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VIIl.  Fannie Mae & Freddie Mac: Release from Conservatorship
A. Introduction

Fannie Mae, the Federal National Mortgage Association, and
Freddie Mac, the Federal Loan Mortgage Corporation, are two of
America’s largest mortgage companies.' Fannie Mae was created in
1938 to act as a secondary mortgage facility with the ability to
purchase, hold, and sell loans insured by the Federal Housing
Administration (FHA).> Later, in 1970, Congress passed the
Emergency Home Finance Act, which created Freddie Mac in
response to the expanding secondary mortgage market and allowed the
sister companies to buy and sell mortgages that are not insured or
guaranteed by the federal government.’

By the 2000s, investors began to lose confidence in the
mortgage companies.’ In 2003, it was disclosed that Fannie Mae and
Freddie Mac had used improper accounting methods, misstating
earnings by billions of dollars.” When the housing prices plummeted in
2007 and 2008, Fannie Mae and Freddie Mac lost billions of dollars.®
In 2008, the Federal Housing Finance Agency (FHFA) put the
mortgage companies into conservatorship.’

There is much debate today about whether Fannie Mae and
Freddie Mac should be released from conservatorship.® Proponents of
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their release want to end government involvement and believe
releasing the mortgage companies will allow them to regain capital
and avoid the need for a bailout in the future.” Conversely, opponents
believe release will eventually lead to another bailout and raise the cost
of mortgages.'® A bill was introduced in May 2016 that outlines a plan
to release the mortgage companies and eliminate the government’s
involvement.!" Only time will tell whether the bill, or another
legislative attempt to release Fannie Mae and Freddie Mac, will ever
be adopted.

This article discusses the history of Fannie Mae and Freddie
Mac, the fall of these financial companies, the role the financial crisis
played in their placement into conservatorship, the opponents and
proponents of potentially releasing them, and current legislation that
would eventually provide for their release. First, Section B explains
the creation of Fannie Mae and Freddie Mac and how legislation has
structured their regulation today. Section C then analyzes how Fannie
Mae and Freddie Mac’s success diminished in the early 2000s. Next,
Section D explores how the financial crisis impacted the decision to
place Fannie Mae and Freddie Mac into conservatorship in 2008.
Section E then examines the opposing views of potentially releasing
the mortgage companies from conservatorship. Finally, Section F
discusses legislation recently put forth in an effort to create a plan for
releasing the mortgage companies from government involvement.

B. The Creation of Fannie Mae and Freddie Mac
During the Great Depression, banks struggled to maintain

sufficient cash to repay deposits as borrowers increasingly defaulted
on mortgages.'? The government estimated that of the nation’s home
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mortgage debt, 20 percent to 25 percent was in default by 1933."° As
part of the New Deal in 1934, President Franklin D. Roosevelt and
Congress enacted the National Housing Act (NHA).' The NHA
established the FHA to offer federally-guaranteed insurance for home
mortgages to protect approved lenders against losses on such
mortgages.'> Shortly thereafter, Congress passed the National Housing
Act Amendments of 1938, which created Fannie Mae.'® The purpose
of Fannie Mae was to “increase affordability and availability of
homeownership for low- and moderate-income” families by ensuring a
consistent mortgage credit supply.'” Fannie Mae was initially only
authorized to purchase mortgages from private lenders that were
insured by the FHA.'" In 1954, Congress removed federal backings,
allowing private capital to create a mixed ownership system.'” The
federal government further adjusted Fannie Mae’s ownership structure
in 1968 when the Housing and Urban Development Act (HUD)
transformed Fannie Mae into a government-sponsored enterprise,
allowing the company to be strictly shareholder-owned and giving
HUD regulatory authority over the mortgage company.*

In 1970, Congress expanded the secondary mortgage market
by establishing Freddie Mac as part of the Emergency Home Finance
Act of 1970.%' Freddie Mac’s primary purpose was to prevent Fannie
Mae from operating as a monopoly.** Like its sister company, Freddie
Mac was to “provide liquidity, stability, and affordability to the
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mortgage market.”” In 1989, Freddie Mac was also restructured into a
government-sponsored enterprise and made subject to HUD regulation
by the Financial Institutions Reform, Recovery and Enforcement
Act** The advantages that accompanied becoming a government-
sponsored enterprise, and political efforts such as the Clinton
Administration’s pressure to expand mortgages, contributed to the
“unrestrained growth” and continuous increase in profits of both
companies for almost two decades.”

C. The Fall of Fannie Mae and Freddie Mac

By 2008, Fannie Mae and Freddie Mac become two of
America’s largest mortgage companies and dominated the mortgage
market.”® The growth of these companies is due in part to the belief
that they carried an implicit government guarantee and that “the
companies are so large that the government would never allow them to
fail.”*’ As Fannie Mae and Freddie Mac grew, critics became
concerned that Congressional oversight of the companies was
insufficient.”® Accounting scandals bolstered these concerns in 2003.%
Freddie Mac’s CEO, Leland Brendsel, lost his position when he was
accused of understating billions of dollars in profits to purport
smoother earnings to the public.**To meet “Wall Street expectations,”
Freddie Mac misstated earnings by about $5 billion from 2000 to 2002
in order to “smooth quarterly volatility in earnings.”®' The Office of
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Federal Housing Enterprise Oversight (OFHEQ), created in 1992, has
the authority to conduct examinations to ensure “safety and
soundness” of the mortgage companies and take necessary
enforcement actions.*” In a settlement with the OFHEO, Freddie Mac
was fined $125 million for deceiving investors about the actual
performance, profitability and growth of the company. **

In September 2004, shortly after the Freddie Mac matter was
settled, a similar accounting scandal was exposed at Fannie Mae.*
Fannie Mae’s CEO, Franklin Raines, was forced to step down after the
Securities and Exchange Commission (SEC) determined the company
overstated its profits by 40 percent of its earnings since 2001, an
estimated $9 billion.”> During his six years as CEO, Raines earned
over $90 million, largely for meeting profit targets.”® In May 2006
Fannie Mae settled with the OFHEO and the SEC for $400 million,
one of the largest penalties ever imposed in an accounting fraud case.’’

D. The Financial Crisis and Placement into
Conservatorship

During the financial crisis in 2007 and 2008, housing prices
fell drastically and borrowers increasingly defaulted on their loans.*®
Confidence in the securities markets plummeted as investors lost
billions of dollars in securities held by Fannie Mae and Freddie Mac.*
The two mortgage companies lost billions of dollars and “were
running out of money to cover the losses.”*® This loss of funds resulted
in drastic decreases in shareholder equity, forcing the mortgage
companies to increase their borrowing.*!

In response, Congress passed the Housing and Economic
Recovery Act (HERA) in 2008.* HERA was one of the “most
sweeping housing reforms in years,” essentially guaranteeing
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government backing of Fannie Mae and Freddie Mac.*> HERA also
created the FHFA and granted it regulatory authority over Fannie Mae
and Freddie Mac, including the ability to place either company into
conservatorship.** Conservatorship is “the legal process (for entities
that are not eligible for Bankruptcy court reorganization) in which a
person or entity is appointed to establish control and oversight of a
company to put it in a sound and solvent condition.”* In September
2008, the FHFA decided the mortgage companies could no longer
survive without government intervention and placed both into
conservatorship.*® As part of the conservatorship, the U.S. Department
of Treasury (Treasury) agreed to help Fannie Mae and Freddie Mac
continue to provide liquidity and stability to the mortgage market by
supporting them financially.’ The Treasury gave the mortgage
companies a bailout amounting to $187.5 billion.*® In exchange for the
bailout, the government was given senior preferred stock in the
mortgage companies that paid a 10 percent dividend.* In 2012, the
agreement changed and almost all profits Fannie Mae and Freddie Mac
generated went to the Treasury.”® As of April 2015, the government
had received more than $228 billion from Fannie Mae and Freddie
Mac, far exceeding the initial bailout of $187.5 billion.”!

Since being placed into conservatorship, both Fannie Mae and
Freddie Mac’s investment portfolios have decreased significantly.>

43 See Boyle, supra note 17, at 177-78.
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However, they have both seen continued growth in their total market
share of mortgages.™® Together, the companies owned or guaranteed
only 7 percent of all “single-family mortgage debt” in 2007.>* By
2013, this increased to 40 percent.”

E. Opposition and Support for Releasing Fannie Mae
and Freddie Mac

With the government owning almost 80 percent of the
mortgage companies, investors have argued that it is time for Fannie
Mae and Freddie Mac to be released from conservatorship.”® The
Treasury has spoken out against a release, warning that if released,
mortgage costs for Americans could rise.”’ In addressing concerns that
the dividend payments have exceeded the original loan, the Treasury
has argued that rescuing the companies was a major risk and the
payments are a return for the risk, rather than repayment of the loan.*®
Moreover, the Obama Administration has made it clear that the
housing-finance reform is not going to occur anytime soon.” Some
critics outside of the government even believe it is time to eliminate
Fannie Mae and Freddie Mac altogether.®® The interest in completely
abolishing these mortgage companies is rooted in the belief that Fannie
Mae and Freddie Mac would have to charge much higher fees in order
to accumulate the capital necessary to back the roughly $5 trillion in

https://www.newyorkfed.org/medialibrary/media/research/staff _reports/sr719.
pdf [https://perma.cc/978K-A6CH].
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rescuing the enterprises in the middle of a financial crisis—a risk for which
any private investor would have demanded substantial compensation”).
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mortgages they currently carry.’’ New competitors would be able to
undercut such high costs and Fannie Mae and Freddie Mae would not
be able to survive.®

Conversely, investors are the biggest advocates of releasing
the mortgage companies from conservatorship.”> They believe the
Treasury is illegally taking money from the companies, which is
preventing the companies from accumulating capital.** Other
proponents of releasing Fannie Mae and Freddie Mac include
“[a]ffordable-housing advocates, the mortgage industry, homebuilders
and realtors.”® These advocates want to reform the mortgage
companies and believe that their release would allow Fannie Mae and
Freddie Mac to regain capital and avoid future bailouts.® In particular,
Congressman Mick Mulvaney, a Republican from South Carolina,
believes the first step to reform is eliminating government involvement
in the mortgage business.”” Congressman Mulvaney introduced the
Housing Finance Restructuring Act (the Act) earlier this year in efforts
to release Fannie Mae and Freddie Mac from conservatorship.®®

F. The Housing Finance Restructuring Act of 2016

Removing Fannie Mae and Freddie Mac from conservatorship
is one of the Act’s primary purposes.®” The bill would require Fannie
Mae and Freddie Mac to maintain capital ratios similar to those of
other large financial institutions, which would require them to have
more cash on hand.” In order to accumulate capital, the bill would
require the Treasury to eliminate the dividends it receives from the

6! See id. (“But Fannie and Freddie together carry an existing stock of roughly
$5 trillion in mortgages, so they would have to charge much higher fees to
accumulate capital to back those guarantees successfully.”).
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%4 1d. (“Investors in the GSEs have sued the government, labeling the Treasury
action an illegal ‘taking’ that has prevented Fannie and Freddie from
accumulating capital and meriting release from conservatorship.”).
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companies to zero and deem the original loan as repaid in full.”' The
plan would restrict the mortgage companies from declaring or paying
any dividends to shareholders, including the Treasury, until it becomes
“fully capitalized.””* To be considered fully capitalized, the bill states
a company must maintain an amount of total capital “that is equal to or
exceeds 10 percent of the risk-weighted assets” of the company,
pursuant to the Housing Enterprises Financial Safety and Soundness
Actof 1992.73

Additionally, the Act would require the FHFA to require
Fannie Mae and Freddie Mac to retain net income as capital reserves if
at any time they are not fully capitalized.” The FHFA would also be
responsible for submitting a capital restoration plan to specified
congressional committees.” If, at any time, Fannie Mae or Freddie
Mac are not fully capitalized, the FHFA would be required to update
the plan annually and resubmit it along with a progress report to the
congressional committees.’® If either of the mortgage companies attain
“an amount of capital that is equal to or exceeds 5 percent of [its] risk-
weighted assets,” the FHFA would release the company from
conservatorship.”’ Overall, the Act would eliminate government
involvement and put Fannie Mae and Freddie Mac on a path to be
released from conservatorship.”® This bill has already received the
endorsement of various conservative groups.” No action has been
taken since the Housing Finance Restructuring Act has been
introduced and referred to the House Committee on Financial
Services.*
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G. Conclusion

There are strong advocates on both sides of the debate about
whether Fannie Mae and Freddie Mac should be released from
conservatorship.?’ Though Congressman Mulvaney introduced the
Act, it is unlikely that any major legislative reform will take place
before the President-Elect Donald Trump takes office due to the risks
of altering the U.S. housing market.*> However, with the recent
election results, it is likely Fannie Mae and Freddie Mac will
experience restructuring, as this has been a priority for Republicans.®
There is speculation that as President, Trump could “open the door”
for release of the mortgage companies.* This speculation caused a
significant rise in the price of Fannie Mae and Freddie Mac shares
after the election results.*® Others believe release will not be
immediate, but the President and Congress could “create a path out of
conservatorship.”®® As of now, the fates of Fannie Mae and Freddie
Mac remain speculation, but Trump will have to release his plan for
the mortgage companies in the near future.
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