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Government Agencies 
Gillian Burgess, Wayne Passmore, and Shane M. Sherlund1 

Introduction 
The American Dream is often described as buying a home.  Indeed, much of U.S. public policy 
supports homeownership and relies on it to store and build personal wealth and retirement 
savings.  Studies of mortgage finance often overlook the role of two corporations created and 
regulated by the U.S. government: Federal National Mortgage Association, abbreviated FNMA 
and commonly known as Fannie Mae, and the Federal Home Loan Mortgage Corporation, 
abbreviated FHLMC and commonly known as Freddie Mac.2   

These firms, often called government-sponsored enterprises or GSEs,3 are primarily engaged in 
purchasing residential mortgages from originators, pooling many of those loans, and selling 
securities backed by those pools into the secondary market.  These mortgage-backed securities 
(MBS) facilitate the flow of capital across the country and into the housing finance system, as 
well as allow the interest rate risk associated with 30-year fixed-rate mortgages to be spread 
more broadly. 

This chapter focuses on the role that the GSEs play in the U.S. housing finance system.  We start 
by looking at the GSE Charter, as created by statute, then examine how the GSEs affect the U.S. 
mortgage markets.  We then survey the special status that the GSEs enjoy and conclude by 
summarizing efforts to reform the GSEs, after the GSEs failed during the 2008 financial crisis 
and are currently under the conservatorship of the federal government.  

The GSE Charter 
The GSEs were chartered by the federal government to increase investment in the housing 
market.4  Both charters articulate similar purposes for the GSEs:  

                                                           
1 Burgess, Passmore, and Sherlund: Board of Governors of the Federal Reserve System.  The 
views expressed herein are those of the authors and do not necessarily reflect the views of the 
Federal Open Market Committee, its principles, or the Board of Governors of the Federal 
Reserve System. 
2 For a brief overview of the history of Fannie Mae and Freddie Mac, see Nelson, et al., 2016. 
3 This chapter uses the term GSE to refer only to Fannie Mae and Freddie Mac.  The term is 
sometimes used to refer to a broader category of institutions that were chartered by the U.S. 
government, but are not agencies or departments.  For example, U.S. budget legislation defines 
“government-sponsored enterprise” in a way that captures five active and two inactive 
institutions.  104 Stat. 1388-607, § 13112; and 2 U.S.C. § 622(8).  In addition to Fannie Mae and 
Freddie Mac, the Federal Agricultural Mortgage Corporation (Farmer Mac), the Federal Home 
Loan Bank System, and the Farm Credit System are active GSEs, while the Financing Corporation 
and the Resolution Funding Corporation are inactive.   
4 Fannie Mae’s charter is Title III of the National Housing Act, 48 Stat. 1246 (1938) and can now 
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1. to provide stability in the secondary market for residential mortgages; 

2. to respond appropriately to the private capital market; 

3. to 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;  

4. to 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; and 

5. manage and liquidate federally owned mortgage portfolios in an orderly manner, 
with a minimum of adverse effect upon the residential mortgage market and 
minimum loss to the Federal Government.5 

Interestingly, the charter of Fannie Mae also includes a declaration that “the purposes of this 
title are to establish secondary market facilities for residential mortgages, to provide that the 
operations thereof shall be financed by private capital to the maximum extent feasible.”6 

Both GSEs were privately-owned and managed corporations for most of their existence.  The 
Charters leave the governance of the GSEs to boards of directors elected by their shareholders, 
but with the unique requirements that the 13 directors include at least one each from the 
homebuilding industry, the mortgage lending industry, the real estate industry, and an 
organization that has committed to consumer or community interests or low-income housing.7  
The Charters charge the GSEs with serving the public purposes of providing stability and 
support to the residential mortgage market and to promote access to mortgage credit, 
including to underserved areas.  This combination of private ownership and public purpose has 
caused tension over the course of the GSEs’ histories. 

How the GSEs Affect U.S. Mortgage Markets 
In carrying out the purposes outlined in their Charters, the GSEs have become major players in 
the U.S. mortgage finance system.  Although the GSEs do not participate directly in the primary 

                                                           
be found at 12 U.S.C. § 1716 et seq.  That Title also establishes the Government National 
Mortgage Association (GNMA or Ginnie Mae).  While Fannie Mae and Freddie Mac are private 
corporations under government conservatorship since 2008, GNMA has been federal agency 
within the Department of Housing and Urban Development since 1968.  Freddie Mac’s charter 
is the Emergency Home Finance Act of 1970, 84 Stat. 462 (1970), can now be found at 12 U.S.C. 
§ 1451 et seq.   
5 12 U.S.C. § 1716 (Fannie Mae) and 12 U.S.C. § 1451 note (Freddie Mac). 
6 12 U.S.C. § 1716. 
7 12 U.S.C. § 1723(a) (Fannie Mae); 12 U.S.C. § 1452(a)(2) (Freddie Mac). 
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mortgage market, their institutional histories have helped shape not only the secondary 
mortgage market but also the current primary mortgage market.  Here, we highlight some 
interesting features of the U.S. mortgage finance system and their implications for research in 
this area. 

As noted in chapter [X] Fuster, Lucca, and Vickery (2021) [check that they do this in the MBS 
chapter], the GSEs guarantee the timely payment on MBS backed by high-quality conforming 
mortgages.  These mortgage-backed securities are not explicitly backed by the U.S. 
government.  Prior to 2019, Fannie Mae and Freddie Mac each issued their own MBS.  More 
recently, Fannie Mae and Freddie Mac have issued uniform mortgage-backed securities 
through the common securitization platform, to harmonize some of the liquidity and 
prepayment differences between the separate agency MBS.   

Also discussed in [chapter X] are credit risk transfers (CRTs).  CRTs transfer some the credit risks 
of the GSEs’ mortgage portfolios to the private sector.  Investors purchase bonds, where the 
return on the bond is based on a reference pool of mortgages.  If there are many defaults in the 
reference pool, the return to the investors on the bonds is smaller than if there are fewer 
defaults.  The investors, rather than the GSEs, bears the losses associated with the mortgage 
defaults.  For details about how losses are distributed, see Federal Housing Finance Agency 
(2021).  As discussed later in this chapter, CRTs have been proposed as one way to implement 
GSE reform.   

As shown in Table 1, the GSEs guaranteed roughly $5.6 trillion of the $11.7 trillion (48 percent) 
in outstanding mortgage debt at the end of 2020, up from about $3.4 out of $9.4 trillion (36 
percent) at the end of 2005.  During 2020, the GSEs guaranteed approximately $2.4 trillion of 
the $4.0 trillion (60 percent) in new mortgage originations.8 

Table 1: Mortgages Outstanding ($trillions) 
 2005 2010 2015 2020 

GSEs 3.4 4.7 4.6 5.6 
GNM 0.5 1.1 1.6 2.0 
PLS 1.6 1.3 0.6 0.4 
Portfolio 3.9 3.4 3.3 3.7 
Total 9.4 10.5 10.1 11.7 

Sources: Federal Reserve Financial Accounts of the United States – Z.1, authors 
calculations from HMDA, CoreLogic, and Black Knight McDash data. 

Some studies show that the GSEs’ overall participation in secondary markets lowers mortgage 
rates for mortgage borrowers (Kolari, Fraser, and Anari, 1998; Gonzalez-Rivera, 2001; Roll, 
2003).  Lehnert, Passmore, and Sherlund (2008) attribute these mortgage rate savings to the 
securitization activities of the GSEs, not their investment portfolio activity.  In contrast, 
Fieldhouse, Mertens, and Ravn (2018) use a narrative analysis and conclude that GSE mortgage 
holdings boost mortgage lending, especially refinancing, and lower mortgage rates.  However, 
establishing causality from securitization to rates may not be easy.  Heuson, Passmore and 
                                                           
8 During 2020, Ginnie Mae insured about $0.7 trillion; the remaining $0.9 trillion were either 
not securitized or placed through private-label securitization. 
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Sparks (2001) show that it is possible for a decline in mortgage rates to increase securitization 
rather than the other way around. 

30-Year Fixed-Rate Mortgages 
Since mid-2007, about three-quarters of mortgages originated in the United States were 30-
year fixed-rate mortgages.9  The prepayment and credit risk of individual mortgages is difficult 
to price accurately over a 30-year time horizon.  However, the GSEs pool similar mortgages 
together and guarantee the credit risk on mortgages within each securitization pool.  MBS 
investors then take on the prepayment and interest rate risk.  This structure has allowed the 
30-year fixed-rate mortgage to flourish in the United States, while it is uncommon in the rest of 
the world.  For a history of, and the international context for, the 30-year fixed-rate mortgage, 
see Green and Wachter (2005). 

Ghent and Yao (2016) provide an overview of the recent literature on household mortgage 
choice, i.e., a household’s decision to choose an adjustable-rate mortgage or a fixed-rate 
mortgage.  Campbell (2006) looks at the timeliness of refinancing of households when 
mortgage rates change.  One potentially fruitful area of research would be to explore the costs 
and benefits to households of the 30-year fixed-rate mortgage, especially when considering 
household mobility and refinance behavior (for example, see Passmore and Von Hafften, 2020).   

Conforming Loan Limits 
Both charters place limits on which mortgages the GSE may purchase, typically referred to as 
“conventional mortgages”.10  Conventional mortgages are limited to those that have loan-to-
value ratios of 80 percent or less or have certain specified credit enhancements, such as private 
mortgage insurance.11   

Additionally, the original principal amount of any conventional mortgage must be below an 
amount referred to as the “conforming loan limit” (or CLL).  This limit is specific to the number 
of units in the property, with different CLLs for properties with one, two, three and four units.12  
Additionally, while properties in most of the United States are subject to a baseline limit, the 
limit is higher in certain high-cost areas.13  CLLs were up to 75 percent higher for these counties 
during 2008-2010 and have been up to 50 percent higher since 2010.  The Federal Housing 

                                                           
9 Another 10-15 percent were 15-year fixed-rate mortgages.   
10 12 U.S.C. § 1717(b)(2) (Fannie Mae); 12 U.S.C. § 1454(a)(2) (Freddie Mac). 
11 The role of private mortgage insurance in protecting the GSEs against losses is not agreed on 
and would be an interesting topic for further research.  Many private mortgage insurance 
companies only survived the 2008 financial crisis because of forbearance by the GSEs, though 
FHFA has required the GSEs to have private mortgage insurance providers hold more capital.  
As reflected in their capital rules and stress testing scenarios, the federal banking agencies 
expect that private mortgage insurance will protect against losses less than FHFA. 
12  Properties with more than four units are considered “multifamily.”  12 U.S.C. § 4502(18). 
13 High-cost areas are defined as metropolitan or micropolitan areas or counties in which 115% 
of the median house price exceeds the baseline conforming loan limit for that property size, as 
well as Alaska, Hawaii, Guam, and the U.S. Virgin Islands.   
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Finance Agency (FHFA) adjusts the limit annually by the increase in FHFA’s housing price index.  
Table 2 shows the CLLs since 1990. 

Table 2: Single-Unit Conforming Loan Limits ($) 
 Baseline High-Cost 

1990 187,450 -- 
1995 203,150 -- 
2000 252,700 -- 
2005 359,650 -- 
2010 417,000 729,750 
2015 417,000 625,500 
2020 510,400 765,600 
2021 548,250 822,375 
2022* 625,000 937,500 

Source: FHFA (single-family, one-unit properties located in the 
Continental United States). 
* Projection based on house price appreciation observed during 
2020-2021. 

The CLL is one of the more notable features of the primary mortgage market in the United 
States.  The CLL produces a market discontinuity that can be used as a “natural” experiment for 
studying consumer and lender behavior.  For example, consumer and lender behavior have 
been shown to change during the months between the announcement and implementation of 
the new CLLs (see McKenzie, 2002).  Moreover, many studies have explored differences in 
mortgage rates charged to borrowers above and below the CLL.  Those studies have found that 
loans above the CLL typically carry mortgage rates 15-25 basis points higher than comparable 
loans below the CLL (Cotterman and Pearce, 1996; Hendershott and Shilling, 1989; McKenzie, 
2002; Congressional Budget Office, 2001).  Several other studies have shown that the mortgage 
rate differential is even smaller once one accounts for house price volatility (Ambrose, 
Buttimer, and Thibodeau, 2001), endogeneity and sample selection (Ambrose, LaCour-Little, 
and Sanders, 2004; Passmore, Sherlund, and Burgess, 2005), geographic proximity (Sherlund, 
2008), and could even be negative with the higher guarantee fees (g-fees) observed during the 
post-crisis period (Fisher, Fratantoni, Oliner, and Peter, 2021). 

Other studies have used the discontinuity in volumes and pricing across the CLL to estimate the 
effects of the GSEs on mortgage rate elasticities, house prices, home sales, and construction 
activity.  DeFusco and Paciorek (2017) use the mortgage rate differential and bunching below 
the CLL to estimate a mortgage rate elasticity of demand of 2-3 percent (1 percentage point 
increase in the mortgage rate reduces mortgage demand by 2-3 percent).  Grundl and Kim 
(2021) use the variation in CLL changes across county borders to show that the GSEs have 
effects on house prices, home sales, and construction activity (interestingly, they find no 
evidence of an effect on homeownership rates). 

These studies have focused on mortgages for single-unit properties.  A fruitful potential area of 
research would be extended to this body of work to multi-unit properties, particularly given the 
potential of multi-unit properties to address the housing crisis in U.S. cities and inner suburbs. 
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Guarantee Fees 
Prior to the financial crisis, the GSEs charged g-fees that did not vary by credit risk.  This led to 
relatively uniform national pricing of mortgages and contributed to the national mortgage 
finance system that we see today.  Hurst, Keys, Seru, and Vavra (2016) show that nationally 
uniform GSE pricing redistributed resources across regions in the United States from lower-
default regions toward higher-default regions (which could have important countercyclical 
effects during regional downturns).  Passmore and Sherlund (2021) show that the GSEs and FHA 
had positive effects on broad economic outcomes following the financial crisis.  In particular, 
the GSEs’ effectively countercyclical policies insulated some parts of the country from the 
devastating pull back in private credit, mitigating the effects on house prices, mortgage 
originations, auto sales, and unemployment rates. 

Following the onset of the financial crisis and the beginning of conservatorship, the GSEs began 
charging g-fees that varied by credit risk.  Table 3 shows the loan-level pricing adjustments 
(LLPAs) that Fannie Mae charges based on the credit risk of the individual mortgage (Freddie 
Mac’s loan-level pricing adjustments are similar).  In general, the LLPAs tend to be higher for 
mortgages with higher loan-to-value ratio or lower credit scores.14  Average g-fees moved from 
around 15-20 basis points prior to the financial crisis up to 50-60 basis points afterward (despite 
a stark improvement in average borrower credit quality during the same time period). 

Table 3: Fannie Mae Loan-Level Pricing Adjustments (percentage points) 
  Loan-to-Value Ratio (percent) 
  <=60 60-70 70-75 75-80 80-85 85-90 90-95 95-97 >97 

Cr
ed

it 
Sc

or
e 

>=740 0.00 0.25 0.25 0.50 0.25 0.25 0.25 0.75 0.75 
720-739 0.00 0.25 0.50 0.75 0.50 0.50 0.50 1.00 1.00 
700-719 0.00 0.50 1.00 1.25 1.00 1.00 1.00 1.50 1.50 
680-699 0.00 0.50 1.25 1.75 1.50 1.25 1.25 1.50 1.50 
660-679 0.00 1.00 2.25 2.75 2.75 2.25 2.25 2.25 2.25 
640-659 0.50 1.25 2.75 3.00 3.25 2.75 2.75 2.75 2.75 
620-639 0.50 1.50 3.00 3.00 3.25 3.25 3.25 3.50 3.50 
<620 0.50 1.50 3.00 3.00 3.25 3.25 3.25 3.75 3.75 

Source: Fannie Mae, as of July 16, 2021. 

Some preliminary research has begun looking into the actuarial structure of the GSEs’ LLPAs 
(Gerardi, 2017).  So far, these studies suggest that the LLPAs are still flatter than the underlying 
credit risk profiles, in that they probably still redistribute resources from lower-default 
borrowers toward higher-default borrowers.  The results of this ongoing research will be 
interesting to observe.  Whether lenders or borrowers alter their behavior near the loan-to-
value ratio or credit score cutoffs is another interesting aspect of the LLPAs that would benefit 
from further research.   

                                                           
14 Additional LLPAs are also charged for adjustable-rate or cash-out refinance mortgages, 
mortgages on multi-unit properties or nonowner-occupied properties, and loans that are not 
fully documented. 
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FHFA adopted capital requirements for the GSEs in December 2020,15 which include capital 
charges for mortgages that are more risk sensitive than both than the capital charges that the 
GSEs were subject to before December 2020 and those that banking organizations are subject 
to under the federal banking agency capital rules today.16  As the GSEs gain market experience 
under the new capital rules, one fruitful area of research will be to compare the impact of these 
more risk-sensitive capital requirements on volumes and pricing of mortgages, both conforming 
and those held by banks. 

Interestingly, FHFA calibrated the capital requirements for the GSEs such that expected losses 
for the entire GSE portfolio would be covered by aggregate capital requirements.  In contrast, 
the federal banking agencies generally calibrate capital requirements such that expected losses 
for individual exposures would be approximately covered by the capital requirements relevant 
to those exposures.  The former approach creates cross subsidization, as the capital 
requirements tend to be met on average.  This seems to be consistent with the setting of 
nation-wide mortgage rates and LLPAs that are somewhat risk-sensitive, which reinforces the 
concept of cross subsidization from lower-default mortgages and regions toward higher-default 
mortgages and regions (Hurst, Keys, Seru, and Vavra, 2016; Gerardi, 2017). 

Underwriting 
By Charter, the conforming mortgages eligible must meet certain credit quality requirements.  
To verify that mortgages they purchase meet these requirements, the GSEs specify certain 
standardized underwriting criteria and documentation requirements.  Forrester (2007) reviews 
the benefits of such criteria and requirements to homeowners.  Simkovic (2013) reviews how 
the GSEs use their buying power to ensure mortgage originators maintain prudent 
underwriting. 

At the end of 2020, 72 percent of the mortgages guaranteed by Fannie Mae had loan-to-value 
ratios at origination of 80 percent or less, 84 percent had credit scores at origination of 700 or 
higher, and 86 percent had debt-to-income ratios at origination of 45 percent or less.17  
Moreover, the increases in house prices observed over the past 10 years have reduced the 
credit risk even further: 87 percent of mortgages guaranteed by Fannie Mae at the end of 2020 
had mark-to-market loan-to-value ratios of 80 percent or less. 

The credit quality of the mortgages that the GSEs guarantee has improved since the financial 
crisis.  At the end of 2010, although 81 percent of the mortgages guaranteed by Fannie Mae 
had loan-to-value ratios at origination of 80 percent or less, only 60 percent had mark-to-

                                                           
15 85 FR 82150 (December 17, 2020). 
16 12 CFR Part 3 (OCC), 12 CFR Part 217 (Federal Reserve), 12 CFR Part 324 (FDIC).  Note that the 
U.S. federal banking agencies are working to implement the Basel III capital framework, 
developed by the Basel Committee on Banking Supervision, under which capital requirements 
for mortgages that are more granular than those in the current capital rules for banking 
organizations, but less granular than under the capital rules for the GSEs.   
17 Fannie Mae 2020 Annual Report on Form 10-K. 
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market loan-to-value ratios of 80 percent or less and 16 percent were underwater.  Moreover, 
74 percent had credit scores at origination of 700 or higher.18 

By Charter, mortgages with loan-to-value ratios of more than 80 percent must have credit 
enhancement, such as private mortgage insurance, to be eligible for purchase by the GSEs.  
Private mortgage insurance charges a monthly insurance premium that ranges from about 58 
basis points (annualized) for borrowers with high credit scores to about 185 basis points 
(annualized) for borrowers with lower credit scores.19  These payments are usually included in 
borrowers’ monthly mortgage payment.  FHA also provides mortgage insurance through its 
origination process.  Because of differences between the pricing of private mortgage insurance 
vis-à-vis FHA mortgage insurance, borrowers with lower credit scores tend to save more money 
through FHA mortgage insurance, while those with higher credit scores tend to save more 
money through private mortgage insurance (Urban Institute, 2021). 

The GSEs were early adopters of financial technology or “fintech,” in that they were among the 
first to introduce automated underwriting (Desktop Underwriter, Loan Prospector) and the use 
of credit scores to the mortgage market.  For an historical overview of these developments, see 
LaCour-Little (2000) and Straka (2000).  A potentially fruitful area of future research would be 
the impact of the GSEs' standardization of underwriting or development of automated 
underwriting on mortgage rates and housing credit availability, such as whether these 
developments might have contributed to racial bias in mortgage rates or homeownership in the 
United States.  

Affordable Housing Goals and First-Time Homebuyers 
The GSEs are legally required to serve low-income borrowers and borrowers in underserved 
areas.  The Safety and Soundness Act requires the GSEs to annually meet specific quantitative 
goals related to affordable housing established by FHFA (affordable housing goals).20  The goals 
include measures related to the GSEs’ purchase of: 

1. Single-family, purchase-money mortgages for: 
a. Low-income families; 21  
b. Very low-income families; 22  
c. Families that reside in low-income areas;  

2. Single-family refinance mortgages for low-income families; 
3. Multifamily mortgages that finance dwelling units affordable to: 

a. Low-income families;  
b. Very low-income families; and  

                                                           
18 Fannie Mae 2010 Annual Report on Form 10-K. 
19 Urban Institute, 2021. 
20 12 U.S.C. § 4561, et seq. 
21 Low-income is defined as those families earning no more than 80 percent of area median 
income. 
22 Very low-income is defined as those families earning no more than 50 percent of area median 
income. 
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c. Low-income families in small properties.23 

For single-family mortgages, the goals are in terms of the percentage of the total number of 
GSE-purchased single-family mortgages in the relevant category.  For multifamily mortgages, 
the goals are the total number of units financed by the GSE-purchased loans in the relevant 
category. 

Both FHFA24 and the GSEs25 are required to provide reports to Congress annually on the GSEs’ 
performance relative to the housing goals.  Along with reporting information related to the 
specific housing goals, the GSEs must report the number of rental housing units affordable 
to low-income families each year which are contained in mortgages purchased by 
the enterprise financing 2- to 4-unit single-family, owner-occupied properties.26  These reports 
provide public data that researchers have found useful for examining the affordable housing 
market 

Economic research has focused directly on the GSEs’ affordable housing goals.  Ambrose and 
Thibodeau (2004) show that the GSEs’ affordable housing goals increased the supply of 
mortgage credit to low- and moderate-income households.  This has led to some critique on 
whether this led to the GSEs’ financial troubles or to the subprime crisis (Wallison dissenting 
view on Financial Crisis Inquiry Report).  Research from Ghent, Hernandez-Murillo, and Owyang 
(2015) indicates that lenders did not increase subprime originations around discrete eligibility 
cutoffs for the GSEs affordable housing goals or the Community Reinvestment Act. 

Another way to measure whether access to credit has expanded is to look at first-time 
homebuyers, even though the affordable housing goals do not include measures covering first-
time homebuyers.  First-time homebuyers tend to have lower credit scores or take out 
mortgages with higher loan-to-value ratios than repeat homebuyers.  The first-time homebuyer 
share among GSE-eligible mortgages has increased from around 25 percent in the early 2000s, 
to around 40 percent in the mid-2000s, to nearly 50 percent now.27   

A potentially fruitful area of future research would be to examine the role of the GSEs relative 
to housing supply, and impact of the GSEs, if any, on the current housing supply crisis that has 
led to a severe shortage of affordable housing throughout the United States.  In the early 
2000s, Painter and Redfearn (2002) found that empirically lower mortgage rates increased 
housing starts, but homeownership rates remained unchanged.  Using a calibrated 
macroeconomic model, Jeske, Krueger, and Mitman (2013) concluded that the GSEs had little 
effect on housing investment.  More research is clearly needed in this area. 

                                                           
23 Small multifamily properties are defined as having 5-50 units. 
24 12 U.S.C. § 4561(d)(3). 
25 12 U.S.C. § 1723a(n) (Fannie Mae); 12 U.S.C. § 1456(f) (Freddie Mac). 
26 12 U.S.C. § 4562. 
27 Urban Institute, 2021.  By comparison, the first-time homebuyer share among FHA mortgages 
is 80-85 percent. 
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Housing Credit Availability 
Since the financial crisis, some researchers have considered measuring mortgage credit 
availability.  Li and Goodman (2014) and Davis, Larson, Oliner, and Smith (2021) have produced 
measures based on the ex-ante credit risk of new mortgage originations.28  These measures 
show that credit was readily available during the early- to mid-2000s runup in house prices; the 
underlying credit risk of mortgages were quite high during this period.  During the financial 
crisis, credit availability tightened substantially, and the underlying credit risk of new mortgages 
improved dramatically.  Since the financial crisis credit availability has remained tight, though 
borrowers with lower credit scores still have access to credit through the FHA. 

A fruitful area of future research would be the role of the government’s implicit guarantee and 
of the special status of the GSEs, discussed below, on housing credit availability. 

Special Status of GSEs 
The GSEs have a special status in the housing finance system far beyond their statutory 
charters.  The have a long history of government oversight and interventions, culminating in 
their current status in conservatorship, that has produced many anomalies in their status.  They 
enjoy several special privileges under various U.S. laws and regulations that reduce their cost of 
financing.  They have been seen as being “implicitly guaranteed” by the U.S. government, which 
has led to GSE obligations as been seen as safe assets.   

History & Oversight of the GSEs   
Over the course of their existence, four different agencies have supervised the GSEs.29  When 
Fannie Mae became a public-private partnership in 1954,30 it became a constituent agency of 
the Housing and Home Finance Agency (HHFA), the predecessor to the current Department of 
Housing and Urban Development (HUD).  The Administrator of the HHFA chaired Fannie Mae’s 
board of directors and appointed the other four directors, effectively running the company.31  
In 1968, Fannie Mae was reorganized to become a for-profit, shareholder-owned company, 
supervised by HUD, which had the authority to require that Fannie Mae devote a reasonable 
portion of mortgage purchases to low- and moderate-income housing.32   

                                                           
28 Ex ante credit risk is estimated based on the actual performance of mortgages over some 
time period. 
29 For a more detailed description of the history of the GSEs, see Nelson, et al. (2016). 
30 When Fannie Mae was created in 1938, it was a federal government agency, with a mandate 
to purchase, hold, and sell loans insured by the Federal Housing Administration, a separate 
government agency.  See Title III of the National Housing Act, 48 Stat. 1246 (1938).  
31 See Title II of the Housing Act of 1954, 68 Stat. 612. 
32 See the Housing and Urban Development Act of 1968, Pub.L. 90-448.  U.S. Government 
Accountability Office.  Fannie Mae and Freddie Mac: Analysis of Options for Revising the 
Housing Enterprises’ Long-term Structures.  (September 2009) online at: 
www.gao.gov/new.items/d09782.pdf, (hereinafter “GAO-09-782”), p. 13, accessed 4/27/2011. 
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When Freddie Mac was created in 1970, it was capitalized by the Federal Home Loan Banks and 
focused on purchasing mortgages from thrifts.33  During the 1970s and 1980s, Fannie Mae 
continued to hold mortgages in its portfolio, funding its purchases principally with short term 
obligations, while Freddie Mac, overseen by Federal Home Loan Bank Board (FHLBB), issued 
MBS.34  Thus, Fannie Mae was left vulnerable to the sharp rise in interested rates that 
accompanied the inflation and recessions of the late 1970s and early 1980s.   

In response to the savings and loan crisis of the 1980s, Congress passed the Financial 
Institutions reform, Recovery, and Enforcement Act of 1989 (FIRREA)35, which, among other 
reforms, restructured Freddie Mac to be a for-profit corporation owned by private 
shareholders, similar to Fannie Mae.  Three years later, the Federal Housing Enterprises 
Financial Safety and Soundness Act of 199236 (the Safety and Soundness Act) created an 
independent regulator within HUD, the Office of Federal Housing Enterprise Oversight (OFHEO), 
to oversee the GSEs.  OFHEO had broader authority to supervise the GSEs, including authority 
to conduct safety and soundness examinations and conduct enforcement actions, though it was 
not an independent agency: It was subject to Congressional appropriations, which made OFHEO 
subject to political influence. 

OFHEO allowed the GSEs to purchase increasingly risky mortgages.37  During the 2008 financial 
crisis, it became clear that OFHEO had allowed the GSEs to take on risky investments while 
holding little capital.  By the summer of 2008, it was clear that the GSEs’ financial position was 
becoming increasingly precarious, and OFHEO lacked the appropriate authorities to guide an 
orderly resolution of one or both GSEs. 

In response, Congress passed the Housing and Economic Recovery Act of 200838 (HERA), which 
transformed OFHEO into FHFA, a new independent agency.  FHFA had increased supervisory 
authorities, including the power to place a GSE into conservatorship or resolution if it became 
undercapitalized.   

FHFA was given several authorities that OFHEO had not had, including the authority to set 
capital requirements and undertake supervisory actions comparable to those of other financial 
regulators.  FHFA maintains teams of permanent, on-site examiners to conduct examinations 
and monitor business activities, risk, compliance, similar to the federal banking agencies’ 
examination teams at the largest banking organizations.   

Additionally, FHFA has authority to take a broad range of enforcement actions, including cease 
and desist orders, civil money penalties, debarment of officials, and actions against parties 
                                                           
33 See the Emergency Home Finance Act of 1970, Pub.L. 91-351.  This act authorized both GSEs 
to buy and sell mortgages not insured or guaranteed by the federal government. 
34 See, 91 P. Law 351, Title III.  The members of the FHLBB comprised the board of directors of 
Freddie Mac.  Federal Finance Agency Office of Inspector General, 2021. 
35 Pub.L. 101–73. 
36 Pub.L. 102-550 
37 See Slivers and Slavkin (2009), part II. Deregulation of the residential mortgage markets. 
38 Pub.L. 110-289. 
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affiliated with the GSEs.  FHFA also has emergency powers, including a working capital fund and 
the authority to impose special assessment to address shortfalls in resources. 

While much research has studied the political or legal implications of the history of GSE 
oversight, the impact that the different regulatory regimes had on the financial and mortgage 
markets has seen little academic analysis and would be an interesting avenue for future 
research. 

Conservatorship and the Preferred Stock Purchase Agreements 
On September 7, 2008, less than two months after HERA became law, the newly formed FHFA 
placed both Fannie Mae and Freddie Mac into conservatorship.39  As conservator, FHFA took on 
the powers of the management, the boards of directors, and the shareholders of the companies 
and immediately replaced both CEOs of the GSEs.  FHFA directs each GSE as to when the 
management team must obtain conservator approval. 

The current structure also encourages the GSEs to invest in efforts aimed at regulatory capture 
of government oversight agencies.  When the GSEs were put into conservatorship, Treasury 
Secretary Hank Paulson said, “I attribute the need for today’s action primarily to the inherent 
conflict and flawed business model embedded in the GSE Structure, and to the ongoing housing 
correction.”40  Paulson viewed conservatorship as a “time out” for policymakers to decide the 
GSEs’ future role and structure.  Paulson argued that “Government support must be either 
explicit or non-existent, and structured to resolve the conflict between public and private 
purposes.” 

To provide capital to the troubled firms, the U.S. Department of the Treasury (Treasury) 
entered into a Preferred Stock Purchase Agreement (PSPA) with each GSE.  Treasury initially 
agreed to purchase $1 billion in preferred stock from the GSE and to purchase additional 
preferred stock in the amount the GSE’s liabilities exceeded its assets in any quarter, with an 
initial limit of $100 billion each.  The limit was raised to $233.7 billion for Fannie Mae and 
$211.8 billion for Freddie Mac, though the Fannie Mae and Freddie Mac used only $119.8 
billion and $71.6 billion of that commitment, respectively.41  Additionally, Treasury received 
warrants to purchase up to 79.9 percent of each GSE’s common stock for a nominal amount.  
Under the PSPAs, Treasury must ascent to a GSE exiting conservatorship.42 

                                                           
39 For a thorough account of the political and legal considerations that contributed to the 
decision to put the GSEs into conservatorship, see the Financial Crisis Inquiry Commission, “The 
Financial Crisis Inquiry Report”, Chapter 17 (January 2011) and Niles (2014).   
40 Paulson Jr., Henry M. (2008).  “Statement by Secretary Henry M.  Paulson on Treasury and 
Federal Housing Finance Agency Action to Protect Financial Markets and Taxpayers.” U.S. 
Department of the Treasury, September 7. 
41 See U.S. Department of Treasury (2019), at 9-10. 
42 See Fannie Mae’s Senior Preferred Stock Purchase Agreement with Treasury (September 7, 
2008), at https://www.fhfa.gov/Conservatorship/Documents/Senior-Preferred-Stock-
Agree/FNM/SPSPA-amends/FNM-SPSPA_09-07-2008.pdf (last accessed October 15, 2021) and 
Freddie Mac’s Senior Preferred Stock Purchase Agreement with Treasury(September 7, 2008), 
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As consideration for Treasury’s financial support, the GSEs agreed to pay dividends on the 
preferred stock.  Initially, the PSPAs set the dividend payments at 10 percent of the outstanding 
senior preferred stock.  However, in August 2012, Treasury and FHFA, as conservator for the 
GSEs agreed to change the dividend to be all GSE profits above a specified capital reserve, in a 
change referred to as the Third Amendment to the PSPA.43  The capital reserve was initially set 
to $0 for each GSE but was raised to $3 billion each in 2017 and to $25 billion for Fannie Mae 
and $20 billion for Freddie Mac in 2019.   

In January 2021, the PSPAs were again amended, permitting the GSEs to accumulate capital up 
to their regulatory minimums, including buffers, as prescribed in the FHFA capital rule finalized 
in December 2020.  Until those minimums are met, the Treasury’s liquidation preference will 
increase by the amount of capital accumulated.  The final aggregated liquidation preference 
would be approximately $500 billion (currently $228.7 billion).  After that time, the GSEs will 
pay quarterly dividend payments of the lesser of 10 percent of the liquidation preference or the 
net increase in the GSE’s net worth and will resume paying a commitment fee.  Each GSE will be 
permitted to issue up to $70 billion in stock to build capital without prior agreement from 
Treasury after all litigation is resolved or settled and Treasury has exercised its warrant for 79.9 
percent of the common stock.44 

The mortgage finance system has continued to function with the GSEs in conservatorship.  
However, the Federal Reserve’s Chair Powell outlined why this status quo is dangerous: “Today, 
the federal government’s role in housing finance is even greater than it was before the crisis.  
The overwhelming majority of new mortgages are issued with government backing in a highly 
concentrated securitization market.  That leaves us with both potential taxpayer liability and 
systemic risk.”45  More research is needed on the risks associated with the current mortgage 
finance structure. 

                                                           
at https://www.fhfa.gov/Conservatorship/Documents/Senior-Preferred-Stock-
Agree/FRE/SPSPA-amends/FRE-SPSPA_09-07-2008.pdf (last accessed October 15, 2021) . 
43  See Third Amendment to Fannie Mae’s Amended and Restated Senior Preferred Stock 
Purchase Agreement with Treasury (August 17, 2012) at 
https://www.fhfa.gov/Conservatorship/Documents/Senior-Preferred-Stock-Agree/FNM/SPSPA-
amends/FNM-Third-Amendment-to-the-Amended-and-Restated-SPSPA_08-17-2012.pdf and 
Third Amendment to Freddie Mac’s Amended and Restated Senior Preferred Stock Purchase 
Agreement with Treasury (August 17, 2012) at 
https://www.fhfa.gov/Conservatorship/Documents/Senior-Preferred-Stock-Agree/FRE/SPSPA-
amends/FRE-Third-Amend-to-the-Amended-Restated-SPSPA_08-17-2012.pdf. 
44 See U.S. Treasury, Press Release: Treasury Department and FHFA Amend Terms of Preferred 
Stock Purchase Agreements for Fannie Mae and Freddie Mac, January 14, 2021 at 
https://home.treasury.gov/news/press-releases/sm1236. 
45 Powell, Jerome (2017).  “The Case for Housing Finance Reform,” speech given at the 
American Enterprise Institute, July 6. 
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Special Privileges 
Fannie Mae and Freddie Mac also enjoy several special privileges ensconced in their charters 
and other laws that private firms do not.  Most notably, these GSEs are exempt from most state 
and local taxation,46 and their securities are exempt from registration with the Securities and 
Exchange Commission.47  The GSEs may use the Federal Reserve Banks as fiscal agents, giving 
them access to the U.S. payments system.48  Additionally, Treasury may purchase up to $2.25 
billion of securities from each GSE49 and the Federal Reserve is authorized to purchase GSE MBS 
in its open market operations.50  As discussed in chapter [X], during times of financial stress the 
Federal Reserve has purchased MBS issued by Fannie Mae and Freddie Mac to stabilize and 
perhaps lower the cost of mortgage credit.  Purchases of MBS by the central bank are effective 
in lowering mortgage rates, particularly during times of financial stress (Hancock and Passmore, 
2011 and 2015).  But while MBS purchases can maintain the value of MBS, they do not 
necessarily prevent GSE failure.   

Additionally, exposures to the GSEs enjoy special treatment in U.S. regulations.  The risk-based 
capital requirements for banking organizations assign risk weights to non-equity GSE exposures 
that are significantly lower than exposures to private organizations.51  

These special privileges confer significant financial benefits to the GSEs.  (See, Federal Finance 
Agency Office of Inspector General, 2021). 

The Implicit Guarantee  
These special privileges, combined with the facts that the GSEs own a significant portion of the 
total outstanding mortgage debt in the United States, have led investors to believe that the 

                                                           
46 Real property owned by these GSEs is subject to taxation by state and local authorities.  
12 U.S.C. § 1723a(c)(2) (Fannie Mae); 12 U.S.C. § 1452(e) (Freddie Mac). 
47 U.S.C. § 1723c (Fannie Mae); 12 U.S.C. § 1455(g) (Freddie Mac).  See also discussion in CBO 
(2003). 
48 12 U.S.C. § 1723a(g) (Fannie Mae); 12 U.S.C. § 1452(d) (Freddie Mac). 
49 12 U.S.C. § 1719(c) (Fannie Mae); 12 U.S.C. § 1455(c) (Freddie Mac).  This authority exists in 
addition to the temporary authority, which expired on December 31, 2009, to purchase 
obligations or securities from the GSEs without limit when the Secretary determines that the 
purchase is necessary to provide stability to the financial markets, prevent disruptions in the 
availability of mortgage finance and protect the taxpayer.  12 U.S.C. § 1719(g) (Fannie Mae); 
12 U.S.C. § 1455(l) (Freddie Mac).   
50 See 12 U.S.C. § 355(2).  The Federal Reserve allowed the GSEs to directly borrow from Federal 
Reserve Banks in irregular discount window operations under section 13(13) of the Federal 
Reserve Act (12 U.S.C. § 347c) in 2008.  See Federal Reserve Board Press Release, “Board grants 
Federal Reserve Bank of New York the authority to lend to Fannie Mae and Freddie Mac should 
such lending prove necessary,” July 13, 2008, found at 
https://www.federalreserve.gov/newsevents/pressreleases/other20080713a.htm (last 
accessed October 18, 2021).  
51 See, 12 CFR Part 3 (OCC), 12 CFR Part 217 (Federal Reserve), 12 CFR Part 324 (FDIC).   

https://www.federalreserve.gov/newsevents/pressreleases/other20080713a.htm
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GSEs are “implicitly guaranteed” by the federal government:  Although their charters explicitly 
state that their securities are not guaranteed by the United States,52 investors believed that the 
federal government would step and back the GSEs’ obligations if the GSEs came under stress.  
Even in the 1990s, commentators described the GSEs as “too big to fail” (see, e.g., Lavargna, 
1993). 

Assertions that the GSEs were not backed by the U.S. government were not consistent with 
how policymakers are expected to behave during a crisis.  Investors in GSE debt and equity 
looked beyond such statements and felt confident that the potential economic fallout from 
financially distressed GSEs would lead the government to bail out the GSEs.  Investors assumed 
that the social costs threatened by GSE failure would compel a government bailout.  These 
investor expectations were proved correct in 2008.   

Implicit guarantees can be very valuable to stockholders, as shown in Passmore (2005) 
examining stock values of Fannie Mae and Freddie Mac before they failed.  The Congressional 
Budget Office calculates an implicit subsidy associated with g-fees.  It projects a $5.5 billion 
subsidy on credit guarantees (40 basis points per dollar of mortgage insured on a fair value 
basis) for 2022.53 

MBS and the money supply 
Because GSE securities are well collateralized and because the GSEs are seen as implicitly 
guaranteed by the U.S. government, markets have come to view GSE obligations as “safe 
assets,” which have little credit or liquidity risk.  Safe assets, sometimes referred to as “shadow 
money,” form a crucial component of the money supply (Almadani et al., 2020).54  Min (2018) 
finds that GSE obligations account for 10 percent of the global supply of safe assets and 20-25 
percent of the U.S. supply.  This topic would be a fruitful avenue of further research. 

GSE Reform  
With the GSEs under conservatorship, a major pillar of the U.S. housing finance system is 
operating under government control, designed to be temporary and governed in part by a 
contract.  Without a change to the Charters or to the PSPAs, the GSEs will continue to 
accumulate capital and at some point reach regulatory minimum capital requirements.  As they 
become sufficiently capitalized, pressure will increase on FHFA to end the conservatorship.55  
Treasury would continue to effectively control the companies unless the warrants under the 
PSPAs could be sold or otherwise transferred.   

                                                           
52 12 U.S.C. § 1719(b) (Fannie Mae); 12 U.S.C. § 1435 (Freddie Mac). 
53 Congressional Budget Office, “Estimates of the Cost of Federal Credit Programs in 2022,” 
October 6, 2021, found at https://www.cbo.gov/system/files/2021-10/57412-Federal-Credit-
Programs.pdf (last accessed October 18, 2021). 
54 For example, GSE MBS are a component of Level 2A assets under the Liquidity Coverage Rule, 
which are subject to a 15 percent haircut and may comprise up to 40 percent of a firm’s high 
quality liquid assets.  See 12 CFR 249.20(b). 
55 FHFA would be required to consent to the end of its conservatorship.  Under the PSPAs, 
Treasury would also need to consent to an end to the conservatorship. 
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Based on the experiences in the years prior to GSE conservatorship, the current structure of 
Fannie Mae and Freddie Mac is prone to moral hazard when outside conservatorship.  
Management has strong incentives to portray low-quality mortgage purchases as high-quality 
asset acquisitions.  GSE debt holders do not respond to the moral hazard risks faced by the GSEs 
because these debt holders view their debt as government-backed (Frame, Fuster, Tracy, and 
Vickery, 2015).  The GSEs have failed once, which raises the question of how to reform Fannie 
Mae and Freddie Mac so they do not fail again once they leave conservatorship (as private 
companies). 

Reform proposals span a large field (see Bernanke, 2008; Elul, 2015; Rappaport, 2020), ranging 
from those who would make little change, focused only on allowing the GSEs to exit 
conservatorship, to those who suggest a full-fledged reform, involving not only the GSEs, but 
also the FHLBs and the private housing finance system (see, e.g., O’Shields, 2012).  However, as 
discussed below, some reform proposals have mapped a way out of conservatorship with 
modest changes to the system that could be accomplished with purely administrative actions.   

Why has GSE reform been so difficult to achieve?  In addition to addressing the issues of moral 
hazard, implicit guarantees, and of the guarantee of tail risk while addressing moral hazard, any 
GSE reform must face address several difficult challenges: 

• Enabling relatively cheap 30-year, fixed rate mortgages across the country; 
• Facilitating CRTs; 
• Meeting affordable housing goals; 
• Providing access to the system for community banks and small lenders; 
• Addressing the current private shareholders and government investment; 
• Serving the current financial infrastructure that relies on the current system; and 
• Providing for a smooth transition from the current system to a new system. 

Guarantee of Mortgage Tail Risk 
As noted above, most mortgages in the United States are 30-year, fixed-rate mortgages, which 
leave lenders with significant duration interest rate and credit risk.  Pooling and securitizing 
mortgages into MBS distributes this interest rate risk throughout the market.   

Similarly, CRTs have shown that sharing the credit risk with the private market is possible for 
the GSEs when economic conditions are normal.  But even though the expected credit losses 
can be distributed through the private market, the nature (i.e., very low and unpredictable 
probabilities combined with larges losses) of the tail risk in the mortgage market may be 
difficult for private markets to bear without charging very high risk premiums.  Thus, a 
government guarantee, either implicit or explicit, may be needed for the housing finance 
market to provide affordable mortgage finance (Hancock and Passmore, 2011).  Generally, 
private investors may find it difficult to price the tail risk of financial assets, particularly 
mortgages during times of economic stress (Krishnamurthy, 2010; He and Krishnamurthy, 2013; 
and Fuster, Laibson and Mendel, 2010).   

Government guarantees can be seen as increasing stability in the housing finance system (Min, 
2013). The nature of implicit government guarantees can be difficult for legislators and 
regulators to grasp (Acharya et al., 2011; Passmore and von Haffen, 2018; Thomas and Van 
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Order, 2020), which explains the difficulty of moving the system away from the implicit 
guarantee that existed before 2008.56   

In contrast, an explicit GSE guarantee would be included in legislation and would be required to 
be accounted for on the government’s balance sheet.  The government could impose a fee to 
fund the guarantee.  An explicit guarantee would define the circumstances that warrant 
government intervention.  However, if the defined circumstances are more limited than market 
expectations, the market’s actions will be based on what market participants believe the 
government will do, not on what the government says it will do. 

Alternative designs for GSE reform can be characterized by the way they approach implicit and 
explicit guarantees (see Bernanke, 2008, and Congressional Budget Office, 2018).  How does 
the reform proposal provide the government backstop that investors seem to demand during 
times financial stress without conferring significant competitive advantages to the GSEs?  
Bernanke (2008) describes the design dilemma: “Regardless of the organizational form, we 
must strive to design a housing system that ensures the successful funding and securitization of 
mortgages during times of financial stress but that does not create institutions that pose 
systemic risks to our financial markets and the economy.”  Along the spectrum of explicit or 
implicit government guarantees, alternative GSE reform proposals range from privatization to 
government corporations.57  And, of course, some observers advocate no GSE reform. 

The Advantages of No Reform 
At the time of writing, GSE reform has become a low priority for many policymakers.  Layton 
(2020c) describes the reasons why.  First, the mortgage finance system is working well.  Both 
the mortgage industry generally, and most typical homeowners, do not perceive there is a 
problem to be fixed.  Second, after 12 years, the GSE conservatorship looks like a sustainable 
industry structure.  Third, many people in the mortgage industry fear reform will result in 
significant transitional problems.  The desire for GSE reform is mainly driven by a concern that 
the government is bearing too much of the risk associated with mortgage lending. 

True Privatization  
True privatization would eliminate both explicit and implicit government support but may be 
difficult to implement.  As described above, there are substantial advantages for the GSEs 
throughout the law and government regulations that help create a special status of the GSEs, 
which are perceived as lowering the cost of and access to homeownership.  Implicit guarantees 
reflect this strong historical tie between the GSEs and the government.  Moreover, there are 
distributional consequences to removing guarantees, as the GSEs currently use them to 
subsidize the cost of mortgage credit to lower-income households (Gete and Zecchetto, 2018).  
However, the removal of these guarantees may have only limited effects on borrowers, 
homeownership or mortgage rates (Elenev, Landvoigt, and Van Nieuwerburgh, 2016; Grundl 

                                                           
56 Although not implemented, GSE reform proposals have been offered throughout the GSEs’ 
histories.  See, e.g., Stanton (1991). 
57 For a summary of various GSE reform proposals related to proposed Congressional 
legislation, see Carr and Anacker (2014). 



18 
 

and Kim, 2021; Heuson, Passmore and Sparks, 2001; Passmore, Sherlund, and Burgess, 2005; 
Lehnert, Passmore, and Sherlund, 2008).   

Greater Limitations on GSE Activities 
Realizing the unlikely advent of true privatization, some have suggested that reform follow the 
approach of limiting the GSEs’ activities, potentially without the need for Congressional action.  
Many reform proposals envision fully privatizing the GSEs, with an explicit government 
guarantee (see, e.g., Niles, 2014).  Some of these propose that the Fannie Mae and Freddie Mac 
survive as entities, but with stronger regulation of the GSEs and a structure that ensures the 
government’s guarantee is limited to what is necessary for the promoting a liquid secondary 
mortgage market (Perry, 2009). 

Some have recommended that Fannie Mae and Freddie Mac evolve into distributors of 
mortgage risks (Bright and DeMarco, 2016; Finkelstein, Strzodka and Vickery, 2018; Layton, 
2020a and 2020b).  Mortgage interest rate risk would be distributed widely to market 
participants using MBS, while mortgage credit risk would be distributed widely using CRTs.  For 
example, Fannie Mae and Freddie Mac could hold the first loss position of mortgage credit risk, 
sell the “mezzanine” risks associated the mortgages they purchase (through MBS and CRTs), 
and have mortgage catastrophic risk covered by a government commitment or by a 
catastrophic insurance bond or insurance fund (Hancock and Passmore, 2011).   

The nature of GSE reform could either impair or enhance the ability of the GSE CRT market to 
distribute credit risk (Wachter, 2018).  More generally, several studies have suggested that the 
consequences of more limited roles for Fannie Mae and Freddie Mae may be small because the 
private sector would expand its activities (Price and Walter, 2016; Duca, Muellbauer and 
Murphy, 2016).  However, some limitations on GSE activities might hinder the government’s 
response during a financial crisis (Hancock and Passmore, 2016).  The GSEs, along with the FHA, 
played an important role in maintaining housing credit during the Great Financial Crisis in 2008 
and 2009, and even 5 years later in the economic recovery (Passmore and Sherlund, 2021). 

Some reform proposals, such as Treasury’s Housing Reform Plan (2019), suggest that the GSEs’ 
activities could be limited in part by amending the PSPAs.  Such changes would require the U.S. 
government to regulate major companies using contracts, which would be novel and would 
present challenging legal questions.   

Regulated Utility or Government Ownership 
Recognizing the difficulty of balancing the private ownership/public benefit model, some 
researchers have recommended that the U.S. government highly regulate Fannie Mae and 
Freddie Mac as either public utilities or government corporations (Cooperstein, Fears and 
Wachter, 2020) or reestablish them as government corporations (Parrott, et al., 2016).  These 
proposals are based on the concept that competition in mortgage securitization has drawbacks 
and that the mortgage securitization function exhibits economies of scale, and thus the 
mortgage securitization market will tend toward monopoly.  With private ownership, however, 
the rents of the monopoly or duopoly flow to the shareholders.   
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These proposals must grapple, however, with how both moral hazard and regulatory capture 
can be avoided.  Moreover, these proposals must consider how innovation will be introduced 
into a system with heavier government involvement. 

Conclusion 
The future of the GSE system will greatly impact the U.S. financial markets and the lives of 
millions of Americans.  This area is rich with topics that deserve further study, including those 
that relate to the political economy of the system, the government’s attempt to internalize 
externalities in housing finance, the potential for racial bias in mortgage lending, the impact of 
the GSEs on housing supply generally and multifamily housing specifically, the role of fintech, 
the impact of firms being too big to fail, and the shadow money supply.  We look further to 
future research. 
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