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The last remaining piece of financial services reform after the financial crisis and Great Recession is
how to structure and reform the secondary mortgage market, including the role of Fannie Mae and
Freddie Mac. While there is broad agreement that reform of these government sponsored
enterprises (GSEs) is necessary to ensure a strong and stable housing economy, there continue to
be fundamental disagreements on a range of key issues. With the Trump administration’s recent
focus on housing finance reform, there is an opportunity to complete GSE reform as well as
maintain and enhance mortgage funding liquidity through a durable market structure that will
support investments in mortgage financing through all business cycles, include an enforceable set
of responsibilities to serve the entire market of renters and qualified home buyers while protecting
the taxpayers’ investment.

The National Housing Conference (NHC), America’s oldest housing coalition, has led convenings and
proposed solutions for policymakers dating back to its founding in 1931, including playing a critical
role in the legislation that led to the creation of the Federal National Mortgage Association in 1938.
Over the past year, we have convened a broad range of experts on housing finance to inform this
paper. Any reform or restructuring of the secondary mortgage market system must focus on certain
key objectives:

1. Maintain and enhance mortgage funding liquidity through a durable market structure
that will support investments in long term, fixed-rate mortgage financing for both single
family and multifamily housing through all business cycles, ensuring equitable access to
safe, responsible and sustainable mortgage credit to the largest possible number of
borrowers.

2. Ensure access to affordable and sustainable mortgage credit to broadly serve
homeownership-ready borrowers through a variety of public and private channels,
including addressing the minority homeownership gap. The GSEs should not withdraw
from serving a portion of the continuum absent a high degree of confidence that those
borrowers will be well-served through other market channels.

3. Maintain and enhance a broad commitment to access and affordability through
measurable and enforceable standards, a Duty to Serve requirement in the secondary
mortgage market and robust funding for the National Housing Trust Fund and the
Capital Magnet Fund.

4. Replace implicit guarantees on debt and mortgage backed securities in the current
system with a limited, explicit and appropriately compensated government role that
retains a healthy “to be announced” (TBA) market, and encourages private capital
participation to ensure reliable access to long-term fixed-rate single family and
multifamily mortgages nationwide.

5. Sustain, strengthen and modernize the Federal Housing Administration’s (FHA) capacity
and flexibility to meet the nation’s housing financing needs while protecting the
taxpayer’s investment.
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6. Protect taxpayers from risk in all but the most exigent circumstances through full
engagement of the private sector in providing first loss coverage for conventional single
family and multifamily mortgage assets.

7. Mitigate any adverse impacts on the marketplace and consumers, with a particular
focus on a smooth transition. Any changes to the GSE footprint (or broader businesses)
should be transparent and implemented steadily over a reasonable time horizon.

For most of the past ten years, GSE reform efforts focused on comprehensive reform of the entire
housing finance model. This involved wholesale change to the nature, ownership and operational
model of the secondary mortgage market in the United States. These efforts, while well
intentioned, posed complex structural concerns and unacceptable transition risk, which made them
politically unviable. In the past few years there has been growing consensus in support of a more
direct course, working off the existing infrastructure of the current housing finance system.

This approach of building on the Housing and Economic Recovery Act of 2008 (HERA) makes the
extraordinarily complex task of housing finance reform more manageable and more achievable.
HERA'’s reforms were a bipartisan product that successfully created the Federal Housing Finance
Agency (FHFA) and provided the statutory framework for the new regulator as well as the Treasury
Departments of three administrations to place and manage the GSEs in conservatorship and move
them out of insolvency. While some have suggested that they could remain in conservatorship
indefinitely, we believe that providing reliable and durable countercyclical support for the housing
market depends on the outcome of efforts to permanently address the structural problems in the
secondary market that existed prior to the financial crisis, as the Dodd-Frank Act in 2010 did for the
primary market.

A dual-track approach to administrative and statutory reform

The Trump administration and the new leadership of FHFA have indicated a dual-track approach of
recapitalization, reform and release of the GSEs from conservatorship that if done right could make
permanent some of the structural changes already undertaken under conservatorship, ensure
safety and soundness, responsibly sustain access to mortgage credit and provide the certainty
needed for private capital to establish a more reliable presence in single- and multi-family housing
finance. Other key areas, like creating a limited, explicit and appropriately compensated
government guarantee, or chartering additional enterprises with the same charter as Fannie Mae
and Freddie Mac, can only be done by Congress. This is also the case with many of the indicia of the
implicit guarantee that led investors to ignore the entreaty on every security and debt instrument
issued by the GSEs, which clearly state that they are not guaranteed by the full faith and credit of
the U.S. government. A limited and paid-for explicit guarantee cannot rely on implicit indicators
that the limitations may be ignored. In both administrative and legislative approaches, there are
changes that can improve the overall system, reduce risk to the taxpayer and expand responsible
and sustainable mortgage credit for all qualified borrowers. However, some changes may also risk
destablizing the mortgage finance system over time, exposing borrowers and lenders to
unreasonable credit or interest rate risk through a wide range of unintended consequences.
Ultimately, the liquidity of the mortgage finance system can only be tested during periods of
extreme market stress, so getting this balance right is critical.
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Administrative Reforms

Protecting consumers from a mortgage market collapse were major priorities of HERA and the
Dodd-Frank Act, as amended. However, there remains a significant concern that taxpayers were
required to play a disproportionate role in averting a deeper crisis during the Great Recession. It is
essential to remember that taxpayers and consumers of mortgage credit are one and the same.
Taxpayers pay for the failure of the housing finance system to adequately supply housing that is
affordable to all income cohorts, reducing savings and consumer spending, while increasing
homelessness and the economic burden of underserved communities. Taxpayers are ultimately
protected best by a careful balance of these priorities. Limiting access to mortgage credit and
ultimately homeownership to responsible borrowers is no way to “protect” taxpayers from
themselves.

The GSEs’ prudential regulator, FHFA and the Treasury Department have significant administrative
powers under conservatorship and the Senior Preferred Stock Purchase Agreements (PSPAs),
entered into in 2008. The PSPAs were designed to ensure Fannie Mae and Freddie Mac “be able to
meet their outstanding obligations and to continue to provide liquidity to the mortgage market.”?
They have been amended several times since, most recently on December 21, 20172, when
Treasury agreed to reinstate a $3 billion capital reserve for each Enterprise. In August 2012,
Treasury and FHFA changed the PSPAs with Fannie Mae and Freddie Mac to require them to wind-
down their portfolios at a faster pace and to suspend the existing 10 percent fixed-rate dividend
with a quarterly net worth sweep.3 This change alone has contributed to a total repayment to the
US Treasury of $306 billion* to date, far exceeding the original investments in the PSPAs of $191.5
billion.>

Taken together, these statutory and regulatory powers authorize the Treasury Department and
FHFA to take a range of actions, some of which risk an even wider array of consequences, including:

e Ending the net worth sweep and allowing the GSEs to use all their earnings to contribute to
recapitalization,

e Raising or lowering guarantee fees, which could contract or potentially expand the
mortgage market,

e Placing one or both GSEs into receivership and wiping out all shareholders®,

e Selling the newly developed Common Securitization Platform (CSP) jointly owned by Fannie
and Freddie to private shareholders through an Initial Public Offering or converting the CSP
into a publicly owned asset,

! Federal Register, Volume 83 Issue 137 (Tuesday, July 17, 2018)

2 https://www.fhfa.gov/Media/PublicAffairs/Documents/GSEletteragreementfnm12-21-2017.pdf

3 https://www.fhfa.gov/Conservatorship/Documents/Senior-Preferred-Stock-Agree/2012-8-

17 SPSPA FannieMae Amendment3 508.pdf

4 https://www.fhfa.gov/DataTools/Downloads/Documents/Market-Data/Table 2.pdf

5 https://www.fhfa.gov/DataTools/Downloads/Documents/Market-Data/Table 1.pdf

6 This would have the effect of wiping out Treasury’s warrants to purchase up to 79.9 percent of the GSEs stock
value and has the potential of disrupting mortgage markets depending on the approach taken by the bankruptcy
court.
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e Selling the GSEs’ multifamily business as well as other functions to fully private
organizations,

e Further reducing the mortgage portfolios of the GSEs, selling the assets to raise additional
capital,

e Reducing or suspending the affordable housing goals or trust funds based on specific
conditions,

e Releasing the GSEs from conservatorship with or without conditions,

e Maintaining the PSPA indefinitely after release from conservatorship,

e Converting the remaining $113.9 billion in loss support authority to capital through
redirection of the net worth sweep to retiring the senior preferred stock, and/or

e Retaining the $113.9 billion as part of an explicit back up authority in the absence of
congressional action to make it explicit.

NHC is supportive of administrative policy reforms, so long as they avoid disruption to the flow of
mortgage credit into the single-family and multifamily real estate markets and expand rather than
contract access to credit for those underserved by the housing finance system, particularly people
of color and low- and moderate-income people, who have lost historic levels of wealth and
opportunity in the wake of the Great Recession.” Exercising some of these powers could positively
contribute to this effort if done right. However others, like selling off key functions of the GSEs,
particularly their multifamily business, suspending the affordable housing goals or trust funds, or
releasing them from conservatorship without bipartisan statutory reforms, would be widely
opposed, deeply divisive and extremely risky.

We are also concerned that the shift to requiring loan-level risk-based pricing for single family
lending reduces the GSEs’ exposure by undermining their statutory obligation to support the
market, shifting those loans with higher risk profiles to FHA, where they would have a 100 percent
government guarantee. This has a disproportionate impact on borrowers of color, who suffered the
worst equity losses in the Great Recession and were prime targets for unscrupulous subprime
lending outside of the GSE system before the financial crisis.® Shifting to loan-level risk-based
pricing abandons the social and financial benefits of a book of business with a broadly diversified
mix of risks and borrower types and undermines the Enterprises’ charter obligation to provide
credit broadly and with a mix of economic returns.

Policymakers must fully assess and consider the impact of the extent to which single family loans
“cut” from the GSE footprint would shift to FHA, the Department of Veterans Affairs (VA), the Rural
Housing Service (RHS), bank and institutional balance sheets—or not be made at all. Moving risk
from the private market to the taxpayer in the name of “privatization” does not make sense and
reinforces a separate but unequal mortgage finance system which is neither fair nor sustainable. If

7 https://www.ncbi.nlm.nih.gov/pmc/articles/PMC4200506/;

https://www.aclu.org/sites/default/files/field document/discrimlend final.pdf

8 https://www.ncbi.nlm.nih.gov/pmc/articles/PMC4193596/;
https://www.ncbi.nlm.nih.gov/pmc/articles/PMC6084476/; https://www.responsiblelending.org/mortgage-
lending/research-analysis/Lost-Ground-exec-summary.pdf;
https://jointcenter.org/sites/default/files/OFFICIALHomeownershipPaperBrief2.pdf;
https://www.tandfonline.com/doi/full/10.1080/10511482.2013.771788?scroll=top&needAccess=true;
https://www.nber.org/papers/w22004
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those loans flow to other financing channels, policymakers must understand the impact on
consumer costs and access to credit. Furthermore, moving interest rate risk onto bank and
institutional balance sheets in a rising interest rate environment could destabilize a broader market,
as long term, low interest rate fixed assets are marked to market. A reformed system must
recognize that private capital within the GSEs may prove more resilient and diverse than under a
purely private system.

Any administrative reforms to the GSEs have the potential to bring about significant changes in
consumer access to credit. Therefore, they must contain safeguards against higher costs, reduced
access, or other disruptions in both the single-family and multifamily markets. They must also
include enforceable mechanisms to ensure the GSEs serve the entire market of potential renters
and qualified homebuyers, including underserved consumers and communities, as well as
responsible manufactured housing. This is not a unique concept, as federally-chartered institutions
across a spectrum of industries and market sectors typically carry an obligation for related public
service. The GSEs should not be any different in this regard.

Efforts to reduce the GSEs’ single family footprint through increases in guarantee fees (g-fees)
should not move forward unless there is compelling and widely-accepted evidence that the private
market is able and willing to assume an expanded role in all economic conditions and that the root
causes of the housing crisis that derived in part from the failure of the private label securitization
market have been fully addressed. We remain skeptical that this is realistic, particularly in light of
the inability of both the Obama and Trump to resusitate the PLS market. While regulatory issues are
certainly compenents of this failure, the inability to reform the legal structure of PLS is likely to
make any regulatory changes largely inadequate. Any changes in guarantee fees should in any case
be based on a transparent and relevant capital structure that takes account of changing market
conditions, the need to retain countercyclical liquidity and the specific nature of the GSEs’ mortgage
credit portfolios.

Furthermore, any potential administrative reforms to the GSEs that would meaningfully alter their
market presence—single-family or multifamily—must seek to improve and enhance the stability,
liguidity and accessibility of the housing finance system. It is essential to recognize that despite
significant increases in the cost of obtaining a GSE loan through higher g-fees and loan-level price
adjustments, the mortgage market for loans backed solely by private capital remains a minor
participant in the housing sector. Private-label securitization was an experiment in the American
mortgage finance system that failed and has not been successfully reformed. While the private
market may choose to make this kind of investment again in the future, it is not the role of
government to make a new market at the expense of the one that exists and performs well today.

Statutory Reform

Several areas of reform can only be accomplished through statutory change, which requires
bipartisan agreement. These include an end to the implicit government guarantee and adoption of
a limited, explicit and appropriately compensated government guarantee; the elimination of the
indicia of the implicit guarantee that are not material to the preservation of the GSEs’ mission;
revision of the affordable housing requirements, including dedicated funding of affordable housing
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and community development programs; alterations to the GSEs’ ownership structure; and the
enhancement of FHFA's regulatory powers currently available only under conservatorship.
Statutory reform is critical for a variety of reasons. It is essential to ensuring that FHFA's
administrative reforms have bi-partisan support. It is the only way to move from an implicit to an
explicit and paid-for guarantee, and it is crucial to ensuring that broadly acceptable reforms are
sustainable through a full range of leadership at FHFA.

One of the most critical components of statutory reform is the need to address regulatory
weaknesses that led to the “race to the bottom” in single family lending between Fannie Mae and
Freddie Mac as their market share shrank and competition between the GSEs and the PLS market
became increasingly toxic. “Competitive mortgage securitization has been tried three times in U.S.
history,” notes legal scholar Michael Simkovic, “during the 1880s, the 1920s and the 2000s—and
every time it has collapsed. Most recently, competition between mortgage securitizers led to a race
to the bottom on mortgage underwriting standards that ended in the late 2000s financial crisis.”®
There were two key drivers of the GSEs’ market share losses: lender consolidation and the rapid rise
of PLS. Lender consolidation significantly reduced the GSEs’ customer base, giving lenders selling
loans to Fannie Mae enough influence to dictate terms on credit quality (underwriting),
counterparty risk management (loan repurchases) and pricing (g-fees).

The growing PLS market gave lenders their own channel for securitizing mortgages, driving the total
GSE single family market share down from 57 percent of all mortgages purchased in 2003 to 47
percent in 2004 and down to 37 percent by 2006. Fannie Mae and Freddie Mac were in a fight with
each other over a rapidly declining share of the total mortgage market.

By the early 2000s, competition over market share between the GSEs resulted in g-fees reaching
deminimis levels, some as low as 6 basis points. These low g-fees allowed the largest lenders to
become aggregators of loans sold by lenders with much higher g-fees, which were then passed
through the GSEs at the lower rate. As a result, market share of the largest lenders balooned even
further. In its September 6, 2008 memo?® recommending Fannie Mae be placed into
conservatorship, the Office of Federal Housing Enterprise Oversight (OFHEQ) expressly cited this
practice as unsafe and unsound.

By 2005, g-fees were so low that some lenders negotiated for increasingly reckless underwriting,
permitting multiple layers of product risk by combining interest-only adjustable rate mortgages,
teaser rates with huge payment shocks after just two or three years and few if any requirements for
verification of a borrower’s ability to repay. When in internal debates, the question of how
consumers could possibly repay these loans was raised, the response was that mortgage brokers
would refinance them before they reset!!. With that, the loans were no longer backed by solid
underwriting or appropriate capital reserves, but by equity stripping and a permanent gamble on
forever-increasing property values. Fannie Mae and Freddie Mac could have said no, as some of

9 Simkovic, Michael; Competition and Crisis in Mortgage Securitization; 2013; Indiana Law Journal

10 hitps://fcic-static.law.stanford.edu/cdn media/fcic-docs/2008-09-
06%20FHFA%20Freddie%20Mac%20Conservatorship%20Memo.PDF

11 Housing finance reform should fix what’s broken; What does housing finance reform look like? by David M.
Dworkin, July 17, 2018. Housing Wire. https://www.housingwire.com/blogs/1-rewired/post/46096-housing-
finance-reform-should-fix-whats-broken
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their officers argued, but they did not because they were afraid of losing so much market share that
their stock price would plummet and they would become irrelevant, possibly even insolvent. It was

a choice between drinking the poison or jumping off the ledge. Drinking the poison seemed like the

better choice.

Today, lenders have learned important lessons from the subprime debacle, but in time, as the
current generation of mortgage leaders retire, the same pressures for market share will emerge and
lenders will press for lower fees and more permissive underwriting. Any new system has to
recognize this basic dynamic of competition and FHFA must be required to manage guarantee fees
within a narrow enough range so the GSEs’ lender-customers cannot arbitrage competition. The
GSEs should compete against each other on performance, not on price.

Access to the federal guarantee on qualifying securities should be open to any future issuers under
the same financial, capital, oversight, transparency and reporting and public purpose requirements
imposed on the GSEs. These conditions include appropriate capitalization at the corporate level to
back the guarantees they are providing, balanced with the need for affordability, national coverage
and countercyclical liquidity. A portion of the guarantee fee should flow into an insurance fund to
be drawn down as needed after an issuer’s capital is depleted. Like the Federal Deposit Insurance
Corporation’s (FDIC) insurance fund, the Mortgage Backed Security (MBS) insurance fund should
also have the ability to be post-funded; that is, in the event the guarantee fund goes into the red,
the g-fees on future issuances would pay back any Treasury draws.

We also support ongoing efforts by the GSEs to transfer (credit) risk to other private parties as a
way to reduce their exposure to losses. These efforts should not, however, encourage adverse
selection at the borrower or portfolio level. Similarly, increased capacity and authority to manage
and mitigate counterparty risk at Ginnie Mae and those agencies with access to the federal
guarantee is a critical aspect of reform that will directly reduce taxpayer risk and almost certainly
will require congressional action in order to be successful.

Reforms should be mindful of countercyclical liquidity needs across the system and recognize that
while FHA and the GSEs have often been responsible for ensuring continued availability of
mortgages even in downturns, greater capacity across the system to play a countercyclical role
would help mitigate steep price declines. Indeed, FHA and the GSEs did so in earlier downturns such
as the oil patch recession and the 2002 recession that followed the 9/11 attacks. During times of
expansion, however, private capital should be expected to take a growing share of the market in a
variety of forms, including direct securitization of mortgage assets and risk sharing with Fannie and
Freddie to reduce government risk exposure. To ensure countercyclical liquidity, the GSEs’ debt
issuances should also carry a paid-for, explicit guarantee that matches the guarantee on MBS,
backed by an initial capital contribution of the $113.9 billion remaining under the PSPA with the
Treasury Department.'? To ensure long-term stability of GSE debt, this backstop should be made
permanent in legislation.

Lenders of all sizes and business models must have reasonable and dependable access to the
secondary market for the loans they originate, including providing liquidity for new and seasoned
loans eligible for Community Reinvestment Act (CRA) credit and for loans supported by state and

12 Title Il of the National Housing Act, 12 U.S.C. 1716 §301
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local housing finance agencies and other governmental and qualified nonprofit entities. This will
require careful consideration of each of the indicia of the implicit guarantee in the current model.
Taken together, five indicia of the implicit government guarantee have worked together to convince
investors to ignore the statutorily required language on the cover of every Fannie Mae and Freddie
Mac debt instrument and mortgage-backed security.'® Restating that language, which is already
perfectly clear, will not end the implicit guarantee.

Since the separation from the government of the Federal National Mortgage Association (Fannie
Mae) in 1968 and the chartering of the Federal Home Loan Mortgage Corporation (Freddie Mac) in
1970, these indicia have contributed to the widely held perception of government backing of the
corporations. The statutory indicia of the implicit guarantee are:

1. Congressional Charter and Public Purpose. The GSEs’ charter requires them to provide
stability in the secondary market for residential mortgages, increase the liquidity of mortgage
investments, improve the distribution of investment capital for housing finance and promote
access to mortgage credit throughout the nation. Under the current law, the GSEs are
chartered to:

e provide stability in the secondary market for residential mortgages,

e respond appropriately to the private capital market,

e provide ongoing assistance to the secondary market for residential mortgages
(including activities relating to mortgages on housing for low- and moderate-income
families involving a reasonable economic return that may be less than the return
earned on other activities) by increasing the liquidity of mortgage investments and
improving the distribution of investment capital available for residential mortgage
financing, and

® promote access to mortgage credit throughout the nation (including central cities,
rural areas and underserved areas) by increasing the liquidity of mortgage
investments and improving the distribution of investment capital available for
residential mortgage financing.

2. State and Local Tax and Regulatory Exemptions. The GSEs are exempt from taxation by states
or local governments, with the exception of property taxes.'* They are also exempt from
local regulations and legal actions.*®

3. SEC exemptions. The GSEs are legally exempt from registration of their equities, however,
they have voluntarily agreed to register their stock with the Securities and Exchange

13 “The corporation shall insert appropriate language in all of its obligations issued under this subsection 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 of any agency or instrumentality thereof other than
the corporation.”

14 Title Il of the National Housing Act, 12 U.S.C. 1723 §309(c)(2)

15 Title Il of the National Housing Act, 12 12 U.S.C. 1723 §309(a)
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Commission (SEC).%® The GSEs are also exempt from the registration of their securities’ to
the same extent as securities which are direct obligations of or obligations guaranteed to
principal and interest by the United States. This exemption relates to MBS and has
implications on the liquidity of the TBA market.

The GSEs’ debt obligations®® are exempt and required to be treated to the same extent as
securities which are direct obligations of or obligations guaranteed as to principal or interest
by the United States, be deemed to be exempt securities within the meaning of laws
administered by the Securities and Exchange Commission. This exemption relates to debt
obligations and has implications on the pricing and liquidity of the Enterprises’ debt issuance.

4. Access to Federal Reserve. The Federal Reserve Banks are authorized to act as depositories,
custodians and fiscal agents for the GSEs;° and

5. Treasury Line of Credit. The Secretary of the Treasury is authorized to buy GSE debt
obligations at his/her discretion up to $2.25 billion.?°

Unwinding these indicia must be done with great care. The congressional charter responsibilities
and restrictions, remain important to ensuring the GSEs have and maintain focus on a clear mission.
Likewise, access to the Federal Reserve as a fiscal agent is an important component of ensuring the
reliability of the secondary mortgage market. The SEC exemptions, however, must be examined
individually and carefully considered in context.

The exemption relating to equity securities of the enterprises was voluntarily suspended in an
agreement with the SEC and Fannie Mae on March 31, 2003 and with Freddie Mac on July 18, 2008.
As a result of HERA and the subsequent execution of conservatorship, the implied guarantee on the
GSEs’ equities has been eliminated. The exemption from registration of their MBS is critically
important to the functioning of the TBA market. But the registration exem