for affordable housing and fi rst-time home-ownership programs. 12  

 In his prepared remarks for a somewhat ill-timed conference on “Making 
Home Ownership a Reality,” the Deputy Secretary for Housing, Roy Benardi, 
referred to the fact that the fi gure for minority home ownership had reached 
3.5m in 2006, but had to focus on the need to educate home owners and 
modernize the FHA. 13  This was three days before President Bush’s Rose Garden 
address, in which he announced plans for the FHA to help an estimated 240,000 
families avoid foreclosure by enhancing its refi nancing program through 
FHASecure plan, to allow families with strong credit histories who had been 
making timely mortgage payments before their loans reset, but were then in 
default, to qualify for refi nancing. The Administration also required Congress 
to pass the FHA Modernization Act to enable the FHA to maintain liquidity 
in the mortgage market, but for that, they would have to wait. The time for 
enthusiastic announcements about increases in home ownership was over. 
The surging market had begun to falter and the size of the potential problem 
was, belatedly, beginning to emerge. 

    HUD’s shortcomings in its oversight role 

 Numerous press releases give glowing reports of HUD’s achievements in 
encouraging the growth of home ownership, and in the rescue of those with 
delinquent mortgages and those facing foreclosure. The department was 
responsible for oversight of the FHA and for Fannie Mae and Freddie Mac, a 
matter for subsequent chapters. What the press releases fail to mention is that 
HUD had frequently shown itself unequal to the many tasks with which it was 
entrusted. Not all of those are relevant to the issues of this book, as they include 
oversight of the public housing programs, rental assistance and the many other 
 ad hoc  initiatives to assist those with limited access to housing, such as the 



62    FANNIE MAE AND FREDDIE MAC

elderly or disabled, and the replacement of slum properties. The Offi ce of the 
Inspector General regularly uncovered mismanagement, mis-spending and fraud 
at every level within HUD, and even found favoritism or cronyism in contract 
selection at various levels in the organization, even the highest. 

 HUD was the only Cabinet Department that was ever identifi ed as a “high-
risk agency” by the General Accountability Offi ce in 1994, a designation 
which was only removed in 2001, but was retained in two areas (the rental 
assistance programs and the FHA Single Family Mortgage Insurance Programs) 
as late as 2007. 14  It is the latter area which is the main concern here; HUD 
was responsible for the oversight of every aspect of the mortgages which the 
FHA insured. 

 In order to carry out its mission of expanding home ownership, FHA assumes 
100% of the risk for the mortgages it insures, especially as it is more likely 
than private lenders to insure loans for low-income and minority borrowers 
(according to the GAO in its July 2001 report). The FHA therefore relies on 
private lenders to determine a borrower’s creditworthiness, and to make and 
fund loans. It uses private appraisers to assess the value of every property 
it insures, and relies on contractors to help assess lenders’ compliance with 
its requirements, monitor the performance of appraisers, and manage and 
sell the properties it acquires through foreclosure. The GAO points out that 
without “careful oversight of these lenders, appraisers and contractors, the 
FHA is vulnerable to mismanagement and fraud.” 15  But in 1997, as part of its 
2020 Management Reform Plan, HUD devolved its Single Family Mortgage 
Insurance Program, including oversight, to four centers. In January 2001, the 
GAO reported that this was a high-risk area for HUD, and in the intervening 
months carried out a thorough assessment, including the centers’ monitoring 
of contractors. 

 Staff at the centers were supposed to be deployed in suffi cient numbers, 
but were not; they were also supposed to be trained in the new oversight 
responsibilities, but funds were cut. The result was that the staff were 
unable and ill-equipped to handle the increased workload, and so expanded 
their reliance on contractors, contrary to the 2020 Plan, which stated that 
contractors would only be used to manage and sell the properties acquired 
through foreclosure. In fact, contractors currently carry out much of the 
mortgage insurance endorsement activities, including the underwriting quality 
of the loans insured by the FHA, with staff in the centers being responsible 
for monitoring contractors. The centers grant FHA-approved lenders direct 
endorsement authority, which means that they can underwrite loans and 
determine their eligibility for FHA mortgage insurance without prior approval 
from HUD. They also oversee contractors who review loan case fi les by way of 
a desk audit of the underwriting quality, and endorse or reject loans for FHA 
mortgages on the basis of these reviews. In addition they are also supposed to 
conduct on-site evaluations of lenders’ operations (lender reviews) as well as 
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the contractors who are managing and selling properties acquired as a result 
of foreclosures. 

 The GAO concluded that lack of proper oversight was still a major problem, 
ranging from a failure to review high-risk lenders due to staff inexperience 
(no background in lender monitoring or credit issues), and rarely conducted 
on-site reviews of properties assessed by contracted appraisers, because of 
lack of staff and travel resources; centers did not track the percentage of each 
contractor’s work that had received reviews, nor evaluate their performance. 16  
The GAO spelt out what this meant in terms of the size of the potential risks 
involved. “In the fi scal year 1999, the centers and the contractors endorsed 
about 1.3m mortgages, totaling $123.1bn, then a record in dollar terms.” The 
percentage of FHA-insured loans for fi rst-time buyers increased from 70.3% in 
1996 to 80.7% in 1999, and for minorities, from 31% in 1996 to 37% in 1999. 
The processing-time for insurance approvals fell from several weeks to a few 
days, partly through technology, direct endorsement by lenders and contracting-
out. The problems persisted so that in 2005, for example, the Inspector 
General’s semi-annual report to Congress acknowledged that through “their 
comprehensive audits of poorly performing lenders and effective investigations” 
they were showing “signifi cant results,” as OIG’s recommendations have sought 
monetary recoveries through loan indemnifi cations exceeding $133 m, and loss 
reimbursements of more than £10 m. 

 But between 2007 and 2009, the familiar problems with HUD’s oversight 
persisted, despite the efforts made by the deputy CFO, James Martin (it was 
not until 2009 that Robert Ryan was appointed as FHA’s Chief Risk Offi cer). 
The actions taken in 2007 involved improving the procedures for monitoring 
the performance of 11,000 private lenders and other underwriters, appraisers 
and services, responsible for processing and servicing FHA-insured mortgages. 
The FHA would now seek to administer cost-effective contract services for 
the management and disposition of HUD-held properties acquired through 
defaults on FHA mortgages. These processes would be accompanied by sound 
actuarial reviews and credit subsidy cost models. 

 The corrective actions undertaken included Neighborhood Watch, Credit 
Watch and Appraiser Watch programs to weed out poor performers, whose 
actions would increase the risk of mortgage claims. Two further steps involved 
developing automated algorithms for targeting highest-risk performers for 
on-site monitoring, and improving the predictive nature and accuracy of FHA’s 
actuarial and credit subsidy models. The effectiveness of these changes was 
the subject of constant scrutiny following the introduction of FHA Secure 
and the plans for the FHA to provide refi nancing loans to help families at 
risk of foreclosure, introduced in 2007. The program was expanded in May 
2008 to provide lenders with the added fl exibility to refi nance and insure more 
mortgages, including those for borrowers who were late on a few payments 
and/or received a voluntary mortgage principal write-down from their lenders; 
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however this was terminated shortly afterwards, since “maintaining the 
program past the original termination date would have a negative fi nancial 
impact on the fund.” 

 As we have seen, this led to a rapid increase in the number of single-family 
mortgages insured by the FHA, to more than $180bn at the end of 2008, up 
from $59bn in 2007, after the Housing and Economic Recovery Act (HERA) 
was passed in the summer of 2008. This created a new Hope for Homeowners 
program to enable FHA to refi nance the mortgages of at-risk borrowers, 
authorizing the FHA to guarantee $300bn in new loans to help protect an 
estimated 400,000 borrowers from foreclosure. The fi gure then available 
for the fi rst quarter of 2009 showed that the FHA total endorsements had 
increased from 21% to 70% of the market, which included both home sales 
and refi nances. In early 2009, it was thought that Congress would introduce 
additional legislation to increase participation. HERA also authorized changes 
to the FHA’s Home Equity Conversion Mortgage (HECM) to enable more 
seniors to tap into their home’s equity and obtain higher payouts. 

   The Inspector General attacks the FHA’s 

continuing failings 

 In his presentation to the Appropriations Subcommittee on Transportation, 
Housing and Urban Development, the Inspector General was at pains to stress 
the increased likelihood of fraud. 17  He noted that despite the introduction of 
management improvement schemes and the various proposals for improving 
FHA’s oversight of all the processes involved in insuring loans, such as those 
made by James Martin (see above), few of the problems identifi ed since the 
1990s had been addressed; and that, too often, OIG recommendations had 
not been carried out. In the April IOG Report, he pointed out some of the 
major concerns, once more, including inadequate quality controls; reliance on 
manual processes; over-dependence on the honesty of program participants 
to provide accurate and truthful information; and the urgent need to upgrade 
data systems (the subject of audit work and investigations transmitted to HUD 
over the years) by deciding on what data should be collected and why. 18  

 The April IOG Report was followed by an even more devastating report 
presented to the Committee on Financial Services, Subcommittee on Oversight 
and Investigations US House of Representatives in June 2009. This document 
is worthy of careful analysis, as it reveals the extent to which the FHA was 
exposed to fraud; the failure to act on its many recommendations, not just for 
a year or two but for a decade or more. Above all, it was and is impossible to 
make any statements about the nature and quality of the loans insured by the 
FHA, not just during the surge in such applications from mortgage lenders 
which began in late 2007, but in previous years of high demand for FHA 
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insurance during the late 1990s. For the year in question, the FHA Budget 
for single- and multi-family properties was $45bn plus mortgage insurance 
premiums, and its predominance in the mortgage market in 2009 was 
unparalleled. The program FHA Secure was introduced to refi nance existing 
subprime mortgages and, since it was expanded in May 2008, was terminated 
in 2009 as the new programs under HERA and HECM came into play. 

 The fi rst concern expressed by the Inspector was that the weaknesses 
in FHA’s systems and the increases in demand for the FHA program would 
have collateral effects on the integrity of Ginnie Mae’s (Government National 
Mortgage Association) mortgage-backed securities (MBSs), including the 
potential for fraud in that program. HUD should also take into account the 
downstream risks of Ginnie Mae’s eventual securitization of HECM Single-
Family Loans, since these are the only MBSs to carry the full faith and credit 
guarantee of the USA. Ginnie Mae had also seen an increase in its market share 
during 2007 and 2008, with $150bn in outstanding mortgage-backed securities 
without the resources to keep pace with the increase. Its struggle to keep up 
with the FHA was also noted by the industry at the time, as it could also reduce 
liquidity in the market at a critical time. OIG was concerned because an audit 
of the Ginnie Mae program revealed that it did not take any steps to check that 
MBS pools were in fact insured with the FHA within a reasonable period after 
the pool issuance. The full extent of the problems is best illustrated by the case 
recorded in the report. 

 “Two former corporate offi cers of a Michigan fi nancial company were 
convicted of defrauding Ginnie Mae by retaining the funds obtained from 
terminated and/or paid-off loans. The defendants failed to disclose to Ginnie 
Mae that the loans were terminated, while one of the defendants utilized the 
funds from paid-off loans to invest in the stock market and make fraudulent 
monthly payments to Ginnie Mae on the loans that were paid-off to conceal the 
fraud.  The fraud began during July, 1998 and continued until October, 2007, 
resulting in a loss of approximately $20,000,000 ”. 19  HERA now includes a 
stiff penalty provision, specifi cally for fraud against the FHA. This is clearly 
important, but only if the systems allow for its detection. 

 The heightened risks to the FHA included its approval of a large number 
of new lenders, up from 997 at the end of 2007 to 3,300 by the end of 2008, 
with a further 11,600 lender approvals in the fi rst half of 2009. It was not just 
a matter of fraudulent or unscrupulous lenders turning to the FHA, but also 
the fact that the agency had started to serve several new metropolitan areas 
with which it had had little contact in the past and with the maximum loan 
limit having been raised to $729,750. The FHA, due to the loan limit increases, 
$729,750, was able to serve new metropolitan areas with which it has had little 
interaction. With entry into these new markets came new players and unknown 
hazards, which would potentially lead to much greater losses being sustained 
by the FHA on defaulted loans; such loans may then become more attractive to 
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fraudulent lenders, as they would get large payouts from the FHA’s insurance 
scheme. 

 The report highlights cases of fraud and abuse arising from the lender 
approval process, but this is clearly not the only problem; the FHA has no 
means of identifying the key individuals involved in the transaction, such as 
the originating loan offi cer, who is responsible for initiating the loan where 
due diligence should be done (i.e. credit scores, appraisals, etc.). FHA systems 
should also be able to capture information on the real-estate agent for both 
the seller and the buyer. These and other changes in the system have long been 
proposed but never introduced, since the FHA cannot use any of its revenues 
to invest in new technology. This means that not only can it not keep pace with 
the industry in the development of technology, but that the agency has been 
reduced to relying on random, manual processes by contractors to select for 
review about 2% of lender endorsements, a further reduction of 3%. 

 Two other signifi cant areas of concern were identifi ed. First the appraiser 
roster (a separate function), which the FHA was supposed to monitor, ensuring 
quality control was clearly not fi t for purpose. OIG’s review found that the roster 
contained listings of 3,480 appraisers with expired licenses and 199 appraisers 
that had been state sanctioned. Infl ated appraisals were common, which would 
obviously increase the costs of the loans and insurance costs with foreclosures. 
The second matter included a rule change, which had been introduced by the FHA 
in 2005 and announced through a Mortgagee Letter, altering the requirements 
for late endorsements for single-family insurance, where the endorsement was 
considered late if it is received by the FHA more than 60 days after the mortgage 
loan settlement or funds disbursement. This letter removed the prior six-month 
good payment history requirement for these loans, and added a 15-day grace 
period before the current month’s payment was considered late. 

 The FHA did not carry out a risk analysis at the time, but the OIG did, 
and found that their review of loans from seven prior late endorsement audits 
(including Wells Fargo, National City Mortgage, Cendant and others) revealed 
a three-and-a half times higher risk of claims when loans had unacceptable 
payment histories within the previous six months. That was in 2006. Since 
then, the default rate has increased signifi cantly for such loans. What was even 
more extraordinary was that the FHA continued to dispute the audit and did 
not publish a reversal of the rule, leaving the matter unresolved until 2009, 
when the whole matter was reported to Congress. All of this was despite the 
fact that HUD’s own Handbook stated that, “Past credit performance serves 
as the most useful guide in determining a borrower’s attitude toward credit 
obligations and predicting a borrower’s future actions.” 20  

 A year later, in May 2010, Kenneth Donohue Inspector General again 
appeared before the same Senate subcommittee, and was able to acknowledge the 
considerable assistance given to him by the then Commissioner, David Stevens, 
“who has tried to do more in this last year than I saw in all the previous years 
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combined.” 21  A few months later, Stevens departed to become Chairman of 
the Mortgage Bankers Association. Despite such efforts, Donohue’s report 
showed that little had changed, apart from the OIG and FHA’s decision to 
investigate 15 mortgage companies with signifi cant claim rates. The result, 
as announced later that year, was that a further $11m was lost due to non-
complying loans. Fraudulent activities noted in his report included those of 
Lend America, which in 2008 alone made $1.5bn in loans, and Taylor Bean 
Whittaker Mortgage Corporation and Colonial Bank with the result that the 
latter was taken over by the FDIC and sold to BB&T Bank, and the former 
was subject to seizure but at the time was servicing federally insured and 
guaranteed loans with a remaining principal balance of about $26bn. 

 Once again, the point is not just the extent of the frauds, although they 
ran into billions of dollars. The real cause for concern was the ever-increasing 
size of the Single-Family FHA-insured loan portfolio, up to $800bn in March 
2010; by June 2010 it had reached $865bn. The FHA insured 6.5m mortgages, 
of which 3.5m were put in place during 2008 to 2009. Its total endorsements 
increased to 74% of the insured mortgage market, which includes both home 
sales and refi nances. Although fraud attracts attention because of the shock 
value of the bare-faced behavior of some of its perpetrators, the report is 
rightly focused on the FHA’s inability to assess the quality of the loans or the 
behavior of the lenders. The latest FHA report showed that net losses on claims 
were averaging 60%, which was 13% higher than predicted. 

 The report noted that the same problems arise with Ginnie Mae, which 
should also improve its approval process and recertifi cation of issuers. The 
Taylor, Bean and Whitaker Mortgage Corporation (TBW) case exposed 
weaknesses not only in the FHA program, but also in Ginnie Mae’s program. 
Following the conviction of TBW, and the failure of the company to make the 
required pass-through payment of principal and interest to MBS investors, 
Ginnie Mae is required to assume responsibility for it. Ginnie therefore defaults 
the issuers and assumes control of the issuer’s MBS pools. Their securities are 
the only ones to carry the full faith and credit guaranty of the US Government. 
In the case of the Colonial Bank, the FDIC temporarily froze the Ginnie Mae 
custodial accounts at the bank and as a result, Ginnie Mae was forced to 
make a $1bn pass-through payment of principal and interest to investors. 
Such issues could arise again for Ginnie Mae, as the number of banks on the 
FDIC’s watch list continues to grow. 

 In his March statement to Congress, Commissioner Stevens explained 
the further actions that the FHA was taking to shore up its Capital Reserve 
Account, including the withdrawal of approval from 354 lenders; increases in 
premiums and the two-tier FICO requirement. These changes did not prevent 
the continuing rise in delinquent FHA loans throughout 2010, a fi gure which has 
been increasing over the past four years. It reached 619,712 in February 2011, 
for which the seriously delinquent mortgages are likely to end in default, 
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foreclosure or short sales as only 1% become paying loans, leaving the FHA 
exposed to $1 trillion in FHA-insured mortgages. 

   Conclusion 

 This brief survey of HUD and its failure to oversee the federal affordable 
housing programs, taken together with the weakness of OFHEO, strongly 
suggest that it is simply not possible for the federal government to manage to 
provide affordable housing by these means. It never had the resources to do 
so, and successive Administrations were unwilling to provide them. Without 
proper oversight, millions, not to say billions of dollars were wasted on trying 
to provide affordable housing to those who did not have the income or assets to 
pay for them. The many-faceted nature of HUD requires careful examination 
of its role in ensuring that the FHA and Fannie and Freddie carry out their role 
of providing affordable housing with the interests of the minorities and low- to 
moderate-income families alone in mind.   
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     4 

Mortgage Data 

 The collection of mortgage data is clearly basic to an understanding of 
developments in the mortgage market, both for market participants, 

analysts, economists and regulators, and for home owners and those aspiring to 
home ownership. A comprehensive and reliable set of data, regularly updated 
and analysed for emerging trends, is vital for government, policy makers and 
politicians so that the implications of such trends are properly understood 
and evaluated, thus giving rise to appropriate policy responses. One of the many 
problems between 1995 and 2008 is that no one had access to consistent, reliable 
and adequate data so that the developments taking place in the mortgage markets 
could be charted. This was one of the reasons why the extent of the growth in 
both number and quality of subprime mortgages was not observed until the 
rate of delinquencies and foreclosures began to reach alarming proportions. 
The purpose of this chapter is to look at the available data and to explain why 
it was so inadequate. 

  Sources of mortgage data 

  The Home Mortgage Disclosure Act, 1975 and the American 
Housing Survey 

 Information under this Act and data from the bi-annual American Housing 
Survey, conducted by HUD and the US Bureau of the Census, is available to 
the public free of charge. The latter survey is occasionally used to supplement 
HMDA data but it is not generally used for regulatory purposes. It does provide 
a picture of changes in patterns of home ownership over the years, as it covers 
the same 60,000 housing units, including the demographics of the occupants, 
details of the amount of the mortgage and the interest rate charged, the value 
of the property, and taxes and other housing costs. However, the HMDA data 
is the most widely used. 

   First American Loan Performance (LP) 

 This is the most important proprietary source of information, with a data 
base of over 100 million active and paid-off loans tracked for delinquency, 
prepayment and foreclosure. LP provides loan-level details of non-agency, 
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publicly traded mortgage and asset-backed securities, including all mortgages 
purchased by Fannie Mae and Freddie Mac, as well as non-agency securitized 
loans. It also owns the country’s largest servicing performance data repository. 
One of LP’s main attractions is its compilation of the largest credit and 
prepayment performance data base of subprime loans, but it has less coverage 
of the subprime market. 

   Lender Processing Services (LPS) 

 Lender Processing Services (formerly known as McDash) includes 18 large 
mortgage servicers, 9 out of the top 10, but does not include portfolio loans. 
LPS data and analytics grant access to loan-level data on about 40 million 
active fi rst loans and 9 million second mortgages; more data, it claims, about 
US mortgages than is provided by any other single company. Its Credit Model 
exposes subsets of the loan population that have a greater tendency to default 
by examining interest rate projections, geographical factors and other ways 
to manage portfolio risk. LPS claims to cover 57% of the market, with larger 
shares in some areas, whereas LP is thought to cover between 78% and 80%. 

   The National Delinquency Survey (NDS) 

 This is published by the Mortgage Bankers Association, and is a long-
established source of delinquency and foreclosure rates, based on a sample of 
about 44 million loans serviced by mortgage companies, commercial banks, 
thrifts, credit unions and others. The NDS provides quarterly delinquency 
and foreclosure statistics at the national, regional and state levels. These rates 
are broken down into loan types (prime, subprime, VA and FHA), fi xed and 
adjustable rate products. At each geographical location, the data is further 
broken down into total delinquencies, delinquency by past due (30–59 days, 
60–89 days, 90 days and over), new foreclosures, foreclosures inventory and 
seriously delinquent. The total number of loans serviced in each quarter, as 
compiled in the survey, is also included in the data. As of 2008, there were 
55 million loans outstanding. 

 None of the above sources covers the entire mortgage market. They are all 
incomplete and are collected on different bases and for different purposes. 
For this reason, use of the available data is not without its problems. The 
commercial sources are also expensive and not freely available to researchers 
and policy makers. Nor do the commercial data providers make information 
freely available to regulators, perhaps due to perceived confl icts, in that some 
private subscribers have concluded that matching the data with HMDA data 
may not be in accordance with their contract terms, and that so doing could 
possibly provide information which could be used against them in fair lending 
disputes. 
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 However, more recently, some researchers who have purchased the data have 
tried to marry up the HMDA with, say, LP data by various complex procedures. 
One example is the use made by Elizabeth Laderman and Carolina Reid, who 
sought to draw together the various sources of data in their case to show that the 
minorities were disproportionately offered and obtained subprime mortgages 
(defi ned as higher-priced loans), and that these loans ended in default and 
foreclosures to a greater extent than for the white population in California. 
The methodology involved a multi-nominal logit regression to predict the 
relative probabilities of four categories of mortgages (prime fi xed rate; prime 
adjustable rate mortgages (ARM); subprime fi xed rate; and subprime ARM 
ending in default or foreclosure.) 1  In this paper, they defi ne subprime simply as 
higher-priced lending, and in passing refer to an important gap in the HMDA 
statistics: namely, that these do not record loan performance over time. 

 This is one of several attempts to bring together data from various sources 
in order to understand both the subprime market and the collapse of the 
mortgage market in 2008 and 2009. Policy makers and analysts alike sought 
reliable data sources so that models could be developed to provide a means 
of understanding the extent of the crisis. It is worth noting that the interest in 
such research, with a few notable exceptions, began in 2007 and continued 
throughout 2008 to the present. It is diffi cult to understand why the HMDA 
statistics seem to be lacking in such important areas, when these are the statistics 
on which the various regulators rely, given that a key element of their remit is 
to ensure the “safety and soundness” of the lenders. The reasons will become 
clear from a brief history of the Home Mortgage Disclosure Act (HMDA) and 
its relationship to other legislation. 

    A brief history of the Home Mortgage Disclosure Act 

 The HMDA was enacted by Congress in 1975 and is implemented by the 
Federal Reserve Board’s Regulation C. In 1980, amendments to the HMDA 
required the Federal Financial Institutions Examinations Council (FFIEC) to 
compile annually aggregate lending data for each Metropolitan Statistical Area 
(MSA) by Census tract for certain lenders. The FFIEC is a formal inter-agency 
body empowered to prescribe uniform principles, standards and reports for 
the federal examinations of fi nancial institutions by the Federal Reserve, the 
Offi ce of the Comptroller of the Currency, the Offi ce of Thrift Supervision and 
the Federal Deposit Insurance Corporation. The only way to change the data 
requirements was through amending the law, which then allowed the FFIEC to 
issue regulations. 

 Further amendments enacted by Congress in 1988, 1989, 1991, 1993 
and 1994 introduced additional amendments, not all of which were major 
changes but still required an act of Congress or Congressional approval. 
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The coverage of HMDA reporting was extended to non-majority-owned 
savings and loan service corporations, mortgage banking subsidiaries of 
bank holding companies, and mortgage banking subsidiaries of savings and 
loan holding companies (1988), followed by mortgage lenders not affi liated 
with depository institutions or holding companies. In 1991, through the 
Federal Deposit Insurance Corporation Improvement Act, an exemption was 
introduced for non-depository mortgage lenders, but this was restricted a 
year later, in 1992, so that non-depository mortgage lenders with an offi ce 
in an MSA are included if they meet either an asset-sized test or a lending 
activity test. 

 By 1992, lenders in the above categories were required to report on 
the disposition of applications for mortgages and home improvement loans 
and to identify the race, sex, and income of loan applicants and borrowers. 
In addition, they were required to identify the class of purchaser for mortgage 
purchases sold and were allowed to explain the reasons for their lending 
decision. Each lender had to submit a loan application register, showing the 
applications, loans originated and loans purchased, as well as loans originated 
through a mortgage broker or correspondent. Other changes introduced in 
1994 and 1995 concerned making the data available to the public, and making 
a modifi ed version of the loan register available to the public within 30 days of 
the lender’s regulatory report. 

 Further signifi cant changes cover raising the exemption limits for reporting 
requirements for depository institutions from $10m to $28m in assets, effective 
1997, and to $29m in 1998 in accordance with changes to Regulation C, which 
allowed for an annual adjustment to the exemption limit in accordance with 
the year-to-year changes in the average of the Consumer Price Index for Urban 
Wage Earners and Clerical Workers. (The asset threshold for non-depository 
institutions remained at $10m.) The threshold was increased to $30m for 
2000, $31m for 2001, and $32m for 2002 and 2003. The basis for the annual 
adjustment had nothing to do with the risks of lending even for small institutions, 
which had no doubt complained about the regulatory burden. 

 In June 2003, the Offi ce of Management and Budget issued a revised list 
of metropolitan statistical areas and metropolitan divisions, micro-statistical 
areas and combined statistical areas, based on data from the 2000 Census. 
The reasons for the changes in suitable ways of classifying centers of population 
are interesting, but beyond the scope of this book; “Census tracts” are regarded 
as having less stable boundaries than other units (such as counties), and zip codes 
were rejected as not having specifi c boundaries. The changes in the defi nition 
refl ect population shifts as well as changes in travel-to-work patterns. The new 
boundaries following changes in the 2000 Census added 242 zip codes to the 
HMDA coverage area and increased the number of reporting lenders by 9%. 
All of the Census tract changes made a longitudinal analysis of HMDA data 
more diffi cult. 
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 Various changes took place for reporting from 2004 onwards. These included 
an expansion of the coverage of non-depository lenders by adding a $25m dollar 
volume test to the existing percentage-based coverage test, based on the above 
index. The most signifi cant change from the point of view of regulators, Congress, 
consumer advocacy organizations and analysts was the introduction of data 
related to loan pricing from January 1, 2004. Lenders were required to report 
loan originations in which the annual percentage rate (APR) exceeds the yield for 
comparable Treasury securities by a specifi ed amount or threshold. The thresholds 
are a spread of 3 percentage points for fi rst lien loans and 5 percentage points 
for subordinate lien loans. Lenders must also report whether a loan is covered 
by the Home Ownership and Equity Protection Act (HOEPA), and whether the 
application or the loan involves a manufactured home. This was an attempt to 
identify subprime loans, which will be discussed in more detail elsewhere. 

 Few important changes followed in the years 2004 to 2008, apart from 
raising the exemption threshold until it reached $39m for data collection 
in 2009 and the asset threshold for non-depository institutions remained 
unchanged at $10m (or less when combined with the assets of any parent 
corporation) or originated 100 or more home purchase loans, including 
refi nancings of home purchase loans) in the preceding year. The only other 
signifi cant change in 2008 was to require the lender to report the spread 
between the loan’s APR and a survey-based estimate of the APRs currently 
offered on prime loans of a comparable type if the spread is equal to or greater 
than 1.5 percentage points for a fi rst lien loan or 3.5 percentage points for a 
subordinate lien loan. 

 Most of the bureaucratic paraphernalia accompanying the HMDA data has 
to do with the main purpose of the data collection, which had nothing to 
do with identifying loans and lenders at risk of default. This is why HMDA 
data did not help the analysts and economists who tirelessly examined all the 
statistics in an effort to fi nd out what was really going on the mortgage market. 
That is clear from an understanding of the purpose of the Act and the context 
in which it was introduced. 

   The purpose of the Home Mortgage Disclosure Act 

 The collection of data was for an entirely different purpose: to ensure that 
minorities had equal access to credit. The Act itself was a further attempt 
to improve the effectiveness of existing legislation which included the Fair 
Housing Act, 1968 and the Truth in Lending Act of the same year. The 
former was designed to ensure that access to mortgage loans could not be 
denied on grounds of religion, sex, race, color, national origins, disability or 
familial status, nor could loans be offered on different terms on those grounds. 
The Truth in Lending Act required full disclosure of the terms of credit. 
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 Two further Acts followed: the Equal Credit Opportunity Act, 1974, the 
purpose of which was to end discrimination on the grounds of sex and marital 
status; then in 1994, President Clinton signed the Home Ownership and 
Equity Protection Act, of which Section 32 applies to mortgages. The Law 
sets out clear requirements for the disclosure of information to a prospective 
borrower. It also bans various lending practices, such as balloon payments 
(for loans in which the regular payments do not entirely pay off the principal 
balance, and a lump sum of more than twice the amount of regular payments 
is required for loans with less than fi ve-year terms); negative amortization; and 
most prepayment penalties. Such practices would inevitably be an important 
concern for regulators. 

 The regulators also had to spend a considerable amount of time both in 
ensuring that the Community Reinvestment Act was being implemented, and 
in rooting out discrimination in lending. The extent to which such efforts were 
successful continues to be a matter of considerable dispute, and is still under 
discussion in the process of reforming the entire regulatory framework. The 
reference to the surrounding laws concerned with eliminating discrimination 
in lending serves to underline the fact that data collection was undertaken 
with that aim in mind, a major reason for the highly signifi cant omissions 
in the HMDA data. It was never intended to enable regulators and others 
to track developments in the mortgage market and thus aid the “safety and 
soundness” assessments. It was only designed to stamp-out discrimination in 
lending. But as time went on, the focus of regulators, analysts, economists and 
policy makers shifted to the behavior of the mortgage market and away from 
discrimination in lending. This is clear from the increasing number of articles 
about the market which struggle to make sense out of the HMDA data. 

   Gaps in the HMDA data 

  Borrower’s income 

 First of all, although the data record the borrower’s income, they do not 
provide any further information about the borrower’s employment, gaps in 
employment, sources of income used to obtain the mortgage (which could have 
covered a wide range, such as alimony payments and social security benefi ts, 
as indicated in earlier chapters), or the borrower’s credit history or substitutes 
for credit history, such as regular payment of rent, or utility bills. Nor do 
they include the FICO score. This means that key issues of credit risk are not 
included in the data, although the inclusion of credit scores was discussed for 
at least a decade, so that by 2010, the Federal Reserve was still considering 
what changes should be made to Regulation C, which determines the content 
and timing of HMDA data. 
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   Loan-to-value ratios and the price of the loan 

 Other aspects of the risks involved in lending were not included in the data. 
These consist of two important elements: loan-to-value ratios, and the 
performance of the loan. The data on purchased loans, that is, loans purchased 
by lenders in order to improve their CRA ratings, is virtually non-existent, so 
that a lender’s portfolio could include mortgages the lender has originated 
for which the reporting had to comply with the existing regulations, and 
purchased loans, which did not. The lender could then package and sell on 
a bundle of mortgages which included the loans originated by the lender and 
the purchased loans for which little information was available, either for the 
regulators or for the buyers of the MBSs. 

 High LTVs have long been recognized as a risk factor. “Empirical 
investigations have found that both equity and adverse changes in borrowers’ 
circumstances are related to mortgage loan performance, as predicted by theory 
(option-based theories and triggering-event theories, such as unemployment). 
Studies consistently fi nd that the level of equity (whether proxied by the 
loan-to-value ratio or by a contemporaneous measure of the ratio) is closely 
related to both the likelihood of default and the size of the loss in the event 
of default.” So wrote Robert Avery and others in 1996, all from the Federal 
Reserve Board’s Division of Research and Statistics, pointing out a signifi cant 
risk factor which was clearly forgotten in the years that followed, as it was left 
out of the HMDA statistics. 2  

   Credit scores 

 As well as high LTVs, the credit scores to which reference has already been 
made are a signifi cant factor. The borrower’s income was recorded, but no 
further information was required, such as the debt-to-income ratio of the 
mortgage, employment prospects or the sources of the borrower’s income. 
It appears that no record was made of other debts which the borrower had 
to service at the time of taking out the mortgage, nor the length of such 
commitments. As time went on, lenders offered loans without the customary 
full documentation of the creditworthiness of the borrowers. More than that, 
loans were issued to borrowers on the basis of their stated income and assets, 
without documentation, or else on the basis of no income at all. The HMDA 
statistics do not record such information. 

   Type of mortgage 

 The other issue concerns the nature of the mortgage, including such features as 
the length of the mortgage, and the type of mortgage, such as whether it was 
a fi xed or adjustable rate mortgage, an interest only mortgage, prepayment 
penalties or a so-called “trigger” mortgage. These features were not required 
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for HMDA returns; eventually the focus was on higher-priced loans, but this 
was because such loans were thought to be both subprime and discriminatory. 
Minorities, it was frequently alleged, had to pay more for their mortgages 
than the white population, and the price of the mortgage was a means of 
identifying such discrimination. Consumer groups had stressed the need to end 
“predatory lending”, and as a result the price of the loan had to be reported 
from January 1, 2004 onwards. 

   Price of the mortgage 

 Whatever the measure used, the rate spread between US Treasury securities 
and the interest rate charges on mortgages is both misleading and, further, 
was introduced at just the wrong time. It refl ects an assumption that high 
interest rates on mortgages represent an increase in the reported higher-
priced and therefore subprime loans, whereas the changes from year to year 
may simply refl ect changes in the relationship between short- and long-term 
interest rates. 

 An analysis of the rate spreads between fi ve-year and 30-year Treasury 
securities over the past two decades shows that 2003 and 2004 were unusual: 
the yield curve was steep during that time because of the low short-term 
interest rates, and as a result, the gap between the two rates was exceptionally 
large. For example, in mid-January 2004, the yield on fi ve-year Treasuries was 
2.97% and on 30-year securities, 4.87%; but the gap narrowed to a limited 
extent during the year, so that by early January 2005 the yield on fi ve-year 
Treasuries rose to 3.71% while on 30-year Treasuries it had fallen to 4.72%. 
Shorter-term interest rates continued to rise throughout 2005, but the longer-
term rates continued to rise as well, so that by the end of 2005 the two rates 
were much closer. 

 This explains why the gap between the effective interest rate as measured 
by the APR on most mortgages and the HMDA threshold for reporting higher-
priced loans narrowed between 2004 and 2005. For loans priced in the week 
beginning January 15, 2004, the average APR on the conventional fi rst lien 
fi xed rate 30-year prime loans as reported by Freddie Mac was 5.72%. That 
meant that the gap between the APR of the typical prime loan priced during 
that week and the HMDA reporting threshold was 215 basis points, but by 
December 15, 2005, this had decreased to 140 basis points. Regardless of the 
nature of the loans and any other factors, the reported incidence of higher-
priced loans would have increased during 2005, but subprime lending may not 
have increased. 3  That would be the case, if subprime loans are defi ned entirely 
in terms of higher-priced loans. 

 The situation is more complicated for adjustable rate mortgages (ARMs), as 
Robert Avery points out in the same article. Under the Federal Reserve Board’s 
Regulation Z, when calculating the APR for such loans, lenders assume that 
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the interest rate environment at the time of origination will remain the same 
for the term of the loan, itself an extraordinary assumption. Because of this 
“regulatory construct,” when the yield curve is positively sloped, the APRs 
for ARMs tend to be lower than those for fi xed rate loans of similar term and 
credit risk. 

 The fl attening of the yield curve can have two effects: (i) narrowing the 
gap between the longer-term rates used for the HMDA reporting threshold 
and the shorter-term rates used for pricing the loans; and (ii) narrowing the 
APR gap between adjustable and fi xed rate loans because, as short-term 
interest rates increase, it reduces the differences in APR between fi xed and 
adjustable rate mortgages. The result, according to Avery, was an increase 
in the proportion of adjustable rate loans that exceeded the HMDA price 
reporting thresholds, because many relatively high-rate ARMs would not 
have been reported as higher-priced in 2004, since comparatively low APRs 
were reported that way in 2005. 

 By comparison with prime 30-year fi xed rate loans, the gap narrowed much 
more, from 404 basis points at the beginning of 2004 to only 75 basis points 
at the end of 2005. Avery’s most illuminating comment on this whole analysis 
lies in his conclusion that “fully quantifying this effect would be diffi cult even 
if the HMDA data distinguished fi xed from adjustable rate mortgages.” 4  As 
will be seen later, it was not only the numbers of ARMs, but also the structure 
of the latter mortgages and the relationship to changes in the interest rates 
that were signifi cant. The same article points out that the “HMDA data do not 
include all of the factors considered in evaluating and pricing credit,” but the 
rest of the article makes it clear that the purpose was to examine whether or 
not higher-priced loans were more likely to be extended to minorities, rather 
than the risks of lending. 

   Application of reporting requirements 

 The Federal Reserve Board apparently interpreted the requirement to issue 
regulations on data for the loans that fi nancial institutions sold, as implying 
that the data need not be collected for the loans that an institution purchases. 
This was based on the wording of FIRREA 12 U.S.C., section 2303 (h), 
which referred only to the loans sold and not to the loans purchased. So loans 
purchased through securitization and packaged as MBSs soon “lost” the 
reported information. 

 The gaps in HMDA reporting requirements identifi ed here are explained by 
the original purpose of collecting the data, and by understanding how and why 
that changed over time. The requirement to report on subprime loans did not 
exist. Instead, HUD chose to identify subprime lending fi rst by the originator, 
and later by the price of the loans. The next section deals with the identifi cation 
of subprime loans, fi rst setting out the historical background. 
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    HMDA and the identifi cation of subprime lenders 

 The introduction of the APR data was regarded as a step forward, since 
subprime mortgages were identifi ed as subprime if they were originated by 
a lender on the Subprime and Manufactured Home Lender list maintained 
by the Department of Housing and Urban Development (HUD). The list 
consisted of lenders that specialized in subprime or manufactured home 
lending; it was designed to accompany HMDA data and was available on 
an annual basis from 1993 to 2005. HUD removed lenders specializing in 
manufactured housing in 2004, when a means of identifying loans based 
on manufactured loans was added to HMDA data. It continues to produce 
the subprime lender list because of concerns that the higher-priced variable 
might not be suffi cient to identify subprime loans. In its description of its 
own methodology, HUD states that it continues to produce the list because 
subprime loans do not necessarily have APRs that are above a comparable 
Treasury APR. Some lenders whom HUD contacted stated that their APR 
information was incorrectly reported after HUD asked them why their lending 
portfolios had signifi cant percentages of high APR loans. Then a number of 
lenders described themselves as “multi-purpose lenders” and pointed out 
that their high percentage of loans with spreads of 3% or more were due to 
their broker channels. “These lenders did not feel that they were necessarily 
subprime.” 

 In addition, some prime lenders informed HUD that their higher APR loans 
were not necessarily subprime and could refl ect fees and yield spread premiums. 
For these and other reasons associated with changes in connection with the 
yield curve, HUD decided to retain its list of subprime lenders. Furthermore, 
some subprime lenders enter and leave the list, and HUD does not alter the 
records dating from previous years, so that, for example, if a lender identifi es 
itself as a subprime lender in 2004, that same lender could also have been a 
subprime lender in some of the preceding years. The list contains a few Alt-A 
specialists which had similar characteristics to subprime lenders, and were 
also more likely to have a higher proportion of higher APR loans. 

 The list itself is based on reviews of each lender’s HMDA fi lings. Lenders 
that have higher denial rates, higher shares of mortgage refi nancing loans and 
few loan sales to government-sponsored enterprises or more higher-priced 
loans are deemed to be subprime lenders. HUD then follows this up with 
the possible subprime lenders to discuss their area of specialization. The list 
is updated and revised annually based on the feedback from lenders, policy 
analysts and housing advocacy groups. Not all lenders specialize in prime or 
subprime loans, so some subprime loans could be classifi ed as prime and vice 
versa, but as it was not possible to add subprime loans originated by prime 
lender, it is possible that the HUD measure understates the number of subprime 
originations. 
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 HUD then provides a further description of its methodology, which is 
interesting and worth quoting in full: “First subprime lenders typically have 
lower origination rates than prime lenders. Second home refi nance loans 
generally account for higher shares of subprime lenders’ total originations than 
prime lenders’ originations. Third lenders who sell a signifi cant percentage of 
their portfolios to the GSEs do not typically specialize in subprime lending ... 
HUD called the lenders identifi ed on the potential list or reviewed their web 
pages to determine if they specialized in subprime lending. A large number of 
lenders told us that they offer subprime loans but they do not constitute a large 
percentage of their overall conventional mortgage originations. Most lenders 
readily identifi ed themselves as prime or subprime lender specialists. Some 
lenders identifi ed themselves as all-purpose lenders and broke out their loan 
portfolios by mortgage product. In a couple of cases, we identifi ed a lender as 
subprime if their subprime mortgages exceeded 50%.” 

 In the additional information provided, HUD points out that they treated 
all credit unions as prime lenders. “Second, we treat the loans sold to the 
GSEs by subprime lenders as prime loans. Similarly, the government-insured 
loans originated by subprime lender specialists are treated as government-
insured loans ... users of the list should be reminded that not all of the loans 
reported by subprime lender specialists are subprime loans. In fact, a number 
of subprime lenders also originate prime loans. Similarly, a number of large 
and predominately prime lenders originate a signifi cant number of subprime 
loans.” 5  

   Phases of the HMDA 

 Once again, it should be stressed that the purpose of HMDA data collection 
was not to provide detailed statistics about the operation of the mortgage 
market. In a useful analysis, Joseph Kolar and Jonathon Jerrison describe how 
its history can be divided into three major phases, refl ecting the “changes in 
perception by the industry’s critics in the advocacy community and on Capitol 
Hill regarding how the industry serves low-income communities and members 
of minority groups.” 6  

  Phases one and two 

 In the fi rst phase of the Act, HMDA focussed on concerns about loans by 
banks and thrifts, refl ecting the perception that they were taking deposits 
from low-income neighborhoods but not reinvesting that money by lending 
in the same neighborhoods. This pre-dated the introduction of FIRREA 
(the Financial Institution, Reform, Recovery and Enforcement Act, 1989) 
and will not be described here. The second phase came about as a result 
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FIRREA, which led to greatly extended reporting requirements, including 
data about most bank and non-bank lenders in urban areas. The data 
collected had to include information about race, ethnicity and gender, as well 
as each applicant’s income, and both accepted and rejected applications for 
loans that did not close. In implementing the legislative changes, the Federal 
Reserve Bank (FRB) decided to require public disclosure of each application 
and closed loans, with any personal identifying information removed. 

 This is where the Boston Fed report of 1992 came in: as noted in Chapter 1, 
the report argued that there was still a disparity between white and majority 
rejection rates. Despite criticisms of the original study, much ink was spilt 
in the following years in scrutinizing the HMDA data to prove or disprove 
discrimination against minorities. Community activists seized on HMDA 
data of individual fi nancial institutions and used it to try to delay or prevent 
bank mergers, to attack their reputations, or to get funding commitments 
from them. 

 The 1989 extensions to HMDA were very clearly designed to be a means 
of identifying discrimination against minorities. The 1989 Conference Report 
on the legislation stated: “The Home Mortgage Disclosure Act, as amended 
by this Act, requires amongst other things, reporting by mortgage lenders to 
the appropriate regulatory agencies. A primary purpose of such reporting is 
to assist regulatory agencies in identifying possible discriminatory lending 
patterns that warrant closer scrutiny. To accomplish this purpose it is essential 
that the data submitted to the agencies be in a form that facilitates the task 
of identifying any discriminatory lending patterns that disadvantage women, 
minority borrowers or predominantly minority or low- or moderate-income 
neighborhoods.” 7  

 The Federal Reserve Bank of Boston’s 1992 study, purporting to show racial 
discrimination in mortgage lending, though defi cient in many respects, did make 
one useful point, namely that it is not possible to rely on HMDA data alone to 
determine whether or not a lender had discriminated against an applicant for a 
loan on the basis of race, ethnicity or sex. In the years that followed, government 
agencies responsible for enforcing fair lending laws did not regard the HMDA 
data as suffi cient, and also did not use the many statistical analyses of HMDA 
data, even if additional information had been given about the underwriting 
processes, which is not reported under HMDA data. 8  

 Lenders were equally unimpressed by the Boston Fed Study, but considered 
it prudent and a matter of good public relations to be seen to be more active in 
preventing discrimination. A series of agreements was reached between HUD 
and the Mortgage Bankers Association (MBA): in September 1994 they came 
together and agreed a voluntary Fair Lending “Best Practices” Agreement, 
the fi rst of its kind between a federal agency and a national lending trade 
association. In December 1997, the MBA and HUD renewed this partnership, 
signing the Master II Agreement. The Fair Lending “Best Practices” initiative 



MORTGAGE DATA    81

is also an integral part of the National Homeownership Strategy, which aimed 
to add up to eight million new homeowners by the year 2000. Since then HUD 
and the MBA have been engaged in a cooperative effort to assist mortgage 
lenders and mortgage associations in the negotiation and signing of individual 
Fair Lending accords. The Agreements offer an opportunity for lenders to 
incorporate fair housing and equal opportunity principles into their mortgage 
lending standards, as well as to increase low-income and minority lending: 
“ Lenders are expanding to new and untapped markets, while minority and 
low-income applications have risen .” 9  

 Lenders responded in more than one way. They began to change their 
underwriting standards so that impediments to loan approvals were removed, 
and created what were often called “new products” (inevitably sub-prime 
loans) for low-income and credit-impaired borrowers (they could be nothing 
else, since these two categories were often less likely to be able to meet the 
conditions necessary for prime loans). The lenders also encouraged the GSEs to 
make their underwriting standards more “fl exible” and to purchase loans which 
were appropriate to that market. This was necessary as bank regulators began 
to use HMDA data, especially denial disparity rates, to identify institutions on 
which they would focus fair lending examination efforts.” 10  

   Phase three 

 The next stage was what was dubbed the “Predatory Lending/Price 
Discrimination Model”, which led to the introduction of detailed reporting 
on pricing and its relationship to the yield on US Treasuries. The model arose 
from the criticisms by community advocates that lenders were “expressly 
seeking out minority or low- or moderate-income lenders for non-prime loans 
at higher rates and more onerous terms than conventional conforming loans.” 
The Federal Reserve Board responded not only to the change in focus, but also 
sought to improve the general quality, consistency and presentation of HMDA 
reporting. The Federal Reserve reviewed and revised Regulation C (which sets 
out the details of the reporting requirements under HMDA), which was its 
responsibility, but Congress did not act to alter the underlying legislation. 

 The changes in Regulation C on January 1, 2004 required not only 
information about pricing, but also whether the loan is a fi rst lien loan and 
whether it is covered by the Home Ownership and Equity Protection Act 
(HOEPA). The Board of Governors of the Federal Reserve System hoped that 
this would reveal whether or not certain lenders are targeting minorities or 
lower-income borrowers for above-threshold loans. In their comment on the 
fi nal rule, it was stated that “obtaining loan pricing data is critical to address fair 
lending concerns related to loan pricing and to better understand the mortgage 
market, including the subprime market.” 11  The main focus is still on lending to 
minorities and low- to moderate-income borrowers. 
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 However, the authors point out that the data still fail in their purpose. 
The federal agencies responsible for enforcing the fair lending laws do not 
use HMDA data, since they do not include the factors actually considered in 
deciding whether a mortgage should be offered and at what price. The data 
simply do not cover “the underwriting factors that are most important to the 
loan decision, including the lender’s assessment of the applicant’s credit and 
employment history, the applicant’s assets and debt-to-income and loan-to-
value ratios.” 12  The HMDA data did not serve a useful purpose throughout their 
history until 2010, despite the numerous analyses and attempts to improve the 
data carried out by so many scholars over the years as they tried to interpret 
the ways in which the mortgage market was developing. 

    Recent developments 

 The Wall Street Reform and Consumer Protection Act, perhaps better known 
as the Dodd-Frank Act, was signed into law on July 21, 2010. Amongst its 
many provisions relating to the nature and quality of mortgages, it signifi cantly 
amends the requirements for data to be submitted under the HMDA to include 
borrower age and gender, credit score, points and fees at origination, the 
difference between APR for loan and benchmark rate for all loans, and loan 
features such as prepayment penalties (HMDA amendment, Section 1094). 

 The Federal Reserve held a series of public hearings throughout the autumn 
of 2010 to consider the proposed amendments to Regulation C, which covers 
HMDA reporting. One such hearing was held at the Federal Reserve Bank of 
Chicago under the chairmanship of Elisabeth Duke, a member of the Board 
of Governors, with representatives of researchers, credit unions, community 
banks and other banks, amongst others. 13  The rule-making authority for 
amendments to Regulation C is still with the Federal Reserve until the new 
Consumer Financial Protection Bureau is established. 

 Elizabeth Duke restated the purposes of the HMDA data: namely to show 
whether or not lenders are serving the housing needs of the neighborhoods 
and communities in which they are located; to help government target public 
investment to promote private investment where required; and to help identify 
discriminatory lending practices. Elizabeth Duke stressed that the time had come 
to reconsider the purposes of data collection in the light of the fi nancial crisis. 
However, the contributors, for various reasons, nevertheless all recommended 
additions which would undoubtedly have assisted with the identifi cation of 
the development of the subprime market and the risks involved. The Act itself 
requires the introduction of a universal mortgage identifi er, which is essential 
for tracking the performance of a particular mortgage. 

 Participants in the hearing had a much clearer idea of the data which lenders 
should be required to report under Regulation C, including information on 
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foreclosures and loans sold back to lenders on recourse, and a means of 
identifying reverse mortgages. Listed are the key data which all participants 
argued should be included: 

 ●    Cumulative loan-to-value ratio. 

 ●    Total debt-to-income ratio. Some recommended recording the back-end 
ratio, because it includes other types of monthly debt payment obligations 
in addition to the mortgage and is a better refl ection of the borrower’s 
overall debt burden. 

 ●    HMDA origination data linked to other types of mortgage data, 
especially on loan performance, using the universal loan identifi cation 
number (required under the Dodd-Frank Act). This would enable 
analysts (and regulators) to track the performance of loans with 
different underwriting and product characteristics. 

 ●    Information concerning the level of documentation used in underwriting 
a mortgage, especially with regard to the borrower’s income. 

 ●    Refi nance mortgages, indicating whether it is a cash-out refi nance versus 
a term or rate refi nance. 

 ●    Data on purchasing loans. Loans originated in low- and moderate-
income neighborhoods or to low- and moderate-income borrowers can 
be purchased by banks from other lending institutions in order to obtain 
credit on the Community Reinvestment Act lending test. Purchasing 
lenders do not have to report the same data on purchased loans as they 
do for directly originated loans. “It is therefore impossible to tell if 
banks are purchasing higher-cost, potentially abusive loans for which 
they would get CRA credit. Just to give a sense of scale, in 2006, the tail 
end of the subprime boom, depository institutions or affi liates purchased 
over 35,000 conventional home purchase or refi nance loans in low- and 
moderate-income Census tracks in the Chicago region. So there were 
a substantial number of loans for which banks are likely getting CRA 
credit that we know little about. Purchased loans should be subject to 
the same recording requirements as directly originated loans.” 14  

 ●    Participants said they would value the introduction of appraisal 
identifi cation numbers as well as unique broker identifi cation numbers 
from existing and newly created databases. 

 ●    They also made a plea for public access to all the data, and for greater 
ease of accessibility to data on the websites. 

   At the time of writing, the fi nal version of Regulation C has not yet been 
published. It may be published in October 2012, according to the Regulatory 
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Agenda published by the Consumer Financial Protection Bureau, which was 
published in January 2012. According to the Federal Register, the Bureau 
published for public comment an interim fi nal rule establishing a new Regulation 
C (Home Mortgage Disclosure), but it “does not impose any new substantive 
obligations on persons subject to the existing Regulation C,” apart from those 
set out in Section 1094 of the Dodd-Frank Act. 

 However, under Subtitle B of the Act, Minimum Standards for Mortgages, 
Section 1411, lending standards do appear to have been tightened. These 
rule changes will come in with the establishment of the Consumer Financial 
Protection Bureau (CFCB), and it is not yet clear how they will affect the 
reporting requirements when the responsibility for this is transferred to it from 
the CFBC. Under the provisions for the ability to repay loans, lenders would 
not be able to make residential mortgage loans unless they make a “good faith 
determination, based on verifi ed and documented information, that at the time 
the loan was consummated, the consumer had reasonable ability to pay the 
loan according to its terms, and all applicable taxes, insurance and assessments. 
It also provides that nothing in the title should be construed as requiring the 
depository institution to apply mortgage underwriting standards that do not 
need minimum underwriting standards required by the appropriate regulator 
of the depository.” 

 The lender is now required to assess the consumer’s ability to repay a 
residential mortgage loan, based on his or her credit history, current and expected 
income which s/he is reasonably assured of receiving, current obligations, 
debt-to-income ratio or residual income after paying non-mortgage debt and 
mortgage-related obligations, employment status and any other fi nancial 
resources beyond the equity in the property s/he proposes to buy. The income 
must be verifi ed by tax returns, payroll receipts or any relevant third-party 
documents. If the income is properly documented, the lender may also consider 
seasonality and irregularity of income in the underwriting process. The lender 
must also consider the consumer’s ability to repay using a payment schedule 
fully amortizing the loan over its term. 

 The new legislation does exempt certain streamlined loans made, guaranteed 
or insured by federal departments or agencies from verifi cation requirements as 
long as certain conditions are met, such as the borrower not being more than 
30 days behind on the existing loan; refi nancing does not increase the principal 
balance outstanding on the prior loan except for fees and charges allowed by the 
department or agency making, guaranteeing or insuring the refi nancing. There 
are also rules regarding such loans, limiting the extent of the fees and points, 
the interest rate, which must be lower than the interest rate of the original loan, 
the refi nancing, which must be fully amortized in accordance with the department 
or agency regulations, and ruling out balloon repayments, amongst others. 

 The criteria for a qualifi ed mortgage are also set out in Section 1412 of the 
legislation, which allows the lender and any assignee of a residential mortgage 
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loan subject to liability under title to presume that the loan meets the “ability 
to repay” requirement if it is a “qualifi ed mortgage”, that is, if it meets the 
following conditions: 

 ●    If regular repayments do not result in an increase in the principal, and, 
apart from balloon loans under specifi ed circumstances, does not allow 
the borrower to defer the principal; 

 ●    Except for balloon loans under specifi ed circumstances, does not 
include a balloon payment that is twice as large as the average of earlier 
specifi ed payments; 

 ●    For which the income and fi nancial resources of the borrower are 
verifi ed and documented; 

 ●    For fi xed rate loans, underwriting based on a payment schedule fully 
amortizing the loan over the loan term and taking into account all 
applicable taxes, insurance and assessments; 

 ●    For adjustable rate loans, underwriting based on the maximum rate 
permitted under the loan during the fi rst fi ve years, a payment schedule 
that fully amortizes the loan over the loan term and takes into account 
all applicable taxes, insurance and assessments; 

 ●    Complies with guidelines or regulations established by CFPB relating 
to ratios of total monthly debt to income or alternative measures 
of the ability to pay regular expenses after payment of total monthly 
debt, taking into account the income of the borrower and such 
other factors CFPB considers relevant and consistent with its 
purposes; 

 ●    For which total points and fees payable in connection with the loan do 
not exceed 3% of the total loan amount; 

 ●    For which the loan term does not exceed 30 years, except as such terms 
may be extended by CFPB, such as in high-cost areas; and 

 ●    In the case of a reverse mortgage, one which meets the standards for a 
qualifi ed mortgage. 

   Prepayment penalties are to be phased out for qualifi ed mortgages and are 
prohibited for all mortgages which are not qualifi ed mortgages. There is an 
exception for government loans in that HUD, Veterans Administration and 
the Agriculture and Rural Housing Service, together with the CFPB, prescribe 
the rules defi ning the type of loans they insure, guarantee or administer that 
are qualifi ed mortgages but which may not conform to the rules above. 

 Apart from the rules governing mortgages, there are new rules governing 
the activities of appraisers and mortgage brokers, who are now included in 
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the defi nition of mortgage originators. They must be qualifi ed and licensed, if 
applicable, in accordance with the relevant state or federal law. 

 In July 2011, the responsibility for Regulation C was transferred to the newly 
established Consumer Financial Protection Burean (CFPB). The new Regulation 
C substantially duplicates the Federal Reserve’s Regulation C and does not impose 
any important new requirements, but only adds a few technical revisions of no 
particular signifi cance, in terms of data that would help regulators understand 
developments in the mortgage market. The Bureau will be fi nanced from the 
fees received by the Federal Reserve, rather than Congressional appropriations, 
but already disagreements over the cost may mean that the Bureau receives 
$80m in set-up funds instead of the $134m in the President’s Budget. Professor 
Elizabeth Warren, who has been charged with establishing the CFPB, referred 
to caps on the dedicated funding that currently governs it, and pointed out 
that “it would take nearly twenty years to invest as much money in protecting 
consumers and consumer fi nancial markets as it cost the government to resolve 
IndyMac, a single institution that failed in the fi nancial crisis of 2008.” 15  

   Subprime mortgages 

 As has been established, for much of the period between 1995 and 2008, it 
was argued that there was no generally accepted defi nition of “prime” and 
“subprime” mortgages in the market place, or amongst analysts and perhaps 
even regulators. Without an agreed defi nition, it was diffi cult, if not impossible, 
to assess the growth and development of the subprime market. It was easy and 
useful to all the parties involved to base their analyses on the two identifi ers 
the HMDA offered, that is, the number of mortgages offered by the lenders 
who chose to identify themselves as subprime lenders in the years up to 2004, 
and then to identify “subprime” mortgages as higher-priced mortgages with 
all the diffi culties of identifi cation that involved. 

 Another method of identifying subprime lending is to focus on the attributes 
of the borrower, regardless of the lender involved. In a joint proposal to provide 
guidance to the fi nancial institutions that engage in subprime lending, the 
agencies involved in supervising them, that is, the Offi ce of Thrift Supervision*, 
the Offi ce of the Comptroller of the Currency, the Federal Deposit Insurance 
Corporation, and the Board of Governors of the Federal Reserve System, decided 
that “subprime” referred to the credit characteristics of individual borrowers. 

  Subprime borrowers typically have weakened credit histories that include 
payment delinquencies, and possibly more severe problems such as ‘charge-offs’, 
judgments, and bankruptcies. They may also display reduced repayment capacity 
as measured by credit scores, debt-to-income ratios, or other criteria that may 

*Notes to state that the Offi ce of Thrift Supervision ceased to exist in October, 2011, when it was 
merged with the Offi ce of the Comptroller of the Currency. (OCC).
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encompass borrowers with incomplete credit histories. Such loans have a higher 
risk of default than loans to prime borrowers. Generally, subprime borrowers 
will display a range of credit risk characteristics that may include one or more of 
the following: 

 ●    Two or more 30-day delinquencies in the last 12 months, or one or more 
delinquencies in the last 24 months; 

 ●    Judgment, foreclosure, repossession or charge-off in the prior 24 months; 
 ●    Bankruptcy in the last 5 years; 
 ●    Relatively high default probability as evidenced by, for example, a credit 

bureau risk score (FICO) of 660 or below (depending on the product/
collateral), or other bureau or proprietary scores with an equivalent default 
probability likelihood; and/or 

 ●    Debt service-to-income ratio of 50% or greater, or otherwise limited ability 
to cover family living expenses after deducting total monthly debt-to-service 
requirements from monthly income. 

    The agencies add the caveat that the “list is illustrative, not exhaustive and 
is not meant to defi ne specifi c parameters for all subprime borrowers,” which 
is interesting as it does not include any reference to verifi cation of income and 
employment, including future expectations of employment. 16  By March, 2007, 
in a Proposed Statement on Subprime Mortgage Lending, also issued by the 
agencies, they state that the term “subprime” is “defi ned” in the Expanded 
Guidance. 17  So by then the agencies regarded subprime lending as being defi ned 
by borrower characteristics, perhaps most succinctly defi ned as a FICO credit 
score of 660 and below. In its review of non-prime mortgage conditions in the 
United States, the Federal Reserve Bank of New York stated that “typically a 
FICO score of 660 or above is required to obtain prime fi nancing.” 18  

 It is noteworthy, fi rst, that the reference to the FICO score was not 
recognized in HMDA data and tended to be ignored by analysts; and secondly, 
that the other aspects of subprime loans were not recognized as being part 
of the nature of the subprime, or riskier, loan, namely, the combined loan to 
value of the property at the time of the mortgage origination, and the nature 
of the loan. Yet in their analysis of credit risk of July 1996, Robert Avery and 
others recognized the signifi cance not only of FICO scores but also of high 
LTV ratios, which were much more likely to default, even with conventional 
mortgages. An analysis of 450,000 loans originated over the period from 1975 
to 1983 showed that LTV ratios at origination in the range of 91–95% default 
more than twice as often as LTVs of 81–90% and more than fi ve times as 
often as loans with LTVs in the range of 71–80%. 19  A full understanding of the 
borrower’s credit rating, high LTV ratios and the nature of the loan as serious 
risk factors is shown, belatedly, in the contents of the Dodd-Frank Act. 

 If the fact that the combination of low FICO scores and high LTVs was 
known to increase the risks of default and foreclosure for so long, then why 
did Congress and the regulators allow subprime borrowing to take place for 
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well over a decade? The answer lies partly in the way in which the statistics 
were collected and analysed, and partly because other defi nitions of subprime 
lending were used (such as higher-priced loans). In fact, they concealed the true 
extent of subprime lending. 

 The Guidance issued by the regulators in 2001 was designed to expand the 
previously issued examination guidance for supervising subprime lending in 
1999. In the introduction, the agencies stated that they continued “to believe 
that responsible subprime lending can expand credit access for consumers 
and offer attractive returns. However, we expect institutions to recognize that 
elevated levels of credit and other risks arising from these activities require 
more intensive risk management, and, more often, additional capital.” 20  

 The benefi ts of what should have been described as subprime loans were 
emphasized at every level, both politically and within government agencies. 
The view that mortgages should be made available to low- to moderate-income 
families and minorities as part of the overriding commitment to the American 
dream of home ownership for all pervaded every aspect of government and 
almost the entire political class. In April 2005, Alan Greenspan, then Chairman 
of the Federal Reserve System, praised the “improved access to credit ... 
[which] has had signifi cant benefi ts … Home ownership is at a record high 
and the number of home mortgage loans to low- and moderate-income and 
minority families has risen rapidly over the past fi ve years.” 21  Where the risks 
were recognized, it was assumed that they could be managed. 

 Instead, the risks were ignored. The extent of the growth of the subprime 
market was not observed, because there was no means of observing it. Neither 
was there a will to see and understand what was happening, because too many 
legislators, policy makers and regulators either believed or thought it prudent 
to believe that lending to low- and moderate-income borrowers and minorities 
was a “good thing,” as it extended home-ownership opportunities to those who 
would not otherwise be able to share in the American dream. Analysts lacked 
the raw data to be able to describe what was happening, and no amount of 
applying sophisticated modeling techniques would replace such a lack of data. 
Articles which began by stating that, based on HMDA data, such and such a 
conclusion could be reached, should, unfortunately, be disregarded, since it 
was not possible to arrive at any conclusion even about the extent of racial 
discrimination based on such information. Even combining it with LP or MBA 
data did not help, because they were not collected in the same way; nor is it 
possible to be sure that sets of raw data were about the same sets of mortgages. 

 The way forward is to review all minimum standards for mortgages (which 
includes fully documented and verifi ed information that the borrower at 
that time had a reasonable ability to repay the loans according to its terms), 
the additional HMDA requirements, and the Dodd-Frank Act’s mandatory 
requirement that a publicly available mortgage data base should be created. 
The reference in Section 1447 is to a default and disclosure data base, recording 
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the number and percentage of loans that are delinquent by more than 30 days, 
90 days, that are real-estate owned, and that are in foreclosure. This and 
such other information that the Secretary of Housing and the new Consumer 
Protection Bureau require shall be recorded in the data base. 

 The Uniform Mortgage Data Program was announced in May 2011, when 
the FHFA directed the GSEs to develop uniform standards for data reporting 
on mortgage loans and appraisals, designed to improve the consistency, 
quality and uniformity of data collected at the front-end of the mortgage 
process. This should improve the quality of the mortgage purchases and thus 
reduce the repurchase risk for originators. The FHFA Director argued that 
developing standard terms, defi nitions and industry-wide data-reporting 
protocols will also create new effi ciencies for originators and appraisers. 22  
It is not clear how this fi ts in with the revised HMDA data. What is clear, 
however, is that data collection is primarily of interest and importance to the 
prudential supervisor, as the huge number of subprime mortgages led to the 
collapse or forced takeovers of so many banks and thrifts. Further clarity on 
the function of a publicly accessible data base is required, and once again the 
proposals on the table are still affected by the “affordable housing” ideology 
and concerns with lending to minorities and low-income families, rather than 
on the price that all will have to pay if there is another surge in subprime 
lending in the future.   
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The “Mission Regulator” for Fannie Mae 
and Freddie Mac 

  A brief introduction 

 The Housing and Urban Development Department (HUD) was established as 
the “mission regulator” for Fannie Mae and Freddie Mac under the Federal 
Housing Enterprises Financial Safety and Soundness Act (FHEFSSA), 1992. 
The Act made HUD responsible for setting the GSEs’ affordable housing goals, 
including monitoring and enforcing them, and with overall oversight authority 
to ensure that they complied with the public purposes of their charters. This 
included approving new programs; collecting loan-level data from the GSEs on 
their mortgage purchase activities; making available to the public a data base of 
non-proprietary GSE loan-purchase information; reviewing and commenting 
on the GSEs’ underwriting guidelines; and ensuring GSE compliance with 
fair lending requirements. HUD also had “general regulatory powers” over 
the GSEs and was required to “make such rules and regulations as shall be 
necessary and proper to ensure” that the Act’s provisions and the GSEs’ charters 
were fulfi lled; this included meeting the requirements of the Fair Lending 
Act (it was HUD’s responsibility to review their appraisal and underwriting 
guidelines to that effect). In addition, the Offi ce of Federal Housing Enterprise 
Oversight (OFHEO), an independent offi ce of HUD, regulated the GSEs for 
safety and soundness. OFHEO was responsible for ensuring that the GSEs 
were adequately capitalized and operated their businesses in a “safe and sound 
manner.” HUD was not confi ned to oversight of the GSEs, but was responsible 
for a wide and ever-changing range of public housing programs, and voucher 
schemes for privately rented housing. 

   Setting the housing goals 

 This was HUD’s most important activity as far as the GSEs were concerned. 
The refi nements to the Community Reinvestment Act (CRA) were the fi rst 
step in increasing home purchase for minorities and low- to moderate-income 
families, as discussed in previous chapters. The second step was to use the 
GSEs, originally set up after the Great Depression to bring liquidity to the 
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market, which they did by purchasing loans directly from private mortgage 
originators, such as mortgage bankers and depository institutions, and then 
either holding these loans in portfolio or selling them in mortgage-backed 
securities (MBSs), which are then sold into the capital markets to a wide 
range of investors. When the GSEs bought loans, they assumed the credit 
risk, and charged guaranty fees by way of compensation for the credit risk 
they assumed, as they guaranteed timely payment of both the interest and 
the principal. They guaranteed that the loan would be paid on time, at a time 
when prepayment risk was thought to be a more serious risk than credit risk; 
these risks were then taken on by Fannie and Freddie when they purchased the 
loans. Having passed on the risks by paying the guaranty fee, the lender then 
had the resources to provide more mortgages. In this way, the liquidity of the 
mortgage market was assured. 

 The Act and the Administration then decided what proportion of loans 
should be made by lenders to minorities and low- to median-income families, 
by laying down the percentage of loans made to such categories that Fannie 
and Freddie had to purchase. Since the GSEs had to buy the loans, lenders 
could afford to lend, supplying millions of loans to minorities and to low- to 
medium-income borrowers, secure in the knowledge that they had passed on 
the risks. The politicians, on the other hand, thought that their main concerns 
were being met: banks were no longer taking monies from low-income and 
underserved borrowers and transferring them to more affl uent neighborhoods; 
they were lending to the underserved areas and helping many more achieve the 
American dream. 

 By 1998, HUD estimated that 11.7m homes were fi nanced by “conventional 
conforming” mortgages, and that the GSEs provided fi nancing for each of 
these homes. “Conventional” mortgages exclude loans which are insured by 
the Federal Housing Administration, the Rural Housing Administration or the 
Veterans Administration. “Conforming” loans refers not to the structure or 
characteristics of such loans, but to the level of the unpaid principal balance, 
which must be no greater than the maximum allowable under the GSEs’ charter 
acts. In 2000, that limit was $252,700 for single-family homes in most parts of 
the USA, and the limit was raised from time to time as house prices rose. The 
proportion of mortgages fi nanced by the GSEs continued to grow: they came 
to dominate the market, but it was a gradual process. 

   A cautious approach at fi rst 

 “The housing goals play an important role in encouraging mortgage 
originators to undertake more affordable lending.” So stated HUD in its 
Issue Brief of January 2001. 1  The department set the transitional goals for 
1993–95 before the goals were revised, and the “fi nal rule” GSE housing 



92    FANNIE MAE AND FREDDIE MAC

goals were established for 1996–99. This transition period was important 
since, according to Senator Alfonse M. D’Amato, “It’s critical that these goals 
are not unrealistic or unfeasible, because defaults are counterproductive for 
everyone.” There were both penalties and incentives. The penalties for failing 
to reach the stated goals involved explaining to the Secretary of State why 
they failed, or having to fi le an “affordable housing plan” setting out how it 
was planned to meet these goals in the future. 

 The incentives were bonus points for the purchase of two types of mortgages: 
small multi-family properties, or single-family rental properties. HUD also 
established a “temporary adjustment factor” for Freddie Mac, whereby each 
goal-qualifying unit in a large multi-family property counted as 1.35 units in 
the numerator and 1 unit in the denominator, in calculating goal performance. 
This was introduced by Congress because it was thought that Freddie Mac was 
disadvantaged in the multi-family market in the early 1990s. It appears that 
this did have an effect on the small multi-family mortgage purchases between 
2001 and 2003. It was withdrawn in 2003. 

   Defi ning the affordable housing goals 

 The focus of HUD’s activity was the affordable housing goals, which had to 
be defi ned according to the categories established by Congress. As with the 
CRA requirements, it is diffi cult to explain the nature of the affordable housing 
goals without providing a brief summary of rules of mind-boggling complexity. 
The commitment to the goals has to be seen in the context of the National 
Homeownership Strategy, announced by President Clinton in 1995 and for 
which Henry Cisneros worked so assiduously during his time as Secretary for 
Housing from 1993 to 1997. 

 The legislation itself called for three broad categories, which were defi ned in 
HUD’s regulations as follows: 

 ●    A low- and moderate-income goal, for families with incomes below area 
median income; 

 ●    A special affordable goal, for very low-income families and low-income 
families in low-income areas; 

 ●    An underserved areas goal, originally established by Congress as a 
central cities goal, with authority for HUD to broaden the defi nition of 
underserved areas. 

   The “special affordable goal” was designed to meet the “unaddressed 
needs of low-income families in low-income areas, and very low-income 
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families, for suitable housing.” This category was defi ned in the 1992 Act 
as: “(i) 45% shall be mortgages of low-income families who live in census 
tracts in which the median income does not exceed 80% of the area median 
income; and (ii) 55% shall be mortgages of the very low income families.” 
The Act initially required the GSEs to spend “not less than 1% of the dollar 
amount of the mortgage purchases by the GSEs for the previous year;” 
this requirement was increased substantially by HUD in later years, and, 
unsurprisingly, it was a diffi cult target for them to meet. 

 It is useful to have some indication of the meaning of the income requirements. 
Although the defi nitions themselves are not stated in dollars, but in relative 
terms, they do give some indication of just how low the incomes on which 
Congress, government and others expected families to sustain a mortgage. 
A low income is defi ned as not more than 80% of the median income in a 
metropolitan statistical area or county; a very low income is 50% or less of the 
median income; and an extremely low income is less than 30% of the median 
income. Given the wide variation in wages and salary levels in the USA, a 
national average wage is not a helpful concept. Instead, it might be useful to 
set these percentages again the national “poverty line” for a family of four, 
which has generally been taken to be about 40–45% of the national median 
household income since 1993. 

 The generally accepted defi nition of “affordable housing” is that it should 
be less than 30% of a family’s annual gross income (including taxes and 
insurance for home owners, and often utility costs as well); above that level, 
the family is considered to be “cost-burdened.” Given that, it is hard to see how 
“affordable” for families with very low incomes could be achieved without the 
mortgages exceeding 30% of a family’s annual income in the years between 
1996 and 2008, especially when the sharp rise in housing costs relative to 
income is taken into account. 

 The housing goals HUD set out for the GSEs in that period required them 
to purchase a certain percentage of loans in each category. The percentages 
increased over the period, every three to four years. All three of the housing 
goals are expressed as minimum goal-qualifying percentages of all units 
purchased by each GSE in a calendar year, with the GSEs calculating their 
performance, and then submitting their loan-level data to HUD, which then 
analyses these to determine the “offi cial goal performance.” The latter is 
calculated annually. In 1996, HUD also established dollar-based multi-family 
subgoals, and then in 2004, home purchase subgoals for GSE acquisitions of 
home purchase mortgages on owner-occupied single-family homes for each 
of the categories covered by the overall housing goals. In each case the goals 
described below refers to the purchases of the mortgages, as Fannie Mae 
and Freddie Mac operated only in the secondary market, not the primary 
market. 
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   Setting the affordable housing goals 

  Goals for 1996–2000 

      (A)  The low- and moderate-income (LM) goal: at least 40% of the 
dwelling units purchased by each GSE had to be for LM families in 
1996, and this rose to 42% for 1997–2000. 

      (B)  The special affordable (SA) goal: at least 12% of the units purchased 
by each GSE had to be for SA families in 1996, rising to 14% for 
1997–2000. 

      (C)  The underserved areas (UA) goal: at least 21% of the units purchased 
by each GSE had to be for families in UAs in 1996, and the goal rose 
to 24% for 1997–2000. 

      (D)  The special affordable multi-family (SAMF) subgoal: for each year 
1996–2000, Freddie Mac had to purchase at least $0.99 billion in 
special affordable multi-family housing, and Fannie Mae had to 
fi nance at least $1.29bn. 2  

   In selecting these goals, Secretary Henry Cisneros, anxious as he was to 
increase home ownership for blacks and Hispanics, and having identifi ed 
national housing needs, found that the housing goal regulations were necessary 
to meet these needs. He decided that many Americans were unable to afford 
adequate housing due to insuffi cient incomes, high debt levels and rising 
home prices. The way forward was to ensure that they had a much larger 
role in promoting affordable housing. Establishing these specifi c goals was a 
departure from the way in which the GSEs had operated up until then. The 
proposals were published on February 16, 1995 and received 163 responses 
from the industry, Fannie Mae and Freddie Mac (about 200 pages each, mostly 
strongly opposed), community organizations, Members of Congress, local 
and state governments, non-profi t organizations, governors and mayors. The 
fi nal rules took the comments into account, but still established housing goals 
that were much greater than the transitional rules and “will ensure that the 
GSEs continue and strengthen their efforts to carry out Congress’s intent that 
the GSEs provide the benefi ts of a secondary market to families throughout 
the Nation.” 3  

 HUD’s research, as reported in the Federal Register, concluded that 
“almost three-fi fths of American households qualify as low- and moderate-
income under FHEFSSA’s defi nitions. Data from the Census and from the 
American Housing Surveys demonstrate that housing problems and needs for 
affordable housing are indeed substantial among low- and moderate-income 
families. These households, particularly those with very low incomes, are 
burdened with high rent payments and are likely to continue to face serious 
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housing problems, given the dim prospects for earnings growth in entry-level 
occupations.” 4  

 Cisneros apparently interpreted the Act to mean that the GSEs should 
“lead the industry” by using their dominant position to help ensure additional 
affordable mortgage originations. They should also provide technical 
assistance for mortgage originators so that they would also extend mortgages 
to targeted groups and provide fi nancial standards for the industry. The goals 
he set were with the safety and soundness of the GSEs in mind, and were in fact 
conservatively set below HUD’s estimates of the targeted mortgage originations 
already occurring in the primary market. 5  He might have been cautious in 
terms of numbers, but the context meant that underwriting standards were 
lowered, especially with regard to down payments and the borrower’s credit 
history, or lack of one. HUD acknowledged that mortgages to be purchased 
by Fannie and Freddie in “underserved” areas had a higher risk of default, 
but this did not mean that there was a “safety and soundness impediment” 
to the policy. 6  Other concerns were the heightened credit risk associated with 
increased multi-family mortgage purchase volumes, and the feasibility of the 
goals overall. Taking the likely default implications of the goals into account, 
HUD concluded that they implied no meaningful increase in risk to the sound 
fi nancial condition of the GSEs’ operations. 7  Fannie Mae and Freddie Mac 
did respond to the goals, and in the case of Fannie Mae, quite quickly. In a 
press briefi ng in 1996, Cisneros responded to a journalist’s question, “We’re 
working with Fannie Mae and Freddie Mac-to do things they can do to indicate 
to the banks that have a lower down payment. Fannie Mae has this 97 and 
3 – 3% down payment program that they’ve innovated over the last year.” 8  
The signifi cance here is that the Secretary for Housing apparently approved of 
down payments as low as 3%. 

 Henry Cisneros was not there to see it through. He resigned after admitting 
that he had lied to the FBI about money he had paid to a former mistress, 
following a four-year investigation which cost over $9m. He agreed to a 
$10,000 fi ne and a $25 court assessment, following which he was free to 
pursue other careers, including elected offi ce. 

 In 2000, Cisneros formed a housing development partnership with KB 
Homes, and became a director along with James Johnson, former CEO of Fannie 
Mae, which bought many of the mortgages used for developing these homes. 
It was “a cozy network … Fannie’s biggest mortgage client was Countrywide;” 9  
in 2001, Cisneros joined the board of Countrywide, supporting its $1 trillion 
dollar commitment, the We House America Challenge, announced in February 
2005. He resigned from the board on October 18, 2007, saying he needed 
to spend more time as Chairman of CityView to “put the company in the 
best position to adjust to the demands of the period ahead.” He also stated 
that Countrywide was a “well-managed company” and that he had “enormous 
confi dence” in its leadership, including its Chief Executive, Angelo Mozilo. 10  
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On October 26, 2007, Countywide reported a $1bn loss for the third quarter, 
much larger than Wall Street expected, but predicted that it would soon return 
to profi tability. 11  It did not. 

    Andrew Cuomo becomes Secretary for Housing 

 Following Henry Cisneros’s resignation, Andrew Cuomo, who had been 
Assistant Secretary for Housing since 1993, was appointed as Secretary for 
Housing in 1997 and remained in that position until 2001. 12  Cuomo was an 
energetic Secretary, who realised the value of the position in advancing his 
political career. His administration issued 302 press releases in 2000, almost 
one a day, and spent almost $1m on brochures dealing with HUD’s work, 
which inevitably highlighted his position, strategies and achievements. When 
he entered the gubernatorial race for New York, not surprisingly he made 
25 offi cial visits to the state, 21 more than to any other. 

 In January 2001, Cuomo issued a press release entitled, “Success of HUD 
Management Reforms Confi rmed by GAO. Department Removed from High 
Risk List.” It included carefully selected excerpts from the GAO report and 
cited both the increase in its Budget year on year and the fact that “over 
the past four years, the staff at HUD have worked tirelessly to ensure that 
our programs serve the nation’s most vulnerable people more effi ciently and 
effectively … We’ve transformed a monolithic government agency into a model 
of government reinvention.” This was a rosy picture of HUD’s achievements, 
as the GAO report makes clear; in fact, only one program, the Community 
Planning and Development program, had been removed from the “high risk” 
category. Whilst recognizing that progress has been made in other areas, 
such as the re-organization of the department, and some improvements have 
resulted from the implementation of the 2020 Management Reform Plan, 
signifi cant weaknesses remain, especially with internal controls, information 
and fi nancial management systems, organizational defi ciencies and staffi ng 
problems, particularly in the FHA single-family programs. 13  Even with these 
efforts, HUD remained a badly managed department, subject to waste, fraud, 
abuse and mismanagement. 

 During Cuomo’s time, further steps were taken that increased the risks of 
delinquencies and foreclosures, both in the FHA program, with the introduction 
of seller down-payment assistance programs as a result of pressures from 
Nehemiah, and despite the increased risks identifi ed in the OIG audit report. 14  
Cuomo did not take any action regarding these risks. The limits for FHA-insured 
loans were also raised, with the purpose of “creating more homeowners, more 
home construction, more jobs and more economic growth.” 15  

 The goals for Fannie and Freddie were raised substantially. Franklin Raines 
warned that Secretary Cuomo was moving into risky territory, but added, 
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“We have not been a major presence in the subprime market, but you can 
bet that under these goals, we will be.” He saw that this gave him the cover 
for moving further into a market in which he was already a player. Secretary 
Cuomo apparently recognized that the GSE presence in the subprime market 
could be of signifi cant benefi t to lower-income families, minorities and families 
living in underserved areas. Some see raising the housing goals for low- to 
moderate-income families as a prime mover in the subprime lending crisis; it 
may not be quite that, but it undoubtedly played a part as did the failure to 
impose any new reporting requirements on the GSEs. The goals were agreed 
but the requirement to provide loan level data was not. 

  Goals for 2001–2004 

 The LM (low- to moderate-income) goal was raised to 50%. 

 The SA (special assistance) goal was increased to 20%, and the 
dollar-based special affordable multi-family subgoals were also 
increased for both GSEs. 

 The US (underserved areas) goal was increased to 31%. 

 The bonus point and the temporary adjustment system were also 
introduced for the years 2001–2003. 

    HUD’s failure to require data for its oversight 

responsibilities 

 It was HUD’s responsibility to monitor the loans the GSEs purchased, not 
only to ensure that they met their goals, but also to understand the quality of 
the loans they purchased with a view, for example, ensuring that the GSEs did 
not receive credit for predatory loans. Under the Federal Housing Enterprises 
Financial Safety and Soundness Act (FHEFSSA), Congress had indicated that 
the GSEs’ mortgage purchases should be recorded in the GSE public use data 
base, designed to supplement HMDA data. Such a data base is available, but 
the data recorded there are carefully structured to exclude information which 
was considered to be proprietary from other loan level data but without 
geographical indicators. HUD published this data from 1996 onwards. The 
purpose of the data base was to enable the public, including mortgage lenders, 
planners, researchers, housing industry groups, HUD and other government 
agencies, to examine the GSEs’ mortgage activities and the fl ow of mortgage 
credit and capital into the nation’s communities. The changes HUD proposed 
would have made publicly available the same data at loan level as primary 
lenders report under HMDA requirements. 
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 The responses HUD received were almost equally divided between those 
who approved and those who opposed on privacy grounds. It is, however, 
the GSEs’ responses that are the most noteworthy. Both were strongly 
opposed to increased disclosure, citing “competitive issues” resulting from the 
release of what each GSE considered to be proprietary, confi dential business 
information. Fannie Mae and Freddie Mac expressed general concern that 
recording certain loan level data as non-proprietary at either the Census tract 
level or national fi le level would reveal information about lender relationships, 
pricing arrangements, and management of credit and interest rate risks. Fannie 
Mae also took issue with HUD’s efforts to conform data available in the GSE 
public-use data base to HMDA data for research purposes, contending that 
“both data bases are fundamentally different and cannot be reconciled.” 16  
Some of the GSEs’ reasons ought to have given cause for concern, but instead 
HUD announced that based on the comments received, it was not making a 
determination based on this matter as part of this rule-making. A decision 
on which matters were proprietary and which were not would be given in a 
separate order. 

 However, HUD also noted that the changes included in the fi nal rule 
involved changes in data-reporting requirements. Some of these changes were 
signifi cant, such as the identifi cation of units with estimated affordability 
data mortgage loans receiving bonus points, the temporary adjustment factor 
and high cost mortgage loans. HUD noted that the Treasury recommended 
the Federal Reserve should require the collection of such data, including 
borrower debt-to-income ratio for HOEPA (Home Ownership and Protection 
Act) loans under HMDA. That happened eventually, but not until 2005. 
At this point, however, HUD merely noted that if such recommendations 
were implemented, they might affect the data reporting required under this 
rule. In March, HUD admitted that the new purchasing pressures on the 
GSEs might “warrant increased monitoring and additional reporting.” But 
after all the responses had been received, especially those from the GSEs, the 
introduction of new reporting requirements was postponed. They did not 
form part of the Final Rule. 

 HUD also proposed that high-cost mortgages should be disallowed for 
credit as far as the GSEs were concerned. The defi nition of “high cost” was 
also considered, as to whether it should be defi ned using the HOEPA or an 
alternative defi nition. The former defi ned high cost as having an APR of 10% 
above the yield on Treasury securities of comparable maturity as well as 
prepayment penalties, balloon payments, negative amortization and failure to 
consider the borrower’s ability to repay. 17  

 The two GSEs announced corporate policies during the consultation period 
for the Final Rule on their goals for 2001–2003. Fannie Mae announced that it 
would not purchase high-cost loans as defi ned under HOEPA, loans with points 
and fees charged to the borrower at above 5%, except where this would result 
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in an unprofi table origination. In addition, it would not purchase or securitize 
any mortgage for which a prepaid single premium credit life insurance policy 
was sold to the borrower, and would not generally allow prepayment penalties 
if there was some benefi t to the borrower (such as a rate or fee reduction) 
or if the borrower was offered an alternative, amongst other conditions. 
Fannie Mae also announced that it would not purchase loans from lenders 
who steered borrowers towards higher-cost loans if they would have qualifi ed 
for lower-cost products. Freddie Mac made similar but fewer commitments: 
it decided that it would not purchase HOEPA loans or mortgages with single 
premium credit life insurance. Despite the GSEs’ apparent commitment to 
distance themselves from predatory lending, HUD noted that their policies 
lacked important details and were subject to changes in corporate direction. 
HUD considered that regulations may be required. 

 The fi rst issue that HUD considered was whether to allow credit to the 
GSEs for purchases of high-cost mortgages. They and a number of respondents 
expressing similar views argued that they should be able to purchase 
legitimate subprime loans; that is, ones without the predatory features, such 
as prepayment penalties. It is interesting to note Fannie Mae’s arguments, 
especially in view of all that happened in subsequent years. The GSEs argued 
that they were using their respective automated underwriting systems “to 
allow them to offer products targeted toward borrowers with impaired 
credit, and that they were able to move into the legitimate subprime market 
in a responsible and prudent manner, bringing liquidity, standardization, and 
effi ciency to that market.” Not allowing credit for high-cost mortgages would 
provide a disincentive for them to reach out to those borrowers, and would 
do nothing to combat predatory lending practices. It would simply drive 
predatory lending into “secondary market sources who are less responsible 
than Fannie Mae on this issue.” At any rate, tracking high-cost mortgages 
would be very diffi cult, if not impossible, “owing to the lack of reliable 
mortgage data on loan costs.” 

 HUD’s response was to determine that the GSEs should not receive any 
credit for purchasing high-cost loans with unacceptable features, resulting from 
unacceptable practices. Their statutory responsibility was to lead the industry 
in making mortgage credit available to low- and moderate-income families, 
and therefore they should seek to make the lowest-cost credit available, while 
ensuring that they do not purchase loans that actually harm borrowers and 
support unfair lending practices. But HUD also quotes their own report, 
“While the secondary market could be viewed as part of the problem of abusive 
practices in the subprime mortgage market, it may also represent a large part of 
the solution to the problem. If the secondary market refuses to purchase loans 
that carry abusive terms, or loans originated by lenders engaging in abusive 
practices, the primary market might react to the resulting loss of liquidity by 
ceasing to make these loans.” 18  The restrictions applied both to mortgages 
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purchased through the GSEs’ “fl ow” business as well as to mortgages purchased 
or guaranteed through structured transactions. 

 Then the rest of HUD’s determinations with regard to these mortgages are 
illuminating: 

  Since these restrictions and provisions are consistent with the GSEs’ own measures, 
the Department does not believe that any of these restrictions will provide a 
disincentive for the GSEs to provide fi nancing for borrowers with slightly impaired 
credit through innovative products that can bring competition and effi ciencies to 
the legitimate subprime market. 

 While the GSEs themselves will presumably be obtaining certain additional data and 
information to carry out their previously announced purchase restrictions and to 
monitor lending practices, HUD is not establishing any requirements for additional 
data to carry out these provisions under this rule. Subsequently HUD plans to 
request only such original data as is necessary. In this regard, HUD will consult 
with the GSEs, as practicable, to develop reasonable data reporting requirements 
that will not present an undue additional burden. 19  

  In this regard, Secretary Cuomo was particularly concerned to ensure that 
the GSEs were indeed playing their part in ensuring that mortgages were offered 
to very low-income families, for whom he increased the goal, and to minorities. 
William Apgar was quoted in the  Washington Post  at the time: “We believe that 
there are a lot of loans to black Americans that could be safely purchased by 
Fannie Mae and Freddie Mac if these companies were more fl exible.” 

   HUD’s lack of oversight and lack of resources 

 The GSEs had already made it clear that the data available to identify even 
high-cost loans was not available. In this and previous responses to the GSEs 
and other respondents, HUD in turn made it entirely clear that, even if at any 
time it intended to monitor the GSEs’ activities in the secondary market, it did 
not have the resources to do so. In fact, it was quite clear that HUD did not 
intend to monitor the GSEs as required; and, indeed, that neither HUD nor 
the GSEs, on their own admission, had the resources or tools to do so. 

 The GAO published a report in 1998 on HUD’s ability to regulate the 
GSEs. 20  The report fi rst of all referred to the budgetary constraints and the 
lack of properly qualifi ed staff (often far too few in number) to carry out 
that task. Apart from the fact that HUD’s research resources were insuffi cient 
to enable HUD to set the appropriate goals, or to understand the effect of 
the goals on promoting home ownership and housing opportunities, the most 
important issues concerned the shortcomings of the data and HUD’s failure 
to address them. 

 These included the lack of inspections to assess the accuracy of Enterprise-
Supplied Goal Compliance Data. This is especially important, since the data 
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the GSEs collect and report to HUD regarding their mortgage purchases 
come from many sources, are often complex, and can be subject to errors. 
The data are supplied by the original lenders to borrowers: the lenders in 
turn give the data to the GSEs when they sell the loans to them, and the GSEs 
collect the data and report them to HUD. The GSEs were only able to conduct 
limited tests to check the data, but at that stage, HUD had not established a 
program to carry out independent checks, nor was OFHEO’s verifi cation of 
the GSEs’ data systems and controls linked to that of HUD. 

 The GAO notes that HUD took the view that the much-vaunted automated 
underwriting systems introduced by Fannie Mae and Freddie Mac merited 
further oversight. In 1996, HUD conducted a review and concluded that, 
although the systems may require a further assessment in terms of fair lending 
concerns, they were not new mortgage programs; the department concluded 
that they were alternative business programs and, as such, did not have to be 
submitted to HUD for approval. 

 The report was issued in 1998, but, given the nature of HUD’s responses 
with reference to its proposed new rules in 2000, it is highly unlikely that any 
further work was carried out to ensure the accuracy of the data or the GSEs’ 
use of the automated underwriting system, apart from the Fair Lending issues. 
The automated underwriting systems, developed in the 1990s, and in which 
the GSEs were market leaders in their development and implementation, were 
also adaptable systems. In 2000, Fannie Mae and Freddie Mac decided to 
increase their effi ciency in the purchase of Alt-As (with little or no borrower 
income and asset documentation) and A-minus (loans made to borrowers who 
cannot qualify for prime mortgages because of blemished credit, but whose 
credit is higher than is typically found for a subprime loan) by altering their 
automated underwriting systems. Fannie Mae implemented the Expanded 
Credit Approval System, and Freddie Mac the Loan Prospectus System, to 
accommodate risk-based pricing. 

 That nothing had changed was confi rmed by Allen Fishbein, a general 
counsel of the Neigborhood Revitalization Project, in an article entitled 
“Going Subprime.” 21  Fishbein was a senior adviser for Government Sponsored 
Enterprises Oversight at HUD from 1999 to 2000, where he helped supervise 
the establishment of new affordable housing goals for Fannie Mae and 
Freddie Mac. “HUD needs to enhance its ability to monitor the increases in 
GSE subprime loan purchases. While HUD currently collects loan level data 
about GSE loan level purchases, this reporting at present does not provide 
the detail about pricing and loan terms needed to permit effective monitoring 
activity. Are the GSEs in compliance with their own standards and HUD 
rules regarding the purchase of loans with predatory features? Are subprime 
borrowers benefi ting from a larger GSE role? These are questions the agency 
should have the necessary information to answer … It is ironic that with all 
the talk in Washington about investor need for transparency about the capital 
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market activities of the GSEs, the discussion does not extend to fi nding ways 
to improve the monitoring of their loan purchase activity.” 22  

 Fishbein also describes the reasons for the GSEs to expand into the 
subprime market. Their traditional market of conventional prime mortgages 
had matured and they were looking for new ways to sustain the previous 
decade’s economic success and investor expectations. It was a relatively 
untapped (for them) but a growing market. It is small wonder, then, that 
the CEO of Fannie Mae at that time, Franklin Raines, welcomed the goals 
and the possibility of being recognised as a major player in the subprime 
market. 

 In 2000, when introducing the goals for 2001–2004, HUD concluded that 
the GSEs were in a strong position to handle the increased “affordable lending” 
goals. “A wide variety of quantitative and qualitative indicators indicate that 
the GSEs have the fi nancial strength to improve their affordable lending 
performance. For example, their combined net income has risen steadily over 
the last decade, from $677m in 1987 to $6.1bn in 1999, an average growth rate 
of 20% per year. This fi nancial strength provides the GSEs with the resources 
to lead the industry in supporting mortgage lending for properties located in 
geographically targeted areas.” 23  

 There were no further assessments of HUD’s oversight of the GSEs or of its 
inability to carry out this task throughout the whole of the following decade. 
Fannie Mae and Freddie Mac continued to purchase loans and keep a large 
and growing proportion in their portfolios, but there was no way of knowing 
what they had purchased. 

   No changes for the GSEs with a new Secretary 

for Housing 

 With the change in the Administration in 2001, President George Bush 
appointed as Housing Secretary Mel Martiniz, who had spent two years as 
head of Orlando’s housing authority in the 1980s and two further years as 
Orange County’s Chief Executive before taking up the HUD position. The 
American Dream Down Payment Initiative was introduced in December 
2003, which provided up to $200m annually to help low-income, fi rst-time 
buyers with down-payment and closing costs. HUD fi nalized a rule to protect 
home buyers from predatory lending practices; in this case from fraudulent 
appraisers, by making lenders accountable for the appraisals performed by the 
appraisers they hire. This applied particularly to appraisals of properties to be 
used as security for the FHA-insured mortgages. He is also thought to have 
quietly opposed the proposal for a National Affordable Housing Trust Fund 
fi nanced by the federal mortgage insurance surpluses. Martinez announced his 
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candidacy for the Senate for his home state of Florida in December 2003, and 
resigned from his Cabinet post. 

   Alphonso Jackson becomes Secretary for Housing 

 Jackson had already been appointed Deputy Secretary for HUD in 1991 
and was acting Secretary for Housing when nominated by President Bush 
in January 2004, following Mel Matinez’s resignation. He had been Chief 
Executive of the housing authority of Dallas and later President of the Texas 
General Services Commission. In response to OFHEO’s Special Examination, 
Jackson announced a review of Fannie and Freddie’s investments in June 2006, 
when speaking to a Congressional caucus, but the outcome of the review was 
never published. In so far as any action was taken to reduce the portfolios, that 
was in the hands of OFHEO. 24  He can however take credit for some advances 
with the management of HUD, since in January 2007 the GAO took HUD off 
the “high risk” list; this was the fi rst time since 1994 that none of the HUD 
programs was on that list. Jackson stated, “HUD serves the nation best when 
all its programs are working effectively and effi ciently.” 25  

 However, as with previous Secretaries for Housing, Jackson failed to 
understand the risks involved in extending affordable housing loans, and the 
risks accumulating in the programs for which HUD had the oversight. The 
GAO warned about the risks involved in zero down payments: its report of 
July 2007 pointed out that if the risk-based pricing proposal had been in force 
in 2005, then 20% of borrowers would not have qualifi ed for FHA insurance. 
Without any program changes, the FHA estimated then that the fund would 
require an appropriation of approximately $143m in 2008. The GAO added 
that “the proposal to lower down payments is of particular concern given 
the greater default risk of these loans … One of the ways in which FHA 
plans to mitigate new or increased risks is through stricter underwriting 
standards, but it does not plan to pilot any zero-down payment product. 
Other mortgage institutions use pilots to manage the risks associated with 
changing or expanding product lines.” 26  The increase in the housing goals 
for the GSEs, which was resisted at fi rst, turned out to be another huge error 
in the context of the changing mortgage market and the GSEs’ purchases 
of subprime loans. By mid-2007, HUD’s attention was inevitably focused on 
preventing foreclosures. 

 Secretary Jackson faced calls for his resignation in 2008, arising from 
allegations that he improperly directed his staff to steer federal housing 
contracts to political allies. Senate Banking Committee Chairman Christopher 
Dodd stated in a letter to President Bush on March 21, 2008 that Jackson 
was “unfi t” to run the agency during a national housing crisis, and added in a 
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further statement that he hoped for a “change in policy that brings real solutions 
to the housing crisis that has triggered this economic recession.” Jackson had 
favored an industry-led program that would encourage lenders to voluntarily 
refi nance troubled loans rather than using federal funds to deal with the crisis. 27  
He resigned on March 31, 2008. Two years later, it was announced that the 
Justice Department had ended its investigations without charges. HUD’s 
Inspector General had previously concluded that Jackson had not exercized 
any improper infl uence over contracts. 28  

  Goals for 2005–2008 

 The new rule was fi nally published in November, 2004 to take effect on 
January 1, 2005. It differed from previous rules in that it proposed increasing 
the goals for each year between 2005 and 2008: 

     Low to Moderate Incomes (LMs) 52% in 2005; 53% in 2006; 55% in 
2007; and 57% in 2008. 

     Special Affordable Goals (SAs) 22% in 2005; 23% in 2006; 25% in 2007; 
and 27% in 2008. 

     Underserved areas (US) 37% in 2005; 38% in 2006; 38% in 2007; and 
39% in 2008. 

   In addition, the GSEs minimum special affordable multi-family subgoals 
were increased to $5.49bn per year for 2005–2008 for Fannie Mae, and to 
$3.92bn per year for 2005–2008 for Freddie Mac. The Final Rule (which takes 
up about 50 pages in the Federal Register) contained some interesting additional 
requirements. These included further regulations preventing the GSEs from 
double counting mortgage purchases; that is, counting ones in the current year 
that it had already counted in the previous year. It also prevents the GSEs from 
counting mortgage purchases where the seller has an option to dissolve the 
transaction so that credit can only be received when the seller’s option is limited 
by a one-year lockout period. 

 The other two requirements provide an insight into the way in which the 
GSEs may have conducted the business of buying mortgages, based on the 
fact that the new rules are designed to prevent certain transactions. These 
include measures for dealing with missing borrower income data, and also to 
ensure the “integrity of data, information and reports provided to HUD by 
the GSEs, including a requirement that the GSEs submit a certifi cation with 
certain reports provided to HUD and providing mechanisms for addressing 
material errors, omissions and discrepancies in current and prior year data 
submissions.” 29  The fact that such rules had to be put in place does tend to 
undermine the credibility of GSE reporting. 
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 HUD pushed for these more ambitious goals, despite the fact that many 
doubted such goals could be achieved in a high-refi nance period in which 
higher-income home owners would represent a larger share of the market. 
HUD’s original proposals for 2006 through to 2008 were (apart from one case) 
reduced by 1% for the years 2006–2008. However, the Housing Secretary, 
Alphonso Jackson, stated: “These new affordable housing goals will help 
the GSEs achieve the standard that Congress intended, leading the mortgage 
fi nance industry in helping low- and moderate-income families afford decent 
housing. These new goals will push the GSEs to genuinely lead the market.” 30  

    HUD’s aims and the GSEs 

 What was the nature of the progress which Secretary Jackson and other 
Secretaries of State before him wished to achieve? That was set out in 
an early Issues Brief, provided by HUD, which points out that “given the 
dominant role of the GSEs in the mortgage market, the housing goals 
play an important role in encouraging mortgage originators to undertake more 
affordable lending.” The brief reaches the conclusion that “lower-income and 
minority families have made major gains in access to the mortgage markets 
in the 1990s. A variety of reasons have accounted for these gains, including 
improved housing affordability, enhanced enforcement of the Community 
Reinvestment Act,  more fl exible mortgage underwriting , and stepped-up 
enforcement of the Fair Housing Act. But most industry observers believe 
that one factor behind these gains has been the improved performance of 
Fannie Mae and Freddie Mac under HUD’s affordable lending goals. HUD’s 
recent increases in the goals for 2001–2003 will encourage the GSEs to 
further step up their support for affordable lending.” 31  

 When HUD again increased the affordable housing goals for Fannie 
Mae and Freddie Mac in 2004, it responded extensively to the results of the 
consultation preceding the introduction of the rules. These had to be approved 
by Congress before their introduction in November of that year. In its response 
to comments on the consequences of the goals for the subprime market, HUD 
replied that: “The GSEs’ presence in the subprime market benefi ts many low- to 
moderate-income families, whose risk profi les differ markedly form borrowers 
who qualify for prime mortgage products. Millions of Americans with less 
than perfect credit or who cannot meet some of the tougher underwriting 
requirements of the prime market for reasons such as inadequate income 
documentation, limited down-payment or cash reserves, or the desire to take 
out more cash in a refi nancing than conventional loans allow, rely on subprime 
lenders for access to mortgage fi nancing. If the GSEs reach deeper into the 
subprime market, more borrowers will benefi t from the advantages that greater 
stability and standardization create.” 
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 Later in the same document, HUD stated that, “While the GSEs can 
choose any strategy for leading the market, the leadership role can likely 
be accomplished by building on the many initiatives and programs that the 
enterprises have already started, including: 

      (i)  Their outreach to underserved markets and their partnership efforts 
that encourage mainstream lenders to move into these markets. 

      (ii)  Their incorporation of greater fl exibility into their purchase and 
underwriting guidelines. 

      (iii)  Their development of new products for borrowers with little cash 
for the down payment and for borrowers with credit blemishes or 
non-traditional credit histories. 

      (iv)  Their use of automated underwriting technology to qualify 
creditworthy borrowers that would not have been deemed 
creditworthy under traditional underwriting rules. 

   In the past, HUD added that the GSEs have always lagged behind the primary 
market in fi nancing mortgages for low- to moderate-income borrowers, but 
“over the past three years, Fannie Mae has closed its historical gap in the 
market and now leads the primary market in funding mortgages for low- to 
moderate-income borrowers.” 32  

   But HUD ignored the risks 

  Ignored the results of its own analyses 

 HUD commissioned research in 2005 on “Recent House Price Trends and 
Home Ownership Affordability,” which examined amongst other issues, the 
impact of various factors on the demand for housing, and concluded that one 
of the signifi cant factors was indeed the role of HUD. It stated that “more 
liberal fi nancing has contributed to the increase in demand for housing. During 
the 1990s, lenders have been encouraged by HUD and banking regulators to 
increase lending to low-income and minority households. The Community 
Reinvestment Act, Home Mortgage Disclosure Act, the GSEs and fair lending 
laws have strongly encouraged mortgage brokers and lenders to market to low-
income borrowers and minority borrowers. Sometimes these borrowers are 
higher risk, with blemished credit histories and high debt or simply not enough 
savings for a down payment. Lenders have responded with low down-payment 
loan products and automated underwriting, which has allowed them to more 
carefully determine the risk of the loan. Other factors that have facilitated 
liberal fi nancing include low and falling interest rates, low default rates, rising 
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house prices, competition from subprime lenders and strong investor demand 
for mortgage-backed securities. The net effect has been a booming mortgage 
market that has generated strong demand for housing, which in turn, has 
boosted house prices.” 33  

 It is therefore quite clear that HUD did foster the growth of subprime and 
other forms of high-risk lending from the early 1990s onwards. HUD could only 
extend lending to low- and moderate-income groups by lowering underwriting 
standards. That has been seen in the preceding chapters through the FHA, the 
GSEs and every other aspect of the mortgage market over which HUD had 
infl uence. Successive Secretaries for Housing pursued the same policies, which 
is hardly surprising since these were set out by President Clinton and then by 
President Bush throughout most of his term. Republicans in the Senate began 
to be concerned about the GSEs in 2004, and before the end of his Presidency, 
the Bush Administration had to put the GSEs into conservatorship, when the 
housing market collapsed in 2008. 

   HUD was committed to the “affordable housing” ideology 

 HUD believed it had achieved the change in mortgage lending it had been 
seeking by 2004, when in the Federal Register, it stated that “over the past ten 
years, there has been a ‘revolution in affordable lending’ that has extended 
home ownership opportunities to historically underserved households. Fannie 
Mae and Freddie Mac have been a substantial part in this ‘revolution in 
affordable lending’. During the mid-to-late 1990s, they added fl exibility to 
their underwriting guidelines, introduced new low down-payment products, 
and worked to expand the use of automated underwriting in evaluating the 
credit worthiness of loan applicants. HMDA data suggest that the industry and 
the GSE initiatives are increasing the fl ow of credit to underserved borrowers. 
Between 1993 and 2003, conventional loans (not insured by the FHA or 
guaranteed by the VA) increased at a much faster rate than loans to upper 
income and nonminority families.” 34  That, however, did not stop HUD from 
pushing for yet more loans to these groups. 

 HUD’s determination to push for the GSEs to attain the higher goals set for 
them is shown in the discussion regarding subgoals and other matters in the 
Federal Register. For example, with reference to the Special Affordable Housing 
Goal Multi-Family Subgoals expressed in terms of minimum dollar volumes, 
HUD wished to retain these goals, but the GSEs were not anxious to do so, this 
despite the fact that the GSEs had exceeded these targets every year, reaching 
$12.2bn in 2003 for Fannie Mae (twice its minimum subgoal in every year 
since 1997); Freddie Mac’s performance outstripped Fannie Mae’s, reaching 
$21.5bn in the same year. Only one multi-family lender demurred, expressing 
his concern that increasing this goal would “push the GSEs to extend credit to 
unqualifi ed borrowers with poor quality properties that should not be eligible 
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for long-term, low-cost fi nancing.” 35  His was a lone voice amongst advocacy 
groups, all of whom wanted to see increases in multi-family lending. 

   HUD did not insist on accurate data for Low-Doc 
or No-Doc loans 

 The issue of data raised its head again. By this time, HUD was aware of the 
increase in mortgages termed “Low-Doc” or “No Doc”. First of all, an accurate 
measurement of GSE performance depends on the completeness of data on 
property location and borrower income. HUD notes that missing or incomplete 
geographical information constituted 1%, but missing borrower-income data 
has been “of the order of several percent each year.” Low-Doc and No-Doc loans 
do not require the borrower to provide income information, but the borrower 
may sometimes provide information on assets because the “assets are easier to 
document,” or the mortgages may be originated entirely on the basis of a credit 
report, property appraisal, and cash for the down payment, although these may 
be larger than usual and subject to higher interest rates. HUD had consulted 
market participants and advocacy groups about the missing data problem and 
whether or not such mortgages should be accepted for the GSEs’ goals. 

 As a result of the consultation exercise (in which the GSEs participated 
extensively), HUD came to the following conclusion: that some level of 
estimation for affordability data is reasonable and consistent with the statutory 
intent that the GSEs serve the affordable housing needs of families  even if the 
actual data are not available . 

 Other responses indicated that Low-Doc or No-Doc loans might indicate 
predatory lending, but HUD replied it did not fi nd that “these loans are 
essentially predatory in nature.” Given that the GSEs had publicly announced 
that they would not fi nance any loans with predatory features, HUD would rely 
on its expectation that the GSEs would “continue to vigorously enforce these 
policies.” The department’s existing rules contained strong safeguards against 
abusive lending by excluding loans with excessive fees and prepayment penalties 
from counting towards affordable housing goals, and would continue to monitor 
the GSEs’ performance where different types of loans with other features such as 
prepayment penalties after three years were purchased, noting that such features 
were not taken into account when the regulations were adopted in 2000. 36  

 With regard to the Low-Doc and No-Doc loans, HUD decided to allow the 
GSEs to use an HUD-approved affordability estimation methodology for all 
single-family owner-occupied units with missing borrower income data up to 
a specifi ed maximum. This allowed for the distribution of borrower incomes 
within Census tracts in determining how to treat loans with missing income 
data, according to a complex formula set out in the Federal Register. The 
purpose of these complex changes is to enable HUD to determine the number of 
goal-qualifying loan purchases. 37  
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   HUD backed down, when it should have insisted on being able to 
 count  the number of loans the GSEs purchased 

 The other issues raised in the process of consultation in 2004, as opposed 
to 2000, show both the changing nature of the business and the increasing 
diffi culties HUD faced even in the most basic aspect of its oversight work; that 
is, identifying and counting the number of eligible purchases the GSEs were 
making in order to determine whether or not they had reached the goals set 
for them. In that regard, it is interesting to note that the GSEs made extensive 
contributions, designed, it seems, to ensure that they had as much leeway as 
possible. 

 The nature of the mortgage purchases by the GSEs had began to change to 
such an extent that HUD had decided to consult widely on whether seasoned 
mortgages (those which had been in force for more than a year) should count 
towards the targets, and whether their counting rules were suffi ciently specifi c 
to determine which seasoned mortgages or large-scale transactions were 
equivalent to mortgage purposes. 

 In late 2003, both GSEs had undertaken large-scale transactions of seasoned 
loans. One such transaction with Washington Mutual contained an option for 
dissolution in the following year. HUD again received a variety of responses, 
with one policy group suggesting that defi nitions were changed in order to 
exclude loans with recourse clauses because they did not alleviate risk from 
the market. 

 One trade association supported counting bulk purchases that occurred 
towards the end of the year, stressing the effi ciencies of such purchases; for 
example, the market for multi-family units is large and fragmented, and seasoned 
portfolio transactions are an effi cient way for the GSEs to acquire smaller loans 
in the under-50 unit segment of the market. For Fannie Mae, every mortgage 
purchase contributes to its housing mission, so the qualifi cation of mortgages 
purchased should not change. Large-scale purchases lower transaction costs 
for the buyers and sellers; bulk purchases serve the purposes of lenders without 
a direct relationship with Fannie Mae. The GSE added that two-thirds of its 
bulk purchases between 2001 and 2003 were for new loans, not seasoned loans 
(that is, those which had been in existence for over a year). The latter loans 
were an important component of the liquidity of current mortgages. “Knowing 
that there is a ready market allows fi nancial institutions to hold some of their 
assets in the form of mortgages, and affords them the opportunity to sell these 
mortgages later to manage liquidity, improve profi tability, strengthen their 
capital position and manage certain risks.” 

 The GSEs and Fannie Mae in particular also referred to dissolution options, 
stating that lenders sometimes request the option to dissolve securities 
swapped with the GSEs. The reason for such options is that they give lenders 
greater control over their balance sheets, capital position, and other fi nancial 
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concerns. Such options are also requested because they obtain more favorable 
rates and can make more loans. 38  HUD regarded the the fact that the seller 
can exercize his option to reverse or wind down a transaction and take back 
mortgages within a specifi ed time means the transaction appears temporary 
in nature, although the liquidity that results from the buy-back appears the 
same. Even if the short-term liquidity is valuable to mortgage sellers, especially 
for balance sheet management, it does not contribute to longer-term liquidity; 
the sellers do not need it, especially if alternative solutions are backed by 
seasoned loans. HUD therefore imposed a one-year lock-out on dissolution 
securities, taking the view that this would prevent potential misuse and still 
allow sellers of mortgages to manage their portfolios in the short and long 
term. HUD decided to monitor the one-year lock-out to observe whether it 
was still accomplishing its intended purpose. No other restrictions were placed 
on mortgage purchases. 

   HUD did not insist on proper verifi cation procedures for 
GSE loan purchases … 

 HUD then turned to the issues of verifi cation and enforcement to ensure GSE 
data integrity. To this end, the department proposed an independent verifi cation 
authority to attest to the “accuracy, completeness of data, information and 
reports submitted by the GSEs in addition to the Department’s existing authority 
to conduct on-site verifi cations and performance reviews.” As a result, the 
GSEs would be required to provide a certifi cation, confi rming Annual Housing 
Activity Reports (AHAR), data submissions and information are “current, 
complete, and do not contain any untrue statement of a material fact,” signed 
and attested by the GSE Certifying Offi cial. HUD noted that in requiring this 
information it was “fully aware that the GSEs collect millions of data elements 
from hundreds of sources and that the GSEs must depend on these sources to 
provide accurate data. In requiring a certifi cation, HUD intends that the GSEs 
will use and rely on their internal controls and other due diligence processes 
and procedures for collecting, verifying the accuracy of, and reporting the data 
received from sellers.” 39  

 HUD already conducted computerized consistency checks on the loan-level 
data provided by the GSEs in their annual returns, tested the data by applying 
their counting rules to the GSEs’ data to ensure that they are consistent 
with their own, and also reconciled the GSEs’ total business volume as in 
the shareholder reports with the adjusted mortgage purchases provided for 
HUD. In the light of all of these comments, HUD withdrew the requirement 
for independent verifi cation and instead simply required the senior offi cer 
responsible for submitting the Annual Mortgage Report and other reports to 
certify that: “To the best of my knowledge and belief, the information provided 
herein is true, correct and complete.” Even then, its evaluation was deferred until 
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the fourth quarter in 2005, but leaving it open as to when further verifi cation 
regulations might be required if introduced. HUD intended this to apply to 
the entire AHAR submission, including the narrative text, data tables, and 
computerized loan level data; and all of this was to be subject to appropriate 
internal review procedures by the GSEs. Any errors, omissions or discrepancies 
must be material and must be ones that indicate to HUD, as a result of HUD’s 
review of the reports, a serious problem in the GSEs’ internal procedures. 

 HUD therefore decided to refer to this rule as Procedures for Prior Year 
Reporting Errors, under which there is a possibility that HUD may discover, 
during a performance review, that a serious overstatement of credit towards one 
or more housing goals occurred in the prior year under review. The GSEs fi rmly 
resisted the notion that HUD could deduct the previous year’s overstatement 
of housing goal credit (due to errors, omissions or discrepancies in that year) 
from the current year’s housing goal credit. HUD accepted their objections 
and altered the rule so that discrepancies such as overstatements (that is, the 
overstated units enabling the GSE to meet a housing goal that it otherwise 
could not have met) could be rectifi ed up to 24 months after the close of a 
calendar year’s performance. For example, if overstatements were discovered 
for 2005 and 2006 and the GSE was notifi ed in 2007, then the GSE could be 
required to make up the overstatements in 2008. 

 HUD also responded to further issues raised: goal levels and the effects 
on the FHA, the subprime market and mortgage default rates. In the light of 
subsequent events and the policies adopted by Fannie Mae in particular at the 
time, HUD’s responses were complacent, to say the least. 

   HUD overrode risk warnings in favor of affordable housing goals 

 With regard to the FHA, a number of respondents to the consultation (including 
the GSEs) took the view that the unrealistically high goals would affect the 
future solvency of the FHA. One trade association asserted that “excessive 
goals will push the GSEs to expand into the least risky part of the FHA market 
and put into question the FHA’s long-term viability.” 40  HUD then reports that 
Fannie Mae and Freddie Mac agreed that they would be compelled to “more 
aggressively compete with the FHA in procuring top quality borrowers.” This 
actually became Fannie Mae’s chosen strategy, as opposed to a strategy that 
was forced upon it, but all of these concerns were dismissed by HUD. 

 HUD responded by stating that it was not the FHA’s mission to compete with 
the private sector and then to agree that automated underwriting had blurred 
the underwriting distinctions between prime conventional and FHA loans. For 
example, an application with high payment-to-income ratios would be processed 
using an automated underwriting system which scores the application based 
on a totality of risk factors. The result was that what once may have been an 
unacceptable payment-to-income ratio for a prime conventional loan may now 
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be acceptable if the application contains offsetting low risks in other key areas 
such as borrower cash reserves, loan-to-value ratio or credit score. 

 With regard to subprime loans, both GSEs stated that they would need to 
increase their purchase of subprime loans in order to meet the higher goals. 
Freddie Mac, in particular, argued that in order to meet these goals, it might not 
have the option in the future of turning away subprime loans with less desirable 
terms than the subprime business it currently purchases. Once again, HUD 
stressed the GSEs’ approach to predatory lending; their prudence in focusing on 
the higher levels of the subprime market (A-minus and Alt-A segments, the latter 
group being those who cannot document all the underwriting information). “The 
GSEs’ subprime products are integrated into their automotive underwriting 
system and are approved based on mortgage scoring models, which has proved 
to be an effective tool in limiting risk layering. The GSEs charge lenders higher 
fees for guaranteeing these loans. As a result, these higher risk loans are priced 
above those offered to prime borrowers but below what subprime lenders 
would otherwise charge for these loans.” 

 HUD again praised the GSEs’ presence in the subprime market. The content 
of these remarks is worth noting: “Millions of Americans with less than perfect 
credit or who cannot meet some of the tougher underwriting requirements of 
the prime market such as inadequate income documentation, limited down-
payment or cash reserves, or the desire to take out more cash than conventional 
loans allow, rely on subprime lenders for access to mortgage fi nancing. If the 
GSEs reach deeper into the subprime market, more borrowers will benefi t from 
the advantages that greater stability and standardization create.” 41  

 Respondents recognized that the higher goals would lead to more expanded 
affordable housing products as well as higher foreclosures, and were extremely 
concerned about the impact of a higher level of foreclosure on underserved 
areas, especially inner-city areas. HUD was warned that affordable loans 
introduced into the market in favorable economic circumstances can experience 
higher increasing defaults and foreclosures during periods of higher interest 
rates, higher unemployment and/or lower house price appreciation rates. One 
respondent estimated that 15% or more of borrowers in some affordable 
housing products could experience default in an economic downturn. 

 Once again, all the warnings were dismissed by HUD, which insisted that 
an active GSE effort in these neighborhoods would encourage traditional, 
mainstream lenders to increase their lending activities in these underserved areas. 
This would result in additional funding opportunities for lower-income and 
minority borrowers, who would otherwise take out high-cost loans. “As a result 
the Department believes that GSE participation is a net benefi t to lower-income 
households.” 42  Despite such reassurances, the serious anxieties of many within 
the industry remained, and HUD received more than one explicit warning. 

 The dangers inherent in the 2004 decision to raise the targets to such an 
extent did not go unnoticed at the time. The National Association of Realtors 
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in their letter to the Federal Housing Finance Agency (the successor body to 
the OHEO) in April 2010 referred to their previous comments on HUD’s 2004 
proposals. Their letter of July 2004 had warned HUD that “the Proposed Rule 
assumes a GSE market share and future economic conditions that are too 
optimistic. In particular, we were worried that the goals would ‘distort mortgage 
markets’ and pointed out that ‘goals set too high can be just as damaging as 
goals that are set too low’.” HUD did not heed NAR’s warnings. 

    HUD’s litany of oversight failures contributed to 

the subprime mortgage crisis 

 In their 2010 letter, NAR pointed out that the post-2005 HUD goals forcing 
the GSEs to take undue risks to meet their targets appear to have been a factor 
behind the market dislocations that have led, and are still leading, to millions 
of foreclosures. Of course, there were many other factors, including the 
GSEs’ overreaching for market share, accepting weak “Alt-A” underwriting, 
and purchasing tranches of poor-quality private label securities, as well as 
weak underwriting by too many subprime lenders, inappropriate commercial 
lending by FDIC-insured institutions that made possible the operations of 
abusive subprime lenders, and a fl ood of excess capital worldwide. NAR 
reviewed abuses in the subprime lending market starting at the end of 2004, 
and in May 2005 issued its policy calling for underwriting that is consistent 
with sustainable home ownership. Regulators have “subsequently taken action 
consistent with many of these regulations.” 43  

 The lengthy discussions, which lay behind the introduction of the housing 
goals especially in 2000 and 2004, have been included here, because at every turn 
they show the weaknesses and indecisiveness of HUD as a mission regulator. 
HUD’s oversight of Fannie Mae and Freddie Mac consisted in ensuring that 
they were enhancing the availability of mortgage credit by creating and 
maintaining a secondary market for residential mortgages. HUD is, as set out 
above, charged with establishing the goals and monitoring the compliance of 
Fannie Mae and Freddie Mac’s fi nancing of housing for low- and moderate-
income families, housing in central cities and other “underserved areas”. The 
department failed in every aspect of its mission, including the failure to see the 
increased risks for borrowers in the categories which the GSEs were supposed 
to serve of taking on subprime loans, which in fact turned out to be new forms 
of predatory lending. Even when such issues were raised by respondents to 
the proposed goal changes, they were either assured that the existing rules on 
predatory lending were suffi cient, or that the GSEs own voluntary restrictions 
on predatory lending would provide suffi cient safeguards, or that the matter 
required further investigation. For example, in 2000, HUD emphasized that 
the GSEs “have a public responsibility to help eliminate predatory mortgage 



114    FANNIE MAE AND FREDDIE MAC

practices which are inimical to the home fi nancing and homeownership 
objectives that the GSEs were established to serve.” 44  The rule confi rmed the 
corporate policies adopted by Fannie Mae and Freddie Mac, that they would 
not purchase predatory mortgages, by disallowing them from receiving goals 
credit for predatory loan purchases. HUD should have continued to challenge 
the GSEs by encouraging them to act more aggressively in ending predatory 
practices in the subprime market; but it did not, and instead took a complacent 
view of the subprime market and of the risks involved. 

 A careful reading of all the submissions from Fannie Mae and Freddie Mac 
shows that they successfully fought off any attempt to monitor their activities 
more closely. That was especially true of the seller dissolution options on 
units acquired in transactions with the lenders; that is, where the seller of 
the mortgages to the GSEs has an option to dissolve or otherwise cancel a 
mortgage purchase arrangement or a loan sale. The mortgages are then 
returned to the mortgage lender or seller. The lock-out proposal was a useful 
solution, but the problem remained as to whether or not HUD would be able 
to identify such sales, especially where bulk purchases were concerned shortly 
before the end of the fi nancial year. 

 This brief history of the role of HUD between 1995 and 2008 shows 
that the department did not have the resources, even if it had the will, to 
oversee the GSEs and the FHA. It did not have the will, because the four 
Secretaries of Housing were committed to the affordable housing ideology, 
as were the Administrations of which they were part. They pushed ahead 
with the affordable housing goals and entirely failed to understand, or, if they 
understood, chose to ignore, the risks involved, until it was too late.   
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The GSEs and the Developing Crisis 

  A little history 

 Fannie Mae and Freddie Mac sound like someone’s aunt and uncle, just 
up from the country. They are in fact the two most important Government 
Sponsored Enterprises (GSEs), charged with creating liquidity in the secondary 
mortgage market. It is hard to understand what role they have in a mature 
banking system, and why so many Americans think that if they did not exist, it 
would be necessary to invent them. A little history is necessary to explain why 
they came into being; more analysis is necessary to explain why they continue 
to operate in spite of growing unease about the risks they have posed, not just 
to the mortgage market but to the economy as a whole. 

 There are fi ve GSEs, comprising Fannie, Freddie, the Federal Home Loan 
Bank (FHLB) System, the Farm Credit System (FCS) and the Federal Agricultural 
Mortgage Corporation (Farmer Mac). 1  All had their roots in the Great 
Depression, as part of Roosevelt’s New Deal; they were designed to handle the 
lack of liquidity in the housing market, and to quell the rising wave of defaults. 
The National Housing Act was passed in 1934 to seek to strengthen the market, 
followed by the creation of the Federal National Mortgage Association (Fannie 
Mae) in 1938, with the aim of combating the unwillingness or inability of 
lenders to ensure a reliable supply of mortgage credit throughout the country. 
Fannie Mae’s original purpose was to purchase, hold or sell Federal Housing 
Association (FHA)-insured mortgage loans, originated by private lenders, 
followed by Veterans Administration (VA) loans after World War II. 

 The fi rst changes occurred with the 1954 Charter Act, which set out the 
basic framework under which Fannie Mae operated until 2008, but did not 
remove it from direct federal control at that stage. The Act also removed 
government backing for what Fannie Mae borrowed on the market to fund 
its secondary market operations. It also laid down the means by which its 
secondary market operations would be transferred to the private sector; 
proceeds from the gradual sale of common stock were to be used to retire 
Treasury-owned preferred stock in Fannie Mae. That process was completed in 
September 1968 so that Fannie Mae could be transformed into a Government 
Sponsored Enterprise (or private corporation). The Charter Act also divided 
Fannie Mae into two parts: Ginnie Mae as above, responsible for the then 
existing special assistance programs; and Fannie Mae, the transformation of 
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which was completed in 1968. The same Act allowed the issuance of mortgage-
backed securities, and provided for HUD’s continuing oversight of Fannie 
Mae’s activities to ensure that it fulfi lled its public purposes. Ginnie Mae 
purchases packages of qualifying FHA, VA, RHS (Rural Housing Service) and 
PIH (Public and Indian Housing) loans, converts them into mortgage-backed 
securities, and guarantees the timely payment of principal and interest to the 
lenders. It was the fi rst to introduce MBSs in 1970, and states on its website 
that it “converts individual mortgages into safe, liquid securities for investors 
around the world,” thus helping to channel global capital into American 
housing markets, making more mortgages available. These are the only MBSs 
which are truly guaranteed by the “full faith and credit guaranty of the United 
States Government.” A rider has been added to the effect that “this means that 
even in diffi cult times an investment in Ginnie Mae MBSs is one of the safest 
an investor can make.” Ginnie is also closer to the federal government in that 
the president is appointed by the President and answers to the Secretary of 
Housing. 

 The Emergency Home Finance Act 1970 created Freddie Mac and 
authorized it to create a secondary market for conventional mortgages. Until 
the Financial Institutions Reform and Enforcement Act of 1989 (FIRREA), 
Freddie Mac was owned by the Federal Home Loan Bank (FHLB) System; 
when the Savings & Loans crisis of the late 1980s precipitated the restructuring 
of the savings industry, Congress transformed it into another independent 
GSE with an 18-member board and established HUD as its regulator. Both 
GSEs were then authorized to provide a secondary market for conventional 
mortgages in addition to government-insured and guaranteed loans. 

 The key legislation covering the housing GSEs for the years 1992 until 2008 
(when it was replaced by the Housing and Economic Recovery Act) was the 
Federal Housing Enterprise Financial Safety and Soundness Act (FHEFSSA). 
This created the Offi ce of Federal Housing Enterprise Oversight (OFHEO) as 
the new regulatory offi ce within HUD, whose main responsibility was to “ensure 
that Fannie Mae and Freddie Mac are adequately capitalized and operating 
safely.” Under the Act, OFHEO was subject to the Congressional appropriations 
process but was fi nanced by semi-annual assessments on the GSEs, subject to 
Congressional approval. HUD has the statutory authority to ensure that the GSEs 
fulfi l their mission of promoting housing and home-ownership opportunities 
for all. Congress had not been convinced that HUD’s regulatory framework 
suffi ciently benefi ted low- to moderate-income families and those who live in 
underserved areas, hence the 1992 Act required HUD to develop, implement 
and enforce a comprehensive housing mission framework and set goals for the 
GSEs, a process that involved HUD in long and complex discussions with the 
industry, the GSEs and community advocates, amongst others. 

 The GSEs’ roots lay, not only in the Great Depression and its aftermath, 
but also in a fragmented banking system with quite different mortgage rates 



THE GSES AND THE DEVELOPING CRISIS    117

operating throughout the country. Relatively small banks arranged mortgages, 
which they then held on their books until maturity. As well as being highly 
fragmented, the banking system remained relatively static between the 
1930s and the 1970s, with restrictions on setting up branches that were so 
severe that most states at the time either limited branching, or prohibited it 
altogether. By the early 1970s, only 12 states allowed unrestricted state-wide 
banking, but between 1970 and 1994, 38 states had deregulated their banking 
restrictions. Until the 1980s, cross-state ownership of banks was effectively 
prohibited by the application of the Douglas Amendment to the 1956 Bank 
Holding Company (BHC) Act. This prevented a BCH from acquiring banks 
outside the state where it was headquartered unless the target bank’s state 
allowed such an acquisition (which they all refused). This was by and large 
the situation until the early 1990s and the Riegle-Neal Interstate Banking 
and Branching Effi ciency Act, 1994, which led to the wave of mergers and 
acquisitions already described, transforming the banking industry in the USA 
and inevitably leading many to doubt the continuing value of the GSEs. 

   The structure of the GSEs 

 The peculiar structure of the GSEs as “hybrid institutions” led to them once 
being described as “serving two masters, but out of control.” 2  The reasons 
for that lie partly in the complex legal structure, making it diffi cult to amend 
their Charters or to take legal action against them; to regulate them, control or 
limit their activities. They are shareholder owned, profi t-seeking corporations, 
created by Congress to help address America’s housing needs. The advantage 
for a hard-pressed government is that they remove housing expenditure from 
its public-spending balance sheet, providing off-budget, market-based funding, 
which allows them to continue to grow without going back to Congress. 
Favored constituencies then receive a benefi t for which Congressmen and 
Senators could claim credit. 

 The GSEs were owned by their private shareholders and were answerable 
to their board of directors. Although the government appointed fi ve of the 
18 board members, these were not distinguished from the other members 
by an obligation to represent personal views or those of the Administration. 
According to their Charters, the GSEs had to serve the public purposes set out 
in FHEFSSA, under HUD’s supervision. 

   The advantages of GSE status 

 GSE status carries with it signifi cant advantages, which Fannie Mae and 
Freddie Mac have exploited to their benefi t over the years. Although many 
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observed and deplored their misuse over the years, those very same advantages 
made it diffi cult, if not virtually impossible, to implement the changes they saw 
were necessary. 

 As private fi rms, the GSEs were not covered by the laws applying to 
government agencies, and their directors, offi cers and employees did not 
become federal employees as a result of joining them, so were free from all 
the constraints on resources, staffi ng, procurement and procedures applying 
to federal agencies, even when carrying out public purposes. Because of their 
special status, the GSEs were free from state laws, and did not have to register 
or obtain a license in whichever state they chose to conduct business. 

 Congress was able to provide the housing GSEs with an appropriate and 
reasonably well-defi ned public purpose when they were established in 1968 
and 1970, in terms of the provision of government-backed credit in view 
of the imperfections and limitations of the housing credit market at that 
time. The problem, for the Administration and for various Congressmen 
and Senators in the following years, lay in seeking to amend the statutory 
purposes in the light of market developments. Three diffi culties lay in the 
way of redefi ning or limiting the public purposes for the GSEs in the light of 
market developments: 

     (i)   The problems in obtaining suffi cient support in Congress or the 
Senate or for the Administration to fi nd the political will to make the 
necessary changes. 

     (ii)   The lack of understanding amongst politicians and their advisors of 
the consequences of making specifi c changes to the GSEs’ enabling 
legislation. 

     (iii)   The tendency of Congress to introduce so-called “technical 
amendments” put forward by the GSEs but without a full debate on 
the implications of the proposals, and how these might impact on the 
existing limits imposed on the way in which the housing GSEs fulfi l their 
public purposes, as well as the means by which they do. 3  

   The GSEs have two further advantages in both expanding their activities 
and in overcoming any challenges to their right to do so. Fannie Mae’s Charter 
Act authorizes the company to “do all things as are necessary or incidental to 
the proper management of its affairs and the proper conduct of its business.” 4  
Its complex legal framework means that the GSE can always resist a challenge 
in the courts, responding by claiming that its actions reduced the cost of its 
public purposes or enabled it to provide the services more effi ciently. 

 The Charter does give HUD considerable authority to direct the activities 
of the GSEs, including the approval of new programs, when it states: “Except 
for the authority of the Director of the Offi ce of Federal Housing Oversight ... 
and all other matters relating to the safety and soundness of the enterprises, the 
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Secretary of Housing and Urban Development shall have general regulatory 
power over each enterprise and shall make such rules and regulations as will 
be necessary and proper to assure that this part and the purposes of the Federal 
National Mortgage Association Charter Act and the Federal Home Loan 
Mortgage Corporation Charter Act are accomplished.” 5  HUD’s lack of will, 
resources and leadership over the years meant that it could not exercise proper 
control over them. 

   HUD’s failed attempts to curtail Fannie and Freddie 

 In March 2000, William Apgar, Assistant Secretary for Housing, announced 
a wide-ranging review of the GSEs’ activities. “HUD’s new program review 
and approval responsibility is an integral part of the Department’s regulatory 
framework. Considerable resources are being made available … to ensure that 
new activities are identifi ed, analysed, and, if appropriate reviewed as new 
programs. HUD monitors the GSEs’ business activities on an on-going basis 
and recently requested information on a number of their initiatives, including 
their mortgage insurance initiatives and their various internet activities and 
partnerships.” He added, “neither GSE takes the view that these activities 
constitute ‘new programs’ as defi ned in current law, and they did not submit 
them to HUD for approval prior to introducing them to the market ... HUD 
staff are reviewing the material [which the GSEs fi nally submitted] to make 
these determinations.” 6  

 Apgar announced that HUD had begun its fi rst review of the GSEs’ 
automated underwriting systems and appraisal guidelines, since these had 
become the standards which lenders used to decide whether or not the GSEs 
would buy the borrower’s mortgage, allowing him/her to receive the most 
favorable interest rates. In 1999, HUD had requested extensive information 
about how the systems were developed and how they worked, including how 
the “scorecards” function in deciding which loans would be accepted. The 
GSEs provided huge amounts of information and data, which they claimed 
was highly confi dential or proprietary business information. However, the 
aim was to see whether the systems helped all would-be borrowers, especially 
minorities, to obtain mortgages on favorable terms; the focus was on “fair 
lending” and not on the way in which the systems operated. The review itself 
took over two years to complete. 

 The decision to conduct such a review caused great excitement in the market. 
The Mortgage Bankers Association supported HUD’s action, claiming that 
Freddie Mac’s “HomeSteps Program is not in their charter, not in their mission,” 
and adding that the “GSEs should introduce new products and services only 
when they directly relate to their core functions of providing liquidity and 
stability in the secondary mortgage market.” America’s Community Bankers 
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wanted HUD to “use its statutory authority to disallow new or modifi ed 
programs that are inconsistent with the statutory mission of Fannie and 
Freddie.” 7  Of course, many lenders, appraisers and others wanted to clip Fannie 
and Freddie’s wings. Appraisers had already seen incursions into their territory 
as the automated underwriting systems began to include external-only property 
inspection reports as part of the decision-making process of loan purchase. 

 The GSEs eventually provided information, often unsatisfactory in 
HUD’s view, arguing that much of the information regarding the automated 
underwriting systems was proprietary, or else they delayed providing it. 
HUD threatened to use the various enforcement powers at its disposal, if 
information was not received by the end of January 2000. These included 
terminating or suspending the Statement of Understanding between HUD and 
Fannie implementing Fannie’s automated underwriting system for FHA loans; 
on-site verifi cation of the accuracy and completeness of the information 
already provided by Fannie; cease and desist proceedings; or civil penalties 
ranging from $5,000 per day to $1m per day for serious violations. In the 
event, nothing much happened apart from a long-delayed Fair Lending Review, 
and the excitement died away. 

 HUD had the power, not only to set goals, but also to monitor and limit the 
GSEs’ new programs. When it came to it, the department did not act. It had 
neither the resources nor the will to use its powers under the Charter, knowing 
that the GSEs would simply use the argument that the new programs helped 
them cut the cost of mortgages for borrowers. HUD knew just how much 
political clout the GSEs possessed. 

     Charter Benefi ts 

1.      The Law treats the GSEs as “instrumentalities” of the federal 
government, rather than as fully private entities. Their Charters mean 
that they are exempt from all state and local income taxes. 

2.      They are also exempt from the Securities and Exchange Commission’s 
registration requirements and fees, and may use the Federal Reserve as 
their fi scal agent. 

3.      The US Treasury is authorized to lend $2.25bn to both Fannie Mae and 
Freddie Mac, and $4bn to the FHLBs. 

4.      GSE debt is eligible for use as collateral for public deposits, for 
unlimited investment by federally chartered banks and thrifts, and 
for purchase by the Federal Reserve in open-market operations. GSE 
securities are explicitly government securities under the Securities 
Exchange Act, 1934 and are exempt from the provisions of many state 
investor protection laws. These advantages have not been granted to any 
other shareholder-owned companies. 
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5.      The much-debated “implicit” government guarantee is one which the 
government explicitly denies, as stated in a typical disclosure from a 
Fannie Mae prospectus: “The Certifi cates, together with the interest 
thereon, are not guaranteed by the United States. The obligations 
of Fannie Mae are obligations solely of the corporation and do not 
constitute an obligation of the United States or any agency or any 
instrumentality thereof other than the Corporation.” This was essential 
to comply with the Charter of each GSE. The Fannie Mae Charter 
includes the following provision: 

     “The Corporation shall insert in appropriate language in all of its 
obligations … clearly indicating that such obligations, together with 
the interest thereon, are not guaranteed by the United States and do not 
constitute a debt or obligation of the United States or any agency or 
instrumentality thereof other than the corporation.” 8  

   However, investors looked at the special treatment of GSE securities in their 
federal charters and concluded that the government would have to back them 
in the event of any serious problems. 9  In a way, the statement seemed to hint 
at an implicit government guarantee, since it merely ruled out an explicit one, 
and such statements are not required in a prospectus issued by any private 
company. So, despite such explicit statements, Fannie Mae and Freddie Mac 
would by a nod and a wink imply that the government would not let them 
down. Anthony Marra, then deputy general counsel to Fannie Mae, argued in 
his submission to the Offi ce of the Comptroller of the Currency that “Fannie 
Mae standard domestic obligations, like Treasuries, typically receive no rating 
on an issue-by-issue basis, because investors and rating agencies view the 
implied government backing of Fannie Mae as suffi cient indication of the 
investment quality of Fannie Mae obligations.” 10  

 But the debt issued and the MBSs guaranteed by the housing GSEs are more 
valuable to investors because of the perception of the government guarantee and 
other advantages from the federal government. This is the main way in which 
the federal government conveys a subsidy to the GSEs. Alan Greenspan noted 
in a letter to Congressman Richard Baker that “the GSE subsidy is unusual 
in that its size is determined by market perceptions, not by legislation ... The 
extent to which the subsidy is exploited is determined by the extent to which 
the GSEs choose to issue mortgage-backed securities, not by legislation.” 11  That 
implicit guarantee is communicated to investors in the capital markets through 
all the provisions set out above, including the appointment of some directors by 
the President of the United States. In addition, although federally chartered and 
federally insured banks face a limit on the amounts that they can invest in other 
types of securities, that limit does not apply to GSE securities. “Taken together, 
those statutory privileges have been suffi cient to overcome an explicit denial of 
federal backing that the GSEs include in their prospectuses.” 12  
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 In May 2001, the Congressional Budget Offi ce (CBO) noted that GSE 
securities were rated as “agency securities” and priced below US Treasuries and 
above AAA corporate obligations, thus reducing the borrowing costs for the 
GSEs, partly by promoting institutional acceptance. Then it was possible for the 
CBO to say that decisions by portfolio managers to invest in GSE securities did 
not have to be justifi ed in terms of credit risk. The characteristics of acceptability 
and liquidity contributed to the relatively high price investors were willing to 
pay for GSE securities. 13  In the event, although investors were wrong about 
credit risk, the markets were right about the implicit guarantees. Fannie Mae, 
especially, and Freddie Mac were simply “too big to fail,” and the government 
took them into conservatorship in September 2008. 

     Implications of the GSEs’ benefi ts 

  Costs and competition 

 These were spelt out in a paper by Barbara Miles, Specialist in Financial Institutions, 
Congressional Research Services, sparked off by Freddie Mac’s attempt to enter 
the mortgage insurance market via a “technical change” to its federal Charter. 14  
She noted that the GSE privileges can act as a barrier to entry by competitors 
and can result in a monopoly. Their exemptions and privileges were only granted 
to the GSEs to correct certain perceived market failures; once those have been 
corrected, the privileges then act to hold down the costs of operation for the 
GSEs, and can act as a barrier to entry by non-favored would-be competitors. 

 “The GSEs can reap greater-than-competitive profi ts, even while 
undercutting pricing of potential competitors. They need only price their 
products a little below what fully private companies would have to charge.” 
They only have to increase the business volume or risk in order to increase 
the subsidies; this obviously provides an incentive to dominate the markets in 
which they are supposed to operate and also to expand into related markets to 
the disadvantage of the effi cient competitors without GSE charters. 

 The insurance market which Freddie Mac wished to enter already had a number 
of insurers and reinsurers, who strongly objected to the proposed competition 
from Freddie Mac. Freddie could undermine their business, since their costs were 
inevitably higher, given their lack of special privileges. Miles’s report is interesting 
in that she was one of the fi rst to recognize the potential for market domination 
by Fannie Mae and Freddie Mac, later described as a duopoly. 

   The size and composition of the subsidy 

 In 2001, the CBO pointed out that the same combination of federal regulatory 
provisions and implied guarantees enhances the credit standing, market 
acceptance and liquidity of MBSs guaranteed by Fannie Mae and Freddie Mac. 
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  (i)  The risk-based capital requirements for banks are lower for GSE-
guaranteed MBSs than for private label MBSs. They offer a credit 
guarantee, which the market recognizes as being more valuable than 
a similar guarantee offered by a private company, reducing the rate 
of return that investors require on GSE-guaranteed MBSs below 
the rates required on private label MBSs. The mortgage pooler pays 
higher prices for mortgages and passes along the lower interest 
rates to borrowers and to charge higher guarantee fees than private 
guarantors. Fannie Mae and Freddie Mac undoubtedly made use of 
the latter benefi t, but it is doubtful that borrowers benefi ted much 
from the possibility of lower interest rates. 

  (ii)  The direct benefi ts of regulatory and tax exemptions, including the 
lower cost of obtaining credit ratings for debt and MBS issues, are 
easy to calculate. These had a combined value of $1.2bn in 2000. 

  (iii)  The value of the subsidy to General Obligation Debt Securities is 
more diffi cult to calculate and requires comparing the rates paid by 
the GSEs with the rates paid by comparable fi nancial institutions with 
a credit rating in the range of AA to A. The entire analysis is not an 
easy one, partly because the rate reduction on GSE securities may 
vary with the maturity of the credit issued, and the default risk being 
lower over a short horizon than over a longer time period. A further 
problem is that it is diffi cult to determine the proportion of short-term 
debt, held by Fannie and Freddie, because of their extensive use of 
derivative securities such as swaps, which effectively transform short-
term borrowing into long-term borrowing and vice versa. To calculate 
the effective quantity of the GSEs’ short-term debt, their positions in 
derivative securities must also be analysed. 

 But as the CBO notes, not only is that information not publicly available, 
but it would be diffi cult to analyse even if it were. Fannie Mae and Freddie 
Mac reported that the percentage of debt which was effectively short-term 
after “synthetic extensions” at year-end 1999 was effectively 13% and 7% 
respectively. Those amounts contrast with the fi gures for nominal short-term 
debt of 41% and 49% reported on their respective balance sheets, especially 
when percentages of effective short-term debt in earlier years are higher, 
between 20% and 30%. The CBO decided to take the proportion at 20%, 
and to evaluate the total subsidy using a method designed to capture the total 
subsidy in a given year, the “capitalised subsidy.” 

 On this basis, the total value of the federal subsidies for GSE debts from 1995 
to 2000 for all three housing GSEs increased from $3.7bn in 1995 to $10.2bn in 
1999, and dropped slightly in 2000 to $8.8bn in total. Throughout the period, 
Fannie Mae generally benefi ted most from the subsidy, except in 1997, when the 
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FHLB subsidy stood at $2bn compared with $1.8bn for Fannie Mae, and again 
in 1999 when the FHLB issuance of debt benefi ted to the extent of $4.5bn. 

 The subsidies to mortgage-backed securities are more diffi cult to calculate, 
but are deduced from the two components of the total subsidy. The fi rst is 
that the advantage passed through to conforming mortgage borrowers was 
approximately 25 basis points. The second is the amount retained by the GSEs 
because of the higher guarantee fees they can charge as a result of their special 
status, which is approximately 20 basis points, and that they retain 5 basis 
points. As a result the total subsidy to Fannie Mae and Freddie Mac rose from 
$2.5bn in 1995 to $3.6bn in 2000, a fall from $4.2bn in 1999 as a result of 
slowing economic growth. Putting all the calculations together, the subsidy to 
all three GSEs rose from $6.8bn in 1995 to $15.6bn in 1999, before falling 
back to $13.6bn in 2000. 15  

 The CBO Director had sent Fannie Mae and Freddie Mac a copy of the report 
in advance, for their comments on a confi dential basis. The GSEs immediately 
and publicly attacked the study, as being “quite divorced from market reality,” 
saying it “should be completely disqualifi ed from serious consideration” and 
was “fatally fl awed.” 16  The Director accused Fannie and Freddie of leaking 
the report, which of course they denied, but even so they aroused the ire of 
Congressman Richard Baker, Chairman of the Capital Markets subcommittee of 
the House Financial Services Committee. “Once more, I fi nd myself forced into 
the unfortunate position of having to respond to what can only be adequately 
described as an orchestrated and audacious attack by Fannie Mae and Freddie 
Mac upon a respected federal government institution and its highest-ranking 
offi cial ... In return for Mr Crippen’s courtesy [the Director of CBO], Fannie 
and Freddie have instead embarked on a full-scale assault, in public … [which] 
began before even members of Congress for whom the report was produced 
had a chance to view it ... on top of these pre-emptive strikes ... Fannie and 
Freddie have gone so far as to accuse the Congressional Budget Offi ce of using 
‘inappropriate methodology, inaccurate assumptions and faulty analysis’.” 17  

 The subsidies continued to increase over time, rising to $23bn in 2003, 
an increase of nearly 69% over the $13.6bn in 2000. That jump in the value 
of the subsidy was brought about by the GSEs’ rapid expansion in 2001. 
These estimates are based on the assumption that any increase in the GSEs’ 
outstanding debt and mortgage backed securities are sustained only until the 
acquired mortgages mature. Under the alternative assumption that the GSEs’ 
issued debt and MBSs are reissued when they mature, the federal subsidy for 
2003 would be over $46bn. 18  Some of these estimates on the part of CBO 
have been challenged, but even Fannie Mae, after initial objections, did not 
pursue the matter further. Fannie may have realized that their initial reaction 
was a blunder, and that perhaps the better approach would have been to argue 
that the subsidy was passed on to borrowers in the form of lower mortgage 
rates, saving them billions of dollars. In that approach, they were more likely 
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to keep the support of Congressman Kanjorski, a key Democrat member of the 
House Financial Services Committee, whose response was that the “numbers 
themselves were not as signifi cant as to see whether the subsidy is valuable and 
whether it’s going to the consumer.” 19  That is, of course, the argument which 
Fannie and Freddie would pursue, regardless of the fact that most of the subsidy 
went to their shareholders and had little effect on the cost of mortgages. 

    Risks posed by Fannie Mae and Freddie Mac 

  Recognizing systemic risk 

 As the decade progressed, the focus shifted away from the extent of federal 
subsidies to awareness of the dominance of the GSEs and the increasing 
necessity to manage their risks. Once again, Barbara Miles was one of the fi rst 
to recognize the risks involved in the implied government guarantee for the 
GSEs. 20  This was as a result of noting the then size of the outstanding debt of 
the three housing GSEs, which totalled $1.7 trillion, compared with publicly 
held, marketable Treasury debt which was $2.7 trillion at the end of the fi rst 
quarter of 2000. At the then rate of growth, GSE debt could surpass Treasury 
debt by 2003. Adding in Fannie Mae and Freddie Mac’s outstanding guarantees 
of MBSs, which stood at $1.21 trillion, their debts were almost equivalent to 
that of the US Treasury, raising concerns about the risks posed for the economy 
and the US government. 

 In the case of the GSEs, the normal business risks, such as interest rate 
risk, credit risk, business risks, management and operational risks were 
increased due to the lack of market discipline and the belief that GSE debt was 
virtually equivalent to Treasury. The GSEs at this stage were often the largest 
re-purchasers of their own MBSs. When mortgages were securitized and 
sold, the GSE retained the credit risk on the loans, but sold the interest rate 
risk to investors. MBSs are less profi table than portfolio holdings as a result; 
re-purchase restores profi t along with the risk. Fannie Mae and Freddie Mac 
were the largest holders and purchasers of their own MBSs, holding nearly 
30% of their own issuances and sometimes re-purchasing a volume equal to or 
greater than their issuances. This, of course, increased shareholder value but did 
little to assist the mortgage markets. 

 Miles also stressed the increase in systemic risk arising from the fact that 
the GSE Charter allows depository institutions to hold their debt and MBSs 
without limit, instead of the normal restriction to no more of 15% of capital in 
loans to a single borrower. In 1999, banks held over $210bn in GSE debt, which 
was then about one-third of bank capital, and over $355bn in MBSs. To this is 
added systematic risk, due to the legal restrictions on their diversifi cation. They 
can only depend on one section of the economy, the housing market, and could 
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diversify away from this without a change in mission. The GSEs positioned 
themselves in the market by regular issuances of debt in a way that creates an 
alternative to the Treasury yield curve. “But a major economic drawback to 
using GSE securities … is that for the benchmark to function properly, it should 
refl ect only the risks inherent in the economy overall ... but the GSE securities 
include … (only) housing sector risks.” 21  

   Repeated warnings on the systemic risk of the size 
of the GSEs’ portfolios 

 Such warnings were not heeded by Congress, which refused to take steps to 
reduce the size of the GSEs’ portfolios, and certainly not by Fannie or Freddie. 
By 2002, their outstanding securities reached $4 trillion, more than the then 
entire US public debt, as well as their MBSs, which by then accounted for 
almost 57% of residential mortgage debt. As the portfolios continued to 
grow, the new Director of the CBO, Douglas Holtz-Eakin, issued another 
warning. 22  Once again, the risks to the tax payer were spelt out, described in 
this statement as interest rate, prepayment and operational risks. The housing 
GSEs offered public assurances that their assumed risks, especially for credit 
or default losses, were low in relation to their private capital, especially for 
credit or default losses. Fannie, one analyst suggested, is “essentially the 
world’s largest hedge fund (albeit an extraordinarily safe one) that profi ts from 
the difference between its incredibly low borrowing costs (a by-product of its 
bonds being implicitly backed by government) and the much higher yield of 
its $860bn mortgage portfolio.” As long as Fannie’s borrowing costs remained 
low and the mortgage-backed securities market stayed open, Fannie’s earnings 
would continue to grow. This puts it all in a nutshell: the interest rate risk to 
which they were exposed, and the reason for the portfolio; for the yields. 23  

 The GSEs refused to recognize their exposure to interest rate risk, since an 
increase in interest rates would reduce the value of both fi xed-rate assets and 
fi xed-rate liabilities, but the value of the assets would be reduced further if the 
assets have a longer maturity than the liabilities. A rise in interest rates could 
eliminate their equity capital. The value of a portfolio of fi xed-rate mortgages 
declines when borrowers exercise their right to re-fi nance and prepay their 
mortgages in response to a decline in market rates. The prepayment risk 
and the interest rate risk meant that the GSEs were vulnerable whichever 
way interest rates went. In order to limit these risks to the tax payer, the 
statement proposed tougher regulation, and notes that Congress could assist 
the regulators by increasing the minimum capital standards, or limiting the 
growth or profi tability of the GSEs’ portfolio investments, or requiring the 
SEC registration of GSE securities, as some members of Congress proposed. 
Congress did not act on any of these proposals in 2003. Fannie Mae and 
Freddie Mac opposed any attempt to bring about changes. 
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 In 2005, the CBO Director once again appeared before the Committee on 
Banking, Housing and Urban Affairs, US Senate. 24  The GSEs’ two lines of 
business continued to grow: outstanding MBSs grew from about $600bn in 
1990 to $2.3 trillion in 2004, whilst total debt, including the obligation of 
the FHLBs, increased from less than $300bn to $2.5 trillion over the same 
period. The risks were the same as those set out in the 2003 statement, the 
difference being that Fannie Mae and Freddie Mac offset much of the risk in 
their investment portfolios by issuing callable long-term debt (which matches 
the cash fl ows on mortgage debt), interest rate swaps (matching maturities on 
assets and debts), and other hedging strategies. Not all of the interest rate risk is 
covered, since it would be too expensive, and the two GSEs determine the level 
of risk they retain. Credit risk, though present, was not an immediate concern, 
masked as it was by low interest rates at that time. The statement set out a 
similar range of proposals for reducing the risks to the tax payer, the difference 
this time being that legislation was being considered in the Senate. 

   The GSEs fi ght against any attempt to reduce the 
size of their portfolios 

 The notion of the GSEs posing “systemic risk” of this kind was fi rmly rejected 
by Richard Syron, then Chairman and CEO of Freddie Mac, who saw the 
argument as merely an excuse to “cut the GSEs down to size,” more because 
of their arrogance than because of any risk they posed to the nation’s housing 
system. He argued that if the GSEs were forced to reduce their holdings of 
mortgage backed securities, these would simply be “shifted to someone else’s 
balance sheet”, that is, to one of the largest banks, since 40% of all US banks’ 
mortgage-backed bonds were held by three institutions. This would mean that 
the systemic risk had only been moved, and not reduced. Outstanding mortgage 
debt had grown by 80% since 2000: the retained mortgage portfolios of Fannie 
Mae and Freddie Mac had increased by 75% since then, and the portfolios of 
the fi ve largest banks and thrifts grown by 132%. 25  

 Of course, Syron did not mention the fact that the GSEs’ debts alone 
included the “implicit government guarantee” and benefi ted from lower 
capital requirements than the major US banks to which he referred. Finally, 
the rate at which the GSEs would be required to sell off their MBSs would or 
could be staggered, and, at that stage, there was certainly no reason to think 
that US banks would be the only possible purchasers. Taken together as at 
the end of 2003, the 9,182 commercial banks and thrifts held $3.1 trillion in 
residential mortgage debt (including whole loans, lines of credit and MBSs) 
or about 40.8% of the then $7.6 trillion market. The two GSEs’ investment 
portfolios alone accounted for 20.6%. The remaining one-third of residential 
mortgage debt was held by other US and foreign investors such as mutual 
funds, pension funds and insurance companies. The other banks and thrifts also 
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have a larger capital cushion than Fannie Mae and Freddie Mac were required 
to retain. 

 Syron’s remarks were hardly objective, since the GSEs charged fees for the 
purchase of mortgages, an important source of their income; he seemed to 
envisage either a straightforward sale or a cap in order to handle the interest 
rate risk of the portfolios of mortgages they held. Other methods of constraining 
GSE risk-taking which may also lead to smaller portfolios included increasing 
capital requirements or imposing use fees on debt issuance. Each of these has 
different consequences. 

   The portfolios continued to grow and the warnings 
were more insistent 

 In April, 2005, Chairman Greenspan appeared before the Senate Banking 
Committee, urging Congress to place limits on the GSEs’ portfolio of assets. 
“Almost all the concerns associated with systemic risk fl ow from the size of 
the balance sheets of the GSEs, not from their purchase of loans from home-
mortgage originators and the subsequent securitization of these mortgages. 
We have been unable to fi nd any purpose for the huge balance sheet of the 
GSEs, other than profi t creation through the exploitation of the market-granted 
subsidy … We at the Federal Reserve remain concerned about the growth and 
magnitude of the mortgage portfolios of the GSEs, which concentrate interest 
rate risk and prepayment risk at these two institutions and makes our fi nancial 
system dependent on their ability to manage these risks.” 26  

 Greenspan pointed out that the GSEs’ annual return on equity often exceeded 
25%, far in excess of the industry average of 15% among other large private 
competitors: “… Virtually none of the GSEs’ excess return refl ects higher 
yields on assets; it is almost wholly attributable to subsidized borrowings.” 
The response to Greenspan’s testimony was muted, with most preferring to 
leave the matter to a new, stronger regulator with the ability to determine 
the proper level of holdings if a risk was posed to safety and soundness. The 
Senate Committee obviously did not understand the risks, and no action was 
taken: nor was this the only occasion on which Chairman Greenspan warned 
of the risks. Unfortunately his words fell on deaf ears as far as Congress was 
concerned, or perhaps just on incomprehension. 27  

 In response to questions at the hearing, Greenspan said, “we do perceive 
that if the expansion should continue along the lines it’s been growing … and 
we see no reason that it is going to stop … something will go wrong … and 
since we are suffi ciently on the safe side of the systemic risk horizon … we 
have time now to make the adjustments in a manner which does not disrupt 
the economy or the fi nancial system.” 

 By November, 2005, Freddie Mac’s retained portfolio grew at an annualized 
rate of 25.8%, to $692.8bn. After an 11% decline in October, Freddie Mac 
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increased its purchases to $32.8bn, bringing its annualized rate of growth to 
6.7%. By the end of November, Freddie Mac’s total portfolio size and market 
capitalization reached $692.7bn and Fannie Mae reported a retained portfolio 
of $715.5bn. This growth continued in the year in which the CBO advised 
reducing the portfolio limits and some members of Senate and Congress 
had set regulatory reform bills in train, and indeed during the time when the 
accounting scandals at both Fannie Mae and Freddie Mac had been brought 
to light. 

 But the size of their outstanding debts remained at almost $1.5 trillion, 
which was borrowed to buy and carry portfolios of mortgages and mortgage 
backed securities, exposing them to the prepayment and interest rate risks 
which the CBO analysed. The risk was hedged in derivative transactions with 
notional values in trillions of dollars. A study by the Federal Reserve Bank of 
Atlanta, published in April 2006, argued that the highly leveraged ($1.4 trillion) 
investment portfolios continued to pose a systemic risk and potential future 
social costs, in terms of a GSE failure having the potential to “have an adverse 
effect on the real economy.” 28  The authors argued that there were various policy 
options to be considered: strict portfolio dollar caps; limiting portfolio activity to 
that required to support the GSEs securitization business and affordable housing 
missions; or increasing capital requirements or user fees on debt issuance. Each 
has different implications for GSE risk-taking incentives, portfolio composition 
and optimal size; for example, charging debt issuance user fees would simply 
strengthen investors’ perception of an implied government guarantee of GSE 
debt obligations. 

 “Congress should not set specifi c limits but should set broad policy goals 
for regulatory agencies and then direct the agencies to set the specifi c details of 
regulatory standards, because the agencies are better versed in the minutiae of 
specifi c issues ... Congress could impose a maximum limit on the holding period 
for mortgage investments that provides more than suffi cient time to securitize 
the assets but is short enough to clearly limit the size of the retained portfolio.” 
On the other hand, if limits mean “putting a cap on the overall size of the retained 
portfolio it may be best not to leave this to regulatory discretion ... (This) would 
create an incentive for the politically powerful GSEs to continuously lobby the 
regulator and infl uential members of Congressional oversight committees to 
bring pressure to weaken portfolio constraints.” Instead, Congress should “spell 
out the principles of portfolio limits and require the regulator to promulgate 
specifi c regulations.” 29  In the light of these discussions, the comment of Douglas 
Duvall, spokesman for Freddie Mac, is interesting. “We continue to believe 
that our portfolio is central to our mission and it helps us provide a balance 
between fulfi lling our affordable-housing mission and attracting international 
investments to America’s doorstep.” 30  

 Meanwhile, the GSEs’ resistance to any attempt to curb their portfolios 
was further undermined by an analysis produced by economists of the Federal 
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Reserve Board, which showed that they had only helped to reduce US mortgage 
interest rates by 2 basis points between April 1997 and September 2005, 
well below their previous estimates of 15 to 18 basis points. The economists 
concluded that “both portfolio purchases and MBS issuance have negligible 
effects on mortgage rate spreads” and that “purchases are not any more 
effective than securitization at reducing mortgage interest rate spreads.” 31  
In their introduction, they point out that “earnings from mortgages held in 
portfolio clearly benefi t GSE shareholders ... In particular, unusually heavy and 
sustained portfolio holdings might bid up the price of new mortgages, allowing 
originators to profi t more or giving originators greater scope to lower mortgage 
interest rates paid by new borrowers.” 32  It is possible to deduce from their 
research that the real purpose of the large portfolios was to increase the GSEs 
shareholders’ profi tability (given that the infl uence on mortgage rates was 
negligible), and hence the “public benefi t” was not obvious. 

 The battle over the portfolio limits continued throughout 2006 with 
Treasury Secretary John Snow’s statement that “We need to fi nd a way to 
give the [GSE] regulators authority to ultimately make a decision on the size 
of the portfolios.” 33  The Undersecretary of Treasury for Domestic Finance, 
Randal Quarles, emphasized their concerns: “It is now widely recognized 
that the GSEs have relied upon their funding advantage to expend the size 
of their retained portfolios far beyond the levels necessary to achieve their 
mission. The concentration of risk inherent in these portfolios, along with 
the GSEs’ thin capital structure, is an important policy concern and a high 
priority for the Treasury, and we are continuing to urge Congress to take 
action soon to address these issues.” 34  

   Fannie and Freddie “voluntarily” agree to limit their portfolios 
after the accounting scandals 

 Meanwhile, Fannie Mae had signed a consent agreement with OFHEO agreeing 
to cap its retained mortgage-related portfolio to the December 31, 2005 level 
of $727bn, and OFHEO’s Acting Director fi nally reached an agreement with 
Freddie Mac on August 1, 2006 to limit its portfolio growth to no more 
than 2% annually of mission-related assets above the June 30, 2006 limit of 
$710.3bn. The growth should be limited to “purchases of multi-family whole 
loans, private-label asset-backed securities, commercial mortgage-backed 
securities and other assets that are intended to help [Freddie Mac] to meet 
its affordable housing goals or subgoals.” In his statement, Director James B. 
Lockhart III said, “I concur with the decision by Freddie Mac to limit the 
mortgage portfolio growth as recommended by OFHEO. Freddie Mac has a 
need to address the size and scope of its portfolio, particularly in the light of 
current operational problems surrounding accounting and internal controls … 
As the Enterprise works to meet its statutory mission, this limit on portfolio 
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growth provides a public assurance that the Enterprise is committed to fi xing 
its internal controls, reducing operational risks, and improving its accounting, 
and thereby emerging as a stronger fi rm.” In June 2006, the US Treasury and 
HUD announced separate inquiries that could lead to restrictions on Fannie 
Mae and Freddie Mac’s ability to fi nance their mortgage-related portfolios. 

 The Treasury Undersecretary Randal K. Quarles announced at a Women in 
Housing Finance luncheon that “the time is right for Treasury to review its debt 
approval process to ensure we continue to act as appropriate custodians of the 
power that Congress gave us when the Charters of Fannie Mae and Freddie 
Mac were created … I have asked the Treasury staff to undertake such a review 
to ensure that the process by which we exercise this responsibility is appropriate 
in the light of all circumstances.” Those circumstances included the accounting 
scandals and the continued weaknesses in the GSEs’ accounting systems, risk 
management practices, and internal controls: “The Administration’s reform 
proposals are intended to ensure greater regulatory oversight, appropriate 
capital requirements, and alleviate systemic risk, and we continue to urge 
Congress to take action soon to address these issues. We strongly support GSE 
reform legislation that addresses each of these points, and in particular provides 
direction to limit the size of the GSEs’ investment portfolios.” 35  In effect, this 
meant that the Administration was supporting Senator Shelby’s bill. 

   HUD announces its own review 

 On the same day, Secretary Jackson announced that HUD would conduct a review 
of Fannie Mae and Freddie Mac’s investments and holdings, including certain 
equity and debt investments, with a focus on transactions classifi ed on their 
fi nancial statements as “other assets/other liabilities.” “HUD’s primary concern 
is whether the GSEs’ investment activities are consistent with their Charter 
authorities and their public purposes, and whether each is using the profi ts it 
derives as a government-sponsored enterprise for the purposes intended.” He also 
made it clear that he wished to work with Congress in establishing a strong new 
regulator, but until the legislation was passed, he intended to use the authority 
under the FHEFSSA to increase the transparency of the GSEs. The statement 
was immediately welcomed by the American Bankers Association in their press 
release the following day: “The GSEs’ business activities should remain focused 
on their mission of helping low- and moderate-income individuals afford 
homeownership in America. The announced action by HUD is an important 
step in clarifying permissible GSE activities ... it is an important step towards 
much-needed transparency to ensure that the GSEs are using their benefi ts only 
for legitimate secondary mortgage market purposes.” 

 The review would examine the reasons for concerns about the size of the 
portfolios, in the light of the management defi ciencies which the accounting 
scandals had uncovered. The implicit guarantee effectively lowers funding 
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costs for the GSEs below those of other private companies in a similar fi nancial 
situation. It also allows for high leverage on the part of the GSEs. Less capital 
is required to assure investors of safety for any given level of assets. Short-term 
bonds and loans have lower interest rates than long-term ones, so the GSEs 
use portfolio management techniques to allow them to borrow using short-term 
bonds to fi nance long-term mortgages. The key issue is then the extent to which 
Fannie and Freddie are able to manage interest rate risk, in particular. As the GSEs 
move mortgages into their portfolio investments, they increase both the expected 
returns and risks to shareholders, but only the risks increase for taxpayers. The 
issue of the risks involved continued to be under discussion. It was not only a 
question of interest rate risk, but also the GSEs’ abilities to manage portfolios 
or credit risks (often considered to be negligible by many analysts, because they 
considered the mortgage purchases to consist of prime mortgages). 

   The Administration again seeks to limit the portfolios 

 Further attempts were made by the Administration during the summer and 
autumn to improve the chances of legislation in Senate and Congress. On 
June 26, 2006 another Treasury Secretary, Assistant Emil Henry, in a speech to 
the Housing Financial Services Roundtable warned that “unless the portfolios 
are hedged properly, in a period of signifi cant interest-rate movement, there 
is a risk to the GSEs that their assets and liabilities will … become broadly 
mismatched, which can lead to insolvency.” He put the case even more strongly 
than most, concluding, “Ignoring all the rhetoric and spin, the simple truth is 
that there is no need for our fi nancial markets to be exposed to this risk. 
Passionate statements made by the GSEs to the contrary, the GSEs’ investment 
portfolios are not necessary for them to stay true to their mission ... As long as 
the portfolios of the GSEs are reduced gradually and responsibly, the overall 
impact to the housing market should be trivial.” 

   And debt issuance 

 In his testimony before the Congressional Joint Economic Committee, Chairman 
Ben Bernanke had given his support to the view that the Treasury should 
consider limiting the debt that Fannie Mae and Freddie Mac can sell if Congress 
fails to pass the GSE reform legislation. Noting that the Treasury has the power 
to limit Fannie Mae and Freddie Mac’s debt issuance, and perhaps power over 
the terms and maturities of that debt, the Chairman said, “If we are unable to 
achieve progress through Congress, I don’t think the Treasury should abandon 
that power. I think the Treasury should consider using it if it believes that the 
systemic risks being generated by the [GSEs’] portfolios greatly outweigh the 
benefi ts that are mandated by the affordable housing mandate.” The Treasury, 
according to some, appears to have that power: “The corporation is authorized 
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to issue, upon the approval of the Secretary of the Treasury, and have outstanding 
at any one time obligations having such maturities and bearing such rate or rates 
of interest as may be determined by the corporation with the approval of the 
Secretary of the Treasury.” 36  

 After all these statements from the Administration, the Treasury Department 
announced on November 17, 2006 that it had completed a process by which 
Fannie Mae and Freddie Mac would submit quarterly debt sales calendars, 
which would outline the justifi cation for their debt issuance plans and specify 
the gross and net issuance, before the Treasury would approve the new debt. 
The process was expected to begin in January 2007, when their plans would be 
submitted with a senior offi cer testifying as to their accuracy. When the process 
was underway early in 2007, the GSEs would submit their sales calendar 
a month in advance before the beginning of the new quarter so that the 
Treasury would be able to review the requests and provide the GSEs with their 
comments so that the GSEs would have suffi cient time to make any necessary 
changes before the beginning of the quarter. The process would also involve 
annual meetings between GSE managers and Treasury offi cials to discuss debt 
issuances. In addition, the GSEs would be required to seek prior Treasury 
approval for any changes to debt issuances during the quarter. The procedure 
was designed to add effi ciency and transparency to the process, and was not 
meant to limit Fannie Mae’s and Freddie Mac’s borrowings or limit their future 
growth, according to Treasury offi cials. 

 Emil W. Henry Jr, Assistant Secretary for Financial Institutions, US Treasury 
had already expressed the Treasury’s concerns about the approval process in 
a speech to the Real Estate Roundtable in May that year. In his speech, he 
described the way in which the Treasury’s exercise of its authority had changed 
over time: 

  In the mid-1990s, Treasury was actively involved in the scheduling of GSE debt 
issuances, and every GSE debt issuance was submitted to the Treasury for prior 
approval. This process was cumbersome, caused considerable strain on Treasury’s 
staff resources and provided questionable return for this investment of time and 
staff. Because of these concerns, Treasury announced a new process that eliminated 
the need for Treasury to schedule each of the GSEs’ securities offerings. This new 
process was characterized as a voluntary co-operative process that would provide 
the GSEs with more fl exibility to time and size their borrowing transactions. 
Treasury also made other process changes during this time period. At that time, 
these changes were viewed as an appropriate response to a process that had 
become outmoded, especially as the scope of the GSEs’ operations was increasing 
and certain issuances were becoming more routine and regularized. 

 Since these changes, the debt approval process has continued to evolve. While 
Treasury continues to exercise this responsibly, the process we use differs for 
each of the GSEs and has become less standardized. Depending on the particular 
GSE, we have developed different procedures as to how their debt issuances 
are approved. The procedure varies from weekly notices to quarterly notices. 
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Some of these procedures involve notice of expected versus actual debt issuances. 
The manner in which the Treasury conveys its approval also varies among 
the GSEs. 37  

  In his speech, Assistant Secretary Henry also set out the review of Treasury 
procedures which was about to begin. 

 This description of the Treasury’s role has been quoted at length, partly 
because it indicates just when the Treasury’s approval process changed (in the 
mid-1990s, during the Clinton Administration), and because of the cautious, 
ministerial tone and content. One can almost hear the civil servants advising on 
its content. It was not until Emil Henry had long left offi ce that he was able to 
describe what constituted the then procedures: “By the mid-2000s, the GSEs’ 
process of debt approval had devolved to a simple notifi cation of the Treasury, 
without any formal process of debt approval. The process of debt issuance was 
so rapid that such notifi cations came to the Treasury weekly, typically on one 
piece of paper that simply listed proposed issuances without supporting data 
(such as income statements or balance sheets) upon which to make informed 
judgments.” 38  Such a cavalier approach to vast amounts of debt is astonishing, 
bearing in mind that debt issuance by Fannie Mae and Freddie Mac was at 
times higher than total US government debt and was triple-A rated on the 
assumption of the “implicit guarantee”. 

 If the new procedures were intended to ensure that Congress and the Senate 
agreed on the proposed legislation by the end of 2006, as many believed, 
then it failed. This was in spite of the combined efforts of Barney Frank, 
the incoming House Financial Services Committee chairman, Michael Oxley, 
outgoing chairman, and Treasury department offi cials to reach a compromise 
on the issue of portfolio limits, partly by obliging the regulator to consider 
a number of factors including the size and growth of the mortgage markets 
in order to determine the rate of growth of the portfolios and to issue an 
order to that effect. But the legislation failed because of the disagreements 
between Senate and Congress over the conforming loan limits, an affordable 
housing fund and the appointment of public interest directors at the FLHBs. 
The failure was aided and assisted by Fannie Mae’s expenditure of $10.48m 
to block the bill, according to the  Washington Post  (14/12/06). 

    More congressional efforts to regulate the GSEs effectively 

  Proposed legislation in 2007 

 The process of legislating for regulatory reform of the GSEs had to begin 
again in the new session of Congress (110 th ). Chairman Barney Frank 
announced that a large measure of agreement had been reached with the 
Treasury concerning the contents of the Federal Housing Finance Reform 
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Bill (H.R. 1427) in January, 2007 and predicted that it would be passed by 
the House of Representatives in time for the Easter recess at the beginning of 
April. The bill was similar to that passed in the last Congress, except for the 
improvements worked out with Treasury offi cials towards the end of 2006. 
Other issues, which were of concern to the Treasury, remained, such as a 
provision to raise the affordable loan limits to $625,000, allowing Fannie Mae 
and Freddie Mac to purchase loans in the high-cost market, a controversial 
measure. The banking industry strongly opposed this on the groumds that 
the private sector was already providing suffi cient funding for the “jumbo” 
mortgage market. It was a move which would take them well away from the 
mission of affordable housing for low- to moderate-income families. The bill 
also contained provisions for establishing the affordable housing fund, which 
the Chairman of the Senate Banking Committee rejected. 

 Discussions continued with the Treasury and between Congress and the 
Senate throughout February. The original concern with “safety and soundness” 
and the need to limit the size of the GSEs’ portfolios seemed to have been 
pushed into the background by loan limits and the affordable housing fund. 
Chairman Bernanke put this concern back on the agenda in February, when 
he gave his semi-annual monetary policy report before the Senate Banking 
and House Financial Services Committee. He suggested that controlling the 
size of the GSEs’ portfolios might be to link them with the affordable housing 
goals: “That would be a direct way to create some limits on the GSEs’ rapid 
expansion, while still having a direct impact on affordable housing … We need 
to fi nd some way that we can limit the growth of their portfolios.” 39  

 A few weeks later, Chairman Bernanke set out the reforms the Federal 
Reserve wished to see in the legislation under consideration. The Bank was 
concerned about systemic risk, given its responsibility for fi nancial and 
economic stability, and once again emphasized the benefi t of the implicit 
guarantee, which allows the GSEs to borrow in the open capital market at 
interest rates only slightly above that paid by the US Treasury and then to 
purchase assets, especially MBSs, that pay returns considerably better than 
the Treasury rate; the GSEs can enjoy profi ts “of an effectively unlimited 
scale.” 40  Clearly the GSEs had no incentive to reduce their portfolios and, as 
a shareholder-owned company, had every incentive to maximize profi ts. The 
research conducted at the Federal Reserve Board and elsewhere “found that 
the GSE portfolios appear to have no material effect on the cost or availability 
of residential mortgages. At the margin, the GSEs fi nance their purchases of 
MBSs by issuing equal amounts of debt, and thus the net supply to the market 
of housing-related debt is unchanged by GSE purchases. Thus, standard 
economic reasoning does not predict large effects from these purchases on 
the mortgage market. Indeed contrary to what would be expected if the GSEs 
lowered the funding costs of mortgages, over the past decade or so the spread 
between yields on 30-year fi xed mortgages and Treasuries of similar duration 
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has tended to rise in periods in which the GSEs have increased the share of 
single-family residential mortgages held in their portfolios. and to fall when 
the GSE share has fallen.” 41  

 Despite such research showing the irrelevance of the GSEs, Bernanke 
acknowledged the received “wisdom” that the GSEs did have a role in providing 
liquidity and aiding low- to moderate-income families in order to press for 
essential reforms. However, the situation was obviously causing concern, as 
by March 2007 the two housing GSEs had $5.2 trillion of debt and MBS 
obligations outstanding, exceeding the $4.9 trillion of publicly held debt; they 
were also among the most active users of derivative instruments. Bernanke 
also pointed out that given their advantages, it was not possible for other 
companies to compete with them, so only regulation and not market discipline 
could hold them in check. In addition, the capital requirements for Fannie Mae 
and Freddie Mac were lower than those of banks at only 3.5% of assets. 

 The Federal Reserve fi rst set out the three requirements in 2004 for 
effective regulation of the GSEs. The requirements remained the same in 2007. 
They were: 

    1.  The GSE regulator should have the broad authority necessary to set 
and adjust the GSEs’ capital requirements, in line with the risks the 
GSEs posed. 

    2.  (Perhaps the most prescient.) The GSEs should be subject to a clear 
and credible receivership process, a process that would establish that 
both the shareholders and the debt holders of a failed GSE would suffer 
fi nancial losses, as well as a method for resolving a GSE once it is placed 
in receivership. 

    3.  The GSEs’ portfolios should be anchored fi rmly to a well-understood 
public purpose approved by Congress. 

   In March, the Chairman of the Housing Financial Services Committee 
Barney Frank introduced the Federal Housing Finance Reform Bill (H.R. 1427). 
The Treasury reiterated its concerns about increasing the conforming loan 
level limits in the high-cost markets and the affordable housing fund, but 
would not oppose the latter, provided the fund would not be controlled by 
the GSEs themselves, that is, was capped and limited by a sunset provision. 
The key provisions, as worked out between the Treasury and Congress, 
included funding the new agency through assessments on the GSEs without 
regard to the appropriations process; a risk-based capital requirement that 
is more fl exible than the current unworkable statutory scheme which binds 
the OFHEO. The new regulator would have the authority to raise minimum 
and critical capital levels; make temporary minimum capital increases for a 
regulated entity, and establish additional capital and reserve requirements for 
a particular program or activity. 
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 The new regulator was instructed to establish standards by which the 
portfolio holdings of the regulated entities or their rate of growth will be 
deemed to be consistent with their mission and the safety and soundness of their 
operations. The Treasury had also wanted mandatory receivership, making it 
obligatory for the regulator to appoint a receiver if: 

     (a)   the assets of the regulated entity are, and during the preceding 30 
calendar days have been, less than the obligations of the regulated 
entity to its creditors and others; or 

     (b)   the regulated entity is not, and during the preceding calendar 30 days 
has not been, generally paying the debts of the regulated entity … as 
such debts become due. 

   The compromise bill did not quite fulfi l the Treasury requirements, as it 
retains mandatory conservatorship authority in certain circumstances but 
allowed the new regulator to establish a conservatorship or receivership, at 
his or her discretion, as appropriate, to reorganize, rehabilitate, or wind up the 
affairs of a critically undercapitalized entity. However, both the Treasury and 
the Acting Director of OFHEO were prepared to support the bill, which was 
also welcomed by Senate Banking Committee Chairman, Christopher Dodd, 
in a statement issued on March 7, 2007: “In my view, there is broad agreement 
that we should create a new regulator to oversee Fannie Mae, Freddie Mac, and 
the Federal Home Loan Banks. The new regulator … must have certain core 
powers. These powers include: the ability to set both minimum and risk-based 
capital levels for the Enterprises; enhanced enforcement and prompt correction 
powers; the authority to set and enforce prudential management and internal 
control standards; the ability to put a GSE into receivership; and authority 
over both safety and soundness and mission.” 42  He confi rmed that the Senate 
would begin its consideration in the autumn. A regulatory reform bill was in 
fact introduced by Senators Hagel, Sununu, Dole and Martinez in April. 

 The House of Representatives passed the Federal Housing Reform Act 
(H.R. 1427) in June. Senate did not pass any legislation designed to regulate the 
GSEs in 2007, so the Treasury and the Federal Reserve did not get the powers 
they considered necessary; instead, external events dominated the rest of the 
year in the aftermath of the collapse of two Bear Stearns hedge funds. The 
fi rst sign of trouble came with Bear Stearns’ decision to commit up to $3.2bn 
to one of two of its hedge funds on June 27, 2007. They had invested heavily 
in collateralized debt obligations in highly leveraged funds with insuffi cient 
insurance in the form of credit swaps, not having seen the extreme deterioration 
in the subprime market. The decision to inject more capital was in response to 
Merrill Lynch’s seizure of some $800m in collateral from the fund. At fi rst, 
it looked as though that decision might have stabilized the market, although 
much greater doubts were expressed regarding the even more highly leveraged 
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fund, High Grade Structured Credit Strategies Enhancement Leverage Fund, 
which had only been set up in August 2006. On July 17, Bear Stearns was 
obliged to tell investors that they had lost 90% and 95% of the face value of 
their investments in the funds: the total losses were in the order of $1.6bn. The 
focus of attention switched away from regulatory reform to the subprime crisis 
and protecting or helping subprime borrowers throughout the rest of 2007. 

   It was not until 2008 that a bill was passed, but it was too late 

 The lack of proper powers and a new regulator left James Lockhart seeking 
to manage the OFHEO with “one or two hands tied behind [his] back,” as 
further troubles hit the GSEs in early 2008. Senate inaction continued, partly 
due to Senator Dodd’s absence as he made an unsuccessful bid for selection 
as the Democrat Party’s presidential candidate. That was not the only reason: 
disagreements remained over the extent of the powers to impose new capital 
requirements and the Affordable Housing Fund. Both Barney Frank and 
President Bush called for Senate to pass the necessary legislation for a new 
powerful regulator, but the moment had passed. 

 By March, the need for regulatory reform had turned into a wider debate 
on the subprime mortgage crisis. By July, it became clear that the GSEs were 
grossly undercapitalized and technically insolvent, and may even require a 
government bail-out. Their share prices had been falling during the week 
beginning July 7, but the bail-out itself was, some would claim, caused by 
remarks made by William Poole during an interview with Bloomberg News 
on July 10, in which he said that “Congress ought to recognise that these 
fi rms are insolvent, that it is allowing them to continue to exist as bastions 
of privilege, fi nanced by the taxpayer.” This was by no means the fi rst time 
that the former President of the Federal Reserve Bank of St Louis had raised 
fundamental questions about Fannie Mae and Freddie Mac, with the Bank’s 
most recent article noting that “their capital position is thin relative to the risks 
they assume.” 43  Other analysts pointed out the weakness, if not insolvency, of 
Fannie Mae and Freddie Mac, thus triggering a sharp fall in the GSEs’ share 
prices (45% and 58% respectively). Emergency action was required. Both 
Congress and the Senate approved the Housing and Economic Recovery Act 
and it was signed into law by President Bush on July 29, 2008. 

 The Act incorporated some of the provisions for regulatory reform of the 
GSEs which had been debated in Congress and Senate over the years; it took 
the near collapse of the GSEs and the rapid decline in the housing market for 
them to act. The Act does not, however, bring about all the reforms for which 
many proponents of reform have long argued. A new regulator, the Federal 
Housing Finance Agency, was established, to be independently funded through 
the assessments of the GSEs and no longer subject to Budget appropriations. 
The legislation also alters the housing mission to meet new goals established by 
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the regulator for single- and multi-family home purchasers in low- or very low-
income areas and other underserved areas. The portfolio holdings of the GSEs 
would be established by the regulator in terms of safe and sound operations of 
the GSEs, and the regulator would also impose prompt corrective actions on 
the part of the GSEs when necessary. 

 Most important, the legislation gave the Treasury Secretary Henry Paulson 
the power to provide explicit government backing to Fannie Mae and Freddie 
Mac through the purchase of their debt and equity securities, if necessary, to 
stabilize the fi nancial markets, to prevent the disruption of the availability of 
mortgages in the markets, and to protect the taxpayer. These were the aims of 
the brief statement Paulson made on July 13, 2008. However, by September 7, 
2008 the situation had changed. His September statement included a reference 
to what some academics, senior federal offi cials and analysts had long observed; 
namely, that “their statutory capital requirements are thin and poorly defi ned 
as compared with other institutions,” and in view of all the circumstances, 
“conservatorship was the only form in which I would commit taxpayer money 
to the GSEs.” Paulson elaborated the plan: “the primary mission of these 
enterprises ... will be to proactively work to increase the availability of mortgage 
fi nance ... To promote stability in the secondary mortgage market and lower the 
cost of funding, the GSEs will modestly increase their MBS portfolios through 
to the end of 2009. Then, to address systemic risk, in 2010, their portfolios 
will be reduced at the rate of 10% per year, largely through natural run-off, 
eventually stabilizing at a lower, less risky size.” Further actions would be taken 
by the Treasury to ensure that each company maintained a positive net worth. 
They were able to continue channeling funds to the mortgage market, but 
with the consequence that by 2009, they owned or guaranteed all outstanding 
mortgages in the United States, and they fi nanced three-quarters of all the new 
mortgages originated that year. 

 The decision to put Fannie Mae and Freddie Mac into conservatorship did 
not take place simply because of the state of the Enterprises, the stock market 
reactions, or the decline in the US housing market. It was also made because 
the shares of both Fannie Mae and Freddie Mac, both of which at this time 
guaranteed half of the $12bn US mortgage market, had fallen by more than 
72% and 77% between the end of 2007 and August 1, 2008. 

 Creditors and investors alike reacted both by limiting the credit supply and 
selling the shares. Foreign investors, primarily the Chinese and Japanese central 
banks, but also other Asian central banks, who held 35–40% of the debt issued 
by Fannie Mae and Freddie Mac, began to sell. The market capitalization of 
Fannie Mae was $7.6bn compared with $38.9bn at the end of 2007, and of 
Freddie Mac, $3.3bn compared with $22bn at the end of 2007. 

 It is small wonder that Henry Paulson said these “actions were made necessary 
by the ambiguities of the GSE Congressional Charters, which have been perceived 
to indicate government support for agency debt and guaranteed MBSs. 
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Our nation has heeded these ambiguities for far too long, and as a result GSE 
debt and MBSs are held by central banks and investors throughout the world, 
who believe them to be virtually risk-free. Because the US government created 
these ambiguities, we have a responsibility both to avert and ultimately address 
the systemic risk now posed by the scale and breadth of the holdings of GSE 
debt and MBSs.” 44  The Bush administration accepted what the Chinese and 
Japanese governments wanted, by putting them into conservatorship, whilst 
guaranteeing full payments to bond and security holders. But this meant 
taking on as Treasury liabilities an amount equal to the sum of the entire 
federal debt of the United States. China, in fact, held up to one-fi fth of its 
currency reserves in Fannie Mae and Freddie Mac debt, which amounted to 
$447.5bn as of June 2008. Countries in Asia had stockpiled foreign exchange 
reserves since the 1997–1998 currency crisis to act as cushion against a run 
on their exchange rates. 45  

 It should come as no surprise that foreign central banks held so much of 
the GSEs’ debt, since from 1997 onwards, both Fannie Mae and Freddie Mac 
increased their efforts to sell both debt and MBSs to central banks and foreign 
institutional investors, seeking higher-yielding non-credit-sensitive assets. In 
1997, foreign buyers held about 10% of mortgage investments, and Fannie 
Mae, scanning international markets in order to fi nd investors for its MBSs, was 
also seeking to fi nd investors for its debt. A year later, Freddie Mac planned to 
launch a Five Year Bond, comparable with Fannie Mae’s “Benchmark Notes” 
of which $4bn were issued in January 1998, with Freddie Mac following with 
a $1bn issue of what came to be called its “Reference Notes”. 

 Fannie Mae and Freddie Mac were committed to offering large bullet issues 
across maturities to improve market liquidity. The FHLBanks, on the other 
hand, did not commit to a regular issue schedule, instead offering larger issues 
through the Global Note program but retaining more discretion in the timing 
and size of their Global Bullet debt. The Offi ce of Finance, their fi scal agent, 
sought to manage the debt program, using their funds to make “advances” to 
their members as well as purchasing mortgage-related assets in the secondary 
market. The market for GSE debt (including the FHLBanks) grew rapidly from 
the late 1990s to $2.6 trillion in 2003, almost 84% of the Treasury market at 
that time. 

 This was not only due to the GSEs’ extensive marketing efforts, but also 
because the housing market continued to expand with an increase in mortgage 
debt outstanding from $3.9 trillion to $5.6 trillion, a 44% increase. Residential 
mortgage debt outstanding reached $10.5 trillion in mid-2006. The growth 
in debt issuance slowed down in 2003 and 2004, owing to the accounting 
problems at Freddie Mac and then Fannie Mae, although the FHLB System 
continued to grow despite problems at some of the member banks. However, 
growth resumed in 2006 and 2007, so that by the end of 2007, non-US investors 
held $1.47 trillion of $7.397 trillion, of which over 40% was held by foreign 
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central banks. Other large investors were US commercial banks ($929bn), life 
insurance companies ($388bn), state and local government retirement funds 
($317bn), mutual funds ($566bn), asset-backed securities issuers ($378bn) 
and the GSEs themselves ($710bn). Of these, the US government was more 
concerned about foreign investors, and the central banks in particular. 46  This 
was just the systemic risk about which Chairman Bernanke expressed such 
deep concern, and about which Congress and the Senate refused to take the 
appropriate action, allowing Fannie Mae and Freddie Mac in particular to 
persuade them that the risk was non-existent. Indeed, Richard Syron had 
dismissed it as a “side-show.” 

 At every turn, those who were responsible and in a position to act, failed to 
take the appropriate actions. Both Alan Greenspan and Ben Bernanke warned 
the Administration of the risks building up in the GSEs. The Treasury failed to 
oversee the GSEs’ debt issuance program for too long, even though its powers 
were limited. The GSEs were issuing debt which, despite the disavowals of the 
government guarantee, was often greater than the government’s own, a fact 
which should have caused disquiet. No doubt for successive Administrations, 
the fact that such huge amounts of debt were “off-balance sheet” meant that 
they could pretend it was not there; but then “as everyone should have learnt 
by now ... keeping liabilities off-balance sheet does not make them any smaller 
or less real.” 47     
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     7 

The Dominance of the GSEs 

 As has been discussed in previous chapters, there are several reasons 
for the dominance of the GSEs in the mortgage market, including the 

advantages of the hybrid structure, the subsidies, and the inability of HUD 
or Congress to restrain their freedom in building up their portfolios, in spite 
of the risks to the fi nancial system for which the US is paying bitterly, will 
be examined. These include the GSEs’ use of their automated underwriting 
system to dominate the market, and the refusal to allow Congress to impede 
their progress by making higher capital demands or removing any other 
benefi ts. 

  The GSEs’ automated underwriting (AU) systems 

  Fannie and Freddie: First in the market 

 It may seem odd to describe the introduction of automated underwriting as a 
reason for the GSEs’ domination of the market, but so it was. This was partly 
because they were early introducers, and used that pole position to hold sway 
over lenders. James Johnson, then Chairman and CEO of Fannie Mae, invested 
some $7bn in technology and in underwriting experiments between 1994 and 
1997; the automated system was introduced in 1995, and was continually 
refi ned and updated thereafter. 

 The GSEs were able to make use of statistical credit scoring models which had 
been developed in the 1970s and 1980s, making it possible to price disparate 
credit risks. Fair Isaac acknowledged that the information they received from 
credit repositories was defi cient in some respects and called for better reporting. 
Since then their models have been adapted to handle confl icting and duplicate 
information, and to avoid relying on data they know to be unreliable; 1  despite 
data inaccuracies and incomplete reporting, credit scores are highly predictive 
of loan performance. The models were incorporated into the GSEs’ automated 
systems. Then, with the introduction of statistical modeling techniques and 
automated underwriting, analysts concluded that these new techniques would 
enable them to be able to assess the risk of lending with far greater accuracy 
than manual underwriting. 
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   Developing and using the automated underwriting systems 

 Freddie Mac describes automated underwriting as a technology-based tool that 
combines historical loan performance, statistical models and mortgage lending 
factors to determine whether a loan can be sold into the secondary market. 
Mortgage originators use the system to determine the terms on which the loan 
could be sold into the secondary market; evaluate the credit, collateral and 
capacity of borrowers to make their monthly mortgage payments; and identify 
the appropriate type of loan for the borrower. Freddie’s website emphasizes 
the importance of the three Cs; it also provides specifi c examples of families 
who have been helped by automated underwriting, dispelling the myth that 
low-income families cannot get a conventional loan; that borrowers need 
almost perfect credit to qualify for a loan; and that a down payment of 20% is 
required to buy a home. Freddie Mac’s system was known as Loan Protector 
(LP) and Fannie Mae’s as Desktop Underwriter (DU). 2  

 The system evaluates the likelihood that the borrower will repay the loan, 
based on data summarizing how borrowers with similar loan, property and 
credit characteristics have repaid their loans in the past, using statistically based 
predictive models that correlate the underwriting data to credit performance. 
These models assign a loan to a risk category based on an estimate of the 
borrower’s likelihood of default. The loan risk categories and the appraisal 
produced by the AU system form the basis for the lender’s underwriting 
decision. The main three categories are: 

 ●    An Accept (LP) or Approve (DU) designation denotes the lowest level 
of risk and indicates that the GSE in question is willing to purchase the 
loan with minimal documentation. 

 ●    A Refer (LP and DU) designation indicates that the loan application 
needs to be referred to one of the lender’s underwriters for review. 
Based on additional information, the loan may still be acceptable to the 
agencies. This category was removed from LP in November 1998. 

 ●    A Caution (LP) or Refer with Caution (DU) designation indicates 
that the application represents substantial risk and extenuating 
circumstances would have to be present for the loan to be acceptable 
for the agencies. 

 ●    For certain loans, the statistical property appraisal generated by the AU 
systems can be used in conjunction with an exterior property inspection 
in lieu of a full appraisal. This streamlined approval process can save 
from 50–70% of the costs associated with a standard appraisal. 

   The growth in the use of the GSEs’ system was very rapid even in the early 
years; for example, as at the end of 1997, 51% of all lenders closing loans 
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used it, and amongst lenders originating more than $1bn, 41% used LP and 
32% used DU. Quite apart from increasing usage of the system by lenders, it 
was also expanded by the GSEs, when they released Internet versions of the 
automated systems in 2001. Freddie Mac estimated that over 10,000 brokers 
and 300 wholesalers had access to their system alone; by 2003 Freddie Mac 
was processing 40,000 loan applications a day and expected to reach 10 million 
by the end of the year. Fannie was much more reticent about the number of 
loans, but the total value of loans purchased reached over $1.3bn in the same 
year. 3  Freddie Mac was probably anxious to publicize the number of loans it 
processed, since it continually competed with Fannie, the much larger Enterprise. 

   Flexible standards 

 Right from the start, the underwriting criteria used in the automated system were 
fl exible. In 1999, Franklin Raines announced a pilot project involving 24 banks 
in 15 markets to encourage banks to extend home mortgages to individuals 
whose credit was generally not good enough to qualify for conventional loans. 
This would be rolled-out nationwide in 2000. “Fannie Mae has expanded home 
ownership for millions of families in the 1990s 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 
signifi cantly higher mortgage rates in the so-called subprime market.” 4  

 Fannie and Freddie certainly offered 100% mortgages (Flex100 Home 
Purchase Loan, and Flex 97, which required a 3% down payment). Freddie 
Mac offered similar products, such as Homes Possible 100 and Homes Possible 
Neighborhood Solutions. My Community Mortgage offered relaxed credit and 
debt-to-income ratios, provided that the borrower came up with $500 to pay 
certain costs, e.g. towards the closing costs. In 2000, Franklin Raines urged 
the housing industry to work together to advocate a Mortgage Consumer 
Bill of Rights. “The housing industry during the 1990s … broke down the 
toughest barriers to equality in home ownership, including income, fi nance, 
credit, information and even discrimination.” Fannie’s strategy is to offer 
mortgage products that allow lenders to qualify more home buyers for low-
cost conventional fi nancing. In 1999, it rolled out its Timely Payments Rewards 
Mortgage, which allows families with slightly impaired credit to qualify for 
a mortgage that was about 2% below the subprime rate; after 24 months of 
consecutive payments on time, the rate drops another 1%. 5  There were frequent 
announcements on new products throughout the years up to 2008, showing 
that the underwriting standards were certainly not meeting the usual demands 
of the three Cs. In June 2006, HUD published its review of underwriting 
guidelines to identify potential barriers to Hispanic home ownership: often 
large, poor families, including undocumented illegals, unlikely to be in regular 
employment. The report is interesting in that, perhaps inadvertently, it shows 
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the weakness of underwriting requirements. The only barriers it could still fi nd 
were the lack of acceptability of cash income; the requirement that borrowers 
be legal residents of the USA; and the requirement for homebuyer education 
and counseling, which might be diffi cult if there were insuffi cient Spanish 
courses available. 6  

 Automated underwriting was often praised by those whose major interest 
in the late 1990s and early 2000s lay in the extension of lending to minorities 
and low- to moderate-income borrowers. Improved risk assessments, in their 
view, reduced the variance in the default equation, allowing managers to accept 
a higher level of risk. Underserved populations, in particular, benefi tted from 
Loan Prospector’s increased ability to distinguish between a wide range of credit 
risks, and “increased accuracy has led to the development of new mortgage 
products which would have been deemed too risky even just a few years ago. 
Freddie Mac now uses Loan Prospector to approve higher-risk mortgages, such 
as zero-money-down loans, Alt A loans, which tend to have non-traditional 
documentation, and A-minus loans, which pose a signifi cantly higher risk of 
default. Accurate risk measurement is working in borrowers’ favor, not against.” 7  
It was widely accepted that the fl exibility of AU facilitated a growing diversity 
of mortgage products, those featuring low or no down-payment requirements, 
higher debt-to-income ration, reduced cash reserve requirements, fl exible 
employment standards and reduced mortgage insurance. According to Harvard’s 
Joint Center, the development of loan products such as these have enabled the 
more cash-strapped borrowers at the margin to qualify for mortgage loans.” 8  

 Given the advantages of such systems, the GSEs used their early entrance to 
secure certain benefi ts. Even by 2005, most of the loans purchased by the GSEs 
used the LP or DU systems, not because other major lenders had not developed 
their own or were not in a position to do so, but because it was not in anyone’s 
interests to develop another independent system. The GSEs provided various 
incentives to encourage the use of their systems, such as better guarantee fees 
(and higher fees for those who did not use DU or LP), and greater legal waivers 
to prevent possible loan buy-back requirements against the lender. In the last 
analysis, the GSEs did not approve any other automated underwriting system. 
Despite claims about reduction in costs, there were costs involved in using 
the system, such as user training, costs of supporting the interface between a 
lender’s own computer systems and DU and LP, and, for third-party vendors, 
the fees paid to the GSEs for delivering their products through the systems. 

 The sale of third-party products through the system was introduced by the 
GSEs with Fannie Mae’s announcement in 2001 that access to its DU system 
would only be possible through MornetPlus 2000, a proprietary Fannie Mae 
on-line system that links lenders, realtors and others with providers of services 
such as appraisals, credit reports and title insurance. 

 The AU systems are proprietary systems, so that it is not possible to know 
what the underwriting criteria are; nor is it possible therefore for a lender to 
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know whether or not a loan was going to be accepted (for purchase by the 
GSEs) until the fee was paid and the loan had been put through the system. The 
GSEs do not reject all the mortgages which have not been approved by their 
systems, but they then place more stringent requirements on the lender, who is 
obliged as a result to carry a greater part of the risk. In certain circumstances, 
the lender may have to repurchase the loan from the GSEs if the borrower 
defaults and the loan was not put through their system. 

   Using automated underwriting as an inducement 

 However, as Peter Wallison notes, the “strongest inducement to use the GSEs’ AU 
systems is that fact that it is the most effective way of ensuring that a mortgage 
loan will be purchased by one of the GSEs, thus reducing the lender’s cost or 
risk of carrying the loan … and, since the GSEs are … the sole economically 
feasible purchasers of most of the vast majority of all residential loans made in 
the United States, lenders that use the GSEs’ AU systems gain considerable cost 
advantages over lenders that do not.” 9  By February 1999, the GSEs’ combined 
market share in the use of LP and DU by lenders was 95%. Wallison argued 
that in comparison with the Court of Appeals decision concerning Microsoft as 
an attempt to monopolising a trade, so a case could be made that Fannie and 
Freddie were monopolising the automated underwriting market under anti-trust 
legislation. Many disagreed with Peter Wallison’s analysis, and a case was never 
brought to the courts. 

 The GSEs extended and confi rmed the use of their automated systems by 
engaging with various lenders. These partnership deals varied considerably 
between banks and in the aims and objectives, and were most frequent in the 
late 1990s and early years of the following decade. A range of examples follows, 
which, if nothing else, show that Fannie Mae and Freddie Mac searched for 
every possible opportunity to expand the business. 

     (1)   Fannie Mae teamed up with the Union Bank of California and the 
Consumer Credit Counseling Service in Santa Clara County and Los 
Angeles to offer $6.5m in loans to consumers with impaired credit 
histories, but only to those who had actively participated in the local 
debt-management and counseling programs and had “graduated” 
from them within the past year. The funds were issued by Union Bank 
and underwritten by Fannie Mae. Similar schemes were established in 
13 other cities. 

     (2)   In February 1998 both Fannie Mae and Freddie Mac were seeking 
to make their underwriting systems available directly to consumers. 
Fannie Mae teamed up with Finet Holdings Corp., a multi-lender 
website where consumers could send a loan application which was 
then processed by Fannie Mae’s DU, before the consumer selected 
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a lender from a panel of about 40 lenders chosen by Finet and 
participating in their program. The lenders paid the cost of running the 
application through the DU system, and Finet absorbs the cost if the 
loan is not fi nalized. The system puts in a merged credit report and a 
borrower pays a $39 fee online for up to three attempts. Freddie Mac 
was in the process of a somewhat similar project, using LP and linking 
borrowers up with its Goldworks subscribers, its lenders’ network. 

     (3)   In May 1998, Fannie Mae announced a new low down-payment 
product called the Flexible 97 Mortgage, offering a conventional 
fi xed-rate 30-year mortgage with a 3% down payment, where the 
latter could come from a gift, an unsecured loan from the family, a 
grant from an employer, a non-profi t or a government agency. Other 
features included the ability to pay the future mortgage on the basis of 
income received but no minimum credit score. The new product was 
sold through the network of 500 lenders using DU together with two 
mortgage insurance companies (Mortgage Guaranty Insurance and 
Commonwealth Mortgage Insurance). 

     (4)   In July 1998, the  Milwaukee Business Journal  reported that lenders 
were increasing their use of the automated underwriting systems, 
partly because of effi ciency and also because of the fee reductions on 
offer once they entered into a deal. These included St Francis Capital 
Core and several other similar banks, as the DU told them whether 
or not the GSE would buy the loan: as the Journal reported, “this 
in effect tells the bank whether to approve the loan.” The costs were 
reduced from $60–70 for every loan processed to an undisclosed sum, 
but less than $60. Another bank, M&I Mortgage Corp., decided to 
use Freddie Mac’s LP system which meshed with their own software. 10  

     (5)   Freddie Mac announced a partnership with Wendover Financial 
Services in February 2001, which allowed its licensed real estate 
brokers to offer customers mortgage applications, customized pricing 
and loan approvals using LP. At the same time, LoanTrader.com, which 
was a transactional marketplace for subprime lenders and brokers, 
was integrated with LP on the Internet, thus enabling automated 
underwriting decisions for LoanTrader’s brokers and lenders. Fannie 
Mae simultaneously announced a partnership agreement with 
America’s Community Bankers. 

     (6)   Perhaps one of the most important deals Fannie Mae ever made was 
with Countrywide, given the size and importance of its operations 
in the mortgage market. Although Countrywide was acquired by 
the Bank of America in January 2008, at the time this would have 
appeared to be an excellent partnership, giving access as it did 
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to Countrywide’s mortgages to brokers on Fannie and Freddie’s 
automated systems. Countrywide mortgages became available on 
Fannie Mae’s Desktop Originator on the Web and Freddie Mac’s Loan 
Prospector on the Internet. 11  

   This is just a small sample of the various partnerships, relationships and 
often complex deals that both Fannie Mae and Freddie Mac entered into over 
the years, especially up to 2003 and 2004, when the accounting problems came 
to light. The deals helped to ensure that there was little criticism of the GSEs’ 
dominance in the marketplace, but did not succeed in silencing all the critics: 
for example, John Taylor, President and CEO of the National Community of 
Reinvestment Coalitions, stated that the GSEs’ regulators “should encourage a 
wide diversity of credit scoring systems, competing with each other in developing 
sound and fl exible underwriting criteria. This will open more doors to home 
ownership for minorities and low- to moderate-income borrowers. In addition, 
the regulatory oversight agency should continue conducting fair lending testing 
of the GSE underwriting systems, as HUD has just started doing.” 12  

 With a rather different emphasis, the former Treasury Under-Secretary 
Gary Geinster stated, “To the extent that the GSEs now fi nance a signifi cant 
portion of their sector of the mortgage market, the willingness of the GSEs 
to purchase a mortgage has become a far more signifi cant factor in deciding 
whether to originate that mortgage. The GSEs automated underwriting systems 
are increasingly becoming the means by which originators decide to lend. 
This technology will make the process more effi cient. In the long run, 
however, this trend may result in less diversity in credit decisions and less 
price competition.” 13  Geinster’s conjectures were probably correct, but with 
so many deals and the near-certainty of selling-on the loans to the GSEs, to 
many, the lack of competition no doubt seemed less important as time went on. 
The concern which did linger was that the AU systems discriminated against 
minorities, primarily due to the credit scoring codes, though it appears that 
other AU systems in use at the time did not lead to quite as high a rejection rate 
as other automated systems in 1999. These and other complaints led HUD to 
conduct a fair lending review, which took over two years to complete. In those 
early days of the use of such systems, and in the context of the prevailing view 
that it was vital to extend home ownership to minorities, the emphasis was on 
fair lending rather than the quality of the mortgages. 

   Automated underwriting fails to measure default risk 

 This emphasis on fair lending meant that the data issues, which would turn out 
to be just as signifi cant for minorities with mortgages as for all others, were 
overlooked. In February 2001, Fannie Mae revealed the contents of the “black 
box,” that is, the range of factors taken into account when giving loan approval. 
Much as expected, these were borrower characteristics, including, for example, 
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equity, taking appraisal or sales value into account; credit history (FICO scores); 
debt-to-income ratio; and the borrower’s work status (salaried or self-employed). 
To these factors was added information about the type of loan and the type of 
property, and information about any previous defaults or foreclosures. 

 These are all entirely reasonable factors, but what is missing here are any 
historical data concerning what would happen to mortgages of a particular 
type in an economic downturn or in a period of falling house prices. Where 
such data are incorporated into a computerized model, they tend to be of short 
duration. The model does not take account of any other external risks, such 
as changes in interest rates, unemployment or lack of stability in employment 
even where the work status is salaried. Nor is the basis of borrower default 
predictions explained in this revelation. 

 All of this depends on the assumption that the full contents of the “black 
box” have been revealed, and that it is clear what importance was given to 
each of the factors over time. For example, the acceptability of the source 
of the down payment changed over time, and automated appraisals of the 
value of the property were introduced, based on local house-price data, with 
some kind of external evaluation of the property that allowed what were 
called “drive by” appraisals rather than a true inspection. Such appraisals may 
only have verifi ed the existence of the property at the purported address, and 
perhaps, say, the presence of a roof, but did little to prevent infl ated appraisals, 
which was another contributory factor to the collapse of the mortgage market. 
The down payment was considered to be merely an impediment to lending, 
rather than providing some kind of reassurance that the borrower intended to 
pay the mortgage. Debt-to-income ratio is correctly included, but the means of 
verifying income cannot be carried out through this kind of system. 

 Over time (as can be seen from some of the above partnerships and deals), 
LP and DU allowed for the shift of the underwriting decision from the GSEs 
to the lenders, and then to the brokers and fi nally to the borrower. The GSEs 
would, of course, claim that this was not the case, because use of the system 
determined the acceptance or rejection of the loan application. But the whole 
development and use of the AU reduced human input and control and, as time 
went on, allowed others to “game the system.” 

 The use of DU and LP and the elements in the model apparently led the 
GSEs and the regulators to believe that loan acceptance depended on the 
assessments provided by the system, whereas in fact the quality and accuracy 
of the data submitted was the key. This is not necessarily to imply that the data 
was submitted fraudulently; only that those using it needed to ensure that all 
the data given was properly validated or understood instead of being based on 
a cursory review of documents provided. Under the system, lenders could assess 
a borrower’s creditworthiness based on “a verbal verifi cation of employment” 
which was “the only required income verifi cation for borrowers with low-risk 
profi les.” Fannie Mae insisted that, “We’ve researched this very carefully, and 
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we know that people who have certain risk profi les … in a very high percentage 
of the time, simply do not take on fi nancial obligations that they cannot 
handle.” 14  Reliable third-party data bases should have been used, rather than 
depending on borrower-supplied data: two years’ of tax returns, paychecks 
and a written verifi cation of earnings from the borrower’s employer were the 
typical requirements. Other problems in the data were set aside, such as proper 
appraisals (diffi cult to fi nd, admittedly, in the US in the 1990s and until the rules 
were changed in 2008). In addition to data issues, the GSEs frequently changed 
the signifi cance and weight to be attached to the various factors listed above: for 
example, accepting loan applications with low and borrowed down payments. 
Fannie and Freddie frequently changed the system as they sought to develop 
“new” products in their quest for ever-greater market dominance. 

 “Fannie Mae had constructed a vast network of computer programs and 
mathematical formulae that analysed millions of daily transactions and ranked 
borrowers according to their risk. Those computer programs seemingly turned 
Fannie into a divining rod, capable of separating pools of similar-seeming 
borrowers into safe and risky bets. The riskier the loan, the more Fannie charged 
to handle it. In theory, those high fees would offset any losses.” DP did not and 
probably could not achieve that, but it is not possible to tell, as the details of the 
models were never revealed and the extent to which programs were modifi ed and 
adapted to meet specifi c requirements, perhaps of partners such as Countrywide, 
were never disclosed. One take on the system was provided by Marc Gott, a 
former director in Fannie’s Loan Servicing Department, who said, “We really 
did not know what we were buying. This system was designed for plain vanilla 
loans, and we were trying to push chocolate sundaes through the gears.” 15  

   HUD’s demand for full loan level data 

 Once again, issues regarding data are vitally important. Checking the automated 
underwriting applications against the original fi les would clearly be a major 
undertaking. Even carrying out meaningful spot checks, given the annual 
volume of applications (running into millions) would be demanding in terms 
of human and fi nancial resources, even if the GSEs were seriously prepared to 
provide them. As indicated in Chapter 5, as part of its proposals for new housing 
goals for Fannie Mae and Freddie Mac HUD included a Notice of Proposed 
Information Collection for the GSEs, which covered both the Public Use Data 
Base and Public Information (which was shelved) together with changes in data 
reporting, designed to assist with the prevention of predatory loans, defi ned as 
high-cost loans. The combined report from HUD and the Treasury contained a 
recommendation that Fannie Mae and Freddie Mac should provide data about 
the loans accepted through DU and LP: the APR and the cost of credit, together 
with the borrower’s debt-to-income ratio. The recommendation was resisted both 
by the GSEs and by the industry, on the grounds that the detailed requirements 
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had not been spelt out (apart from the possible rules which would be drawn up 
by the Federal Reserve and would apply to HMDA data as well). The comment 
period ended on January 8, 2001 and the joint letter from the trade associations 
was published on January 5, asking for HUD to withdraw the Notice. The 
American Bankers Association, America’s Community Bankers, the Independent 
Community Bankers of America and the Mortgage Bankers’ Association all 
wanted HUD to withdraw it, as “interested parties because Fannie Mae and 
Freddie Mac will look to their customers, primary market lenders, to supply 
them with additional data necessary to meet their reporting requirements.” 
They added that “Due process and fundamental fairness require that those who 
will bear the burden be notifi ed specifi cally of what that burden will be and be 
given a reasonable opportunity to assess the implications of the proposal and 
comment on its reasonableness, particularly in the light of the potential burden 
of dual reporting regimes for a single objective … We [therefore] strongly 
urge that, at a minimum, the proposal be withdrawn at this time and published 
in the  Federal Register  with a list of all the date elements to be collected.” 16  
The then Assistant Secretary, William Apgar, stated that HUD was aware of 
the extra burdens to be taken into account if new loan data elements were to 
be included in the reporting requirements, and if they could not be handled by 
existing systems then HUD would build in a transition period for them. In the 
event, the whole issue was postponed. 

 The issue is an interesting one. Reporting requirements do, of course, impose 
costs on companies and may require transitional periods for systems adjustments. 
But the resistance on the part of the industry does raise questions about their 
own control of mortgage credit. In order to assess the credit risks they had taken 
on in granting mortgages, assuming it was their policy to grant loans where, 
for example, the borrower’s debt-to-income ratio and other features of the loan 
carried higher risks, then the banks would surely have such data available. There 
may, of course, be less concern about carrying credit risk, since the agreements 
to use DU and LP carried with them the near-certainty that the loans would 
be purchased by Fannie Mae and Freddie Mac. They create mortgage backed 
securities, the holders of which get the (passed-through) interest and principal 
payments of the mortgage borrowers, less a “guarantee fee” charged by the 
GSEs. The guarantees of the GSEs protect the MBS holders against losses due to 
“credit risk” (the possibility of default). The mortgage originators can sell their 
swapped MBSs into the secondary market for these securities, or hold them as 
relatively liquid assets in their portfolios. 

 Clearly Fannie Mae and Freddie Mac charged different levels of guarantee 
fees according to the degree of risk involved. To take one such example, Fannie 
Mae announced new “eligibility standards” for “refi nance mortgages” on 
September 23, 2002, with the aim of aligning their eligibility and pricing policies 
more closely with the risk profi le of the particular mortgage transaction. Their 
research indicated that “cash-out refi nance mortgages default at a higher rate 
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than other refi nance transactions, adjusting for other risk factors … We also 
confi rmed that the default rate increases as the new mortgage amount increases 
beyond the unpaid principal balance of the mortgage that was refi nanced.” 

 Fannie Mae distinguished between limited cash-out mortgages and refi nance 
mortgages, and defi ned the latter as referring to refi nance mortgages that 
involve the refi nance of subordinate liens that were not used in whole to 
purchase the subject property. “Lenders must obtain written confi rmation (and 
maintain such confi rmation in the loan fi le) that all the proceeds of the existing 
subordinate lien were used to fund part of the purchase price of the subject 
property, in order to treat the transaction as a “limited cash-out” refi nance. 
Other relevant documents, such as the contract of sale, should be obtained 
and retained for this purpose. Then the lender was responsible for ensuring 
that any application for such a loan (after February 1, 2003, and allowing time 
for systems adjustments) should be entered into the DU as the appropriate 
refi nance type. The guidance also requires lenders to ensure that the valuation 
appraisals are carefully scrutinized, as these are more likely to be inaccurate in 
cash-out refi nance transactions. Lenders were warned that cash-out refi nance 
loans would be carefully categorized according to the LTV levels; a table of 
increased loan level charges was also included. 

 With reference to the alleged diffi culties of providing information, it is 
interesting to note two important points. Fannie Mae and Freddie Mac’s 
systems had become increasingly sophisticated as they introduced new products 
or accepted the new types of mortgage which the lenders introduced to meet 
demand, or to meet the requirements for more lending to low- and moderate-
income borrowers or those in underserved areas. From the above example, it 
is quite clear that Fannie and Freddie could (in theory at least) identify the 
loans they accepted through the automated system, and that they required 
fi les to be kept of the relevant information. Since all the parties involved 
needed to know how many and what types of loans they accepted, agreed 
or bought in order to assess the credit risk involved, and, in the GSEs’ case, 
with the important element of charging differential fees, then it is diffi cult to 
see why providing HUD with the data should present such diffi culties. Fannie 
and Freddie were nonetheless reluctant to provide such information: they did 
not want the riskiness of the loans they were acquiring to become known. 
Franklin Raines, in particular, always referred to “meeting our standards,” as 
though these were the highest standards of lending. 

 “We also set conservative underwriting standards for loans we fi nance to 
ensure the homebuyers can afford their houses over the long term. We sought 
to bring the standards we apply to the prime space to the subprime market with 
our industry partners primarily to expand our services to underserved families. 
Unfortunately, Fannie Mae-quality, safe loans in the subprime market did not 
become the standard, and the lending market moved away from us. Borrowers 
were offered a range of loans that layered teaser rates, interest-only, negative 
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amortization and payment options and low-documentation requirements on 
top of fl oating-rate loans.” 17  They set out to offer “high-quality, low-cost, non-
predatory loans” to borrowers with blemished history. It is hard to reconcile 
this statement with the loans which Fannie Mae knowingly bought over the 
years, and from lenders such as Countrywide. 

    Fannie Mae, Freddie Mac and Congress 

  Making sure the 1992 Act did not impose unwelcome 
restrictions on the GSEs 

 The Federal Housing Enterprises Financial Safety and Soundness Act, 1992 
took shape over three years, during which time the GSEs worked with the 
Administration to develop the original proposal, and then with Congressional staff 
to shape the fi nal outcome. That is to say, James Johnson, then Chief Executive of 
Fannie Mae, used his powerful lobbying position to shape the GSEs as he wished. 
“Protecting the Charter had become management’s pre-eminent concern.” 18  The 
Act, as a result of a series of compromises, mostly to the benefi t of Fannie Mae, 
resulted in the creation of the Offi ce of Federal Housing Enterprise Oversight 
(OFHEO), as an offi ce within HUD, but a little separate from the department in 
that the Director was appointed by the President for a fi ve-year term. According 
to the statute, “The Director is authorized, without the review or approval of 
the Secretary, to make such determinations, take such actions, and perform such 
functions as the Director determines are necessary” to set capital standards, issue 
and enforce regulations, and examine Fannie Mae and Freddie Mac. 19  It was 
thought that this would suffi ciently separate the OFHEO from political infl uence. 

 On the other hand, the Secretary for Housing under the legislation retains the 
right of approval over any OFHEO actions not directly required by the legislation. 
OFHEO is required under the legislation to submit appropriations requests 
for Congressional approval, and must clear drafts of proposed regulations 
through the Offi ce of Management and Budget. OFHEO’s function was to 
ensure the safety and soundness of the GSEs; from the start, Fannie Mae was 
determined to ensure that it had some protection against regulatory limitations 
on its activities. The Act therefore included the requirement that OFHEO put 
all proposed regulations before Congressional oversight committees, and that 
funding for OFHEO had to go through an annual appropriations review. Some 
critics recognized at the time that this would give the GSEs “a chance to exercise 
infl uence over the regulator by lobbying the Appropriations Committees.” 20  

   Preserving benefi ts: Treasury line of credit 

 This issue arose during a hearing held by Richard Baker, Chairman of the 
Capital Markets Subcommittee on March 22, 2000. 21  It was the fi rst of a 
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series of bills that he and others introduced for better regulation of the GSEs. 
Testimony was given by Gary Gensler, Treasury Under Secretary at the time, 
in the course of which he supported the removal of the Treasury’s line of 
credit from the GSEs. This was fi rst authorized at its current level (it was 
authorized to purchase up to $2.25bn of Fannie and Freddie’s obligations) in 
1957. Mr Gensler was at pains to point out that the amount was irrelevant 
anyway, given the size of the GSEs at the end of 1999: they had grown 
in size to $1.4 trillion, and either owned or guaranteed about 63% of all 
outstanding conforming, conventional mortgages, of which the retained 
portfolio represented 26%. GSE share of the US debt markets was increasing; 
at $1.4 trillion, it was the same size as the US’s entire municipal debt, and over 
half of the $2.7 trillion privately held marketable Treasury debt. The GSEs 
also then held $1.2 trillion in GSE MBSs, which Gensler also recommended 
should be curtailed. As will be seen, it was not possible for the Administration 
or the Federal Reserve to change any of that without Congressional approval, 
which is where Fannie and Freddie were able to exercise their powers. 

 After the hearing, Gensler said in press interviews that debt issued by Fannie 
and Freddie was not guaranteed by the US government, which was hardly 
news, although many investors interpreted the line of credit and other ties to 
the government as an implicit backing by US taxpayers. Gensler’s testimony 
not only upset the markets, but created a veritable storm. It upset the bond 
markets the following day, but as John Lonski, Chief Economist at Moody’s 
Investor Services, pointed out, “Some credit market participants were lulled into 
thinking that agency papers and Treasury debt were virtually indistinguishable. 
We’ve warned investors about it for a long time. If the market is overreacting, 
then it may have more to do with its own nervous state than with Mr Gensler’s 
remarks.” 22  

 The markets calmed down pretty quickly, while volatility remained with 
Freddie and Fannie, who launched their attacks in the press with CFO Timothy 
Howard calling Gensler “irresponsible” and “inept.” Freddie’s spokeswoman 
Sharon McHale said that he had “showed utter contempt for the nation’s housing 
and mortgage markets,” and Fannie’s spokesman, David Jeffers, said that the 
“bond market’s reaction raised costs to consumers,” adding “frankly we see no 
reason why Treasury would want to give up a tool that supplies emergency 
credit at a time of crisis.” 23  

 Fannie and Freddie both apologized, but then followed this with further 
attacks. David Jeffers said that “it is unfortunate and regrettable when 
statements made by the Treasury have such an immediate and profound effect 
on American consumers … [those] attempting to purchase homes today will 
pay about a quarter point more in mortgage rates as a result of the Under 
Secretary’s comments, and that means that they will pay an extra $5,800 over 
the life of an average Fannie Mae 30-year loan. The rise in mortgage costs 
caused by the Treasury’s remarks means that about 206,000 families will be 
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disqualifi ed for home loans.” 24  This again was retracted the next day, but by 
then the damage had been done. 

 Through extensive advertising, Fannie was seen as a mortgage provider 
throughout the country (although, of course, it did not lend anyone any money). 
As Congress considered one bill after another in the years to come, Fannie and 
Freddie’s tactics were always the same: any change would increase the cost 
of mortgages. Then they would arrange for various associations, such as the 
Association of Independent Community Bankers, to write to the Congressional 
committees and organize constituents to write to their Representatives or 
Senators with the same message. Their message would also be conveyed to the 
House Financial Services Committee. The Subcommittee’s Ranking Democrat, 
Paul Kanjorski, hoped the bill (Housing Finance Regulatory Improvement Act, 
H.R. 3703) was not on a “fast track,” but then he thought that they “should not 
rush into judgment” almost until the end. Congresswoman Maxine Waters was 
concerned, as ever, that any changes should not hinder the ability of African-
American homebuyers to qualify for mortgages. She wanted Freddie Mac and 
Fannie Mae to expand and provide more mortgages to poor people, which 
remained her position until the GSEs collapsed. As for removing the Treasury 
line of credit? Nothing was done until 2008, when Fannie and Freddie needed 
far more than $2.25bn. 

   Fending off higher capital requirements 

 According to the 1992 Act, OFHEO had to develop a risk-based capital stress 
test to ensure the GSEs held enough capital to cover credit and interest rate 
risks, plus 30% for management and operational risks. The 1992 Safety and 
Soundness Act set out a number of factors which OFHEO was expected to 
take into account; the single assumption was that there would be ten years in 
which interest rates fell by 6%, while at the same time house prices would fall 
throughout the country at a rate observed in an area with at least 5% of the 
population with the highest default rates and credit losses for the GSEs for at 
least two years. During that time, the test assumed that the GSEs would not 
conduct any new business for at least two years. It was odd to set out such 
details in legislation, and even odder to regard its development as essential 
during a period in which modeling for various risks was being developed. 

 Work on the test was supposed to be completed by December 1994, but it was 
not fi nished until October 1998, when it was sent to the Offi ce of Management 
and Budget, which did not complete its review until March 1999, when it was 
sent to Congress for a 15-day review, followed by a four-month period for public 
comment. OFHEO hoped it would be fi nalized by the autumn, but that was far too 
optimistic; the fi nal rule was not published until July 19, 2001 for public comment, 
and after that, it was published in the Federal Register on September 13, over 
100 pages of it including OFHEO’s responses to comments. 25  
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   A brief summary 

 The housing GSEs are required to hold capital equal to the minimum requirement 
or the risk-based capital requirement, whichever is the larger. The former is 
defi ned as 2.5% of a GSE’s assets plus 0.45% of the outstanding MBSs that it 
guarantees. As at the end of 2002, with the then volume of outstanding MBSs, 
the minimum capital requirement was about 3% of assets for both Fannie and 
Freddie. 

 The risk-based capital requirement (RBC) is defi ned as the level of capital 
necessary for a GSE to absorb all losses and survive a ten-year stress period 
that begins with a sharp upward or downward movement in interest rates and 
the onset of a sustained decline in house prices. To estimate the GSEs’ losses 
during that period, OFHEO used a computer model, or stress test. OFHEO then 
had to estimate the effects of upward and downward movements in interest 
rates to determine which is worse for the GSEs, and to use that shock in the 
stress test. In addition, house prices are assumed to decline by 11% during the 
stress period and then to recover to the initial level of the previous fi ve years. 
Then, OFHEO estimated how those changes in interest rates and increases in 
credit losses, because of defaults, would affect the GSEs’ earnings, in order 
to calculate the risk-based capital requirement. The amount of capital was 
then raised by 30% to account for unmeasured management and operations 
risk. “The test incorporates no new Enterprise business and no asset sales to 
raise cash. It simply runs off their existing assets, liabilities and off-balance 
sheet activities under the stress conditions. This no-new-business requirement 
is explicitly mandated in the 1992 Act.” 26  

 “No new business” meant that the GSEs could not create or purchase new 
MBSs, nor actively reset their derivatives portfolios, although it was not entirely 
clear whether this would hurt the Enterprises or help them survive the test. 
A dynamic true hedging would help the GSEs, but the wrong strategy might 
compound losses. If that was the intent in raising the issue, it was scuppered 
by the Congressional Budget Offi ce and the Government Accountability 
Offi ce in June 2002, when the latter published its assessment, in its Report 
to the Congressional Committees entitled “Incorporating New Business is not 
Advisable”, a matter which was still under consideration in 2003. In a letter to 
the then Chairman of the Senate Committee on Banking, Housing and Urban 
Affairs, Paul Sarbanes, the Congressional Budget Offi ce summarized the issues 
raised by the GAO, which it stated might be useful for the Director of OFHEO 
when considering risk-based capital: 

 ●    The current assumption of no new business does not appear to understate 
the capital required by the GSEs to survive the stress period. Changing 
the new business assumptions could reduce the ability of the stress test 
to measure required capital for the GSEs’ current stock of business. 
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 ●    The primary effect of new business on the required level of capital 
depends on whether the new business is assumed to be voluntary 
(and thus largely profi table) or compulsory and unprofi table; if the 
former, it would reduce the capital requirement, and if the latter, it 
would increase it. 

 ●    Assuming that new business would be profi table, following a time lag 
for the GSEs to adjust to the new level of interest rates and higher credit 
losses in a stress period, is probably more realistic than assuming that 
new business would result in continuing losses. The reason is that both 
the GSEs’ management and federal regulators have incentives to ensure 
the survival of those Enterprises. 

     Inadequacies of the test 

 The stress test itself was inadequate in other respects. First of all, under 
the then Basel I requirements, mortgage loans had a risk weight of 20%, 
so that the capital requirement for a mortgage loan would be 4%. If Basel 
II had been applied, then banks would have had to maintain higher levels of 
capital against mortgage loans than the GSEs, but the Federal Reserve did not 
approve the fi nal rules implementing the Basel II risk-based requirements until 
November 2, 2007. Only large, internationally active banks were obliged to 
apply the rules over the following three years, although other banks could elect 
to comply with them, leaving smaller banks with a simpler framework. 

 The stress test was subject to criticism, partly because it assumed uniformly 
severe economic conditions throughout the USA, whereas economic capital 
should depend on the degree of geographical diversifi cation of the mortgage 
portfolio. 27  The GSEs purchased loans from lenders throughout the USA, and the 
house price collapse occurred fi rst and more extensively in the so-called “sand 
states” (Arizona, California, Florida and Nevada). It was therefore a limitation 
of the test that it only envisaged one scenario, whereas stress tests, properly 
conducted, postulate a range of scenarios, and estimate the capital requirements 
for each. Because of these and other innovations in handling risk, the test turned 
out to be less stringent than the minimum standards, and largely irrelevant. 

 Secondly, the stress test did not distinguish suffi ciently between the likelihood 
of losses from subprime loans and prime loans. According to an OFHEO working 
paper by Pennington-Cross, an analysis of a synthetic portfolio of Fannie 
Mae and Freddie Mac mortgages randomly sampled from 30-year fi xed rate 
mortgages and subprime mortgages shows that the expected or mean simulated 
losses from subprime mortgages are fi ve or six times higher than for prime 
loans. The paper also argued that the use of simple risk-sharing arrangements 
could greatly mitigate expected losses and reduce their variation. 28  Such analyses 
indicate that the single stress test set out, even if applied rigorously throughout, 
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would not have led OFHEO to understand all the risks to which the GSEs were 
exposed. 

   Fannie Mae and the stress test 

 Freddie Mac welcomed the introduction of the stress test and was constructive 
in its approach. Fannie, on the other hand, was as obstructive as possible. 
Shortly before the details of the test were sent to OMB, Fannie objected to 
any OFHEO reference to a specifi c capital amount or percentage amount of 
capital, because this would create a false perception of capital inadequacy. 
Then the GSE claimed that OFHEO had never talked to its own offi cials in 
order to understand their business. Although OFHEO could not legally consult 
Fannie until the proposed rule was issued, the acting Director, Mark Kinsey, 
stated that his offi cials had talked to theirs, as well as to mortgage insurers, 
large banks and thrifts, and other private market institutions about how they 
handle risk. In fact they had held many meetings with Fannie Mae offi cials to 
understand how they measure and model risk. 

 That move having failed, Fannie Mae then returned to its usual attack: 
the proposed rule would limit its ability to serve low- and moderate-income 
borrowers. They did not get very far with that, so the last try was to suggest 
that the rule might lead to higher guaranty fees for lenders. In 1999 the 
Executive Summary of the proposed rule pointed out that the ability of Fannie 
and Freddie to meet the proposed standard while continuing to meet their 
affordable housing responsibilities was demonstrated by Freddie’s risk-based 
capital surpluses in 1996 and 1997. OFHEO pointed out that Fannie’s capital 
defi cits were not caused by the credit risk of affordable loans, but by unhedged 
rate risk. “The risk-based standard is unlikely to cause any changes in mortgage 
rates and will not give the Enterprises incentives to raise their credit guarantee 
fees. Because the rule will help ensure the continued health of Freddie Mac and 
Fannie Mae, borrowers will, in fact, benefi t from the rule.” 

 For once, Raines recognized that he was not going to prevent the introduction 
of the test, so by April 1999, Fannie was advising equity analysts that even if 
the OFHEO proposal was carried out, it would not affect their company’s 
performance. Their Chief Finance Offi cer, Timothy Howard, claimed that 
Fannie could reallocate its hedging dollars and subordinated debt to meet the 
requirements: “Even if the regulation does not change at all, Fannie Mae will be 
able to adapt to it with no measurable impact on earnings per share growth.” 29  

 By the time the stress test was developed and carried out, Raines was not 
too concerned about its impact. In fact, he saw that its successful application 
could be used to his advantage The OFHEO stress test depended on “data that 
characterize, at a point in time, an Enterprise’s assets, liabilities, and off-balance 
sheet obligations, as well as data on economic conditions, such as interest 
rates and house prices [from public sources] … The Enterprises are required 
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to submit data to the OFHEO at least quarterly for all on-and-off balance 
sheet instruments in a specifi ed format … This data submission is called the 
Risk-Based Capital Report and serves as the fi nancial ‘starting position’ of an 
Enterprise for the data for which the stress test is run.” 30  

   The Fannie Mae Papers and the risk-based capital test 

 The Fannie Mae Papers, produced by housing and other economists, also bolstered 
Raines’ position. 31  One in particular was extremely important, produced by 
Joseph Stiglitz, Nobel Prize winner, Jonathon Orszag, Managing Director of 
Compass Lexecon, and Peter Orszag, former Director of the Congressional 
Budget Offi ce during the Bush Administration and more recently, Director of 
the Offi ce of Management and Budget in the Obama Administration until 2010. 
Their much-publicized conclusion (no doubt regretted now) was: 

  This paper concludes that the probability of default by the GSEs is extremely 
small. Given this, the expected monetary costs of exposure to GSE insolvency are 
relatively small – even given the very large levels of outstanding GSE debt and even 
assuming that the government would bear the cost of all GSE debt in the case of 
insolvency. For example, if the probability of the stress test conditions occurring is 
less than one in 500,000, and if the GSEs hold suffi cient capital to withstand the 
stress test, the implication is that the expected cost to the government of providing 
an explicit government guarantee on $1 trillion in GSE debt is less than $2m. 
To be sure, it is diffi cult to analyse extremely low probability events, such as the 
one embodied in this stress test (a severe national economic shock that is assumed 
to last for ten years). Even if the analysis is off by an order of magnitude, however, 
the expected cost to the government is still very modest. 32  

    Defl ecting SEC registration 

 The role of Congressional and Senate Committees has been illustrated in the 
oversight of the GSEs, HUD and the OFHEO, the necessity of Congressional 
approval of major rule changes and the long saga of establishing risk-based 
capital requirements. The bill proposed by Congressman Richard Baker in 
2001 would have removed the GSEs’ exemption from SEC registration and 
reporting requirements, and would, amongst other things, have required 
Fannie and Freddie to publicly disclose at least annually, fi nancial, business 
and other information that the Fed determines is in the public interest. 
That bill had been successfully defeated; it never left committee. Then 
Congressmen Chris Shays and Edward Markey introduced a bill in April 
2002 (H.R. 4071) which would repeal Fannie and Freddie’s exemption from 
Securities and Exchange Commission registration requirements, and drew 
attention to the fact that they were the only two Fortune 500 companies 
not subject to disclosure and registration rules. Chris Shays issued a press 
release in support of the bill on March 21, stating that, “This disclosure 
is paramount to maintaining transparent markets and providing investors 
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with the accurate and timely information they need to make informed 
fi nancial decisions. The exemption of Fannie Mae and Freddie Mac from 
federal securities laws fl ies in the face of good corporate practice. Our 
legislation simply brings Fannie and Freddie in line with other fi rms, and 
gives investors access to vital information … there is no excuse for private 
investor-owned corporations to be exempted out of these important investor 
protection requirements.” 33  They may have been emboldened in the forthright 
nature of this statement by the response of the SEC Chairman, Harvey Pitt, 
during the hearing on H.R. 3763, the Corporate and Auditing Accountability, 
Responsibility and Transparency Act: 

MR SHAYS: “In 1992, the SEC, the Treasury and the Federal Reserve in 
a joint report recommended legislation to repeal the GSEs’ exemption 
from the Federal securities law. As you know, Fannie Mae and Freddie 
Mac are the only two publicly traded fi rms that aren’t. Does the SEC 
still adhere to the Commission’s 1992 report?”

MR PITT: “We have not changed our general position, but we have focused 
on it again. I will say that in this day and age I believe transparency 
has to be the order of the day. To the extent that exemptions permit 
anything less than transparency, which I believe is the case, I believe at 
least that portion has to be removed. Frankly, I could care less whether 
the GSEs pay registration fees or things of that nature. But I do believe 
that disclosure is critical for the GSEs as well as for other public 
companies.” When Mr Shays then asked if he could use the statement 
that Federal securities regulation is premised on a full and fair disclosure 
(of accurate, complete and timely disclosure of fi nancial information) of 
this information, “as a strong support in some cases of such disclosure,” 
the Chairman replied in the affi rmative. 34 

 Franklin Raines had been present at the hearing, giving testimony on behalf 
of the Business Forum, an association of CEOs recognized as an “authoritative 
voice on matters affecting American business corporations and as such has a 
keen interest in corporate governance.” He was quick to note Chairman Pitt’s 
replies and, obviously in response to questions Raines had briefed the media 
to ask, the SEC quickly issued a “clarifi cation” stating that “neither Chairman 
Pitt nor the Commission is advocating any change in the legal status of the 
GSEs.” Such a statement was characteristic of Harvey Pitt’s approach during 
his brief period as Chairman. 35  

 No doubt fearing that unwelcome requirements would be imposed on them, 
especially in the post-Enron era, Fannie Mae and Freddie Mac agreed to make 
certain voluntary disclosures whilst still opposing the bill to make them subject to 
SEC requirements. This took the form of website disclosure of the purchases and 
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sales by their own senior executives as allowed immediately after the publication 
of their quarterly earnings. Both GSEs claimed that such information was always 
made available to investors who contacted the company. These efforts were 
not enough to stave off further moves to ensure that they conformed to SEC 
requirements. On May 29, 2002, the Offi ce of Management and Budget issued 
a “prompt” letter to OFHEO, urging the regulator to strengthen corporate 
governance at Fannie Mae and Freddie Mac and to require the GSEs to make 
certain public disclosures. 36  The letter stated: “In September, 2001, OFHEO 
published a proposed rule to codify the corporate governance requirements for 
Fannie Mae and Freddie Mac that currently exist in OFHEO’s guidance to the 
Enterprises. We request a further rule-making that would include additional 
requirements to strengthen the corporate governance of Fannie Mae and Freddie 
Mac … We [also] request that OFHEO consider a rule-making to require each 
Enterprise to disclose publicly the information that is required of publicly traded 
companies by the SEC, including any additional requirements SEC requires in 
the future. While the Enterprises now voluntarily comply with many of these 
disclosures, they are not required to do so. Such voluntary compliance might 
be abandoned at a time when it is most needed.” Such moves, the letter added, 
would advance the goals the President set out in his Ten-Point Plan for Corporate 
Responsibility and Protecting America’s Shareholders. 

 In his reply of June 28, Armando Falcon stated that OFHEO was considering 
a rule which would include the following: 

1.      Periodic reports both quarterly and annually, supplemented by a special 
report fi ling for material developments outside the timetable. These 
fi lings would be as comprehensive as the current SEC requirements. 

2.      Registration of Fannie Mae and Freddie Mac’s offerings of stock and 
debt. Here the OFHEO is developing an approach that would facilitate 
registration in a way which does not impede their ability to meet their 
fi nancing needs. 

3.      Supplemental disclosures, additional information above and beyond 
current SEC requirements, such as interest rate risk, derivatives and 
mortgage backed securities. 

   In response to OMB’s press release, Fannie Mae and Freddie Mac stated 
that they wholeheartedly embrace the goals outlined in the President’s 10-point 
plan. Freddie Mac stated that it was already working with OFHEO on its 
disclosure project; they welcomed the opportunity to continue working with 
OFHEO and OMB because they were confi dent that both would recognize that 
their disclosures already met or exceeded those required by the SEC. Fannie 
Mae also stated that it already disclosed more information to investors than 
any other large fi nancial institution. 37  
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 The outcome was less than the OFHEO’s proposals in its letter of June 28. 
Just two weeks later, the regulator abandoned its plan to issue a rule-making 
requiring the GSEs to register their debt. On July 12, in a joint press conference 
with the SEC and OFHEO, Fannie Mae and Freddie Mac announced that they 
would voluntarily register their common stock with the SEC, but not their debt 
or MBSs. 

 In his statement at the press conference, the SEC Chairman said, “Although 
Fannie Mae and Freddie Mac’s decision to subject themselves to the full 
panoply of the Securities and Exchange Act disclosure is voluntary, it is now 
irrevocable without SEC approval. This addresses the concern that, however 
complete their disclosures were, it was a matter of choice, not a requirement of 
law. Fannie and Freddie will fi le, for example, complete audited 10-K annual 
reports, 10-Q quarterly reports, and 8-Ks regarding current events affecting 
them … And, of course, we will have our full complement of enforcement 
authority over these periodic disclosures. Similarly, the companies’ offi cers and 
directors will fi le reports on their purchase or sale of company stock, and the 
companies’ proxy statements will be subject to SEC staff review, as is true of 
other public companies.” 

 Chairman Pitt also announced a study of the disclosure requirements 
applicable to mortgage-backed securities. “The goal is to ensure that the same 
standards of disclosure apply to all engaged in the distribution of these securities. 
But this agreement does  not  subject the companies’ securities to Securities Act 
registration requirements applicable to the public offering of new securities.” 
The study would be undertaken by the Treasury, OFHEO and the SEC. 

 However, it should be noted that Fannie Mae had not issued common 
stock since the early 1980s, but had made about 1,500 debt issuances and 
over 40,000 MBS releases annually. Fannie Mae and Freddie Mac were quick 
to make public announcements to the effect that their exempt security status 
had not changed, and that there was no effect on the status of Fannie Mae’s 
securities as “government securities.” Freddie Mac quoted from the letter it 
had received from the SEC confi rming that “the actions taken have no impact 
on the status of Freddie Mac’s securities as exempt from securities offering 
registration requirements as well as other aspects of the federal securities laws.” 
As a result, Freddie Mac’s access to worldwide capital markets would remain 
unhindered. 38  It also enabled them to reject the Shays-Markey bill, which 
would have required them to register their debt and MBSs, on the grounds that 
this would have caused unnecessary disruption to the market, since the SEC 
registration process was not designed to handle the unique securities market in 
which Fannie Mae operates. 

 The tactic was successful. The bill could now be painted as irrelevant, and 
indeed, the Treasury Secretary Paul O’Neill both welcomed the self-initiated 
compliance and stated that the Administration did not intend to support the 
Shays-Markey bill. This was repeated by Peter Fisher, Undersecretary for 
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Domestic Finance, on the grounds that the Administration was not prepared to 
support repeal of their exemptions from the Securities Act, 1933 but believed 
that they should comply with the same corporate disclosure requirements as 
all other publicly owned companies under the Securities and Exchange Act 
of 1934. Fisher reiterated the announcement of a study of the initial offering 
disclosures for all issuers of mortgage backed securities, to be conducted by the 
Treasury, the SEC and OFHEO. 

 “Together we will listen carefully to the securities industry, investors, Fannie 
Mae and Freddie Mac, Ginnie Mae, private-label issuers and others in the 
regulatory community to gain a fuller understanding of the market structure, 
the nature of competition and the risks being priced and transferred. This will 
serve as background to a fundamental reconsideration of the initial offering 
disclosures that would best serve all of the participants in mortgage-backed 
markets.” 39  The Task Force reported in January 2003, having concluded that if 
the GSEs’ exemptions were removed, the additional disclosures would be useful 
to, and not disruptive of, the mortgage-backed securities market. The issue, in 
other words, had not been settled by the voluntary disclosure announced in 
July, but came back in 2003, both in the form of a judicious decision to make 
additional voluntary disclosures on the part of Fannie Mae and Freddie Mac, 
and in the form of further legislative proposals to be considered. 

 These attempts to bring Fannie Mae and Freddie Mac under better regulation 
and to bring about the necessary legislative changes have been covered in some 
detail, partly because they were signifi cant factors in the subprime mortgage 
crisis and its part in the fi nancial crisis, but also because it shows how diffi cult 
it was for Congress to bring Fannie Mae and Freddie Mac under control, as 
Congressional oversight responsibilities required. The all-pervasive American 
dream of home ownership both blurred the vision of politicians and provided 
the two GSEs with ready weapons to ward off any attempts to limit their powers.    
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The Beginning of the End for 
Freddie Mac 

 The end was slow in coming; much slower than it ought to have been. 
Both the events and the responses to them as set out in this chapter will 

explain the reasons for that. Moves to improve the regulation of the two 
GSEs and to remove certain SEC exemptions continued throughout 2003, 
accompanied by a recognition of the need for full disclosure of the MBSs. 

  The GSEs’ commitment to voluntary 

disclosure and registration 

  Mortgage-backed securities 

 The GSEs were quick to recognize where voluntary commitments were to 
their advantage. They fended off the removal of their market advantages, and 
retained their image as virtuously fulfi lling their affordable housing mission. 
OFHEO, the Treasury and the SEC jointly produced a report on “Enhancing 
Disclosure in the Mortgage-Backed Securities Market.” 1  Based on interviews 
with market participants, lenders and non-GSE-issuers, who all took the 
view that the market would function more effectively with additional pool 
level disclosure, the Task Force proposed a number of additional items of 
information, which should be included in disclosures. These were: 

 ●    Loan purpose 

 ●    Original loan-to-value ratios 

 ●    Standardized credit scores of borrowers 

 ●    Service information 

 ●    Occupancy status 

 ●    Property type 

   At the time, Fannie Mae and Freddie Mac disclosed information about the 
underlying mortgages that support mortgage-backed bonds on an aggregate 
basis for a number of similar issues of securities, rather than for each individual 
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issue. The aggregating of data about such loan characteristics as initial and 
average time to maturity, interest rates paid by home owners on individual 
loans, the initial size of the loans, and the geographic locations of mortgaged 
properties may conceal signifi cant differences in the pool of mortgages backing 
individual MBS issues. If investors had more specifi c information about the 
mortgages behind the pools, they would have a better understanding of the 
risks they were taking on, and be able to price them more effi ciently. The data 
are important for understanding prepayment risk, which is likely to occur 
when interest rates fall. Home owners get a better deal in the form of lower 
interest rates, but the investor then does not receive the expected return on 
their investment. 2  The Task Force report regarded prepayment risk as the most 
important, though it also included interest rate and credit risk. 

 The most common type of MBS is a pass-through security backed by a pool 
of single-family mortgage loans, created by pooling or packaging mortgages 
together in a trust or other collective investment vehicle and selling the interests 
in a trust. In this case, the certifi cate holders own undivided interests in the pool. 
All payments on the underlying mortgage loans, including principal, scheduled 
interest and unscheduled payments, are passed through, on a pro rata basis, 
the holders of the pool interest or participation certifi cates after deducting 
service fees, Fannie and Freddie guarantee fees and trust expenses. Private label 
issuers often used REMICs (real estate mortgage investment conduits), where 
the underlying assets were either other MBSs or whole mortgage loans. The 
structure allows the issuers to create securities with short, intermediate or long-
term maturities. The assets are pooled and the cash fl ows are distributed to 
the various REMIC classes according to agreements made in advance. For the 
GSEs, REMICs are based on the GSEs’ own MBSs, for which there are two 
basic mechanisms: a “cash” program and a “swap” program. 

 Such disclosures for the GSEs would largely be made after sales, because 
most securities are initially sold in the To Be Announced (TBA) market before 
such information is available. In most cases, and especially with a single lender, 
the mortgage originators pool the loans and then obtain a guarantee from 
either Freddie Mac or Fannie Mae, which evaluates the loans to ensure that 
they meet its credit quality standards. In those transactions, the lender swaps 
a pool of loans for MBSs representing the ownership in the same mortgages. 
Exchanging pools of mortgages for MBSs is useful to the lenders, because the 
securities have lower capital requirements and are more liquid. For Fannie 
Mae and Freddie Mac, agreements were already in place to deliver the MBSs 
in the market for forward sales (TBAs). In 1998, the Bond Market Association 
estimated that about 90% of all transactions, measured by dollar volume, were 
TBAs. Private label MBSs do not trade in the TBA market; because of the 
varying credit and other risks of private label issues, the market sets prices for 
those MBSs individually. The prices for TBAs are based on the assumption that 
the nature of the risks of the GSEs’ MBSs is known. 
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 The purpose of the report was to bring Fannie and Freddie’s disclosure 
requirements up to the then level of private label MBS issuances as required by 
the SEC, where collateral and structural terms sheets together with a prospectus 
had to be registered with the SEC, unless a specifi c exemption was sought, 
subject to Rule 144A (regarding qualifi ed institutional investors). In July 2002, 
the Treasury, OFHEO and the SEC jointly announced Fannie and Freddie’s 
intention to voluntarily register their common stock under the SEC 1934 Act. 
This, however, would not apply to disclosure requirements regarding MBSs, 
which was the point of this report. Therefore the Task Force recommended both 
enhanced disclosures for private label MBSs, and their application to the GSEs. 

 In response, on April 1, 2003, Fannie voluntarily began releasing both the 
weighted average and the quartile loan-to-value ratios, borrowers’ credit scores 
for the loans making up its MBS pools, identifying servicers for the pools, 
occupancy status of the property, property type (single-family or two-to-four 
unit dwellings), and the purpose of the mortgage (purchase or refi nance). 
Freddie committed itself to similar disclosures in June 2003. It was not enough 
to satisfy all market participants, who wanted the points paid by borrowers to 
be included, together with loan level documentation and borrowers’ debt-to-
income ratios. Both the Treasury and the SEC wanted such disclosures as well, 
but, since the basis was voluntary, OFHEO had no means of enforcing them. 

 Fannie and Freddie saw voluntary disclosure as their solution. They may have 
overlooked the possibility that, “when voluntary disclosure programs appear to 
have no harmful effects on secondary market liquidity, on GSE profi tability, or 
on the costs of homeownership, justifi cation for retaining the exemption loses 
its persuasiveness.” 3  Perhaps they thought that once their voluntary disclosures 
were in place, their extensive lobbying machine would take over. 

 The voluntary disclosures are never enforced. The examinations of Fannie 
and Freddie did not cover the mortgages they bought and sold as MBSs. Apart 
from the unswerving belief in the implicit guarantee of Fannie and Freddie’s 
creditworthiness, the notion that, as the report put it, investors could rely on 
all their documentation and extensive fi nancial reporting, was shattered by 
their accounting irregularities. If all this information had been available, and 
if the risks involved in purchasing the GSEs’ MBSs were fully revealed, then 
the purchasers and packagers of the MBSs, followed by the investors and the 
CDOs would have known what they were. But Fannie and Freddie consistently 
represented the mortgages they bought as “conforming” mortgages and as 
being of good quality. 

   Voluntary registration under the SEC Act, 1934 

 However, the decision to register voluntarily under the SEC Act of 1934, rather 
than the 1933 Act, had certain advantages from the point of view of the GSEs. 
It enabled them to register one class of securities (common stock) without 
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registering their preferred stock, debt and MBSs. Voluntary regulation also meant 
that they would not have to face all the SEC’s legal requirements. Congressmen 
Shays and Markey were well aware of the implications and importance of their 
proposals for legislation, but it often seemed as though some of their colleagues 
were not; nor were some of the witnesses. They did not win, perhaps partly 
because of the immediate decision to offer voluntary registration. 

    The Secondary Mortgage Market Regulation Act, 

H.R. 2575 

  Purpose of the bill 

 On June 25, 2003, Richard Baker introduced another bill to reform and 
modernize the oversight of Fannie Mae and Freddie Mac, which he introduced 
by referring to the enhancement of regulatory oversight under the Sarbanes-
Oxley Act, following the fall of Arthur Anderson in June 2002. Mr Baker noted 
that only two Fortune 500 corporations were exempted from the Act, because 
“they are too well run to worry about. They have set a standard of corporate 
governance to be emulated by others. And … we want to make sure we don’t 
throw any out of the opportunity of homeownership.” 4  His frank opening 
statement shows the problems with Fannie and Freddie: they were exempt 
from relevant regulatory oversight, a remarkably favorable position, and any 
criticism of them was immediately construed as a denial of the American 
dream. He also warned that “if the nation’s GSEs were to suffer a fi nancial 
reversal of a similar scale [to Enron], the systemic consequences are diffi cult to 
comprehend.” 5  He was not the only one to warn of the risks of their failure, but 
all such warnings went unheeded. 6  

 The legislation was designed to fulfi l only three goals: an independent 
regulator; proper funding (which meant that the regulator’s budget would not 
be funded through the appropriations process); and ensuring that the regulator 
had all the necessary tools, as possessed by any other regulator in the fi nancial 
market place. Of course, Congress, as Richard Baker reminded them, was 
“directly responsible for their supervision and regulation.” The bill was debated 
at subsequent meetings of the Committee, notably in September 2003. 

   Lukewarm support from the Administration 

 H.R. 2575 did not have the full support of the Administration. The Secretary 
of the Treasury, John Snow, gave testimony at the September 10 hearing, at 
which he made it clear that the Administration supported a new Federal agency 
to oversee the activities not just of Fannie Mae and Freddie Mac, but also of 
the Federal Home Loan Bank System. Its powers should include the execution 
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of on-site and off-site supervision; the review and rejection of proposals to 
transfer controlling interests or signifi cant ownership to other parties; the 
establishment and enforcement of criteria for new lines of business, acquisitions 
or investments by the GSEs; the ability to supervise consolidated organization; 
the ability to ensure that the GSEs have adequate measurements, monitoring 
arrangements and controls over market risk; and the ability to set appropriate 
capital requirements, together with all the powers and resources required. 
The duties of the new regulator should refl ect the powers it would have. 
The Administration was prepared to place the new agency within a Cabinet 
department. 

 John Snow’s testimony was accompanied by that of the Secretary for 
Housing, Mel Martinez, who stated that the Administration wished to see a 
new GSE housing authority within HUD to enforce its own housing goals; to 
introduce civil penalties for its failure to meet housing goals; and explicitly 
to provide that the GSEs act to increase home ownership. He also referred 
to expanding HUD’s authority to set housing goals and subgoals beyond the 
current categories. It is at this point that the potential confl ict of interests arose, 
between the persistent and overriding aim of continually increasing home 
ownership, and the proper regulation of the GSEs. 

   What crisis? 

 The response of two members of the House Financial Services Committee was 
interesting, given that Freddie Mac’s accounting diffi culties had already come 
to light, and in the context of the post-Enron era. Barney Frank, who has been 
a member of the Congressional Financial Services Committee since 1981, and 
who became its Chairman in 2007 until the Democrats lost control of the 
House in November 2010, was deeply sceptical of the need for reform. This is 
what he had to say on September 10, 2003: 

  I want to begin by saying that I am glad to consider legislation, but I do not 
consider that we are facing any kind of crisis … Fannie Mae and Freddie Mac are 
not in a crisis. We have recently had an accounting problem with Freddie Mac, 
with people being dismissed … I do not think at this point that there is a threat 
to the Treasury. Fannie Mae and Freddie Mac have played a very useful role in 
helping make housing more affordable both in leveraging the mortgage market … 
and they have a mission which this Congress has given them in return for some 
of the arrangements which enables them to focus on affordable housing and that 
is what I am concerned about here. I believe that we, as the Federal Government, 
have probably done too little rather than too much to meet the goals of affordable 
housing and to set reasonable goals. 7  

  Mr Frank had the strong support of Representative Maxine Waters, who 
stated that she was a member of the Committee, when they enhanced the 
structure of these GSEs in 1992, to assure the safety and soundness of their 
housing mission in particular. “However, I have sat through nearly a dozen 
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hearings when we have tried to fi x something that wasn’t broke. Housing is 
the economic engine of our economy, and in no community does this engine 
need to work more than in mine … We do not have a crisis at Freddie Mac, 
and in particular at Fannie Mae, under the outstanding leadership of Mr Frank 
Raines. Everything in the 1992 Act has worked just fi ne. In fact the GSEs have 
exceeded their housing goals. What we need to do today is to fi x the regulator, 
and this must be done in a manner so as not to impede their affordable housing 
mission, a mission that has seen innovation fl ourish from desktop writing to 
100% loans.” 8  

   The GSEs’ “support” for a strong regulator 

 The last hearing in 2003 took place on September 25, at which Franklin Raines 
and George D. Gould (Presiding Director, Freddie Mac) gave evidence. Given 
the questions about the fi nancial status of Freddie Mac, the focus was inevitably 
on both the evidence and the responses to issues raised by the Committee from 
Fannie Mae. In his evidence, Raines gave his full support to the existence of a 
strong, credible and well-funded regulator, and hence to the Department of the 
Treasury’s plan. He was critical of the proposals of H.R. 2575, arguing that it 
would “harm the functioning of the housing fi nance system … It would make 
unwise changes in our capital standards. It would impose on Fannie Mae an 
enforcement and prompt correction regime that is far more harsh than the 
provisions applicable to any other fi nancial institution. It would force disclosures 
of proprietary information … we urge the committee to reject H.R. 2575 in 
its current form … We believe policy makers will fi nd consensus around the 
approach outlined by Secretary Snow.” 9  

 None of the somewhat sweeping assertions made in his testimony were 
seriously questioned by members of the Committee. One or two issues came 
to the fore and are valuable in terms of the insight they give into Fannie Mae’s 
practices. Raines strongly opposed prior approval of programs and products, 
and the reasons for this are clear in his reply to a question from the Chairman 
(Michael Oxley): 

 “This committee may be faced with an issue as early as next week in terms of 
the mark-up and trying to determine how we deal with the program approval, 
at the same time dealing with the safety and soundness, because … the Treasury 
proposal is very heavily tilted towards Treasury … but the other issue in terms 
of programs is still kind of out there. From your perspective, and having 
experience in that area, what would you suggest?” Mr Raines replied, “Our 
focus in discussions with them (the Treasury) and others has been more on 
what the decision-making criteria are. And within the context of the Treasury 
discussions, they have indicated to us that they believe that a prior approval 
regime isn’t necessary at all … And that has some attractive features obviously 
from the point of view of innovation. However, we have also been talking to a 
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wide range of our friends in the housing industry who have a very substantial 
concern that putting together the approval of our new program activities with 
the safety and soundness regulator might have a detrimental impact on housing. 
And we share a lot of those concerns … The most important issue is that there 
be a standard that encourages innovation and that we not ignore that fact that 
it has been through innovation that we have been able to serve more and more 
people. It is not from just doing that same plain vanilla 30-year fi xed mortgage 
that we started doing in 1938. It is by having new programs with low down 
payments and with the ability to deal with people with impaired credit and 
other innovations that have really allowed us to expand affordable housing.” 10  

 Mr Raines was, of course, correct in arguing that it was only through such 
‘innovations” as disregarding credit history and requiring low down payments 
that more mortgages could be offered and home ownership extended, especially 
to those on low or very low incomes. It comes as no surprise that he wanted 
such approvals (if they were imposed on him) to be quite separate from “safety 
and soundness” issues when the kind of mortgage products Fannie Mae and 
Freddie Mac bought, were precisely those which would impact most on the 
capital required to cover the risks. Their “friends in the housing industry” would 
naturally be concerned if they would then fi nd it diffi cult or even impossible to 
sell their “innovative” loans to the GSEs. 

   Another bill bites the dust 

 The bill, however, was too weak to attract the support of the Administration, 
so that, contrary to Chairman Oxley’s hopes, it did not receive a “mark-up” (that 
is, a reference back to the full Committee for approval, often with amendments 
and changes to it). The bill simply died in Committee. 11  The debates in the 
hearings show that H.R. 2575 was weaker than the Administration’s proposals, 
so attention turned to the Senate in early 2004. 

    Federal Enterprise Regulatory Reform Act, S. 1508 

  Purpose of the bill 

 Another bill had been introduced in the Committee on Banking, Housing and 
Urban Affairs on October 16, 2003 by Senator Hagel, together with Senators 
Sununu and Dole. This was the Federal Enterprise Regulatory Reform Act, 
S. 1508. In introducing it, Senator Hagel set out the principles contained in his 
bill and the Administration’s proposals: 

  The new regulator at the Treasury Department must have the authority to approve 
new programs and ensure that Fannie and Freddie continue to focus on their 
core missions as defi ned and established by the Congress of the United States. 
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Second, an effective regulator must have broad authority over capital standards 
and the ability to adjust them as appropriate to balance risk and ensure safety 
and soundness. 

  The Committee held a further four hearings, and called a wide range of 
witnesses as well as the key players: Secretary John Snow; Secretary for Housing, 
Mel Martinez; Alan Greenspan; 12  Franklin D. Raines, CEO Fannie Mae; 
George D. Gould, Presiding Director, Freddie Mac; Norman Rice, President 
and CEO, Federal Home Loan Bank of Seattle; John Korsmo, Federal Housing 
Finance Board; Armando Falcon, Jnr, OFHEO; Douglas Holtz-Eakin, Director, 
Congressional Budget Offi ce: and representatives of the various bankers’ 
organisations and other fi nancial services regulatory bodies, sometimes on 
more than one occasion. Fannie Mae, in particular, and Freddie Mac held to the 
positions on proposed legislation that they had spelt out in the Congressional 
hearings, with the only difference being that questioning was somewhat more 
rigorous in those of the Senate. 

   An awkward passage 

 The bill was reported from the Committee on April 1, 2004, but on March 26, 
Chairman Shelby of the Senate Banking Committee released a draft bill 
which was offered as a substitute for S. 1508 during the mark-up. This bill 
was designed to create a new independent regulator for Fannie, Freddie 
and the FHLB System, who would be responsible for safety and soundness 
and the housing mission. The new regulator under the bill would have the 
power to alter the GSEs’ minimum and risk-based capital requirements, and 
prior approval authority over new lines of business the enterprises wished 
to undertake. Over 30 amendments were debated during the Committee’s 
deliberations. Shelby’s bill contained a proposal to give the director of the 
regulatory authority power to appoint a receiver for any GSE which failed; 
this proved to be controversial and Senator Bob Bennett’s amendment, which 
Shelby accepted in exchange for his vote, gave Congress the power of veto. 
Some members of the Committee regarded the amendment as being designed 
to confi rm the belief in the implicit federal guarantee. The fi nal version was 
passed by the Senate Committee with several amendments on a 12-9 vote, 
showing a split along party lines with one Democrat, Senator Zeil Miller, 
voting with the Republicans. 

 On the following day, the Secretaries of the Treasury and HUD issued 
a joint statement of opposition to the revised version of S. 1508. Their 
statement referred to an amendment adopted in the mark-up, which would 
allow Congress to overrule the regulator’s decision to appoint a receiver. 
They characterized this amendment as one which would signifi cantly weaken 
“a core power needed for a strong regulator,” which would be likely to 
“reinforce a false impression” that the GSEs have a government guarantee. 
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(Under the amendment, Congress would have 45 days after the appointment 
of a receiver to pass a joint resolution of disapproval.) Not only would it 
weaken the regulator, but if such circumstances arose, a delay of 45 days 
would no doubt have disastrous effects. 13  

 This in itself made it more diffi cult to move the bill forward to a full fl oor 
vote, especially since, at that time, the Senate had 51 Republicans, 48 Democrats 
and 1 Independent. After the Committee’s decision, Shelby issued a prepared 
statement in which he said, “I supported the receivership compromise and many 
other provisions adopted today, in the hopes of putting together a package that 
might attract support from across the aisle. I will not support such a compromise 
in the future. I do not believe that the receivership provisions that the committee 
has adopted today provide a workable solution for resolving a GSE crisis.” 

   Fannie on the attack 

 Senator Shelby was also aware that the kind of campaign which Fannie Mae, 
in particular, would continue to wage against any changes in the regulation of 
the GSEs had already begun the previous day. A widely reported advertisement 
appeared on TV, featuring a worried-looking Hispanic couple: 

MAN: “Uh-oh.”

WOMAN: “What?”

MAN: “It looks like Congress is talking about new regulations for Fannie 
Mae.”

WOMAN: “Will that keep us from getting that lower mortgage rate?”

MAN: “Some economists say rates may go up.”

WOMAN: “But that could mean we won’t be able to afford the new house.”

MAN: “I know.”

 Senator Hagel was shocked. “Here is an organization that was created by the 
Congress … spending money questioning the Congress’s right to take a serious 
look at oversight,” he said during the April 1 hearing. “I fi nd it astounding. 
Astounding!” 14  Such an advertisement was typical of the tactics which Fannie 
Mae adopted whenever they thought it necessary. They continually stressed 
the importance of their role in the housing markets in their public statements, 
and through the statements that they persuaded various associations to make 
on their behalf, given that these associations had benefi tted from the ever-
expanding housing markets and from their relationships with the GSEs, which 
the latter had carefully cultivated over the years. Later that year, Raines was to 
fi nd that he had won a battle, but not the war; he had not taken suffi cient note 
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of the many voices which had began to criticize Fannie Mae’s activities, ranging 
from those of OFHEO, the Treasury, the Council of Economic Advisers, and 
the Offi ce of Management and Budget, and still less of the post-Enron context, 
one in which the Bush Administration did not want to see any further scandals 
and in which Freddie Mac had already raised anxieties about the extent of 
accounting malpractices. 

    Accounting irregularities at Freddie Mac 

 The accounting scandals of 2001 and 2002 led to the collapse of two of 
America’s largest companies: Enron in December, 2001 and Worldcom in 
July, 2002. Both Senate and Congress held a large number of hearings regarding 
the accounting practices that led to their collapse; by July 30, 2002 they had 
passed the Sarbanes-Oxley Act, designed to enhance corporate governance and 
strengthen corporate accountability by requiring full transparency. Attention 
turned to Freddie Mac, partly because the GSE had had the same auditors as 
Enron, Arthur Andersen, a defunct fi rm by then, Freddie Mac replaced them 
with PricewaterhouseCoopers. 

  Freddie announces the restatement of its earnings 

 Anxieties were aroused, however, when Freddie Mac announced on January 
22, 2003 that it would have to restate its earnings for 2002, 2001 and 
possibly 2000, because of a change in accounting for certain derivative 
transactions. Freddie Mac also announced that it would delay its planned 
issuance of euro-denominated bonds until after it had published its 
unaudited earning fi gures for 2002 on January 27, which it expected to be at 
a record level. The SEC, with its new powers over Fannie Mae and Freddie 
Mac, would be likely to investigate, and OFHEO was considering restating 
Freddie’s capital adequacy for the third quarter. OFHEO had just declared 
that both companies met the minimum risk-based capital requirements as 
of September 30, 2002, with Freddie Mac being better able to withstand 
severe economic shocks. The initial shock led to a fall in the value of Freddie 
Mac’s shares, dropping $2.30 to close at $61.60 (a 3.5% decline), but 
Standard & Poor’s Ratings Services affi rmed all of its ratings in the light 
of the announcement, stating that the AAA/A-1+ unsecured debt senior 
ratings on Freddie Mac refl ected the “implied government support for the 
securities of this government-sponsored enterprise (GSE), as elaborated in 
its charter and governing legislation. The rating agency pointed out that the 
AA- subordinated debt, preferred stock and risk-to-government ratings are 
based on an analysis of the company’s fi nancial strength and the operating 
benefi ts it received as a GSE.” 



174    FANNIE MAE AND FREDDIE MAC

   Top management goes 

 The fi rst announcement was followed on June 9, 2003 by a more signifi cant 
announcement by the Board of Directors that the President and Chief 
Operating Offi cer had been sacked; that the Chairman and CEO had retired; 
and that the Chief Financial Offi cer had also resigned (it transpired in a later 
press release that Brendsel had retired at the request of Freddie Mac). New 
appointments were announced: Gregory J. Parseghian as Chief Executive 
Offi cer and President; Paul Peterson as Chief Operating Offi cer; Martin 
Baumann as Chief Financial Offi cer; and Shaun O’Malley being elected by 
the Board of Directors as non-executive Chairman of the Board. The same 
press release stated that David Glenn had been sacked “because of serious 
questions as to the timeliness and completeness of his co-operation with the 
Board’s Audit Committee counsel, retained in January 2003 to review the facts 
and circumstances surrounding the principal accounting errors identifi ed in the 
accounting process.” The Dow Jones Newsletter reported that Vaughn Clarke 
had been asked to resign “due to questions about his honesty to the company’s 
Audit Committee counsel.” It also reported that the share price fell with the 
news, to $50.60, down 15% or $9.20 on the Friday close. 15  

   OFHEO stumbles 

 Unfortunately for OFHEO, it released its annual report to Congress on 
June 4, the very day that Freddie Mac’s alleged employee misconduct came 
to light. In the course of the report, OFHEO stated that it considered a 
“re-audit and delay in 2002’s statements is prudent and appropriate under the 
circumstances … In addition, management and its board of directors initiated 
efforts in 2002 to enhance the expertise and controls in the areas of fi nancial 
accounting and operational control … We remain satisfi ed that the Board of 
Directors and executive management are taking appropriate action.” 16  A few 
days later, OFHEO announced its special examination, which was eventually 
published in December 2003. 

 At the same time, Freddie Mac announced that it expected to delay its 
restated earnings, probably until the third quarter from the previously stated 
second quarter, but that the likely cumulative effect would be to “materially” 
increase reported earnings for the earlier periods and “materially” increase the 
company’s capital surplus under OFHEO’s minimum capital requirements as 
at the end of 2002. Freddie also said it expected that there may be signifi cant 
volatility in quarterly earnings for those periods. Adjustments affecting its 
income would relate to changes in the timing of income recognition; and, as a 
result, cumulative increases related to adjustments would have offsetting effects 
in future periods, which may be accompanied by increased volatility. 17  Freddie 
Mac released a more detailed statement later the same month, in which they 
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indicated that the restatement would mean the statement of retained earnings 
as of December 31, 2002 would be in the range of $1.5bn to $4.5bn. In the 
event, it turned out to be $5.5bn. The increase was due to gains on certain 
derivatives and mortgage retained earnings marked to fair value during periods 
in which interest rates were falling. 

 The new CEO, Gregory Parseghian, announced that “the new management 
team of Freddie Mac, working closely with our Board of Directors, is determined 
to set high standards for candor and transparency in our fi nancial reporting. 
Our investors and the public should expect and demand nothing else … At 
the same time we remain focused on our business and our mission.” 18  He was 
also determined to get the message across to the public, so once again the 
GSE practice of advertising was adopted, this time in major newspapers. The 
advertisements took the form of an open letter from the new CEO, referring 
to the “skilled and energetic” new management team, installed by the Board of 
Directors, which was working with outside auditors to quickly complete the 
company’s restatement of its fi nancial results for 2000–2002. 19  

 But by August 21, 2003, OFHEO recommended that Parseghian should be 
fi red, since as the previous Director of the Funding and Investment Division, 
he had been involved in the accounting problems. He was removed by the 
Board and replaced in December, 2003 by Richard Syron, former President of 
the Boston Federal Reserve Bank. 20  

   Much more to Freddie’s problems than met the eye 

 The view is sometimes expressed that the accounting irregularities, involving 
complex rules for accounting for derivatives, rules sometimes regarded as 
being controversial, in that they involve mark-to-market accounting, were not 
so serious as to threaten what many saw as the vital role played by Freddie 
Mac (and Fannie Mae) in enabling those on low-to-moderate incomes, as well 
as those on very low incomes, to own their own homes. 

 In fact, the extremely detailed and thorough report produced by OFHEO 
in December 2003 showed that the “accounting irregularities” were much 
more than that. Accounting procedures and practices were entirely focused 
on “earnings management” to such an extent that they were not in any way 
designed to provide a “true and fair” picture of the company, but instead 
distorted every aspect of its management. The OFHEO report describes the 
activities of what was once known as “Steady Freddie,” the image which the 
company promoted of itself in the early 1990s, a company with strong and 
steady growth in profi ts. That led to a corporate culture which made its priority 
one of meeting those obligations. “Freddie Mac cast aside accounting rules, 
internal controls, disclosure standards, and public trust in the pursuit of steady 
earnings growth. The conduct and intentions of the Enterprise were hidden 
and were revealed only by a chain of events that began when Freddie changed 
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auditors in 2002.” 21  The executive summary provides key examples of the 
manipulation of transactions in order to smooth out the volatility of earnings. 
They were as follows: 

 ●    Management executed several interest rate swap transactions that 
moved $400m in operating earnings from 2001 to later years. These 
transactions had virtually no other purpose than management of 
earnings, specifi cally, making operational results appear to be less 
volatile than they were. 

 ●    Management created an essentially fi ctional transaction with a securities 
fi rm to move approximately $30bn of mortgage assets from a trading 
account to an available-for-sale account. Other than to reduce potential 
earnings volatility, the transaction had no other meaningful purpose. 

 ●    From 1998–2002, management purposefully kept loan loss reserves 
at an unusually high level by using aggressive assumptions, even 
though both actual and foreseeable credit losses were rapidly declining. 
Both management and the Board of Directors were aware that the 
Securities and Exchange Commission had criticized that practice as an 
inappropriate form of earnings management. 

   These examples show that the whole thrust was to manipulate earnings, 
and was not due to the diffi culties of accounting for derivatives or any 
diffi culties that might have arisen from implementation of the Statement 
of Financial Accounting Standards 133 (FAS 135). “The management of the 
Enterprise went to extraordinary lengths to transact around FAS 133 and to 
push the edge of the GAAP envelope.” 22  

   Current and former staff members describe what really went on 

 The interviews with staff and the examination of documents (including 
emails and tapes) contained in the OFHEO report are illuminating, in that 
they show the full extent of the deep and persistent faults with the entire 
conduct of business at Freddie Mac over a decade. The report notes that the 
use of inappropriate accounting strategies began in 1994, when the Enterprise 
established a $200m reserve account to cushion itself against the fl uctuations 
caused by the unpredictable amortization of premium resulting from mortgage 
prepayment speeds. This policy of an FAS 91 reserve was continued until 2002, 
and then against FAS 133. 23  But senior management and the Board believed 
that conformity to these standards gave a “distorted impression of the fi nancial 
performance of Freddie Mac.” 24  Worse than that, of course, application of the 
standards could reduce their earnings. 

 The fi rst step in the process was to meet the expectations of the Wall 
Street analysts, which was apparently the main responsibility of Vaughn 
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Clarke, Freddie Mac’s Chief Finance Offi cer. This was explained in OFHEO’s 
interviews with employees of Freddie Mac, such as the Corporate Controller, 
Mr E. Sannini: 

 “There was an objective to try to get as close to the analysts’ estimates … 
forecasts as possible … [this] came in communications to me primarily from 
Vaughn Clarke,” and more particularly in the Deputy Corporate Controller, 
Lisa Roberts’ statements: 

  [The issue of meeting analysts’ expectations] would be discussed in terms of 
communicating either Shareholder Relations or Vaughn would inform the group of 
where the expectation happened to be at that point given the information available 
to the company. The company would track and monitor where the analysts were 
expecting the company to come out for a particular quarter, so that knowledge 
typically was being evaluated and monitored by Shareholder Relations and 
Vaughn as an individual. So he would come to the table with that … The purpose 
of providing that information was if the Funding and Investments Division needed 
to execute a transaction in order to meet that expectation, those types of strategies, 
alternatives and options were discussed. On the other hand, Vaughn waited to see 
actually what business activity had been executed for the month and wanted to 
look at where the results were coming in, and then based on where the results were 
coming in compared to where he felt the street expectations were, the options and 
alternatives were discussed. 25  

  All of this was being carried out with a serious lack of resources, including 
the lack of suffi cient and skilled staff. Lisa Roberts in her interview stated 
that “during the past fi ve years (with the exception of 2002), management 
maintained roughly the same number of resources within the Corporate 
Accounting Department and the decentralized accounting units. During this 
time … we increased the complexity of our products and strained our operating 
systems. In addition to a steady stream of new products and transactions, 
management was also challenged by a number of major events including the 
conversion of the general ledger … the implementation of compliant systems 
(in preparation for Y2K) and the adoption of major accounting principles 
such as FAS 133 and 140. These challenges redirected key resource and 
management focus from the baseline operation to the issue at hand and further 
challenged the remaining resources to maintain the control structure.” In 1996, 
Corporate Accounting still managed the entire portfolio accounting process 
on Excel spreadsheets, and it was not until 2000 that a more robust Treasury 
accounting system was introduced. 

   It was all about earnings management 

 It is worth noting in further detail the lengths to which the senior management 
were prepared to go in order to preserve the impression of a steady stream of 
earnings, especially in 2000. Mr Parseghian (briefl y CEO of Freddie Mac in 2003) 
stated that the management knew the derivatives gain would be substantial, 
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but that the gain would have “detracted from future period earnings;” that 
is, a transition adjustment from a large derivatives gain in the fi rst quarter 
of 2001 would be much less desirable than having the same amount of 
earnings spread out over several quarters. David Glenn’s diaries showed that 
management had been working on such a plan for some time, and that it 
had been extensively discussed with the Funding and Investments Division. 
The plan anticipated an exchange of $10bn to $15bn of PCs (participation 
certifi cates in a pool of mortgages) with embedded losses in the retained 
portfolio for a Giant (Coupon Trade-up Giants, or CTUGs). The purpose of 
this transaction was to move securities with embedded losses from the held-to-
maturity category (where losses are unrecognized) into trading (where losses 
would be immediately recognized in net income and would offset derivative 
gains) and then into available-for-sale, where securities gains and losses only 
hit “other comprehensive income,” not “net income.” 

 But in November and December 2000, interest rates were falling rapidly, 
leading to increased market values for PCs in Freddie Mac’s portfolio. The 
losses were now too small, bringing the total amount of PCs to be exchanged 
up to about $30bn. In addition, the market value of the options-based portfolio 
was still too high and the management wanted that to be reduced by the losses 
created by the CTUG transaction. The PCs had been converted into Giants 
by Freddie Mac when this should have been carried out by the securitization 
group at the Enterprise instead of by Salomon Smith Barney. An additional 
problem was that Salomon Smith Barney only held the securities for a few 
hours before retuning them to Freddie Mac. 

 When Freddie Mac carried out the transaction in 2001, management did 
not obtain a legal opinion, because the external counsel considered that “the 
transaction would fall under the umbrella of the comprehensive legal letter 
written in connection with the Giant sales in general.” This was because “the 
transaction was considered to be a typical Giant sale from an operational 
standpoint.” It was, however, not only a very large transaction ($30bn), but, as 
PricewaterhouseCoopers ascertained in 2003, the PCs were not actually sent to 
Salomon Smith Barney, cash did not move from the fi rm to the Enterprise and 
back again, and no fee was paid by Salomon to the Enterprise; instead, Freddie 
paid Salomon a fee on the transaction. 26  

 The ostensible purpose was to stabilize the earnings fl ow, but that was not 
the only reason. As OFHEO put it, “the CTUGs are an example of a transaction 
with little or no economic substance that Freddie Mac manufactured to obtain 
a particular accounting result.” 27  That was not the only problem. Operational 
risks were created by the transaction, including the fact that CTUGs contributed 
to the Guaranteed Mortgage Securities (GMS) reconciliation problem in 2001. 
This was presented to the Audit Committee in December 2001. 

 The Report then turned to the issue of executive compensation, especially 
when linked to earnings per share, and concluded that this certainly contributed 
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to the improper accounting and management practices at Freddie Mac. 
Compensation of executive offi cers had three key components: a base salary, 
an annual cash bonus, and a long-term stock incentive (stock options and 
restricted stock), according to the Charter, which required that a “signifi cant 
portion of potential compensation” should be based on the performance of the 
Corporation. 28  About 54% of the total cash pay (salaries, bonuses and other 
compensation) to executive offi cers was based on performance. The practice 
was to set a “target bonus” incentive for each executive, a percentage of the 
salary at the beginning of each year. The target bonuses were known as the 
“bonus pool” and then Freddie Mac used a corporate score card to assess how 
much was in the bonus pool, depending on profi tability, core capabilities and 
strategic positioning, but which ensured that the bonus funding percentage 
was above plan or on plan. It was always on plan at least, but the way in 
which the plan and the score card were structured meant that all executive 
offi cers had an interest in achieving the bonus plan, since a substantial part 
of their earnings depended on it. The way in which the whole process was 
managed, especially to the benefi t of David Glenn and Leland Brendsel, is 
described in detail in the OFHEO report. 29  

 The key point, however, is to see just how many transactions Freddie Mac 
initiated in order to shift and smooth its reported earnings. The report refers to 
various derivative transactions, including a pair of linked swaps, which were 
executed in order to move large amounts of operating income into the future. 30  
In August 2001, Freddie Mac entered into eight pairs of swaps, each of which 
had a notional amount of $5bn, resulting in a total notional value of $80bn 
for the eight pairs. In September, the Enterprise entered into the ninth pair of 
swaps; this time they were leveraged swaps with a notional value of $5bn, 
but with the leverage factor of fi ve, they had the same effect as swaps with a 
notional value of $100bn. 

 Morgan Stanley also entered into linked swaps with Freddie Mac, but because 
the terms of the two swaps substantially offset each other, the transactions did 
not pose any real risk for them. One such conversation is included in the text 
of the report. A Freddie Mac employee, Mr Powers, called Morgan Stanley to 
get pricing for one of these swaps and, since it was an unusual request, Brendan 
Lavelle, who had to approve such transactions, spoke to Mr Powers: 

MR LAVELLE (MORGAN STANLEY): “We’ve been trained whenever 
people come in and start doing this kind of stuff, we gotta ask why. 
Like not why but like, everything’s … I don’t want to be taken off in 
handcuffs here for doing something that’s not kosher.”

MR POWERS (FREDDIE MAC): “How much are you making off this 
trade? [ Laughs ]”

MR LAVELLE: “I don’t know.”
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MR POWERS: “You haven’t even looked at it. [ Laughs ]”

MR LAVELLE: “I’m just … You know what I’m saying … I mean, I don’t 
mind if there’s an accounting reason for you to do this and it makes you 
guys money. That’s fi ne. You know we’re OK with it.”

MR POWERS: “That’s where we are. We have an accounting reason for 
doing it. And, um, we’re basically … we’re offsetting some …”

MR LAVELLE: “I mean you could tell me that there’s some asset liability 
reasons for you doing this, and I’m OK with that.”

MR POWERS: “Yeah, I think that’s as much as I’d … I don’t want to 
tell you …”

MR LAVELLE: “I don’t want to be taken into the courtroom, though, 
Ray, is what I’m saying OK?”

MR POWERS: “Yeah … No, no, no. This is not … This is basically an 
asset liability, cash fl ow management issue.”

MR LAVELLE: “OK, I’m with you.”

MR POWERS: “The thing is … because of the shape of the curve, um, the 
geography of our carry in terms of the calendar gets screwed up. So all 
of a sudden, we have an uneven carry picture to manage and we strive 
for stability.”

MR LAVELLE: “What you’re trying to do is, yeah, you’re evening out the 
cash fl ow.”

MR POWERS: “Exactly.”

MR LAVELLE: “OK. Alright, I’m with you.”

MR POWERS: “Otherwise, like we have all of our portfolios, our 30-year 
portfolios with all the carry in this year.”

MR LAVELLE: “If that’s what you want to do, I’m, we’re OK with that 
and we’re happy to do it with you, so we can do a lot of this if you 
want.” 31 

 OFHEO comments that Mr Lavelle seems to propose a business purpose 
to his customer, and once the customer agrees with that, Mr Lavelle approves 
the deal. Mr Wong, an operations offi cer with compliance responsibilities, at 
Morgan Stanley advised against any further trades of this kind when it came 
to his attention; Morgan Stanley decided to handle the situation by pricing the 



THE BEGINNING OF THE END FOR FREDDIE MAC    181

transaction unattractively when Mr Powers requested similar trades. It appears 
that Morgan Stanley was not the only one who was willing to enter into such 
arrangements. Other examples are given in the report, and the value of such 
deals in fee income is recorded there. The Salomon Smith Barney deal was 
approximately $4.7m for receiving Giant securities, holding them for under 
three hours and then returning them to Freddie Mac, at virtually no risk to 
themselves, so that Freddie Mac could place them in the ‘available for sale’ 
portfolio, which would not be marked to market. 

 Blaylock and Partners, a small broker-dealer, acted as an intermediary as 
well for at least ten trades between 2000 and 2001, where the securities went 
from the Securities Sales & Trading Group (SS&TG) of the Enterprise to the 
retained portfolio. Charles Foster, then Vice President of the SS&TG, said that 
the Blaylock trades were “relatively large for an entity of that size in terms of 
the capitalization of that company.” He explained to OFHEO that the trades 
were done at the request of the Funding and Investment division, because 
the SS&TG had mortgage securities in their inventory that were either about 
to pass through a 30-day window (beyond which SS&TG could no longer 
sell the securities to Funding and Investment), or were already beyond their 
30-day window. He recalled a discussion taking place about whether they 
could take those assets and sell them to a particular counterparty from whom 
the retained portfolio could later repurchase them. He was also advised by a 
colleague in Funding and Investment that Blaylock was not highly capitalized 
and was therefore a credit risk. The result was that approximately $572m 
in mortgage-backed securities that had been held for longer than 30 days by 
SS&TG were sold to Funding and Investment, and Blaylock’s commission 
part of those transactions was 0.25%. 32  By October 2004, Richard Syron had 
announced that the Securities, Sales & Trading Group would be dismantled, 
accepting the criticisms that the group added to the GSE’s risk and profi ts 
without making a contribution to further its mission. Freddie Mac would be a 
less active trader of MBSs. It would purchase MBSs only to retain in its own 
portfolio and not for trading accounts. It would not deal with the group of 
relatively small broker-dealers as it had done in the past. 

   A total failure of governance 

 The OFHEO report identifi ed the widespread weaknesses in accounting in 
terms of staffi ng, skills and resources. The acute shortage of accounting staff, 
the inadequacies of successive Chief Financial Offi cers and Controllers, and the 
outdated or non-existent accounting policies and manuals between 1991 and 
2003 are fully documented. John Gibbons, CFO until March 2000, lacked the 
skills for that position. He was replaced by Mr Vaughn Clarke, “who had even 
fewer skills, and hoped he would grow into the job.” He was appointed as CFO 
by default, since Freddie Mac, after extensive searches, failed to fi nd anyone else. 



182    FANNIE MAE AND FREDDIE MAC

Before he left the company, Mr Gibbons told Mr Brendsel that a fully qualifi ed 
Deputy Controller should be hired, but the Chairman insisted on appointing 
Mr Brian Green as deputy in August, 2000. He was already in the company, but 
Mr Gibbons assessed him as a “person who was not a senior executive … but 
back to an entry-level type.” This led to an excessive reliance on Arthur Andersen 
even for basic accounting functions and decisions, which meant that the fi rm 
was auditing its own work. 33  

 As has been pointed out, the problems at Freddie Mac went much deeper 
than “accounting irregularities” or diffi culties in applying complex accounting 
standards to derivatives, but from the evidence set out in the report, it appears 
that the GSE did not organize its affairs with due skill, care and diligence, 
or indeed control them effectively. For example, it did not ensure that there 
were senior managers and directors who were able to carry out their roles in a 
proper manner; nor did they set the right “tone at the top”, instead involving 
every aspect of company in the drive for steady mid-teens growth, whatever the 
circumstances, with a view to the bonuses that executive staff would receive. 
That this was the case is shown also in the weakness of the internal audit 
function. 

 However, internal audit also failed to meet its own principles and purposes, 
namely, to “add value and improve the operations of an organization by bringing 
a systematic, disciplined approach to evaluate and improve the effectiveness of 
risk management, control and the governance process.” 34  

 OFHEO found signifi cant weaknesses in three areas, including its failure 
to evaluate the Enterprise’s risk exposures, due largely to its failure to take 
responsibility for the reliability and integrity of fi nancial information. Internal 
audit failed to ensure that adequate systems and controls were maintained, or 
to follow up on any actions agreed with the board and senior management. 
In fact, the internal audit department did nothing beyond reviewing whether 
or not corrective action had taken place. In response to their reports back to 
management, management may well have “reset the target completion date 
based upon priorities or reduced the seriousness of the issue from a major to 
another because they have partially remediated it and that may have taken it 
off our screen.” 35  OFHEO records that internal audit had identifi ed signifi cant 
weaknesses in eight areas, dating from 1996: these included multi-family 
accounting and support; corporate information quality; fi nancial reporting; 
derivatives and hedging instruments; fi nancial forecasting; SS&TG sales, 
trading and operations; and corporate management and control systems. 
Because of endless extensions, none of the target dates were ever met and all 
of the issues were still outstanding by the time the report was completed in 
2003. Alongside internal audit, Freddie Mac had another system, designed 
to cover every functional area of the organization, called Management 
Assessment, Risk and Controls (MARC) reports, but this system was very 
expensive and cumbersome, according to Melvin Kann. The MARC reports 
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did not at any rate comply with IIA risk management or control performance 
standards. 

   The Board of Freddie Mac 

 So far the role of the Board has not been mentioned. According to the Charter, 
the Board consisted of 18 members, fi ve of whom were Presidential appointees. 
The latter were appointed for one year and the average period served by the 
political appointees was 14.6 months between May 1998 and May 2003; since 
1990, none of them had ever chaired a permanent Board committee. Clearly 
in the time spent in the appointment, the initial months would be taken up 
by understanding the business of a complex company. Of the remainder, three 
were executive offi cers and the others were elected by the shareholders, most 
of whom had been elected in 1990, when the shares of Freddie Mac were 
fi rst publicly traded. In late 1989 and early 1990, CEO Brendsel recruited 
the Board within 60 days, “promising prospective board members that Freddie 
Mac would not make much demand on their time.” 36  

 The shareholder-elected directors expected to remain on the Board until 
they reached the mandatory retirement age. 37  In fact there was hardly any 
turnover. Until May 2001, 11 of the original 13 shareholder-elected directors 
were still on the Board, ten of the original directors until December 2002, 
and then nine until from 1990 until Messrs Brendsel and Glenn left abruptly 
in June 2003. Leland Brendsel served as Chairman and CEO continuously 
until 2003, and David Glenn was a member until he was appointed as Vice 
Chairman in 2000. 

    The issue of corporate governance 

 OFHEO published its fi rst guidance to the Board in 2000 and strengthened 
its requirements in 2002. Given the extensive discussion of the late 1990s on 
improving corporate governance, the guidelines issued in 2000 and again in 
2002 do not seem to place suffi cient emphasis on the key features of those 
developments. For example, given the SEC’s experience in the late 1990s, 
with enforcement actions involving fi nancial misstatement or fraud, which 
involved bringing about 100 cases per year, including 30 cases in just one 
day in September 1999, OFHEO should have been aware, and its guidance 
published in 2000 should have refl ected that. 38  Following a recommendation 
by Arthur Levitt, then Chairman of the SEC in 1998, the Blue Ribbon 
Committee produced its Report and Recommendations on “Improving the 
effectiveness of the corporate audit committees” in 1999. This was followed 
by regulations set out by the SEC, New York Stock Exchange and NASDQ 
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in December of that year, as well as the American Institute of Certifi ed 
Public Accountants. CalPERS had also published a wider ranging series of 
recommendations on US Corporate Governance principles and guidance 
in 1998. Its stress was on the independence of directors and the Board’s 
leadership of the company. 39  

 Neither Freddie Mae nor Fannie Mac were subject to SEC regulations, but 
given the context in which such developments were taking place, OFHEO 
should have demanded more from the Board and more closely examined its 
fi nancial statements. It refers to “working with the management” to establish 
the strategy and goals and to “oversee the development of strategies,” and to 
“being provided with accurate information about the operations and fi nancial 
condition of the Enterprise in a timely fashion.” 40  Its 2002 statement was 
stronger, but already late. OFHEO could, as the regulator, have required 
Freddie Mac and Fannie Mae to conform to the general principles as set out by 
the SEC following the Blue Ribbon report. 

 Given the fact that the majority of directors and the Chairman and the Chief 
Operating Offi cer had worked together for so long, the chances of the Board 
acting independently were remote indeed. Board meetings were rushed, but this 
was in part because from the start, Leland Brendsel had only allowed for fi ve 
full Board meetings a year, with one held together with the annual meeting of 
shareholders, and one held at the end of every quarter, as well as committee 
meetings. And that was not the only problem. The directors were aware that 
the executive management tightly controlled the fl ow on information to the 
Board, even to the extent that the executives due to give a presentation to the 
Board were subjected to a “dry run.” The Chairman and the Vice Chairman 
together with the General Counsel reviewed the presentations prepared by 
senior management, and made” binding decisions” about what information 
should be included in the presentations and any other information given to 
the Board. In addition, it was known that reports of internal audit went to the 
Chairman instead of being reported directly to the Audit Committee, since the 
General Auditor also went through the “dry run” process. 

 Even so, by September 2000 the General Auditor was able to convey to 
the Audit Committee that there were major weaknesses in various aspects 
of the GSE’s fi nancial reporting systems. These included system and data 
integrity in debt and derivative accounting; staff and skill shortages; account 
reconciliation issues; outdated accounting policy issues; the lack of suffi cient 
fi nancial reporting standards and performance objectives in the decentralized 
account units; the lack of an effective process within corporate accounting to 
react promptly to new transactions; a labor-intesive fi nancial reporting process; 
and little time allowed in the reporting deadlines for preventative and early 
detection controls. 41  The then Chairman of the Audit Committee, Mr Palmer, 
insisted on a report to the full Board, and that progress should be reported on 
putting these matters right, but a further 18 months passed before the Board 
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fi nally exercised its authority and agreed that 25% of the bonuses for 2002 
would be tied to the successful resolution of these issues. 42  

   More Congressional hearings on Freddie Mac 

  House Subcommittee on Commerce, Trade and Consumer Protection 

 Further hearings were held by Congressional committees. These included the 
presentation of the Doty report, commissioned by the Board of Freddie Mac, 
to the House Subcommittee on Commerce, Trade and Consumer Protection, 
on September 25, 2003. 43  The report described the way in which Doty 
stated that the company “transacted around” FAS 133 because the company 
believed that “it did not refl ect the economic fundamentals of the company’s 
business.” 44  It also “found weaknesses in the company’s internal compliance 
and governance processes, disclosure practices that fell well below the 
standards required of a public company, weaknesses in corporate accounting 
that resulted in excessive reliance on independent auditors.” 45  The OFHEO 
report both echoes and develops some of these criticisms, but it clearly found 
the Doty report to be inadequate and noted this in the Congressional hearing 
on January 21, when Mr Falcon, Director of OFHEO, stated that the “law 
fi rm’s cooperation and disclosures … were inadequate.” 46  

 A much more robust view of the fi ndings of the Doty report is contained in 
Professor Baruch Lev’s prepared statement to the hearing, concerning what is 
missing from the report and summing up Freddie Mac’s attitude to fi nancial 
accounting as, “If it complies with GAAP, it’s fi ne.” Professor Lev commented 
that the attitude of the former management of Freddie Mac towards fi nancial 
reporting seems to be well-represented by Mr Parseghian, briefl y Chief Executive 
of Freddie Mac. 

 “Parseghian has acknowledged that he was well aware of the use of 
reserves to meet earnings goals, but he understood that these reserves were 
being managed consistent with GAAP”. Thus according to Parseghian’s view, 
“fi nancial information can be ‘managed’ by elaborate devices aimed at making 
investors believe that the company’s performance is different from reality … as 
long as the scheme is within the wide latitude allowed by GAAP … What users 
of fi nancial reports need is information that  complies with reality . They need 
to be assured that the fi nancial reports portray a truthful and unbiased picture 
of the company’s real earnings, assets and liabilities.” 47  

 That is the purpose of fi nancial reports, but instead Freddie Mac wanted to 
provide investors with a particular view of its earnings for their own purposes. 
Professor Lev also rejected the Doty report’s claim that the accounting irregularities 
were merely “blunders.” 48  They were designed to “portray a steady growth of 
earnings; to eliminate reported volatility to meet analysts’ forecasts; to hide 
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large gains until ‘needed’ in the future and so on.” They constituted the “climate 
of manipulation and intrigue which must have permeated Freddie Mac.” 

 Professor Lev was very dismissive of the Doty report, which claimed that 
Freddie Mac “just” wanted to portray reality. The report concluded that Freddie 
Mac sought to avoid any disclosure that would require subsequent explanation 
or lead investors to any conclusion other than the one management believed 
refl ected the economics of the companies’ business. Professor Lev found that 
much of the evidence from witness statements and documents supported the 
conclusions he had drawn from their report, rather than their conclusions, 
which he regarded as glossing over their own evidence. 

 The tone of the subcommittee on Commerce, Trade and Consumer Protection 
was quite different from that of the House Financial Services Committee, where 
there were many supporters of Fannie Mae and Freddie Mac. They focussed 
on cross-examining Professor Lev and to a lesser extent James Doty, about 
“certain accounting matters,” 49  the implications for Freddie Mac and indeed 
for GAAP generally. Only one voice expressed the kind of support for Freddie 
Mac often found amongst members of Congress. Representative Hilda Solis 
in her written statement said, “We must not allow the reported accounting 
irregularities at Freddie Mac to obscure the important role the housing GSEs 
play in making affordable mortgage lending available to communities across 
the USA.” Commitment to the affordable housing ideology led too many to 
want to ignore failings of the housing GSEs, which they certainly would not 
have tolerated in any private company. 

   Regulating the GSEs 

 Here the issues being discussed were the hearing on the Views of the 
Department of the Treasury on the regulation of the GSEs on September 10, 
2003; and the hearing on H.R. 2575, the Secondary Mortgage Market 
Enterprises Regulatory Improvement Act and the Administration’s proposals 
for Reform, September 2003. These hearings on reforming the regulation of 
the GSEs have already been discussed, but it is worth noting that the committee 
was divided on the signifi cance of Freddie Mac’s June announcement of the 
departure of three of its top executives, and that there would be a further 
delay of its long-promised restatement of its fi nancial results for three years. 

 Both the Chairman and other members of the Committee, such as 
Congressman Christopher Shays, saw the events as requiring a reform of the 
regulation of the GSEs which others such as Barney Frank and Maxine Waters 
rejected. On September 10, 2003, Barney Frank stated that “the two government 
enterprises we are talking about here, Fannie Mae and Freddie Mac, are not in 
a crisis. We have recently had an accounting problem with Freddie Mac that 
has led to people being dismissed, as appears to be appropriate. I do not think 
at this point there is a problem with a threat to the Treasury.” Maxine Waters 
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insisted on September 25, 2003, “we do not have a crisis at Freddie Mac … 
nothing in the concerns at Freddie Mac had to do with their capital.”  

 At the hearing on the OFHEO report on January 21, 2004, the Committee 
heard the witness statements of the Director of OFHEO, Armando Falcon 
and Martin Baumann, the newly appointed Chief Financial Offi cer of Freddie 
Mac. Falcon, as OFHEO Director, came in for criticism for only responding 
after Freddie Mac’s announcement of the earnings statement, which only came 
to light with the change of auditor. This complaint was from the Committee 
which had over the years refused to increase the annual appropriation for 
OFHEO’s budget. Most members of the Committee were relieved as they 
concluded that Martin Baumann would be able to bring about the necessary 
changes. He stated, “We are implementing a corporate-wide remediation 
program to ensure that the accounting of fi nancial control issues that led to 
the need for restatement will never happen again … Freddie Mac has added 
over 100 professionals in accounting reporting and control areas, including 
senior offi cers and senior managers. We have also retained leading experts in 
the areas of public disclosure and corporate governance to assist the company 
in designing and implementing processes and practices in these areas.” 50  

    Freddie Mac struggles to reform itself 

 Freddie Mac also hired a Chief Compliance Offi cer, a Chief Enterprise Risk 
Offi cer, and was in the process of developing new systems to ensure the quality, 
integrity, transparency and timeliness of its fi nancial reporting. The GSE’s focus 
at the time was on bringing its fi nancial statements up-to-date and releasing the 
quarterly and full-year results for 2003 by June 30, 2004; it would only be after 
these were completed that they would be able to keep their voluntary agreement 
to conform to SEC registration requirements. The very fact that so much needed 
to be done and so many qualifi ed staff had to be hired, itself speaks volumes 
about the deep-seated management failures at the company over many years. 

 For all their efforts, there were still delays. The 2003 accounts were produced 
in June, but these included a 52% drop in income for the year, with wide 
variations in earnings, from a net loss of $288m in the third quarter to earnings 
of $2.5bn in the second quarter, which the GSE blamed on wide swings in the 
value of derivative contracts used to hedge its interest rate risks, and on FAS 133. 
Their earnings were also affected by $2.13bn of losses on securities classifi ed for 
accounting purposes as available for trading, compared with gains of $291m 
on such securities a year earlier. It also reported a $208m write-down in the 
value of securities backed by loans to buyers of mobile homes. Freddie Mac 
then announced further delays in the reporting of its 2004 results until March 
2005; the company could not say when it would be able to make timely fi nancial 
statements each quarter or fulfi l a promise to fi le fi nancial reports with the SEC. 
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   A major fraud raises the question: Did Freddie really 

ever know what it was buying and selling? 

 Further indications of the lack of oversight and control at Freddie Mac emerged 
with the outcome of the Taylor, Bean & Whitaker Mortgage Corporation in 
June 2011. The fraud fi rst surfaced in 2000, when Samuel Smith, an executive at 
Fannie Mae, realized that the company had sold him a mortgage it did not own. 
Over the following two years, Fannie Mae ascertained that over 200 mortgages 
obtained from Taylor Bean were bogus, non-performing or lacked critical 
components such as mortgage insurance. Fannie Mae offi cials did not, however, 
report the fraud to law enforcement or indeed to anyone outside the company, 
but merely cut all ties with Taylor Bean. 

 A week later, Freddie Mac began to acquire some of Taylor Bean’s 
mortgages and soon became its largest customer and one of its largest revenue 
producers, accounting for 2% of the single-family home mortgages by volume 
in 2009. The company’s business consisted of originating, selling and servicing 
residential mortgage loans, which came from a network of small mortgage 
brokers and banks. 

 The decision to allow Taylor Bean to continue in business was made by 
senior offi cials at Fannie Mae, such as Samuel Smith and Zach Oppenheimer, 
then Senior Vice President, according to the latter’s deposition and a Fannie 
Mae memorandum, although Fannie Mae offi cials were not required to appear 
in court. It seems that Fannie was concerned about the signal this would 
send to the industry regarding poor loan quality, and that the value of the 
servicing rights would drop. In April 2002, after Fannie Mae had terminated its 
relationship with Taylor Bean, the Chief Executive asked Raymond Bowman 
to call his contact at Freddie Mac, which at that time was buying between 5% 
and 10% of the loans generated by the company, and in a short time, Freddie 
Mac had agreed to buy any conventional loans the company originated. 
Mr Farkas, CEO of Taylor Bean, apparently explained that eight bogus loans 
sold to Fannie Mae were the result of a clerical error and that the termination 
was due to a personality clash. Freddie Mac accepted the explanation. The 
case ended with Mr Farkas receiving a prison sentence of 30 years. The fraud 
amounted to $3bn. 51  

 But during the years 2002 to 2009, despite all the new systems and changes 
in corporate culture, the fraud remained undetected. That information was 
obviously not available to members of Congressional and Senate committees at 
the time, but the Doty report, and still more the OFHEO report, ought to have 
motivated all the committee members to move ahead with regulatory reform 
bills. It did not.   
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The Beginning of the End for 
Fannie Mae 

 We like to say we are in the American dream business. 

 This was the way in which Franklin Raines, Chairman and CEO of Fannie 
Mae, introduced his testimony before the Congressional hearing on 

the OFHEO report: “Allegations of Accounting and Management Failure at 
Fannie Mae on October 6, 2004.” 1  In this chapter, the events leading up to this 
unprecedented hearing will be set out, as well as the hearing itself. The latter 
illuminates the relationship between the GSE and members of the relevant 
committees of the House of Representatives, and the position of the regulator. 
It also shows the way in which Fannie Mae conducted its business, and the 
reasons for growing anxieties about the systemic risks arising from the key 
position in the market that it occupied. 

  2004: A year of troubles for Fannie Mae 

 2004 was to be a year of battles for Fannie Mae, and especially for Franklin 
Raines. It did not begin well. Plans for the reforming regulation of the GSEs 
were debated in the House and Senate throughout the year, but the importance 
of the role of Fannie Mae and Freddie Mac in providing lower-cost mortgages 
was undermined by a study carried out by a Federal Reserve economist, Wayne 
Passmore. 2  Chairman Greenspan used the results of the study in his testimony 
before the Committee on Banking, Housing and Urban Affairs. 3  

   The GSE implicit subsidy and the value of 

government ambiguity 

 The study carried out by Wayne Passmore once again analysed the implications 
of the implicit government guarantee, together with the basis for it in the eyes 
of the market; the context and extent of the government subsidy constituted 
a fundamental critique of the role of Fannie Mae and Freddie Mac. This 
perception was reinforced by the size of the GSEs’ portfolios; the fact that 
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the government mandates housing goals for them; and the fact that the 
government provides a line of credit from the Department of the Treasury, 
fi scal agency services through the Federal Reserve, US agency status for GSE 
securities, exemptions from securities registration, and bank regulation on 
securities services. As indicated earlier, all of this gives the GSEs a funding 
advantage over private fi nancial institutions, an advantage that amounted 
to some 40 basis points between 1998 and 2003. According to Passmore’s 
estimates, this lowered interest rates on mortgages by some 7 basis points, at 
an immense cost to the Treasury of between $119bn and $164bn, of which 
the shareholders retained between $50bn and $97bn. He calculated that 
between 42% and 81% was due to the implicit government subsidy, and 
noted that if the GSEs were private fi nancial institutions, then their behavior 
would change: they would hold fewer of their own mortgage-backed 
securities, and their capital-to-asset ratio would be more than double. Some 
of the members of the House and Senate committees understood that, as 
can be seen from references to the fact that the GSEs were relatively thinly 
capitalized. 4  

 Calculation of the subsidy is diffi cult and complex, as Chairman Alan 
Greenspan acknowledged; Passmore’s estimate is certainly larger than that 
provided in 2000 by the Congressional Budget Offi ce of $13.6bn. 5  The 
differences may be due to methodology, and were certainly disputed by Fannie 
Mae and Freddie Mac.  

   The Congressional Budget Offi ce’s analysis 

 Richard Shelby, Chairman of the Senate Committee on Banking, Housing 
and Urban Affairs, requested the Congressional Budget Offi ce in April 
2004 to carry out further work, to see if the CBO’s research supported the 
Federal Reserve’s analysis. The CBO estimated that the total budget subsidy 
for the GSEs rose to $23bn in 2003, an increase of nearly 70% from the 
estimate of $13.6bn in 2002. This was due to their rapid expansion 
in 2001. 6  

 These estimates are based on the assumption that any increase in the GSEs’ 
outstanding debt and mortgage-backed securities is sustained only until the 
acquired mortgages mature. On the basis of the assumption that the GSEs 
issued debt and MBSs are reissued when they mature, the federal subsidy for 
2003 would be over $46bn, up from $20bn in 2000. For the CBO, the value of 
the total subsidy represents the capitalized value of interest savings on newly 
originated securities in the year. The increase in the estimated subsidy over the 
past three years was mainly due to the growth in debt and MBSs, as well as to 
an increase in the value of the state and local tax exemptions, and a decline in 
discount rates. CBO’s base case assumes that mortgages purchased by GSEs 
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and the securities that they issue to fi nance them have an average life of seven 
years. That span is longer than the average realized life of mortgages originating 
in the mid-1990s, when there was a refi nancing boom due to the sharp drop in 
mortgage rates. At that time, Fannie Mae expected the mortgages on its books 
to run off in three years (the CBO notes that this was information received from 
a staff member at Fannie Mae in March 2004). It would be interesting to know 
exactly what assumptions Fannie Mae retained. The GSEs outstanding securities 
and assets grew year on year over recent years, so it was not unreasonable to 
assume continued growth. 

 The CBO compared its results with the Passmore study, and noted that while 
the gross estimates differ between the two studies, the results are consistent. 
This is because the Passmore study capitalizes on the benefi t to the GSEs on 
all outstanding debt and the MBSs, whereas the CBO’s capitalizes the benefi t 
on the incremental change in the outstanding issues for the current year. That 
difference, the value of the stock, rather than the change in value, or the fl ow, 
is the principal reason why Passmore’s estimate of the gross subsidy is so much 
higher. He also estimates the subsidy pass-through at a much lower, at 7 basis 
points instead of the 25 basis points used by the CBO. There are two steps in 
the method he uses; fi rst, estimated the spread between jumbo and conforming 
mortgages and found that the difference is between 15 and 18 basis points. 
The methodology is the same as the CBO’s but the time period for Passmore is 
extended to May 2003. The second point is that factors other than the GSEs’ 
sponsored status, such as the difference in transaction costs, credit risk and 
prepayment risk determine the size of the subsidy. The CBO concludes that 
the point is the same: the housing GSEs receive large subsidies and that only a 
small proportion of the subsidies reach borrowers in the conforming market. 7  

 But as the GAO pointed out in February 2004, “without clearly defi ned 
measures of GSEs’ benefi ts, it is not possible for Congress, accountability 
organizations, and the public to determine whether the federal government 
should be subject to the fi nancial risks associated with the GSEs’ activities … 
First, isolating the GSEs’ effects on mortgages … is a complex and technical 
undertaking. Second, the GSEs’ fi nancial activities have evolved over the years 
and have become increasingly sophisticated, which further complicates any 
analysis of the GSEs’ benefi ts and costs.” 8  

 In his testimony to the Senate Committee, Chairman Alan Greenspan 
offered a way forward. “As noted by the General Accounting Offi ce, the task 
of assessing the costs and benefi ts associated with the GSEs is diffi cult. One 
possible way to advance the technical discussion would be for Congress to 
request disinterested parties to convene groups of technical experts in an effort 
to better understand and measure these cost and benefi ts.” 9  Neither Fannie 
Mae nor Freddie Mac took up the offer. The “subsidies” received by Fannie 
Mae and Freddie Mac were off-balance sheet as far as the federal budget was 
concerned. Despite the best efforts of the Federal Reserve, the CBO and Richard 
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Shelby, neither the Congressional nor the Senate committees were interested in 
assessing the costs, except to deny that so little was done to lower the costs of 
mortgages to the low paid and to minorities. 

 The risks to which Chairman Alan Greenspan referred frequently from 
2003 until the end of his tenure, namely, the growth and scale of the GSEs’ 
mortgage portfolios, concentrating interest rate risk and prepayment risk at 
these two institutions, coupled with the fact that they did not manage that 
risk by holding greater capital, were simply not recognized by any of those 
involved. OFHEO considered that its risk-based capital requirement was more 
than suffi cient to guard against potential problems, and too many politicians 
were primarily concerned about the alleged increase in the cost of mortgages 
if the GSEs had to hold more capital (especially when they were persuaded 
to hold that view by Fannie Mae and Freddie Mac). The GSEs themselves 
“have chosen not to manage that risk by holding greater capital. Instead they 
have chosen heightened leverage, which raises interest rate risk but enables 
them to multiply the profi tability of subsidized debt in direct proportion to 
their degree of leverage … without the expectation of government support in 
a crisis, such leverage would not be possible without a signifi cantly higher cost 
of debt.” 

 Chairman Greenspan continues, noting that the management of such 
risks with very little capital “requires a conceptually sophisticated hedging 
framework.” 10  It is in this context that the OFHEO report discussed later in 
this chapter has to be seen. Not only did Fannie Mae clearly lack the necessary 
skills, systems and qualifi ed staff, but the drive behind all the hedging (and 
other) strategies was to smooth earnings in order to ensure payment of bonuses, 
not to manage the risks the organization faced. That was a secondary concern. 

   Setting up the review was not plain sailing for OFHEO 

 Having announced its proposals for a special review, which would 
“independently evaluate the accounting policies at Fannie Mae and examine 
whether their implementation is resulting in a high level of conformance to 
GAAP,” OFHEO issued a request for an accounting fi rm to assist in planning 
and completing the work. 11  Deloitte & Touche was appointed in February 
2004. Later in the month, Armando Falcon, Director of OFHEO, expressed 
concerns about the possible destruction of documents, and indeed about 
access to documents; OFHEO had to resort to issuing subpoenas in order to 
obtain co-operation with its investigation. Chairman Oxley stated that he was 
“dismayed to learn” that OFHEO had had to turn to such measures, adding 
“it is my sense that if OFHEO had the tools possessed by other regulators, 
this investigation would not have reached the subpoena stage. If we had a 
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GSE regulator with the power and authority of a world class regulator, it is 
possible that these problems at Fannie Mae would have been remedied earlier 
and today’s hearing would not be necessary.” 12  In the end, OFHEO had to 
review over 200,000 documents and e-mails as well as hundreds of interviews 
and depositions of current and former staff of Fannie Mae. One of the many 
warning signs was that Fannie Mae had to correct an accounting error to the 
tune of $1.1bn in October 2003. 

   Fannie Mae’s outdated accounting systems 

 In a letter to Franklin Raines dated February 24, 2004, Armando Falcon 
stated that Fannie Mae relied on 70 outmoded manual accounting systems, 
and pointed out the potential problems in the use of so many manual systems 
(“end user computer systems”), as opposed to fully automated and integrated 
systems. The former have a signifi cant risk of error and should only be used 
with “strong controls and as an interim step to full automation. The recent 
error with Fannie Mae’s 3Q03-8-K fi ling occurred in an end user computing 
application and highlights a basic fl aw of these systems: a lack or failure of 
change control processes.” It was not just one accidental error, as the rest of 
the letter makes clear; the mistake occurred during the process of marking the 
SFAS 149 settled commitments designated as available for sale (AFS). 

  The error was the result of a computational miscalculation contained in a 
spreadsheet formula that calculates the gain/loss of the AFS. More specifi cally, 
the error resulted when  an employee made an unapproved change to a formula 
contained within a Microsoft Excel spreadsheet . The formula error went 
undetected during the normal management review process … and was ultimately 
discovered during the course of the standard review in preparation of the SEC 
Form 10-Q for the third quarter … Other fl aws found in this specifi c end user 
system were lack of technical and user documentation, insuffi cient testing, and 
inadequate back-up and recovery techniques. 

  Director Falcon demanded a remediation plan which would include a 
schedule for the development and implementation of a fully automated FAS 149 
accounting commitment process, and a plan of action to address all fi nancial 
reporting end user systems. That plan should particularly include (a) an internal 
assessment of all fi nancial reporting end user computing applications, including 
the risks and controls surrounding these applications; and (b) a plan and 
time-table for full automation of the fi nancial reporting end user computing 
applications and controls. Alternatively, if Fannie Mae believed that any of 
these systems should not be automated, then an explanation of the special 
circumstances preventing their full automation should be provided. The plan 
had to be submitted within 30 days. 13  
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   A missing balance sheet 

 In April, Fannie Mae announced its results for the fi rst quarter 2004, but failed 
to release its balance sheet at the same time, contrary to standard practice, 
which it was claimed was due to the need to complete a review of the complex 
fi gures related to shareholder equity. The GSE announced that the balance 
sheet would be available on May 10, when it was due to fi le its IOQ report 
with the SEC. Franklin Raines stated that the company’s fi nancial performance 
“continued to benefi t from the balance and fl exibility of our business model. 
We are well-positioned to continue to support our mission and to capitalize 
on opportunities for profi table growth in the coming quarters.” 14  Its profi ts 
fell by 2.1% between March 2003 and March 2004, that is, from $1.94bn 
to $1.9bn. Losses on derivatives as marked to market reached $959.3m as 
compared with $624.6m in the previous year. Its profi ts, derived from its core 
business, that is, buying home mortgages from lenders and packaging them 
as securities for sale on Wall Street, rose by 9.2%. Against that background, 
which lasted from February to July, when Fannie Mae was clearly resisting 
OFHEO’s request for documents, it seems extraordinarily unwise to publish 
accounts with a missing balance sheet in April of the same year. This did not 
go unnoticed by the fi nancial press, leading to a scathing  Wall Street Journal  
editorial: “There she goes again … Fannie Mae, the leveraged hedge fund that 
calls itself a housing fi nance company.” 15  

   Losses on derivatives 

 The publication of their incomplete fi nancial statement followed a series 
of articles about Fannie Mae’s derivative losses, especially in the  Financial 
Times . On March 9, Stephen Schurr of the  FT  set out the paper’s analysis 
of Fannie Mae’s accounts, which suggested that “it may have incurred losses 
on its derivatives trading of $24bn between 2000 and the third quarter of 
2003. That fi gure represents nearly all of the $25.1bn used to purchase or 
settle transactions in that period. Any net losses will eventually have to be 
recognized on Fannie Mae’s balance sheet, depressing future profi ts.” 16  This 
met with a sharp response from Jayne Shontell, a senior Vice President, in a 
Fannie Mae press release on March 10, dismissing the claims in no uncertain 
terms. She stated that “[this] story is based on wholly invented methodology 
that we told the reporter is wrong. His calculation and methodology are 
fl awed and the subsequent implications are wrong. The methodology he 
employed incorrectly calculated unrealized losses and as a result he arrived 
at an erroneous conclusion. This has resulted in a gross misrepresentation. 
Anyone who is seriously interested in looking at this should wait for our 10-K 
fi ling next week.” 
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 When the results were released a week later, they revealed for the fi rst time 
details of the GSE’s derivative trading, including losses on positions that could 
not be recouped. In its SEC fi ling, Fannie reported losses of $6.86bn as at the 
end of 2003 from closed hedges. Total losses, including $5.33bn in open hedge 
positions, were $12.19bn for that period. In his article of March 16, 2004, 
Stephen Schurr explained that the  Financial Times  estimated Fannie Mae’s losses 
on derivative positions that had been closed but not yet recognized at $24bn. 
The  FT  also used third-quarter numbers in its assumptions. Fannie Mae’s losses 
in accumulated other comprehensive income, the broad category, which includes 
realized and unrealized losses, narrowed from $16.1bn to $12.1bn in the fourth 
quarter. Bloomberg News noted that Fannie Mae’s derivatives holdings surged 
by 59%, to more than $1 trillion by the end of 2003 as the biggest buyer of US 
mortgages tried to cushion the effect of swings in interest rates on its earnings. 17  

   Fannie Mae improperly accounts for its assets 

 On May 6, 2004, OFHEO announced that it required Fannie Mae to account 
for manufactured housing and aircraft lease impairments in the periods in 
which they occured. OFHEO stated that its examination of Fannie Mae had 
determined that the Enterprise was not applying the appropriate accounting 
with respect to determining asset impairments and revenue recognition for 
these securities. “Fannie Mae improperly accounted for these assets in a way 
that fails to recognize losses,” noted Armando Falcon; they were to be restated 
by May 14. 18  However, the SEC did not require Fannie Mae to restate its 
earnings, but agreed with OFHEO that its process for determining impairments 
was “more rigorous and objective” for “determining other-than-temporary 
impairment, and the SEC encouraged that conclusion.” Franklin Raines went 
on to state that “during the second quarter of 2004, we will implement this 
new estimation process … in accordance with the Director’s directive.” 19  

 The results of applying the required method was a reduction in the value 
of $8bn of securities backed by manufactured housing loans, and $300m of 
securities backed by aircraft leases. This resulted in a loss of $217m due to an 
increase in defaults by mobile home owners, and a potential $353m in additional 
unrealized losses on securities for which OFHEO required a recalculation. 
Fannie Mae recognized that losses of a further $260m in the second quarter 
might occur. Franklin Raines insisted that such losses were very small in relation 
to a trillion-dollar balance sheet. 

   Fannie Mae’s co-operation “has been spotty” 

 Meanwhile OFHEO’s inquiry was continuing, but without much help from 
Fannie Mae. Chairman Richard Baker took the opportunity to ask the OFHEO 
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Director about the “forensic audit” of Fannie Mae and “whether the agency is 
providing access to documents, personnel or other matters as may be deemed 
appropriate to the accounting fi rm or to your own inspectors as appropriate, 
given the circumstance they fi nd themselves in? Are they being co-operative in 
your view?” 

 Mr Falcon replied, “I think the cooperation has been spotty, but there are 
many demands we have placed on them for documents and to employees for 
scheduled interviews. Given that we fi nd that co-operation has been less than 
adequate, whether it is deadlines being met or data submissions not being 
complete, we have taken steps to address these problems and will continue to 
be as forceful as necessary to make sure we get full co-operation.” 20  OFHEO 
later found that it had no option but to issue subpoenas on August 20, which 
could be enforced by the Justice Department (it later asked for assistance from 
the Justice Department in doing so, but neither OFHEO nor Fannie Mae was 
prepared to comment on the outcome). 

 At the hearing, Chairman Baker raised a number of other issues, some of 
which he followed up in a letter to Armando Falcon. He noted the matter of 
the level of guarantee fees, fees which the Enterprises charge originators 
when they purchase their loans. The data to which Baker had access indicated 
that “their credit loss ratios have declined due to improvements in their 
underwriting and risk management … while loan loss reserves in the same 
period of review have declined, principally attributable to reduced losses (from 
1995 to 2003). Yet the income fl ow to the corporation would appear on its 
surface to have been increased rather dramatically.” 21  Later, in response to 
Chairman Baker’s letter, OFHEO stated that Fannie Mae’s income from such 
fees rose in 2003 by a third to a record $2.4bn, or 33% of core earnings 
totaling $7.5bn. 

   OFHEO’s report of fi ndings to date 

 Of much greater importance in 2004 was the publication in September of 
OFHEO’s “Report of Findings to Date: Special Examination of Fannie Mae.” 22  
In its executive summary, OFHEO singled out characteristics of the culture 
and environment which led to the accounting problems at Fannie Mae, citing 
a number of characteristics, of which two were key: management’s desire to 
portray Fannie Mae as a consistent generator of stable and growing earnings; and 
an executive compensation culture which rewarded management for meeting 
goals tied to earnings-per-share, a metric subject to manipulation since the level 
of compensation depended on the stability of the earnings stream. However, 
an examination of the structure of compensation shows that increasing the 
levels of compensation was the overriding aim, and the presentation of stable 
earnings was simply a means to that end. 
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   “You must have 6.46 branded in your brain” 

 For the top fi ve executives, there were four main categories of compensation: 
(i) salary; (ii) annual bonus; (iii) option/restricted stock grants; and (iv) long-
term incentive plan payouts (LTIPs). The last category referred to the number of 
shares given each year, depending to a substantial extent on the previous year’s 
earnings, with the weight given to earnings determining how many shares to 
award. Items (ii) to (iv) were a more important part of the total compensation 
than the actual salary. The arrangements also allowed considerable freedom 
for executives to sell vested options and shares, which Timothy Howard, the 
Chief Financial Offi cer, frequently exercised; in the six-month period before 
the SEC’s announcement that Fannie Mae grossly misstated earnings, he 
realised about $6m in selling them. 

 Over 700 employees benefi tted from the Annual Incentive Plan, which 
from 2000 onwards took the form of a special option grant program termed 
“Earnings per Share Challenge Option Grants.” Under the terms of this plan, 
the options would be vested and would be realized in January 2004, if the 
reported EPS equalled or exceeded $6.46 by December 31, 2003. Staff were 
continually exhorted to meet the challenge, which they did: earnings per share 
reached $7.91 by the end of 2003, and they were able to realize the options. 
As OFHEO’s later report spells out, the commitment by Franklin Raines to the 
achievement of the EPS targets overrode all other objectives, even to the extent 
that the December 2001 job descriptions for Mr Raines, Chief Operating Offi cer 
Daniel Mudd, CFO Timothy Howard, and Vice Chairman Jamie Gorelick each 
listed the EPS targets as the primary performance indicator for their positions. 
They and other senior executives spent a substantial amount of time and effort 
“managing reported fi nancial performance, at the expense of other goals and 
objectives associated with safety and soundness and internal control, so that 
Fannie Mae’s reported EPS would hit the announced targets.” 

 That same objective permeated all other levels in the organization; it was 
the “corporate mantra.” Everyone had to play their part in achieving that goal. 
In 2000 Mr Rajappa, Senior Vice President for Operations Risk and Internal 
Audit, who became head of the Offi ce of Auditing, made the following speech 
to the internal auditors: “By now every one of you must have 6.46 branded in 
your brains. You must be able to say it in your sleep, you must be able to recite 
it forwards and backwards, you must have a raging fi re in your belly that burns 
away all doubts, you must live, breathe and dream 6.46, you must be obsessed 
on 6.46 … After all, thanks to Frank, we have a lot of money riding on it … We 
must do this with a fi ery determination, not on some days, not on most days but 
day in and day out, give it your best, not 50%, not 75%, not 100%, but 150%. 
 Remember, Frank has given us an opportunity to earn not just our salaries, 

benefi ts and raises, ESPP, but substantially over and above if we make it 6.46.  
So it is our moral obligation to give well above our 100% and, if we do this, 
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we would have made tangible contributions to Frank’s goals.” 23  This is a quite 
extraordinary speech for the Head of Internal Audit to make, especially one who 
had experience in the company actually with internal audit. 

 In the OFHEO report, the accounting “irregularities” were presented as 
being part of the aim, or as with the aim, of persuading investors that the 
GSE’s earnings were steady, predictable and insulated from excessive volatility; 
and also to ensure specifi c levels of compensation for executives. They were not 
designed to hide fundamental problems with the company, such as was the case 
with Enron and Worldcom. However, the effect of the constant manipulation of 
earnings and the company’s fi nancial position in general may have contributed 
to just such problems in the longer term, if for no other reason than they 
absorbed so much of the energy and attention of the senior executives and 
staff at every level, and may have distorted any proper understanding of the 
company’s true position. Inevitably, as OFHEO pointed out in its executive 
summary, the manipulation of earnings was serious, since it raised “concerns 
regarding the validity of previously reported fi nancial results, the adequacy 
of regulatory capital, the quality of management supervision, and the overall 
safety and soundness of the Enterprise.” 24  

   Fannie Mae’s failure to conform to accounting standards 

 The report fi rst of all sets out the events leading up to the development of Fannie 
Mae’s current amortization policies and practices. When Fannie Mae buys 
mortgages or MBSs, it does not pay the exact amount of the unpaid premium 
balance outstanding on the loans. If the interest rate (or coupon rate) is below 
the current market rates, the loan is less valuable and will sell at a discount. To 
calculate the effective yield on the loan, Fannie Mae must take these premiums 
and discounts into account. (A loan bought at a premium is less valuable than 
the coupon rate would imply, and vice versa for loans purchased at a discount.) 
According to SFA 91, the amount of these premiums and discounts must be 
amortized, or recognized over the estimated life of the purchased loans or MBSs. 
The amounts recognized appear on the income statement as an adjustment to 
current interest income. 

 In the autumn of 1998, interest rates fell sharply, as central banks sought 
to manage the effects of the Russian and Hong Kong fi nancial crises and the 
turbulence in the global fi nancial markets. In such a period of low interest rates, 
borrowers paid off their mortgages and refi nanced them at lower rates. The 
effect on the unexpected increase in prepayments was an additional expense 
of $400m, which according to the accounting rule, SFAS 91, should have been 
recognized and set against the 1998 earnings. However, Fannie Mae chose not to 
do that and only set $200m against its earnings for that year, deferring the other 
$200m. Later their auditors, KPMG, identifi ed the $200m deferred expense 
(the unrecorded amount) as an “audit difference,” subsequently agreeing to waive 
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that difference on the grounds that it was immaterial. Partners Ken Russell and 
Julie Theobold, and senior manager Eric Smith, signed the following statement 
in waiving the $199m PDA and other audit differences as of December 31, 1998: 
“I have evaluated the above audit differences individually and in the aggregate, 
and determined that the waived audit difference would not have material affect 
on the fi nancial statement as a whole.” As it turned out, it  was  material, since 
not booking that expense increased the EPS by about 12.5 cents, from $3.11 to 
the $3.23 that was actually reported to the public on January 14, 1999, and in 
the 1998 Annual Report, including the audited fi nancial statements. 25  

 In its Report of Findings to Date, OFHEO refers only to an “audit difference,” 
which is then portrayed as a trivial matter in the course of the December hearing 
before the House subcommittee on Capital Markets, Insurance and Government 
Sponsored Enterprises on October 6, 2004. As a consequence, some members 
of the Subcommittee regarded the failure to record expenses totaling $200m in 
1998 as a relatively trivial issue. OFHEO appears to spend too much time on 
a past event which then seems trivial; it is not, of course, as OFHEO makes it 
plain that this was the beginning of a whole series of accounting policies which 
were designed to fulfi l the objectives which Fannie Mae had set itself. 

 Fannie Mae provided a variety of reasons why the deferral in expenses 
occurred, such as the fact that it was necessitated by limitations in models 
and infrastructure, which caused the estimate of expenses to be overstated. 
However, these did not hold water. For example, in interviews with Mr Howard 
and Leanne Spencer, Controller, it was indicated that one of the reasons for not 
recording the additional expenses was that not all REMIC securities (that is, a 
real estate mortgage investment conduit) are structured into separately traded 
securities. 26  But then the records show that upon increasing the percentage of 
REMIC securities which could be modeled, the amount of catch-up expenses 
actually increased. OFHEO also discovered that, despite insisting that the 
estimate of loss was overstated, Fannie Mae developed a strategy to record 
monthly “on-top adjustments” (that is, adjustments made directly to the general 
ledger during the fi nancial statements close process) to the fi nancial statements 
to recognize the estimated $200m deferred expense in the subsequent fi scal 
years, 1999 and 2000. 27  

 To see the signifi cance of the catch-up, we need to return to the issue of 
compensation, which includes the Annual Incentive Plan (AIP) awards, that is 
bonuses linked to the size of the bonus pool for meeting the annual earnings 
per share target. For 1998, the size of the annual bonus payout pool was linked 
to specifi c EPS targets: $3.13 minimum payout; $3.18 target payout; and $3.23 
maximum payout. If Fannie Mae was to pay out the maximum amount in 
AIP awards in 1998 (about $27.1m), the EPS would have to be $3.23. Bang 
on target: the 1998 EPS fi gure turned out to be $3.2309, so this allowed the 
maximum payout. The annual EPS fi gure is calculated by dividing the net 
annual earnings by the average number of shares of common stock outstanding 
for the year. The 1998 $3.23 EPS was established by dividing the net income 
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available to common shareholders ($3.352bn) by the weighted average number 
of common shares outstanding (1.037m). If the net income available to common 
shareholders had been reduced to $125m, the EPS for 1998 would have fallen 
to $3.11, below the minimum payout level. 

 Then the “catch-up” of deferred expenses in 1999 began, but with the aim 
of not exceeding a negative £100m by the end of the year. Fannie Mae had 
learnt its lesson; it did not want to face any further surprises in sudden interest 
rate changes which would incur expenses, which it would then have to handle 
by managing the process of calculating amortization. Part of the $200m that 
had been deferred was placed into an account described as a “reserve against 
future interest rate changes.” 28  

 In its report OFHEO includes various staff memoranda in which they 
discussed the SFAS 91 accounting standards. They decided not to adopt most 
of the standards, but only those which allowed them, or could be interpreted 
as allowing them to: (a) not recognize estimated income or expenses up to 
certain thresholds, and (b) defer the recognition of income or expenses that 
exceeded recommended thresholds over a several-year planning horizon. 29  
These accounting methods are neither supported by SFAS 91 nor GAAP more 
broadly, but they were adopted in December 2000 and were still in force at 
the time of the report. At that time, OFHEO was unable to fi nd any evidence 
that the policy had been used, although Mr Jonathon Boyles, then Senior Vice 
President Financial Standards, acknowledged that the methods were not in 
accordance with GAAP. 

 OFHEO also noted that the active modeling and management of the catch-
up required more robust systems than Fannie Mae had in place. However, 
Fannie Mae installed a system called BancWare Convergence, “as a tool 
to facilitate the scenario analysis of our purchase discount/premium and 
deferred/prepaid fee position … These upgrades created enhanced cash fl ows, 
which improved our catch-up forecasting ability.” A specifi c enhancement was 
added to BancWare which allowed it to produce modeling reports in dollars, 
and therefore to bypass PDAMS (purchase discount amortization system), 
which was used at the time to model catch-up. In his memorandum, Mr 
Juliane added, “BancWare amortizes premium and discount using an interest 
proxy method based on a proportionate amount of principal collected. This 
generates an amortization amount that ensures that the purchase price is 
maintained throughout the life of the instrument. Consequently, the normal 
amortization factors BancWare produces assume that you record catch-up in 
the period when incurred.  However, even though the normal factors assume 
that you will recognise catch-up in the period incurred, BancWare gives you 
the fl exibility to manipulate factors to produce an array of recognition streams.  
With this manipulation you can ‘bleed’ the catch-up within a specifi ed time 
period and affect both the subsidiary ledger as well as the general ledger 
equally. This strengthens the earnings management that is necessary when 
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dealing with a volatile book of business.” 30    It is interesting to note that, 
given OFHEO’s later criticism of the number of manual systems and lack of 
computer systems, one of the earliest robust systems Fannie Mae installed 
was designed to assist with the preparation of fi nancial reports which suited 
them and their objectives, rather than providing reliable fi nancial reports for 
investors. 

   How Fannie Mae accounted for derivatives 

 Much of the report is taken up with various diffi culties in the way in which 
Fannie Mae dealt with derivatives accounting. Under SFAS 133, derivatives, 
including futures, contracts, swaps, and caps, are all fi nancial instruments whose 
value is linked to changes in a particular economic variable, usually interest 
rates. Fannie Mae used derivatives to manage interest rate risk. According to 
the above accounting rule, changes in fair value from the previous accounting 
period must be reported as current income, unless the derivatives are used for 
hedging. SFAS 133 allows a company to recognize as earnings both the change 
in the derivative’s value and the offsetting change in the value of the hedged 
item. If the gains and losses are closely correlated, the net effect on reported 
earnings will be very small or zero. The report analysed a number of these 
transactions, and found many practices that did not conform to SFAS 133. 
It also found that a number of staff involved in the whole process did not 
understand the accounting practices with which they were dealing, and were 
even unfamiliar with SFAS 133. 

 Fannie Mae used a number of shortcuts, which appeared to provide the 
“perfectly effective” hedge, that is, one which eliminates the risk of an existing 
position entirely, or which eliminates all market risk from a portfolio. Many 
would regard “perfect hedges” as being extremely rare, and would refer instead 
to “effective hedges.” OFHEO notes that a great deal of emphasis was placed on 
treating hedges as “perfectly effective,” by which Fannie meant that the hedging 
relationship was not in any way ineffective, an unlikely occurrence. Fannie Mae, 
however, did not carry out any assessment or measurement of the effectiveness 
of the hedging relationship. According to the interview OFHEO conducted with 
Jonathon Boyles, Senior Vice President of Accounting Standards and Corporate 
Tax, in August 2004, Mr Boyles stated that he “would guess over 90% of Fannie 
Mae’s hedges are perfectly effective at any point in time.” 31  What Fannie Mae 
did was set aside the very limited circumstances in which SFAS 133 allows for 
the treatment of hedges to be perfectly effective, with the result that at the end 
of December 2003, it “had a notional of $1.04 trillion in derivatives of which a 
notional of only $43m was not in a hedging relationship.” 32  

 OFHEO identifi ed at this stage in its examination a wide range of examples in 
which accounting rules had been intentionally misapplied in order to minimize 



202    FANNIE MAE AND FREDDIE MAC

earnings volatility and simplify operations. Fannie Mae failed to carry out a 
proper assessment of effectiveness, or a measurement of the ineffectiveness with 
many of its hedges. These calculations together with proper documentation 
of hedges are essential for hedge fund accounting treatment under SFAS 133. 
If these derivatives are not to count as hedges then their fair value (or market 
value) changes should be recorded directly as earnings. 

 Before 2004, Fannie Mae treated some offsetting derivatives as hedges 
when they did not qualify as such. In 2001–2002 in particular, the GSE did 
not properly account for certain purchased interest rate caps, which might 
have led to signifi cant misstatements of its earnings and Accumulated Other 
Income Statements (AOCI) during those years. They knew that their accounting 
treatment did not accord with GAAP. 

That was changed in 2004, but without any reference to possible 
misstatements in the previous years. Fannie Mae disclosed in its fi rst quarter 
2004 10-Q that the impact of classifying certain derivatives as non-hedging was 
approximately $13m on that quarter’s pre-tax net income. OFHEO considers 
that the impact may have been larger. In 2002, Fannie Mae disclosed another 
change in its methodology in accounting for changes in time and intrinsic 
value of its purchased interest rate caps. Once again, no reference was made 
to the implications of such changes on its past fi nancial statements. Again in 
December 2003, the balance in the AOCI includes $12.2bn in deferred losses 
relating to cash fl ow hedges.

 OFHEO, with respect to the improper application of hedge fund accounting, 
correctly comments that this led them to “question the validity of the amounts 
refl ected in AOCI; as well as the amounts refl ected as carrying value adjustments, 
at any point since the adoption of SFAS 133. For hedges which do not qualify 
for hedge fund accounting, fair value changes should be refl ected in earnings in 
the period in which the value change occurred, and with no offset to AOCI or 
hedged item carrying value. Additionally, the possible reclassifi cation of these 
amounts into retained earnings could have a  substantial impact on Fannie 
Mae’s compliance with regulatory capital requirements .” 33  

 There are two further reasons to be concerned. The fi rst is the lack of 
adequate documentation, which might appear as a regulatory burden, but 
the rationale is clear enough: without such documentation, it would be 
impossible to determine the effectiveness of the hedge. For example, SFAS 133 
requires that at the beginning of a hedge, the following information should be 
recorded: 

 ●    Management objective and strategy for entering into a hedge 

 ●    Identifi cation of the hedging instrument 

 ●    The risk being hedged 

 ●    How the hedge effectiveness will be assessed 
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   Fannie Mae’s system involves entering the hedging instrument with the 
hedged item in a term sheet, which identifi es the hedged item and the linkage 
between the derivative and the hedged item. Their system also includes the 
transaction descriptions for the permitted hedging strategies. What is lacking 
is any reconciliation between the term sheet and ultimate hedge fund linkage 
in the system. As a result of one of its interviews with a senior fi nancial analyst 
in the Treasury Middle Offi ce, OFHEO noted that the fi nal decision about 
the nature of the hedging relationship is made by the Controller’s Financial 
Accounting Group. Clearly this mode of operations with the linkage in what 
Fannie Mae calls the DEBT system, allows the Financial Accounting Group 
to change the ultimate treatment of a hedge’s designation, and contradicts the 
regulatory requirements. 

 In examining the whole process, OFHEO concluded that there were a 
number of inadequacies in the various systems Fannie Mae employed. These 
included: 

 ●    Ambiguity of the hedging relationship 

 ●    Hedged risk not properly defi ned 

 ●    Hedged items not specifi cally identifi ed in certain fair value hedges 

 ●    No term sheet produced for re-linkages 

 ●    Designation not contemporaneous 

 ●    Unclear defi nition and probability of hedged transaction in cash fl ow 
hedges 

 ●    Retroactive linkage of hedging instruments with hedged items 

   With regard to the latter item, OFHEO includes e-mails which showed 
that they were given permission by the Controllers to go back and change 
the linkages to the trader’s intent at the time of the buyback. 34  This illustrates 
the ease with which descriptions could be changed retroactively to achieve 
a certain accounting result, which is clearly and expressly ruled out under 
SFAS 133, where paragraph 385 states that the concurrent designation and 
documentation of a hedge is critical; without it, an entity could retrospectively 
identify a hedged item, a hedged transaction, or a method of measuring 
effectiveness to achieve a desired accounting result. 

   Did the hedge accounting failures matter? 

 The OFHEO report spells it out: the lack of adequate, contemporaneous hedge 
designation documentation precludes a company from hedge accounting, 
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which in turn means that the fair value changes for such derivatives should 
be recorded through the income statement, without receiving any offset, or 
matching with, the earnings affect of the hedged item. All of this is complex 
and esoteric stuff. Does it matter beyond that? OFHEO answers: “Given the 
billions of dollars of mark-to-market value of Fannie Mae’s derivatives and the 
fact that the vast majority of them are currently receiving hedge accounting, 
the potential impact of these documentation issues on Fannie Mae’s reported 
fi nancial results and regulatory capital appears to be substantial.” 35  In other 
words, Fannie Mae could not be certain of the risks it faced or the capital it 
had at its disposal at any one time. It also undermines confi dence in any other 
aspect of Fannie Mae’s reports of its achievements, including the nature of 
the loans it purchased, the guaranty fees it charged lenders and, of course, the 
whole issue of compensation, something Fannie Mae was reluctant, to say the 
least, to reveal. 

   The role of senior managers 

 In the 2004 report, OFHEO concentrates on the responsibilities of senior 
management and systems and controls, rather than on the role and 
responsibilities of the Board. That is covered in much more detail in the 2006 
report. The issue of systems and controls is tackled in part through accounting 
policy development and fi nancial reporting responsibilities, which ultimately 
was the responsibility of the Chairman and Chief Executive, Franklin Raines, 
Tim Howard, Chief Financial Offi cer (CFO), and Leanne Spencer, Senior Vice 
President and Controller. Ms Spencer reported to the CFO; Sam Rajappa, 
Operations Risk and later Head of Internal Audit, had a dotted line of reporting 
to the CFO over the previous two years, although he also reports to the Chairman 
of the Audit Committee. There were two other Senior Vice Presidents: Janet 
Pennewell, Financial Reporting, and Jonathon Boyles, Financial Standards and 
Tax, with one vacancy for the SVP of Financial Accounting and Mary Lewers 
as the Vice President of Financial Accounting. 

 Jonathon Boyles was responsible for the initial accounting policy 
development, taking on board the rule changes at the FASB and the SEC, and 
the impact on business units at Fannie Mae and their views. A draft would 
then go to the Controller, who would be responsible for reviewing the policies 
for compliance with GAAP. No formal procedures for the development of 
accounting policy existed at Fannie Mae, and sometimes the policies which 
had been developed in such a disorganized fashion were not in accordance 
with GAAP. What Boyles recognized as “known departures from GAAP” were 
simply characterized as a “practical application of accounting standards.” 
The CFO claimed in interviews with OFHEO that he was not aware of any 
departures from GAAP. 
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 Any internal review of proposed accounting policies was conducted by the 
Controller, Leanne Spencer, whose job it was to decide which policies to approve 
and implement. Leanne Spencer was not a Certifi ed Public Accountant, but in 
the event of a difference of opinion between the Controller and the Financial 
Standards Group, then the CFO is the fi nal arbiter. Nor was the CFO, Tim 
Howard, a Certifi ed Public Accountant, and his technical background did not 
include any accounting-related experience. Mr Howard’s testimony made it 
clear that he did not rely on Leanne Spencer for technical expertise, but rather 
as “an engaged participant” in the process, with Jonathon Boyles being the 
subject matter expert. 36  However, none of these individuals was regarded as 
a real expert: the CFO, the Controller, the VP of Financial Accounting and the 
Head of the Offi ce of Auditing (internal audit) all made it quite clear that they 
referred to KPMG as the fi nal arbiter of Fannie Mae’s compliance with GAAP, 
which meant that KPMG was effectively auditing itself. The Controller revealed 
during interviews that she was hardly in a position to do anything else, since 
when asked about the company’s treatment of interest-only and principal-only 
securities, she admitted that she did not have a detailed understanding. Even the 
Head of Internal Audit did not consider it his responsibility to ensure compliance 
with GAAP, but rather “to do audits to ensure that the policies are followed 
by those they govern in a fashion consistent with our [internal] standards.” 37  
Neither the Controller nor the Head of Internal Audit were able to or wished 
to comment on the regulatory accounting standards for which it was the 
Controller’s responsibility to decide which policies to approve and implement. 
She also ran an under-resourced department and once again admitted that “once 
we get overloaded, things slip. They don’t get done as thoroughly.” 38  

 OFHEO turned to Tim Howard. As Vice Chairman and CFO, he was able 
to produce a long list of responsibilities, which included risk management, 
the retained portfolio, the accounting function, investor relations, Treasury, 
fi nancial reporting, and evaluating and making compensation recommendations 
for the Head of the Offi ce of Auditing. As Vice Chairman, he also had a wide 
range of corporate strategy oversight management responsibilities, and served 
informally as Fannie Mae’s Chief Risk Offi cer, in fl agrant contradiction to the 
principles set out by the Group of Thirty, of which he was a member: “fi nancial 
control and risk management must be fully independent of the risk-taking 
business.” 39  Mr Howard also referred to the Steering Committee dealing with 
the issue of fair value versus historical cost accounting, which Paul Volcker, 
as Chairman of the Board of Trustees had asked him to join, a group which 
included Susan Bies from the Federal Reserve. 

 The report sets out clearly a senior team, many of whom were not qualifi ed 
for the roles they had; a heavy workload; and a weak review environment, all 
leading to dependence on a small number of key persons, without a proper 
segregation of duties or adequate levels of control. But apart from this fi rst 
report from OFHEO, there were no signs that any one really understood the 
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extent of the disorganization and incompetence (or worse) at the top of such 
a vast Enterprise. 

   Testimony of the whistle-blower 

 Further insights into what this meant for many of those on the inside were 
provided by Roger Barnes, the whistleblower, who worked at Fannie Mae 
as Manager of Financial Accounting, Deferred Assets, until his resignation 
in October 2003. His testimony highlights the extent of false accounting in 
Fannie Mae, and also indicates that it was deliberate. It was also one of the 
factors leading to the OFHEO inquiry and obviously indicated the direction in 
which the inquiry should look. Mr Barnes had begun his employment at Fannie 
Mae in 1992, in a spirit of idealism; and also to advance, as he says, his own 
professional career. The testimony itself is a study of growing disillusionment 
over the years from 1999 onwards. 

 He was involved in the development of the Amortization Integration Modeling 
System (AIMS), designed to determine cash fl ows and income generated by 
Fannie Mae’s deferrals on mortgage and mortgage-backed securities. Mr Juliane 
led the development of the system, although he was not a certifi ed public 
accountant. Roger Barnes had doubts about the system from the start, but these 
were ignored; they were rejected by Ms Pennewell, Ms Lewers and Mr Juliane, 
as they were working to achieve the objective set by Leanne Spencer and Tim 
Howard, namely, to reduce earnings volatility. His accounts of specifi c meetings 
show the extent of manipulation. One such meeting took place on January 4, 
2001, which included Ms Lewers, Richard Stawarz, Director of Financial 
Reporting and Mr Juliane, with the aim of considering the effects of the Fed’s 
cut in interest rates. The rapid fall in interest rates led senior management to 
consider adjusting the “on-tops,” a term referring to manual journal entries 
that could be used to adjust arbitrarily Fannie Mae’s income as the books were 
closed each month. Senior management had stated that the “on-tops” could be 
used to refl ect a desired level of income for December 2000. He expressed his 
concerns about these and other reporting matters to Mr Stawarz, who agreed 
with him but did nothing about it. 

 In November 2001, an amortization factor change requested by management 
resulted in a $100m increase in the company’s interest income. “I recognized 
this increase as concrete evidence that the AIMS system, as developed and 
used by the company, produced grossly inaccurate and unreliable results when 
calculating the Fannie Mae’s income and expenses.” 40  

 By September 23, 2002, “it was clear to me that management in the 
Controller’s division had no intention of responding to my disclosures of 
accounting impropriety. Indeed, the culture in the Controller’s division was such 
that many employees knew or suspected that the company was engaging in 
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improper income management and it became a joke that the Controller’s division 
could produce any income statement the company wanted.” 41  Mr Barnes set out 
all of these practices he had discovered to Mr Raines and Mr Howard, but none 
was ever investigated; instead, from November onwards, Mr Barnes found that 
he was excluded from meetings, refused monetary rewards to which he and his 
staff were entitled, and was not promoted to a position for which he was well 
qualifi ed. 

 In April 2003, he again discussed his concerns about Fannie Mae’s accounting 
practices with Mr Stawarz, who advised him not to raise his concerns in a 
“corporate climate in which employees actually joked about improper incomes 
management because it was such a regular occurrence,” and in which “employee 
morale suffered because management offered promotions, bonuses and perks 
only to employees who supported management’s improper goals.” 42  

 After that, Mr Barnes set about researching irregularities as part of his 
responsibility for 400 ledger accounts, and reviewed the company’s amortized 
transactions, fi nding “abundant evidence of the same kinds of problematic 
and unlawful fi nancial practices” that he had identifi ed in his memorandum to 
Mr Raines and Mr Howard on September 23, 2002. The evidence was presented 
to the internal auditors and a meeting sought in July with the Head of Internal 
Audit, Mr Rajappa. The meeting did not take place until August 2003, during 
which Mr Barnes gave full details of all the errors he had discovered (over 60) 
and stated that based on his research, he had concluded that Fannie Mae’s 
amortization accounting was not in accordance with GAAP. A copy was given 
to Ms Spencer, Ms Pennewell, Ms Lewers and Messrs Stawarz and Juliane at a 
meeting on August 5. He was greeted with anger that he had taken matters to 
internal audit, and it was claimed that he was “overstating the case.” However, the 
factors generated by AIMS were still used in the amortization processing. After 
that, a further meeting was held which was not designed to rectify problems, but 
rather to justify the practices so that Mr Raines could sign off on the fi nancial 
statements by the August 15 deadline. Franklin Raines did certify the fi nancial 
statements, which contained all the matters Roger Barnes had questioned. After 
that, he was excluded from all meetings and even information about OFHEO’s 
investigation, and so felt he had no choice but to leave the company. 

   Standard & Poor’s gives top marks to Fannie Mae’s 

corporate governance 

 In stark contrast to OFHEO’s fi ndings and the testimony of Roger Barnes, 
Standard & Poor assigned its fi rst Corporate Governance Score to a US company 
on January 30, 2003, to Fannie Mae. On a scale from 1 to 10, Fannie Mae was 
given a score of 9. The scores were described on Standard & Poor’s website as 
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“independent assessments” resulting from an “interactive process that does not 
follow a ‘check the box’ approach.” The score is made public at the company’s 
discretion, although according to S&P, a “good majority” of fi rms do not reveal 
their scores. Again the website made it clear that, “The resulting report can 
either be used as a confi dential diagnostic by the company or published as a 
Corporate Governance Score … funded by the company being analysed and 
is currently free of charge to investors, insurers and other interested parties.” 
In effect, companies pay a fee to hire S&P, then a score is produced, and the 
company may decide to disclose this at no extra fee. 

 The report was based on an examination of Fannie Mae in four key areas: 
ownership structure and external shareholder infl uence; investor rights and 
relations; transparency and disclosure; and board structure and process. It is 
worth quoting one or two excerpts; although the work was carried out in late 
2002 and January 2003, enough had happened in relation to Freddie Mac 
(see previous chapter) for a somewhat more sceptical approach to have been 
adopted. With regard to transparency and disclosure, S&P stated that though 
Fannie Mae’s size and the complexity of its particular accounting practices, 
notably SFAS 133, “make its fi nancial practices subject to a very high level 
of external scrutiny … the company’s website and the annual report provide 
a very strong basis of disclosure that meets or in some cases exceeds SEC 
requirements … We assess positively Fannie Mae’s audit process and how its 
independence is achieved, but note the high level of non-audit fees paid to the 
company’s auditor.” 43  The report notes that KPMG have been the company’s 
auditors since 1968. 

 The report also notes that although the infl uence of its regulators and 
Congress may not materially affect Fannie Mae’s corporate governance at 
present, there is a possibility that this could change in the future. It refers 
dismissively to Richard Baker, as Chairman of the Capital Markets, Insurance 
and Government Sponsored Enterprises Subcommittee of the House Financial 
Services Committee, and his efforts to obtain a Congressional review of Fannie 
Mae’s corporate governance, linking him, for example, to FM Watch, described 
as a “micro-lobby, backed by some of Fannie Mae’s competitors, upset at what 
they view as unfair government support for the company and for Freddie 
Mac.” 44  

 However, the report concludes, “Fannie Mae to this point has been able 
to use persuasion, its political connections and supportive legal opinion 
to maintain the status quo that it clearly believes serves the interests of its 
shareholders … dealing with external political, regulatory and legislative risk 
is something the company is quite good at: a skill that has helped the company 
and its shareholders over the long term.” 45  Indeed! The form the application of 
its political skills took would be revealed to an ever greater extent in the years 
to come. Even in January 2003, the storm clouds were gathering, and were 
there to be seen and considered. 
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   A “political lynching” of Franklin Raines? 

 The Hearing of the Subcommittee on Capital Markets, Insurance and the 
Government Sponsored Enterprises took place on October 6, 2004. The hearing 
was dramatic indeed, with one of its members, Rep Lacy Clay, describing it as 
being “about the political lynching of Franklin Raines … We are having a trial 
by OFHEO leaks, trail by newspaper articles, and trial without due process.” 46  
Others, such as Maxine Waters, echoed the point that the primary motive of 
the report was political when she said, “I feel like I’m in another round of the 
battle between FM Watch and the GSEs. 47  FM Watch, fi nancial institutions 
that decided a long time ago to wage a political war to reduce the GSEs’ share 
of the mortgage market, and of course I must say, Mr Chairman, waged by 
you.” 48  She added, “It is critical that we ensure any action that we may consider 
not impair the housing mission of the GSEs.” 

 Mr Arthur Davis followed on, saying, “You have imputed various motives 
to the people running the organization. You then went to the Board and put a 
48-hour ultimatum on them without having the specifi c regulatory authority to 
put that kind of ultimatum on them. That sounds like some kind of invisible line 
has been crossed … as if you have gone from being a dispassionate regulator 
to someone who is very much involved and has a stake in this controversy … 
the political context … [is] that serious doubts were being raised about the 
OFHEO.” 49  

 The focus shifted from claiming that the report was a political attack on 
Fannie Mae to claims that releasing the report was likely to damage Fannie 
Mae. Mr Davis asked if it were possible that the “market standing of Fannie 
Mae could be weakened by your testimony?” He was followed by Rep Joseph 
Crowley, who said, “I know that Mr Raines has pledged to create 6 million 
new homeowners, including 1.8 million minority homeowners, by 2014. Do 
you believe that this goal may be threatened now because of this report?” 50  
Mr Falcon gave the obvious answer that the course of action taken by OFHEO 
was because of the actions of the company, and it is of course those actions 
which were described in the report. 

 Mr Kanjorski, a long-standing member of the Committee, who had already 
lived through the Savings & Loans crisis, adopted a more cautious approach, 
urging his colleagues on both sides of the aisle to “demonstrate patience and 
caution.” Recognizing the serious nature of the matters raised in the report, he 
wanted to wait for the process to work itself out, whilst warning against “hyping 
the initial fi ndings,” since they could also raise the price of home ownership. 51  

 Apart from Messrs Capuano, Kelly, Toomey, Bachus, Watt and Congresswoman 
Hart, who all sought to clarify one or other aspect of the report or to emphasize 
the failings of Fannie Mae, few other issues of substance were raised. These did, 
however, include the points made by Barney Frank and Maxine Waters. Barney 
Frank challenged Mr Falcon on the grounds that when he read the Director’s 
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testimony, “it seems to me almost boilerplate in his report that he says at the end 
of every specifi c, ‘and this could raise questions of safety and soundness issues’. 
It could, but nothing in here seems to me to say that it does … I think it serves 
us badly to raise safety and soundness as a kind of general shibboleth.” 52  

 Later in the hearing, after testimony from Frank Raines and Tim Howard, 
Barney Frank was again dismissive, both of the report and of the diffi culties 
he alleged in the report’s treatment of derivative accounting: “My sense of 
accounting for derivatives ranges somewhere in between alchemy and astrology. 
You are accused of being on the alchemy end.” 53  

 Far from being a challenge to the OFHEO report, this comment indicates 
the lack of understanding about the whole issue of safety and soundness, which 
is not just a matter of having suffi cient capital, but is also a matter of the 
reliability of the fi nancial information and the management of risk throughout 
the whole organization. 

 With unreliable fi nancial reporting, it is impossible to know what an 
organization’s true assets and liabilities are, and hence to be able to assess the 
risks to which the organization is exposed. That is why the report, having shown 
that in respect of key elements of fi nancial reporting, Fannie Mae’s fi gures were 
unreliable, states that “safety and soundness” were in question. It found an 
“operating environment that tolerated weak or non-existent internal controls; 
key person dependencies and poor segregation of duties; ineffective reviews of the 
Enterprise’s offi ce of auditing; and an inordinate concentration of responsibility … 
in the Chief Financial Offi cer.” 54  Indeed, any one of these would pose some risk 
to the safety and soundness of an organization, and the combination could be 
lethal. It is not clear whether Barney Frank and his colleagues on the Committee 
understood that; chose not to appear to understand it, preferring to make political 
points; or could not face up to the fact that Fannie Mae, being in the “American 
dream business” to which they were all committed, could do anything wrong. 

   Senior executive compensation at Fannie Mae 

 As has been discussed, one of the issues raised in the report was that of 
compensation paid to senior executives. At the beginning of the hearing, 
Chairman Richard Baker advised the Committee that some 12 months 
previously, he had corresponded with the Director’s offi ce, making enquiries 
about the levels of compensation for the top 20 executives, information which 
had not been made public at that time. Within a few days of his enquiries, 
Fannie Mae had engaged the services of Ken Starr, legal counsel, to warn him 
and his staff that such information should not be made public and, if it were, 
civil legal action would follow. He did not reveal the information at the time, 
because it was not directly relevant to reforming the institutions; nor did he 
understand why, until he read OFHEO’s report. 
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   The extent of systemic risk 

 A glimpse of the possible extent of systemic risk was revealed by answers to 
questions posed by Rep Douglas Ose, about the extent to which banks held 
Fannie Mae’s securities and the possible indirect impact. Chairman Baker 
answered the question in more detail than Armando Falcon did, pointing out 
that of the 8,400 insured federal depository institutions, more than 3,000 held 
over 100% (not 50, not 70, but 100%) of their required Tier One capital in 
GSE securities. 55  

   Fannie Mae’s defense 

 Franklin Raines and Tim Howard were also questioned at the same hearing. 
They spent much of the time denying the contents of the OFHEO report, 
claiming, for example, “We have looked for the facts. There were no facts in the 
OFHEO report. None. Other than their calculation that says, ‘Oh there seems to 
be if we subtract one number from another you get this result’.” 56  Mr Howard 
denied that he had the range of roles he had claimed in his interview with 
OFHEO. Both claimed that they had co-operated all along with the OFHEO, 
and that the subpoenas had not been necessary. They complained that they had 
not seen a copy of the report, and that OFHEO had not consulted with them 
or their very long-standing auditors about the report; also, that it had been 
presented to Fannie Mae’s Board of Directors with 48 hours’ notice for reasons 
that they did not understand. One of the committee members, Congressman 
Joe Baca, concurred with these complaints, stating, “It seems odd that they 
did not contact you. Yet … they have gone to the media and they have gone 
everywhere else.” 57  However, under further questioning from Congressman 
Douglas Ose, Franklin Raines admitted that, prior to the hearing, he and some 
of his agents, employees or counsel visited members of the committee and 
discussed the substance of the hearing. In answer to a further question as to 
whether he, his agents, employees or counsel provided questions to members 
of the subcommittee for the purpose of having them posed to witnesses during 
this hearing, Mr Raines admitted that “I believe we talked to members of staff 
about the questions they might want to pose.” 58  That is clear from the hearing, 
where the lines of attack on the credibility of OFHEO and the manner of its 
release to the public were obviously planned in advance. 

 The only issue for which Franklin Raines and Tim Howard were not prepared 
was the question as to why, if the report consisted of entirely unsubstantiated 
allegations, the Board had so readily entered into the September 27 agreement, 
according to which the Board was required to implement correct accounting 
treatments, hold the 30% capital surplus, recalculate prior period fi nancial 
statements, using correct accounting, appoint an independent risk offi cer, and 
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put in place policies to ensure effective adherence to accounting rules and new 
internal controls. They could not explain in any satisfactory way why that had 
been agreed. 

 The fi nal matter of substance raised in the hearing referred to the fact that 
the issues raised in the report were “brand-new issues” to Fannie Mae, and 
that they were new to their relationship with OFHEO. In that, Franklin Raines 
was correct, and the reasons lay with the weakness of the regulator, together 
with Fannie Mae’s resistance to any attempts to strengthen the regulator. 
The reasons for this will be discussed more fully in the next chapter. 

   Fannie Mae and the SEC 

 It was plain from Raines and Howard’s statements during the hearing that, 
knowing the matter was going to be referred to the SEC for a fi nal assessment 
of the alleged accounting irregularities, they expected to receive favorable 
treatment from the SEC. Indeed, Fannie Mae requested guidance from the 
Commission’s accounting staff regarding policy matters associated with its 
compliance with SFAS 91 and SFAS 133. The SEC statement acknowledged 
that it was unusual for the accounting staff to issue such guidance, whilst there 
are pending investigations. However, given that Fannie Mae had requested 
it, “because, in its view, these accounting issues have received extraordinary 
public attention and resulted in the mortgage and capital markets experiencing 
uncertainty,” the staff agreed to issue guidance, based solely on information 
provided by Fannie Mae and OFHEO. 

Fannie Mae’s hopes for SEC support were dashed to the ground by the short 
and blunt statement issued by Donald T. Nicolaisen, SEC Chief Accountant. 
“Our review indicates that during the period under our review, from 2001 
to mid-2004, Fannie Mae’s accounting practices did not comply in material 
respects with the accounting requirements in Statements Nos 91 and 133.” 
With regard to SFAS 91, he concluded that that Fannie Mae had failed to 
follow proper accounting procedures in relation to the fees associated with 
loan origination and purchasing. Fannie appeared to recognize adjustments to 
the carrying amount of its loans only if it exceeded a “self-defi ned materiality 
limit,” contrary to the accounting standard.

 He added, “Fannie Mae internally developed its own unique methodology 
to assess whether hedge accounting was appropriate,” but its “methodology of 
assessing, measuring and documenting hedge ineffectiveness was inadequate 
and was not supported by SFAS 133.” Then came the fi nal blows: 

  Fannie Mae should: 

 ●    Restate its fi nancial statements fi led with the Commission to eliminate the 
use of hedge accounting. 
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 ●    Evaluate the accounting under Statement No 91 and restate its fi nancial 
statements fi led with the Commission if the amounts required for correction 
are material. 

 ●    Re-evaluate the information prepared under generally accepted accounting 
principles (GAAP) and non-GAAP information that Fannie Mae previously 
provided to investors, particularly in view of the decision that hedge 
accounting is not appropriate. 59  

      Franklin Raines and Timothy Howard 

leave Fannie Mae 

 The SEC met with Franklin Raines, three outside directors of Fannie Mae 
(Stephen Ashley, Joe Pickett and Thomas Gerrity), OFHEO Director, 
Armando Falcon, KPMG auditors and criminal prosecutors from the Justice 
Department at the Commission’s HQ on December 15. A week later, the 
Board of Directors fi nally gave in to pressure from OFHEO to force both 
Franklin Raines and Tim Howard from offi ce. According to Fannie Mae’s 
public statement, Franklin Raines accepted early retirement and Tim Howard 
had resigned. Stephen Ashley then became non-executive Chairman and David 
Mudd, the Chief Operating Offi cer, became interim Chief Executive, until 
March 2005 when his appointment was confi rmed. Executive Vice President 
Robert Levin became interim Chief Finance Offi cer and the auditors, KPMG, 
were dismissed. 

 The departures were accompanied by a fl urry of announcements of 
investigations, including the SEC’s inquiry into the reasons for the violations 
and the conduct of the company’s senior executives. The SEC would investigate 
possible violations of the Sarbanes-Oxley Act, which would cover infringements 
of the certifi cation requirements (this can lead to criminal as well as civil 
penalties). OFHEO began investigating bonuses and severance pay for Raines 
and Howard, especially after Fannie Mae disclosed that the former Chairman 
and CEO was leaving with a severance package of $24.2m, excluding his 
$2.4m annual salary for life; another $21m in accelerated stock; potential 
future stock payments valued at up to $34.6m; and an undisclosed amount 
in 401(k) benefi ts. Fannie Mae agreed to maintain a $5m life insurance policy 
for Raines until he reached the age of 60 and $2.5m insurance cover thereafter, 
and full medical and dental benefi ts for life for his wife and dependent children. 
CFO Timothy Howard did not do quite so well with his minimum severance 
package, valued at approximately $12m, potential stock payouts valued at up 
to $6.4m, 401k benefi ts; Fannie Mae did not include in its severance deal his 
annual salary of $433,000, and another $15.3m in an accelerated stock payout 
that he had already earned. His insurance policy would also be maintained at 
$2m until 2008 and $1m thereafter, with full medical and dental benefi ts for 
the rest of his life. 
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   Reactions to the restatement of Fannie Mae’s assets 

 The announcement of the restatement of Fannie Mae’s accounts led to calls for 
fundamental regulatory changes by the Senate Banking Committee Chairman, 
Richard Shelby. “Now more than ever, it is time to create a regulator with 
suffi cient and fl exible authority to take the necessary action to ensure the safe 
and sound operation of these important housing enterprises.” 60  The Chairman 
of the House Financial Services Committee, Michael G. Oxley, said, “I am 
deeply disturbed that investors, the markets and Congress were misled by 
deceptive practices at Fannie Mae. We intend to hold hearings early next year 
in Chairman Richard Baker’s Subcommittee and will continue to work towards 
sweeping legislative reform.” 61  

 In his December 16 letter, Chairman Richard Baker, amongst other matters, 
asked Director Armando Falcon to “recapture all bonus payments from 
executives that were based upon faulty and deeply fl awed earnings statements 
of the Enterprise … But for the determined and professional work of OFHEO, 
investors, the markets and Congress would not have knowledge of the serious 
problems of Fannie Mae, which jeopardizes the national housing system.” 62  

 The rating agencies’ response was muted, to say the least. Standard & 
Poor’s Governance Services allowed its January 23, 2003 score of 9 to remain, 
with “negative implications” until discussions with the company had taken 
place and they had further information about recent events, including the SEC 
statement, the departures of Franklin Raines and Timothy Howard, and the 
dismissal of KPMG, the progress of various investigations and the nature of 
the Board’s deliberations, new management and the severance arrangements 
for departing executives. 

 On December 23, 2004, Fitch Ratings lowered its credit ratings on Fannie 
Mae’s preferred stock, out of concerns that the company may not be able to 
pay its dividends in 2005. Fitch also stated that it might reduce that stock from 
the A+ “materially” if OFHEO forced the company to stop paying dividends, 
and that it believed further investigations into Fannie may “uncover additional 
accounting defi ciencies.” 

 Moody’s Investors Service affi rmed Fannie Mae’s AAA senior unsecured debt 
rating and its Prime-1 rating for short-term debt, but said it could cut some of 
the company’s other ratings. The A-Bank Financial Strength Rating remained 
under review for possible downgrade, refl ecting OFHEO’s determination that 
Fannie Mae was signifi cantly under-capitalized, as well as uncertainty about 
internal control and governance issues. Moody’s expected that OFHEO would 
approve dividend payment and that the non-cumulative dividends would not 
be interrupted; Fannie Mae’s exposure to this risk is inconsistent with the AA 
rating category for junior securities and A-bank fi nancial rating. 

 The reaction from the ratings agencies was cautious. The warning from Alan 
Greenspan was disregarded by most members of the Committee. The treatment 



THE BEGINNING OF THE END FOR FANNIE MAE    215

meted out to Armando Falcon by many of the Democrat members showed 
that they were entirely unwilling even to address such basic issues for Fannie 
Mae and Freddie Mac as upholding proper accounting standards and good 
governance. Apart from Richard Shelby and Richard Baker, together with some 
of the members of their respective committees, most simply did not understand 
the enormity of the risks posed by the Enterprises, risks which would not be 
addressed by stronger regulation accompanied by a reduction in the size of 
their portfolios, since these were not the only problems facing Fannie Mae 
and Freddie Mac. They were large issuers of debt, and they were feeding the 
market with mortgage-backed securities based to a much larger extent than 
ever realized on subprime mortgages. 

 Other warning voices began to be heard. The Organization for Economic 
Co-operation and Development (OECD), referring to the “rapid growth and 
systemic importance” of Fannie Mae and Freddie Mac, recommended that their 
“regulation and supervision” should be “tightened and the Administration has 
made proposals to this end, including relocating the regulatory authority to 
the Treasury Department.” OECD adds that: “reforms should go beyond that 
by eliminating their special status … [which] has led to the market perception 
of an implicit government guarantee and hence slightly lower borrowing costs, 
allowing them to expand strongly and go beyond their original mandate of 
supporting the secondary market for residential mortgages. In any case, 
the marginal funding advantage is an ineffi cient way of promoting home 
ownership … Altering the GSEs’ status, however, may not be suffi cient to 
eliminate their implicit government guarantee. Without reducing the size of the 
GSEs’ portfolios, investors may still perceive them as ‘too big to fail’. Limits 
could be placed on the growth of their mortgage-related asset portfolios, so 
that mortgage-backed securities traded in public markets, and not GSE debt, 
became the dominant source of secondary market funding for mortgages.” 63    
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     10 

The Years 2005 to 2007 

Drinking in the last chance saloon

  Introduction 

 This chapter addresses the story of Congress’s failed attempts to restrain the 
GSEs during the years 2005 to 2007, and its lack of awareness of the storm that 
was about to break. Even OFHEO’s devastating fi nal report of its examination 
of Fannie Mae’s accounting problems did not stir enough of them to action. 
The case for stronger oversight was crystal clear to the Administration, to all 
the players in the market place, and to the wider public; it was also obvious 
to the Chairman of the Senate and House Committees, as both expressed their 
determination to act, especially in response to the accounting scandals and to 
revelations about the huge salaries, pensions and compensation that Franklin 
Raines and Brendsel received on their departure from the GSEs. 

   Events in 2005 

  The two Chairmen 

 At the beginning of the year, it looked as though all was set fair for legislation 
to restrain the GSEs. The Chairmen of the House and Senate Committees 
expressed their determination more than once, as part of the reaction to the 
accounting scandals and revelations about the huge pensions, salaries and 
compensation that Franklin Raines and Brendsel received on their departure 
from the GSEs. In two long interviews in late January, Senator Richard Shelby 
stated that the “climate has improved very much for regulation,” but “I don’t 
want a bill that’s meaningless. I would not want to be any part of it – the 
administration won’t either. I think the time has come for meaningful reform 
legislation.” He added that he was “sure that there will be opposition to 
any meaningful legislation to reform the way GSEs work by various people, 
including some at the GSEs themselves,” noting that in 2004, the GSEs “hired 
everyone in town” and “were obviously against the bill … They say that they 
are ‘eager for reform’ but we are going to test that statement.” He added that 
The White House and the House Financial Services Chairman “will be working 
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with us very strongly to bring about a strong product,” and that the GSEs 
“should be well-capitalized, well-regulated and well-managed.” 1  

 Richard Baker was reported as saying that he and Michael Oxley intended 
to set out their proposals for new legislation in February, which would be 
“the most comprehensive bill we have ever proposed, simply because the 
environment was so dramatically different from prior sessions when this 
subject was considered … Most defenders of Fannie have re-evaluated their 
positions and are either going to remain quiet or, frankly, are even going to be 
supportive of some kind of reform.” 2  The new regulator would oversee Fannie 
Mae, Freddie Mac and the FHLBs, replacing OFHEO and the Federal Housing 
Board. 

The Administration again asserted its support for greater regulatory 
oversight of Fannie Mae and Freddie Mac, when the Treasury Secretary John 
Snow announced, “We need a strong, credible and well-resourced regulator 
with a clear mandate and all the powers of other world-class fi nancial 
regulators,” adding that Fannie and Freddie owned or guaranteed almost half 
the $7.6 trillion mortgage market in the US, making them the second-largest 
debtor in the country after the federal government. He concluded his speech 
by saying that “whilst the GSEs have continued to grow in size, complexity 
and importance, the regulatory structure governing their activities has not. 
The new regulator should have at heart two guiding principles: promoting a 
sound and resilient housing fi nance system, and increasing home ownership 
for less advantaged Americans.” 3  Unfortunately, this indicates a signifi cant 
failure to recognize that these guiding principles contained an inherent 
confl ict.

   Democrats’ doubts led by Barney Frank 

 However, in a press release back in December, 2004, in response to the 
revelations about Fannie Mae’s false accounting, Barney Frank was careful to 
acknowledge that the SEC’s fi nding that Fannie Mae “used incorrect accounting” 
was “serious and disturbing.” Then he added, “While these improper decisions 
by Fannie Mae do not threaten the fi nancial soundness of the operation, and 
 should not be used by anyone in an effort to cut back on Fannie Mae’s housing 
efforts , they do reveal troubling defi ciencies in its corporate governance.” 4  
This time the response in the Committee from supporters of Fannie Mae and 
Freddie Mac was muted. 

   Another bill: The Federal Housing Finance 
Reform Act H.R. 1461 

 The Congressional Committee met on April 13 to begin its considerations of 
yet another bill, or, as Chairman Oxley put it with an air of weariness, “We 



218    FANNIE MAE AND FREDDIE MAC

have been working on this issue for a long time. Since the 106 th  Congress, 
this Committee has held 22 meetings and has heard from 101 witnesses on 
GSE-related matters.” 5  The bill, which Richard Baker introduced as the Federal 
Housing Finance Reform Act, set out to establish a new regulator to replace 
OFHEO, which, as they had discovered in their hearings, lacked “the critical 
tools needed to supervise these Enterprises.” The bill was also, as Richard 
Baker was at pains to emphasize, “a collaborative effort, led by the Chairman, 
in consultation with Secretary Snow, Secretary Jackson, Chairman Greenspan 
and Director Falcon.” Baker also pointed out that any public company which 
announced that it would have a multi-billion-dollar restatement over multiple 
years, which could not perform its duty to report its fi nancials in a timely 
manner to the market, and could not yet give a date by which that fi nancial 
information would be provided, would not have received the kind of kid-glove 
treatment which Fannie Mae and Freddie Mac had enjoyed. He concluded that 
this was because of the market perception of the federal backstop. He might 
well have added, from his own experience, other reasons, such as the bullying 
tactics of the GSEs and the millions of dollars spent on lobbying. 

 Against that backdrop, the bill contained the following proposals: 

 ●    Abolish OFHEO and establish an independent agency to oversee the 
housing GSEs and the Federal Home Loan Banks; 

 ●    Enhance the safety and soundness disclosure, and enforcement tools 
available to the regulator; and 

 ●    Increase the budget autonomy of the new regulator by exempting its 
assessments for the annual appropriations process. 

   Baker was at pains to point out what the bill did not contain: “It does not, 
for example, repeal the line of credit; it does not set arbitrary limits on [their] 
investments portfolio; it does not make immediate or requisite changes to 
capital. It does create a world class regulator, with the ability to act not only in 
the interests of tax payers, but in the interests of home ownership. There is the 
authority to adjust capital, to assess risk, to approve programs and to act in the 
interest of home ownership.” 6  

 The bill was met only with muted criticism in Committee, with concerns 
being expressed by Congressman Kanjorski that stronger regulation would 
become more “bank-like,” that an approval process for new products would be 
“burdensome,” and that any “radical proposals” would “fundamentally change 
the way in which the GSEs operate or undermine their charters,” although he 
did favor strong regulation. 7  Other Congressmen such as Michael Capuano, 
were anxious about the impact on mortgage rates of tougher regulation. 
Congressman Clay feared that a substantial reduction in the size of the GSEs’ 
portfolios would result in higher interest rates, although the connection was not 
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entirely clear. Congressman Scott suggested that “if the Treasury Department 
had full policy control of the GSEs, the markets would perceive that control as 
the full backing of the GSEs by the government.” 8  

 Even Barney Frank, a long-time supporter of Fannie Mae, was reluctantly 
prepared to support the bill in so far as it was a question of enhancing the 
safety and soundness of the GSEs, but he was lukewarm about it; after the 
discovery of their highly misleading accounting practices, he had announced 
in Committee that the “situation is not nearly as critical as people thought. We 
have found with both Fannie Mae and Freddie Mac inappropriate behavior, 
bad accounting – I think infl uenced probably by the compensation schemes 
of the top offi cials, and we have been able to step in through the regulator 
and correct those.” 9  The fi nal report by OFHEO on accounting irregularities 
at Fannie Mae was not completed until 2006. His primary concern was with 
manufactured housing and affordable housing. 

 The Administration’s position had remained unchanged since 2003, with 
the key powers being to set both minimum capital standards and risk-based 
capital standards; the power to assess the entities for independent funding 
outside the appropriations process; and the ability to place a failed GSE in 
receivership. The Treasury Secretary had discretion to issue debt in the amount 
of $2.5bn to Fannie Mae and Freddie, and $4bn to the FHLBs. Treasury 
Secretary John Snow made it clear that the line of credit was only in the 
event that a GSE was in signifi cant fi nancial distress and needed the capital to 
emerge successfully from a receivership process. 

   The Senate bill: Federal Housing Enterprise 
Regulatory Reform Act. S. 190 

 Senators Chuck Hagel, John Sununu and Elisabeth Dole reintroduced their bill 
on January 26, 2005. Its powers would include approval powers over the new 
programs and activities proposed by the GSEs, and greater authority to limit 
exit compensation packages or golden parachutes for executives removed for 
cause. The bill would also require the GSEs to report mortgage loans that they 
suspected to be fraudulent, even after the loans have been sold (it also removes 
the Presidential appointment of directors to the boards of Fannie Mae and 
Freddie Mac, a right which President Bush did not exercise.) The new regulator 
would additionally have the power to set limits to the GSEs’ secondary 
market activities, so that they did not participate directly or indirectly in the 
underwriting of a loan for an organization. 

 The most important provision of S.190 was to list the types of “permissible 
assets” that Fannie and Freddie would be allowed to purchase, bearing in mind 
that the GSEs pay for the mortgage assets by issuing debt securities at rates 
below what the mortgages and mortgage-backed bonds pay (and also rates 
that the benefi tted from the implicit government guarantee.) The difference 
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between the yield on the mortgage-related assets and the GSEs’ cost of funds 
is profi t. It is for this reason that the GSEs had a strong incentive to pursue 
portfolio growth and also could explain why their chief executives, Richard 
Syron (Freddie Mac) and Daniel Mudd (Fannie Mae), opposed it. At that time, 
the two Enterprises had over $1.5 trillion in portfolio assets, leading to the 
anxieties about concentration risk which are described fully in this chapter. 

 Section 109 of S.190 as reported limited the GSEs to purchasing mortgages 
and mortgage-backed securities for the purposes of securitization, and for 
certain other limited purposes. This would have the effect of radically changing 
the business model (or actually returning to the model of the early 1990s): 
the GSEs would no longer be very large investment funds, but would rather 
be transformed into conduits, buying mortgages from the original lenders, 
pooling them, packaging them into mortgage-backed securities and selling 
them to bond investors. This would reduce the risks of the portfolios and also 
reduce the cost of having to bail out either Freddie or Fannie to avoid the 
possibility of a systemic catastrophe in the fi nancial markets. The opposition to 
such a proposal argued that there would then be fewer funds available for low- 
and moderate-income housing goals. In addition, S. 190 required the Director 
of the new regulatory authority to conduct a study of guarantee fees and to 
collect data regarding them. This would be the subject of an annual report to 
Congress in respect of the amount of such fees, and the way they are set. 

   Barney Frank’s affordable housing fund makes 
its fi rst appearance 

 H.R.1461, as reported, covered much the same ground. It required each 
Enterprise to establish an affordable housing fund to increase home ownership 
among very and extremely low-income families, to increase investment in 
housing in low-income and economically distressed areas, and to increase 
and to preserve the supply of rental and owner-occupied housing for very and 
extremely low-income families. Each Enterprise shall allocate to the fund 3.5% 
of its after-tax income during the fi rst year after enactment, and 5% in the 
following years, unless it was less than adequately capitalized. S.190 did not 
contain any such provision. Finally, the bills differed in the conforming loan 
limits, which were not suffi ciently high to cover all parts of the country, so 
H.R.1461 allowed an increase in the conforming loan limit up to a ceiling of 
150% of the current limit in metropolitan areas where the median house price 
exceeds the current limit. S.190 did not contain any such provision. 

 The Senate Banking Committee met fi ve times during April 2005 to consider 
the bill, and received testimony from 17 witnesses, including representatives of 
the industry; Alan Greenspan, Chairman of the Federal Reserve; David Walker, 
Comptroller General of the USA; Douglas Holtz-Eakin, Director, Congressional 
Budget Offi ce; and Armando Falcon. The Treasury Secretary, John Snow, and 
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Secretary for Housing, Alphonso Jackson, gave the same testimony as they had 
just given to the House Financial Services Committee. 

   Chairman Greenspan evidence: 
Systemic risk and the GSEs 

 Of all the testimonies, Alan Greenspan’s was the most important warning, and 
one that he had given more than once. He pointed out again that Fannie Mae 
and Freddie Mac were allowed by law to extend their investments in almost any 
direction as long as there was some link, however indirect, between these and 
their mission of supporting conforming mortgage markets. Because they could 
borrow at a subsidized rate, they were able to pay mortgage originators higher 
prices for their mortgages than their competitors (this was also facilitated 
through their guaranties, another area requiring careful oversight.) 

 Greenspan pointed out that the higher prices paid for mortgages were 
only one part of the subsidy, the other part being their return on equity, often 
exceeding 25%, well above the 15% annual returns survivable by other large 
fi nancial institutions, and almost entirely attributable to their lower borrowing 
costs. Since the mid-1990s, the rapid growth of the GSEs’ portfolios, reaching 
$1.38 trillion or 23% of the home-mortgage market, was due to no other reason 
than “profi t creation through exploitation of the market-granted subsidy.” 10  
Hence the growth of their portfolios could only be curtailed by regulatory 
action, since clearly neither Fannie Mae nor Freddie Mac had any incentive to 
do so; the size and continued growth of their portfolios “concentrate interest 
rate risk and prepayment risk in these two institutions and makes our fi nancial 
system dependent on their ability to manage these risks.” 11  

 The extent of the interdependence was shown by the fact that over 4,500 
banking institutions met all their Tier 1 capital requirements with GSE 
securities, thereby clearly increasing systemic risk. It was further intensifi ed 
by the fact that the GSEs’ hedging of that risk was concentrated in fi ve or 
six very large fi nancial institutions. The problem was that few members of 
the Congressional Financial Services Committee either understood or were 
ready to listen to Chairman Greenspan’s warnings, despite the fact that, as 
Congressman Royce recognized, it was the “strongest and most stern warning 
I can recall coming from a Chairman of the Federal Reserve.” 12  

 Royce was referring to Greenspan’s concern that a “stiffening of their 
regulation might strengthen the market’s view of GSEs as extensions of 
government, and their debt as government debt. The result, short of a very 
substantial increase in equity capital, would be to expand the size of the 
implicit subsidy and allow GSEs to play an even larger unconstrained and 
potentially destabilizing role in the fi nancial markets … If we fail to strengthen 
GSE regulation, we increase the possibility of insolvency and crisis … Almost 
all the concerns associated with systemic risks fl ow from the size of the balance 
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sheets of the GSEs, not from their purchase of loans from home-mortgage 
originators and the subsequent securitization of these mortgages.” 13  He was 
wrong about the latter, as events in 2007 and 2008 would show. 

    More on systemic risk. Fannie Mae, 

Freddie Mac and OFHEO 

 Available to both Committees was a wealth of information about the way in 
which the GSEs operated, the use to which the implicit subsidies were put, 
the risks to which they were exposed, and the nature of the growing systemic 
risk. Interest rate risk for the GSEs is the potential for losses in connection 
with their portfolios of mortgages and MBSs. They fi nanced these by issuing 
debt securities with widely varying maturities: for example, if they issued debt 
securities with a maturity of one year to fi nance a fi xed-rate mortgage of 15 
or 30 years, they would face the risk from the rise in market interest rates 
in the form of higher borrowing costs when they rolled over their maturing 
short-term debt; but the return on their mortgage portfolio was fi xed until the 
mortgages are paid off. When interest rates fall, more borrowers prepay their 
mortgages and leave the GSEs with high-cost debt outstanding. 

  Retained portfolios 

 In 2004, the GSEs’ retained mortgage portfolios were about 40% of their 
outstanding debt, the remainder of which consisted of the bonds and other 
securities which they issued, as well as MBSs. In 2004, Fannie’s MBSs totalled 
$1,403 trillion and the remainder of its debt was estimated at $945bn. Freddie 
Mac’s MBSs totalled $852bn and other debt was estimated at $732bn. 14  They 
issued debt of all maturities, from discount notes with maturities as short as 
overnight bonds to bonds with maturities as long as 30 years. To manage 
the interest rate risk and other market risks posed by their rapidly increasing 
retained mortgage portfolios, they began to issue intermediate and long-term 
debt securities with embedded call features. 15  

   Credit risk 

 They also faced credit risk due to losses arising from mortgage delinquencies or 
foreclosures, but up to 2005, such losses were of the order of one to fi ve basis 
points per year due to rising house prices and low interest rates, a situation 
which would change if interest rates rose and house prices fell. Although 
Fannie Mae and Freddie Mac adopted various measures to minimize losses 
from credit defaults, they continued to retain a substantial amount of credit 
risk. The extent of operational risk for Fannie Mae was still being uncovered 
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in 2005, but it covered false accounting, fraud, theft, mismanagement and 
inadequate information and recording systems. 

 The GSEs issue far more in debt securities than a number of the USA’s largest 
banks combined. The law allows federally insured banks and thrifts to invest 
in their debt without limitation. It explicitly exempts Fannie Mae’s, Freddie 
Mac’s and other GSEs’ securities from statutory limitation on commercial 
banks’ investments in the “investment securities” of individual fi rms, which 
is generally 10% of the bank’s unimpaired capital and surplus. According to 
the OFHEO report on systemic risk, over 30% of commercial banks with over 
$1bn in assets held Fannie Mae and Freddie Mac debt equal to more than 
10% of their capital, and 10% of such banks held Fannie Mae debt in excess 
of 50% of their capital. Smaller banks’ holdings of GSE securities represented 
a signifi cantly larger share of their capital; that is, those with less than $1bn 
in assets. 16  This alone forms part of the interdependency and hence increased 
systemic risk to which Alan Greenspan referred. The nature of the systemic 
risks set out in the OFHEO report were clearly summarized and presented in 
the CBO Director’s report. 17  

   Interest rate risk 

 In their management of interest rate risk in particular, Fannie Mae and 
Freddie Mac numbered amongst the largest end-users of fi nancial derivatives, 
generally interest rate swaps and swaptions in combination with actual debt 
instruments, to create long-term debt synthetically and to obtain options 
to extend or shorten the maturity of their debt. They also used derivative 
contracts, including futures, options on futures and short sales, to hedge future 
purchases of mortgages and the issuance of securities against the risk of loss 
due to adverse interest-rate movements. 

 In addition, they entered into derivatives contracts (futures, options on 
futures and short sales) to hedge future purchases of mortgages and the 
issuances of securities against the risk of loss due to adverse interest-rate 
movements. They needed debt securities whose principal repayments match 
the expected repayments of their mortgage asset securities, for which they used 
interest rate swaps and swaptions, largely to create “synthetic” long-term debt. 
They bought “put” swaptions to enter into a pay fi xed/receive fl oating swaps, 
so that they could lengthen their liabilities if interest rates rise and mortgage 
prepayments slow. According to OHFEO, all of this made it possible for the 
GSEs to grow their mortgage asset portfolios, hedge their growing interest rate 
risk and minimize their funding costs. 18  

 OFHEO charted the growth in 1993 at $72bn to $1.6 trillion at year-
end 2001 for Fannie Mae and Freddie Mac. That was, of course, before the 
accounting irregularities emerged in 2003 and 2004, so OFHEO’s confi dence 
in the fi gures, the ability of staff in either organisation to use swaps, swaptions 
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and derivatives to hedge against interest rate risk, still less account for them, 
had been shattered. 

 The report drew attention to another aspect of systemic risk: namely, that 
the market for derivatives at that time was highly concentrated among a small 
number of dealers, primarily brokerage fi rms and commercial banks, which 
were counterparties for at least one side of virtually all contracts The largest 
dealers included J.P. Morgan Chase, Citigroup (including the large derivatives 
operation of its broker-dealer subsidiary, Salomon Smith Barney), Deutsche 
Bank, Goldman Sachs, Lehman Brothers, Merrill Lynch and Morgan Stanley 
Dean Winter. According to data compiled by the Offi ce of the Comptroller 
of the Currency, at the end of 2001, seven US banks held nearly 96% of the 
notional OTC derivatives of the American banking system, and 25 banks held 
over 99% of the notional OTC derivatives outstanding of all US banks. As far 
as the Enterprises were concerned, fi ve counterparties accounted for almost 
60% of the total notional amount of Fannie Mae’s OTC derivatives, and 58% 
of Freddie Mac’s. The Enterprises claimed to have policies in place to limit 
counterparty credit risk, as all are rated single A or better. 

 However at the end of 2001, the credit exposure of Fannie Mae’s 
counterparties was about $7bn for Fannie Mae and $2.6bn for Freddie Mac, 
fi gures which represent the sum of each Enterprise’s exposure to counterparties 
where the netted value of the contracts favors the company. The issue that 
emerges from this is not only the interdependency of the various players in 
the market, but the fact that they were so few in number. Furthermore, in 
the intervening years since the collection of data for the report, both the debt 
issued by Fannie Mae and Freddie Mac and the derivative contracts into which 
they entered continued to increase. 

 A less obviously important part of Fannie Mae and Freddie Mac’s operations 
is the purchase of mortgages from lenders, which are fi nanced through the 
issuance of debt securities, or the creation and sale of guaranteed securities 
backed by pools of loans or by guaranteeing MBSs issued to lenders. Typically, 
Fannie Mae and Freddie Mac securitize a number of loans from a lender, which 
retains a portion of the monthly mortgage interest payments as compensation 
for servicing the loans in the pool. They pool the individual mortgages and 
then sell to the investors guaranteed claims (MBSs) to the contractual fl ows 
from these mortgages. For that service they charge fees, which they expect to 
cover the cost of defaults on mortgages and earn a return on the investment. 
Both lines of business have grown signifi cantly: outstanding MBSs grew from 
about $600bn in 1990 to $2.3 trillion in 2004, while total debt grew from less 
than $300bn to $2.5 trillion over the same period (including the FHLBs). 

   Guarantee fees 

 The issue of the guarantee fees was raised by Mr Bachus in the course of the 
Congressional hearing on April 13, 2005. The Enterprises charge the guarantee 
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fees on lenders, but this has a direct effect on the costs of the mortgage for 
borrowers. “I understand that these G-fees are not set on how safe or sound a 
mortgage is, like an 80% mortgage or 90% mortgage; it is based on volume. 
And what they do is, they negotiate in private confi dential agreements with 
mortgage originators, and they charge some one fee, they charge others other 
fees. And I understand that that can vary by as much as 15%. Obviously, 
the more volumes you do, the lower fee you get … [it] obviously favors your 
biggest mortgage companies, and it puts your smaller mortgage companies 
at a disadvantage … should not this be made public, where the public can 
scrutinize it?” 19  Although the Treasury Secretary and the Secretary for Housing 
agreed, it was plainly a matter that was not going to be taken any further; such 
agreements and the fees charged were another important source of revenue 
for the GSEs. What should have caught their attention was the way in which 
Fannie and Freddie were buying loans, by volume, not by quality. 

    The bills were delayed until the summer 

 With bi-partisan support, the House Financial Services Committee passed 
H.R.1461, the Federal Housing Finance Reform Act, 2005 on a 65-5 vote. 
Chairman Michael Oxley had engineered the vote by adding the provisions 
raising the conforming loan limit, introducing the affordable housing fund, 
and resisting the Administration’s call for strict limits on the size of the GSEs’ 
portfolios. 

 S.190 was “marked up” on July 28, 2005 and passed by a party-line vote 
of 11–10, but the bill did not reach the fl oor of the Senate for a vote, despite 
the fact that the Republicans had a majority in the Senate (55 Republicans, 
44 Democrats with 1 Independent aligned with the Democrats). It appears 
that the reason for this was the nature of the partisan vote: the bill had 
no Democrat sponsors. Senator Shelby was prepared to work through the 
summer to get bipartisan support, but he was not prepared to move the Senate 
bill to the fl oor, unless he thought that the size of the GSEs’ portfolios would 
be reduced. 

 Paul Sarbanes had introduced an amendment requiring the GSEs to set 
aside 5% of their profi ts into an affordable housing fund in the Committee 
stage. This was amended again by Senator Jack Reed to prevent its becoming 
another slush fund for the Enterprises, but the Republicans still voted it down, 
11 to 9. Senator Schumer thought the affordable housing fund would not be 
a diffi cult issue to resolve, but said that, “The portfolio limits area [is] a very 
large sticking point for me and I think for just about every one of us [on the 
Democratic side] … The bill’s portfolio restrictions would result in shifting 
about $760bn in housing assets from Fannie and Freddie to other private 
fi nancial institutions. By moving these assets and the risk they encompass out 
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of the GSEs, the bill would simply move them into the portfolios of large 
institutions that lack Fannie and Freddie’s housing focus … and so what we’ve 
done is, we haven’t reduced the risk, but we’ve reduced the commitment to 
housing.” 20  

 Once again, the domination of the “affordable housing” ideology blinded 
many politicians to real risks contained in the size of the GSEs’ portfolios, 
and to the fact that their accumulation of portfolios “is a highly leveraged 
operation,” requiring a “sophisticated hedging of interest rate risk,” thus 
imparting a signifi cant risk to the American fi nancial system.” This was 
the position Chairman Greenspan reiterated more than once, both in his 
testimony to the House Financial Services Committee and to the Senate 
Banking Committee. He might have added that, given their demonstrable 
and abject failure in derivatives accounting and even at the more basic level 
of record-keeping, there was little reason to believe that the GSEs were able 
to manage sophisticated hedging of interest rate risk, but the Democrats 
believed, or chose to believe, that all such arguments and warnings were 
simply designed to restrict their activities and to remove the GSEs altogether. 
The affordable housing fund was another canard, which had the effect of 
holding up or even preventing the passage of bills though the House and 
Senate. 21  

   Further warnings about the risks in the 

OTC market and the GSEs 

 Greenspan’s warnings were not lightly made, and were repeated on several 
occasions in 2005. In March, the Federal Reserve published a report evaluating 
the concerns which had been expressed not only by Federal Reserve offi cials, 
but also by foreign authorities and private analysts, about the concentration in 
the OTC markets for US dollar interest-rate options. There were three major 
concerns, which the report listed as follows: 

 ●    The potential for exit for a leading dealer to result in options market 
illiquidity and the potential effects of illiquidity on the housing GSEs 
and other hedgers of mortgages and mortgage-backed securities; 

 ●    Market risks to dealers from meeting the demands for options by 
mortgage hedgers, including whether data indicating the notional 
value of options sold by dealers signifi cantly exceeds the notional 
value purchased are accurate and, if so, whether dealers are assuming 
signifi cant risks; and 

 ●    Potential counterparty credit losses to market participants in the event 
of the failure of a leading dealer or one of the GSEs. 
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   Concentration was relatively high by the end of 2003, when the four 
largest dealers accounted for 40% of the $37.5 trillion market for US dollar 
interest rate swaps and forward rate agreements. The report was based on 
interviews with Fannie Mae, Freddie Mac, several FHLBs, a large mortgage 
servicer, and seven leading bank and non-bank OTC derivatives dealers. Fannie 
and Freddie together accounted for more than half of the options demand 
when measured in terms of the sensitivity of the instruments to changes in 
interest rate volatility (rather than notional amounts). The supply of interest 
rate options comprises investors in callable debt issued by the FHLBs (less 
important than in the past), banks and insurers, non-fi nancial corporations 
and local governments, investors in structured notes, and hedge funds, which 
have become an important source of supply and liquidity. OTC derivatives 
dealers intermediate between options buyers and sellers, but there may well 
be mismatches between buyers and sellers, leaving them exposed to basis risk. 

 The GSEs assured Fed staff that even if a leading dealer left the market, 
they would be able to use the second tier of dealers, who would step up their 
activities. Furthermore, if market liquidity were temporarily impaired for some 
reason, the GSEs did not see themselves as dependent on continuous access to 
liquidity in the options market, but rather on the liquidity of the swaps market, 
which is less concentrated and easier to intermediate. 

 The conclusions of the staff report could be seen as reassuring: concentration 
was reasonably well-managed. The risk management strategies of Fannie and 
Freddie (and other mortgage hedgers) rely on continuous liquidity in the swaps 
markets, where there is less concentration. However, “the GSEs do assume very 
large net positions in the options and swaps markets. But the potential market 
impact of dealers’ actions to close out and replace those positions following a 
GSE failure are likely to be substantially offset by the effects of the increases 
in uncertainty and risk aversion that would be certain to accompany a GSE’s 
failure.” 22  

 The problem with this report is that it relies too heavily on the GSEs’ 
ability to handle risk, which, given both their abysmal failure to manage 
accounting for any of the processes involved, as well as the deliberate 
manipulation uncovered in the fi rst OFHEO report and the lack of skilled 
staff or proper governance at either institution, should have given cause for 
doubt. The report ends by recommending that “participants in the interest-
rate options markets make more of an effort to think about counterparty risk 
and market risk in an integrated way when evaluating counterparty credit 
exposures to large players.” Nevertheless, Alan Greenspan referred to the 
concentration risk for the GSEs in his speech to the Federal Reserve Bank of 
Chicago, 23  warning again that the sheer size of portfolios exposed them to the 
risk of market illiquidity, adding that “concerns about potential disruptions to 
swaps market liquidity will remain valid until the vast leveraged portfolios of 
mortgaged assets held by Fannie and Freddie are reduced and the associated 
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concentrations of market risk and risk-management responsibilities are 
correspondingly diminished.” 24  

 Greenspan pursued the issue of systemic risk, which he had already set out 
in a testimony to the Congressional Committee in 2004 and 2005, in a speech 
to a conference at the Federal Reserve Bank of Atlanta, 25  in which he stressed 
the issue and the diffi culty of handling it through the usual means of banking 
regulation. In the case of the GSEs, he stated once again, these risks can 
only be handled by reducing the size of their portfolios. The reasons for this 
were set out in the speech. Regulators could not rely on market discipline to 
contain systemic risk in the case of the GSEs, owing to the market perception 
of their special relationship to the government. In addition, given their size in 
relation to the counterparties to their hedging transactions, the ability of the 
GSEs to correct any mistakes in their complex hedging strategies “becomes 
more diffi cult, especially when vast reversal transactions are required to 
rebalance portfolio risks.” 26  He continued, “a system of diversifi ed and less-
leveraged interest rate risk management, away from large, highly leveraged 
portfolios, would be far more resilient to the inevitable mistakes and shocks 
of individual risk-mitigating strategies.” Greenspan concluded that the “key 
activity of the GSEs – the provision of liquidity to the  primary mortgage 
market –  can be accomplished exclusively through the securitization of 
mortgages: GSEs’ portfolios of mortgage-related assets cannot [and do not] 
serve this function. Such empirical evidence from the history of the GSEs 
militates against it.” 27  

   Progress on the House and Senate bills between 

July and December 

 The key issue contained in the Senate bill S.190 is the ability to restrict the GSEs’ 
portfolio limits. It directs the new regulatory authority to establish criteria 
regarding the assets which the Enterprises can hold, and to consider safety 
and soundness as well as “systemic risk” posed by the size and composition 
of those investments. In other words, it allows for portfolio limits, which the 
Congressional bill, H.R.1461, did not. The new regulatory authority should 
have the powers, in Treasury Secretary John Snow’s view, “to allow the GSEs to 
only hold as much as is necessary to carry out their mission with an appropriate 
level of safety.” Exactly what the principles should be, and whether it should be 
up to Congress to set out the general framework or for Congress to stipulate, 
if not the exact ratio, at least the principles that should apply in order to come 
to conclusions about the portfolio, was left as an open question. 

 This was the legislative approach which Alan Greenspan recommended to 
the Senate and Congressional Committees, perhaps in the interests of getting 
some legislation in place which would include both some limits on portfolio 
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growth, and appropriate receivership arrangements. His view was that the 
GSEs should “hold only the minimum level of assets needed to accomplish 
their primary mission mandated by their Charter.” In the face of political 
suspicion, Greenspan may have felt that this was the right approach, but it 
ran the risk of making the mistakes of the past again: the Charters set out a 
minimum capital ratio, but one that turned out to be lower than banks were 
required to provide under Basel I. They also required the regulator, OFHEO, 
to produce a risk-based capital model, which it then took ten years to develop. 
But both the House and the Senate were determined to press ahead with their 
own bills. In the case of the House, this was despite the warnings issued by the 
Administration and the Federal Reserve. 

 The result of the legislative process in the Senate and the House was 
that lawmakers faced a diffi cult problem in reaching agreement, with two 
substantially different bills before them. Congressman Richard Baker and 
Chairman Richard Shelby hoped to reach a consensus, but although Senator 
Shelby wanted a good bill, he could not accept the affordable housing fund or 
abandon the question of portfolio limits. The Minority Leader, Senator Harry 
Reid had made his position clear: he regarded any limitation on the size of 
the portfolios of the Enterprises as “measures that could cripple the ability 
to carry out their mission of expanding home ownership … we cannot pass 
legislation that could limit Americans from owning homes and potentially 
harm our economy in the process.” 28  Given these opposing views, there was 
little likelihood that a compromise could be reached, although discussions 
continued behind the scenes. 

  The Administration rejects H.R.1461 

 In September and October, both Chairman Greenspan and the Administration 
made their positions entirely clear with regard to H.R.1461. In a letter to 
Senator Robert Bennett, 29  Chairman Greenspan spelt out in more extensive 
detail, the risks inherent in the strategies for managing the risks involved in the 
GSEs’ portfolios. The interest rate and prepayment risks inherent in mortgages 
with refi nancing options cannot be eliminated, but what can be markedly 
reduced is the systemic risks involved in such large holdings. 

 But he added, “Today, the US fi nancial system is highly dependent on 
the risk-managers at Fannie and Freddie to do everything right, rather than 
depending on a market-based system supported by the risk assessments and 
management capabilities of many market participants, who have different 
views and different strategies for hedging risk.” In the case of the Enterprises, 
there are “no meaningful limits to the expansion of their portfolios,” so they 
must either have the “ability … to quickly correct the inevitable misjudgments 
inherent in their complex hedging strategies … [in a situation which] requires 
that the ultimate counterparties to the GSEs’ transactions provide suffi cient 
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liquidity to fi nance an interest-rate-risk transfer that counters the risk … or 
rely on passive hedging.” The cost and quantity of derivatives required for the 
latter approach made this a very expensive way of managing prepayment risks, 
and again involved “Fannie and Freddie avoiding large errors.” 

 Chairman Greenspan then explained that the reduction in the GSEs’ 
portfolios would have no effect on the availability of home mortgage credit, 
and that reducing the portfolios would not be diffi cult, since there were many 
potential purchasers amongst other fi nancial institutions in the US, including 
many central banks, which had long purchased agency debt and also hold 
MBSs in ever-increasing quantities. His fi nal warning at the end of the letter 
stated, “in the case of GSEs, excessive caution in reducing their portfolios 
could prove to be destabilizing to our fi nancial system as a whole and in the 
end could seriously diminish the availability of home mortgage funds;” words 
which would prove all-too prescient. 

 The same warning was reiterated in a Statement of Administration Policy, 
issued on October 26, 2005, which noted that the outstanding debt of the 
housing GSEs was $2.5 trillion, and that they provided credit guarantees on 
another $2.4 trillion. By comparison, the privately held debt of the Federal 
Government was currently $4.1 trillion. Given the size and importance of the 
GSEs, the Administration noted that Congress must ensure their large mortgage 
portfolios did not place the US fi nancial system at risk; H.R.1461 “fails to 
provide critical policy guidance in this area.” This statement was issued on the 
same day that the House was due to vote on the bill on the fl oor of the House. 

   The House passes H.R.1461 

 Despite the Administration’s statement, the House of Representatives passed 
the GSE regulatory reform bill, establishing the Federal Housing Finance 
Agency, fi nanced through assessments on the GSEs on October 26, 2005 by a 
bipartisan vote of 331-90. The affordable housing fund was part of the bill, but 
Democrats and a wide range of 600 faith-based groups opposed a provision 
which barred organizations involved in voter registration, lobbying activities, 
and the get-the-vote-out efforts from participating in the fund. They failed 
to remove these restrictions, but only narrowly. Having failed in this effort, 
Barney Frank and some other Democrats voted against the fi nal bill. After the 
vote in the House, Chairman Shelby indicated that there would be no Senate 
vote on the legislation for GSE regulatory reform in 2005, and that he still 
wanted to see a reform bill which included the main elements of S.190; they 
would continue to press for that in 2006. 

 H.R.1461 was received in the Senate and read twice, and then referred to 
the Senate Committee on Banking, Housing and Urban Affairs on October 25, 
2005. The bill was ordered to be reported favorably, with an amendment in 
the nature of a substitute, on July 28, 2005. The Administration did not get 
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the bill it wanted and needed; Congress had once again failed to restrain the 
GSEs. Lawmakers should have paid more attention to OHFEO’s report on 
accounting issues at Fannie Mae, which identifi ed the GSE’s failure to follow 
generally accepted accounting practices, in particular amortization of discounts, 
premiums and guarantee fees; accounting for fi nancial derivatives contracts 
and structural problems in accounting operations and review. That report had 
been released in September 2004, followed by Fannie Mae’s announcement in 
November that it was unable to fi le a third-quarter earnings statement because 
its auditor, KPMG, refused to sign off its accounting results. In December, 
the SEC, after fi nding serious inadequacies in Fannie’s accounting methods, 
ordered the Enterprise to restate its accounting results from 2001: that had 
been followed by the departure of Franklin Raines and Timothy Howard. 
These events ought to have been fresh in the minds of  all  of the members of the 
House and Senate Committees, and should have required decisive legislative 
action. 

    Events in 2006 

  The Rudman report 

 The fi rst report had been commissioned by the special Congressional Financial 
Services Committee, where it was welcomed by Congressman Frank, who 
commended the Board for its good sense in engaging the former Senator 
Rudman. 30  He added, “those of us who know him … have such confi dence 
in his integrity that we benefi t from a report that’s not being challenged … 
I think we should make it very clear … that we are talking about a betrayal 
by some of those at Fannie Mae of their high mission … but this is not 
something that ought to be used to undo the housing mission.” 31  It was more 
than a few individuals; OFHEO’s fi nal report makes it clear that it was a 
question of the way in which the whole operation was run, and perhaps went 
even deeper than that. A number of issues were discussed at the hearing, but 
none of any great moment; the 2,600 pages or so revealed little more than 
was contained in OFHEO’s preliminary audit. It concluded, as OFHEO had 
done, that “management’s accounting practices in virtually all areas that we 
reviewed were not consistent with GAAP.” 32  Perhaps not surprisingly, and in 
contrast with OFHEO’s Special Examination, published some four months 
later, it concluded: “Overall, we fi nd that Fannie Mae’s Board sought in good 
faith to respond to evolving legal and other standards in the area of corporate 
governance, that it sought appropriate internal and external support and 
advice in meeting these standards; and that its aim was to establish governance 
policies and practices at least in line with those of leading US corporations 
and peer institutions. The Corporate Governance Benchmarking Project, 
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conducted with the assistance of an outside law fi rm, refl ects the Board’s intent 
that the Board remain up-to-date in the area of governance, consistent with its 
obligations and responsibilities.” 33  

 Furthermore, although the report describes all the accounting errors and 
manipulations in painstaking detail, it does not seek to estimate what Fannie 
Mae’s actual earnings were, nor its true fi nancial condition, and how these 
differed from its public fi nancial reports. The company ceased to fi le fi nancial 
reports from late 2004; it assessed its unrecognized losses as being in the range 
of $9bn, and later increased that to about $12bn, but there is no indication as 
to whether or not the estimates still applied, or indeed how Fannie Mae could 
know, given not only the extent of the accounting errors but also the complete 
inadequacy of its accounting systems. This led to further questions about the 
extent to which Fannie’s risk management procedures, including especially its 
hedging activities, were distorted in order to achieve certain earnings goals, 
thus creating unnecessary exposures in order to reduce the cost associated with 
its hedging strategies. Fannie Mae and some members of the House Financial 
Services Committee had hoped that the Rudman report would undermine 
OFHEO, and that the charges against Fannie Mae would appear much weaker. 
However, the Rudman report did not quite give Fannie what it wanted, and 
was overshadowed by that of OFHEO. 

   OFHEO: Report of the Special Examination of Fannie Mae 

 The fi nal report was fi nally published in May 2006, having taken over two years 
to complete, which was not surprising given the vast number of documents 
reviewed and the numerous interviews conducted with current and former 
employees of Fannie Mae, its Board, and KPMG. 34  

 The report was precise and to the point, detailing the manifold failings 
at every level: the GSE’s deliberate and improper earnings management, its 
determination and success in having the “rules written that worked for us,” 
and its arrogance. All of this underlies what Christopher Cox, Chairman of 
the SEC, had no hesitation in calling the “extensive fi nancial fraud” at Fannie 
Mae. 35  It is worth setting out just the summary of the report, which is indeed 
the severest possible indictment of a company, every aspect of which was either 
fraudulently or incompetently managed but which still managed to present 
itself to the world as one of the lowest-risk fi nancial institutions and as “best in 
class” in terms of risk management, fi nancial reporting, internal controls, and 
corporate governance. This was a “façade” which was unremittingly presented 
by an army of lobbyists to those who were taken in by or chose to believe it, 
or who may not have believed it but believed that whatever happened, the 
government would have to bail them out. The latter proved true in the end. 
Fannie Mae of course was always ready to use its “housing mission” and its 
commitment to providing affordable housing for low- and moderate-income 
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families to gild its image. The use of the image also made it much more diffi cult 
for the media, politicians and others to criticize the Enterprises. 

 In their summary, OFHEO states that: 

 ●    During the period covered by this report, 1998 to mid-2004, Fannie 
Mae reported extremely smooth profi ts growth and hit announced 
targets for earnings per share precisely in each quarter. Those 
achievements were illusions deliberately and systematically created 
by the Enterprise’s senior management with the aid of inappropriate 
accounting and improper earnings management. 

 ●    A large number of Fannie Mae’s accounting policies and practices did 
not comply with GAAP. The Enterprise also had serious problems of 
internal control, fi nancial reporting, and corporate governance. Those 
errors resulted in Fannie Mae’s overstating reported income by some 
$10.6bn. 

 ●    By deliberately and intentionally manipulating accounting to hit 
earnings targets, senior management maximized the bonuses and 
other executive compensation they received, at the expense of 
shareholders. Earnings management made signifi cant contribution to 
the compensation of Fannie Mae Chairman and CEO Franklin Raines, 
which totaled over $90m from 1998 through 2003. Of that total, over 
$52m was directly tied to achieving earnings per share targets. 

 ●    Fannie Mae consistently took a signifi cant amount of interest rate 
risk and, when interest rates fell in 2002, incurred billions of dollars 
in economic losses. The Enterprise also had large operational and 
reputational risk exposures. 

 ●    Fannie Mae’s Board of Directors contributed to those problems by 
failing to be suffi ciently informed and to act independently of its 
Chairman, Franklin Raines, and other senior executives; by failing to 
exercise the requisite oversight over the Enterprise’s operations; and by 
failing to discover or ensure the correction of a wide variety of unsafe 
and unsound practices. 

 ●    The Board’s failures continued in the wake of revelations of accounting 
problems and improper earnings management at Freddie Mac and other 
high-profi le fi rms, the initiation of OFHEO’s special examination, and 
credible allegations of improper earnings management made by an 
employee of the Enterprise’s Offi ce of the Controller. 

 ●    Senior management did not make investments in accounting systems, 
computer systems, other infrastructure, and staffi ng needed to support a 
sound internal control system, proper accounting, and GAAP-consistent 
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fi nancial reporting. Those failures came at a time when Fannie Mae 
faced many operational challenges related to its rapid growth and 
changing accounting and legal requirements. 

   These are the main issues set out in the OFHEO report, well attested by all 
the evidence from the sources outlined above. The arrogance of Fannie Mae 
was summed up in the words of Mr Daniel Mudd, former Chief Operating 
Offi cer (from February 2000), who became Chief Executive of Fannie Mae (in 
December 2004) after the departure of Mr Raines, in a memo to the latter in 
November 2004. “The old political reality was that we always won, we took 
no prisoners, and we faced little organized political opposition … we used to, 
by virtue of our peculiarity, be able to write, or have written rules that worked 
for us.” 36  

 The SEC required Fannie Mae to restate its fi nancial results for 2002 
through to mid-2004, and incurred expenses for the restatement process, 
regulatory examinations, investigations and litigation, which according to 
Fannie Mae’s estimates would exceed $1.3bn in 2003 and 2006 alone. That 
was in addition to the billions in losses incurred by the company through its 
corporate failings. 

   Congressional hearings on the report 

There were two hearings on the OFHEO report, one before the Congressional 
Committee on June 6 and the other before the Senate Banking Committee on 
June 15. In the Congressional hearing, the report was well-received and the 
need acknowledged for new legislation to strengthen the hand of the regulator, 
with a clearer recognition on the part of most members of the Committee of 
the extent of the risks as evidenced by Congressman Hensarling: “What we 
have is the second largest borrower in the world, second only to Uncle Sam 
himself, an institution holding a Federal Charter, an asset portfolio worth over 
a trillion dollars, and they can’t produce a reliable fi nancial statement. That is 
troubling to say the least.” 37 

 Congressman Garrett noted the irony of the fact that the hearing was taking 
place on the same day as Ken Lay received his guilty verdict in the wake of the 
Enron scandal, yet the Fannie Mae debacle, which the Chairman of the SEC, 
Christopher Cox, described as “one of the largest restatements in American 
corporate history” at an “$11bn reduction in previously reported net income” 38  
had not resulted in imprisonment for either Franklin Raines or Timothy 
Howard. 

 Mr Garrett quoted Armando Falcon’s comment that “Fannie Mae is the 
Enron of government on government steroids” and pointed out that it was 
due to the government benefi ts that “their house of cards remains standing.” 
This was in response to Congressman Barney Frank’s statement that “what 
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is heartening to me here is that the underlying structure of Fannie Mae and 
Freddie Mac, the strength of the housing market, the strength of that model, 
allowed them to withstand being misrun.” 39  He failed to understand the value 
of the implicit government guarantee and the subsidy, or the implications of the 
OFHEO report, which portrayed an institution which was rotten to the core, 
or grasp the devastating nature of the comments. The conclusion of the hearing 
was the need for Senate to act on its bill, since it would only be then that the 
House and Senate would be able to work together on a conference committee 
to send the President the GSE bill in this Congress. 

The Senate Banking Committee took evidence from Christopher Cox, 
James Lockhart III, who took over the directorship of OFHEO from Armando 
Falcon, Daniel Mudd, CEO of Fannie Mae, and Stephen Ashley, the newly 
appointed Chairman of the Board. Fannie Mae had fi nally agreed to separate 
the roles of Chairman and Chief Executive. Apart from his written testimony, 
Chairman Cox was at pains to stress the enormity of the corporate failings at 
Fannie Mae, both in terms of the size of the restatement and the fact that the 
company’s internal controls were “wholly inadequate for size, complexity and 
sophistication of Fannie Mae’s business.” 40  He explained that, going back to at 
least 1992, the SEC had continually urged that the GSEs should comply with 
the disclosure requirements of Federal Securities laws. In July 2002, Fannie 
Mae entered into a voluntary agreement to comply and register its common 
stock, and began fi ling periodic reports with the SEC on March 31, 2003; 
however, after that date reports became increasingly sporadic and Fannie 
did not fi le its annual report for 2004 or 2005, nor did it fi le its quarterly 
report (Form 10-Q) for any of the preceding seven quarters. Cox emphasized 
the point that the $11bn not only falsely enriched its senior managers, but 
investors (mutual funds, pension funds, local governments and others) paid for 
$11bn in earnings which were not there. “A company with $47.5bn in market 
capitalization chartered by Congress, a private company with a public mission, 
as it calls itself, was for a period of several years raising capital on the basis of 
fi nancial statements that were the result of fraud … The harm to investors is 
both direct and measurable. The stock price of Fannie Mae fell from over $75 
to very recently under $49.” 41 

 Some of the Senators, such as Senator Jack Reed, pressed Mr Lockhart to 
reassure them that whatever had happened, the company was going in the right 
direction in terms of risk management, systemic risk, and the retained portfolio. 
He got short shrift from Mr Lockhart: “They have not handled operational 
risk yet … I do not think … that they actually have a good operational risk 
capital model … and they are certainly not complying with Sarbanes-Oxley … 
There is no doubt in my mind that these companies are more highly leveraged, 
potentially, than any other fi nancial institution in this country. They have $1.5 
trillion of debt outstanding, and they have used that debt to buy $1.4 trillion of 
assets. To hedge those assets, they have $1.3 trillion of derivatives, and on top 
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of that, they have $2.6 trillion of guarantees. And that is built on a combined 
capital of only $75 billion.” 

 Senator Reed then tried to downplay the risk by claiming that their retained 
portfolio only accounted for 14%, but Lockhart reminded him that the two 
companies represented 40% of the market, 15% on mortgages owned and 
26% on the guarantees, a very large exposure. 42  

 The other issues raised concerned the role of Daniel Mudd, appointed as 
CEO, and corporate governance. It emerged from the Senate Committee hearing 
that Mudd’s earnings over the period in question were $26m, of which $15m 
was triggered by the accounting irregularities and the total mismanagement of 
the company. He claimed that, even though he was Chief Operating Offi cer 
during that period, his job was focussed on customers and technology systems. 
That seems to be somewhat of an understatement of the role of COO, who 
is usually responsible for all the day-to-day operations of the company and 
reports to the CEO. He added, “I was not responsible for fi nancial accounting. 
I was not responsible for the mortgage portfolio. I was not responsible for 
internal audit and I was as shocked as anyone in the company or anyone in 
Congress or anyone in the market when these issues were uncovered and came 
to light.” 43  He remained as CEO until September 2008. 

 Senator Hagel questioned Stephen Ashley, the Chairman of the Board. 
It emerged that he had been a Board member since May 1995, and became 
Chairman after Franklin Raines’ resignation in December 2004, when the 
decision was taken to separate the roles of chairman and chief executive. 
He had 40 years of experience in the mortgage business and had served as 
director or president of a number of businesses. 44  Senator Hagel put it to 
him that as a member of the Board he had a “fi duciary responsibility,” but 
that according to the reports, “it is pretty clear that you failed … you did not 
know anything about what happened, what was developing, the lobbying, the 
money, the compensation … was it strange to you at all that was going on, 
no questions asked?” To which Mr Ashley replied, “I cannot express the deep 
disappointment and anger that I, as a member of the Board, and I know this 
is shared by my colleagues on the Board, feel at this moment in time when a 
company and a management and people that we put our trust in was broken, 
and not just broken, but shattered … However, I think it is reasonable for any 
Board to be able to trust their management.” 45  This is an interesting reply, as it 
refers to trusting the management rather than to any oversight responsibilities. 
Stephen Ashley remained as Chairman of the Board until September 2008. 

 Most of the members of the Committee realized the serious nature of the 
charges against Fannie Mae and the extent of the systemic risks. It has to be 
said that the Democrat Senators were rather more concerned to play down 
the extent of the potential damage. A somewhat more extreme version of that 
position was expressed by Senator Schumer: “I have some real concerns here. 
Obviously, there have been some misdeeds at Fannie and Freddie. I think a 
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lot of people are being opportunistic, taking those and then throwing out the 
baby with the bathwater, saying let us dramatically restructure Fannie Mae 
and Freddie Mac when that is not what is called for as a result of what has 
happened here. First I want to ask you, Mr Lockhart, the new administration 
at Fannie and Freddie have taken some real reforms … do you think what 
they have done is adequate?” To which Mr Lockhart replied that it would 
take “several years for them to be SEC compliant” and that work on internal 
controls, risk management, accounting systems and the whole series of actions 
set out in OFHEO’s agreement was taking place slowly. 46  

   But still no bill in 2006 

 Radical action might have been expected after a report of that nature and 
considering the testimony, but although Chairman Shelby would have 
preferred another hearing and had hoped to bring the bill forward to a fl oor 
vote, no further action was taken on the bill that year. No further hearings on 
the OFHEO report took place. But as the weeks wore on and the November 
elections approached, the gap between the two parties on the legislation 
remained as wide as ever. The nine Democrats on the Senate Banking Committee 
issued a report, stating that limiting the assets which Fannie Mae and Freddie 
Mac could hold would limit access to affordable housing, and that “forcing 
the GSEs both to withdraw from the market and sell off existing bonds would 
raise the costs of this source of mortgage capital.” They reiterated the demand 
for an “affordable housing fund” fi nanced by a percentage of the GSEs’ profi ts, 
which was not part of S.190. They concluded that the Committee Bill does not 
“strengthen the existing affordable housing goals,” and “if passed in its current 
form, could actually weaken affordable housing obligations of the Enterprises 
by allowing the regulator the authority to ‘modify or rescind’ existing housing 
goals.” 47  

 Senator Bob Bennett pointed out that “if you have a bill reported out of 
committee on a party line vote in an atmosphere as politically charged as we 
have with fl oor time at a great premium going into an election, my guess would 
be that the leader would say, ‘I can’t afford fl oor time to fi ght over this.’ I do 
not see any indication that there would be an accommodation between the 
Democratic position and the Republican position on the committee bill.” 48  

 Michael Oxley, House Financial Services Committee Chairman, wrote to 
Treasury Secretary, Henry Paulson urging him to redouble his efforts to clear 
the way for a bill to regulate the GSEs. “Our goal should be to enact robust 
GSE legislation and send it to President Bush this year,” since the “number of 
legislative working days in the Senate is dwindling quickly.” The bill passed in 
the House in 2005, which would in part establish a new regulator for the GSEs, 
is the “strongest reform legislation that will ever pass in the House, absent a 
conference report … As each day passes without news of progress on the other 
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side of the Capitol that will allow the full Senate to act, the likelihood increases 
that the Congress could close without addressing the serious inadequacies of 
the current regulatory system and without protecting tax payers, investors and 
markets.” 49  

   Voices calling for reform were ignored 

 These and many other voices called for regulatory reform up to and even after 
the election in the “lame duck” session. The new Federal Reserve Chairman, 
Ben Bernanke, in the course of delivering the report on monetary policy to 
the Senate Banking Committee, was asked by Senator Dole for his views on 
whether the GSEs’ regulator should have the authority to allow the Enterprises 
to increase their portfolios when there is a downturn in the market. The 
assumption is that they would thus be able to increase liquidity in the market 
when there is a downturn. 

 Chairman Bernanke replied that the Federal Reserve’s research indicated 
that increasing the portfolios had very little effect, and that at any rate liquidity 
would not be increased by holding MBSs rather than treasuries. However, he 
continued, “for the purposes of trying to come to an agreement on GSEs’ 
legislation, we could perhaps discuss or consider the possibility that the director 
might provide some emergency ability to the GSEs to make extra purchases 
during times in which the director judged the housing market to be in distress 
for some reason, but then to get rid of that extra portfolio, get rid of the extra 
MBSs over a period of time when the emergency was eliminated.” 

 In answer to a question from Senator Carper, which was mainly about the 
affordable housing fund, but also covered the need for regulation before the 
end of the year, Bernanke stressed the importance of coming to a decision. 
“The Federal Reserve was drawn to this issue initially because … we felt that 
the large portfolios exceeded what was needed for the housing purpose and 
indeed posed a threat to the stability of the fi nancial system … The reports we 
have seen recently on GSE accounting by the OFHEO, which cast into doubt 
the underlying accounting and internal controls of these agencies, I think just 
heightens my concern that those large portfolios at some point might create 
serious problems in the fi nancial markets.” 50  

 The Administration made its views known once again in pressing for 
reform, reiterating that the retained portfolios “concentrate rather than 
distribute the prepayment risk and interest rate risk associated with mortgages 
and mortgage backed securities held by them, and concentrate them in entities 
that as a result of the lower levels of capital which they are required to hold 
are substantially more leveraged than other fi nancial institutions … hence it is 
critical that both a strengthened regulator and a mandate to address portfolio 
size, be included in any fi nal legislation from Congress.” This does not mean 
a “hard” cap expressed in terms of dollars, but the portfolio cap would be a 
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“clear direction” to the new regulator as to the type of assets which could be 
included in the GSEs’ portfolios. The key element for the Administration was 
not so much the size of the cap but relating this to their mission, which many 
agreed would result in a substantial reduction in the portfolios. All this would 
be done through regulation. The legislation would also allow the regulator to 
increase the cap in times of emergency, temporary disruptions in the mortgage 
market. 

 The Treasury Undersecretary for Domestic Finance, Randal Quarles, added 
an important point. “Secretary Paulson has made it clear to me that he believes 
that there is systemic risk associated with the GSEs’ retained portfolios. While 
he shares the view that a legislative outcome is preferable, he has instructed us 
to ensure that the mechanics of our debt approval process are robust enough 
to give the Treasury the practical options of limiting the GSEs’ debt issuance 
in accordance with our statutory authority should that become necessary. If a 
legislative solution is not achieved, Treasury will have no choice but to consider 
additional action.” 51  

   The fi rst signs of trouble in the mortgage market 

 In the event, although talks continued up to the eve of the election and even in the 
lame duck session, a compromise was not reached. The issues which remained 
unresolved included the creation of an affordable housing fund, changes to the 
way in which conforming loan limits are set, and the appointment of public 
interest directors to the FHLBs. Whilst the debates took place about the form 
legislation should take, members of neither committee had noticed the changes 
taking place around them. It was left to two subcommittees of the Senate 
Banking Committee to consider the “Housing Bubble and its Implications for 
the Economy.” 52  They took evidence from the Chief Economists of OFHEO, 
the Federal Deposit Insurance Corporation, the National Association of 
Home Builders and the National Association of Realtors. The OFHEO house 
price index showed that the general level of house prices rose by 56% from 
the spring of 2001 to the spring of 2006 (infl ation-adjusted, a rise of 38%), 
partly due to lower long-term mortgage interest rates (8% in mid-2000 to 
less than 6% from early 2003 to mid-2005), building supply constraints, 
an ageing population and speculation. But pace of increases in house prices 
had moderated, especially in the most superheated markets. One important 
indicator was the swelling inventory of unsold houses on the market, up from 
3m to 4.5m over 18 months. 

 The National Association of Realtors reported that existing home sales in 
July fell by 11.2% from the previous July, and that new home sales were down 
22% from 2005. The Association noted that there were wide variations. It is 
fair to say that neither the witnesses nor the members of the Committee saw any 
of this as indicating more than a temporary slowdown, or even as Chairman 
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Bernanke called it, a “substantial correction.” Not even UBS’s statement that 
the rate of subprime 60-day delinquencies had already risen from 4.5% to 8% 
from the previous year, and that such loans were going into foreclosure more 
quickly than before, made an impact. No doubt with elections looming and 
the focus on legislation, lawmakers were distracted from such considerations. 

 The elections were held on November 7, with the Democrats gaining 
control of the House of Representatives with a majority of 31; each party had 
49 seats in the Senate but the two Independents joined the Democrat caucus. 
Barney Frank became Chairman of the House Financial Services Committee 
and Senator Christopher Dodd became Chairman of the Senate Banking 
Committee. 

    Events in 2007 

 The whole process of legislation began again in the House under Barney 
Frank’s Chairmanship. 

  Federal Housing Enteprises Regulatory Reform Act, S.1100 

 Senators Hagel, John Sununu, Elizabeth Dole and Mel Martinez introduced 
GSE regulatory reform legislation, S.1100, which was simply a revision of 
S.190. Their aim was to create an independent regulator to oversee the safety 
and soundness of the housing GSEs, to focus on the GSEs’ combined $1.4 
trillion investment portfolio on their housing mission of promoting affordable 
housing. Amongst the other provisions, the most important was to provide 
the new regulator with the authority to close down a failing GSE and protect 
against a taxpayer bailout, but it did not provide for an affordable housing 
fund. The bill was referred twice in Committee and then referred to the Senate 
Committee on Banking, Housing and Urban Affairs. 

 The Committee did not consider any legislation in 2007, although the 
Chairman stated: “In my view, there is broad agreement that we should 
create a new regulator to oversee Fannie Mae, Freddie Mac and the FHLBs. 
This new regulator must have a number of core powers in order to do its 
job effectively, and to be considered credible in the eyes of the public. These 
powers include the ability to set both minimum and risk-based capital levels 
for the Enterprises, enhanced enforcement and prompt corrective action 
powers, including the authority to set and enforce prudential management 
and internal control standards; the ability to put a GSE into receivership; and 
authority over both safety and soundness and mission. The goal in giving the 
new regulator this broad responsibility is to ensure a more coherent regulatory 
framework, better enforcement, and a more consistent, deeper and more 
aggressive effort on affordable housing at all the GSEs. In addition, I believe 



THE YEARS 2005 TO 2007    241

that the new regulator must be politically independent and funded outside 
of the appropriations process. It is my hope that this shared consensus can 
be the basis for moving strong and effective legislation forward.” 53  Fine 
words, expressing a hope which had often been expressed before, to no avail. 
And again, nothing happened. 

   Federal Housing Finance Reform Act, H.R.1427 

 Meanwhile, Chairman Barney Frank introduced H.R.1472 on March 8, 2007. 
The fi rst hearing was held on March 12 and the second on March 19. In the 
course of his opening remarks at the second hearing, referring to the debates on 
the previous bill, he said, “We did disagree that they [the regulators] should be 
empowered to deal with something called ‘systemic risk’ over and above safety 
and soundness. I will continue to be very sceptical that you can have entities 
that cause risks to the system when they themselves have no problems.” 54  
The second statement is hard to believe after OFHEO’s Special Examination 
of Fannie Mae. As for the fi rst, unfortunately, he would soon fi nd out what 
systemic risk meant. 

 The bill covered much the same ground as the one in the previous session, in 
that it established the Federal Housing Finance Agency to regulate Fannie Mae, 
Freddie Mac and the FHLBs and to replace OFHEO. The new independent 
agency would be headed by a director appointed by the President, confi rmed 
by the Senate for a period of fi ve years, plus three deputy directors. The duties 
of the director required him to ensure that regulated entities operate in a “safe 
and sound manner,” to maintain adequate capital and internal controls, and 
contribute to the “liquid, effi cient, competitive and resilient national housing 
fi nance markets.” To achieve these objectives, the regulator would be obliged 
to issue regulations, setting out the standards for every aspect of the GSEs’ 
operations, such as the independence and adequacy of internal audit systems 
and the management of interest rate and market risk. 

 The FHFA would be funded by the annual assessments collected from the 
GSEs, and would not be subject to the appropriations process, ensuring greater 
independence. This would allow the regulator to adjust the risk-based capital 
requirements and provide for minimum capital levels to ensure the safety and 
soundness of the GSEs. The Director could by order increase the minimum 
capital levels on a temporary basis, if, for example, an unsafe or unsound 
condition were to exist. The bill required the Director to conduct a periodic 
review of the assets and liabilities of each GSE, and, if necessary, to require by 
order the disposal or acquisition of an asset or a liability. It also allowed for 
prior approval of new business activities or new programs, and grandfathers 
any current ones. The Government Accountability Offi ce was required to study 
the guarantee fees, including the factors determining their amount, and the 
total revenue from such fees. Each GSE would have to register at least one 
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class of its capital stock with the SEC, and comply with requirements for proxy 
reporting and transaction disclosure requirements for directors, offi cers and 
principal stockholders. 

 Finally the bill contained Chairman Frank’s crowning achievement, the 
affordable housing fund, funded by the GSEs. This would provide formula 
grants to increase home ownership for extremely and very low-income 
families; increase investment in housing in low-income and chronically 
distressed areas; increase and preserve the supply of rental housing for such 
groups; increase investment in public infrastructure development related 
to this housing; and leverage investments from other sources in affordable 
housing and in public infrastructure development. 

 This time the Administration did not oppose the bill. The President issued a 
statement, supporting those elements in the bill which are “essential for proper 
regulatory oversight of the housing GSEs and for protecting the safety and 
soundness of the housing fi nance system and the broader fi nancial system.” 

 The Administration did, however, “oppose provisions that would increase 
the conforming loan limit, thus diluting the housing GSEs’ commitment to low-
income buyers,” and to the affordable housing fund. It also rejected the Federal 
Government appointment of directors to the boards of the GSEs, because 
this would be inconsistent with current corporate governance standards and 
reinforces the misperception of a government guarantee. The Administration 
believed that the Board of the FHFA should be composed only of the FHFA 
Director and the Secretary to the Treasury and the Secretary for Housing. 
Despite these reservations, the Administration was looking forward to working 
with Congress on the bill to bring about the much-needed reforms. 55  

 The bill was passed in Committee by a vote of 45-19 on March 29. It 
was the product of careful negotiations between Barney Frank and Treasury 
offi cials, and as a result very few changes were made. The Federal Housing 
Finance Reform Act was passed in the House of Representatives on May 29 by 
partisan vote of 313 to 104, but, although it was referred to the Senate Banking 
Committee, it never became law, partly due to deep divisions about how to 
regulate the Enterprises, and partly because Christopher Dodd had announced 
his intention to run for President. 

 By April 2007, attention had shifted away from the GSEs to the subprime 
mortgage crisis, which began to dominate the headlines. “Who to blame and 
what to do” became the key issues for both Congress and Senate. Chairman 
Dodd called for a summit of regulators, lenders and consumer advocates to 
help identify and reduce the damage from foreclosures rising at an alarming 
rate, triggered but not caused by the Federal Reserve’s string of 17 interest rate 
rises in the summer of 2005. The next chapter will focus on the causes of the 
subprime crisis and why no one expected it to happen.    
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The Subprime Market Grew and 
Grew and No One Knew 

  Confusion over subprime lending 

 The language used in describing various kinds of mortgages throughout the 
period was misleading. Fannie Mae and Freddie Mac were the largest purchasers 
of “conventional” single-family fi rst mortgages in the secondary mortgage 
market. The term “conventional” refers to loans that are insured or guaranteed 
by the federal government. The FHA insures residential mortgages, and the 
Department of Veterans Affairs (VA) and the Rural Housing Service (RHS) 
guarantee them. Then conventional single-family loans are often described as 
being “conforming” or “non-conforming,” where the former term means under 
the loan limits for loans which Fannie and Freddie could buy. Those limits 
changed from year to year, as house prices rose, but the GSEs were, in theory, 
not allowed to purchase mortgages above that dollar limit. They did admit to 
purchasing “jumbo” loans; that is, loans above the “conforming” limit, during 
the years after the introduction of the National Homeownership Strategy. 

  Conforming loans 

 “Conforming” loans were “underwritten according to the standards of 
Fannie Mae and Freddie Mac”, a notion which certainly requires further 
examination. The term “conforming” implies that the loans conform to 
certain underwriting standards, but it also has a much narrower meaning, 
and Fannie Mae played on this ambiguity by constantly referring to the loans 
Fannie bought as having to “conform” to their standards; it is clear from 
the comments of regulators and politicians that they usually understood it 
to refer to the quality of the loan, not its amount. Non-conforming loans 
would have balances above the dollar limit for that year; these were often 
called jumbo mortgages and were not underwritten according to the GSEs’ 
underwriting standards. 1  For most people, the loans for single-family homes 
would be under the limit, which in the late 1990s and in the early part of the 
following decade looked as though it was more than enough for the purchase 
of a new single-family home, based on the median price for the whole of the 
USA. It did not, however, take account of the wide variations in prices in 
cities such as New York and the District of Columbia, and the “sand” states 
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(California, Florida, Nevada and Arizona), where house prices soared well 
above the conforming loan limits. That was especially true between 2004 and 
2006, a source of complaint by some members of Congress especially in those 
years. 2  A jumbo loan will be described as “non-conforming,” but that is only 
in relation to the loan limits and  may  not indicate anything further about the 
credit quality of the loan. It could be a loan to a borrower with the income 
and appropriate credit rating, who wishes to purchase a more expensive home 
than the average-priced home in an expensive urban area, such as Washington 
DC or New York. 3  

   Conforming loans and credit quality 

 The notion of conforming loans should not therefore be taken to indicate any 
features of the loan which would enable the assessment of its credit quality. 
As we saw in Chapter 4, the criteria in use up to 2005 were too limited and 
did not identify the relevant features of subprime lending, defi ning them as 
higher-priced loans and loans from lenders which were on HUD’s list of 
subprime lenders. As John C. Dugan, Comptroller of the Currency, pointed 
out in his evidence to the Financial Crisis Inquiry Commission in 2010, “OCC 
analysis has found that national bank subprime origination during the period 
preceding the fi nancial crisis was small relative to the total subprime market. 
However, some analyses by others have reached confl icting conclusions, 
fi nding signifi cantly higher percentages of overall subprime lending. To some 
extent the existence of confl icting estimates is not surprising. Developing 
precise estimates of subprime lending is diffi cult because comprehensive data 
for the market  simply do not exist, from either public or private sources.  
Statements about subprime activity also suffer from lack of agreement at a 
more basic level regarding how to defi ne “subprime” or other variants of non-
prime loans.” 4  

 The situation was further complicated by the fact that Fannie Mae classifi ed 
a loan as subprime if the mortgage loan was originated by a lender specializing 
in the subprime business, or by subprime divisions of large lenders. 5  This 
reduced the number of its subprime loans considerably. Similarly, when the 
Federal Reserve studied the performance of subprime loans, they defi ned 
them as subprime if they were reported as high-interest loans under the Home 
Owners Protection Act (HOPA), which again reduced the number of subprime 
loans to a very small number. This was important, since when the Federal 
Reserve studied the performance of CRA loans, they excluded a large number 
of loans that did not carry interest rates that fell into the HOPA category. The 
confusion arose, partly for the reasons set out above, but also because many 
of the participants and reporting agencies used defi nitions based on the way 
in which the lender or securities issuer classifi ed the loan, rather than on its 
objective characteristics. 
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   Subprime loans and lack of data 

 The acknowledgement of this failure is signifi cant, as it shows quite clearly that 
the regulators were unaware of the growth of the subprime market. However, 
they cannot have thought it important to improve data collection by requiring 
further basic information, such as the credit rating of borrowers, debt-to-
income ratios and loan-to-value, for example. Concerns had been expressed 
about predatory lending, but this was inadequately defi ned, given regulatory 
knowledge of the various types of mortgages which were available. It was well 
known that the size of down payments had been reduced to 5% or 3% or zero 
in many cases, for example with FHA loans. Some economists applied various 
modeling techniques to HMDA data in order to identify the proportion of 
subprime loans, which tended to show that this was quite low and hence 
unlikely to cause problems; indeed, some argued that subprime loans were just 
as likely or even less likely to lead to delinquency or foreclosure than prime 
mortgages, but that was during a period of continually rising house prices and 
low interest rates. What all failed to take on board was that they simply did not 
have the raw data. Had HMDA been designed to record the relevant data, from 
President Clinton’s extension of the Community Reinvestment Act, then the 
risks involved would have become clearer at a much earlier stage. But while the 
HMDA data were continually examined and analysed, no amount of analysis 
can bring the raw data into being if they are not there in the fi rst place. No 
matter how sophisticated and erudite the analyses, how up-to-date the models, 
the necessary input was simply not available. The trouble was that such work 
helped to disguise what was really happening in the market. 6  

 Belatedly recognizing these issues, the Comptroller in his opening statement 
pointed out that “poor underwriting practices ... made credit too easy. Among 
the worst of these practices were the failure to verify borrower representations 
about income and fi nancial assets; the failure to require meaningful borrower 
equity in homes in the form of real down payments; the offering of ‘payment 
option’ loans where borrowers actually increased the amount of their principal 
owed with each monthly payment; and the explicit or implicit reliance on 
future house appreciation as the primary source of loan repayment, either 
through refi nancing or sale. 

 “In short, at the beginning of the 21 st  century, the US system for mortgage 
fi nance failed fundamentally (yet was so often described as ‘world-class’ and 
the ‘envy of the world’ in the hearings of the House and Senate Committees). 
The consequences were disastrous not just for the borrowers and fi nancial 
institutions in the United States, but also for investors all over the world due 
to the transmission mechanism of securitization ... One [reason why this 
happened] is that for many years, home ownership has been a policy priority ... 
we tolerate looser loan underwriting practices ... if they make it easier for 
people to buy their own homes, sometimes even turning a blind eye to them”. 7  
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   It’s too diffi cult to defi ne subprime loans 

 In addition to the limitations of the data collected, many commentators and 
analysts argued that it was diffi cult to defi ne “subprime” loans, which obviously 
made it diffi cult to determine the extent of subprime lending. For many years, 
researchers and analysts defi ned risky loans as those loans reported under 
HMDA that were originated by lenders on the HUD list of subprime lenders, 
using the assumptions that all loans from these lenders were risky, and no loans 
from other lenders were risky. 8  This was clearly inadequate, because it helped 
to obscure the risks that were being taken. 

 To understand what is meant by subprime mortgages, it is fi rst useful to 
examine the loans which were being offered, apart from the traditional prime 
mortgage with 80% LTV and a fi xed-rate 30-year mortgage. These included 
adjustable rate mortgages, many of which were short-term hybrids; that is, 
the interest rate was fi xed for the fi rst two or three years and then became 
an adjustable rate tied to market interest rates. The initial fi xed rate of such 
mortgages is often called a “teaser” rate, because the interest rate on the 
mortgage is designed to rise by two or more percentage points after the initial 
period ended. They were sometimes popularly described as 2/28 ths , where the 
“2” referred to the initial two years of fi xed interest rates and the “28” referred 
to the following 28 years of adjustable interest rates. Other adjustable rate 
mortgages were fl oating rate mortgages, where the interest rates varied from 
the beginning of the loan as market rates changed, and long-term hybrids, 
where the interest rates were fi xed for the fi rst fi ve, seven or ten years before 
becoming adjustable rates. 

 Other types of mortgages included “balloon” loans, which could take the 
form of a short-term mortgage, perhaps 10 years, for which the borrower had 
to make regular payments and then a fi nal “balloon” payment as one large 
instalment at the end of the term. They could also be set up as a 30-year fi xed-
rate mortgage, either as interest only or partially amortizing the mortgage, 
with an embedded option for a fi nal large instalment. The advantage would be 
lower rates throughout the life of the mortgage. 

 At fi rst, Alt-A loans seemed to be quite simple to defi ne as “alternative to 
agency” and typically loans where the borrower would not provide complete 
documentation of his or her assets or the amount or source of his or her 
income. Other characteristics of this classifi cation might include the following: 
(i) a loan-to-value in excess of 80%, but lacking primary mortgage insurance; 
(ii) secured by non-owner-occupied property or a debt-to-income ratio above 
normal limits, or an LTV above permitted thresholds in combination with 
other factors. 9  Nomura gives examples of Alt-A loans from one lender, whose 
standard program allows for a maximum LTV of 75% on a $400,000 “stated 
income” loan to a top-tier borrower. The same lender’s Alt-A program allows 
such a loan to have an LTV as high as 95% but does not allow cash-out 
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refi nancing on properties that are second homes or vacation homes. Nomura 
notes that this approach defi nes Alt-A loans by what they are not, an approach 
which, as Nomura states signifi cantly, means that the “ regular programs have 
expanded the scope of their offerings with the result that many of the loans 
that would not have qualifi ed several years ago would qualify today .” 10  By the 
late 1990s, reduced or no documentation loans were lender driven rather than 
borrower driven, according to Nomura’s analysis, with the key issue being 
whether or not stated income, stated assets and debt-to-income ratios were 
verifi ed by the lender. Some loans were agreed even though neither assets nor 
income were verifi ed (apart from a verbal verifi cation of employment), that is, 
the NINJA loans (no job, no income and no assets). These were probably quite 
a small proportion of subprime loans, but a proportion which it is diffi cult to 
calculate. 

 Nomura also comments on the “futility” of the effort to defi ne alt-A 
mortgages on their interest rates relative to contemporaneous conforming 
loans, since at any time the range of mortgage interest rates on newly originated 
conforming loans can span several hundred basis points. Some borrowers pay 
points to get lower interest rates on their loans, and others may accept an 
above-interest market-rate so that they have “negative points” at the closing 
of their loans. The same options are available to Alt-A borrowers; hence the 
interest-rate factor alone is insuffi cient and may not be relevant. It is all a 
matter of the terms of the loan. Even in 2003, Nomura noted that “the future 
of Alt-A is unclear. The GSEs have made major inroads by means of their 
automated underwriting systems ... [and] already, the GSE ‘encroachments’ 
into the Alt-A sector have severely blurred the once sharp line that divided 
‘conforming’ mortgage loans from all others.” 11  

 All of this shows that the problem of defi ning subprime lending did not in 
fact exist: it is a matter of a set of criteria: high loan-to-value, high debt-to-
income ratio, and low credit score of the borrower. If the loan fulfi ls one or 
more of these criteria, then it is a subprime loan with a higher risk of default. 
That is clear from the history of the US mortgage market over the years between 
1995 until the collapse of the market in 2008. 

   Subprime mortgages and borrowers 

 This all became clear in 2008. Writing in that year, Christopher Mayer and 
Karen Pence, noting the turmoil in the markets, said, “It was not supposed to 
work out this way. Securitization and other innovations in mortgage markets 
led to new loan products with the potential to make home ownership easier 
and more accessible to buyers who could not access credit previously through 
conventional means. These so-called subprime and near-prime mortgage 
products allowed buyers with lower credit scores, smaller down payments, 
and/or little documentation of income to purchase houses. These new products 
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not only allowed new buyers to access credit, but also made it easier for home 
owners to refi nance loans and withdraw cash from houses that had appreciated 
in value.” 12  

 This marked a fi nal recognition that subprime mortgages should have been 
clearly defi ned in terms of the credit quality of the loan, which would have 
focused on three features: the loan-to-value; income and debt-to-income ratio; 
and the credit score of the borrower. The credit status of the borrower may 
include a range of factors such as recent delinquencies, foreclosures, judgments, 
bankruptcies and comparably high debt-to-income ratios; a lack of continuity in 
employment or low incomes, as well as the source of the income, whether from 
salaries, welfare benefi ts, child support or alimony; and/or impaired credit or no 
credit history at all. Credit history and prepayment risk are amongst the factors 
which should be taken into account in arranging the mortgage and in pricing it. 

 Of course, much was written and discussed regarding subprime lending 
almost from the start. An early paper by Robert Avery and others quotes the 
analysis carried out of loans made under affordable home loan programs, 
which GE Capital Mortgage Insurance Corporation (GEMICO) had insured. 
The outcome of GEMICO’s analysis was that “delinquency rates on loans 
extended to borrowers with ‘good’ credit histories have been lower than the 
baseline. Conversely, delinquency rates have been particularly high among 
loans in which the borrowers had marginal credit histories, 13  high ratios of 
debt payment to income and no cash reserves.” 14  Fannie Mae and Freddie Mac 
announced their intention to move into the subprime market in response to the 
new housing goals set for them by HUD, to take effect from 2000. At that stage, 
the GSEs claimed that they only purchased about 14% of the subprime loans 
originated, but even then “market analysts expect that within the next few years 
the GSEs could purchase as much as 50% of the overall subprime mortgage 
volume.” Furthermore, it is not always clear what was meant by “subprime.” 
HUD maintained a list of subprime lenders, and classifi ed subprime loans as 
loans originated by those lenders. 

 Some subprime lenders stressed that assessing the risks involved is done 
on an individualized basis, rather than an automated process, but the GSEs 
stated that they would improve their automated processes on the basis of the 
subprime loans they purchased and would move into the market in a “slow 
and prudent manner a reassurance from Fannie Mae accepted with approval 
in a paper prepared by K. Temkin and others for HUD’s policy review. The 
report recommended the introduction of risk-based pricing, based on the 
underlying risk of the borrower. Temkin’s paper is primarily concerned with 
the forthcoming role of the GSEs in the subprime market, it is another early 
indicator of the risks involved in subprime lending, and remarkably prescient 
about the risks to the GSEs.” Although Temkin’s paper is primarily concerned 
with the forthcoming role of the GSEs in the subprime market, it is another 
early indicator of the risks involved in subprime lending. 
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   Predatory lending and subprime lending 

 When predatory lending resurfaced as an issue in 2000, the Senate Banking 
Committee held two hearings in July, 2001. Despite listening with sympathy 
to witnesses: individuals who had been victimized by predatory lenders, their 
concerns were that a sharp distinction should be made between predatory 
lending practices and subprime loans; because “there are people who have 
credit problems who still need and can justify access to affordable mortgage 
credit. They may only be able to get mortgage loans in the subprime market, 
which charges higher interest rates.” Others expressed similar concerns, such as 
Senator Gramm, who was anxious that without a clear defi nition of predatory 
lending, the Senate might put in place “policies that destroy a market that is 
serving an increasing number of people.” He explained that his strong feelings 
were due to his mother’s experience: she had three children and no husband 
but borrowed the money to buy a house at 50% above the market rate, and 
still paid off the loan. To such Senators and Congressmen, the availability of 
subprime lending and the importance of home ownership was such a strong and 
deep emotional issue that they could not see beyond it to the dangers ahead. 15  

 Senator Gramm had produced his paper for the Committee on predatory 
lending practices, based on information received from the regulatory authorities. 
This concluded that not only was there no defi nition under federal law of the 
term “predatory lending,” but that the distinction between subprime lending 
and predatory lending is often blurred; the regulators had no organized system 
of collecting loan level data on predatory lending. 16  This lay behind his view 
that the attempt to curb abusive practices could limit access to home ownership 
through subprime loans. Similar views were shared by the House Financial 
Services Committee, which conducted a hearing on predatory lending, at which 
many members of the Committee expressed the need to exercise caution over 
introducing further restrictions on predatory lending in case it inadvertently 
limited access to affordable housing. 17  Several bills were introduced in the 
109 th  Congress, but no action was taken on any of the bills, so there were no 
further attempts to curb predatory lending apart from the Federal Reserve’s 
amendments to Regulation Z to broaden the scope of loans subject to the 
Home Ownership and Equity Protection Act (HOEPA), which required lenders 
to document and verify income for loans covered by the Act. 18  

 The Federal Reserve and other regulatory agencies did not take further 
action against predatory lending until 2008, and even then it was limited. 19  
The key point here is that for many lawmakers, access to affordable housing 
was more important than identifying and banning predatory lending. They 
did not take on board the fact that, even though (in their view) the expansion 
of subprime lending provides credit access for many people unable to obtain 
prime loans, it also triggered a rise in exploitative and predatory practices. 
Hence, even in 2002, HUD noted the extremely high foreclosure rates on 
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subprime loans, suggesting that predatory lending was a serious problem and 
that many subprime borrowers were entering into mortgages they could not 
afford. These concerns were identifi ed before the subprime bubble, as were the 
links between subprime and predatory lending, in that the former all too easily 
gave rise to the latter. 20  

    The GSEs and the subprime market 

 The belief that loans purchased by the GSEs were not subprime loans arose 
partly from of the use of the term “conforming,” and partly from the way in 
which the CEOs of both companies referred to their automated underwriting 
standards as though they had set standards for mortgages to which lenders 
should aspire. In other words, the impression was somehow conveyed that 
the GSEs purchased prime loans. That this is not the case can be seen by fi rst 
examining the Charters under which Fannie Mae and Freddie Mac operated. 
Section 305 limits the amount of the loan to 80% of the value of the property 
at the time of purchase, and required that any mortgage with a loan to value 
of over 80% at origination has private mortgage insurance. This applies to 
“conventional” mortgages; that is, “a mortgage other than one which has the 
benefi t of any guaranty, insurance or any other obligation by the United States 
or any of its agencies or instrumentalities.” 21  But beyond that, there were no 
statutory limitations on or means of measuring the credit quality of mortgages 
which could be purchased. Indeed, Section 1719 of Fannie’s Charter stated: 
“The operations of the corporation ... shall be confi ned ... to mortgages which 
are deemed by the corporation to be of such quality, type, and class as to meet, 
generally, the  purchase standards imposed by private institutional mortgage 
investors .” 

 The Minimum Safety and Soundness Requirements accompanying the 
Charter took the form of general guidelines, and these seemed to place the 
onus for assessing underwriting and credit quality on the Enterprise, even 
when updated in 2005. They stated that “an Enterprise should establish and 
implement policies and procedures to adequately assess credits before they are 
assumed and monitor such risks subsequently to ensure that they conform to 
the Enterprise’s credit risk standards on an individual and an aggregate basis.” 22  

 The guidelines further required the Enterprises to have “prudent 
underwriting requirements,” to consider the borrower’s ability to repay, to 
take account of the implication of a contract with a service provider for their 
credit risk, and to have procedures in place for identifying and managing 
declining credit quality. They should also have procedures in place to identify, 
monitor and evaluate its credit exposures, and to have procedures for handling 
counterparty risk from engaging in hedging activities and the use of derivative 
instruments. These comprehensive guidelines should have led to sound risk 
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management procedures. But they required conformity to the Enterprise’s 
credit risk standards, which was obviously the weak link in the chain. In effect, 
the lawmakers gave Fannie Mae and Freddie Mac a free hand in the purchase 
of mortgages: a freedom they exercised from the start. 

  They knew the risks and went ahead anyway 

 It is clear, both from the programs that the GSEs initiated following the 
introduction of President Clinton’s National Homeownership Strategy in 
1995, and from the announcements they made about the changes to their 
programs (which were designed to promote lending to low- and moderate-
income families, and to assist lenders “in their efforts to accurately assess the 
risks associated with combining various underwriting fl exibilities”), that they 
were always players in the subprime market. They were players in terms of 
their mortgage purchases, and the “strategic alliance” agreements they made 
with a relatively small number of lenders. 

 For Freddie Mac, that began in 1994 with its Affordable Gold Loans 
program. Fannie Mae had a similar program, the Community Home Buyers 
Program. These loans were not written according to traditional underwriting 
standards; for example, for those in which the borrowers were allowed to meet 
part of the minimum down-payment requirement with funds from a third 
party, the delinquency rate from 1994 to February 1996 was about four times 
higher than for the peer group of traditional loans. Other “Affordable Gold 
Loans” originated in 1994 show a delinquency rate about 50% higher than 
for the peer group. 23  In other words, right from the start of the Presidential 
commitment to “affordable homes,” it was known that such homes could 
only be affordable by lowering underwriting standards (fl exible underwriting 
standards), and that the GSEs would purchase such loans. The risks were also 
recognized from the start, but ignored by many politicians. 

 According to a report in the  New York Times  in September 1999, Fannie 
Mae, “under increasing pressure from the Clinton Administration to expand 
mortgage loans among low and moderate income people” set up a pilot program 
involving 24 banks in 15 markets to “encourage those banks to extend home 
mortgages to individuals whose credit is generally not good enough to qualify 
for conventional loans,” which was then designed to become a nationwide 
program in the following spring. Indeed, such a program would have been 
required by then, if Fannie Mae was to reach the housing goals set by HUD for 
2001 onwards of increasing the purchase of mortgages for low- to moderate-
income families to 50% of all mortgages purchased. 

 Thrift institutions and mortgage companies were “also pressing Fannie Mae 
to help them make more loans to so-called subprime borrowers.” They were 
pushing at an open door. Franklin Raines said, “Fannie Mae has expanded home 
ownership for millions of families in the 1990s by reducing the down-payment 
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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 signifi cantly higher mortgage rates in the so-called subprime market.” 24  

 In March 2000, Franklin Raines announced the $2 trillion American Dream 
Commitment, which would involve new mortgage products, processes and 
partnerships to close the home-ownership gap between minorities and women-
headed households and the majority white population. The emphasis would be 
on low-cost mortgages on fl exible terms. It would enable banks to meet their 
CRA goals by giving them a suite of mortgage options for low- to moderate-
income families. 

 In particular, the Commitment offered the Timely Payment Rewards 
mortgages, which were based on “Expanded Approval”, an option within the 
automated underwriting system for those with less-than-perfect credit, past 
credit problems, or minimal funds for a down payment. A minimum payment 
of $500 from their own funds was required, or 3% of the loan amount, which 
could come (as with the FHA) from gifts, grants, or unsecured loans from 
relatives, employers, public agencies or non-profi t organizations. This approval 
applied to standard fi xed-rate loans, such as 30-year, and 5/1 and 7/1 ARMS, 
but only the former were eligible for a reduction of 1% in the interest rate 
for timely payments. By March 2001, Fannie Mae reckoned that they had 
facilitated $190bn for home mortgages. 25  Their Desktop Underwriting had 
processed over 25 million loan submissions in 2001. 26  

 In February 2003, Washington Mutual entered into an agreement with Fannie 
Mae to boost home lending by $85bn over fi ve years to minorities and to low- and 
moderate-income families. Washington Mutual would originate the loans and 
sell them to Fannie Mae, the $85bn being part of the $375bn the thrift pledged 
to lend in September 2001 over a ten-year period to low- and moderate-income 
census tracts, the largest commitment of its kind by a fi nancial institution. 27  

 With regard to Freddie Mac, it is clear that the decision had been taken 
right from the start to purchase loans designed to meet the needs of those 
on low to moderate incomes in the Affordable Gold program. That and 
other arrangements became more important as HUD’s goals became more 
demanding from 2001 onwards. Other drivers were in place as well: competing 
with Fannie Mae, the larger and formidable opponent for market share, and 
restoring confi dence after the massive accounting fraud was exposed. 

 Richard Syron, former President of the Federal Reserve Bank of Boston, 
was appointed to take over the management of Freddie Mac in 2004. In 
meeting the HUD goals, however, he was prepared to take risks and rejected 
internal warnings that the company was fi nancing questionable loans that 
threatened its fi nancial health. In an interview with the  New York Times , 
David Andrukonis, then Chief Risk Offi cer, stated that he had sent a memo 
to Richard Syron, warning him that Freddie Mac was fi nancing questionable 
loans that threatened its fi nancial health. Later in a meeting with Mr Syron, 
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he reiterated his warning, stating that Freddie Mac’s underwriting standards 
“were becoming shoddier and that the company was becoming exposed to 
losses.” However, Mr Syron refused to consider any means of reducing Freddie 
Mac’s risks. Mr Andrukonis also briefed the Risk Oversight Committee of the 
Board of Directors, but did not share the memo with them. Donald Solberg, 
Head of Capital Compliance and Oversight at Freddie Mac, advised Mr Syron 
to maintain a substantial capital cushion, and continued to recommend that 
until 2007, when he left the company; but again the advice was ignored. 28  
In response, Mr Syron and Mr Mudd, Chief Executive of Fannie Mae, both 
maintained that “one of the reasons why the fi rms hold so many bad loans is 
that Congress has leaned on them for years to buy mortgages from low-income 
borrowers to encourage affordable housing. Freddie Mac warned regulators 
that affordable housing goals could force the company to buy riskier loans.” 29  

 They did have a point, in that affordable housing for very low and low-to-
moderate income groups would inevitably mean the application of different 
underwriting criteria, since obviously those whose incomes fell into the 
categories defi ned by the CRA and by HUD could not afford to put down 
20% of the value of the property and take on a fi xed-rate 30-year mortgage. 
Richard Syron was well aware of that, since it was he who signed off the 
Boston Handbook in 1992 on lending to low-income families and minorities. 
He may also have been infl uenced by his own background as a son of poor 
Irish immigrants, who were only able to buy their own home by virtue of a VA 
loan and by sharing it with another family. 30  

   Some of their partnership arrangements 

 The banks from which the Enterprises bought most of their loans were also 
among the top ten subprime lenders. In 2006, this list consisted of the following: 

     1   HSBC Finance 

     2   New Century Financial, CA 

     3   Countrywide Financial, CA 

     4   Citimortgage, NY 

     5   WMC Mortgage, CA 

     6   Fremont Investment & Loan, CA 

     7   Ameriquest Mortgage, CA 

     8   Option One Mortgage, CA 

     9   Wells Fargo Home Mortgage, IA 

      10   First Franklin Financial Corp, CA 

      11   Washington Mutual 
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   This was the list as at 2006, 31  but by April 2007, New Century had fi led 
for bankruptcy. Other lenders selling to the Enterprises included Chase Home 
Finance and Lehman Brothers. 

 Contrary to widely held views, Fannie Mae and Freddie Mac were able to 
purchase such loans, as there was nothing in their Charters to prevent them 
from doing so. In addition, HUD’s mission goals essentially required the GSEs 
to purchase ever-increasing proportions of lower-quality loans. Many analysts 
point both to the increase in riskier mortgages between 2004 and 2007 for 
many lenders, and to the GSEs’ increased purchases of such mortgages in that 
period. This increased the risk in their portfolios, but that risk was ignored 
by politicians in particular. It was easier to ignore the ever-increasing risks, 
because aggregate US housing prices increased every month from July 1995 to 
May 2006. 

Even where regulators were aware of the decline in underwriting standards, 
for example, the Offi ce of the Comptroller of the Currency as a result of its 
2005 survey, little action was taken. 32  The OCC discovered the “easing of 
underwriting standards” in a quarter of the banks surveyed; that is, 28% had 
eased standards, 10% tightened and 62% made no change, but this was a 
considerable increase from 2004, when the number easing standards was 13%. 
“Notably, this is the fi rst time in the survey’s 11-year history that examiners 
reported a net easing of retail underwriting standards, concentrated in home 
equity products and residential real estate lending … and affordable housing 
loans also experiences some easing. According to examiners, banks continue 
to ease retail standards primarily because of increased competition.” 33  The 
OCC, however, considered that for such banks, appropriate risk management 
procedures were in place.

 The result was that between 2004 and 2007, large national banks continued 
to make large numbers of low- and no-documentation loans and subprime 
ARMSs that were solely underwritten to the introductory rate. In 2006, for 
example, fully 62% of the fi rst lien home purchase mortgages made by National 
City Bank, NA and its subsidiary, First Franklin Mortgage were higher-priced 
subprime loans. The bank did not face receivership because a merger with 
PNC Financial Services Group took place in October, 2008, following further 
losses of $729 m in the third quarter: PNC announced that it was pleased to 
have been selected by the Treasury to prevent another collapse, and received 
federal funds to facilitate the purpose. Other large national banks were also 
deeply involved in the subprime market, including Citibank, the third-largest 
bank in the US in 2005; it took over Argent Mortgage, which then became 
Citi Residential Lending in September, 2007 for subprime lending, but had to 
dismantle it in May 2008. Wachovia Corporation originated both low- and 
no-documentation loans through its two mortgage subsidiaries, so that it 
became the twelfth-largest Alt-A lender in the USA by 2007. Write-offs of these 
loans increased so much and so quickly that the parent company reported its 
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fi rst quarterly loss for many years, due to rising defaults on option ARMs. 
When this became public, it led to many customers quietly withdrawing their 
accounts from the bank after the Lehman Brothers’ collapse. Again, to avoid 
receivership in late September 2008, Wachovia was sold to Wells Fargo. 

 Washington Mutual, the largest thrift institution with $300bn in assets, 
was regulated by the Offi ce of Thrift Supervision. On September 25, 2008, 
it became the largest depositary institution in the US to fail, collapsing in the 
wake of the Lehman Brothers bankruptcy. It was seized by the government 
and sold to JP Morgan Chase in 2008. By June 30, 2008, over one-quarter 
of Washington Mutual’s subprime loans which were originated in 2006 and 
2007 were at least 30 days overdue. This was not surprising, following the 
later discoveries about its conduct of business over the preceding years (in 
spite of the fact that the OTS examiners were stationed permanently on site.) 
In the mid-2000s, the bank made a conscious decision to focus on high-risk 
mortgages, which produced higher profi ts. It increased its securitization of 
subprime loans sixfold, mainly through Long Beach Mortgage Corporation. 
Over four years, the bank and Long Beach increased their securitization of 
subprime mortgages from about $4.5bn in 2003 to $29bn in 2006. From 2000 
to 2007, they securitized at least $77bn in subprime loans. Their loan offi cers 
were paid according to the volume not the quality of their loans, and were paid 
more for higher-risk loans. They were also paid more if they got borrowers 
to pay higher interest rates, even if they were entitled to a lower rate. It was 
described as the bank that could not say “No,” but borrowers certainly paid 
for it. 34  

 Countrywide Home Loans Inc (Countrywide), ranking third in the top 20 
subprime lenders in 2006, was one of the closest companies to Fannie Mae. In 
2005, one in every four loans purchased by Fannie Mae was from Countrywide 
and one in every ten by Freddie Mac. This was a mutual interdependence, since 
almost half of Countrywide’s mortgages were sold to Fannie Mae. In addition, 
Countrywide used Ginnie Mae to guarantee another third of its loans, which 
meant that about 90% of the loans it originated were bought or guaranteed 
by the federal government, part of the reason, no doubt, for its spectacular 
growth. From 2000 onwards, as the mortgage market boomed, no other 
company pursued growth in home loans more aggressively than Countrywide, 
which became a $500bn mortgage-producing machine with 62,000 employees, 
900 offi ces and assets of some $200 billion. It had also managed to move from 
being supervised by the OCC by changing its Charter in March 2007, so that 
it was subject to less onerous regulation by the Offi ce of Thrift Supervision. 

 The company almost collapsed in 2008 as it faced an array of law suits. 
In February 2008, the United States Trustee fi led a suit against it concerning 
a pattern of bad practices in a bankruptcy case, followed by a request for 
the Bankruptcy Court in Atlanta to sanction the company. This was followed 
by another suit by the state of Illinois on the grounds that the company had 



256    FANNIE MAE AND FREDDIE MAC

defrauded borrowers by selling them costly and defective loans that quickly 
went into foreclosure. Ten other states were about to bring similar actions. This 
led to an $8.4bn loan relief plan for 400,000 borrowers. Countrywide was 
responsible for about 20% of mortgages granted in the previous few years, so 
more law suits would follow. A sale to the Bank of America was sought and 
fi nally agreed in July 2008. 

 Fannie Mae and Freddie Mac dominated the secondary market in the 
number of loans it purchased and either retained in its portfolios, or sold on 
to investors. They clearly had all kinds of partnerships with the main subprime 
lenders, but when they dominated the market, what proportion of the market 
did they purchase, and what was the size of the subprime market by 2008? In 
answering these questions, the fi rst step is to examine the contributions of the 
GSEs and other federal agencies to the subprime and Alt-A market. 

    Federal agency contributions to the 

subprime and Alt-A market 

 The brief description above of the kind of strategic alliances into which Fannie 
Mae and Freddie Mac entered, together with their obligation to meet the 
“affordable housing” goals, altering their underwriting requirements in order 
to achieve them and to gain market share, indicates increasing purchases of 
subprime and Alt-A loans. Fulfi lling the affordable housing goals inevitably 
meant reducing the down-payment requirements, credit scores and debt-to-
income ratios. Indeed, when the agencies offered their Expanded Guidance 
for Subprime Lending Programs in 2001, they both stated that “responsible 
subprime lending can expand credit access for consumers” and described 
“subprime” as referring to the credit characteristics of individual borrowers, 
of which an illustrative but not exhaustive list was given. Such characteristics 
would properly be summed up in a FICO score of 660 or below. 

 Hence, assessing the numbers of subprime loans for the federal agencies 
involves a defi nition, which encapsulates these features. The defi nition covers 
self-denominated subprime by the originator or the securities issuer, or placed 
in a subprime private MBS or with a rate of interest higher than HOPA, or 
loans with FICO scores of below 660, a demarcation line fi rst recognized in 
1995, as defi ned in Freddie Mac’s industry letter. 35  It can be argued that the 
GSEs implicitly recognized this when listing the serious delinquency rates by 
FICO score, where the lowest rate is 11.32% compared with 1.78% for prime 
loans. 36  Alt-A loans may be self-denominated by the lender or placed in an 
Alt-A, but with the primary characteristics of low or no-documentation or 
with an LTV in excess of 80% but without primary mortgage insurance. 

 Other such loans included adjustable rate mortgages (ARMS) which began 
with a low rate of interest, which then increased after a certain number of 
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years. These were known as “teaser” rates, as they were used to entice buyers 
into mortgages that they may not be able to afford. The rates would then 
be adjusted in accordance rates and margins, which were structured so that 
the rate was adjusted upwards. Other types of mortgages may have appeared 
attractive, as the monthly payments would have been affordable, but were 
subject to negative amortization, as they would not have covered all the 
interest on the mortgage. There were many variations of loans on offer, such as 
hybrid mortgages, with fi xed rates for a number of years after which interest 
rates were adjusted each month; no down payment or low downpayments of 
5% or less of the value of the property, or loans with fl exible underwriting 
requirements or higher debt-to-income ratios. This range also included high 
combined LTV, where a combined fi rst and second lien was used to reduce the 
down payment required. This lending commonly involved an 80% fi rst and a 
20% second loan. 

 On the basis of these defi nitions, Pinto assesses the federal government and 
federal agency contributions: 

       

  Subprime and 

Alt-A loans    $ in billions  

  Number of loans 

in millions  

  Fannie Mae    $1,077    7,026  

  Freddie Mac    $758    4,913  

  FHA/VA/Rural Housing    $537    4,760  

  FHLB    $50    0.313  

  CRA & HUD program    $512    2,240  

   Total      $4,622      26.7   

 Mr Pinto justifi es these fi gures as follows: 

        Step 1   At the end of June 2008, Fannie held $36bn in self-denominated 
subprime private MBS with an average principal balance per loan of $153,400 
for 235,000 loans, plus $30bn in self-denominated Alt-A private MBS with an 
average principal balance per loan of $171,269 for 0.175m loans. 

 At the same time, Fannie’s single-family mortgage credit book of business 
holdings of subprime by characteristic loans, self-denominated Alt-A and Alt-A 
covered a range of high-risk whole loans, which consisted of loans with FICO 
scores <620, FICO of 620–659, negatively amortizing loans, interest-only 
loans, loans with an Original LTV>90%, loans with combined LTV>90%, and 
self-denominated Alt-A. 37  

   Step 2   Pinto notes that Fannie and Freddie’s disclosures about these seven 
loan types have evolved over time, and that this has generally resulted in 
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additional information being provided. By Q.2.2009, Fannie listed six of the 
seven product features in its “Credit Profi le by Key Product Features,” but also 
provided additional information about loans where more than one feature was 
provided. 38  This gave individual dollar amounts for each of the six features 
(all but Combined LTV>90%), and a subtotal which eliminated any double 
counting. Although Freddie does not provide so much detail, the information 
Fannie provides helps to rule out double counting for Freddie as well. 

 The conclusion of Step 2 is that by the end of June 2008, Fannie’s six key 
product features came to $1,214 trillion gross dollars and 7.944 million gross 
loans. Pinto then multiplies by 80% to adjust for duplicates, which gives $971 
billion and 6.354 million net loans. 

   Step 3   To this has to be added Fannie’s seventh and fi nal key category, 
Combined LTV>90%. What should also be noted is what Fannie said in its 
2007 10-K: 

 “In recent years there has been an increased percentage of borrowers 
obtaining second lien fi nancing to purchase a home as a means of avoiding 
paying primary mortgage insurance. Although only 10% of our conventional 
single-family mortgage credit book of business had an original average LTV 
ratio greater than 90% as of December 31, 2007, we estimate that 15% 
of our conventional single-family mortgage credit book of business had an 
original combined average LTV ratio greater than 90%. The combined LTV 
ratio takes into account the combined amount of both the primary and second 
lien fi nancing of the property. Second lien fi nancing on a property increases 
the level of credit risk (on the fi rst lien) because it reduced the borrower’s 
equity in the property and may make it more diffi cult to refi nance. Our original 
combined average LTV ratio data is limited to second lien fi nancing reported 
to us at the time of origination of the fi rst mortgage loan.” It is interesting to 
note the word “estimate” in this statement; a word which surely should not 
be there, given the virtues of the DU automated system, which Fannie Mae 
constantly extolled. That should either have given an accurate fi gure or rejected 
such mortgages as being too risky. Reliance on estimates would inevitably have 
made risk management more unreliable. 

 To return to Pinto’s analysis, based on the above and on subsequent fi lings, 
this category provides an estimated $133bn of Fannie’s portfolio of loans with 
a combined LTV>90%. 39  However, since no overlap information has been 
provided, the overlap has been conservatively estimated at $40bn. The result 
for Fannie is that the net amount of various categories of subprime loans is 
$1,011 trillion and the net number of loans is 6.616 million. 

 He performs a similar analysis for Freddie Mac, with the resulting totals 
based on the same categories as Fannie Mae. Freddie held $82bn in self-
denominated subprime private MBS, with an average principal balance per 
loan of $153,400 for a total of 0.535 million loans. It held a further $41bn 
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in self-denominated Alt-A private MBS, with an average principal balance per 
loan of $175, 961 for a total of 0.233 million loans. Its single-family credit 
guarantee portfolio of business holdings subprime by characteristic loans, 
self-denominated Alt-A and Alt-A by characteristic loans totaled $752bn on 
June 30, 2008 with the same seven types of high-risk loans as Fannie Mae. 
Multiplying $752bn by 80% to allow for duplicates gives a fi gure of $602bn 
and 3.939 million net loans, basing the average loan size as $152,814; that is, 
the same as Fannie’s average, as Freddie Mac does not give such a fi gure. 40  

 Freddie’s seventh category (Combined LTV>90%) is estimated to be $33bn, 
based on an initial $110bn, but estimating the overlap at 70% yielding the 
fi gure of $33bn on the assumption that these loans have an average balance 
equal to Fannie’s average loan amount of $152,814 for key product features 
gives a net 0.216 million loans. 

 Thus for all these categories of loans, the net dollars are $635bn and the net 
number of loans is 4.155 million. 

 The other two categories, the Federal Housing Administration (FHA) and 
Veterans Administration (VA), had 3.492 million and 1.122 million loans 
outstanding, with average balances of $103,300 and $150,000 respectively. 
For the FHA, 83% consisted of high original LTV lending and about 70% had 
a FICO of <660. This results in $537bn in net loan dollars from the FHA and 
VA plus rural loans with a total of 4.76 million loans. 41  

 The contribution of the Federal Home Loan Bank System was much less, but 
it was reported as holding $76bn in private MBS as at the end of June 2008. 
It is not clear what the constituent elements of this portfolio were, but Pinto 
considers it reasonable to assume that 66% of the total, or $50bn, would be 
backed by Alt-A and subprime loans. If the average loan amount was $160,000 
(an average based on Fannie Mae and Freddie Mac’s holdings of private MBS 
and Alt-A private MBS), this gives 0.313 million loans. 42  

 The impact of the Community Reinvestment Act must also be taken into 
account, although many deny that it had any part in the crisis at all, perhaps 
because its scope was limited, and partly because the lenders were allegedly 
unregulated mortgage companies. The latter claim is not entirely true, since 
some of the leading banks, and indeed subprime lenders, were included, such as 
the Bank of America, JP Morgan Chase, Citibank, Wells Fargo and banks and 
thrifts with which these banks merged or which they purchased. The incentives 
built into the CRA requirements have already been described in detail, together 
with its effects on bank lending. 

 In 2007, the National Community Reinvestment Coalition (NCRC) 
published a report, which showed that from 1994 to 2007, CRA commitments 
came to $4.5 trillion, of which 94% were made by the above banks. The 
outlier was Countrywide, acclaimed as the fi rst mortgage lender to enter 
into a voluntary agreement for “Fair Lending Goals” with HUD. It became 
the third largest lender in 2004, and then either the largest or second largest 



260    FANNIE MAE AND FREDDIE MAC

Alt-A lender; by 2007 it accounted for 29% and 18% of Fannie and Freddie’s 
acquisitions respectively. 43  

 Many of the CRA commitments were fulfi lled, largely due to the agreements 
the banks had made, commitments, totaling $3.5 trillion between 1993 and 
2007; but these loans were not tracked in any organized manner. About half 
of these loans went to Fannie and Freddie to meet their affordable housing 
requirements; about 10% were insured by the FHA; and about 10% were sold 
as private mortgage-backed securities. Most of the rest remained on the balance 
sheets of the four largest banks, where by 2009 and 2010 many showed higher 
default rates than prime mortgages. The CRA delinquency rates did not show 
up while interest rates were low and house prices continued to rise. Fannie’s 
delinquency rate on its $900bn high-risk mortgages, 85% of which were 
affordable housing loans, was 11.36% at September 30, 2009 as compared 
with the 1.8% delinquency rate on its traditionally underwritten loans. The 
CRA loans were fi xed rate and did not have higher interest rates; as with some 
of the other subprime loans, they inevitably had other high-risk characteristics 
such as small down payments and low FICO scores. CRA lending had a slow-
burn effect and was indeed a contributory factor, as shown especially by the 
acquisition of Countrywide. 

 According to Pinto, by the middle of 2008, there were almost 27 million 
subprime loans in the fi nancial system, which accounts for almost 50% of 
all mortgages. Over two-thirds of these were held or guaranteed by federal 
agencies such as the FHA and the GSEs (12 million) and by US banks (about 
2.2 million). That is about half of the outstanding fi rst mortgages, estimated 
at 55 million, a fi gure which is derived from the National Delinquency Survey 
and the Mortgage Bankers Association, Q2, 2008. The NDS survey contains 
45.4 million fi rst mortgages, covering about 80-85% of outstanding fi rst lien 
mortgages. 44  The Federal Reserve reports that the dollar amount of outstanding 
fi rst lien mortgages at June 30, 2008 was $9.42 trillion. If the calculations 
regarding the number of subprime mortgages are correct, then they reveal 
the enormity of the problem which was fostered over the years, particularly 
since 1995. The very complexity of the calculations and the variety of the data 
bases, none of which are complete, that have to be taken into account show 
the diffi culty for the Administration, federal agencies and regulators, and the 
Federal Reserve of getting any sort of handle on the size of the problem. No 
one was looking at the growth of the subprime market, especially with regard 
to the involvement of the GSEs, for a number of reasons. 

 James Lockhart described his “signifi cant supervisory concerns” in his letter 
to Richard Baker, accompanying OFHEO’s annual report to Congress. The 
work involved was not confi ned to rectifying the accounting irregularities, 
but every aspect of the GSEs’ conduct of business. The analysis of their 10-Q 
SEC returns, as set out above, was only possible in the case of Fannie Mae, 
whose fi rst fi ling took place on November 9, 2007, and with Freddie Mac, 
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the fi rst quarterly report, 10-Q, was fi led on July 18, 2008. OFHEO stated 
in the 2008 report that the Enterprises fi led their fi rst clean (that is, properly 
audited) annual fi nancial statements in a timely manner for the fi rst time 
for four years. Even then, the 2008 report to Congress refers to concerns 
about the effectiveness of the remediation processes for both Fannie Mae and 
Freddie Mac. 

 The key point here, however, is that the fi lings prior to 2007 on the part 
of Fannie Mae cannot be regarded as being reliable, but that the information 
provided in Fannie Mae’s Q2 10-K fi ling does occur after much remedial work 
had been carried out on its accounting procedures and other systems (although 
much remained to be resolved.) As Pinto points out, more investor information 
was provided than hitherto. The information gap for four years or more meant 
that the increase in subprime and Alt-A loans purchased by the Enterprises 
could not be traced with any degree of certainty. Even so, OFHEO reported that 
“during the past several years, Fannie Mae relaxed its underwriting standards, 
but not as much as many market players … but credit losses resulted from 
their relaxed underwriting standards ... Management has made signifi cant 
changes to better manage credit risk, including tightened underwriting 
standards, increased pricing, improved loss control practices and decreased 
exposure to distressed servicers.” Yet earlier in the report, OFHEO cited credit 
risk management as an ongoing area of concern, noting that the projects were 
mostly complete, but scheduled for completion by the end of 2008, and other 
OFHEO requirements such as tightening underwriting standards would not 
become effective until March 2008. 

 The report continues: “Loans booked in the last few years have shown 
relatively unchanged profi le characteristics in terms of FICO, loan-to-value, 
and level of credit enhancement. However, Fannie Mae increased its exposure 
to non-traditional mortgages and risk layering.” 45  Asset credit quality 
deterioration in the single-family business accelerated in the second half of 
2007, with losses exacerbated by both higher volume and loss severity in 
defaulted loans, which led to the reserves being increased for guarantee losses 
to $3.3bn at year-end 2007 with a $2.8bn provision in the fourth quarter of 
2007. OFHEO recognized some of the growth of Fannie Mae’s purchases of 
subprime and Alt-A loans, but it was too little and too late, obscured by years 
of false accounting and total mismanagement of the Enterprises. 

 It was not, after all, until September 2007, and at the direction of OFHEO, 
that the Enterprises adopted and implemented the bank interagency guidance 
on non-traditional mortgages and subprime mortgages. These now apply to 
all the mortgages that the Enterprises directly hold and guarantee, but also 
the underlying mortgages in private label securities that they acquire. The 
unanswered question throughout is this: given the sheer volume in 2007 of 
loans and MBSs purchased and guaranteed, how was compliance checked; and 
how was compliance checked in the past, when the 25 million loans in a year 
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were processed through the automated underwriting system (DU), given the 
inadequacies of Fannie Mae and Freddie Mac’s systems and controls? Given 
OFHEO and HUD’s paucity of staff and other resources, no one else was 
in a position to check on compliance, and indeed, guidance of any kind on 
subprime lending was not agreed by the federal regulatory agencies until 2004 
(and even then, weakly enforced.) 

 In his testimony before the Senate Banking Committee in February 2008, 
Lockhart was able to give a more up-to-date picture of the increased risks in 
an unprecedented market for the GSEs. 46  Their market share rose to record 
levels in the fourth quarter of 2007 to $5.1 trillion; that is, their debt and 
guaranteed MBSs, to which should be added the rapidly growing FHLBanks’ 
debt of about $1.2 trillion. So, $6.3 trillion in debt, compared with the public 
debt of the United States of $5.1 trillion (of which $700bn is owned by the 
Federal Reserve.) US debt in public hands at the end of 2007 was $4.4 trillion. 
In the third quarter of 2007, the Mortgage Bankers Association reported that 
the delinquency rate was 5.6%, the highest since 1986. In the face of such 
challenging conditions, Lockhart reported, the Enterprises were securitizing 
loans at $100bn a month, but the risks implicit in such securitization and the 
extent of them would emerge more clearly later in the year. 

 The risks were not quantifi ed even in that report to the Senate Committee. 
Some of the increase in losses Fannie and Freddie began to experience in 2007 
was “because they lowered underwriting standards in late 2005, 2006 and 
the fi rst half of 2007, by buying more non-traditional mortgages to retain 
market share and compete in the affordable market.” The departure from 
the traditional market was nothing new, as the strategic alliances into which 
the GSEs entered showed, and their announcements about reducing down-
payment requirements as far back as 1999. Lockhart noted that “they also 
have very large counterparty risks, including seller/services, mortgage insurers, 
bond insurers and derivative issuers.” 47  In 2006, the Enterprises agreed to 
restrict the growth of their portfolios and to keep the capital levels 30% higher 
than the minimum required by law; that made it 3.25% of assets rather than 
2.5% legal minimum, but this was still low compared with other fi nancial 
institutions. In addition, given losses in earnings in 2007, they had only 1.2% 
of equity backing their mortgage exposure. 

 It is simply not true to say that the entry into the subprime market was a 
late development. In an early paper, provided for the Offi ce of Housing and 
Policy Development, the authors point out that the “GSEs are increasing their 
business, in part, in response to higher affordable housing goals set by HUD 
in its new rule, established in October, 2000.  In the rule , HUD indentifi es 
subprime borrowers as a market that can help Fannie Mae and Freddie Mac 
achieve their goals, and help establish more standardization in the subprime 
market.” 48  Indeed, Title XIII of the Housing and Community Development 
Act, 1992 called for a study of the “implications of implementing underwriting 
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standards that would (a) establish a down-payment requirement for mortgagors 
of 5% or less (b) allow the use of cash on hand as a source for down payments 
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 application for the mortgage.” Such 
a study was commissioned by HUD; the authors found that both Fannie Mae 
and Freddie Mac had indeed adopted more fl exible guidelines, such as Fannie 
Mae’s introduction of their Flex 97 product, which required a borrower to 
make only a 3% down payment if the borrower had a strong credit history. 49  

 That was from the beginning, but by 2000, they had expanded their 
purchases to include Alt-A, A-minus and subprime mortgages in addition to 
private-label mortgage securities. Fannie Mae implemented the Expanded 
Approval System and Freddie Mac expanded its Loan Prospector system to 
accommodate risk-based pricing. Subprime and Alt-A mortgages gave the GSEs 
a real opportunity to expand their businesses. 50  As these markets exploded 
over the next six years, Fannie Mae and Freddie Mac took full advantage of 
the opportunities, as the above analysis shows. 

 Even as late as 2007, Fannie Mae sought to give the impression that its 
standards, as incorporated in its underwriting programs, were above those of 
the rest of the market. Daniel Mudd stated that Fannie Mae “has a history of 
working with lenders to serve families who don’t have perfect fi nancial profi les 
… we see it as part of our mission and our Charter to make  safe mortgages  
to such people … We also set conservative underwriting standards for loans 
we fi nance to ensure the homebuyers can afford their loans over the long 
term.” He then referred to Tom Lund, then head of the single-family mortgage 
business, who said in early 2005, “One of the things we don’t feel good about 
right now as we look into the marketplace is more homebuyers being put into 
programs that have more risk … Does it make sense for borrowers to take 
on risk that they may not be aware of? Are we setting them up for failure?” 51  
Sadly, no one on the House Committee asked what exactly they were doing 
about purchasing such loans, or whether or how they imposed their “higher” 
standards on lenders whose mortgages or MBSs they bought. It was yet another 
part of the image presentation of being “best in class,” as the interviews both 
Daniel Mudd and Tom Lund subsequently gave to the Financial Crisis Inquiry 
Commission showed that their concerns about subprime and Alt-A loans did 
not prevent them from buying them, as indeed they had from the start. 

 In his interview, Mr Lund claimed that in response to the increasing 
government pressure to meet housing goals (which were increased yet again in 
2004), such as lowering the risk level for a borrower through the DU “bump” 
(lowering the credit risk of a borrower). If the borrower met a housing goal, 
then the risk level would be ‘bumped up’ to 2, and the loan would be priced 
as such by Fannie Mae. This explains why so many loans purchased by Fannie 
were in fact risky loans, despite Fannie’s assurances that loans had to meet ‘their 
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standards’. They reduced the equity requirements for home buyers, and bought 
bulk loans that contained housing goal loans. His concerns were expressed to 
HUD, but the goals were still increased, and could only be met if borrowers 
were taking up option ARMS and low- or no-down-payment loans. However, 
despite an apparent decision not to move further into the subprime market in 
June 2005, it seems that his anxieties were ignored; the corporate goals he was 
given at the beginning of 2006 meant that Fannie Mae would become more 
aggressive in purchasing Alt-A loans, and that continued after August, 2007. 52  

 In a similar interview, Mr Mudd made it clear that there were constant 
changes to the type of products Fannie Mae purchased and guaranteed, 
and that subprime and Alt-A products were purchased before he joined the 
company in 2000, at fi rst as a relatively small proportion of their purchases, 
but as the decade continued, many new products came onto the market. It 
was a constant process of development beginning in the mid-1990s, in which 
Fannie Mae would buy some of the new kinds of loans, which gave them 
access to the data, then buy whole loans and offer the product to some lender 
customers, developing that line of business over time. He argued that 2005 
was not therefore a moment when the company decided to increase purchases 
of non-traditional mortgages, but that there was a real explosion of Alt-A, 
subprime, interest-only mortgages and other “affordability” products. The 
rapid expansion in the market gave them little alternative but to participate 
by buying these loans in order to fulfi l their role of providing liquidity in the 
market. 53  The tone and content of the information given in the interview is 
quite different from his testimony to the House Financial Services hearing. 

 It should be borne in mind that for Fannie Mae, the period in which they 
embarked on their most aggressive strategies to purchase mortgages and 
mortgage assets with questionable underwriting standards, that is, between 
2003 and 2006, was the one in which they had to restate all their fi nancial 
reports from 2001 onwards. It was a period at the end of which, the OFHEO 
report still described the Enterprises as remaining classifi ed with “signifi cant 
supervisory concerns.” Freddie Mac was still not in a position to register with the 
SEC, but had produced timely fi nancial statements with a clean audit opinion. 
Fannie Mae had fi led clean fi nancial statements for 2007. Having registered 
with the SEC, it produced its third quarter report (Form 10 Q) in November 
2007 and fi led its annual report on Form 10K in February, 2008. This is why 
the Pinto analysis relies on Fannie Mae’s June 2008 10 Q report, because of the 
progress made in its production of fi nancial statements. It should also be borne 
in mind that during the whole period from 1999 onwards, the problems with 
both Fannie Mae and Freddie Mac ran much deeper, to the whole way in which 
the organizations were managed. The overriding principle was to maximize 
earnings, and any other aspect of the business was subordinated or distorted 
to achieve that end. An indication of that is the reference made by Mr Lund to 
altering the credit status of a borrower. 
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 Even by 2007, the GSEs’ risk management procedures left much to be 
desired. It is indeed hard to see why anyone believed the protestations and 
assurances about the GSEs’ standards and the quality of the loans they bought, 
as right up to conservatorship they were badly managed and had barely got 
their fi nancial reporting into any kind of order. Conservatorship was soon to 
follow, with not only the size but also the content of the GSEs’ portfolios being 
key factors. The private label securities and investments in assets collateralized 
by subprime and Alt-A mortgages probably precipitated their collapse, with 
private label securities contributing signifi cantly; in many cases their value fell 
as much as 90% from the time of purchase. 

 By 2007, it should have been clear that a serious crisis was developing. 
Chairman Bernanke in his May speech referred to the sharp increase in 
foreclosure rates in subprime mortgages with adjustable interest rates, which 
then accounted for two-thirds of the fi rst-lien loans or 9% of all fi rst-lien 
loans outstanding. This was against a background of house prices decelerating 
or even falling in some areas, whilst interest rates on loans moved upwards, 
reaching their highest levels for many years in mid-2006. Once again, the 
Federal Reserve stated that “the expansion of subprime mortgage lending has 
made home ownership possible for households who in the past might not have 
qualifi ed for a mortgage … minority households and households in lower-
income Census tracts have recorded some of the largest gains in percentage 
terms.” Relying on HMDA data, the Chairman said, “We believe the effect of 
the troubles in the subprime sector on the broader housing market will likely 
be limited.” 54  The failure even then to recognize the risks of subprime lending 
and all the issues raised in this chapter will be pursued in the next.      
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Why Did Fannie Mae and Freddie Mac 
Get Away with It for So Long? 

  A weak regulator 

  Limits of its authority 

 Quite simply, there were two reasons for this: the “weakness” of the regulator 
(the Offi ce of Housing and Enterprise Oversight, or OFHEO), and the lobbying 
conducted by Fannie Mae and Freddie Mac. The fi rst reason makes it look as 
though OFHEO was simply asleep on the job or in the grip of the Enterprises, 
but a brief examination of the powers and resources available to the regulator 
will show that things were not quite that simple. OFHEO was established 
as part of the Act which gave Fannie and Freddie their Charters in 1992. 1  It 
was the GSEs’ “safety and soundness regulator” and an independent agency 
within the Department of Housing and Urban Development (HUD) until it was 
abolished in 2008. HUD was the “mission” regulator of Fannie Mae and Freddie 
Mac, charged with ensuring that the Enterprises enhanced the availability of 
mortgage credit by creating and maintaining a secondary market for residential 
mortgages. HUD was also responsible for setting the housing goals. 

 OFHEO, as the safety and soundness regulator, was authorized to set risk-
based capital standards, conduct examinations, and take enforcement actions 
if unsafe or unsound fi nancial or management practices were identifi ed. Its 
Director was nominated by the President, and confi rmed by the Senate, for 
a fi ve-year term. Both HUD and OFHEO were however seen as ineffective 
regulators. One example, as far as OFHEO is concerned, was the length of 
time it took to develop and fi nalize its risk-based capital regulation. That 
was later dismissed by OFHEO Director James Lockhart as a “stress-test”, 
and both it and the capital surcharge, which OFHEO eventually imposed 
after the discovery of the “accounting irregularities,” was still inadequate, 
since their regulatory capital was composed of each other’s bonds were 
composed of each others’ bonds, deferred tax assets and what Henry Paulson 
later described as “fl imsy” capital. 2  When the GSEs were fi nally taken into 
conservatorship, they were found to have infl ated their capital by using 
deferred tax assets, that is, credits that companies build up over the years to 
offset future profi ts. Fannie argued that its worth was increased by $36bn 
through such credits, and Freddie claimed $28bn benefi t. Such credits have no 
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value until the companies generate a profi t, which they had not done over the 
previous four quarters, and which was unlikely to happen in the near future. 
Even with a rapid increase in profi ts, the credits would not have been usable, 
as the Enterprises had large numbers of affordable housing tax credits, which 
themselves offset profi ts. 3  

 The weakness overall, as Secretary John Snow observed in his testimony 
before the House Financial Services Committee, was that “the supervisory 
system for the housing GSEs neither has the tools, nor the stature, to effectively 
deal with the current size, complexity and importance of these Enterprises.” 4  
A number of such failings were revealed when OFHEO published its reports 
on accounting irregularities. The accounting irregularities and the extensive 
management and system failures had apparently gone unnoticed for many 
years. The question remains as to why the regulator was so ill-equipped in 
every way for effective regulation. 

   By design 

 That did not come about by accident. James Johnson took up the reins in 1991 
as CEO of Fannie Mae, having been a consultant to the company prior to 
joining it in the same year. He had been campaign manager for Walter Mondale’s 
failed Presidential bid in 1984, and chairman of the selection committee for the 
Presidential campaign of John Kerry, which meant that he was well-connected 
in Washington DC. The GSE had only recently become profi table again, and 
already had a small but effective lobbying unit. Those who were there at the time 
recalled that the GSE’s Charter was his overriding concern; he aimed to secure 
the Enterprises’ hybrid status and above all to ensure that the controls on their 
activities were as light as possible. To that end, the legislation would give HUD, 
and OFHEO in particular, severely limited powers. The most effi cient way to 
do that was to restrict the funds available to OFHEO and to make sure that 
Fannie Mae and Freddie Mac did not suffer for it. This did not go unnoticed 
at the time. The debate on a new regulator was brief, but Congressman Jim 
Leach warned at the time that Congress was “hamstringing” this new regulator 
at the behest of the companies. He pointed out, presciently, that they were 
changing “from being agencies of the public at large to money machines for the 
stockholding few.” Barney Frank, on the other hand, argued that the companies 
served a public purpose, lowering the price of mortgage loans. 5  

 The upshot was that OFHEO funded its operations through assessments 
made on Fannie Mae and Freddie Mac, but could only collect the assessments 
when approved by the appropriations bill and at a level set by its appropriators 
(other regulators, such as the banking regulators, are exempt). GAO recognized 
the severe constraints this placed on OFHEO’s ability to carry out its regulatory 
tasks and to hire additional resources to carry out its oversight. Furthermore, 
without the timing constraints of the appropriations process, the regulator 
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would be able to respond more quickly to budgetary needs created by any crisis 
at the GSEs. Predictable income would also assist with hiring and retaining the 
right quality of staff, and building up experienced teams. 

 Successive GAO reports covered the failings of OFHEO over the years of its 
existence. It was not until 2004–2006 that the regulator’s oversight improved; 
but even then, it was the change of auditor which did more than anything to 
bring Freddie Mac’s manifold failings to light. Indeed, OFHEO’s 2001 and 2002 
examinations of Freddie Mac gave high marks to the GSEs in such relevant 
areas as corporate governance and internal controls, despite the widespread 
defi ciencies later identifi ed in these areas. It was then that the Director (in 
2004) announced their intentions to strengthen the examinations program, 
create an offi ce of the Chief Accountant, and include corporate accounting (for 
the fi rst time) into its oversight process. 6  

 Hiring the right level of staff with appropriate experience for such an 
Offi ce was costly, and indeed, additional funds were made available by the 
Bush Administration for further examination of Fannie Mae’s accounting 
problems. Even as late as 2007, James Lockhart complained about the lack of 
tools available to a very small agency to do the job, especially as “Fannie Mae 
and Freddie Mac lost sight of their mission in the early 2000s and used their 
GSE status to grow out of control.” 7  He also pointed out that Congress was 
considering a budget of $60m for OFHEO, 11% lower than the President’s 
request, leading to cuts in planned supervisory areas. 

   Limited powers 

 Apart from insuffi cient funding, OFHEO simply did not have the powers 
given to other banking regulators. The minimum capital requirements, and 
even the so-called risk-based capital requirements, were too restrictive, and 
other powers were absent, limited or vaguely defi ned (giving the GSEs scope 
to mount a legal challenge). OFHEO did not have the authority to remove 
offi cers and directors, place an enterprise into receivership, or bring suit on 
the agency’s behalf; ithad to rely on the Attorney General for that. The lack of 
these potential measures, and perhaps the regulator’s own timidity, meant that 
informal means were used, with OFHEO offi cials pointing out to the GAO 
that the Enterprises were keen to resolve issues early and expeditiously. 8  This 
explains OFHEO’s reliance on agreements with Fannie Mae and Freddie Mac, 
both then and in the years to come. To a weak and underfunded regulator 
should be added the other concessions afforded to the GSEs, including 
an exemption from the 1933 and 1934 Securities and Exchange Acts, the 
ability to borrow more cheaply than their competitors owing to the implicit 
government guarantee, and the Treasury line of credit. James Johnson had 
worked assiduously and played the Washington scene to achieve the result he 
wanted. The money-making machine was underway. 



WHY DID FANNIE MAE AND FREDDIE MAC GET AWAY WITH IT FOR SO LONG?    269

 He then laid down the ground rules for running the organization, courting 
and pleasing the advocacy groups working to expand home ownership among 
low-income people and minorities. Wall Street appreciated the consistently high 
returns: “Washington insiders respect him as the most skilled political operator in 
corporate America, protecting Fannie Mae’s franchise with an infl uential network 
that extends from the highest reaches of the Clinton Administration to the ranks 
of conservative Republicans on Capitol Hill.” 9  James Johnson, however, would 
have none of it. “The reason Fannie Mae has broad political support is that 
we do our job. We effectively promote more homeownership for more people 
at a lower price.” 10  That would be the theme in the years to come. The nature 
and extent of the political lobbying has to be understood in order to see why 
a regulator might be intimidated by it. Lobbying for Fannie Mae and Freddie 
Mac did not just take the form of gentlemanly discussions, issuing reports and 
engaging in public debate. In fact, there was very little of that, perhaps because 
the stakes were high: James Johnson himself earned some $28m, including a fi nal 
bonus of $1.9m, when he left Fannie Mae. Lobbying was just another means of 
weakening or attempting to control OFHEO, as the regulator revealed. 

   Lack of market discipline 

 OFHEO could not look to the markets to assist in the task of regulating Fannie 
and Freddie; the GSEs had the facility to borrow in the federal agency debt 
market, and to issue debt obligations and mortgage backed securities with the 
implicit government guarantee, thus providing them with signifi cant economies 
of scale. The low capital requirements also worked to their advantage. Banks 
and thrifts had to hold 4% capital against a residential mortgage, and Fannie 
and Freddie had to hold much less capital to fund the same mortgage, so clearly, 
it benefi ts the bank to sell the mortgage or at least swap it for a GSE-backed 
MBS. This was the effect of the legal structure and requirements applying to 
the GSEs. Their expansion came about as a result of the subsidies they received, 
rather than by them offering clearly more effi cient combinations of quality 
and price; in addition, the implicit government guarantee shielded them from 
any market discipline. The ever-growing size of the subsidy has been described 
elsewhere, but as the CBO pointed out in 1996, “one further concern is that 
Fannie Mae and Freddie Mac rather than public offi cials substantially control 
the amount of the subsidy provided to the GSEs.” 11  Basically, this meant that 
Fannie and Freddie were always in a poll position to be ahead of the market: 
they had the resources for it. 

   Discrediting OFHEO 

 As part of its Special Examination, OFHEO reported on four attempts to 
discredit the organization and its report. Fannie Mae’s Government and Industry 
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Relations Department had close relationships with selected Congressional staff 
with whom they co-operated. In the spring and again in the autumn of 2004, 
Fannie Mae’s lobbyists, with the knowledge and support of senior management, 
used their connections to instigate three investigations to undermine OFHEO 
in general terms. Two of these concerned OFHEO specifi cally: compensation 
levels of OFHEO’s public and Congressional relations staff, and whether the 
regulator was in compliance with a provision of the VA-HUD-Independent 
Agencies Appropriation Act for the Fiscal Year 2004, which required an 
agency to allocate at least 60% of its budget to examinations and safety and 
soundness. Fannie Mae staff had helped to formulate the VA-HUD provision, 
with a lengthy exchange of correspondence to establish the exact percentage. 
The HUD Inspector General concluded that OFHEO met the 60% level, but 
that further testing was necessary. The second conclusion was that OFHEO was 
comparable to other federal fi nancial regulators in its allocation of resources 
and staffi ng. 12  

 However, a potentially more damaging attempt to discredit the regulator was 
made in April 2004, when the HUD Inspector General received a Congressional 
request to conduct a fourth investigation. This time the subject was OFHEO’s 
conduct of its Special Examination of Fannie Mae, in particular that the 
agency had improperly leaked confi dential information obtained during the 
investigation into the GSE. The attempt was not very intelligently carried out, 
as it happened; OFHEO found a draft of the Congressional request letter on 
Fannie Mae’s computer system, which was nearly identical to the request letter 
that was fi nally sent to the HUD Inspector General. It was dated almost two 
weeks before the actual request letter was sent. 

 Duane Duncan, Head of Fannie Mae’s Government and Industrial Relations 
Department, admitted as much under oath in his interview with OFHEO. 
They also knew about the contents of the OIG report before it was published, 
and wanted it published even though it was a legally restricted document. 
A sustained campaign to get it published succeeded, and it was put on a 
Congressional website for one hour, which was long enough to distribute 
it to their board of directors, analysts and Congressional staff. Mr Duncan 
made it quite clear that Franklin Raines, the Executive Vice President for Law 
and Policy, Thomas Donilon, and the General Counsel, Ann Kappler, were all 
involved. (The allegations in the fourth OIG report, that OFHEO overstated 
Fannie Mae’s accounting problems were, of course, thoroughly discredited. 13 ) 

 The last push was an attempt to use the Appropriations Process to force a 
change in OFHEO leadership. There were repeated discussions with Fannie 
Mae’s lobbyists to insert into the Independent Agencies’ Appropriations Act 
for the fi scal year, 2005 a provision to withhold $10m until a new director was 
found. 

 Despite these may distractions, OFHEO published its Report of the 
Findings to Date on September 17, 2004, which, of course, brought about 
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the “resignation” of Franklin Raines amongst others. All that scheming did 
nothing to obscure the report’s fi ndings. But that report was published a few 
weeks after Freddie Mac paid a record $3.8m fi ne in settlement with the 
Federal Election Commission and restated lobbying disclosure reports from 
2004 to 2005. 

 At every turn, Fannie Mae and Freddie Mac sought to defeat any restrictions 
on their Charters or their activities. This was essential for them, as they lived 
or died by their Charters. “A federal charter means the politics rather than the 
market determines its major issues … such as whether the government will 
charter other fi rms on the same terms, the fi nancial services that the GSE may 
provide, how much capital the GSE should hold, the extent that the government 
will restrain risk-taking by the GSE, and whether it will go out of business if its 
net worth drops to zero.” 14  

 The Enterprises employed various approaches to achieve these ends: 
spending on lobbying; involving Congressmen and Senators in local housing 
projects; partnership schemes; and donations from their charitable foundations. 
Partly owing to the millions spent on lobbying and shrewd appointments to the 
Board and to senior positions, and partly through the use of their “affordable 
housing mission,” which politicians dared not disavow, Fannie, in particular, 
and Freddie were extremely powerful and well-connected companies in 
Washington DC. As far as lobbying expenditure was concerned, they spent 
a combined $174m between 1998 and 2008, positioning them amongst the 
USA’s top twenty spenders, rather less than the American Medical Association 
and just ahead of General Electric. 

 “They have always understood the political risk was huge for them, and 
they put millions of dollars into using contributions, jobs and consulting 
contracts to stay in the good graces of people in power. They had both parties, 
and particularly the Democrats, under incredible control,” according to Wright 
Andrews, a “veteran banking lobbyist.” 15  Their main aim was to ensure that 
the government did not change anything about their special status, and that 
OFHEO continued to lack the resources to carry out effective supervision. In 
1999, Franklin Raines stated, “We manage our political risk with the same 
intensity as we manage our credit and interest risks.” 16  

 When the GSEs faced all the problems arising from the accounting 
irregularities, they campaigned even more vociferously against the proposed 
legislation to impose stronger regulation and controls on their activities. 
Freddie Mac spent $12.6m on lobbying in 2005, down from $15.44m in 2004 
but still enough to place it 11 th  among corporations which had fi led at that 
time. Fannie Mae’s spending rose from $8.78m to $10.1m. Fannie did reduce 
spending on outside lobbyists by about 24%, but in-house lobbying costs 
increased by 67%. 

 In 2005, Freddie Mac secretly paid a Republican consulting fi rm about $2m 
to put a stop to Senator Hagel’s bill. At the time at which he introduced the bill, 
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most Republicans supported it, but DCI, the consulting fi rm, undermined his 
efforts by targeting and convincing various Republican supporters to withdraw 
support. Senator Hagel and his supporters wrote to the Senate majority 
leader, Bill First, telling him that “If effective regulatory reform legislation … 
is not enacted this year, American taxpayers will continue to be exposed to 
the enormous risk that Fannie Mae and Freddie Mac pose to the … fi nancial 
system and the economy as a whole.” 17  Of course the legislation did not pass. 
And a year later, Freddie Mac was caught again: it had used corporate resources 
to stage 85 fundraising dinners that raised $1.7m for candidates for federal 
offi ce. In internal documents, Freddie Mac described the events as an exercise 
in “political risk management.” The fi ne of $3.8m civil penalty to the Federal 
Election Commission still stands as the largest in the FEC’s 35-year history. 18  

 Fannie Mae and Freddie Mac did not use a scatter-gun approach in lobbying 
expenditure. They have strategically given more contributions to members 
of the committees which primarily regulate their industry. Fifteen of the 25 
lawmakers who have received most from the two companies combined since 
the 1990 election have either been members of the House Financial Services 
Committee, the Senate Banking, Housing & Urban Affairs Committee, or the 
Senate Finance Committee. The others sit on the powerful Appropriations or 
Ways & Means Committees, are members of the Congressional leadership, 
or have run for President. A full list of contributions to members’ campaigns 
from Fannie Mae and Freddie Mac directly, and via their Political Action 
Committees, is given in the Appendix. It should also be noted that expenditure 
did not only involve campaign contributions, but may be donated to caucuses 
of members. In 2007, for example, Fannie and Freddie each gave $100, 000 to 
the Black Causus Foundation, Inc. 

 Expenditure on lobbying did not end when the companies were running 
into serious diffi culties in 2007, nor in the months up to the takeover in 2008. 
Fannie Mae managed to spend $3.8bn lobbying the federal government in that 
year, and Freddie Mac spent $5.78m; in 2007 they spent $2.9m and $4.28 m 
respectively. One of the fi rst actions Lockhart took when Fannie and Freddie 
were taken into conservatorship was to end all lobbying activities. “There’s no 
doubt that the legislation was delayed for many years because of the strength 
of their lobbying power,” he said, after issuing the order. At the time, the 
companies employed 20 in-house lobbyists, who lost their jobs, and 48 outside 
fi rms, who looked for their fees elsewhere. 19  

    Partnership Offi ces 

 It was James Johnson who fi rst established the Partnership Offi ces in 1994: 
regional offi ces, which Fannie Mae regards as catalysts for housing projects in 
their local communities. He had announced the “Trillion Dollar Commitment” 
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in 1994, enabling it to help 10 million families nationwide, along with the 
Partnership Offi ce Initiative; the latter was to create partnerships with housing 
advocacy groups, community development organizations, lenders, house 
builders, real estate agents, and local government, all designed to work towards 
expanding affordable home ownership and affordable renting in their areas. 
The  New York Times  described one such offi ce opening in Phoenix, with four 
members of Congress from the area (one Democrat and three Republicans) in 
the front row, whilst the TV cameras were running. One of the Republicans, 
Representative J. Hayworth, explained his support, despite philosophical 
differences, saying that “in many cases, like here, there is broad unanimity 
in wishing to empower people to achieve the American dream.” 20  This was 
just one of the offi ces. In 1998, for example, another Partnership Offi ce was 
opened in Oklahoma, with Governor Keating and Senator Nickles present as 
James Johnson announced that this was another example of the intention to 
expand affordable home ownership by working with housing partners state-
wide to develop a comprehensive investment plan addressing Oklahoma’s 
specifi c housing needs. Senator Nickles added that they looked forward 
to having Fannie Mae as their new neighbor, and that Fannie’s presence on 
the ground would help their local mortgage lenders, community groups and 
housing advocates who are waiting to make the mortgage fi nance industry 
more accessible and user-friendly to Oklahoma’s families. 21  What should also 
be noted is that in both cases, help would take the form of “promoting products 
like mortgages requiring as little as 2% down, and to introduce low down-
payment loans to Oklahomans who can afford a monthly down payment but 
have not accumulated enough savings for a down payment.” 22  

 Johnson achieved his goal of opening 25 Partnership Offi ces by 1998, 
when he retired. He described his achievement and his purpose to the Capital 
Markets, Securities and Government-Sponsored Enterprises Subcommittee of 
the US Banking Committee in 1996, in these words: “When we announced our 
Trillion Dollar Commitment two years ago, we realized that we couldn’t do it 
all from Washington and our fi ve regional offi ces. One solution was to have 
people on the ground in 25 communities. In these Partnership Offi ces, as we call 
them, small numbers of professionals are in place to custom-tailor our mortgage 
products to meet the needs of the specifi c city or state … So far 20 … are open 
and working with local and state governments, local mortgage lenders, and 
nonprofi t and neighborhood groups. Together with three additional cities, they 
have put together a total of more than $57bn in comprehensive investment 
plans. As we make and carry out these investment plans around the country, we 
tell local communities that, above all, we will be accountable to them … It is one 
of the most visible and successful of the 11 initiatives that comprise our Trillion 
Dollar Commitment, and we are extremely gratifi ed by its success to date.” 23  

 Franklin Raines was quick to realize the value of the Partnership Offi ces 
and over the years more than doubled their numbers, to 44 by 2000. 
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They were used even more extensively for media events, typically announcing 
a new partnership with a bank or mortgage company or to welcome a family 
into their new home; for example, with Representatives Luis Gutierrez and 
Blagojevich and CitiMortgage to announce a new partnership to fi nance $2.7bn 
in affordable mortgage lending to Chicago families, and with Representatives 
Larson and Hartford with Hartford Mayor Peters and GMAC Mortgage to 
welcome a family into their new home made possible by Fannie’s Flex 97 
mortgage product through GMAC. A statement of support by Rep. Larson 
was included in Fannie Mae’s press release. 24  

 Fannie Mae, of course claimed that these offi ces were simply created to 
get away from Washington DC, and that the media events were not directed 
from Washington. The events were basically product introductions, where a 
member of Congress asked Fannie Mae to participate in a program; it was all 
part of the development of relationships in local communities. By 2002, the 
company had 51 Partnership Offi ces, which Fannie Mae continued to use for 
such announcements. For example, Senator Mary Landrieu, Rep. Jefferson and 
State Treasurer John Kennedy were joined by Fannie Mae to announce a new 
$1.25bn lending partnership between the Standard Mortgage Corporation and 
Fannie on July 15, 2002. Rep. Robert Matsui, Fannie, the Sacramento Realist 
Association and Countrywide Home Loans sponsored a training seminar for 
brokers and real estate professionals on new mortgage and technology products. 
The press release issued by Fannie on July 18, 2002 included a statement of 
support from the Congressmen.  The Wall Street Journal  commented, “Fannie 
wins the gratitude of politicians by staging local events with them, often to 
‘announce its plans to buy local mortgages’.” 25  

 A year later, Fannie had 57 Partnership Offi ces and held at least another 
21 press events with Congressmen and some Senators. The process continued, 
but in 2004 but it attracted some unwelcome attention. This was partly the 
result of a teleconference with Duane Duncan, Senior Vice President of Fannie 
Mae’s Government and Industrial Relations team, during which he presented 
a slide listing 70 members of the House Financial Services Committee and 
the Senate Banking Committee, and pointed out that the Partnership Offi ces 
stayed in close contact with each one. “In every one of these offi ces, we have 
evidence of what we have done from the business side.” The offi ces tended to be 
staffed with former aides from Capitol Hill from the banking, fi nancial services 
and appropriations committees or others who were likely to be politically 
useful. Even as far back as 1996, a CBO study noted that “although these 
offi ces may conduct some mortgage-related business, their principal purpose 
is to enhance Fannie Mae’s political base.” Fannie Mae seemed to confi rm this 
when it opened offi ces in the districts of the new members of Congressional 
committees overseeing the GSE; for example, it opened its Charlotte offi ce to 
cover the state of North Carolina in June 1999, after the newly elected Senator 
John Edwards joined the Banking Committee. 
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 The partnerships at the offi ces tended to be, as noted above, with a wide 
range of interest groups, who could serve as lobbying allies to help fend off any 
Congressional moves to limit their activities or remove their special privileges 
or status. It meant that they had an army at their disposal, ready to put Fannie’s 
case to lawmakers, often by arguing that changes would increase the cost of 
mortgages to the poor and underserved or reduce liquidity in the market. Such 
“partners” were also arguing Fannie’s case in their own interests, or as housing 
advocacy organizations. 

 The network of offi ces also provided a grassroots political organization 
in key legislative districts. Offi ce directors were expected to maintain a list 
of contacts for generating calls and letters during political crises, encouraged 
by regional “franchise preservation” awards to those who had helped Fannie 
defeat an attack (that is, legislative proposals). 

 The offi ces were supposedly designed to help Fannie Mae implement its fl agship 
affordable housing program, the American Communities Fund (ACF), a debt 
and equity investment fund providing fi nancing for underserved communities, 
where traditional capital is limited or unavailable. The aim was to fund high-
impact investments that serve as catalysts for further revitalization. The Fund 
started off in 1996 at $100m, by 1999 made almost $300m in investments, 
and in 2000 Fannie Mae increased its capitalization and committed it to invest 
$3bn over the next ten years. By 2004, the Fund had invested in some 500 
housing deals around the country. Fannie Mae made sure that politicians were 
aware of the ACF investments made in their districts. But there was more to 
it than that. A  Wall Street Journal  review of 90 ACF press releases since 1998 
found that of those which mentioned an individual member of Congress, the 
Senator or Congressman was either a member of the Senate Banking Committee 
or the House Financial Services Committee, or the Appropriations Housing 
Subcommittee, which funds the federal regulator, whereas only 22% of Congress 
sits on these bodies. Some did much better than others; for example, Senator 
Bennett was in the top ten by the number of ACF deals. 

 The review prodded HUD into action. In July 2004, HUD opened a formal 
inquiry into the political activities of Fannie Mae’s regional offi ces. The report 
was completed a year later, but HUD refused to publish it in full; instead, the 
Department released a statement, saying that Fannie’s Congressional Charter 
allowed it to set up regional offi ces to promote affordable housing. “However, 
the Department also concluded from its review that the activities of the 
Partnership Offi ces were not confi ned to affordable housing initiatives. Rather, 
a central purpose of the Partnership Offi ces was to engage in activities that were 
primarily designed to obtain access to or infl uence members of Congress.” 26  
However, HUD did release its August 31 letter from Brian Montgomery to 
Daniel Mudd, stating that the Partnership Offi ces were really “assigned to the 
duty of assisting in outreach efforts to members of Congress … collectively 
this information indicates that a central purpose of the Partnership Offi ces is 



276    FANNIE MAE AND FREDDIE MAC

to obtain access to or infl uence members of Congress.” The letter specifi cally 
referred to “Rob Bennett, the son of Senator Rob Bennett is the deputy director 
of Fannie Mae’s Partnership Offi ce in the Senator’s home state. Jeffrey Bennion, 
Utah’s partnership director, worked for the former Utah Governor, Michael 
Levitt.” This was an example, based on information provided by Fannie 
Mae, that many offi ces were located and staffed based on criteria related to 
Congressional districts represented by various members of Congress, including 
party affi liation and the committee assignments of the representatives in those 
districts. 27  The example was apparently greeted with mirth at a closed meeting 
of Washington lobbyists, when HUD’s statement was announced with an 
addition: HUD was also shocked to discover that gambling went on at Las 
Vegas. 28  

 HUD ordered Fannie Mae to carry out an internal review of the political 
activities of its regional offi ces. As a result, Fannie Mae sacked 20 lobbyists 
and publicists at its Partnership Offi ces outside Washington and decided to 
dismantle its grassroots lobbying network. But the offi ces were only another 
part of Fannie’s array of weapons; it had others in its armory. These included the 
Fannie Mae Foundation, which was used, sometimes to support other political 
groups such as the Black Caucus, but also to pump $500m into “highly visible 
and heavily promoted projects and grants in an effort to sway public opinion 
and to shape federal regulations.” The author of a paper on the need to reform 
Fannie Mae and Freddie Mac, Ronald Utt, was honest enough to admit to 
another aspect of the GSE’s attempt to control the environment in which it 
operated, when he pointed out that “even America’s college professors became 
objects of Fannie Mae’s affection.” This was when it created and fi nanced two 
academic journals,  Housing Policy Debate  and  Journal of Housing Research , 
focusing on a wide range of housing issues. “The exception is that both journals 
generally avoid discussing the GSEs’ role in the mortgage market and whether 
they make much of a difference. With many professors still confronting a 
publish-or-perish environment in pursuit of tenure and promotion, common 
sense argues against irritating a wealthy and infl uential publisher. As a result, 
academia has not been a reliable source of dispassionate inquiry into the GSEs’ 
role in the American housing market.” 29  

   The Fannie Foundation 

 The Fannie Mae Foundation also donated funds to various housing advocacy 
and community-based organizations; it is not clear whether or not any money 
was actually given to the Association of Community Organizations for Reform 
Now (ACORN), or whether that association with ACORN was only an indirect 
one through Countrywide, with whom Fannie had a long-standing partnership. 
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The funding of various community organizations did, however, provide Fannie 
Mae with yet more voices to be used in opposition to any legislative proposals 
which threatened its status and which would then be presented as restrictions 
on GSE lending to low-income families and minorities. The Foundation was 
closed in February 2007, a “longtime lightning rod for criticism that the 
company was using tax-exempt contributions to advance corporate interests.” 30  
Not all of these were directly connected with housing: recipients included 
Harvard University and Arena Stage, a District theatre where Franklin Raines’ 
wife was Chairman of the Board, and to the John F. Kennedy Center for 
Performing Arts. Millions of dollars were also spent on advertising to educate 
home buyers, and the construction of housing in depressed neighborhoods. For 
example, The Foundation spent $44m on television “outreach” advertising so 
that consumers could request brochures about obtaining a mortgage in 2001. 
The Foundation was replaced by charitable giving by the company itself, but 
some sceptical observers noted that the company would not be under a legal 
obligation to identify the recipients of the gifts to the public as the Foundation 
was obliged to do. 

 Fannie Mae and Freddie Mac used all their allies to intimidate those who 
tried to restrict their activities. Congressmen and women in particular would 
suddenly receive fl oods of emails and telephone calls from anxious voters, 
saying that the costs of their mortgages would increase or that they would be 
unable to afford to buy a home. Congressman Shay’s experience of a telephone 
call from Duane Duncan, Fannie’s chief lobbyist, when he had only just 
mentioned ensuring greater disclosure of the state of the GSEs’ fi nances to a 
couple of staffers the previous evening, was typical. Congressional sources also 
said that the company tried to get critical Hill staffers sacked, and that after 
Richard Baker proposed a stronger regulator for the GSEs in 2000 (his fi rst 
attempt), Fannie Mae hired a phone bank to call constituents on behalf of the 
Coalition to Preserve Home Ownership, a front for Fannie and Freddie, real 
estate agents and homebuilders. Some members of the House Subcommittee 
on the bill were “enraged after they received anonymous boxes fi lled with 
thousands of letters from constituents protesting a so-called Congressional 
proposal to raise mortgage costs.” 31  

   Other means 

  Campaign contributions 

 Harassment was not the only method used. Campaign contributions helped 
to ensure that many Representatives and Senators remained onside. Other 
sweeteners were available as well, not directly from Fannie Mae, but from 
Countrywide, with whom Fannie Mae had a longstanding partnership. 
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The relationship was such that Angelo Mozilo, Countrywide CEO said, “They 
have given us a liquid, organized market. If you took them away, it would be 
a disaster.” Angelo Mozilo had driven Countrywide to a dominant position in 
the mortgage market, beyond the Citigroups and Wells Fargos, but he knew 
on whom he depended. “If it wasn’t for them,” he said of Fannie and Freddie, 
“Wells knows they’d have us.” 32  His dependence on Fannie and Freddie led 
him to ensure their status, as well as giving him the connections and status he 
craved. 

   Friends in high places 

 Until 2004, when President Bush refused to make any more Board appointments, 
Fannie had another weapon to hand: the fi ve Board appointments in 2002 
included Ann McLaughlin Korologos, Labor Secretary under Ronald Reagan; 
Ken Duberstein, Reagan’s Chief of Staff; William Daley, Commerce Secretary 
in the Clinton Administration and Al Gore’s spokesman during the 2000 
election controversy; and Jack Quinn, Counsel to Bill Clinton. Freddie Mac’s 
Presidential Board appointments do not seem to have made as much impact, 
apart from the widely reported appointment of President Clinton’s former 
senior adviser in the White House, Rahm Emanuel, in February 2000. Emanuel 
had served in that position from 1993 to 1998, but had joined Wasserstein 
Perella, an investment bank, in 1998, where he stayed until 2002. His stay 
on the Board of Freddie Mac was short but lucrative, as he received some 
$320,000 in compensation (including Freddie Mac shares, which he sold). At 
the time of writing, he is currently Mayor of Chicago. Other Board members 
included Robert Glauber, Undersecretary of the Treasury under President 
George W. Bush; and Harold Ickes, Adviser to President Clinton and Senator 
Hillary Clinton, and member of the Democratic National Committee. Former 
Board members included Dennis Deconcini, former Board member and US 
Senator from Arizona; and David J. Gribbin, former Board member, aide to 
Vice President Dick Cheney, Assistant Secretary of Defense under President 
George W. Bush. 33  These are just some examples of those appointed to the 
Board, and whatever relevant skills and experience they may have had, their 
political connections were clearly vital. They could be relied upon to act when 
Fannie and Freddie considered that they were threatened. It was because the 
GSEs were hybrid organizations that the Presidential appointments were made, 
but that practice was ended by President Bush Jnr. The Boards were abolished 
when the GSEs were taken into conservatorship. 

 Apart from Board membership, others were appointed to senior executive 
positions. Franklin Raines himself was Director of President Clinton’s Offi ce 
of Management and Budget; Jamie Gorelick was Deputy Attorney General 
in the Clinton Administration, and became Vice Chair of Fannie Mae despite 
having no background in fi nance, from 1997 to 2003 (with $26.4m in total 



WHY DID FANNIE MAE AND FREDDIE MAC GET AWAY WITH IT FOR SO LONG?    279

compensation); Robert Zoellick served in both the Reagan and the fi rst Bush 
Administration in various roles, including Deputy Secretary to the Treasury 
and Deputy Chief of Staff, before becoming Executive Vice President for Public 
Affairs and Affordable Housing from 1993 to 1997 at Fannie Mae. 

 Other connections over the years included John Buckley, who worked 
at Fannie from 1991 to 2001, but took leave of absence to run Bob Dole’s 
campaign for the Presidency. In 2002, for example, the Enterprise’s lobbying 
team included former Congressmen, such as Tom Downey (Democrat) and 
Ray McGrath (Republican), as well as Steve Elmendorf, Democrat strategist 
and Donald Pierce, a GOP operative. McCain’s economic adviser, Aquiles 
Suarez was Fannie Mae’s Director of Government and Industry Relations. 
Arne Christensen, a former Newt Gingrich aide, was Senior Vice President 
for Regulatory Policy; Tom Donilon was Fannie Mae’s Executive for Law and 
Policy as well as being Secretary to the Board of Directors until 2005, and 
was in the Clinton state department. William Maloni worked for Congressman 
W. Moorhead and for the Federal Home Loan Bank and the Federal Reserve 
before joining Fannie Mae. 34  

    “Friends of Angelo” 

 Countrywide’s Angelo Mozilo adopted a “softly, softly” approach to obtain 
infl uence. A report, entitled  Friends of Angelo’s , sets out the way in which 
the company sought to buy infl uence. 35  The company dispensed favours to 
those whom it believed might be valuable. They would be known as “Friends 
of Angelo” who had been given loans on favorable terms. These borrowers 
included legislators, Congressional staffers, lobbyists, opinion leaders, business 
partners, local politicians, house builders and law enforcement offi cials. The 
VIP Loan Program, as it was called, was designed to build its relationship with 
members of Congress and Congressional staff and also to protect its relationship 
with Fannie Mae. Senior Countrywide staff and its lobbyists assessed the value 
of relationships with potentially infl uential borrowers, the most important 
of whom were given preferential treatment as part of an expansive effort by 
Countrywide to “ingratiate Countrywide with people in Washington who may 
be able to help the company down the road.” 36  

 The report notes that Countrywide made sure that the “Friends of Angelo” 
knew they were receiving special pricing and preferential treatment, and that 
Mozilo had personally priced their loans. They relied on their status as Friends 
to guarantee such treatment for themselves and others. If they had previously 
had a loan, then they could expect discounts on subsequent refi nancing. A 
particular loan offi cer’s business card was attached to their loan documents, 
which clearly indicated that the offi cer worked in the VIP unit. The loans were 
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classifi ed into seven categories according to the status of the person concerned, 
and also to ensure that the “origination and routing of VIP loans is handled 
fl awlessly.” 

 The report provides some examples of the individuals with prime 
responsibility for the oversight of Fannie and Freddie, who received (or were 
offered) such benefi ts. They were: 

       Senator Kent Conrad, Chairman of the Budget Committee and a 
member of the Finance Committee, for whom Mozilo instructed the VIP 
department to take off 1 point. 

      Senator Christopher Dodd, Member of the Committee on Banking, 
Housing and Urban Affairs and Chairman in 2007, who saved about 
$75,000 by refi nancing his home at a reduced rate. 

      Senator John Edwards, Member of the Judiciary Committee, who was 
referred to the “Friends of Angelo’s” program when trying to fi nance the 
purchase of a $3.8m home in Georgetown. 

      Alphonso Jackson, Secretary of Housing and Urban Development, who 
received two loans through the VIP program and whose daughter was 
referred to the program by a Countrywide lobbyist in 2003. To make 
sure she received preferential treatment, when the loan was confi rmed 
in 2004 the loan offi cer told the Senior Vice President that her father, 
Alphonso, was expected to be confi rmed as Secretary for HUD. 

      Clinton Jones III, Senior Counsel of the House Financial Services 
Subcommittee on Housing and Community Opportunity, was referred 
for “specialized handling” to the “Friends of Angelo” program by a 
Countrywide lobbyist, resulting in “0.5 off and no garbage fees.” 

   All of these were confi rmed by email correspondence and other documents 
inspected by Congressional staff, as is clear from the full report and copies of 
various loan documents. The benefi t for Countrywide? The company found 
that Congress turned to them when the industry-related legislation was being 
considered to share expertise and to provide insight. Lenz, who was in charge 
of government relations for the company, said that, “Countrywide had an 
incredibly good relationship with Congress. It was not unusual for us to get a 
call, saying, ‘A bill’s being introduced. It’s a little technical, and there are parts 
we don’t understand. Can you educate us on this?” 37  

 For the lawmakers concerned, there was surely a reputational risk. Although 
the existence of “Friends of Angelo” was at least common knowledge, if not 
public knowledge, through much of the period in question, damaging hints 
could be dropped, enough to undermine a lawmaker’s reputation, such that his 
contributions on certain topics would not be taken seriously. It also exposed a 
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lawmaker to having to take positions on certain issues that he may not wish to 
take. In the process of getting a loan, the fact that documentary evidence of an 
explicit sort would exist (the business card of a specifi c loan offi cer, who may 
leave the company and not feel bound by any rules or loyalty to it) did not 
seem to weigh on the borrower’s mind. 

 Fannie Mae and Freddie Mac were not the only ones to spend millions of 
dollars on lobbying. At the end of 2007, the  Wall Street Journal  reported that 
two of the largest mortgage companies had spent vast amounts of money on 
political donations, campaign contributions, and lobbying activities between 
2002 and 2006. Ameriquest and Countrywide fought hard against anti-
predatory legislation in Georgia, New Jersey and other states as well as at 
the federal level. 38  The largest suppliers of securities to Fannie and Freddie 
included New Century Financial Co., and Ameriquest, as well as Countrywide, 
of course. Their lobbying and the expenditure on it were mutually benefi cial, so 
Fannie and Freddie should always be included in any assessment of the impact 
of lobbying. A recent study,  A Fistful of Dollars , examined the relationship 
between lobbying by fi nancial institutions and mortgage lending, and sets 
out to show that it contributed to the accumulation of risks leading to the 
fi nancial crisis. The study argues that “lenders which lobbied more intensively 
on these specifi c issues have (i) more lax lending standards measured by loan-to-
income ratio (ii) greater tendency to securitize (iii) faster growing mortgage loan 
portfolios. It can now be seen that delinquency rates are higher in areas in which 
the lobbying banks; mortgage lending grew faster, and during key events of the 
crisis, these lenders experienced negative abnormal stock returns. These results 
are consistent with certain lenders having more to gain from lax regulation. 
Such risk-taking exposed them to worse outcomes during the crisis … With the 
caveat that empirical evidence cannot pin down whether lobbying is for signaling 
information or is motivated by rent-seeking, our analysis suggests that the political 
infl uence of the fi nancial industry can be associated with the accumulation of 
risks.” 39  That might be true in general, but it does not fully explain the mortgage 
market in America between 1995 and 2008. 

 Fannie Mae and Freddie Mac were not lenders, of course, but buyers of 
MBSs. The lobbying was mutually benefi cial for both the lenders and the 
buyers. It was clearly rent-seeking behaviour, in that, in effect,  retaining  the 
kind of legislation which enabled the lenders and Fannie Mae and Freddie 
Mac wanted for their own purposes required payment. Nor were the lenders, 
Fannie and Freddie the only rent-seekers involved. The whole context in which 
the lobbying operated during this period was unusual. It was dominated by 
the affordable housing ideology, which,  inter alia , meant that in practice the 
standards had already been lowered; and it was only at state level (and not 
with all states) that any serious effort was made to ban predatory lending. 
Congress had already given the status and benefi ts to Fannie Mae and Freddie 
Mac through their Charters, and most lawmakers did not see the need to alter 
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the Charters. They believed or chose to believe that Fannie Mae and Freddie 
Mac’s underwriting practices imposed the highest standards, and the GSEs 
maintained that myth. The lawmakers did not see, and were helped not to see, 
that affordable housing for low-income groups inevitably required lower down 
payments. If anything, the lobbying was designed to signal disinformation, not 
information. Clearly lobbying by the banks played a signifi cant role in the 
crisis, but the context in this case was unusual in that it was dominated by the 
desire of politicians to see home ownership rates increase, and the desire of all 
the other interested parties to see that happening.   
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The End Cometh 

 This chapter will trace the changes in market and the events of 2007 and 
2008, leading up to conservatorship. In the course of this account, the 

failure to grasp the dangers of subprime lending on the part of regulators and, 
above all, politicians will become clear, together with the disastrous effects of 
the continuing management failures and relentless pursuit of profi t above all 
else on the part of Fannie and Freddie. 

  The year 2007 

 The mortgage market began to change in 2006, when house sales peaked in 
mid-year and began their steep decline thereafter. The price of an average home, 
which had increased by 124% between 1997 and 2006, began to drop. Interest 
rates, which had fallen from 6.5% to 1% between 2000 and 2003, began to 
rise, from 2.6% in December 2004 to 4.16% in December 2005, remaining at 
about 5% until December 2007, when rates began to fall again. 

 Other stresses in the mortgage market escalated sharply in the fi rst quarter 
of 2007. There was a sharp increase in debt servicing and property liability 
tax for many borrowers, arising mainly from the “ARM reset” issue, leading 
to an equally sharp jump in mortgage delinquency and foreclosure rates, 
especially in subprime mortgages. The rise in foreclosures led to increases in 
the annual fl ow of housing inventory coming back into the housing market, 
further depressing prices. Commercial banks, reporting to the Federal Reserve, 
experienced a reduction in liquidity and funding sources in the mortgage credit 
supply markets, which had the greatest impact on subprime and Alt-A lenders. 

 At that time, the ARM reset and related affordability issues were probably 
the most important sources of stress. The share of ARM mortgages reached 
about a third of mortgage originations, increasing over the business cycle. These 
loans had become very popular, when short-term interest rates fell to historically 
low levels between 2002 and 2004 as the Federal Reserve sought to restart the 
economy from a long period of sub-potential growth, following the shocks to 
the fi nancial system after Enron and Worldcom and then 9/11. Lenders also 
offered “teaser rates” that were below market-indexed rates, enabling more 
borrowers to enter the market (either subprime borrowers or home owners 
buying second properties for vacation, retirement or investment; often Alt-A 
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borrowers). The rate reset problem did not only apply to teaser rates, which 
had expired; market-indexed rates also rose during this period. Some of these 
loans had caps on the rate increment and might be reset over a relatively short 
period of time. Property taxes increased too. The sharp rise in delinquency 
rates, especially in the subprime market at the end of 2006, set off alarm bells 
in the mortgage credit and equity markets, and led to the tightening of credit by 
the commercial banks, followed by the disappearance of the subprime lenders 
from the market. Some took note of these signs, but the majority of regulators 
and politicians did not (perhaps choosing not to); this failure to understand 
the signifi cance of these such events explains why the end seemed to come so 
abruptly for the GSEs. 

 The number of outstanding mortgages in some sort of foreclosure was 1.2m 
in 2006, up 83.6% from the previous year. It rose to 2,203,295 in 2007, a 73% 
increase from the previous year, and again to 3,157,806 in 2008, an increase of 
43% over 2007. In other words, about 1 in 54 housing units received some sort 
of foreclosure notice in 2008. 1  As can be seen from these fi gures, the decline in 
mortgage lending and the increases in the housing inventory slowly gathered 
pace in 2006 and 2007, until the full-blown crisis struck in 2008. 

  Closure of subprime mortgage companies 

 Foreclosures were only part of the story. In February 2007, HSBC wrote down 
its holdings of subprime MBSs by $10.5bn; a further 100 mortgage companies 
were closed, suspended their operations, or were sold. Lehman Brothers 
Holdings shut down its subprime mortgage unit, BNC Mortgage, bought in 
2004 to expand lending to borrowers with weak credit. It became the fi rst of 
Wall Street’s fi ve largest securities fi rms to close its subprime business. Until 
2006, sales of mortgage companies fetched hundreds of millions of dollars, as 
illustrated by Merrill Lynch’s $1.3bn purchase of First Franklin on December 30, 
2006. The industry slump pushed shares of mortgage companies down by 58% 
from June 2005, with over half of the top twenty subprime lenders, as ranked 
by Inside Mortgage Finance, trying to sell themselves or leaving the business. 2  

   Congress only gradually realized what was happening 

 The dangers of the subprime market only slowly dawned on Congress and on 
the Administration during 2007, partly due to the fact that they were unaware 
of the size of the problem. It was only when the “media frenzy” hit them that 
Congress began to take action. Even then, the fi rst move was the blame game, 
with the Chairman of the Senate Banking Committee repeatedly accusing “our 
nation’s regulators” of “being spectators for far too long.” He stated that, 
“By the spring of 2004, the regulators had started to document the fact that 
lending standards were easing. At the same time, the Fed was encouraging 
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lenders to develop a market alternative, adjustable rate mortgages, just as it 
was embarking on a long series of hikes in interest rates (17 in all). In my view 
these actions set the conditions for an almost perfect storm that is sweeping 
over millions of American homeowners in this country.” 3  In an interview after 
the hearing, Greenspan made it plain that his previous comments referred to a 
small segment of borrowers, who could indeed save money by using adjustable 
rate mortgages, rather than the American standard loan of fi xed-rate 30-year 
mortgages. 

 Congress eventually stopped blaming the Federal Reserve, and both spent 
the next few months more constructively in examining ways to curb market 
abuses in the subprime market. This led to the introduction of a further 
statement issued by the Federal Financial Regulatory Agencies on subprime 
lending, following the guidance on non-traditional mortgage risks which 
had been issued the previous year. 4  The 2006 guidelines were insuffi cient; 
the 2007 guidelines, which took effect on July 10, were an improvement, but 
unfortunately far too late. 

 In September 2007, James Lockhart issued a press release commending 
Fannie and Freddie for their implementation of the new guidelines: “The 
application to private-label securities further demonstrates the leadership 
role of the Enterprises in establishing standards for the secondary mortgage 
market. The extension of these standards will help to prevent the abuses of 
the past from recurring … The Enterprises have also pledged their continued 
support of subprime borrowers. Freddie Mac said that it will purchase $20bn 
of subprime loans and Fannie Mae ‘tens of billions’ of subprime loans over the 
next several years,” 5  which was an astonishing statement in view of the GSEs’ 
inability to manage risks or hold suffi cient capital of suitable quality. However, 
OFHEO’s Director sought to reassure his audience by saying that Fannie Mae 
and Freddie Mac’s programs for subprime borrowers would serve the “cream 
of the market,” relying on the federal regulatory agencies’ new guidelines and 
to considering how to apply these to the GSEs’ bond portfolio holdings. 6  

 In May, Chairman Bernanke made a speech to which reference has already 
been made, in which he explained that the serious delinquencies in subprime 
ARMS were due to a variety of factors, but, most importantly, house prices 
had began to fall after increasing at an annual rate of 9% between 2000 and 
2005. Interest rates on both fi xed rate and adjustable rate mortgages also 
increased, reaching levels unknown for many years in mid-2006; many who 
had hoped to refi nance were unable to do so because they had insuffi cient 
equity or may simply have walked away from the property (so-called “no 
recourse” mortgages were available in many states). The Chairman expected 
to see further increases in delinquencies and foreclosures in 2007 and 2008 as 
many adjustable rate loans faced interest-rate resets, but “we do not expect 
signifi cant spillovers from the subprime market to the rest of the economy or 
to the fi nancial system.” 
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  Given the fundamental factors in place that should support the demand for 
housing, we believe that the effect of the troubles in the subprime sector on the 
broader housing market will likely be limited … The vast majority of mortgages, 
including even subprime mortgages, continue to perform well. Past gains in house 
prices have left most homeowners with signifi cant amounts of home equity, and 
growth in jobs and incomes should help keep the fi nancial obligations of most 
households manageable. 7  

    Congress continues to miss the point 

 Two Bear Stearns hedge funds fi led for Chapter 15 bankruptcy on July 31, 
as the company effectively wound down the funds and liquidated all of its 
holdings. These funds were signifi cant since they depended on high leverage 
to purchase CDOs, consisting of AAA-rated tranches of subprime, mortgage-
backed securities, using credit default swaps, as insurance against movements 
in the credit market. The substantial increases in delinquencies meant that the 
hedge funds required more capital as the value of the CDOs they owned was 
falling. They had to sell bonds to raise more cash, but as their predicament 
became known, competitors moved in to drive down the value of their bonds. 
It was a real indicator of what was really happening in the subprime market, 
and what was to come. 

 Christopher Dodd and Barney Frank continued to blame the Federal 
Reserve for its inaction, claiming that they and their colleagues had insisted 
that the Federal Reserve had a clear duty to provide extensive protection to 
subprime borrowers. Barney Frank warned Governor Kroszner at the hearing 
on Consumer Protection, “If the Fed doesn’t start to use that [HOEPA, the 
Home Ownership and Equity Protection Act], then we will give it to somebody 
who will use it … Use it or lose it.” 8  

 Bernanke had already responded to the challenge a few days earlier in 
a speech to the IMF conference. The “patchwork nature of enforcement 
authority in subprime lending poses a special challenge … rules issued by 
the Federal Reserve under HOEPA apply to all lenders but are enforced – 
depending on the lender – by the Federal Trade Commission, state regulators, 
or one of fi ve regulators of fi nancial institutions … We are committed to 
working closely with other federal and state regulators to ensure that the 
laws that protect consumers are enforced … We undertake that effort with 
the utmost seriousness because our collective success will have signifi cant 
implications for the fi nancial well-being, access to credit and opportunities for 
home ownership of many of our fellow citizens.” 9  That was a step forward. In 
July, Congressmen Bachus and Gillmor together with Congresswoman Bryce 
introduced a bill (H.R.3012) to create a national licensing and registry system 
for mortgage brokers, which also required very minimal training in loan rules, 
laws and ethics, a move which was long overdue. A similar bill was introduced 
in the Senate. 
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 Some of America’s major lenders began to make substantial changes in their 
home loan standards and mortgage offerings, including raising their rates and 
imposing stricter standards. These included National City Corps, Wachovia 
and Wells Fargo, partly in response to the federal guidance, but also because 
investors were unwilling to take on riskier loans. Wachovia stopped offering 
Alt-A mortgages through brokers, and Wells Fargo ceased to provide 2/28 
loans. IndyMac said that the secondary mortgage market had ground to a halt 
in July and that the bank had “very strong liquidity, a good amount of excess 
capital … [but] we cannot continue to fund $80-100bn of loans through a 
$33bn balance sheet … unless we know that we can sell a signifi cant portion 
of these loans into the secondary market.” 10  

 Red lights continued to fl ash in the markets: a national survey found that 
57% of mortgage broker customers were unable to fi nance their adjustable rate 
mortgages in August, because many loan programs were no longer available. 
The survey also found that a third of home purchase closings were cancelled 
in August, 64% of subprime closings, and 21% of prime borrower closings. 11  
Originators specializing in refi nancing or nonconventional lending were 
“hurting terribly” and no “subprime loans [were] being done and little Alt-A.” 12  

   A fl urry of initiatives 

 The blame game in Congress came to an end, leading to a fl urry of initiatives, 
such as a hearing on subprime lending before the House Financial Services 
Committee, the introduction of another bill by Barney Frank, and Senator 
Schumer’s efforts to increase the GSEs’ portfolio limits (despite the fact that 
Fannie Mae’s retained mortgage portfolio shrank by an annualized 8% in 
September, 2007). 

 Fannie Mae and Freddie Mac lobbied to increase their portfolio caps so that 
they could help ease the credit crunch. In fact, Freddie Mac sold more mortgages 
($19.1bn) in September 2007 than in any other month during the previous four 
years. Fannie Mae had reduced just its portfolio of mortgage-related investments 
by $5.1bn, leading James Lockhart to suggest that discussions about increasing 
the portfolios were “a sort of red herring,” as mortgages were always being 
paid off. They could buy up to $30bn of mortgages per month or up to $180bn 
over the next few months. But OFHEO would prefer to be able to insist on 
higher capital reserves and better risk management techniques fi rst. 13  

 The Mortgage Reform and Anti-Predatory Lending Act of 2007 (H.R.3915) 
set national standards for mortgage originators and imposed “assignee 
liabilities” on securitizers. If lenders did not conform to the standards, they had 
90 days in which to bring the mortgage up to standard or had to adopt a policy 
against purchasing questionable loans. The bill was passed in the House of 
Representatives on a roll call vote, went to Senate, where it was read twice, and 
was referred to the Senate Committee on Banking, but it did not become law. 
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 Senator Schumer, Chairman of the US Congress Joint Economic Committee, 
issued a report on subprime lending. It set out to analyse the effects of the 
“the current tidal wave of foreclosures,” which soon turned into a “tsunami 
of losses and debt for families and communities.” This report concluded 
that there would be 2 million foreclosures in 2008, in contrast to the GAO’s 
estimate of 1.1 million foreclosures in the following six to seven years. 14  
Neither Congress nor the Administration, with such widely varying estimates 
based on different data, was in a position to grasp the extent of the problem 
they were facing. 

 President Bush announced the HOPE plan (Homeowner Protection Effort) 
at the end of August. As part of HOPE, the Treasury Department and HUD 
began working on foreclosure prevention initiatives, helping consumers to 
understand their fi nancing options so that they could stay in their homes. 15  
Community organizations, mortgage servicers, the FHA and the GSEs 
were involved in developing “mortgage products that borrowers can use to 
refi nance existing obligations.” 16  Secretary Paulson stressed that without a 
proper regulatory framework for the GSEs it would be “unreasonable and 
irresponsible” to expand their businesses. The Administration was clearly 
considering raising the “conforming” loan limits to allow for jumbo loans 
and to assist more borrowers who represented a signifi cant credit risk. The 
GSEs “would have to re-evaluate their own underwriting standards and 
develop new products that can help reach troubled homebuyers.” 17  Chairman 
Bernanke took up the issue of jumbo mortgages in November, and suggested 
that liquidity in this market could be improved by allowing Fannie and Freddie 
to securitize them and then have the federal government act as “guarantor” to 
these products. He regarded this as being only a very temporary measure, and, 
in addition, pressed for legislation to modernize the FHA. 18  The Democrats 
warmly welcomed the proposal, and Senator Schumer immediately offered to 
draft a bill to that effect, with a second version in October. The aim of the 
bill would be to make higher-cost loans available for purchase by Fannie and 
Freddie, bringing liquidity to metropolitan areas where the median price for a 
single family-home was above the conforming limit of $417,000. It was meant 
to be a temporary bill, allowing an increase in portfolio caps for that time. 
It was referred to Committee, but did not become law. 19  

 It was just as well that none of Congress’s efforts to use Fannie Mae and 
Freddie Mac to handle the increasing problems of subprime loans came into 
being. The regulator and the Administration made it quite clear that neither 
increasing the size of the portfolios nor raising the conforming loan limit would 
be acceptable. The risks of the former to the fi nancial system have already been 
spelt out; the cost of higher jumbo rates was not thought to be worthwhile, 
given the risk to the federal government of the implicit federal guarantee 
supporting the GSEs. All of these reservations disappeared the following year, 
as the market continued to deteriorate. 
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    The year 2008 

  The collapse of Countrywide 

 The Bank of America rescued the embattled mortgage lender, Countrywide 
Financial Corporation, with a $4bn all-out stock deal in January. For 
Angelo Mozilo, it was the destruction of 40 years’ work in which he had 
made Countrywide the largest home-loans lender in America, specializing in 
subprime loans. It was the business that he and his co-founder, David Loeb, 
had started in a New York storefront. At its zenith, Countrywide was worth 
$599bn. By 2007, it had originated $408bn in mortgages and serviced about 
9 million loans worth about $1.5 trillion. 

 During 2007, Countrywide had struggled to deal with rising delinquencies 
and defaults, especially among subprime mortgages given to customers with 
poor credit history. It had announced its fi rst quarterly loss in the third 
quarter, of $1.2bn. As it teetered on the edge of bankruptcy, the Bank of 
America stepped in, with the aim of extending its operations in the mortgage 
market. The deal was brokered by the then CEO, Mr Lewis, and it is one 
which the Bank has regretted ever since; even the current CEO has hinted 
that the purchase of Countrywide took place “just when you shouldn’t have 
done it.” The Bank’s real-estate division has lost over $17bn mostly from assets 
inherited from Countrywide, as well as further costly settlements with investors 
in Countrywide’s mortgage bonds, lawsuits, foreclosure snarl-ups and writing-
off the value of its mortgage business. 

 According to a  Wall Street Journal  article, the previous CEO had had his 
eye on Countrywide for more than a decade, when the Bank was searching 
for market share in every part of the US banking industry. 20  He should 
have kept a closer eye, since Angelo Mozilo made his views about lending 
standards very clear, especially in his Harvard lecture of 2004. Here he 
advocated the removal of the down-payment barrier, stating that it “must 
be eliminated by offering customized programs to those borrowers who 
cannot meet current down-payment requirements.” He then criticized the 
automated underwriting process, which he claimed “kicked far too many 
applicants down to the manual underwriting process, thereby implying that 
these borrowers are not creditworthy,” which means back to FICO scores. 
“The system should say ‘No’ only to those deemed unwilling to make their 
mortgage payments.” 21  

 The no-down-payment policy was hastily abandoned in an e-mail to 
brokers telling them not to offer such mortgages after March 12, 2007, thereby 
abandoning one of Mozilo’s key commitments. 22  Many borrowers were 
badly damaged as a result, as all too often the bank had not honored their 
commitment to house purchase by completing the process so that they could 
prove ownership. It emerged in February 2008 that Fannie Mae had acquired 
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$203.3bn in mortgages from sellers and servicers in the fourth quarter, about 
30% of their business. 

   The Economic Stimulus Act 

 Awareness of the deepening crisis was expressed in the Economic Stimulus 
Act, which was signed into law by President Bush on February 13, 2008, a 
package that was expected to cost $152bn in that fi scal year and a further 
$16bn in 2009, and amounted to 1% of the US economy. The Act was designed 
to give tax rebates to individuals and to businesses to encourage investment. 
When signing the bill at the White House ceremony, President Bush announced 
that “we have come together to put the people’s interests fi rst,” and that the 
package was a “booster for the economy.” 

 The bill increased the conforming loan limits for Fannie and Freddie to 
$729,500 based on median area prices for mortgage originations between 
July 1, 2007 and December 31, 2008. The FHA conforming loan limit was 
increased from $367,000 to $729,750 for mortgages for which the agency’s 
credit approval was issued before December 31, 2008. This bill was negotiated 
with the House, but the Senate sought to introduce another bill with the 
Democrats there planning a somewhat more expansive stimulus; however, the 
fi nal bill signed into law was the House bill. 

 The OFHEO Director said, “We are very disappointed in the proposal to 
increase the conforming loan limit, as we believe it is a mistake to do so in the 
absence of comprehensive GSE regulatory reform. To restore confi dence in the 
markets we must ensure that the GSEs’ regulator has all the necessary safety 
and soundness tools.” 23  He also made it clear that the 30% capital surcharge 
at both companies would remain, especially since they were stretched very thin. 
Lockhart made it clear that he was still hoping Senator Dodd would complete 
legislation reforming the regulation of the GSEs during 2008. “I’m an advocate 
of the GSEs. We’re going to get the bill done.” 24  

 When he appeared before the Senate Banking Committee on February 7, 
Lockhart continued to press for a single regulator with powers of receivership, 
independent litigation and budget authority, and especially the fl exibility to 
adjust capital requirements, both the statutory minimum and the risk-based 
capital requirements, which “are not even working at the moment.” 25  In his 
testimony, he pointed out that the GSEs “had been reducing risk in the market 
by concentrating risk on themselves … During 2007, the housing GSEs’ debt 
and guaranteed MBS outstanding grew 16% to $6.3 trillion, which is larger 
than the $5.4 trillion debt of the US with Fannie and Freddie’s debt equal to 
that of the US and the FHLBs’ accounting for the rest. House prices are weak, 
and the Enterprises have provided stability and liquidity to the conforming 
mortgage market, securitizing about almost $100bn per month in mortgages, 
which has led to a dramatic reversal in their market share, from 38% to 76%, 
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so they are effectively the mortgage market, and it might be 90% if you added 
in the FHLBs.” He added that the “jumbo loans would present new risks to 
the already challenged GSEs. Underwriting them successfully will require new 
models, systems and tough capital allocation decisions.” 

 The advice given by Lockhart was overruled by the Treasury Secretary, 
Henry Paulson, in his determination to secure a deal with the Democrats on 
the Economic Stimulus Act, which the Administration urgently required. A 
second and fi nal hearing on the proposed legislation took place on March 6, 
in which the Chairman, Christopher Dodd, although in favor of legislating 
for a more effective regulator of the GSEs, wanted the “GSEs to do more to 
help subprime borrowers to get out of abusive subprime loans into safer, more 
affordable and stable markets. As Fannie and Freddie successfully address their 
accounting and management problems, I think it would be very helpful for 
them to devote a portion of the surplus capital they have been required to 
provide for purchase and work-out of these troubled loans.” 26  This illustrates 
the lack of understanding of Lockhart’s response to a similar question about 
the possibility of using the GSEs’ surcharge ($17-18bn) into subprime rescues, 
when he said, “My recommendation is that we need to be very careful when 
we take this off the added risk these companies have … I would be much more 
comfortable taking this [surcharge] off if I had the regulatory power to look at 
capital. At the moment, I really don’t. They were only imposed because of the 
consent agreement. I think what we need is to give the regulator power to look 
at minimum capital.” 27  

   Losses at Fannie and Freddie 

 Meanwhile attention elsewhere was focussed on the huge losses posted by Fannie 
Mae and Freddie Mac for the fourth quarter: $3.6bn and $2.5bn respectively. 
The loss for Fannie Mae was triple the Wall Street analysts’ estimates, and 
over 60% more than their estimates for Freddie Mac. For the 2007 fi nancial 
year as a whole, Fannie Mae recorded losses of $2.05bn for 2007 (compared 
with $4.1bn profi t for 2006); Freddie Mac reported a $3.1bn loss for 2007 
(compared with $2.3bn profi t for 2006). In its Investor Summary, Fannie Mae 
said its 2007 results “accurately refl ect the most severe housing dislocation in 
decades … Our primary focus is protecting our capital, mitigating losses, and 
taking steps to emerge from the crisis on a solid footing.” 

 In his statement, Richard Syron said that, “Throughout 2007, Freddie Mac 
had worked tirelessly to protect distressed homeowners by stabilizing the 
conforming mortgage market and reducing mortgage foreclosures. In addition 
to leadership on behalf of homeowners, we are keenly focussed on managing 
our business through this diffi cult cycle towards a stronger future. As a clear 
sign of our progress, we are gratifi ed that today’s release marks Freddie Mac’s 
return to timely fi nancial reporting … We remain extremely cautious as we 
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enter 2008. If the economy weakens substantially from here, a possibility for 
which we need to be prepared as a company, it will have a further negative effect 
on homeowners across the country and drive credit costs higher. However, we 
have taken steps to add capital, tighten our management of credit risk and 
institute pricing policies that are more consistent with the risks we bear.” 28  

   The collapse of Bear Stearns 

 In mid-March, there was another blow to confi dence in the market-place: 
the bail-out of Bear Stearns. The crisis for the company had begun in earlier 
in the month, when the share price fell by about 20% over the previous ten 
days. Despite the fact that Bear was paying its counterparties and trades were 
clearing, customers and counterparties were losing their faith in the bank, and 
that in itself undermined its ability to continue. After the collapse of its hedge 
funds in the summer of 2007, the company saw itself as recovering from that 
episode and strengthening its capital base. Others did not see the recovery and 
restoration of its capital base, which Bear Stearns claimed was taking place, 
following the closure of its two hedge funds. Instead, they focussed on the fact 
that the closures had brought nearly $1.6bn of subprime assets onto Bear’s 
books, contributing to a $1.9bn write-down on mortgage-related assets in 
November. That prompted a scrutiny of the company’s assets. 

 A major bank refused a short-term loan for $2bn, after which credit 
gradually dried up completely within a few days, and Bear turned to JP 
Morgan, probably because the bank was already one of the investment fi rm’s 
main lenders and hence had an interest in it staying in business. By March 
13, liquidity was plummeting, falling to $2bn. To address these needs and to 
ensure that Bear Stearns would be able to meet its obligations for that day, the 
Federal Reserve Bank of New York was authorized to make a $12.9bn loan 
to Bear Stearns through JP Morgan on March 14, but the markets apparently 
viewed this as a sign of terminal weakness and, after they closed on Friday, 
Henry Paulson and Timothy Geithner informed Bear that the loan would not 
be available until after the weekend. A buyer had to be found. 29  

 JP Morgan informed the New York Fed and the Treasury that it was interested 
in a deal if there was fi nancial support from the Fed. This took the form of 
placing mostly mortgage-related securities, other assets and hedges from Bear’s 
mortgage trading desk to the tune of $28.82bn under the management of the 
New York Fed, and to which JP Morgan contributed a $1.15bn subordinated 
loan. On the Sunday, JP Morgan announced a deal to buy Bear Stearns for $2 
a share, later increased to $10 to get shareholder approval. 

 The collapse of the company was less sudden than it appeared; after the 
closure of its two hedge funds in July 2007, its exposure to the mortgage market 
was of the order of $56bn, including $13bn in ARMS, which was reduced 
to $46.1bn in the fourth quarter. It also reduced its unsecured commercial 
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paper when one of the major money-market fund managers dropped it as an 
approved counterparty, and replaced it with secured repo borrowing, which 
reached $102bn by the end of 2007. Bear became increasingly reliant on JP 
Morgan and BNY Mellon: by the end of January 2008, it reported an internal 
accounting error, which showed the company had less than $5bn in liquidity, 
which again led to daily reporting to the SEC. By mid-February, lenders and 
customers were less willing to deal with the company, which then had $36.7bn 
in mortgages, mortgage-backed securities and asset-backed securities on its 
balance sheet, of which almost $26bn were subprime, or Alt-A mortgage-
backed securities or CDOs. The risks were there, but insuffi ciently recognized, 
and the company was too highly leveraged to withstand the market pressures 
and rumors. 

 Chairman Bernanke defended the Fed’s decision to bail out Bear Stearns to 
the Senate Committee on Banking, Housing and Urban Affairs, pointing out 
the complexity and interconnectedness of the fi nancial system. “Bear Stearns 
participated extensively in a range of critical markets. The sudden failure of 
Bear Stearns would have led to a chaotic unwinding of positions in those 
markets and could have severely shaken confi dence. The company’s failure 
could also have cast doubt on the fi nancial positions of some of Bear Stearns’ 
thousands of counterparties and perhaps of companies with similar businesses. 
Given the exceptional pressures on the global economy and fi nancial system, 
the damage caused by a default by Bear Stearns could have been severe and 
extremely diffi cult to contain.” 30  

 The action taken with regard to Bear Stearns could be seen as in line with 
the concerted action by the central banks of the G10 countries to increase 
liquidity in the markets. The Federal Reserve announced that it was making 
$200bn available to fi nancial institutions to ease the crisis of confi dence in the 
market place. The press release stated that it would increase the amounts the 
banks could borrow at the Term Auction Facility to $100bn in March (up from 
$60bn in January and February); thereafter it would make another $100bn 
available through term repurchase agreements, collateralized by Treasury, 
agency debt or agency-backed mortgage securities. Again on March 11, the 
Federal Reserve announced that it would swap $200bn worth of Treasury 
bills for $200bn of mortgage-backed securities held by major banks which are 
members of the “prime broker” network on Wall Street. Many in the market 
took this to mean that the implicit government guarantee for Fannie Mae and 
Freddie Mac’s bonds was being strengthened. 31  

 By 2008, the combined GSE market share rose to 72.6% of all mortgage 
originations, up from 54.5% the previous year. The rapid decline in the value 
of the mortgage securities which they had bought, especially subprime and 
Alt-A, combined with mark-to-market accounting rules, forced both Fannie 
Mae and Freddie Mac to take vast write-offs. The net income losses for the 
GSEs were $108,826bn by the end of the year. 
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 The focus of Congressional action shifted from regulating the GSEs to bills 
to prevent foreclosures. Even when faced with the crisis, the bills were passed 
either by the Senate Banking Committee or the House Financial Services 
Committee, but not by both. The Congressional Budget Offi ce evaluated the 
policy options, concluding that “if the objective is to assist homeowners in 
distress, some of the policies seem likely to succeed at least to some degree. 
Many policies intended to help homeowners may produce signifi cant benefi ts 
for lenders as well. Avoiding some unintended effects will be virtually impossible 
because it is diffi cult to distinguish between … those who were victims of their 
poor judgment or predatory lenders, those who overstretched their fi nances for 
purchasing investment properties, and those who exploited poor underwriting 
standards.” 32  

 In conclusion, the CBO noted that most of the proposals under discussion 
involved modest federal subsidies and would probably affect several hundred 
thousand homeowners. It was a Presidential election year, and politicians were 
unlikely to carefully evaluate policy options in the face of the desire to be seen 
to be Doing Something. The bills kept coming during April and May. The Senate 
Banking Committee passed a manager’s amendment, which encapsulated its 
housing rescue bill, to the Federal Housing Finance Regulatory Relief Act. 
Barney Frank foresaw problems over the bill because it diverted money from 
the affordable housing fund, but before that and other issues could be settled, 
the Senate Bill stalled in early July. Congress, once again, had f ailed to legislate 
on its own initiative to deal with the crisis, which was growing steadily worse. 

   House prices and the mortgage market 

 House prices peaked in mid-2006. The S&P Case-Schiller national price index 
for single-family homes was down by 9% in the fourth quarter of 2007 as 
compared with the third quarter of the same year: a fall of about 12% in real 
terms. A further fall of 10.7% was recorded for January 2008, according to 
S&P Schiller index for 20 cities reported monthly. Rapid declines continued 
throughout 2008, until by the year end house prices had fallen by 20% from 
the peak. 33  National delinquency and foreclosure rates rose both for prime 
and subprime loans, especially for adjustable rate loans. For subprime ARMS, 
20% were delinquent in the fourth quarter of 2006. The share of subprime 
ARMS entering foreclosure more than tripled, increasing from an average of 
1.5% in 2004 and 2005 but rising to 5.3% in the fourth quarter of 2007, 
based on the Mortgage Bankers Association’s delinquency survey. By the third 
quarter of 2008, delinquencies reached 6.99% but foreclosures seemed to have 
levelled off, because of the various moratoria on foreclosures and the mortgage 
companies holding mortgages for 90 days or more during the modifi cation or 
work-out process. 34  Such fi gures did not reveal the full extent of the fragility of 
home ownership for many people. 
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 In 2006, 17.7 million households (about 15.8%) were spending more than 
half their income on housing, a huge increase (3.8 million) since 2001. Even 
34% of those with incomes one or two times the federal minimum wage, and 
15% of those with incomes two to three times the minimum wage, spent more 
than half of their incomes on housing. These fi gures were unlikely to have 
changed for the better by 2008. They show that as the economic situation 
worsened, many households had very little leeway to help them hold on to 
their homes. “Sky-rocketing house prices fed many dreams and papered over 
many ills.” 35  The decline in house prices removed the safety valve of selling 
the property or refi nancing. It was also this which led to the general economic 
decline and recession, rather than the usual sequence of economic decline 
followed by job losses leading to delinquencies and foreclosures. 

   Fannie and Freddie providing liquidity to the market 

 In April 2008, Fannie Mae and Freddie Mac began to purchase “jumbo” loans, 
(offi cially) mortgages valued at up to $729,750, in an attempt to stimulate 
lending in high-cost regions, where the interest rate cuts had failed to increase 
investors’ demand for jumbo loans. 36  

 At the same time, OFHEO released its annual report to Congress, in which 
it reiterated its “signifi cant supervisory concerns.” These ranged from the fact 
that Freddie Mac faced a deterioration in asset quality and a resulting increase 
in credit risk because of its “strategic decision” to buy and guarantee higher-
risk loans over the previous two years. Its accounting problems remained. 
Fannie Mae’s risks included interest rate risks owing to the lack of hedging of 
its portfolios and related funding. Both Fannie and Freddie pursued policies 
throughout that inherently exposed the fi rms to an extreme asset liability 
mismatch. They held long-term mortgages and MBSs fi nanced by short-term 
liabilities. Given this strategy, they had to engage extensively in the derivative 
markets to create synthetically a duration match on the two sides of the balance 
sheet. These operations exposed the fi rms to great, but unseen, risks unless 
their positions were measured at mark-to market value, thus making the extent 
of the risks more transparent. Counterparty risk for both companies was high, 
as a signifi cant deterioration in the fi nancial condition of a top counterparty 
would adversely affect them. 37  

 In his Remarks to the Chicago Conference in May, Lockhart outlined the 
steps he had taken so that Fannie Mae and Freddie Mac would be able to 
fulfi l their mission. “OFHEO recently took several steps that enhanced the 
ability of Fannie Mae and Freddie Mac to expand their retained portfolios in 
a prudent manner … in the light of each Enterprise’s considerable progress 
in remediating accounting, control and other management weaknesses. This 
involved removing the regulatory caps, after they produced timely annual 
fi nancial statements for the fi rst time for four years for Fannie Mae and six years 
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for Freddie Mac. In response to the market, we lowered their minimum capital 
requirements from 30% to 20% above the 2.5% statutory minimum, and then 
with the lifting of the consent order to 15% above the minimum on Fannie 
Mae’s sale of at least $6bn in equity and $5.5bn in equity for Freddie Mac. 
This allowed the GSEs to add as much as $200bn of MBS to their portfolios. 
In addition to raising capital through stock options, they have tightened their 
underwriting standards, increasing the fees they charge for guaranteeing MBS 
and lowering the prices they pay to purchase whole mortgages.” 

 All this in spite of the fact that “Fannie Mae and Freddie Mac have continued 
to be a point of vulnerability for the fi nancial system as a whole because they 
are so highly leveraged relative to their risks. Each Enterprise’s core capital … 
represents less than 2% of the sum of its mortgage assets and guaranteed 
MBS … With that leverage, the Enterprises could pose signifi cant risk to the 
taxpayers as well as to other fi nancial institutions.” 38  The fi gures involved had 
grown even further. At the end of March, the two housing GSEs had credit 
outstanding of $5.3 trillion, including debt of $1.6 trillion and guaranteed 
MBSs of $3.7 trillion. Little was said about the quality of the capital they held. 

    Fannie and Freddie could not cope 

 A few weeks later, Secretary Henry Paulson proposed emergency provisions 
after concerns that the GSEs were grossly undercapitalized, technically 
insolvent and may require a government bailout. Turbulence hit their stocks 
after the publication, ironically enough, of a Lehman Brothers research report, 
suggesting that proposed accounting rule changes might leave Fannie and 
Freddie “grossly undercapitalised.” Although the report considered that the 
outcome was unlikely, it speculated that the two Enterprises might need as 
much as $75bn in new capital between them. This spooked the stock market, 
sending the shares to 16-year lows. Fannie Mae’s shares fell by more than 16% 
and Freddie’s by nearly 18% in value. 

 Lockhart set out to reassure the markets the following day. On July 8, in an 
interview with CNBC, he stated that “Both of these companies are adequately 
capitalized, which is our highest criterion. They have been very active in the 
mortgage market, and they are continuing to be. And, in fact, Congress has put 
on them the requirement to do jumbo mortgages and they have been doing 
those as well.” Lockhart also commented that OFHEO was working with the 
Financial Accounting Standards Board on the revision of FAS 140, since the 
Board was considering rule changes which would force companies to account 
for securitized assets such as MBSs on their balance sheets. If that were to 
happen, then Fannie and Freddie would indeed need a combined $75bn in 
capital. Since investors had already suffered huge losses, a combined $89bn 
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since August, 2007, the prospect of further losses did indeed shock the markets. 
Shares rallied to some extent after Lockhart’s reassurances, but fell again the 
following day, as a result of heavy selling and further anxieties. Fannie’s shares 
fell by 13% and Freddie’s by nearly 24%. 

     July 10, 2008 

 Some attributed further falls to remarks made by William Poole, the former 
President of the St Louis Federal Reserve, but his comments only confi rmed what 
many in the market had already concluded; namely that under mark-to-market 
accounting rules, Freddie Mac was technically insolvent. In an interview with 
Bloomberg, he pointed out that Freddie Mac owed $5.2bn more than its assets 
were worth in the fi rst quarter, making it insolvent under fair value accounting 
rules, and the fair value of Fannie Mae’s assets fell 66% to $12.2bn and may 
be negative in the second quarter. Poole had issued many warnings over the 
years about the GSEs’ capital positions as far back as 2003, when he pointed 
out that they “exposed the US economy to substantial risk, because their capital 
positions are thin, relative to the risks these fi rms assume.” 39  His remarks were, 
not surprisingly, followed by another bout of selling; not only of shares, but 
also of their bonds, in spite of the long-held belief in the government guarantee. 

   Friday July 11, 2008 

 Panic sales of shares continued, even although Fannie Mae and Freddie Mac 
insisted that they were adequately capitalized. Reuters reported late in the 
afternoon that the Federal Reserve had offered an assurance of access to Fed 
money if that was required. The Offi ce of Thrift Supervision closed the doors of 
Indymac in Pasadena at 3 p.m., so that it was taken over by the Federal Deposit 
Insurance Corporation in what was then one of the most expensive bail-
outs at between $4bn and $8bn. The bank specialized in low-doc residential 
mortgages. No doubt it added another layer of anxiety to the negotiations 
between the US Treasury Department and the U.S. Federal Reserve which went 
on over the weekend. 

 According to the  New York Times , “government offi cials said that the 
Administration had also considered calling for legislation that would offer 
an explicit guarantee on the $5 trillion of debt owned or guaranteed by 
the companies. But that is a far less attractive option, they said,  because it 
would effectively double the size of the public debt  … Offi cials have also been 
concerned that the diffi culties of the two companies, if not fi xed, could damage 
economies world-wide. The securities of Fannie and Freddie are held by 
numerous overseas fi nancial institutions, central banks and investors.” 40  These 
did not only hold MBSs, but also bonds issued by Fannie Mae and Freddie 
Mac, which often equalled or exceeded US government bonds issued in any one 
year and over which issuance, the US Treasury exercised very little oversight. 



298    FANNIE MAE AND FREDDIE MAC

   Sunday July 13, 2008 

 Secretary Paulson announced the GSE initiatives as follows: 

 ●    As a liquidity back stop, the plan includes a temporary increase in the 
line of credit the GSEs have with the Treasury, which will determine the 
terms and conditions for accessing the line of credit and the amount to 
be drawn. 

 ●    To ensure the GSEs have access to suffi cient capital to serve their 
mission, the plan includes temporary authority for the Treasury to 
purchase equity in either of the two GSEs if needed. 

 ●    The use of either the line of credit or the equity investment would carry 
terms and conditions necessary to protect the tax payer. 

 ●    To protect the fi nancial system from systemic risk going forward, the 
plan strengthens the GSE regulatory reform legislation currently moving 
through Congress by giving the Federal Reserve a consultative role in 
the new GSEs’ regulator’s process for setting capital requirements and 
other prudential standards. 41  

     Monday July 14, 2008 

 Freddie Mac conducted an auction of $3bn short-term Freddie Mac debt, 
which reassured fi xed-income investors but not shareholders, who were still 
unclear about what would happen to them in the event of a government bail-
out. Fannie’s shares fell by 27% and Freddie’s by 26%. 

   July 14 to July 23, 2008 

 The Administration won some key support for the rescue passage, and stocks in 
general rose by about 30% on July 17, helped by Wells Fargo’s quarterly earnings, 
which beat analysts’ expectations. Freddie Mac fi led with the SEC, so that it could 
register shares in order to raise capital at a later date. It also managed to hold 
another successful debt sale. The SEC restrictions on short selling took effect. By 
the July 23, and after further fl uctuations in their share prices, Fannie’s shares 
closed at $15 and Freddie’s at $10.80, which was the highest price since July 9. 
This was in response the House’s approval of the rescue package bill, which then 
went to Senate, where it was approved by 72 votes to 13. The bill was signed into 
law by the President on July 30 as the Housing and Economic Recovery Act. 

   The Housing and Economic Recovery Act (HERA) 

 The Act included the proposals set out by Treasury Secretary Henry Paulson; 
that is, the explicit government backing of Fannie Mae and Freddie Mac through 
government purchase of the GSEs’ debt and equity securities, if that was 
necessary, in order to stabilize the fi nancial markets, to prevent the disruption 



THE END COMETH    299

of the availability of mortgages in the market place, and to protect taxpayers. 
The Treasury’s increased authority, which was set to expire on December 31, 
2009, was limited by the federal debt ceiling (increased from $9.8 trillion to 
$10.6 trillion in the Act). In exercising this authority, the Treasury Secretary 
was to take the following considerations into account: 

 ●    The need for preferences or priorities regarding payments to the 
government; 

 ●    Limits on maturity or disposition of obligations or securities to be 
purchased; 

 ●    The GSEs’ plan for the orderly resumption of private market funding or 
capital market access; 

 ●    The probability of the GSEs fulfi lling the terms of any such obligation 
or security, including repayment; 

 ●    The need to maintain each GSE’s status as a private company; 

 ●    Restrictions on the use of GSE resources, including limitations on the 
payment of dividends and executive compensation. 

      Abolishing OFHEO 

 At long last, but too late for any advantage in terms of the oversight of Fannie 
Mae and Freddie Mac, the Act abolished OFHEO and created a single housing 
regulator, the Federal Housing Finance Agency. It had taken eight years and a 
crisis to reach this point. The legislation included a number of the proposals 
about which the members of the House and the Senate committees had haggled 
for years. 

 The key features of the legislation are familiar enough. It created a single 
housing regulator, the Federal Housing Finance Agency (FHFA), independently 
funded through assessments of the GSEs and no longer subject to the annual 
appropriations process. Its Director would be appointed by the President and 
confi rmed by the Senate to serve a fi ve-year term; three deputy directors would 
be appointed by the Director. There would be a fi ve-member Housing Finance 
Oversight Board, an entirely advisory board consisting of the agency’s director, 
as the board chairman, the Secretaries of the Treasury and HUD, and a further 
two members appointed by the President and confi rmed by the Senate to advise 
the director on overall strategies and policies. Presidential authority to appoint 
directors to the boards of Fannie Mae and Freddie Mac was abolished and the 
number of the GSEs’ board members was reduced. 

 What still remained, however, was the notion that the GSEs had a role 
in bringing about “affordable housing.” The housing missions were altered, 
and the goals were to be set by the FHFA for single- and multi-family home 
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purchasers in low-income or very low-income areas. These would be defi ned 
as 50% of area median income, using three-year averages from HMDA. Both 
GSEs would be required to serve underserved markets, such as manufactured 
housing, affordable housing preservation and rural areas. The FHFA may 
also establish housing goals for the FHLBs, after taking into account the 
structural and overall mission differences between the FHLBs and the GSEs. 
The conforming loan limit was raised to the lesser of 125% of an area’s median 
price or $625,000. The loan limit would be allowed to increase in markets 
where the median house price exceeded the general conforming loan limit, 
but could not exceed 75% of the area’s median home price: the loan limit 
would be adjusted annually, based on its house price index. Finally, as part of 
its oversight duties, the FHFA would ensure that the GSEs fostered a healthy 
national housing fi nance market that minimized the cost of housing fi nance. 

 The legislation was also designed to deal with the issue of the portfolio 
size of the GSEs, about which lawmakers had been repeatedly warned over 
the years. The FHFA was now required to measure the portfolio holdings of 
the GSEs, taking account of the size and growth of the mortgage market; the 
liquidity needs of Fannie Mae and Freddie Mac, and any other factors the 
regulator considered appropriate. The regulator could then require the GSEs 
to dispose of or acquire any asset deemed to be inconsistent with its aims. 
The FHFA would establish a capital classifi cation system, according to which 
the GSEs would be rated as (1) adequately capitalized; (2) undercapitalized; 
or (3) signifi cantly undercapitalized. (2) triggers the development of capital 
restoration plans by the agency and possible operational restrictions on the 
GSEs’ activities as set out by the FHFA. (3) mandates the election of a new 
board, selection of executives by the agency, and restrictions on payment of 
bonuses or salary increases unless approved by the FHFA. 

 The last condition on which the FHFA could act was if the GSE was 
critically undercapitalized. Even here, the Congress could not agree on the need 
for receivership, but instead introduced a compromise. In the FHFA’s view, if 
one or more of the GSEs was judged to be critically undercapitalized, then the 
FHFA had the power to place it in conservatorship, or receivership with a view 
to reorganizing, rehabilitating or closing the entity. Finally, a GSE’s Charter 
could be revoked. The Act also contained a temporary provision, requiring 
the FHFA to consult with the Federal Reserve before issuing any proposed or 
fi nal regulations, orders or guidelines regarding prudent management, safe and 
sound operations, capital requirements and portfolio standards at the GSEs. 

 Senators Richard Shelby and Christopher Dodd issued a joint press release, 
stating “It is unfortunate that it took the near collapse of Fannie Mae and 
Freddie Mac to convince a number of colleagues that these entities do indeed 
pose a systemic risk to the US and global economies. Nevertheless, I am pleased 
that this legislation now acknowledges and addresses that reality in statute by 
giving the Federal Reserve a role in advising the new regulator on risks to our 
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fi nancial system. Although the Fed’s role is temporary, it now well-established 
that the systemic risks the GSEs pose are permanent. That debate is now over. 
The only question now is to whom the Congress assigns that responsibility in 
eighteen months …” 42  

   The Hope for Homeowners Act 

 This Act (which is in fact Title IV of HERA) established a new FHA program 
that would guarantee up to $300bn of loans used for refi nancing at-risk 
mortgages into viable mortgages for a three-year period, ending September 30, 
2011. To qualify for participation, all subordinated liens must be extinguished 
through negotiations with the fi rst lien holder. Borrowers would be required to 
share the equity and appreciation equally with HUD, until the borrower sold 
or refi nanced the mortgage. Loan servicers were encouraged to participate in 
the new program through the Act’s safe harbor provisions. 

 The FHA modernization provisions also provided an increase in the loan 
limits of FHA-insured loans as well as an increase in the loan limits in high-
cost real estate markets. The terms of single-family mortgages were extended 
from 35 years to 40 years. The Act also allowed the FHA to vary the terms of 
insurance premiums charged to borrowers, based upon their credit risk and 
a modifi cation of disclosure requirements; and banned sellers or other third 
parties, other than family members, from providing funds for the purchaser 
to use as a down payment for an FHA loan. That practice led to fraud and 
corruption in so many cases, it is surprising it took so long for the lawmakers 
to ban it. 

  August 2008 

 The Administration must have hoped that the bail-out arrangements and the 
new legislation would calm the markets during August. But once again, the 
month which politicians and the media regard as the “silly season” turned 
out to be anything but. All too often, governments fi nd that August is fraught 
with danger, and so it was for Fannie Mae and Freddie Mac; the measures 
the Administration had taken had no effect whatsoever on the stock or bond 
markets: if anything, the anxieties of bond holders were increased. As Professor 
Lawrence Summers pointed out in an article just after the short-term measures 
had been introduced: “No one should suppose, however, that the issue is now 
satisfactorily resolved, even for the short-term. Emergency legislation was 
necessary because market participants were unwilling to buy Fannie’s and 
Freddie’s debt; investors doubted that the GSEs were healthy enough to repay 
it and did not draw suffi cient reassurance from the implicit guarantee of federal 
support … A major concern is that receivership would endanger the fi nancial 
health of the US by taking on the federal government’s balance sheet all the 
liabilities of the GSEs … Recent statements by the Treasury and the Fed have 
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removed any doubt that the US will stand behind the senior debt of the GSEs. 
Surely everyone will have learned by now that keeping liabilities off balance 
sheet does not make them smaller or less real.” 43  

A week after the July measures, Fannie Mae announced a larger-than-
expected loss for the second quarter and slashed its dividend by over 85% in 
an effort to preserve capital, as the housing market continued to deteriorate. 
Its losses totalled $2.3bn before preferred dividend statements, bringing the 
cumulative loss over the previous twelve months to $9.44bn (before preferred 
dividends). Fannie Mae also announced that it had already reduced its holdings 
and purchases of Alt-A mortgages by 80% from peak levels, but then far 
fewer such loans were originated, owing to tighter lending standards. Its core 
capital, $47bn as of June 30, was $14.3bn above its statutory minimum capital 
requirement and $9.4bn over its 15% surplus requirement. Fannie Mae also 
added that it “may from time to time raise capital opportunistically,” having 
raised over $7bn in additional capital in the second quarter, and assured 
investors that it had not sought access to the Treasury line of credit. The news 
of Fannie’s results came only two days after Freddie Mac’s larger-than-expected 
loss of $821bn.

 By August 21 the GSEs’ shares dropped in value, as investors feared a 
government bail-out which would wipe out the shareholders, and then rose as 
investors made short-term plays with the stocks. 44  Their shares had fallen in 
value by 72% (Fannie Mae) and 77% (Freddie Mac) between the end of 2007 
and August 1, 2008, and were then facing a further hammering in the stock 
markets. A close watch was also being kept on the companies’ ability to access 
the debt markets, given that they would need to roll over $225bn of debt by the 
end of September. It was not just the losses that they had incurred or the need 
to rollover debt, but also the widespread rumors that government offi cials may 
have no choice but to effectively nationalize Fannie and Freddie. 

 The following day, Warren Buffet claimed that Fannie Mae and Freddie Mac 
were “too big to fail” but that shareholders could lose a lot of money. “The 
game is over. They were able to borrow without any of the normal restraints. 
They had a blank cheque from the federal government,” and “they do not have 
any net worth.” 45  A few days later, shares of Fannie Mae and Freddie Mac 
rose again after Freddie completed a $2bn debt sale, although Freddie had to 
sweeten the terms of the offer in order to create the demand. That led some 
analysts to take the view that a government bail-out may not be inevitable, 
but regional banks with signifi cant holdings in Fannie and Freddie’s preferred 
stock “followed the market down.” The potential impact of the collapse of 
Fannie and Freddie on the rest of the market can be seen from JP Morgan’s 
disclosure that it held $1.2bn of Fannie and Freddie preferred shares, which it 
reckoned had lost $600m since the start of the quarter on July 1. 46  

 During August, rumors again abounded that the decision to take the 
companies into conservatorship was driven, not by the failures of the US 
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mortgage market, but by foreign central banks, sovereign wealth funds and 
foreign investors throughout the world. They were becoming increasingly 
reluctant to purchase Fannie and Freddie’s debt. The main concern for the 
Treasury was the $5.2 trillion in Fannie and Freddie’s agency debt, of which 
more than $1.3 trillion was held by foreign investors. At that time, of China’s 
foreign currency reserves, as much as 70% was held in dollar denominated 
assets. Of that, $376bn was in agency debt, making China the largest holder 
of their bonds. 

   September 2008: Announcement on September 7 

 James Lockhart, Director of the FHFA, announced that a decision had been 
reached after senior mortgage credit experts from the Federal Reserve and the 
OCC joined the FHFA teams in countless hours spent reviewing each company’s 
forecasts, stress tests, projections, evaluating the performance of their internal 
models, discussions with senior management about loss projections, asset 
valuations and capital adequacy. Not only were their capital reserves too low, 
but the capital itself was of low quality. Fannie counted $20.6bn in so-called 
deferred tax credits towards its $47bn of regulatory capital as of June 30, 
and Freddie applied $18.4bn in deferred tax assets towards its $37.1bn in the 
second quarter in the second quarter. 47  

 This was the “thin” capital held against the $1.46 trillion, or about 47% 
of the high-risk mortgages purchased by Fannie and Freddie, although it 
is doubtful that FHFA was aware of the extent of the bad debts that the 
government was taking on through conservatorship. 48  The companies could 
not continue to operate safely and soundly and fulfi l “their critical public 
mission” without placing them into conservatorship. The decision was taken 
after consultation with the Chairman of the Board of Governors of the Federal 
Reserve System and the Secretary to the Treasury. Conservatorship meant that 
the FHFA took control of the GSEs, and as such, the powers of the Board of 
Directors, offi cers and shareholders were transferred to the FHFA, which in 
turn meant that both Chief Executives were removed from offi ce. The FHFA’s 
new powers included the power to cancel certain contracts. The purpose of 
conservatorship was to preserve the GSEs’ assets and return them to a sound 
fi nancial condition that would allow the conservatorship to be ended. This 
was one of the options, the other being receivership, under the Housing and 
Economic Recovery Act of 2008, and was one of the outstanding issues which 
Congress had failed to resolve over the years. Conservatorship may have 
been the best option, not only for handling Fannie Mae and Freddie Mac’s 
fi nancial problems, but also for speed and ease of acceptance by Congress; the 
Presidential election was, after all, just over two months’ away. It also had the 
advantage of leaving open any fi nal decision regarding the future of the GSEs. 

 Between them, the Enterprises had $5.4 trillion of guaranteed mortgage-
backed securities (MBS) and debt outstanding, which was equal to the 
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publicly held debt of the United States at that time. 49  Conservatorship meant 
that the Treasury would buy mortgage-backed securities from the GSEs and 
raise funds for them. Each GSE gave Treasury $1bn in senior preferred stock 
and warrants to acquire, at nominal cost, 80% of each GSE of the common 
stock at a nominal price. In return, Treasury announced that it had signed 
contracts to make short-term collateralized loans to the GSEs with interest 
rates set at LIBOR (London Inter Bank Offer Rate) plus 50 basis points 
(0.5%). Treasury also agreed to purchase new GSE MBS on the open market, 
and to buy senior preferred stock from the GSEs if their liabilities exceeded 
their assets. 

 If the GSEs are unable to sell new MBSs, the Treasury has agreed to 
purchase them using the Federal Reserve Bank as its fi scal agent, the only limit 
being the debt ceiling. In fact, Treasury announced almost immediately after 
conservatorship that it had began to purchase MBSs, but did not announce 
the volume of these purchases, presumably to minimize the risk by acquiring 
collateral for loans and obtaining fi rst claim on any funds available for 
dividends. Conservatorship may affect their portfolios, because it gives them 
access to a new source of funds, the Government-Sponsored Enterprise Facility. 
This assures Fannie and Freddie access to relatively inexpensive source of funds 
and a ready market for MBSs if they decide to sell them. 

 As part of the conservatorship, the FHFA raised portfolio limits to $850bn 
on a temporary basis; in fact, until December 31, 2009. They would then be 
gradually reduced by at least 10% annually until each portfolio came to less 
than $250bn. It  was  an increase, since at the end of August 2008 Fannie Mae 
reported that its portfolio was $760bn and Freddie Mac, that its portfolio 
was $761bn. Fannie’s portfolio grew at a relatively slow 4.4% annualized 
rate in August, but Freddie’s decreased at an annualized rate of 56.2%. Both 
GSEs seemed to have been slowing their portfolio growth rates since February 
2008, but it had not been a steady decline. Delinquency rates on mortgages 
had steadily increased between July 2007 and August 2008; if the Enterprises 
were reducing their portfolio size, it may have been to reduce the need for 
capital as a cushion against delinquency and losses. Capital requirements have 
been eliminated and the GSEs can increase their mortgage portfolios by about 
$90bn very inexpensively. 

 The temporary increase in portfolio limits would allow the GSEs to provide 
more liquidity to the mortgage markets during the fi nancial crisis, but the 
limits would then be reduced to address concerns about systemic risk. This, of 
course, was the risk which too many members of the House Financial Services 
Committee and the Senate Banking Committee refused to recognize or address, 
and about which Alan Greenspan had warned them so often. 

 Treasury pledged to invest up to $100bn in each GSE, and was committed 
to invest more if necessary. 50  In July, the Federal Reserve made it possible for 
Fannie and Freddie to borrow directly from the discount window, a privilege 



THE END COMETH    305

normally available only to primary securities dealers and banks, which are 
members of the Federal Reserve System. The SEC issued an emergency order 
restricting short selling of Fannie and Freddie’s stock. The July measures 
had not achieved the objective of calming the markets or of reassuring those 
overseas investors who held their debt. By contrast, the mortgage bail-out was 
greeted with relief, especially by non-US investors, who held $1.479 trillion of 
the debt out of $7, 397 trillion at the end of 2007. Other large investors were 
US commercial banks ($929bn), life insurance companies ($388bn), state and 
local government retirement funds ($317bn), mutual funds ($566bn), asset-
backed securities issuers ($378bn) and the GSEs themselves ($710bn). Later in 
2008, GSE reports indicated that over 40% of certain debt issues were being 
held by foreign central banks. 

 The mortgage bail-out was greeted with relief, especially by “nervous foreign 
fi nance offi cials,” who had “barraged Treasury Secretary Henry Paulson and 
Federal Reserve offi cials to fi nd out what was happening with the mortgage 
giants.” Foreign central banks had been steadily reducing their holdings of 
debt in the two fi rms in view of the increasing turmoil. China’s four largest 
commercial banks had pared back their holdings in agency debt, with the Bank 
of China Ltd, the largest holder of Fannie and Freddie’s securities out of the 
four, stating that it had sold or allowed to mature $4.6bn of the $17.3bn it held 
since June 30. 51  A spokesman for the Bank of China commented, “We think 
this is good for Fannie and Freddie because the US government used to be 
‘invisibly’ guaranteeing them, but now it is taking explicit action to [tacitly] 52  
guarantee them.” 

 After Japan, China was the second-largest holder of US securities in June 
2008, but probably became the largest foreign holder in late 2008 or early 
2009. Its main holdings were in LT government agency securities (including 
Fannie Mae and Freddie Mac), estimated at $527bn, with Japan at $270bn out 
of $1.5 trillion agency debt. The Chinese government was probably pursuing 
what it considered a relatively low-risk investment strategy, which would 
explain its heightened anxiety about the special measures for Fannie Mae and 
Freddie Mac. Its holdings of US agency debt increased between June 2007 and 
June 2008 by $151bn (all in asset-backed securities), which was larger than 
any other foreign country over this one-year period. China was by far the 
largest holder of US agency debt, accounting for 36% of total foreign holdings 
as of June 2008, up from 29% as of June 2007. 

 The extent to which China’s investments were exposed to US subprime 
mortgage securities is unclear, although the  South China Morning Post  
(September 25, 2008) estimated that Chinese banks held $9.8bn in US subprime 
at the end of 2007. The Bank of China reportedly had the largest exposure to 
US subprime mortgage-backed securities among any banks in Asia when the 
fi nancial crisis began. Despite the September conservatorship, it appears that 
China sharply reduced its holdings of US agency debt since June 2008. Overall, 
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China’s net purchases of long-term (LT) agency debt fell by $34bn from June 
2008 to March 2009. 53  

 By purchasing senior preferred stock, the Treasury effectively destroyed 
the stock value of the common shareholders and the remaining preferred 
shareholders. Treasury protected all the debt holders, even those holding junior 
subordinated debt, as the Treasury Senior Preferred Stock Purchase Agreement 
stated. Given the above fi gures and the events of August, it is hardly surprising 
that the Treasury bailed out existing creditors to make explicit the “implicit 
government guarantee” of Fannie and Freddie, and to make good their “nod 
and wink” selling practices. As James Lockhart pointed out a year later, the 
“Senior Preferred Stock Purchase Agreements have given investors confi dence 
that there is an effective guarantee of GSEs obligations, as any negative equity 
balance at either Enterprise will be offset by the Treasury Department’s 
investment. This support will continue indefi nitely into the future subject to 
the commitment limit of $200bn per Enterprise.” 54  Clearly, the Administration 
needed China, Japan and other foreign investors to continue to buy its debt to 
fi nance the defi cit, and indeed, to fi nance the continuing role of Fannie Mae 
and Freddie Mac in serving the market. Both banks in the US and throughout 
the world had also invested in the GSEs’ bonds as part of meeting their capital 
requirements. 

     Conditions leading to the crisis. Why did 
the market collapse in 2008? 

  The impact of the collapse of the Bear Stearns hedge funds 

 In mid-August 2007, the market suddenly denied funding to several fi nancial 
institutions. This was in fact due to the uncertainties aroused by Bear Stearns’ 
announcement that their two hedge funds, which invested heavily in subprime 
mortgages, were in diffi culties. The securities were estimated to have lost 
28% of their value since the beginning of the year. Although Bear only held 
about $600m in investors’ capital, a relatively small amount in terms of the 
size of the mortgage market, the announcement about the funds created many 
uncertainties. Hedge funds commonly use leverage to boost returns (borrowed 
funds or derivatives); as neither the funds nor the derivatives markets were 
regulated, this led to the belief that many more hedge funds were also in 
diffi culties, and to doubts about which lenders, brokers and derivative dealers 
might be at risk. 

 Furthermore, the MBSs held by the funds had been classifi ed as very safe 
and low-risk by the bond-rating agencies, so the fact that they had lost so 
much so quickly led to fears about the safety of the ratings of similar bonds. 
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Suspicions grew that many more fi nancial institutions holding subprime MBSs 
might be suffering undisclosed losses. This resulted in liquidity drying up for 
fi rms and securities with links to subprime mortgages, but it also affected other 
fi rms as well, both in the US and elsewhere. The turmoil in the debt markets 
was quickly refl ected in the stock markets, as to investors and creditors, the 
sequence of events seemed more like contagion. Central banks throughout the 
world had to act in concert, and the Fed had to purchase billions of Treasury 
securities in order to keep the rate at its target and then reduce the discount 
rate to provide further liquidity. 

 In mid-September 2007, the Fed began to cut its main policy interest rate, 
the federal funds rate, which had stood at 5.25% from June 2006 to mid-
August 2007. The fi rst reduction in September was by 50 basis points, instead 
of the usual 25, and, as the fi nancial strains grew and the economy gradually 
weakened, the Fed continued to reduce its Fed Funds target rate, down to 3% 
by late January 2008. 

 Even though the Fed may have been successful in stemming the worst of 
the panic, the housing market continued to deteriorate as the rate of default 
on subprime mortgages rose to 16% and looked set to increase. That was 
part of a process that had begun in the late spring of 2006, when nationwide, 
house prices peaked in April and the market downturn started. In October 
2006, Moody’s chief economist, Mark Zandi, had reached the conclusion that 
“Nearly 20 of the nation’s metro areas will experience a crash in house prices; 
a double-digit, peak-to-trough decline in house prices. The sharpest declines 
in house prices are expected [in parts] … of Florida, metropolitan areas of 
Arizona and Nevada California, throughout the broad Washington D.C. areas, 
and in and around Detroit.” He expected the declines in various markets to 
continue into 2008 and 2009, with the odds in favor of national house-price 
declines in 2007. 55  But it was not until July and then more particularly in 
the autumn, though into the following year, that the rating agencies began to 
downgrade their ratings. 

   A series of downgrades 

 On July 10, 2007, Moody’s downgraded 399 subprime mortgage-backed 
securities which had been issued in 2006, and put an additional 32 securities on 
watch. The securities in question, totalling $5.2bn, had all been rated as Baa or 
lower in 2006. This was attributed to “aggressive underwriting combined with 
prolonged, slowing home price appreciation,” and it was and noted that about 
60% of the securities involved were originated by Fremont Investment and 
Loan, Long Beach Mortgage Company, New Century Mortgage Corporation 
and WMC Mortgage Corps. A few days later, S&P downgraded 498 similar 
tranches. Both reduced them by an average of 4 notches per security, where 
2 notches would be more usual. 
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 In March 2007, Moody’s reported that CDOs with high concentrations 
of subprime mortgage-backed securities could incur “severe” downgrades. 
Five days after the report, Yuri Yoshizawa, Group Managing Director of US 
Derivatives, sent an internal e-mail, explaining to Moody’s Chairman McDaniel 
that one of the managing directors at Credit Suisse First Boston “sees banks 
like Merrill, Citi and UBS still furiously doing transactions to clear out their 
warehouses … He believes that they are creating and pricing CDOs in order to 
remove assets from the warehouses, but they are holding on to the CDOs … 
in the hopes that they will be able to sell them later.” This was noted later 
in Moody’s “Climbing the Wall of Subprime Worry,” but they still rated the 
newly issued CDOs on their existing assumptions. In July, Chairman McDaniel 
gave a slide presentation to the Board on the 2007 strategy with titles such 
as “Mortgage Payment Resets are Mounting” and “1–3 m mortgage defaults 
forecast 2007–2008”. Despite all the evidence, Moody’s did not make any 
substantial adjustments to its CDO ratings assumptions until late September, 
hoping that rating downgrades would be avoided by mortgage adjustments. 56  
But as far as Moody’s was concerned, it was because it had updated its rating 
methodology, following the review it had announced early in August. Brian 
Clarkson, head of the structured fi nance unit, had replaced Raymond McDaniel 
as CEO by the time the results of the review were announced in mid-August, 
as a result of which the analysts saw the severity of the mortgage crisis. 57  Fitch 
and Standard & Poor’s started downgrading MBSs and CDOs as rapidly and 
extensively as Moody’s did from October onwards. 

 Throughout the autumn, one set of downgrades followed another, often in 
rapid succession as the rating agencies followed each other’s lead. On October 
8, Fitch downgraded $18.4bn of MBS, then on October 11 Moody’s followed 
suit with $33.4bn in MBS. Five days later, Standard & Poor’s joined in by 
cutting the ratings on $23.25bn of subprime securities; three days later they 
downgraded a further $22bn. Then the CDOs came in for downgrades: on 
October 23, Standard & Poor’s announced that it would cut the ratings on 
$21bn of CDOs. The company also stated that it would continue to monitor 
its rated CDO transactions and take rating actions when appropriate: 
“Additionally, Standard & Poor’s will continue to review its current criteria 
assumptions in the light of the recent performance of RMBSs and CDOs.” 58  

 Moody’s made a similar announcement concerning $33.4bn on October 
26, and on Oct 29 Fitch stated that it was reviewing ratings on all $300bn of 
CDOs. Moody’s then announced that it would review 500 CDO deals by the 
following day. By the beginning of November, it was clear that the rapid series 
of downgrades had led to the crash of the main tracker indices of asset-backed 
securities. Nor was it just the downgrades, but the extent of them that caused 
the severity of the shock; for example, Moody’s reduced the Aaa rated tranche 
of a CDO issue called Vertical 07-01, issued by a company called Vertical 
Capital, by 14 notches to B2 in one decision. The problem for investors was 
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their reliance on the ratings agencies for their investment decisions, given the 
opacity of CDOs and their generic nature. What is interesting is the fact the 
there were so many downgrades announced in comparatively small batches, 
prompting Josh Rosner’s comment that “Moody’s should have aggregated 
information about the downgrades. It suggests that they’re understaffed and 
under-automated if they have to do this in such small batches.” 59  The number 
of downgrades continued remorselessly throughout November, and many of 
them were even more severe, with 500 tranches being downgraded by more 
than 10 notches. More than 11,000 of the downgrades affected securities 
which had AAA ratings. Tranches that were rated only by one agency, and 
those that were rated by S&P in particular, were more likely to be downgraded 
by the end of January, 2008. 60  

   The role of the rating agencies 

 In 2007 through 2008, the frequency of downgrades of RMBSs and CDOs 
reached record levels, far outstripping any such rating changes on corporate 
bonds. Throughout 2006 and the fi rst half of 2007, Moody’s had continued to 
rate large volumes of new CDOs and RMBSs, despite market events suggesting 
a continued rise in delinquency and foreclosure rates and mass downgrades of 
CDOs and RMBSs. About mid-2007, when the fi rst downgrades began, the 
number of new issuances began to decline, but Moody’s still gave Aaa ratings 
to billions of dollars of new CDOs and MBSs, even then. Out of a total of 
$119bn in RMBSs rated since the downgrades of July 10, 2007, 90% were 
rated Aaa; and out of a total of $51bn in CDOs, Moody’s rated 88% Aaa. 61  
By mid-2009, virtually all of these RMBSs originally rated Baa as well as Aaa 
had been downgraded. 

 The analysis provided by Benmelech and Dlugosz found that 64% of all 
structured fi nance downgrades in 2007 and 2008 were linked to securities 
that had home equity loans or fi rst mortgages as collateral. CDOs with asset-
backed securities (ABS CDOs) accounted for a large share of the downgrades, 
and some of the most severe. ABS CDOs accounted for 42% of the total write-
downs of fi nancial institutions around the world. By October 2008, Citigroup, 
AIG and Merrill Lynch took write-downs totaling $34.1bn, $33.2bn and 
$26.1bn respectively, because of ABS CDO exposure. 62  

 It is also interesting to see how the rating agencies treated some of the 
fi nancial institutions which played key roles in the fi nancial crisis, in spite 
of their own warnings of October 2006 and their own downgrades in July 
2007. They did not re-evaluate these companies, which held or insured those 
securities, until November 2007 at the earliest, apart from Lehman Bros, which 
two of the agencies had downgraded in June. Not for the fi rst time, the ratings 
changes proved to be a lagging indicator. In the case of Bear Stearns, the fi rm 
had investment-grade ratings just days before JP Morgan acquired it with the 
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help of the US Treasury. The credit ratings of the other major fi rms at the time 
of bankruptcy, acquisition or bail-out were as follows: 

    1.  AIG, September 16, 2008. Received an $85bn loan from the Federal 
Reserve. Moody’s A2, S&P A, and Fitch A. 

    2.  Citigroup, November 23, 2008. Received $20bn in equity and 
guarantees on $300bn of its assets from the US Treasury. Moody’s Aa3, 
S&P AA, and Fitch AA-. 

   In November 2007, it was announced that Charles Prince, the head of 
Citigroup, would resign after the bank announced a $5.9bn write-down and 
a sharp fall in profi ts. Losses continued throughout 2008, following a Q4 loss 
of $9.83bn. Chuck Prince had once infamously dismissed fears about an early 
end to debt frolics in July 2007, when he told the  Financial Times , “When the 
music stops [in terms of liquidity], things will get complicated. But as long as 
the music is playing, you’ve got to get up and dance. We’re still dancing.” 63  The 
complications were left to his successor as CEO, Vikram Pandit. 

 When Citigroup announced further losses, following the resignation of 
Chuck Prince in November, Moody’s and Fitch lowered their ratings to their 
third-highest investment grade and S&P warned that it might cut its AA rating. 
Much of Citigroup’s trouble related to $43bn of CDOs linked to lower-quality 
mortgages, the very ones to which they had awarded high investment grade 
ratings. 

    3.  Merrill Lynch, September 14, 2008. Struck deal to be acquired by Bank 
of America. Moody’s A2, S&P A, and Fitch A+. 

    4.  Wachovia, March 14, 2008. Offered a $25bn loan for 28 days by the 
Federal Reserve. Moody’s A2, S&P A, and Fitch A+. 

    5.  September 29, 2008. Announced a government-forced sale to Citigroup 
(later Wells Fargo). Moody’s A1, S&P A, and Fitch A+. 

    6.  Bear Stearns, March 16, 2008. Purchased by JP Morgan Chase with 
the help of a government guarantee on the fi rm’s most toxic securities. 
Moody’s Baa1, S&P BBB, and Fitch BBB. 64  

   The downgrading continued with the result that 91% of AAA subprime 
RMBS securities issued in 2007 and 93% of those issued in 2006 were 
eventually downgraded to junk status. The numbers for Option Arms were 
even worse. On January 30, 2008, S&P Rating Services announced that it had 
either downgraded or placed on serious credit watch 6,389 from US residential 
mortgage backed securities with fi rst lien subprime mortgage collateral rated 
between January 2006 and June 2007. At the same time, it placed on credit 
watch negative 1,953 ratings from 572 global CDOs of asset-backed securities 
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and CDO of CDO transactions. 65  These refl ected an issuance amount of 
$270.1bn or approximately 46.6 % of the par amount of US RMBS backed 
by the fi rst lien subprime mortgage loans rated by S&P during 2006 and the 
fi rst half of 2007. For the CDOs this represented $263.9bn or 35.2% of S&P’s 
rated CDO of ABS and CDO of CDO issuance worldwide. S&P stated that 
these actions “refl ected our expectations of further defaults and losses on the 
underlying mortgage loans and the consequent reduction in credit support 
from current and projected losses.” 66  Indeed, over 18 months, Moody’s and 
S&P downgraded more securities than they had done over their entire 90-year 
histories. 67  

   Criticisms of the rating agencies 

 In a memorandum to the members of the Permanent Subcommittee on 
Investigations, Senators Carl Levin and Tom Coburn set out the main problems 
with the rating agencies, resulting from an inquiry into their activities based on 
over 100 interviews and depositions, millions of documents, and consultations 
with a broad range of experts. Their conclusions were that between 2004 
and 2007, the agencies had relied on inaccurate rating models, given in to 
competitive pressures to obtain market share, and failed to re-evaluate existing 
RMBS or CDO models, even though they knew by 2006 that their models were 
inaccurate, and revised them. 

 They then delayed thousands of rating downgrades, allowing those 
securities to carry infl ated ratings that could mislead investors. Between 2004 
and 2007, Moody’s and S&P knew about the increased credit risks due to 
mortgage fraud, lax underwriting standards and unsustainable housing price 
appreciation, but failed to incorporate these adequately into their credit rating 
models. Not only that, but despite record profi ts from 2004 to 2007, they 
failed to assign suffi cient resources to rate new profi ts adequately and test the 
adequacy of existing ratings. 68  

 The SEC report also focussed on the “issuer pays” confl ict of interests, clearly 
manifested in the e-mails which both reports quote and emphasize. Agency 
personnel are encouraged by clients to provide them with favorable ratings, and 
“ratings shopping” is an inevitable consequence. The new regulations required 
agencies to establish and maintain policies and procedures to manage those 
confl icts, although in the end, they may be irresolvable. 69  Each agency must 
compete for business, as Moody’s Chief Credit Offi cer told the Subcommittee, 
“What happened in ’04 and ’05 with respect to subordinated tranches is that 
our competition, Fitch and S&P, went nuts, Everything was investment grade.” 70  

 The Senate Committee report claimed that the endless downgrades from 
July 2007 through 2008 “helped cause the collapse of the subprime market, 
triggering sales of assets that had lost investment grade status and damaged 
holdings of fi nancial fi rms world wide, contributing to the fi nancial crisis.” 71  
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 However, a better point would be that the subprime market ought not to 
have been allowed to grow as it did, and that the assets should not have been 
awarded investment grade status in the fi rst place. The stronger point is the 
extraordinary incompetence and carelessness, bordering on negligence, with 
which MBSs and RMBSs were “rated” by the agencies. It is not possible to record 
all the e-mail traffi c here, so only a few examples have been given (showing 
once again how so many seem to believe that e-mails are a heavily encrypted 
means of communication, known only to themselves and the person(s) to 
whom they have been sent!). This selection shows that the shortcomings arose 
from a variety of sources: 

    (i)  S&P employee 8/17/2004 
    “We are meeting with your group this week to discuss adjusting 

criteria for rating CDOs of real estate assets because of the ongoing 
threat of losing deals … Lose the CDO and lose the base business – 
a self-reinforcing loop.” 

    (ii)  Moody’s BES employee survey 2005 
    “We are overworked. Too many demands are placed on us for 

administrative tasks … and are detracting from primary workfl ow 
… We need better technology to meet the demand of running 
increasingly sophisticated models.” 

    (iii)  Internal S&P emails 3/23/2005 
    “Version 6 [a new version of the S&P ratings model] could have 

been released months ago and resources assigned elsewhere if we 
didn’t have to massage the subprime and Alt-A numbers to preserve 
market share.” 

    (iv)  S&P employee 3/21/2006 
    “The offi cial Moody’s line is that there is no ‘grandfathering’ and 

that old transactions are reviewed using the new criteria. However, 
the truth is that we do not have the resources to review thousands 
of transactions, so we focus on those that we feel are more at risk. 
Interestingly, Olivier Dufour from Fitch said they ‘grandfathered’ 
otherwise it would be unfair.” 

    (v)  Moody’s employee 5/1/2006 
    “I am worried that we are not able to give these complicated deals 

the attention they really deserve and that they [CS] are taking 
advantage of the ‘light’ review and a growing sense of ‘precedent’.” 

    (vi)  Morgan Stanley banker to Moody’s employee 8/19/2006 
    “Since there are no published criteria outlining the change in 

methodology. how are we supposed to fi nd out about it?” 
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    (vii)  S&P employee 12/29/2006 
    “We ran our staffi ng model assuming that analysts are working 

60 hours a week and we are short of resources … The analysts on 
average are working longer than this and we are burning them out.” 

    (viii)  S&P employee 1/17/2007 
    “Can anyone give me a crash course on the ‘hidden risks’ in CDOs 

of RMBS?” 

    (ix)  S&P employee 5/08/2007 
    “No body gives a straight answer about anything round here … 

how are we supposed to come out with [new] criteria or a new 
stress and actually have clear cut parameters on what the hell we 
are supposed to do?” 

    (x)  S&P 18/07/2005
“I have been a mortgage broker for the past 13 years and I have 
never seen such a lack of attention to loan risk.” (E-mail from 
Resources Realty re Washington Mutual) 

   Had the serious faults with the rating agencies been known at an earlier stage, 
then all the downgrades might not have had such a detrimental effect on the 
fi nancial institutions. But that is to blame the agencies for the effects of the ever-
increasing rates of delinquencies and foreclosures. Highly signifi cant fi nancial 
institutions announced large write-downs. These included Merrill Lynch, which 
reported its largest ever quarterly loss in its 93-year history on October 24, 
2007, after taking $8.4bn write-downs on subprime mortgages, asset-backed 
securities, and leveraged loans which led to a third quarter loss of $2.24bn, six 
times more than it had estimated on October 5. Its stock fell sharply, its credit 
rating was cut and the perceived risk on the company’s bonds rose after the 
CEO, Stanley O’Neal, said that the company had misjudged the severity of the 
decline in the debt markets after July. 72  He was later forced to retire. In the same 
month, UBS downgraded the value of some of its assets by over $3.4bn because 
of losses linked to the US mortgage crisis, and anticipated a loss for 2007. 73  

   The rating agencies’ failures were a signifi cant 
contribution to the crisis 

 The registration of rating agencies and the insistence on procedures for 
managing confl icts of interest, the latter being irresolvable, would not deal 
with the problem. In September 2006, Congress enacted the Credit Rating 
Agency Reform Act, P.L.109-291, to strengthen SEC oversight of the industry. 
It took effect in June 2007, when the SEC issued the implementing regulations. 
The law required the SEC to designate Nationally Recognized Statistical 
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Rating Organizations (NSROs) and defi ned that term for the fi rst time. It also 
prohibited the SEC from regulating the substance, criteria or methodologies 
used in credit rating models. That would obviously create diffi culties, given the 
extent to which the SEC and other regulators relied on the ratings. However, 
bearing in mind the evidence of incompetence, negligence and lack of resources, 
it is clear that the rating agencies do require an independent regulator (perhaps 
national statistical authorities) to continually check their competence, skills, 
models and resources, or lack thereof. Infl ating ratings due to a lack of 
competence may well be more important that infl ating them because of the 
fees involved. The big three (Moody’s, Fitch, and Standard & Poor’s) issue 
about 98% of the total credit ratings and collect 90% of the total credit rating 
revenue in the US. 

   From subprime lending to the fi nancial crisis 

 The rating agencies were a contributory factor, but their downgrades, belatedly 
indeed, refl ected the quality of the banks’ lending practices and their structured 
fi nancial instruments. Chairman Bernanke identifi ed the basis for the turmoil 
in the fi nancial markets as increasing anxieties about the credit quality of 
mortgages, especially subprime mortgages with adjustable interest rates, and 
spelt out the link between the two elements. “The rising rate of delinquencies of 
subprime mortgages threatened to impose losses on holders of even [supposedly] 
highly rated securities, investors were led to  question the reliability of the credit 
ratings  for a range of fi nancial products, including structured credit products 
and various special purchase vehicles. As investors lost confi dence in their 
ability to value complex fi nancial products, they became increasingly unwilling 
to hold such instruments.” 

 Banks came under pressure to take these back onto their balance sheets, 
which then swelled with nonconforming mortgages, leveraged loans and other 
credits which brought large losses. Banks responded by protecting their own 
liquidity, including lending to other banks, so lending became more restrictive 
and more expensive. That was Chairman Bernanke’s analysis at the beginning 
of 2008, a year which was only going to get worse. 74  

    Subprime mortgages. A trigger or a cause? 

 In September, 2010, in response to the Financial Crisis Inquiry Commission, 
Chairman Bernanke provided an analysis of the causes of the fi nancial crisis. 
In it, he described subprime mortgage losses as the “most prominent trigger of 
the crisis, but by no means the only one. Another, less well-known triggering 
event was a ‘sudden stop’ in June 2007 in syndicated lending to large, relatively 
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risky corporate borrowers. Funding for these ‘leveraged’ loans had migrated 
in recent years from banks to special purpose vehicles; these vehicles funded 
themselves by issuing collateralized loan obligations (CLOs), a type of asset-
backed security … As in the case of subprime mortgages, the perceived losses on 
leveraged loans in the late summer of 2007 were signifi cant, although not large 
enough by themselves to threaten global fi nancial stability. But they damaged 
the confi dence of short-term investors and, consequently the functioning of the 
money markets and the broader fi nancial system.” 

 The subprime mortgage market was more than a trigger. It was the root 
cause of the crisis, with many other factors contributing to the collapse of the 
mortgage market and its consequences for the global fi nancial system. Unless 
all of these are understood and acknowledged, then the right policy decisions 
will not be taken. In the next chapter, the impact of the size of the subprime 
market and the way in which its effects were transmitted to so many fi nancial 
markets will be outlined, to clear the way for the political decisions yet to be 
taken: the future of Fannie Mae and Freddie Mac.   
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What Next? 

  Transferring the damage 

 Fannie Mae and Freddie Mac carried out their mission mainly by purchasing 
mortgages from lenders. They then either pooled these loans to create 
mortgage-backed securities, which they guaranteed against losses from 
defaults in the underlying mortgages, selling the mortgage-backed securities 
to investors; or retained them in their portfolios, along with other MBSs that 
they bought to hold as portfolio assets. In addition, they bought mortgages 
and MBSs (both each other’s, and those issued by private companies) to hold 
in their portfolios. In 2007, Fannie and Freddie found that they could not sell 
their mortgage assets, since this would depress the prices of mortgage loans 
and MBSs still further; nor could they use retained earnings to bolster capital, 
as they had not made a profi t since 2006. So they increased their purchases 
of mortgages and MBSs as investors came to distrust the market for these 
securities. 

 Until 2007, banks and other lenders also sold private label mortgage-backed 
securities. From mid-August there was a broad global reduction in the supply 
of credit for securities backed by subprime loans. Uncertainty about the decline 
in the value of subprime collateral, especially for private label securities (PLSs) 
and collateralised debt obligations (CDOs), led to liquidity in these markets 
virtually disappearing. Far fewer PLSs were issued in the third quarter of 
2007, with the fourth quarter being even worse: only $11.9bn subprime PLSs 
were issued. Investors became less willing to invest in any mortgage-related 
securities not backed by Fannie, Freddie or Ginnie Mae (always assuming that 
they understood what they were buying); the result was that the Enterprises’ 
combined share of all mortgage-backed securities rose to over 75% in the 
fourth quarter of 2007. Their books of mortgage business rose by 14.3% in 
2007 for Fannie and 15.1% for Freddie, over 2006. Fannie’s total book of 
mortgage business rose to $2.9 trillion and Freddie’s to $2.1 trillion. 

 Residential mortgage-backed securities (RMBSs) and other forms of 
structured fi nance related to mortgages had become ever more complex. 
Issuers bundled up large numbers of home loans into a loan pool, calculated 
the revenue stream coming into that loan pool from the individual mortgages, 
and then designed a “waterfall” that assigned the pooled revenues to specifi c 
“tranches” set up in a specifi ed order. 



WHAT NEXT?    317

 The fi rst tranche is at the top of the waterfall, and is the fi rst recipient of 
revenues received from the mortgage pool and also the fi rst recipient of revenues. 
The issuer creates a bond linked to the fi rst tranche, which is then rated AAA. 
The next tranche is the second to receive revenues from the mortgage pool, 
and is linked to a security that might receive an AAA or lower rating and so on 
through the tranches, with lower ratings in each case until the equity tranche 
is reached; this does not have a rating, as it must cover the pool’s initial losses. 
Almost every pool has some loans that default, so the equity tranche often 
offers a high rate of return to compensate for the risks. 

 CDOs are even more complex, typically including RMBS securities from 
multiple mortgage pools and other types of assets, such as corporate bonds 
or credit default swaps. These are the “cash” CDOs, to be differentiated from 
the “synthetic” CDOs, which do not contain actual assets but simply reference 
them. Initially, a CDO is divided into a series of tranches, each of which has 
a separate rating, with the highest rating reserved for the senior tranche; the 
middle tranches or the mezzanine tranches usually carry AA or BB, and the 
lowest or junk tranches are called the equity tranches. The senior tranche has 
the most predictable cash fl ow and is usually deemed to carry the lowest risk, 
but the lowest tranches only receive principal and interest payments when all 
the other tranches have been paid. 

 A CDO squared is a CDO that only uses other CDOs as collateral. The 
CDO cubed is a special purpose vehicle with securitization payments in the 
form of tranches. A CDO cubed is backed by CDO squared tranches, allowing 
the banks to resell the credit risk they had taken once again by repackaging 
their CDO-squared. The complexity of these operations baffl ed many bankers 
and others, leading to anxiety as to where the risk really lay. The CDOs cubed 
were in fact “triple derivatives,” sometimes known as “derivatives on steroids.” 

 All of these were typically sold in private placements. The more complex 
and opaque they became, the more they relied on credit ratings to be marketed, 
and the more investors did, as well. 1  The risks of subprime mortgages were 
understood, with academic research analysing the risks associated with one or 
more features, such as high LTVS. But in a rising market such risks were set 
aside, since house prices continued to increase. Optimism about how subprime 
mortgages would perform led to more than 90% of securitized subprime loans 
being absorbed into securities with AAA ratings. 2  

 The vulnerability of leveraged or thinly capitalized investment positions, 
and the illiquidity of many structured credit markets, was exposed when 
trading was disrupted in June 2007. Investors had borrowed heavily or used 
derivatives to increase returns on capital, and that made investment strategies 
vulnerable to large market price movements. The main risk-management 
strategy was to trade rapidly out of a loss-making position, but this, of course 
failed when the markets became illiquid and no one was quite sure about the 
quality of the various fi nancial instruments (and indeed the mortgages) they 
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had purchased. In fact, given the size of the subprime mortgage market (about 
half of the outstanding mortgages in 2008), the contagion would be worse than 
anyone anticipated. 

 Even at that late stage, policy makers seemed unable to relate their demand 
for lending to low- and moderate-income borrowers and “fl exible” underwriting 
standards to subprime mortgages. 3  The vast number of subprime mortgages, 
some 26 million, were divided into tranches which inevitably added to the degree 
of risk involved. About 47% of the mortgages held by Fannie and Freddie are 
subprime, which makes their conservatorship an expensive affair. The fact that 
the subprime market was so vast, meant that many more of the RMBSs and 
other fi nancial instruments based on mortgages were “toxic” or contained more 
toxic elements than had previously been recognized. As that become known or 
suspected, investors lost confi dence and refused to buy or could not sell, with 
the resultant damage. If the risks had then been ascertained to be relatively 
small, any market disruption could more easily have been handled and would 
have been much less damaging than the resultant lack of liquidity. 

   Counting the cost of Fannie and Freddie 

 Between November 2008 and the end of March 2011, the government made 
net payments to the GSEs of $130bn. Additional cash payments are expected 
for several years to come. The Congressional Budget Offi ce (CBO) takes the 
view that their conservatorship, which means ownership and control by the 
Treasury, makes them effectively part of the government, and so their costs 
should be part of the federal budget. However, the Administration’s Offi ce of 
Management and Budget (OMB) treats them as non-governmental agencies for 
budgetary purposes. After consultation with the House and Senate Committees 
on the Budget, CBO decided that a fair-value approach to estimations of the 
subsidy costs would provide Congress with the most accurate picture. 4  

 In August 2009, the CBO estimated that the cost of all of the GSEs’ mortgage 
commitments made in the fi scal year 2009, plus any new commitments made in 
that year, would come to $291bn on a fair-value basis. Losses have increased to 
a certain extent because of the continued deterioration of the housing market. 
Although the subsidy rate has declined, and continues to do so, as the housing 
market recovers, costs will continue to increase. The assets and liabilities on the 
GSEs’ fair-value balance sheets provide an indication of how the costs arising 
from past commitments have changed since then: on March 31, 2011, the GSEs 
reported a fair-value defi cit of $187bn, so the net costs to the Treasury so far 
amount to $317bn, representing increasing defaults on distressed mortgages 
and continued falls in the amounts recoverable following defaults. 

 The CBO estimates that the new guarantees the GSEs will make over the 
2012–2021 period will cost $42bn (on the basis of the March 2011 baseline 



WHAT NEXT?    319

projections used for the CBO’s analysis of the President’s budget). The 
commitments are extensive. In 2010, as a result of the government’s aid and 
explicit government guarantees, the two GSEs owned or guaranteed about 
half of all the outstanding mortgages in the US (including a signifi cant share 
of subprime mortgages) and they fi nanced 63% of new mortgages originated 
in that year. Including a further 23% insured by federal agencies such as the 
FHA, about 86% of new mortgages in 2010 carried a federal guarantee. 5  In 
addition to direct support, the Treasury and Federal Reserve purchased nearly 
$1.4 trillion in GSE-issued and guaranteed mortgage-backed securities. And 
it is even more complicated than that. Many of the losses Fannie and Freddie 
are expected to sustain in the coming years will go to pay the Treasury a 
10% dividend on the preferred stock it received in exchange for the bailouts. 
FHFA estimates that 40–90% of those additional bailout costs will simply be 
used to pay that dividend, designed to limit losses to taxpayers. The National 
Association of Realtors is lobbying to end the “punitive dividend”: “The 
problem is it’s impossible for them to tackle their current problem if they can’t 
rebuild the capital base, and they can’t do that paying the dividend level.” 6  

   After conservatorship 

 The cost to taxpayers of supporting Fannie Mae and Freddie Mac and 
continuing their operations under conservatorship have led to the production 
of a wide range of proposals for the federal role in the secondary market in 
the future. Many proposals have been produced, with numerous variations on 
the themes of whether the federal government should continue to guarantee 
payments of certain types of mortgages or MBSs, and if so, what the scope, 
structure and pricing of those guarantees should be. 

 Fannie Mae and Freddie Mac were entirely excluded from the Dodd-Frank 
Act (Wall Street Reform and Consumer Protection Act, July 2010); the only 
requirement there is that the Secretary of the Treasury develop recommendations 
on ending the GSEs’ conservatorship, and on the federal government’s proper 
role in the nation’s housing fi nance system. Secretary Geithner provided just 
such a report on February 11, 2011, setting out the Administration’s position 
and guidance on the legislative proposals which the President would support. 

   Congress acts 

 Just before and after the report was published, about 20 bills were introduced 
in the House Committee on Financial Services, many of which were apparently 
bills tackling one or other aspect of past failings of Fannie Mae and Freddie 
Mac, but with no comprehensive reform proposals. 
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  Some examples 

 Seven bills were introduced by the Republican members, which were all 
designed “to tie the hands of Fannie Me and Freddie Mac so that they are no 
longer a drag on the American taxpayers, a threat to our economic security 
and an impediment to private market growth and development,” according 
to Congressman Scott Garrett, Chairman of the Subcommittee on Capital 
Markets and Government Sponsored Enterprises. They included H.R.2436, 
which would prevent the Treasury from reducing the 10% dividend payment. 
Other bills would abolish the Affordable Housing Trust, ensure that another 
quasi-federal agency, a replica of the GSEs is not created, require the sale of non-
mission-related assets, cap the bailout for the GSEs, make Fannie and Freddie 
subject to the Freedom of Information Act (from which they were exempt by 
their Charters), and prohibit taxpayer funding of GSE employee legal fees (since 
2008, the bill for such legal fees for taxpayers has topped $162m, including 
bills running into tens of millions for former executives who, according to their 
regulator, “knowingly and purposely manipulated earnings to increase their 
own compensation”). Other bills were designed to prevent predatory lending, 
to improve the GSEs’ mission, and to ensure the availability of reasonably 
priced conventional mortgages to borrowers in all economic cycles. 

   Response from the FHFA 

 In his testimony before the House Subcommittee on Capital Markets, Insurance 
and Government-Sponsored Enterprises on May 25, 2011, the Acting Director, 
Edward DeMarco, commented on the various proposals. His reference to the 
application of the FOIA to Fannie Mae and Freddie Mac is interesting, because 
the Act was intended to apply to the operations or activities of government, 
whereas Fannie Mae and Freddie Mac are “still private companies operating 
in conservatorship. They did not cease to be private legal entities when they 
were placed into conservatorship.” 7  With regard to the proposal to prevent 
the creation of a GSE replica, DeMarco pointed out that “under the current 
legislation, if Fannie or Freddie were placed into receivership, the FHFA would 
be require to establish a limited life regulated entity which would operate 
for up to fi ve years. At the end of that time,  without Congressional action , 
the Enterprises may be re-created under their under their current Charters.” 8  
The bill (introduced by Congressman Stiver) would indeed prevent the 
conservator from re-creating the current model of the GSE, and would ensure 
that once the Enterprises were wound down, no new entity with tax-payer 
support could be established. This would be a timely reminder to make sure 
that any reform bill ruled out any possibility of re-creating the GSEs. 

 In terms of legislation, very little has happened in the Senate Banking 
Committee, apart from the introduction of Senator McCain’s bill, which was 
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designed to impose various restrictions on the Enterprises’ activities. It would 
phase out Fannie and Freddie, beginning in two years’ time, increase the fees 
they charge, and cap their mortgage investment portfolios at £700bn. Senator 
Barbara Boxer also introduced a GSE reform bill in January. But neither bill 
was considered by the Committee, which has only held hearings on public 
proposals for the future of the housing fi nance system. Chairman Bachus 
said, “I’ve been criticized for waiting on the Administration. If they want to 
bring forth a comprehensive proposal, they have two or three weeks to do it.” 9  
It is possible that legislation for the future of Fannie and Freddie will not be 
introduced until 2013, after the next Presidential election in November 2012. 
In the meantime, Timothy Geithner’s proposals remain on the table. 

    The Treasury White Paper 

 Timothy Geithner, Secretary to the Treasury, introduced the White Paper, 
Reforming America’s Housing Finance Market, in February 2011. The 
Administration simply sets out three options and certain criteria, which are 
as follows: 

  Option 1  Privatized system of housing fi nance with government insurance 
role limited to FHA, USDA and Department of Veterans Affairs’ assistance for 
narrowly targeted groups of borrowers. 

 This option would dramatically reduce the government’s role in insuring or 
guaranteeing mortgages, limiting it to the FHA and other programs targeted at 
creditworthy lower- or moderate-income borrowers, the vast majority of the 
mortgage market to the private sector. The ability of the government to step in 
to ensure access to capital during a crisis would be limited under this option. 

  Option 2  Privatized system of housing fi nance with FHA, USDA and the 
Department of Veterans’ Affairs assistance for narrowly targeted groups of 
borrowers, and a guarantee mechanism to scale up during a crisis. 

 As with Option 1, the FHA and other narrowly targeted programs would 
provide access to mortgage credit for low- and moderate-income borrowers, 
but the government’s overall role in the housing fi nance system would be 
dramatically reduced, although the government would also develop a backstop 
mechanism to ensure access to credit during a housing crisis. This would mean 
a having a minimum presence in the market during normal times, but being 
ready to scale up to a larger share of the market as private capital withdraws 
in times of fi nancial stress. 

  Option 3  Privatized system of housing fi nance with FHA, USDA and 
Department of Veterans Affairs’ assistance for low- and moderate-income 
borrowers, and catastrophic reinsurance behind signifi cant private capital. 
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 Under this option, the mortgage market outside the FHA and other federal 
agency guarantee programs would be driven by private investment decisions 
with private capital taking the primary credit risk. To increase liquidity in 
the mortgage market and access to mortgages for creditworthy Americans, 
as well as to ensure the government’s ability to respond to future crises, the 
government would offer reinsurance for the securities of a targeted range 
of mortgages. Here Geithner envisages mortgages being insured by a group 
of private mortgage guarantor companies for which a government reinsurer 
would provide reinsurance, as long as certain conditions were met. A special 
premium would be charged for this to cover future claims and to recoup losses. 
This option has the advantage of providing the lowest-cost access to mortgage 
credit of all three. None of the three seems to envisage the continued existence 
of Fannie Mae and Freddie Mac. 

 The report does, however, contain various proposals designed to reduce the 
role of Fannie Mae and Freddie Mac in the mortgage system: 

 ●    Reduce the GSEs’ market share by increasing the guarantee fees 
charged to lenders who sell mortgages to Fannie Mae and Freddie Mac. 
In return for this guarantee, Fannie Mae and Freddie Mac guarantee 
timely mortgage payments to investors that purchase their MBSs. This 
increase would reduce the profi tability from selling mortgages to 
Fannie Mae and Freddie Mac, and could encourage selling mortgages 
to investment banks and other securitizers; 

 ●    Reduce both profi tability and risk by increasing capital requirements 
for Fannie Mae and Freddie Mac. This would require them to purchase 
credit-loss protection from private insurers; 

 ●    Reduce the size of the GSEs by requiring Fannie Mae and Freddie Mac 
to liquidate their investment portfolios as required under their support 
contracts with Treasury; and 

 ●    Reduce Fannie Mae’s and Freddie Mac’s share of the secondary 
mortgage market by lowering the high-cost area conforming loan limits 
(currently $729,750) to the HERA limits ($625,500). (The Continuing 
Appropriations Act, 2011 extended the limit until the end of the year.) 

   Since the GSEs are in conservatorship, FHFA could implement all but the last 
without legislative action. Despite that possibility, Geithner resolutely refused to 
commit himself or the Administration to any one of the proposals in a House 
Financial Services Committee hearing. He was equally indecisive about the 
timing: that should be neither too soon nor too long delayed. Acting too hastily 
to wind down Fannie Mae and Freddie Mac could destabilize the housing fi nance 
market or disrupt the broader recovery. On the other hand, a long-delayed 
solution would not help. A failure by Congress to approve legislation within the 
following two years would “exacerbate” market uncertainty and leave many of 
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the “fl aws in the market” unaddressed. The reason behind Secretary Geithner’s 
stress on the timescale could be that under the present legal framework and 
conservatorship, only a limited range of options are available, bearing in mind 
that but for the provisions of HERA, the two GSEs would have been insolvent, 
owing to the unanticipated but continuing losses from foreclosures. These 
include the “bad bank” option, which would mean that, given the lack of private 
investment, the federal government would have to purchase the nonperforming 
assets. Some would like to see the senior preferred stock dividends reduced, 
which would save about $15bn annually but would also reduce the federal 
government’s income by the same amount. This would allow the GSEs to return 
to shareholder control but at the cost of government support, which would then 
lead to expectations of future government support with the consequent moral 
hazard, which the GSEs exploited in the past. 

 If the GSEs were to return to solvency, then the restructuring options would 
be to: 

 ●    Return Fannie Mae and Freddie Mac to their shareholders with little or 
no change in their Charters; 

 ●    Eliminate their GSE status and convert them into private corporations; 

 ●    Eliminate their GSE status and convert them into one or more 
government agencies; 

 ●    Make supplementary changes to support the secondary mortgage 
market, such as providing government reinsurance of MBSs, or 
encouraging the use of covered bonds. 

   None of these approaches come close to identifying the source of the 
problems: even if it were feasible, retaining the GSEs in some form runs the risk 
of creating similar havoc in the fi nancial system in the future. By intervening 
once, the federal government has turned the implicit government guarantee 
into an explicit one, just as investors believed throughout the years, and were 
encouraged to believe (despite warnings to the contrary) by the CEOs and senior 
management of the GSEs. The Enterprises were able to exploit their dominant 
position in the market-place through the privileges given to them by their 
Charters. A much more radical approach is required, making use of the Geithner 
report, which does not envisage a future role for Fannie Mae and Freddie Mac. 

   The context for radical reform of the US housing market 

  Affordable housing ideology 

 Whereas home ownership is desirable for many individuals, it is not possible 
to bring it about for all American families, when individuals and families have 
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low and/or uncertain incomes and are not in a position to make a reasonable 
down payment and sustain monthly mortgage payments. The attempt to 
achieve these objectives involved setting “affordable housing” goals and 
encouraging what were euphemistically called more “fl exible” underwriting 
standards. These standards were not set by the banking industry, realtors, 
mortgage companies, mortgage brokers, appraisers or any other elements of 
the mortgage fi nance industry on their own. 

 Following the Boston Handbook, Clinton’s National Partnership Strategy 
explicitly set out what those lower underwriting standards should be, making it 
clear that these were regarded as the appropriate standards by the government. 
Lack of cash for downpayments and lack of income should no longer be 
obstacles to owning one’s own home, so there should be fi nancing strategies, 
“fueled by the creativity of the private and public sectors” to overcome them. 

 President Bush reintroduced a similar partnership in 2002: “We must begin 
to close this home ownership gap by dismantling the barriers that prevent 
minorities from owning a piece of the American dream,” setting out to create 
5.5 million new minority home owners by the end of the decade. He did at 
least offer cash; between 2002 and 2006, the Administration spent $412m on 
its American Dream Down Payment Initiative to help fi rst-time home buyers 
with the costs associated with down payments, and a further $176m on home 
ownership counseling to improve fi nancial education and money management 
(of limited use, since in the last analysis, this cannot create income which is 
not there). 10  

 The Presidents were not the only ones committed to the ideology. It was 
all-pervasive, with one lawmaker after another stating their public commitment 
to the belief, and countless others, economists, federal offi cials, bankers, brokers 
and realtors at least paying lip service to the Dream. Those wishing to restrain 
lending practices or to reduce subsidies to Fannie Mae and Freddie Mac were 
accused of making “affordable housing” more expensive for minorities and 
low- to moderate-income families and minorities. Many members of the House 
and Senate did not realize that more fl exible underwriting standards inevitably 
opened the door to predatory and abusive lending practices; they sought to 
restrict the activities of such lenders, but on the grounds that they made lending 
more expensive for the groups in question. Their attempts to curb such lending 
were relatively ineffective anyway, partly owing to the diffi culties of defi nition 
and successful court action. 

 The size of the subprime market, and Fannie and Freddie’s role both in 
encouraging its development and in benefi tting from it, were confi rmed by 
the Securities and Exchange Commission’s announcement that it had charged 
six former top executives with securities fraud, alleging that they knew and 
approved of misleading statements claiming the companies had minimal 
holdings of higher-risk mortgage loans, including subprime loans. 11  The details 
of the allegations, if proved, show that Fannie Mae and Freddie Mac made 
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a series of materially false and misleading public disclosures to promote the 
impression that both Enterprises had far less exposure to subprime and Alt-A 
mortgages than in fact existed between December 6, 2006 and August 8, 2008. 
Fannie Mae, for example, excluded its Expanded Approval loans, specifi cally 
targeted towards borrowers with weaker credit histories. The SEC also alleges 
that Fannie Mae’s executives knew and approved of the decision to under-report 
Fannie Mae’s Alt-A loan exposure, when on March 31, 2007 it declared that its 
exposure was 11% of its portfolio of Single Family loans: in fact, it was 18%. 

 The SEC alleges that the former executives and Freddie Mac led investors 
to believe that the fi rm used a broad defi nition of subprime loans and had 
disclosed all of its single-family exposure. But as of December 31, 2006, 
the single-family business was exposed to approximately $141bn of loans 
described internally as “subprime” or “subprime-like,” accounting for 10% of 
the portfolio; it grew to about $244bn or 14% of the portfolio as of June 30, 
2008. As argued elsewhere in this book, the failure to agree a proper defi nition 
of subprime loans was used to their advantage by Fannie and Freddie to 
obscure the issue of risky lending and its link with “affordable housing.” 

 Fannie Mae and Freddie Mac have each entered into a Non-Prosecution 
Agreement with the SEC, which requires each company to accept responsibility 
for its conduct and not dispute the contents of an agreed Statement of Facts 
without admitting or denying responsibility. Each agreed to co-operate with 
the Commission’s litigation against the former executives. 

 That the exposure to risky loans was much greater than admitted at the time 
is illustrated by the details of the allegations set out by the SEC in its Complaint. 
The public disclosures did not include the data on credit risk associated with 
Fannie’s Expanded Approval and low- to moderate-income loans, which was 
reported to and tracked by senior management in terms of acquisition volume, 
delinquencies and credit losses, together with the loans that were reported when 
quantifying its “subprime” exposure in its public fi lings. In other words, all the 
information on loans and Fannie’s strategy contained in internal documents 
does not correspond with the public fi lings. The Complaint sets out numerous 
examples of Fannie’s lack of transparency in its disclosures. The case against 
Freddie Mac is a little different in that it adjusted its Loan Prospector program 
from 1997 to allow for subprime loans (described as A-minus loans) on the 
same terms as an “Accept” loan. Loan Prospector developed over time, but its 
strategy was to continue to purchase what it clearly knew were subprime loans, 
despite information provided to senior executives in meeting notes, warnings 
from its Enterprise Risk Management Committee and data from its LP 
Emulator, tracking the risks associated with subprime loans. The chief concern 
for Freddie Mac appears to have been the lack of adequate compensation for 
purchasing or guaranteeing risky loans. 

 These Complaints are highly signifi cant, as they confi rm that both Fannie 
and Freddie had far greater exposure to a subprime mortgage market than 
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anyone was prepared to acknowledge existed. As of June 30, 2008, Freddie had 
$244bn in subprime loans, when investors were told it had only $8bn. At the 
same time, Fannie had $641bn in Alt-A loans (23% of the single-family loan 
guarantee portfolio), while investors were told that it only had $300bn (11%). 
It is well-known that Freddie started acquiring subprime loans as far back 
as 1997 in order to meet HUD’s housing goals; the Complaint discloses that 
Freddie had a coding system to track “subprime,” “otherwise subprime” and 
“subprime-like” loans in its loan guarantee portfolio even when it denied having 
any appreciable subprime exposure. On the basis of the SEC Complaints, it is 
now possible to estimate Fannie and Freddie’s high-risk loans at $2 trillion. It 
also validates Ed Pinto’s estimate that when the full force of the fi nancial crisis 
hit in 2008, approximately 27 million or 49% of the 55 million outstanding 
single-family fi rst mortgage loans had high-risk characteristics, making them 
far more likely to default. 12  

 That such discrepancies between internal documentary information presented 
to senior executives and public statements, including statutory disclosures, were 
not discovered until 2011 refl ects on the utter ineffectiveness of OFHEO and 
the FHFA; the dilatoriness of Congress in granting neither the resources nor 
the tools to the former in particular; and the effect on the mortgage markets 
of the “affordable housing” ideology, as implemented by the goals set by HUD. 
The responsibilities for the fi nancial crisis go much wider than the executives 
identifi ed in the SEC’s Complaints. 

 For some, the 2008 fi nancial crisis served to clear the minds of the affordable 
housing ideology. What has not attracted much attention is Secretary Geithner’s 
statement in the introduction to the February statement, “our plan champions 
the belief that Americans should have choices in housing that make sense for 
them and for their families. This means rental options near good schools and 
jobs… and access to credit for those Americans who want to own their own 
home… and a helping hand for lower income Americans, who are burdened by 
the strain of high housing costs.” 13  

 Apparently having learnt nothing from the American housing crisis and 
the extensive damage it infl icted on the rest of the world, Prime Minister 
Cameron, when he announced a £930m injection into the housing market, 
said he wanted to make the ‘dream of home ownership’ a reality for more 
people. “You always remember that moment, if you’ve done it, when you get 
that key and you walk into your fi rst fl at. It’s a magic moment. It’s a moment 
I want everyone in this country to have, not just better off people”. 14  His 
words echo those of President Clinton’s announcement of the National Home 
Ownership Strategy in 1995. 

 The scheme he announced is indeed limited, for now. It covers new build 
homes for about 100,000 fi rst time buyers. It is accompanied by an ‘ambitious 
scheme’ to underwrite mortgages for new homes that would allow banks to cut 
deposits to 5% with the government and the builders sharing a proportion of 
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the risk of buyers defaulting on the mortgages with tax payers having to pick up 
a maximum of £1bn in liabilities. Government-backed insurance is a reminder 
of the activities of the Federal Housing Administration. Its insurance scheme is 
supposed to be self-fi nancing, which was not the case, and indeed the FHA itself 
is teetering on the edge of insolvency. Cutting the required deposits to 5% is an 
understandable move with such high house prices, for which there are many 
reasons in the UK. But it does carry serious risks. The scheme is limited at present, 
but once established, political pressures of all kinds will intensify for the scheme 
to be extended. He would do better to consider the proposals put forward by 
David Miles, a member of the Monetary Policy Committee, for the use of various 
forms of outside equity funding, including shared ownership schemes and equity 
loans, enabling families to decide how much risk they wanted to take on. 15  It is 
simply not possible, however desirable, for everyone to own their own homes. 
The American experience over the thirteen years from 1995 to 2008 amply 
demonstrated that. For once, the lessons of history should be surely be learnt. 

   A very early warning 

 The ideology blinded too many to the reality. “The ideal of home ownership is so 
integral a part of the American Dream that its value for individuals, for families, 
for communities, and for society is scarcely questioned … However, critics 
of homeownership point out that the economic benefi ts of homeownership 
for lower income and minority families should also be balanced against its 
fi nancial risks. The lower average incomes and educational achievement of 
these groups make them particularly vulnerable to economic downturns that 
can result in job loss and, eventually, foreclosure.” 

 The report also points out that “many external factors can affect whether 
and at what rate a home’s value increases or decreases. Changes in interest 
rates infl uence the demand for housing and its attractiveness relative to 
other investments. Regional economic downturns … can severely depress 
housing prices. The dynamics of a particular housing market or the fortunes 
of a particular neighborhood can also be strong determinants of local home 
values.” It is a pity that President Clinton did not pay closer attention to these 
words in the report, which was prepared for him as part of the National 
Homeownership Strategy. The dangers of home ownership for those very 
families and minorities he wished to help are clearly spelt out, as well as the 
dangers arising from external factors over which families have no control 
whatsoever and are also ill-equipped to meet: for example, not having 
suffi cient fi nancial resources to ride out the storm. The Urban Policy Brief, 
commissioned by the Department of Housing and Urban Development, was 
prepared in August 1995. 16  

 Other Presidents before Clinton had supported home ownership as part of 
the American Dream, but had not sought to use the agencies of the federal 
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government to turn the dream into a reality. President Clinton’s plan (and to 
a lesser extent that of President Bush) was to ensure that all of the federal 
agencies, working together with all involved in the fi nancing and construction 
of housing from every point of view, would encourage or promote home 
ownership for low-income families and minorities. Much more than that, 
he used the federal agencies and the GSEs, in particular, as the levers at his 
disposal to achieve the target. Five years later he could boast a home ownership 
rate of 67%; although minorities were still lagging behind, they also made 
gains. Clinton set the wheels in motion; Bush did little to stop the juggernaut 
of “affordable” or “subprime lending,” which rolled on without any obstacles 
in its way. But when house prices began to fall and interest rates began to 
rise, almost half of all outstanding mortgages were revealed as subprime. The 
juggernaut shuddered to a halt. 

 The fault did not just lie with the banks, for as Professor Stan Leibowitz 
succinctly expressed it, “From the current handwringings, you’d think that the 
banks came up with the idea of looser underwriting standards on their own, 
with regulators just asleep on the job. In fact, it was the regulators who relaxed 
these standards, at the behest of community groups and ‘progressive political 
forces’.” 17  

 Chairman Bernanke, in his description of the causes of the fi nancial crisis, 
claimed that the “extended use of this model to fi nance subprime mortgages 
through securitization was mismanaged at several points, including the 
initial underwriting, which deteriorated markedly in part because of 
incentive schemes that effectively rewarded originators for the quantity 
rather than the quality of the mortgages extended.” 18  This seems to be an 
extraordinary statement, ignoring as it does the politicians’ insistence on 
affordable housing at the cost of lowering underwriting standards. That 
was all undertaken with federal encouragement and approval. Fannie and 
Freddie’s rush to purchase loans on volume not quality was all undertaken 
to boost their earnings. This is not to suggest that lenders, the originators, 
were not to blame, but their actions have to be seen in the context of two 
decades of federal policy. 

 In a statement to the House Subcommittee on Capital Markets, Insurance 
and the GSEs, Professor Lawrence White elaborated on the range of federal 
responsibilities: “The creation and expansion of Fannie Mae and Freddie 
Mac did not occur in a vacuum. They were, and continue to be, only one 
part of a much larger mosaic of governmental policies, at all levels of 
government, to encourage the construction and consumption of housing … 
explicit subsidies for mortgage fi nance, through the FHA, the Department of 
Veterans Affairs, Ginnie Mae, as well as through some states’ mortgage fi nance 
subsidy programs, implicit subsidies through the GSEs; specialized Charters 
for depositary institutions [thrifts] that are expected to focus on residential 
mortgage fi nance …” 19  Not all of these helped to create the huge subprime 
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market, but this does emphasize the extent to which the federal government 
used so many of the federal agencies as a means of attaining its political aims. 
When it all went wrong, politicians both in the US and elsewhere sought to 
defl ect attention from their own actions by the ever-popular sport of attacking 
and blaming the banks. Of course, many of the banks played their part as 
well, but the prime responsibility is a political one of seeking to increase home 
ownership at any price. 

   What happened to those minority and low-income 
home buyers? 

 It should be a sobering thought that so many people to whom they sought to 
extend the “benefi ts” of home ownership are suffering even more than before. 
It is true that some brought it on themselves by applying for “liar loans” or 
buying property carelessly, but many did not. The situation in the housing 
market is dire, with one in seven borrowers delinquent on their mortgages 
or already in foreclosure, and more than one in four mortgages underwater. 
Various analyses suggest that the number of foreclosures by the time the 
crisis abates could be anywhere between 8 and 13 million (out of 55 million 
mortgages outstanding in 2008). Here is one striking and thorough description 
of what the effects of the fall-out from the affordable housing policy can be 
when market and economic conditions change. 

 Julia Gordon in her statement to the House Subcommittee on Insurance, 
Housing and Community Opportunity, describes the effects of foreclosures 
not just on families losing their homes, but on whole neighborhoods which 
have effectively closed down. States and local authorities have both lost 
revenue and have had to face additional costs, as the large number of vacant 
properties attract crime, arson and squatters. For those who have kept up 
mortgage payments, the value of their property also falls as the foreclosure 
signs go up, with the losses ranging from 0.6% to 1.6% in value. The losses 
may be greater if, with the “no recourse” mortgages, the “owners” trash the 
property before returning the keys to the lender through the mail. Those who 
have owned homes and lost them not only suffer fi nancial losses but also the 
loss of a roof over their head, and all the money and emotion spent in creating 
a home. The crisis also hits tenants, who are affected by foreclosures since 
banks now own the housing stock rather than landlords or investors; although 
tenants now have some legal protection, most will ultimately be forced to 
leave their homes. Some have been kept in their homes through permanent 
loan modifi cation programs via government’s HAMP (Home Affordable 
Modifi cation Program) or proprietary modifi cations, but the numbers in 
foreclosure continue to overwhelm those borrowers who have been helped. In 
the end the federal affordable housing programs have infl icted more pain and 
suffering than anything else on those it has sought to help. 20  
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    The federal government and the housing market 

 In his report to Congress, Geithner sets out the role of private fi nancial 
institutions in the housing fi nance market. “Private markets, subject to strong 
oversight and standards for consumer and investor protection, will be the primary 
source of mortgage credit and bear the burden for losses. Banks and other 
fi nancial institutions will be required to hold more capital to withstand future 
recessions or signifi cant declines in home prices and adhere to more conservative 
underwriting standards that require home owners to hold more equity in their 
homes. Securitization should continue to play a major role in housing fi nance 
subject to greater risk retention, disclosure and other key reforms.” 21  

 However, the report still contains signs of a lingering “affordable housing” 
ideology with its references to the “government’s vital support for affordable 
housing in a more effective and transparent manner.” All of the options involve 
government intervention, either in the form of insurance, the use of some of 
the existing federal agencies, or “catastrophic” reinsurance behind signifi cant 
private capital. There are no clear details of what this would mean in practice, 
nor the extent to which government would be exposed to further costs at a 
time of crisis. 

 The continued use of the FHA to insure mortgages is yet another example 
of the involvement of a federal agency in making homes affordable to those 
who cannot afford to purchase a property. As such, it will be open to abuse, 
albeit on a smaller scale. The scandals of the seller down-payment fraud 
should not be forgotten, likewise the fact that the FHA Mutual Mortgage 
Insurance Fund teetered on the brink of insolvency even when its minimum 
reserve requirements were set at 2%. The FHA mortgage insurance program is 
designed to help low- and moderate-income families become home owners by 
lowering some of the costs of their mortgage loans. FHA mortgage insurance 
also encourages lenders to approve mortgages for otherwise creditworthy 
borrowers who might not be able to meet conventional requirements by 
protecting the lender against default. The meaning of “otherwise creditworthy” 
borrowers in this context is somewhat unclear. There is a direct endorsement 
program in place which allows lenders to underwrite and close the mortgage 
loan without prior HUD approval or review. Lenders are supposed to comply 
with all relevant HUD regulations and to evaluate the borrower’s ability to 
repay the mortgage debt. However, many examples of fraud or failure to 
follow the required underwriting standards have come to light, partly through 
referrals from HUD to the Offi ce of the Inspector General. 22  

 Some are worried about the present situation with the FHA, seeing it 
as another black cloud on the horizon. The annual actuarial report on its 
insurance fund shows that it was well below the statutory limit of 2% (0.5%) 
at the end of the fi scal year, 2010, a statutory specifi c percentage, which is itself 
quite inadequate for the risks taken on the FHA. Its market share of mortgage 
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originations is now 25%; it had inadequate systems and resources for a market 
share of 10–15%, and its insurance fund may become insolvent, faced with a 
continuing rise in foreclosures. Another bail-out may be required. 

 Once a federal agency is seen to be backing loans which the borrower cannot 
afford, or which politicians and community action groups think they  should  be 
able to afford, the whole sorry saga will begin again. The scheme is unlikely to 
provide a suitable basis for another attempt to provide mortgages to those on low 
and moderate incomes. Successive federal governments have failed to provide 
HUD with adequate resources for its oversight of its own programs, Fannie Mae 
and Freddie Mac, or the Federal Housing Administration. The reports of the 
Offi ce of the Inspector General, both the brief reports on limited examinations 
of specifi c programs, and the overviews all reinforce the point time and time 
again. It seems to be a role that demands the utmost patience on the part of the 
Inspector General, as so many reports result in such little improvement. 

   Fannie Mae and Freddie Mac should be phased 

out of existence 

 The federal role in the secondary market was designed to achieve two public 
purposes: to help ensure a steady supply of fi nancing for residential mortgages, 
and to provide subsidized assistance for mortgages for housing for low- and 
moderate-income families. As far as the latter is concerned, the subsidies made 
very little impact on the cost of loans for the target group. The government 
achieved the latter policy by using Fannie Mae and Freddie Mac to increase the 
liquidity of mortgages and mortgage-backed securities. The GSEs were thought 
to be essential for this purpose. But they are not. 

 The Enterprises had such a purpose when banks in the US were restricted 
to operating in only one state, and then only allowed to open branches with 
the approval of the regulators. In many states, banks were prohibited from 
operating more than one branch offi ce. The result was that the banking 
system consisted of very small banks, even as late as 1994: in June of that 
year, there were 8,614 FDIC-insured fi nancial institutions with deposits of 
less than $100m. 

 The origins of the GSEs are to be found in the restructuring of the banking 
system after the Great Depression, with the establishment of the FHA in 
1934, followed by splitting Fannie Mae into two parts, Ginnie Mae and 
Fannie Mae, in 1968. Fannie Mae then became the hybrid organization it is 
now, with competition from the then newly established Freddie Mac, created 
with the same purpose in 1970. Both GSEs were to ensure liquidity in the 
housing market by purchasing conventional, non-guaranteed loans originated 
by the Savings & Loans and other depository institutions, through buying 
the mortgages and repackaging them as bonds. Both grew rapidly during the 
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Savings & Loans crisis (1979–1981), which was partly due to very small 
thrifts, inevitably with a small deposit base, lending long and borrowing 
short. Then interest rates began to rise, and savers turned to the better interest 
rates offered by the money markets. Fannie Mae and Freddie Mac provided 
the remaining thrifts with liquidity and a means of selling their conventional 
loans and their adjustable rate mortgages, which were allowed after 1991. 
 Then , the GSEs did have a role in providing liquidity to the market. That role 
is no longer necessary. 

 The banking system was transformed in 1994 with the passage of the 
Riegle-Neal Interstate Banking and Branching Effi ciency Act, which allowed 
banks to operate widespread interstate branching networks, virtually for the 
fi rst time in American history. Prior to the Act, there were only ten commercial 
banks operating a total of 30 branches across state lines. The bill led to a 
spate of mergers and acquisitions, creating many more large banks. Such 
banks do not need Fannie Mae and Freddie Mac to create liquidity. They can 
build up much larger deposit and savings bases, and sell their own private 
label securities. Chairman Greenspan spelt out as much in his testimony to the 
Senate Committee on Banking in 2004: “The key to developing markets was 
securitization, and Fannie and Freddie played a critical role in developing and 
promoting mortgage securitization … Securitization by Fannie and Freddie 
allows mortgage originators to separate themselves from almost all aspects of 
risks associated with mortgage lending … This development was particularly 
important before the emergence of truly nationwide banking institutions 
because it provided a dramatically improved method for diversifying mortgage 
credit risk … During the 1980s, the GSEs led the private sector in innovation, 
and their contribution enhanced the stability of our fi nancial markets. Mortgage 
securitization continues to perform this crucial function, and  its techniques 
have now been applied by the private sector in many markets … Moreover, 
credit supply is far more stable today than it was because it is now founded on 
a much broader base of potential sources of funds. The aspiring home owner 
no longer depends on the willingness of the commercial bank or savings and 
loan association to hold his or her mortgage .” 23  Any argument that the GSEs 
were no longer necessary would simply not have been heard at that time. 

 As the GSEs are being phased out over a number of years (a period 
which should be fi xed, as otherwise there is a danger that the GSEs might 
be resurrected), and as the market slowly recovers, then the private mortgage 
market will eventually be able to fi ll the gap. 24  Professor Jaffee argues that 
the “private market mortgages will be intrinsically safer, with default and 
foreclosure outcomes that more closely resemble the European markets than 
the recent US experience.” He bases this on the argument that “mortgage 
default is costly to all parties” and that risk would be priced effectively, with 
the full cost of the risks being met by the banks and investors. 25  This might 
well be too optimistic a view, unless it is clearly recognized that the proper 
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functioning of the mortgage fi nance market will depend on good lending and 
underwriting practices properly enforced, with the “no recourse” option for 
mortgages being removed. 26  

 There are, however, two risks which were peculiar to the US mortgage 
market: the affordable housing ideology, and the lowering of underwriting 
standards which were part of it; and the implicit government guarantee for 
GSEs’ MBSs. The removal of these two elements would have the benefi t of 
allowing the mortgage fi nance market to develop as a private market along 
European lines. Those looking to the future development of US mortgage 
fi nance are increasingly looking to the European markets (as opposed to 
the repeated refrain over the years that the US mortgage market was “world 
class” and “the envy of the world”). They note that many other industrialized 
countries without GSEs have achieved home ownership rates comparable with 
that of the US, or even higher. 

 Bernanke points out the diffi culties in successful mortgage securitization. 
The conditions are that for the ultimate investors to be willing to acquire and 
trade MBSs, they must be persuaded that the credit quality of the underlying 
mortgages is high (or even know with a high degree of certainty exactly what 
the quality of such mortgages is), and that the origination-to-distribution 
process is managed so that originators, such as mortgage brokers and bankers, 
have an incentive to undertake careful underwriting. Because the pools of 
assets underlying mortgage-backed securities have highly correlated risks, 
including interest-rate, prepayment and credit risks, the institutions and other 
investors that hold these securities must have the capacity to manage their 
risks carefully. Mortgage-backed securities are complex amalgamations of 
underlying mortgages; they may also be diffi cult to price. So transparency about 
the underlying assets and the mortgage-backed security itself is essential. 27  The 
Chairman is undoubtedly entirely correct, but unfortunately these conditions 
were not met in the years prior to the crisis. Various aspects of the process 
were not regulated or were inadequately regulated, and that is where full 
and detailed regulatory preparation will need to be made. The private label 
MBS market virtually ceased to exist and is unlikely to return in the current 
circumstances, but presumably will do so in the future. 

 With fears about the safety of the private label MBS (and the array of 
complex fi nancial instruments which also helped to bring about the collapse 
of the market), policy makers will no doubt consider the use of covered bonds. 
These are debt obligations issued by fi nancial institutions and secured by a pool 
of high-quality mortgages and other assets, and are a major source of mortgage 
funding in a number of European mortgage markets with about $3 trillion 
outstanding in 2008. Such instruments are subject to statutory and supervisory 
regulation, designed to protect the interests of covered bond investors from 
the risk of insolvency of the issuing bank. The government generally provides 
strong assurances to investors by having bank supervisors ensure that the cover 
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pool assets backing the bonds are of high quality and that the cover pool is 
well-managed. The market has survived the ongoing crisis well, but investors 
are aware that covered bonds cannot be regarded as risk free and both the 
bank’s status and the country of the issuer are more serious considerations than 
they were in the past. 

 A look at homeownership rates in 2008 shows that despite all the efforts of 
the GSEs and the affordable housing programs, compared with Europe the US 
ranks only ninth out of 17 developed countries, even when home ownership 
was at its peak (67.8%). 28  Foreclosure rates are much lower in European 
countries compared with the higher levels of foreclosures in the US, even for 
the UK, Spain and Ireland. This is why some in the US are looking to Europe, 
as they see a fully privatized market operating successfully without the array 
of federal agencies and implicit government guarantees. 

 In doing so, they note that “no recourse” mortgages do not exist. In the US, 
legal access to recourse varies from one state to another: even where it is allowed, 
it is often not applied, at least until recently. The lack of recourse application 
arises because a bank must meet quite stringent consumer protection conditions 
before it can obtain a recourse judgment. Borrowers can always apply for a 
relatively easy bankruptcy. In Europe, it is possible for a lender to repossess the 
property, although it is not an option that lenders wish to exercise, except as a 
last resort; they prefer to renegotiate the terms of the loan, if possible. The “no 
recourse” approach, as noted, does mean that the borrower simply walks away 
from the property, often trashing it before s/he goes. From this, it can be seen 
that many aspects of alternative approaches are being examined in detail, and 
need to be examined in detail, before America takes the plunge into a world 
without Fannie, Freddie and all the other federal agencies. Policy makers in the 
US can see that other markets have not only functioned well without Fannie 
and Freddie, but most have survived in a somewhat better shape. 

   And the rest of the world? 

 The future of mortgage fi nance in the United States has become a matter 
of international concern, given the continuing global fi nancial crisis, which 
clearly started with problems in the US subprime sector. One rarely-noticed 
feature of the crisis is that the subprime mortgage market was much larger 
than has generally been acknowledged, involving some 26 million out of 
the outstanding 55 million mortgages in 2008. The use of what were very 
often subprime loans as part of complex and opaque fi nancial instruments, 
including mortgage-backed securities, with tranches of loans of varying 
quality, credit default swaps (CDSs), collateralized debt obligations (CDOs) 
and credit derivatives magnifi ed the crisis. Risk assessments increasingly 
lacked clarity, and the incentives for due diligence, never very strong, became 
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weaker. Loan originators concentrated on volume in order to generate fees. 
Balance sheets had become more opaque. Reliance on wholesale funding 
increased systemic risk. 

 That was the background. Then falling house prices and higher interest rates 
led to a rising tide of defaults, and the very complex instruments, which had 
seemed such an innovative way of distributing risk, now undermined price 
discovery, freezing the market and bringing securitization to a halt. The use 
of CDOs and special investment vehicles meant that no one knew which 
banks and other fi nancial institutions held which assets, or anything about 
their quality. As a result, banks were unwilling to lend to each other, thereby 
causing the credit crunch. That quickly spread to other advanced economies, 
because MBSs and other instruments were widely held by fi nancial institutions 
as well as by central banks. Through these direct exposures and associated 
funding problems, banks throughout Europe were quickly affected, with some 
signifi cant banks having to be rescued or merged with others. 

 The sheer size of the US fi nancial market and its central role as an investment 
destination contributed to the rapid spread of the crisis. At the time, US 
fi nancial assets constituted about 31% of global fi nancial assets, and the US 
dollar share in reserve currency assets is about 62%. It is not, however, just a 
question of size, but also of confi dence. It is sometimes argued that the direct 
exposure to US subprime was not so large as to cause the fi nancial crisis, but 
that is to miss the point. It was both the complexity and the opacity of the 
new structured investment instruments, including the repackaging of US asset-
backed securities, which made it diffi cult to identify counterparties’ exposure 
to the subprime. The shock was further intensifi ed by the fact that foreign 
banks had substantially increased their cross-border dollar liabilities in recent 
years, partly to fund their purchases of dollar assets, such as US asset-backed 
securities. To all of these issues, the facts of instant communication and media 
speculation should be added, as well as the interconnectedness of the banks and 
other fi nancial institutions, especially between developed countries. All of these 
factors help to explain how a “domestic housing slump turned into a global 
fi nancial crisis,” 29  and one which seems never-ending as it takes yet another 
twist and turn, with continuing anxieties about the safety and soundness of the 
banking system and sovereign debt. 

 All of this seems a far cry from the introduction of the National 
Homeownership Strategy in 1995. But that was the fi rst step towards the 
unchecked and largely unregulated growth of the subprime mortgage market 
with all the consequences for the rest of the world. Then President Clinton 
said, “The goal of this strategy, to boost homeownership to 67.5% by the year 
2000, would take us to an all-time high, helping as many as 8 million American 
families to cross that threshold …  and we’re going to do it without spending 
more tax money .” If the former President were to say that again today, he 
would be greeted by hollow laughter echoing around the globe.   
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James H. Maloney Member Member Member

Darlene Hooley Member Member Member

Julia Carson Member Member Member

Robert A. Weygand Member Member

Brad Sherman Member Member Member

Max Sandlin Member Member Member

Gregory Meeks Member Member Member

Barbara Lee Member Member Member

Virgil H. Goode, Jr. Member

Bernard Sanders Member Member Member

Frank R. Mascara Member Member

Paul Ryan Member

Doug Ose Member Member

John Sweeney Member

Judy Biggert Member Member

Lee Terry Member

Mark Green Member Member

Patrick Toomey Member Member

Jay Inslee Member Member

Janice Schakowsky Member Member

Dennis Moore Member Member

Charles Gonzalez Member Member

Stephanie Tubbs Jones Member Member

Michael Capuano Member Member

Michael P. Forbes Member

Michael G. Oxley Chairman

Paul E. Gillmor Member
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Member Member Chairman Chairman

Member Member Member Member

Member Member Member Member

Member Member Member Member

Member Member Member Member

Member Member Member Member

Member Member Member Member

Member Member Member Member

Member Member

Member Member

Member Member Member Member

Member Member Member Member

Member Member

Member Member

Member

Member Member Member Member

Member

Member

Member

Member Member Member Member

Member Member Member Member

Chairman Chairman

Member Member
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Christopher Cox Member

Christopher Shays Member

John B. Shadegg Member

Gary G. Miller Member

Eric Cantor Member

Felix J. Grucci, Jr. Member

Melissa A. Hart Member

Shelley Moore Capito Member

Mike Ferguson Member

Mike Rogers Member

Patrick J. Tiberi Member

Harold E. Ford, Jr. Member

Ruben Hinojosa Member

Ken Lucas Member

Ronnie Shows Member

Joseph Crowley Member

William Lacy Clay Member

Steve Israel Member

Mike Ross Member

Mark Kennedy

Tom Feeney

Jeb Hensarling

Scott Garrett

Tim Murphy

Ginny Brown-Waite

J. Gresham Barrett

Katherine Harris

Rick Renzi

Jim Gerlach

Carolyn McCarthy

Joe Baca

Jim Matheson

Stephen F. Lynch

Brad Miller

Rahm Emanuel

David Scott

Artur Davis

Chris Bell

Deborah Pryce

Stevan Pearce

Randy Neugebauer

Tom Price

Michael G. Fitzpatrick

Geoff Davis
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Member Member Member

Member

Member Member Member Member

Member

Member Member Member

Member Member

Member Member

Member Member Member Member

Member

Member Member

Member Member Member Member

Member Member

Member

Member Member

Member Member Member

Member Member Member Member

Member Member Member Member

Member

Member Member Member

Member Member Member Member

Member Member

Member Member

Member Member Member Member

Member Member Member Member

Member Member Member Member

Member Member

Member Member Member Member

Member Member Member Member

Member

Member Member Member Member

Member Member

Member

Member Member

Member Member

Member Member Member

Member Member Member

Member

Member Member
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Patrick T. McHenry

John Campbell

Al Green

Emanuel Cleaver

Melissa L. Bean

Debbie Wasserman Schultz

Gwen Moore

Lincoln Davies

Paul W. Hodes

Keith Ellison

Ron Klein

Tim Mahoney

Charles A. Wilson

Ed Perlmutter

Christopher S. Murphy

Joe Donnelly

Bill Foster

Andre Carson

Jackie Speier

Don Cazayoux

Travis Childers

Adam H. Putnam

Michele Bachmann

Peter J. Roskam

Kenny Marchant

Thaddeus McCotter

Kevin McCarthy

Dean Heller

Walt Minnick

John H. Adler

Mary Jo Kilroy

Steve Dreihaus

Suzanne Kosmas

Alan Grayson 

Jim Himes

Gary Peters

Dan Maffei

Bill Posey

Lynn Jenkins

Christopher Lee

Erik Paulsen

Leonard Lance

Source: Committee on Financial Services website www.fi nancialservices.house.gov.
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Member Member Member

Member Member Member

Member Member Member

Member Member Member

Member Member Member

Member

Member Member Member

Member

Member Member

Member Member

Member Member

Member

Member Member

Member Member

Member

Member Member

Member Member

Member Member

Member Member

Member

Member Member

Member Member

Member Member

Member

Member Member

Member Member

Member Member

Member

Member

Member

Member

Member

Member

Member

Member

Member

Member

Member

Member

Member

Member

Member
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Membership of Senate Banking, Housing and 

Urban Affairs Committee

105th Congress 

(1997–1998)

106th Congress 

(1999–2000)

107th Congress 

(2001–2002)

Alfonse M. D’Amato Chairman

Phil Gramm Member Chairman Member

Richard C. Shelby Member Member Member

Connie Mack Member Member

Lauch Faircloth Member

Robert F. Bennett Member Member Member

Rod Grams Member Member

Wayne Allard Member Member Member

Michael B. Enzi Member Member Member

Chuck Hagel Member Member Member

Paul S. Sarbanes Member Member Chairman

Christopher J. Dodd Member Member Member

John F. Kerry Member Member

Richard H. Bryan Member Member

Barbara Boxer Member

Carol Moseley-Braun Member

Tim Johnson Member Member Member

Jack Reed Member Member Member

Rick Santorum Member Member

Jim Bunning Member Member

Mike Crapo Member Member

Charles E. Schumer Member Member

Evan Bayh Member Member

John Edwards Member

Zell Miller Member

Thomas R. Carper Member

Debbie Stabenow Member

Jon S. Corzine Member

Daniel K. Akaka Member

John Ensign Member

John E. Sununu

Elizabeth Dole

Lincoln D. Chafee

Mel Martinez

Robert Menendez

Daniel K. Akaka

Sherrod Brown

Robert P. Casey
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108th Congress 

(2003–2004)

109th Congress 

(2005–2006)

110th Congress 

(2007–2008)

111th Congress 

(2009–2010)

Chairman Chairman Member Member

Member Member Member Member

Member Member Member

Member Member Member

Member Member Member

Member Member

Member Member Chairman Chairman

Member Member Member Member

Member Member Member Member

Member Member

Member Member Member Member

Member Member Member Member

Member Member Member Member

Member Member Member Member

Member

Member Member Member

Member Member

Member Member

Member Member Member

Member Member Member

Member

Member Member

Member Member

Member Member

Member Member

Member
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Jon Tester

Herb Kohl

Mark R. Warner

Jeff Merkley

Michael F. Bennet

Bob Corker

Jim DeMint

David Vitter

Mike Johanns

Kay Bailey Hutchison

Judd Gregg

Source: Congressional Directory, U.S. Government Printing Offi ce website http://www.gpo.gov/
fdsys/browse/collection.action?collectionCode=CDIR.

Fannie and Freddie’s contributions to members 

of the House Committee on Financial Services

Member 105th Congress 

(1997–1998)

$

106th Congress 

(1999–2000)

$

107th Congress 

(2001–2002)

$

Fannie Freddie Fannie Freddie Fannie Freddie

Ackerman, G M M 500 M 500

Adler, J

Baca, J

Bachmann, M

Bachus, S M 1,000 6,000 M 4750 M 5,750 750

Baker, R M 2,500 9,000 M 1,000 M

Barr, R M M 500 M

Barrett, T M 500

Barrett, J. G.

Bean, M

Bell, C 1000**

Bentsen, K M 1,000 2,250 M 11,500 5,250 M 26,750 8,358

Bereuter, D M 1,000 M 500 M

Biggert, J M 250 M 1,500 500

Brown-Waite, G

Campbell, T M M

Campbell, J

Cantor, E M 500 500
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Member Member

Member

Member

Member

Member

Member

Member

Member

Member

Member

Member

108th Congress 

(2003–2004)

$

109th Congress 

(2005–2006)

$

110th Congress 

(2007–2008)

$

111th Congress 

(2009–2010)

$

Fannie Freddie Fannie Freddie Fannie Freddie Fannie Freddie

M M 1,000 1,000 M 2,000 1,000 M

1000** M

M 3,800 1,000 M 6,200 1,000 M 5,500 3,000 M

1350* M 3,500 3,500 M

M 9,750 500 M 9,000 10,000 M 10,000 11,500 M

M M 10,000 3,500 500*

M 6,250 M 4,000 M 6,000 1,000 M

M 11,500 8,500 M 10,000 11,249 M

M 1,500

M 2,000 M 4,000 M 8,500 1,000 M

M 5,500 M 8,000 1,000 M 5,500 1,000

M 1,000 M M

2000* 10,000* 1,500* 10,000* 2,000 250*
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Capito, S M 5,500 750

Capuano, M M M 1,000

Carson, J M M 2,000 M 750

Carson, A

Castle, M M M M 1,500 500

Cazayoux, D

Childers, T

Clay, W. L. M 1,000

Cleaver, E

Cook, M M M 500

Cox, C M

Crowley, J M 1,500 250

Davis, A

Davis, G

Davis, L

Donnelly, J

Dreihaus, S

Ehrlich, R M

Ellison, K

Emanuel, R 5,750** 25,000**

Feeney, T

Ferguson, M 1,500** M 750

Fitzpatrick, M

Foley, M M

Forbes, M M 2,000

Ford, H M 500 4,902

Fossella, V M 2,000 M 1,000

Foster, W

Fox, J M 2,000

Frank, B M M 2,000 500 M 1,500

Garrett, S

Gerlach, J

Gillmor, P M 500

Gonzalez, H M

Gonzalez, C 500** M 1,500 M 1,000 500

Goode, V M

Grayson, A 

Green, A

Green, M M M

Table (Continued)



APPENDIX    349

M 2,000 M 5,000 1,000 M

M 2,000 M 1,000 M 1,000 M

M 1,000 M 1,000

M 4,000 250 M

M 1,200 M 2,000 M 4,000 M 500

M 4,500

M 5,000 M

M 2,500 500 M 4,250 M 1,000 1,000 M

M 4,000 1,000 M 2,000 1,000 M

M 5,500 2,750 M 5,000 3,200 7,000* 1,000*

M 3,000 750 M 6,000 1,000 1,000*

1,000** 1,000** M 10,000 2,250 M 7,500 1,000

500** M 3,500 1,000

M 3,500 M

M

M 2,500 M

M 4,000 1,000 5,000* 10,000*

M 1,000 1,000 M 5,000 250 M 2,000

200* 250*

M 7,000 2,000 500*

M 9,750 2,000 M 6,200 500

M 3,000 M 2,250 2,500*

M 5,000 M

M 7,000 4,250 M 7,950 5,000 C 6,250 5,500 C

M M M M

M 2,000 M 7,500 1,250 M 7,000 M

M M 2,000 2,500* 1,000*

1,000* 2,000* 2,000*

M

M 3,000 1,000 M 1,000 M

M 2,250
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Grucci, F 750** M

Gutierrez, L M 250 M M

Harris, K 500**

Hart, M 500 M 2,000

Heller, D

Hensarling, J 500**

Hill, R M 1,251 M

Himes, J

Hinchey, M M

Hinojosa, R M 1,000

Hodes, P

Hooley, D M 750 M 2,500 250 M 1,250 500

Inslee, J M 250 250 M 250

Israel, S M 1,050 250

Jackson, J M 2,000 2,500*

Jenkins, L

Jones, S. T. M 3,000 1,000 M 7,500

Jones, W M 500 M M 2,250

Kanjorski, P M 1,750 M 1,000 4,000 M 17,250 8,750

Kelly, S M 250 1,000 M M 500

Kennedy, J M

Kennedy, M

Kilpatrick, C M 250 500*

Kilroy, M

King, P M 2,750 M 2,000 M 1,000

Klein, R

Kosmas, S

LaFalce, J M 3,009 4,500 M 6,226 M 15,750 2,250

Lance, L

LaTourette, S M M M

Lazio, R M 3,250 12,000 M 16,100 6,500

Leach, J C C M

Lee, B M M M

Lee, C

Lucas, K M

Lucas, F M M 750 M 500

Lynch, S

Maffei, D

Mahoney, T
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M 500 M 2,000 M M

M 8,000 1,250 M 9,000 1,000

M 1,000

M 5,000 1,000

M 2,250 500 M M M

250** M

M 2,000 1,500 M 4,000 2,000 M 3,000 1,000 M

M 4,450 1,000 M

M 5,000 2,500 M 11,500 3,000 1500*

M

M 2,500 250 M 4,000 3,000 1,000**

3,000* 3,000* 250* 3,250*

M

2,000* 2,000* 1,000* 3,000* 3,000*

M M M M

M 8,000 3,000 M 8,500 5,000 M 7,500 4,500 M

V 1,000 V

M 7,000 M 2,000

250* 1,000* 1,000* 2,000*

250** M

M 1,500 M M M

M 9,000 2,000 M

M

M

M 3,500 M 2,000 4,500 M 5,500 2,000

M M

M 3,000 250 M 5,000 2,000 1,000*

M

M

M 1,750 M M M

M 2,000 M 3,000 1,000 M 15,500 1,000 M 4,000

750* M

500** M 9,500 1,000
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Maloney, C M 1,000 1,000 M 1,500 4,000 M 4,000 5,000

Maloney, J M M 1,250 500 M 1,500 750

Manzullo, D M M M 250

Marchant, K

Mascara, F M M

Matheson, J

McCarthy, C

McCarthy, K

McCollum, W V V 2,000

McCotter, T

McHenry, P

Meeks, G M M M 500

Metcalf, J M M

Miller, B

Miller, G M 750 750

Minnick, W

Moore, D M 250 M

Moore, G

Murphy, T

Murphy, C

Neugebauer, R

Ney, R M M 500 M 10,750 750

Ose, D M M 1,000 500

Oxley, M C 250

Paul, R M M M

Paulsen, E

Pearce, S

Perlmutter, E

Peters, G

Posey, W

Price, T

Pryce, D 1,000** 2,000** 750** 2,000**

Putnam, A

Redmond, W M

Renzi, R

Riley, R M 250 M 500 250 M

Rogers, M M 500 500

Roskam, P

Ross, M M 750 1,300
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M 2,750 M 5,500 2,500 M 5,500 1,000 M 240

M M M M

M 7,000 M

M 5,000 1,000 M 10,000 3,500 5,000*

M M 2,000 1,000 M 2,500 M

M 2,000 1,000 M

M 2,000 M

M 4,000 M 5,000 1,000 M

M 2,000 M 4,000 1,000 M 5,500 1,000 M

M 5,500 1,000 M 3,000 3,500 M 4,000 1,000 M

M 9,250 1,000 M 10,000 2,500 M 10,000 3,250 M

M

M 5,500 2,000 M 10,000 3,300 M 4,500 1,000 M

M 3,250 1,000 M 3,000 1,000 M

M

M 3,000

M 6,500 M 10,000 3,500 M

M 7,100 1,350 M 4,500 9,750

M

C 250 2,000 C

M M M 3,500 M

200** M

M 4,000 M 1,000

M M

M

M

M 2,500 M M

1,000* M 10,000 10,500 M 5,000 1,500

M 10,000 M

M 10,250 M 10,000 4,000 3,000* 1,000*

1,000* 250* 2,000* 2,000**

400** 1,250** M 7,500 2,500

M 2,500 1,000*
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Roukema, M M M 2,500 M

Roybal-Allard, L M 1,550 1,000* 2,000*

Royce, E M 500 M 4,400 3,750 M 5,850 3,000

Ryan, P M 250

Ryun, J M M M 500

Sanders, B M M M

Sandlin, M M M 1,250 M 19,450 250

Schakowsky, J M M

Schultz, D. W.

Schumer, C M

Scott, D 500**

Sessions, P M 472 2750* 1000*

Shadegg, J M 500

Shays, C 500** M

Sherman, B M M 250 M 2,750

Shows, R M 500

Snowbarger, V M 1,005

Speier, J

Sweeney, J M 2,500 500*

Terry, L M 1,000

Tiberi, P 500** M 750 350

Toomey, P M 500 M 5,550 500

Velazquez, N M 750 M 1,000 M 1,000

Vento, B M 1,000 4,500 M 6,000

Waters, M M M M

Watt, M M 1,750 M 500 250 M

Weldon, D M M M 500

Weygand, R M 1,000 M 6,210

Wilson, C

Total 33,285 42,250 89,436 28,250 155,900 45,910

#1500 #2000 #11250 #12750 #26000

Number of 

recipients

27 9 35 15 43 30

#2 #1 #10 #7 #3

Note: C = Chairman of the Committee, V = Vice Chairman of the Committee, M = Member of 
the Committee.
# Total of contributions for past or future Committee members.
*Not Committee member in Congress during which campaign contribution made (member previously).
**Committee member in subsequent Congress.
Source: Center for Responsible Politics www.OpenSecrets.org.
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1,000* 2,000* 2,000*

M 5,650 3,500 M 250 1,000 M M

250* 1,000* 1,750*

M 3,500 M 5,000 200*

M 250 M

2,000*

500** M 3,250 1,500 2500*

M 3,750 250 M 5,000 M 7,500 M

1,500* 2,500* 500*

M

M M M 2,000

M 5,000 1,000 M 4,000 1,000 M 3,000 1,000 M

M M

1,000* 10,000*

M 2,000 M 2,100 6,000 8,500* 2,000*

M

M 2,250 M 4,000 3,000 M 5,500 3,000 M

M 6,300 M 7,500 M 1,000 1,000 M

M 2,500 M 3,500 2,000 M 3,000 1,000 M

250** M 6,000 1,000 M

205,300 36,100 299,700 121,000 294,200 84,249 4,740 0

#16500 #1200 #38150 #6850 #76750 #14150 #500 #250

54 25 59 41 58 40 3 0

#14 #2 #12 #7 #26 #11 #1 #1
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Fannie and Freddie’s contributions to members of the Senate 

Banking, Housing and Urban Affairs Committee

105th Congress 

(1997–1998)

$

106th Congress 

(1999–2000)

$

107th Congress 

(2001–2002)

$

Fannie Freddie Fannie Freddie Fannie Freddie

Akaka, 

Daniel 

M

Allard, Wayne M M 3,750 M 13,500 3,000

Bayh, Evan 500** M 1,000 M 5,000

Bennet, 

Michael 

Bennett, 

Robert 

M 500 M M 22,750

Boxer, 

Barbara

M 5,250

Brown, 

Sherrod

Bryan, 

Richard 

M 500 2,000 M

Bunning, Jim M M

Carper, 

Thomas 

M 1,000

Casey, Robert 

Chafee, 

Lincoln 

Corker, Bob

Corzine, Jon M

Crapo, Mike M 500 M

D’Amato, 

Alfonse 

C 10,300

DeMint, Jim

Dodd, 

Christopher 

M 4,250 7,000 M 9,000 M 15,750 11,000

Dole, 

Elizabeth

1,000**

Edwards, 
John

M

Ensign, John 1,300** M

Enzi, Michael M M M 2,000

Faircloth, 

Lauch

M 2,000 4,000

Gramm, Phil M C 13,880 M
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108th Congress 

(2003–2004)

$

109th Congress 

(2005–2006)

$

110th Congress 

(2007–2008)

$

111th Congress 

(2009–2010)

$

Fannie Freddie Fannie Freddie Fannie Freddie Fannie Freddie

1,000** M M

M M M

M 14,500 1,000 M 2,600 2,000 M M

M 1,500

M 8,250 3,000 M 8,500 7,000 M 3,500 8,999 M 2,400

2,250* 1,000* 2,250*

M 10,000 3,000 M

M 3,652 M M 2,500 1,000 M

M 14,000 4,889 M 14,400 8,250 M

M 5,000 1,000

M 7,500*

6,250** 1,000** 500** M

M M

M 2,250 3,500 M M 2,500 1,000 M

M

M 14,750 1,000 M 5,000 C 24,350 25,500 C

M M M

M 1,000 M M 10,000 2,500
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Grams, Rod M M

Gregg, Judd

Hagel, Chuck M 1,000 M M 1,000

Hutchison, 
Kay Bailey

Johanns, 

Mike

Johnson, Tim M M 13,000 M 17,000 6,500

Kerry, John M 3,500 M 1,000* 5,000 500*

Kohl, Herb

Mack, 
Connie

M M

Martinez, 

Mel

Menendez, 

Robert

Merkley, Jeff

Miller, Zell 250** M

Moseley-

Braun, Carol

M 1,950 2,300

Reed, Jack M 500 M M 21,750 11,500

Santorum, 

Rick

M 6,500 4,000 M

Sarbanes, 

Paul 

M 1,000 M 23,000 2,000 C

Schumer, 

Charles 

M M

Shelby, 

Richard 

M 1,000 5,000 M M 16,250 1,250

Stabenow, 

Debbie

M 250 500

Sununu, John 

Tester, Jon

Vitter, David

Warner, Mark 

Total 31,250 20,800 69,630 13,000 115,750 36,750

#500 #2,550 #1500

Number of 

recipients

11 6 8 5 11 8

#1 #3 #2

Note: C = Chairman of the Committee, M = Member of the Committee.
# Total for past or future (non-current) Committee members.
*Not Committee member in Congress during which campaign contribution made (member previously).
**Committee member in subsequent Congress.
Source: Center for Responsible Politics www.OpenSecrets.org.
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M

M M M

M

5,490** M

M 1,000 M 5,000 11,000 M 5,500 M

57,750* 30,000* 2,000*

M

2750** M 1,500 M 1,500

10,000** 7,000** M 1,500 M

M

M

M 10,750 M 3,500 2,000 M 7,500 4,000 M

M 2,750 500 M 14,100 1,250

M 2,500 2,000 M

M 20,250 1,000 M M M 500

C 27,000 C M M

M 5,200 500 M 5,000 10,000 1,000*

M 500 M M

500** M 3,500 M

M 2,000

1,250** 5,550** M 1,000

123,200 22,541 54,600 46,500 77,350 46,999 500 6,900

#62750 #30000 #19000 #14250 #6500 #12540

12 12 8 8 12 8 1 4

#3 #1 #4 #3 #4 #4
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Years in which Fannie Mae was a top 100 contributor to the 

campaign fund of a member of the House Financial Services 

Committee

Member 106th Congress 

(1999–2000)

$

107th Congress 

(2001–2002)

$

James A. Leach

Bill McCollum
Marge Roukema 2,500

Doug Bereuter
Richard H. Baker
Rick Lazio 23,850

Spencer Bachus, III

Michael Castle

Peter King
Tom Campbell
Edward Royce

Frank D. Lucas

Jack Metcalf
Robert Ney

Robert L. Ehrlich, Jr.
Bob Barr
Jon Fox
Sue W. Kelly
Ron Paul
Dave Weldon
Jim Ryun

Merrill Cook
Vince Snowbarger
Bob Riley
Rick Hill
Pete Sessions
Steven C. LaTourette

Donald A. Manzullo
Mark Foley
Walter B. Jones, Jr.
Bill Redmond
Vito Fossella

Henry B. Gonzalez
John J. LaFalce 15,750

Bruce F. Vento
Charles E. Schumer

Barney Frank
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108th Congress 

(2003–2004)

$

109th Congress 

(2005–2006)

$

110th Congress 

(2007–2008)

$

111th Congress 

(2009–2010)

$

10,000

4,000

5,650

1,750

7,100

5,000

5,500

2,500*

20,250*

6,250
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Paul E. Kanjorski

Joseph P. Kennedy, II
Maxine Waters

Carolyn B. Maloney

Luis V. Gutierrez

Lucille Roybal-Allard

Thomas M. Barrett
Nydia M. Velazquez

Melvin Watt

Maurice Hinchey
Gary Ackerman
Ken Bentsen 26,750

Jesse Jackson, Jr

Carolyn Cheeks 
Kilpatrick
James H. Maloney
Darlene Hooley

Julia Carson 2,000

Robert A. Weygand 6,210

Brad Sherman

Max Sandlin 19,450

Gregory Meeks

Barbara Lee

Virgil H. Goode, Jr.
Bernard Sanders
Frank R. Mascara
Paul Ryan
Doug Ose
John Sweeney

Judy Biggert

Lee Terry

Mark Green

Patrick Toomey 5,550

Jay Inslee
Janice Schakowsky
Dennis Moore

Charles Gonzalez

Stephanie Tubbs Jones

Michael Capuano

Michael P. Forbes
Michael G. Oxley
Paul E. Gillmor

Christopher Cox
Christopher Shays
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7,500

7,500

5,500

2,000

2,000*

5,500

3,250*

11,500

3,000

5,500

5,000

10,000*

8,500

2,250

4,500

2,000*

2,000*

2,000

2,000
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John B. Shadegg
Gary G. Miller

Eric Cantor

Felix J. Grucci, Jr.
Melissa A. Hart
Shelley Moore Capito

Mike Ferguson
Mike Rogers
Patrick J. Tiberi

Harold E. Ford, Jr.

Ruben Hinojosa

Ken Lucas
Ronnie Shows
Joseph Crowley

William Lacy Clay

Steve Israel

Mike Ross
Mark Kennedy

Tom Feeney

Jeb Hensarling
Scott Garrett
Tim Murphy
Ginny Brown-Waite

J. Gresham Barrett

Katherine Harris

Rick Renzi

Jim Gerlach

Carolyn McCarthy

Joe Baca

Jim Matheson

Stephen F. Lynch

Brad Miller

Rahm Emanuel

David Scott

Artur Davis

Chris Bell
Deborah Pryce

Stevan Pearce
Randy Neugebauer

Tom Price
Michael G. Fitzpatrick

Geoff Davis

Patrick T. McHenry

John Campbell

Table (Continued)



APPENDIX    365
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7,500
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7,000

7,500
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Al Green

Emanuel Cleaver

Melissa L. Bean

Debbie Wasserman 

Schultz

Gwen Moore

Lincoln Davies

Paul W. Hodes
Keith Ellison

Ron Klein

Tim Mahoney

Charles A. Wilson

Ed Perlmutter
Christopher S. Murphy
Joe Donnelly
Bill Foster

Andre Carson
Jackie Speier
Don Cazayoux
Travis Childers

Adam H. Putnam

Michele Bachmann
Peter J. Roskam

Kenny Marchant

Thaddeus McCotter
Kevin McCarthy
Dean Heller

Walt Minnick
John H. Adler
Mary Jo Kilroy
Steve Dreihaus
Suzanne Kosmas
Alan Grayson 
Jim Himes
Gary Peters
Dan Maffei
Bill Posey
Lynn Jenkins
Christopher Lee
Erik Paulsen
Leonard Lance

Total 34,560 67,500

Number of recipients 4 4

*Not Committee member in Congress during which campaign contribution made (member previously).
Source: Top 100 contributors, Center for Responsible Politics, www.OpenSecrets.org
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Years in which Fannie Mae was a top 100 contributor to the 

campaign fund of a member of the Senate Banking Committee

Year Member Amount ($) Period covered

2010 Jim Bunning 14,500 2005–2010

2010 Mike Enzi 20,000 2005–2010

2010 Tim Johnson 10,500 2005–2010

2008 Chris Dodd 36,250 2003–2008

2008 Evan Bayh 30,600 2003–2008

2006 John Sunumu 12,750 2001–2006

2006 Paul Sarbanes  2,500 2001–2006

2006 Rick Santorum 16,850 2001–2006

2006 Wayne Allard 13,500 2001–2006

2002 Phil Gramm 13,880 1997–2002

Contributions from Fannie Mae to Senate Banking Committee

Total Democrats Republicans

Contributions from Fannie Mae to Senate Banking Committee

2010 cycle $500 $500 $0

2008 cycle $78,350 $57,350 $21,000

2006 cycle $54,600 $30,500 $24,100

2004 cycle $26,700 $11,450 $15,250

2002 cycle $115,750 $60,750 $55,000

2000 cycle $69,880 $45,250 $24,630

1998 cycle $31,250 $16,450 $14,800

Total $377,030 $222,250 $154,780

Contributions from Fannie Mae to Congressional Financial Services Committee1

2010 cycle $4,740 $4,240 $500

2008 cycle $282,700 $155,200 $127,500

2006 cycle $299,700 $160,100 $139,600

2004 cycle $205,300 $106,100* $98,950*

2002 cycle $155,900 $109,000 $46,900

2000 cycle $89,436 $50,186 $39,250

1998 cycle $33,287 $16,559 $16,728

Total $1,071,063 $601,385* $469,428*

*Inconsistency with total.
1 For 2000 and 1998 cycles the fi gures relate to the Banking and Financial Services Committee.
Source: Center for Responsive Politics website.
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From individuals From PACs Number of recipients

$500 $0 1

$21,350 $57,000 13

$16,100 $38,500 8

$5,200 $21,500 12

$115,750 $0 11

$69,880 $0 8

$31,250 $0 11

$260,030 $117,000

$4,740 $0 3

$13,200 $269,500 58

$16,650 $283,050 58

$44,050 $161,250 54

$155,900 $0 43

$89,436 $0 35

$33,287 $0 27

$357,263 $713,800
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Contributions to presidential candidates

105th Congress 

(1997–1998)

$

106th Congress 

(1999–2000)

$

107th Congress 

(2001–2002)

$

Fannie Freddie Fannie Freddie Fannie Freddie

Clinton, Hilary 11,350 1,750

McCain, John 2,000 2,000 250

Obama, Barack 1,000*

*Then member of House of Representatives.

Fannie’s annual lobbying expenditure

Annual Lobbying by Fannie Mae
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Real estate lobbying expenditure

Industry profi le, 2005

Annual Lobbying on Real Estate
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Total for Real Estate: $88,708,109

Total Number of Clients Reported: 342

Total Number of Lobbvists Reported: 1,068

Total Number of Revolvers: 727 (68.1%)

Only on OS  Campaign contributions from this industry

View totals by: Client/Parent | Subsidiary/Affi liate

Client/Parent Total

Freddie Mac $12,560,000

National Assn of Realtors $12,300,000

Fannie Mae $10,080,000

Mortgage Insurance Companies of America $5,960,000

FM Policy Focus $3,790,000

Federal Home Loan Bank $2,547,000

Mortgage Bankers Assn of America $2,377,920

Real Estate Roundtable $2,005,640

Coalition for Fair & Affordable Lending $1,620,000

Natl Assn Real Estate Investment Trusts $1,540,000

Countrywide Financial $1,520,400

Consumer Mortgage Coalition $1,300,000

National Multi Housing Council $1,190,000

Natl Assn of Industrial & Offi ce Propert $960,000

Council/Large Public Housing Authorities $740,000

Pyramid Companies $660,000

New Century Financial Corp $640,000

Council of Federal Home Loan Banks $620,000

Mortgage Investors Corp $580,000

Western Development $580,000

National Assn of Mortgage Brokers $460,000

108th Congress 

(2003–2004)

$

109th Congress 

(2005–2006)

$

110th Congress 

(2007–2008)

$

111th Congress 

(2009–2010)

$

Fannie Freddie Fannie Freddie Fannie Freddie Fannie Freddie

500 18,900 1,000 27,278 19,100

10,305 10,250

9,400 250 5,000 115,313 41,900

(Continued)
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Power Plant $440,000

ABN AMRO $420,000

Forest City Enterprises $400,000

PMI Group $400,000

Enterprise Community Partners $390,000

ATC Management $370,000

 Westfi eld Group $360,000

 River Campus Investors $320,000

 Jones Lang LaSalle $320,000

 LendingTree Inc $318,100

 Leyland Alliance $300,000

 Miramar Real Estate Management $300,000

 Parklands Developments $300,000

 Fidelity National Financial $280,000

 First American Corp $255,000

 Diamond Ventures $250,000

 Amarillo Economic Development Corp $240,000

 Ameriquest Capital $240,000

 Building Owners & Managers Assn $220,000

 Caribbean Property Group $220,000

 Goal Financial $210,000

 Heartland Partnership $200,000

 Florida East Coast Industries $200,000

 Burnham Developer $200,000

 Burnham Management $200,000

 City of Yonkers, NY $200,000

 O&S Holdings $200,000

 New York State Urban Development Corp $200,000

 Mercy Housing $200,000

 Maguire Properties $200,000

 Sonoma Entertainment Investors $200,000

 Township of Derry Industrial/Comm Devl $190,000

 CJ Segerstrom & Sons $190,000

 Boston Capital $185,000

 Berwind Development Services $180,000

 Atlantic Station $180,000

 Alliance for Downtown New York $180,000

 Georgetown Partnership $180,000

 Sargent Ranch $180,000

 Peterson Companies $180,000

 Orion Partners $180,000

 Landon Companies $160,000

 Mills Limited Partnership $160,000

Table (Continued)



APPENDIX    373

 Pt Maxwell $160,000

 Recapture Bond Coalition $160,000

 Ringler Assoc $160,000

 South Carolina Research Authority $160,000

 Elmi Berisha $160,000

 Dayton Development Coalition $160,000

 American Resort Development Assn $150,000

 Detroit Riverfront Conservancy $148,000

 Irvine Co $140,000

 Actus Lend Lease $140,000

 Baton Rouge Area Foundation $140,000

 Clarke County Economic Development Fdtn $140,000

 Charles E Smith Companies $140,000

 Triangle Life Sciences $140,000

 US AgBank FCB $140,000

 Vornado Realty Trust $140,000

 Mills Corp $140,000

 Winn Companies $140,000

 Wells Capital $120,000

 Woodland Group $120,000

 Mortgage Markets Assn $120,000

 Myrtle Beach Downtown Redevelopment Corp $120,000

 MA Development Finance Agency $120,000

 Nueva Esperanza $120,000

 Natl Assn of Affordable Housing Lenders $120,000

 Twin Falls Coaliton $120,000

 Trammell Crow Co $120,000

 RUTLAND DEVELOPMENT AGENCY

Table (Continued)
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Lobbying reports for 2004, 2005, 2006 and 2007

Clerk of the House of Representatives
Legislative Resource Center
B-106 Cannon Building
Washington, DC 20515

Secretary of the Senate
Office of Public Records
232 Hart Building
Washington, DC 20510

LOBBYING REPORT
Lobbying Disclosure Act of 1995 (Section 5)  - All Filers Are Required to Complete This Page

1. Registrant Name Organization Individual

Fannie Mae

2. Address Check if different than previously reported

Address1 3900 Wisconsin Avenue, NW Address2

City Washington State DC Zip Code 20016 - Country USA

3. Principal place of business (if different than line 2)

City State Zip Code - Country

4a. Contact Name

Ms. Julie E. Katzman 

b. Telephone Number
International Number

(202) 752-7000

c. E-mail 5. Senate ID#

14121-00012

6. House ID#

300460000

7. Client Name Self

Fannie Mae

TYPE OF REPORT 8. Year 2004 Midyear (January1-June30) Year End (July 1-December 31)

9. Check if this filing amends a previously filed version of this report

10. Check if this is a Termination Report Termination Date 11. No Lobbying Activity

INCOME OR EXPENSES - Complete Either Line 12 OR Line 13

12. Lobbying 13. Organizations

INCOME EXPENSErelating to lobbying activities for this reporting period
:erew:saw

Less than $10,000

$10,000 or more $ 4,120,000.00

relating to lobbying activities for this reporting period

Less than $10,000

$10,000 or more $

Provide a good faith estimate, rounded to the nearest $20,000, 
of all lobbying related income from the client (including all
payments to the registrant by any other entity for lobbying
activities on behalf of the client).

14. REPORTING
accounting method. See instructions for description of options.

Check box to indicate expense

Method A.

Method B.

Method C.

Reporting amounts using LDA definitions only

Reporting amounts under section 6033(b)(8) of the
Internal Revenue Code
Reporting amounts under section 162(e) of the Internal
Revenue Code

Signature Digitally Signed By: Julie E. Katzman Date 04/13/2010

Printed Name and Title Julie E. Katzman Vice President and Deputy General Counsel

v5.0.1b Page 1 of 8
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emaN tneilCeaM einnaFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code BAN Banking (one per page)

16. Specific lobbying issues

Variuos Hearings before the Subcommittee on Capital Markets, Insurance, and Government Sponsored Enterprises, Committee on
Financial Services, House of Representatives relating to government sponsored entrprises 

17. House(s) of Congress and Federal agencies

Executive Office of the President
Department of the Treasury

Fannie Mae

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

William
Last

Daley
Suffix

Duane Duncan

Nathan Gatten

Carmen Guzman Lowrey

Robert Maloney

Richard Maurano

Aquiles Suarez

Michael Thompson 

Laura Van Etten

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Julie E. Katzman Vice President and Deputy General Counsel

v5.0.1b Page 2 of 8
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emaN tneilCeaM einnaFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code BUD Budget/Appropriations (one per page)

16. Specific lobbying issues

HR 4818: Consolidated Appropriations Act for FY 2005 appropriation for foreign operations, export financing and related programs
for FY ending September 30, 2005 and other purposes
HR 5041: Departments of Veterans Affairs and HUD, and independent Agencies Appropriations Act for FY 2005
S 2825: Departments of Veterans Affairs and HUD, and independent Agencies Appropriations Act for FY 2005

17. House(s) of Congress and Federal agencies

Fannie Mae

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

David
Last

Bohley
Suffix

William Daley

Duane Duncan

Nathan Gatten

Carmen Guzman Lowrey

Robert Maloney

Richard Maurano

Aquiles Suarez

Michael Thompson

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Julie E. Katzman Vice President and Deputy General Counsel

v5.0.1b Page 3 of 8
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ADDENDUM for General Lobbying Issue Area: BUD - Budget/Appropriations

HR 2861: Departments of Veterans Affairs and HUD, and independent Agencies Appropriations Act for FY 2004

Printed Name and Title Julie E. Katzman Vice President and Deputy General Counsel

v5.0.1b Page 4 of 8
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emaN tneilCeaM einnaFtnartsigeR Fannie Mae

ADDENDUM for General Lobbying Issue Area: BUD - Budget/Appropriations

Name Covered Official Position (if applicable) New

First

Laura

Last

Van Etten

Suffix

Printed Name and Title Julie E. Katzman Vice President and Deputy General Counsel

v5.0.1b Page 5 of 8



APPENDIX    379

emaN tneilCeaM einnaFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code HOU Housing (one per page)

16. Specific lobbying issues

HUD's Housing Goals for the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage
Corporation (Freddie Mac) for years 2005-2008 and amendments to HUD's Regulation of Fannie Mae and Freddie Mac.
HUD's regulation of the Federal NAtional Mortgage Association (Fannie Mae) and the Federal Loan Mortgage Corporation (Freddie 
Mac): GSE

17. House(s) of Congress and Federal agencies

HUD

Fannie Mae

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

William
Last

Daley
Suffix

Duane Duncan

Michele Davis

Nathan Gatten

Carmen Guzman Lowrey

Robert Maloney

Richard Maurano

Aquiles Suarez

Micheal Thompson

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Julie E. Katzman Vice President and Deputy General Counsel

v5.0.1b Page 6 of 8
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ADDENDUM for General Lobbying Issue Area: HOU - Housing

Housing Goals--Advance Notic of Proposed Rulemaking (concerning the feasibilty of the housing goals for Fannie Mae and
Freddie Mac during a period when refinances of home mortgages constitute a large share of the mortgage market) 

Printed Name and Title Julie E. Katzman Vice President and Deputy General Counsel

v5.0.1b Page 7 of 8
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emaN tneilCeaM einnaFtnartsigeR Fannie Mae

ADDENDUM for General Lobbying Issue Area: HOU - Housing

Name Covered Official Position (if applicable) New

First Last Suffix

Printed Name and Title Julie E. Katzman Vice President and Deputy General Counsel

v5.0.1b Page 8 of 8
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Clerk of the House of Representatives
Legislative Resource Center
B-106 Cannon Building
Washington, DC 20515

Secretary of the Senate
Office of Public Records
232 Hart Building
Washington, DC 20510

LOBBYING REPORT
Lobbying Disclosure Act of 1995 (Section 5)  - All Filers Are Required to Complete This Page

1. Registrant Name Organization Individual

FANNIE MAE

2. Address Check if different than previously reported

Address1 3900 WISCONSIN AVENUE, NW Address2

City WASHINGTON State DC Zip Code 20016 - Country USA

3. Principal place of business (if different than line 2)

City State Zip Code - Country

4a. Contact Name

Mr. ANTHONY F. MARRA

b. Telephone Number
International Number

(202) 752-7172

c. E-mail 5. Senate ID#

14121-00012

6. House ID#

300460000

7. Client Name Self

FANNIE MAE

TYPE OF REPORT 8. Year 2006 Midyear (January1-June30) Year End (July 1-December 31)

9. Check if this filing amends a previously filed version of this report

10. Check if this is a Termination Report Termination Date 11. No Lobbying Activity

INCOME OR EXPENSES - Complete Either Line 12 OR Line 13

12. Lobbying 13. Organizations

INCOME EXPENSErelating to lobbying activities for this reporting period
:erew:saw

Less than $10,000

$10,000 or more $ 4,880,000.00

relating to lobbying activities for this reporting period

Less than $10,000

$10,000 or more $

Provide a good faith estimate, rounded to the nearest $20,000, 
of all lobbying related income from the client (including all
payments to the registrant by any other entity for lobbying
activities on behalf of the client).

14. REPORTING
accounting method. See instructions for description of options.

Check box to indicate expense

Method A.

Method B.

Method C.

Reporting amounts using LDA definitions only

Reporting amounts under section 6033(b)(8) of the
Internal Revenue Code
Reporting amounts under section 162(e) of the Internal
Revenue Code

Signature Digitally Signed By: anthony f marra Date 02/14/2007
US, DST ACES Business Representative, ACES TrustID Business Certificate, anthony f marra

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 1 of 11
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emaN tneilCEAM EINNAFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code BAN Banking (one per page)

16. Specific lobbying issues

H.R. 1461: "The Federal Housing Finance Reform Act of 2005" - A bill to reform the regulation of certain housing-related
government-sponsored enterprises. (All provisions).

17. House(s) of Congress and Federal agencies

Department of Housing and Urban Development
Department of the Treasury

FANNIE MAE

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

Cory
Last

Alexander
Suffix

Chief of Staff, Rep. Steny Hoyer

David Bohley

Sharon Canavan

Duane Duncan

J.N. Fahey

Carmen Guzman-Lowrey

Robert Maloney

Richard Maurano

Amy Overton

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 2 of 11
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ADDENDUM for General Lobbying Issue Area: BAN - Banking

S. 190. "The Federal Housing Enterprise Regulatory Reform Act of 2005." - A bill to address the regulation of secondary
mortgagemarket government-sponsored enterprises. (All provisions).

H.R. 1295: "Responsible Lending Act."  A bill to protect consumers against unfair and deceptive practices in connection with
higher cost mortgage transactions. (Provisions relating to uniform lending standards, civil remedies available to consumers,
licensing and minimum standards for mortgage brokers, and other provisions).

H.R. 4100: "The Louisiana Recovery Corporation Act." A bill to establish the Louisiana Recovery Corporation to redevelop
areas within Louisiana that were devastated or significantly distressed by Hurricane Katrina or Hurricane Rita.  (Provisions
affecting existing mortgages on damaged homes).

H.R. 4471: "Fair and Responsible Lending Act."  A bill to amend the Home Ownership and Equity Protection Act of 1994 and
other sections of the Truth in Lending Act. (Provisions relating to prohibited practices, limitations, and penalties relating to
high-cost home loans).

H.R. 4973: "Flood Insurance Reform and Modernization Act of 2006." A bill reforming the federal flood insurance program.
(Provisions affecting availability of flood insurance in hurricane-damaged areas).

H.R. 5039: "Saving America's Rural Housing Act of 2006."  A bill to establish a program to revitalize rural multifamily housing
assistance under the Housing Act of 1949. (Provisions affecting the multifamily housing finance).

H.R. 5121: "Expanding American Homeownership Act of 2006."  A bill to modernize the Federal Housing Administration (FHA)
and providing authority to FHA to use risk-based pricing to reach underserved borrowers, and for other purposes. (Provisions
increasing FHA loan limits and making further changes to FHA).

H.R. 5637: "Nonadmitted and Reinsurance Reform Act of 2006."  To streamline the regulation of nonadmitted insurance and
reinsurance and for other purposes. (All provisions).

S. 2169: "Financial Data Protection Act of 2005."  A bill to amend the Fair Credit Reporting Act to provide for secure financial
data, and for other purposes.  (Provisions relating to privacy and disclosure requirements for financial institutions).

S. 3173: A bill to modernize the Federal Housing Administration (FHA) to meet the housing needs of the American people.
(Provisions increasing FHA loan limits and making further changes to FHA).

S. 3535: "Expanding American Homeownership Act of 2006."  A bill to modernize the Federal Housing Administration (FHA)
and providing authority to FHA to use risk-based pricing to reach underserved borrowers, and for other purposes. (Provisions
increasing FHA loan limits and making further changes to FHA).

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 3 of 11
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emaN tneilCEAM EINNAFtnartsigeR FANNIE MAE

ADDENDUM for General Lobbying Issue Area: BAN - Banking

Name Covered Official Position (if applicable) New

First

Reagan

Last

Anderson

Suffix
Legislative Assistant, Senator Mel Martinez

Michael Thompson

Laura Van Etten

Juliana O' Reilly

Aquiles Suarez

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 4 of 11
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emaN tneilCEAM EINNAFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code BUD Budget/Appropriations (one per page)

16. Specific lobbying issues

H.R. 4939: Making emergency supplemental appropriations for fiscal year ending September 30, 2006. (Provisions related to
funding and programming of HUD and related agencies).

H.R. 5576: Making appropriations for the Department of Transportation, Treasury, and Housing and Urban Development, 

17. House(s) of Congress and Federal agencies

Department of Housing and Urban Development

FANNIE MAE

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

Sharon
Last

Canavan
Suffix

Richard Maurano

Michael Thompson

Cory Alexander Chief of Staff, Rep. Steny Hoyer

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 5 of 11
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ADDENDUM for General Lobbying Issue Area: BUD - Budget/Appropriations

the Judiciary, District of Columbia, and independent agencies for the fiscal year ending September 30, 2007.  (Provisions
related to funding and programming of HUD and related agencies).

S. 1932: An original bill to provide for reconciliation pursuant to Section 202(a) of the concurrent resolution on the budget for
fiscal year 2006. (Proposed amendments regarding registration with the Securities and Exchange Commission).

S. CON. RES. 83: Setting forth the congressional budget for the United States Government for fiscal year 2007 and including
the appropriate budgetary levels for fiscal years 2006 and 2008 through 2011.  (Possible amendments imposing user fees on
government-sponsored enterprises).

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 6 of 11
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emaN tneilCEAM EINNAFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code TAX Taxation/Internal Revenue Code (one per page)

16. Specific lobbying issues

H.R. 1549: "Renewing the Dream Tax Credit Act."  A bill to amend the Internal Revenue Code of 1986 to allow an income tax for the
provisions of homeownership and community development, and for other purposes. (Provisions creating a single-family
homeownership tax-credit).

17. House(s) of Congress and Federal agencies

Department of Housing and Urban Development
Department of the Treasury

FANNIE MAE

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

Cory
Last

Alexander
Suffix

Chief of Staff, Rep. Steny Hoyer

Michael Thompson

Laura Van Etten

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 7 of 11
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ADDENDUM for General Lobbying Issue Area: TAX - Taxation/Internal Revenue Code

S. 859: "Community Development Homeownership Tax Credit." A bill to amend the Internal Revenue Code of 1986 to allow an
income tax credit for the provision of homeownership and community development, and for other purposes. (Provisions creating
a single-family homeownership tax-credit).

H.R. 4297: A bill to provide reconciliation pursuant to Section 201(b) of the Concurrent Resolution on the Budget for Fiscal
Year 2006. (Proposed amendment regarding mortgage revenue bond cap and Katrina relief).

H.R. 4873: To amend the Internal Revenue Code of 1986 to encourage investment in affordable housing.  (Provisions regarding 
establishment of a single-family homeownership tax credit).

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 8 of 11
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emaN tneilCEAM EINNAFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code GOV Government Issues (one per page)

16. Specific lobbying issues

S. 2349: "Lobbying Transparency and Accoutnability Act of 2006," also known as the "527 Reform Act of 2006."  

17. House(s) of Congress and Federal agencies

FANNIE MAE

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

Cory
Last

Alexander
Suffix

Chief of Staff, Rep. Steny Hoyer

Duane Duncan

Michael Thompson

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 9 of 11
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ADDENDUM for General Lobbying Issue Area: GOV - Government Issues

A bill to provide greater transparency with respect to lobbying activities, to amend the Federal Election Campaign Act of 1971,
to clarify when organizations described in section 527 of the Internal Revenue Code of 1986 must register as political
committees, and for otherpurposes. (Proposed amendments affecting GSEs).

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 10 of 11
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emaN tneilCEAM EINNAFtnartsigeR FANNIE MAE

Information Update Page - Complete ONLY where registration information has changed.

20. Client new address

Address

City State Zip Code - Country

21. Client new principal place of business (if different than line 20)

City State Zip Code - Country

22. New General description of client's business or activities

LOBBYIST UPDATE

23. Name of each previously reported individual who is no longer expect to act as a lobbyist for the client

1
First Name

Aquilles
Last Name

Suarez
Suffix

3
First Name

Fe
Last Name

Morales Marks
Suffix

2 Laura Van Etten 4 Juliana O' Reilly

ISSUE UPDATE
24. General lobbying issue that no longer pertain

AFFILIATED ORGANIZATIONS
25. Add the following affiliated organization(s)

Name
Address

Street Address

City                                                State/Province     Zip              Country

Principal Place of Business 
(city and state or country)

City

State Country

City

State Country

26. Name of each previously reported organization that is no longer affiliated with the registrant or client

1 2 3

FOREIGN ENTITIES
27. Add the following foreign entities

Name

Address
Principal place of business
(city and state or country)

Amount of contribution
for lobbying activities

Ownership
percentage in
client

Street Address

City                             State/Province       Country

City

State Country

28. Name of each previously reported foreign entity that no longer owns, or controls, or is affiliated with the registrant, client or affiliated organization

1 3 5

2 4 6

Printed Name and Title Anthony F. Marra, Senior Vice President and Deputy General Counsel

v5.0.0j Page 11 of 11
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Clerk of the House of Representatives
Legislative Resource Center
B-106 Cannon Building
Washington, DC 20515

Secretary of the Senate
Office of Public Records
232 Hart Building
Washington, DC 20510

LOBBYING REPORT
Lobbying Disclosure Act of 1995 (Section 5)  - All Filers Are Required to Complete This Page

1. Registrant Name Organization Individual

FANNIE MAE

2. Address Check if different than previously reported

Address1 3900 WISCONSIN AVENUE, NW Address2

City WASHINGTON State DC Zip Code 20016 - Country USA

3. Principal place of business (if different than line 2)

City State Zip Code - Country

4a. Contact Name

Mr. Curtis P. Lu

b. Telephone Number
International Number

(202) 752-4850

c. E-mail 5. Senate ID#

14121-00012

6. House ID#

300460000

7. Client Name Self

FANNIE MAE

TYPE OF REPORT 8. Year 2007 Midyear (January1-June30) Year End (July 1-December 31)

9. Check if this filing amends a previously filed version of this report

10. Check if this is a Termination Report Termination Date 11. No Lobbying Activity

INCOME OR EXPENSES - Complete Either Line 12 OR Line 13

12. Lobbying 13. Organizations

INCOME EXPENSErelating to lobbying activities for this reporting period
:erew:saw

Less than $10,000

$10,000 or more $ 2,720,000.00

relating to lobbying activities for this reporting period

Less than $10,000

$10,000 or more $

Provide a good faith estimate, rounded to the nearest $20,000, 
of all lobbying related income from the client (including all
payments to the registrant by any other entity for lobbying
activities on behalf of the client).

14. REPORTING
accounting method. See instructions for description of options.

Check box to indicate expense

Method A.

Method B.

Method C.

Reporting amounts using LDA definitions only

Reporting amounts under section 6033(b)(8) of the
Internal Revenue Code
Reporting amounts under section 162(e) of the Internal
Revenue Code

Signature Digitally Signed By: 14121 Date 02/14/2008

Printed Name and Title Curtis P. Lu, Senior Vice President & Principal Deputy General Counsel

v5.0.1b Page 1 of 7
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emaN tneilCEAM EINNAFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code BAN Banking (one per page)

16. Specific lobbying issues

S. 2136:  "Helping Families Save Their Homes In Bankruptcy Act” - A bill to address the treatment of primary mortgages in
bankruptcy.  (All provisions)

S. 2133:  "Homeowners Mortgage and Equity Savings Act" - To authorize bankruptcy courts to take certain actions with  

17. House(s) of Congress and Federal agencies

Department of Housing and Urban Development
Department of the Treasury

FANNIE MAE

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

Cory
Last

Alexander
Suffix

David Bohley

Duane Duncan

Carmen Guzman-Lowrey

Richard Maurano

Clinton Jones Senior Counsel, House Fin. Svcs. Committee

Reagan Anderson Legislative Asst., Sen. Mel Martinez

Julie Katzman Senior Counsel, U.S. Senate Judiciary Comm.

Amy Overton

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Curtis P. Lu, Senior Vice President & Principal Deputy General Counsel

v5.0.1b Page 2 of 7
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ADDENDUM for General Lobbying Issue Area: BAN - Banking

respect to mortgage loans in bankruptcy.  (All provisions).

S. 2036:  "Protecting Access to Safe Mortgages Act" - A bill to temporarily raise conforming loan limits in high cost areas and
portfolio caps applicable to Freddie Mac and Fannie Mae, to provide the necessary financing to curb foreclosures by facilitating 
the refinancing of at-risk subprime borrowers into safe loans, to preserve liquidity in the mortgage lending markets.  (All
provisions)

S. 2346:  "Promoting Refinancing Opportunities for Mortgages Impacted by the Subprime Emergency Act of 2007" - A bill to
temporarily increase the portfolio caps applicable to Freddie Mac and Fannie Mae, to provide the necessary financing to curb
foreclosures by facilitating the refinancing of at-risk subprime borrowers into safe, affordable loans.  (All provisions)

S. 2169:  "Promoting Refinancing Opportunities for Mortgages Impacted by the Subprime Emergency Act of 2007" - A bill to
temporarily Increase the portfolio caps applicable to Freddie Mac and Fannie Mae.   (All provisions)

S. 1100:  "The Federal Housing Enterprise Regulatory Reform Act of 2007" - A bill to address the regulation of secondary
mortgage market enterprises.   (All provisions)

S. 2391:  "GSE Mission Improvement Act" - A bill to provide for affordable housing relief.   (All provisions)

H.R. 1852:  "Expanding American Homeownership Act of 2007" - A bill to modernize and update the National Housing Act and
enable the Federal Housing Administration to use risk based pricing to more effectively reach underserved borrowers.  (All
provisions)

H.R. 2895:  "National Affordable Housing Trust Fund Act of 2007" - A bill to establish the National Affordable Housing Trust
Fund in the Treasury of the United States to provide for the construction, rehabilitation, and preservation of decent, safe, and
affordable housing for low income families. (All provisions)

H.R. 3778:  "Homeowners Mortgage and Equity Savings Act" - A bill to authorize bankruptcy courts to take certain actions with
respect to mortgage loans in bankruptcy.

H.R. 3609:  "Emergency Homeownership and Mortgage Equity Protection Act" - A bill to amend title 11 of the United States
Code with respect to modification of certain mortgages on principal residences.   (All provisions)

H.R. 3915:  "The Mortgage Reform and Anti-Predatory Lending Act of 2007" - A bill to amend the Truth in Lending Act to
reform consumer mortgage practices and provide accountability for such practices, to establish licensing and registration
requirements for residential mortgage originators, to provide certain minimum standards for consumer mortgage loans.   (All
provisions)

H.R. 3838:  “Temporarily Increase the Portfolio Caps of Freddie Mac and Fannie Mae to provide the necessary financing to curb
foreclosures by facilitating the refinancing of at-risk subprime borrowers into safe affordable loans."   (All provisions)

H.R. 3777:  " Protecting Access to Safe Mortgages Act"  - A bill to temporarily increase the Portfolio Caps of Freddie Mac and 
Fannie Mae.   (All provisions)

H.R. 3046:  "Social Security Number Privacy and Identity Theft Prevention Act of 2007" - A bill to amend the Social Security
Act to enhance Social Security account number privacy protections, to prevent fraudulent misuse of the Social Security account 
number, and to otherwise enhance protection against identity theft.  (Provisions related to private sector use of Social Security)

Printed Name and Title Curtis P. Lu, Senior Vice President & Principal Deputy General Counsel

v5.0.1b Page 3 of 7
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ADDENDUM for General Lobbying Issue Area: BAN - Banking

H.R. 1427:  "Federal Housing Reform Act of 2007" - A bill to reform the regulation of certain housing-related
Government-sponsored enterprises.   (All provisions)

Printed Name and Title Curtis P. Lu, Senior Vice President & Principal Deputy General Counsel

v5.0.1b Page 4 of 7
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emaN tneilCEAM EINNAFtnartsigeR FANNIE MAE

ADDENDUM for General Lobbying Issue Area: BAN - Banking

Name Covered Official Position (if applicable) New

First

Robin

Last

Schmidek

Suffix

Sharon Canavan

Printed Name and Title Curtis P. Lu, Senior Vice President & Principal Deputy General Counsel

v5.0.1b Page 5 of 7
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emaN tneilCEAM EINNAFtnartsigeR

LOBBYING ACTIVITY. Select as many codes as necessary to reflect the general issue areas in which the registrant

engaged in lobbying on behalf of the client during the reporting period. Using a separate page for each code, provide
information as requested. Attach additional page(s) as needed.

15. General issue area code BUD Budget/Appropriations (one per page)

16. Specific lobbying issues

H.R. 3074:  "Transportation, Housing and Urban Development, and Related Agencies Appropriations Act, 2008"  (Provisions related
to HUD and housing).

17. House(s) of Congress and Federal agencies

FANNIE MAE

Check if None House Senate Other

18. Name of each individual who acted as a lobbyist in this issue area

Name Covered Official Position (if applicable) New

First

Richard
Last

Maurano
Suffix

Cory Alexander

Duane Duncan

Clinton Jones

Reagan Anderson

19. Interest of each foreign entity in the specific issues listed on line 16 above Check if None

Printed Name and Title Curtis P. Lu, Senior Vice President & Principal Deputy General Counsel

v5.0.1b Page 6 of 7
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emaN tneilCEAM EINNAFtnartsigeR FANNIE MAE

Information Update Page - Complete ONLY where registration information has changed.

20. Client new address

Address

City State Zip Code - Country

21. Client new principal place of business (if different than line 20)

City State Zip Code - Country

22. New General description of client's business or activities

LOBBYIST UPDATE

23. Name of each previously reported individual who is no longer expected to act as a lobbyist for the client

1
First Name

Richard 
Last Name

Maurano
Suffix

3
First Name Last Name Suffix

2 Sharon Canavan 4

ISSUE UPDATE
24. General lobbying issue that no longer pertains

AFFILIATED ORGANIZATIONS
25. Add the following affiliated organization(s)

Name
Address

Street Address

City                                                State/Province     Zip              Country

Principal Place of Business 
(city and state or country)

City

State Country

City

State Country

26. Name of each previously reported organization that is no longer affiliated with the registrant or client

1 2 3

FOREIGN ENTITIES
27. Add the following foreign entities

Name

Address
Principal place of business
(city and state or country)

Amount of contribution
for lobbying activities

Ownership
percentage in
client

Street Address

City                             State/Province       Country

City

State Country

28. Name of each previously reported foreign entity that no longer owns, or controls, or is affiliated with the registrant, client or affiliated organization

1 3 5

2 4 6

Printed Name and Title Curtis P. Lu, Senior Vice President & Principal Deputy General Counsel

v5.0.1b Page 7 of 7
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