
Executive Summary

The federal government recently placed 
Fannie Mae and Freddie Mac, the government-
chartered, privately owned mortgage finance 
companies, in conservatorship. These two 
massive companies are profit driven, but as 
government-sponsored enterprises (GSEs) they 
also have a government-mandated mission to 
provide liquidity and stability to the U.S. mort-
gage market and to achieve certain affordable 
housing goals. How the two companies should 
exit their conservatorship has implications that 
reach throughout the global financial mar-
kets and are of key importance to the future of 
American housing finance policy.

While the American taxpayer will be required 
to fund a bailout of the two companies that will 
be measured in the hundreds of billions of dol-
lars, the current state of affairs presents an op-
portunity to reform the two companies and the 
manner in which the residential mortgage mar-
ket is structured. Few scholars, however, have 
provided a framework in which to conceptual-
ize the possibilities for reform. 

This analysis employs regulatory theory to 

construct such a framework. A critical insight 
of this body of literature is that regulatory privi-
lege should be presumed to be inconsistent with 
a competitive market, unless proven otherwise. 
The federal government’s special treatment of 
Fannie and Freddie is an extraordinary regulato-
ry privilege in terms of its absolute value, its im-
pact on its competitors, and its cost to the federal 
government. Regulatory theory thereby clarifies 
how Fannie and Freddie have relied upon their 
hybrid public/private structure to obtain and 
protect economic rents at the expense of taxpay-
ers as well as Fannie and Freddie’s competitors.

Once analyzed in the context of regulatory 
theory, Fannie and Freddie’s future seems clear. 
They should be privatized so that they can com-
pete on an even playing field with other finan-
cial institutions, and their public functions 
should be assumed by pure government actors. 
While this is a radical solution and one that 
would have been considered politically naive 
until the recent credit crisis, it is now a serious 
option that should garner additional attention 
once its rationale is set forth.
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Introduction

As part of its response to the ongoing 
credit crisis, the federal government re-
cently placed Fannie Mae and Freddie Mac, 
the government-chartered, privately owned 
mortgage finance companies, in conserva-
torship. These two massive companies are 
profit-driven, but as government-sponsored 
enterprises (GSEs) they also have a govern-
ment-mandated mission to provide liquidi-
ty and stability to the U.S. mortgage market 
and to achieve certain affordable housing 
goals. 1 How the two companies should exit 
their conservatorship is of key importance 
to the future of federal housing finance pol-
icy. Indeed, this question is of pressing im-
portance as the Obama administration has 
signaled that it would rely heavily on Fan-
nie and Freddie as part of the short-term 
response to the foreclosure epidemic that 
has swept across America in the last couple 
of years.2 Once the acute crisis is dealt with, 
however, the administration will need to 
put American housing finance policy on the 
right track for the long-term health of the 
system. This will require a framework for 
analyzing the needs of that system, a frame-
work which this analysis provides.

Fannie and Freddie are extraordinarily 
large companies: together, they own or 
guarantee more than 40 percent of all the 
residential mortgages in the United States. 3 
This amounts to more than 5.2 trillion dol-
lars in mortgages.4 By statute, Fannie and 
Freddie’s operations are limited to the “con-
forming” portion of the mortgage market, 
which is made up of mortgages that do 
not exceed an annually adjusted threshold 
($417,000 in 2009). The two companies ef-
fectively have no competition in the con-
forming sector of the mortgage market 
because of advantages granted to them by 
the federal government in their charters.5 
The most significant of these advantages 
has been the federal government’s implied 
guarantee of Fannie and Freddie’s debt ob-
ligations.6 The implied guarantee allowed 

Fannie and Freddie to borrow funds more 
cheaply than its fully private competitors 
and thereby offer the most attractive pric-
ing in the conforming market.7 As the two 
companies have grown immense, numerous 
commentators and government officials 
called for their reform; Fannie and Freddie’s 
powerful lobbying forces, however, have 
kept these reformers mostly at bay.8

As a result, Fannie and Freddie contin-
ued to grow at a rapid rate through the early 
2000s, until they were each hit by accounting 
scandals.9 In response to those scandals, Con-
gress and the two companies’ regulators began 
to take various steps to limit their growth. But 
once they stabilized in 2007, the current credit 
crisis commenced and their market share be-
gan to increase once again as other lenders 
could not raise capital to lend to borrowers.10 
At first, many commentators believed that 
Fannie and Freddie would ride the crisis rela-
tively unscathed, but it turned out that they 
had much more exposure to the problems in 
the toxic subprime and Alt-A portions of the 
mortgage market than they had let on in their 
public disclosures.11 

Because of their poor underwriting, the two 
companies started posting quarterly losses in 
2007 that ran into the billions of dollars, with 
larger losses on the horizon.12 As a result, they 
were having trouble complying with the capi-
tal requirements set by their regulator.13 Their 
problems began to spiral out of control along 
with those of the rest of the financial sector 
until then-secretary of the Treasury Henry M. 
Paulson, Jr., asked that Congress give the Trea-
sury the authority to take over the two com-
panies if they were not able to meet their fi-
nancial obligations. With remarkable alacrity, 
Congress passed the Housing and Economic 
Recovery Act of 2008 (“the Act”) in the sum-
mer of 2008. Soon thereafter Paulson decided 
that the two companies were flirting with in-
solvency and placed them in conservatorship, 
pursuant to the Act.

Although the American taxpayer will 
likely be required to fund a bailout of the 
two companies that will be measured in the 
hundreds of billions of dollars, the current 
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state of affairs presents an opportunity to 
reform the two companies and the manner 
in which the mortgage market is structured. 
Though the need for reform is evident, few 
scholars have considered the issue system-
atically. Scholars have, however, built up a 
significant base of knowledge about what 
works well and what does not work well 
with public/private hybrids like Fannie and 
Freddie. 

Contemporary theories of regulation per-
suasively argue that special interests work 
to bend the tools of government to benefit 
themselves. This analysis, relying on regula-
tory theory, provides a framework with which 
to conceptualize the possibilities for reform 
by viewing Fannie and Freddie as creatures 
of regulatory privilege. A critical insight of 
regulatory theory is that regulatory privilege 
should be presumed to be inconsistent with a 
competitive market unless proven otherwise. 
The federal government’s special treatment of 
Fannie and Freddie is an extraordinary regula-
tory privilege in terms of its absolute value, its 
impact on its competitors, and its cost to the 
federal government. As such, regulatory theo-
ry offers a fruitful resource for academics and 
policymakers considering reform of Fannie 
and Freddie’s privileged status because it clari-
fies how Fannie and Freddie have relied upon 
their hybrid public/private structure to obtain 
and protect economic rents at the expense of 
homeowners as well as Fannie and Freddie’s 
competitors. 

Once analyzed in the context of regula-
tory theory, Fannie and Freddie’s future 
seems clear. They should be privatized so 
that they can compete on an even playing 
field with other financial institutions, and 
their public functions should be assumed 
by government actors. While this is a radi-
cal solution and one that would have been 
considered politically naive until the recent 
credit crisis, it is now a serious option that 
should garner additional attention once its 
rationale is set forth.

In an earlier article, I provided a compre-
hensive analysis of the regulatory privilege 
that Fannie and Freddie enjoy.14 This analy-

sis builds on that work to situate that privi-
lege within a broader understanding of reg-
ulatory theory and to explain the rare hybrid 
public/private nature of the privilege that 
Fannie and Freddie enjoy. In doing so, this 
analysis argues that the existing regulation 
of the two companies should be brought in 
line with our current understanding of how 
government should be deploying its power 
in the private sector. 

This analysis proceeds as follows. First, 
I will describe Fannie and Freddie’s role in 
the secondary market for residential mort-
gages. After describing what happened to 
the two companies in the credit crisis that 
commenced in 2007, I will outline the key 
provisions of the Housing and Economic 
Recovery Act of 2008, which authorized 
the federal government to place Fannie and 
Freddie in conservatorship.

Next, I will construct a theoretical frame-
work with which to evaluate Fannie and 
Freddie and will present Fannie and Fred-
die’s assessment of their own roles in the sec-
ondary residential mortgage market. This 
will include a review of how other scholars 
have conceptualized the role of Fannie and 
Freddie in the housing finance market and 
will evaluate the operation of Fannie and 
Freddie in the context of six policy goals 
that derive from contemporary regulatory 
theory: (1) maintaining competition, (2) 
efficiently allocating society’s goods and 
services, (3) promoting innovation, (4) pre-
venting inappropriate wealth transfers, (5) 
preserving consumer choice, and (6) pre-
venting an overly concentrated economy. I 
find that Fannie and Freddie come up short 
under nearly all of these goals.

Based on the conclusion that Fannie and 
Freddie no longer have a net positive im-
pact, I next argue that the two companies 
should be privatized. I also argue that the 
benefits that Fannie and Freddie produce in 
the residential mortgage market should be 
maintained through alternative means, in-
cluding financial regulation, consumer pro-
tection legislation, and increased subsidies 
for affordable housing. 
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  Fannie and Freddie and the 
Credit Crisis

In this section I begin by explaining what 
Fannie and Freddie do in the mortgage mar-
kets. I then describe how they fared in the 
credit crisis that commenced in 2007. This 
brief history opens with the early phase of the 
credit crisis in which the two companies were 
perceived as potential white knights, mount-
ing a defense of the distressed secondary mort-
gage market. I then detail their own troubles 
that led to the enactment of the Housing and 
Recovery Act of 2008. The section concludes 
with the government placing them in conser-
vatorship as the financial condition of the two 
companies rapidly disintegrated.

Fannie and Freddie’s Business 
Fannie and Freddie have two primary lines 

of business. 15 First, they provide credit guar-
antees so that groups of residential mortgages 
can be packaged as residential mortgage-
backed securities (RMBS). Second, Fannie 
and Freddie purchase residential mortgages 
and related securities with borrowed funds. 
Because of the federal government’s implied 
guarantee of their debt securities, Fannie and 
Freddie have been able to profit greatly from 
this second line of business. This is because 
they can make money on the spread between 
their low cost of funds and what they must 
pay for the mortgage-related investments in 
their portfolios.16

Fannie and Freddie’s charters restrict the 
mortgages they may buy.17 In general, they 
may only buy mortgages with loan-to-value 
ratios of 80 percent or less unless the mort-
gage carries mortgage insurance or other cred-
it support18 and may not buy mortgages with 
principal amounts greater than an amount 
set each year (the 2009 conforming loan limit 
for a single-family home is $417,000).19 Loans 
that Fannie and Freddie can buy are known as 
“conforming” loans. 20 Loans that exceed the 
loan amount limit in a given year are known 
as “jumbo” loans.21 Most of the remainder of 
the RMBS market belongs to “private label” 
firms which securitize jumbo mortgages and 

subprime mortgages that Fannie and Freddie 
cannot or choose not to guarantee or purchase 
for their own portfolio. 22 

Because Fannie and Freddie have so 
dominated the conforming sector of the 
mortgage market, they have standardized 
that sector by promulgating buying guide-
lines that lenders must follow if they want 
to sell their mortgages to either of the two 
companies. 23 Such standardization has led 
to increases in the liquidity and attractive-
ness of mortgages as investments to a broad 
array of investors. 24 

The government-perceived guarantee of 
Fannie and Freddie’s debt obligations is a reg-
ulatory privilege that arose from Congress’s 
efforts to create a national secondary residen-
tial mortgage market. It is that characteristic 
that allows them to borrow more cheaply than 
do other financial institutions, which allows 
them to completely dominate the prime con-
forming mortgage market. This guarantee 
also poses the greatest threat to the federal 
government and the American taxpayer. One 
must therefore properly account for it in order 
to understand Fannie and Freddie.

Unlike true monopolists, Fannie and Fred-
die’s market power is limited by the nature of 
their competitive advantage: in an otherwise 
efficient market, the maximum amount that 
they can retain as economic rent is the spread 
between the interest rates they must pay and 
those that their competitors must pay. 25 
Nonetheless, Fannie and Freddie share a key 
characteristic with government-granted mo-
nopolies: a legally created and overwhelming 
competitive advantage in a particular market, 
which translates into higher prices for con-
sumers than would exist if Fannie and Freddie 
did not retain a portion of their economic rent 
for themselves.

Because of their government guarantee, 
Fannie and Freddie were thought to be well 
situated when the current credit crisis com-
menced. As other lenders began to fail and 
the secondary market for subprime mort-
gages dried up in 2007, a Citigroup report 
suggested that Fannie and Freddie could 
easily ride out the turmoil in the mortgage 
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markets.26 Beyond this, some commentators 
were arguing that Fannie and Freddie would 
be able to bail out other mortgage market 
players by buying additional mortgages.27 
At the same time, however, some were rais-
ing the alarm that Fannie and Freddie could 
face some of the same problems that other 
mortgage lenders had been facing.28 But 
this view was overtaken in 2007 by the more 
dominant one, which saw Fannie and Fred-
die as saviors of the mortgage markets.

This was a happy development for Fan-
nie and Freddie because it meant that the 
terms of the debate regarding their appro-
priate role in the mortgage markets went 
from one in which the executive branch was 
beating the drums to limit their growth to 
one in which politicians and mortgage ex-
ecutives were calling for their role to be sig-
nificantly expanded.29 Fannie and Freddie 
quickly tried to capitalize on this change in 
their political fortunes, advocating for an 
increased role in the crisis. 30 At the earliest 
stage of the credit crisis, the Bush admin-
istration continued to oppose an expan-
sion of Fannie and Freddie’s roles.31 As the 
crisis progressed, OFHEO began to signal 
consideration of some expansions in Fannie 
and Freddie’s role.32 The Federal Reserve, 
which had also been calling for limitations 
on Fannie and Freddie before the credit cri-
sis struck, also began to publicly consider a 
greater role for the two firms.33

 The Crisis Deepens
As Fannie and Freddie’s political star began 

to appear ascendant, troubling accounts of 
possible losses started to appear: their under-
writing models had been too optimistic and 
had not accounted for the possibility of severe 
reductions in housing prices across the na-
tion.34 These fears were confirmed soon there-
after, as Fannie and Freddie began to report 
very large losses.35 These losses meant that 
Fannie and Freddie did not have the capital 
to expand their role in the mortgage markets 
and that their political star began its fall once 
again.36 The large losses led both companies to 
seek infusions of fresh capital.37 By this point, 

the federal government was now concerned 
both with Fannie and Freddie’s viability as 
well as with the health of the overall market.38 
Nonetheless, the federal government was run-
ning out of policy responses to the credit crisis, 
and Fannie and Freddie were seen as some of 
the few remaining possible agents that could 
execute federal policy. 

By the beginning of 2008, the Bush ad-
ministration and Congress were seriously 
considering various initiatives to create more 
funding for mortgages, a number of which 
were implemented.39 As part of the Econom-
ic Stimulus Act of 2008, enacted in February 
2008, Fannie and Freddie were temporarily 
allowed to buy or guarantee mortgages with 
principal amounts as high as $729,750 in or-
der to restore liquidity to at least a portion of 
the jumbo sector. 40 Fannie and Freddie’s safe-
ty and soundness regulator, the Office of Fed-
eral Housing Enterprise Oversight, also lifted 
Fannie and Freddie’s portfolio accounts caps 
and repeatedly lowered capital requirements 
to help respond to the housing slump and ex-
pand the supply of credit for mortgages.41 

These steps seemed to have had the in-
tended effect of increasing the supply of credit 
available for mortgages.42 Some commenta-
tors, however, were still warning that Fannie 
and Freddie continued to be heavily exposed 
to losses resulting from the housing slump 
that they were supposed to be alleviating.43 
The market also began to worry about Fannie 
and Freddie’s solvency, as the yields on their 
debt widened by 30 basis points (a basis point 
is equal to one 100th of a percentage point) 
to trade at a historically high 40 basis points 
above LIBOR (London Interbank Offered 
Rate) in mid-March.44 By May, more and more 
parties were concerned about the solvency 
of the two companies, and Congress and the 
Bush administration were seriously negotiat-
ing an overhaul of Fannie and Freddie’s “safe-
ty and soundness”45 regulator, OFHEO, to 
increase its ability to oversee and regulate the 
two companies.46 

By mid-July, the market’s serious concerns 
about Fannie and Freddie’s viability were re-
flected in their stock prices, which were at 



6

The Bush 
administration 

kept up the 
pressure to 

move the bailout 
plan forward, 

even in the face 
of Republican 

hostility in 
Congress.

their lowest level in more than 16 years. 47 The 
federal government, on the heels of the Bear 
Stearns bailout, took decisive action to pre-
vent another acute crisis in the financial mar-
kets. The Treasury Department announced 
that it was seeking broad authority from Con-
gress to support Fannie and Freddie through 
acquisition of its debt and equity securities; at 
the same time, the Federal Reserve announced 
that it was authorizing emergency lending to 
the two companies on the same terms that 
it has historically lent to its regulated banks 
and, since the Bear Stearns bailout, to pri-
mary dealers.48 The Bush administration kept 
up the pressure to move the bailout plan for-
ward, even in the face of Republican hostility 
in Congress, which was based on opposition 
to a taxpayer bailout of the two entities.49 The 
bailout plan was enacted as part of the Hous-
ing and Economic Recovery Act of 2008.50 
While this gave confidence that debt-holders 
would be bailed out in the case of insolvency, 
shareholders could not feel the same way, par-
ticularly since Fannie and Freddie’s massive 
portfolios were still in trouble.51 It also did 
not offer much confidence to those who had 
hoped that Fannie and Freddie would contin-
ue to support the housing market.52

 Congress Responds: The Housing and 
Economic Recovery Act of 2008 

The Housing and Economic Recovery Act of 
2008 (the “Act”) was one of the major legislative 
responses to the credit crisis that had begun in 
2007.53 Among other things, the Act revamped 
the regulatory oversight for Fannie and Freddie 
and provided the Treasury with the authority to 
bail out Fannie and/or Freddie if they faced in-
solvency. Prior to the passage of the Act, Fannie 
and Freddie’s “financial safety and soundness” 
regulator was OFHEO, which was an indepen-
dent agency located within HUD. 54 OFHEO 
had limited power over Fannie and Freddie to 
establish capital standards,55 conduct financial 
examinations, determine capital levels, and ap-
point conservators.56 

Two provisions of the Act are most relevant 
here; the first strengthened Fannie and Fred-
die’s “financial safety and soundness” regula-

tion, and the second temporarily increased 
government support for the two companies. 

Improved Financial Safety and Soundness 
Regulation. The Act replaces OFHEO with a 
new independent Federal Housing Finance 
Agency (the “Agency”).57 The Agency has gen-
eral regulatory authority over the two compa-
nies and the Federal Home Loan Banks. The 
Agency’s role mirrors that of OFHEO but 
grants it significantly more power to regulate 
financial safety and soundness issues. The 
Agency is intended to be a top-notch financial 
regulator along the lines of the Federal Depos-
it Insurance Corporation (FDIC).58

The Agency is run by a director appoint-
ed by the president, with the advice and 
consent of the Senate.59 The director’s man-
date is to ensure that both entities operate 
with sufficient capital and internal controls, 
with a mind toward the public interest, such 
that Fannie and Freddie accomplish their 
purpose of providing liquidity to the mort-
gage markets. 60 The director is assisted in 
his duties by the Federal Housing Finance 
Oversight Board, which advises the direc-
tor about strategies and policies.61 In addi-
tion to the director, the board includes the 
secretary of the Treasury, the secretary of 
Housing and Urban Development (HUD), 
and the chairman of the Securities and Ex-
change Commission.62

The Act addresses the possible actions to 
be taken by the Agency should Fannie and/
or Freddie become undercapitalized, signifi-
cantly undercapitalized, or critically under-
capitalized.63 An undercapitalized entity falls 
under greater monitoring and restriction of 
activities.64 A significantly undercapitalized 
entity may have its board replaced and/or ex-
ecutive officers fired.65 This is also grounds 
to withhold executive bonuses.66 A critically 
undercapitalized entity may have the Agency 
named as conservator or receiver.67

Temporary Government Support. The Act 
temporarily authorizes the secretary of the 
Treasury to make unlimited equity and debt 
investments in Fannie and Freddie securi-
ties.68 This appears to be the first time that 
the Treasury has been authorized to invest 
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in the equity of privately held companies.69 
That will only be done by mutual agreement 
between the relevant GSE and the secretary 
of the Treasury.70 In order to purchase obli-
gations, an emergency determination must 
be made by the secretary of the Treasury.71 
This determination must address whether 
such actions are necessary to provide stabil-
ity to the financial markets, prevent disrup-
tions in the availability of mortgage finance, 
and protect the taxpayer.72

The director must consult with, and con-
sider the views of, the chairman of the Board 
of Governors of the Federal Reserve System 
prior to issuing any proposed or final regula-
tions, orders, and guidelines. Such consul-
tation is limited to the additional authority 
provided in the Act regarding prudential man-
agement and operations standards, safe and 
sound operations of, and capital requirements 
and portfolio standards applicable to Fannie 
and Freddie.73

 In addition to the two provisions discussed 
above, the Act has two more that are of some 
importance here. These two provisions relate 
to how the two firms seek to expand their 
market share and how they engage in political 
horse-trading to achieve their ends, which top-
ics relate to the argument in favor of privati-
zation set forth below. The first provision pro-
vides funding for affordable housing through 
an assessment on Fannie and Freddie. The sec-
ond provision increases the conforming loan 
limits. This increase expands the companies’ 
market and increases the availability of mort-
gage credit during the crisis. 

The Act requires that Fannie and Freddie 
“set aside an amount equal to 4.2 basis points 
for each dollar of unpaid principal balance of 
its total new business purchases.” 74 When the 
Act was passed, it was generally agreed that this 
provision would raise upwards of $500 million 
each year for affordable housing initiatives. 75

The Act also raises the conforming loan 
limits in some areas. Such limits are increased 
in areas for which 115 percent of the median 
house price exceeds the conforming loan lim-
its, to the lesser of 150 percent of such loan 
limit or the amount that is equal to 115 per-

cent of the median house price in such an 
area. 76 Thus, the 2009 conforming loan limit 
can be as high as $625,000 for a single family 
residence in some areas.

  Fannie and Freddie Enter Conservatorship
Within days of the passage of the Hous-

ing and Economic Recovery Act of 2008, Fan-
nie and Freddie faced demands to raise more 
capital, pressures that they would not be able 
to meet.77 Within a few weeks, the markets 
were expecting the federal government to bail 
out the two companies.78 And within a couple 
of months, Paulson announced that he was 
placing the two companies in conservator-
ship because they were not able to raise the 
capital they needed to continue operating. 79 
Throughout the credit crisis, their reported 
losses have only continued to increase. 80

One important consequence of conserva-
torship is its impact on the implied guarantee. 
Some commentators argue that the implied 
guarantee is now an explicit one. 81 The govern-
ment and the market have not yet embraced 
this view. 82 How the two companies exit their 
conservatorships will determine the nature of 
the government guarantee as well. 

As the credit crisis unfolds, there is 
much speculation as to what form Fannie 
and Freddie should take upon exiting con-
servatorship once the crisis has passed. In 
the next section of this analysis, I propose 
a theoretical framework to help determine 
the answer to that question.

 Evaluating Fannie and 
Freddie

There is very little controversy over the 
overwhelming benefits that Fannie and Fred-
die brought to the national mortgage market 
during the 1970s; indeed, they, along with 
Ginnie Mae, effectively created the secondary 
mortgage market. 83 But at least since the early 
1990s, there has been much disagreement 
with Fannie and Freddie’s claims that they 
continue to provide overwhelming benefits to 
America’s homeowners.84 There has also been 
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an exploration of the costs that the two com-
panies impose on the American government 
and on the mortgage markets. I will begin by 
reviewing how Fannie and Freddie claim to 
benefit the residential housing finance market 
and how “independent scholars”85 evaluate 
their success at reaching these goals. I will then 
draw on theories of regulation and monopoly 
to propose a more comprehensive mode of 
evaluation which untangles their hybrid pub-
lic/private structure to demonstrate how that 
structure gives them extraordinary benefits 
that undercut competition in the mortgage 
markets as well as their statutorily mandated 
public missions. 

  Fannie and Freddie’s Self-Assessment
Fannie and Freddie set forth four stan-

dards by which they believe they should be 
judged: (1) they lower overall interest rates for 
homeowners, (2) they offer systemic stability 
and liquidity to the market, (3) they increase 
the supply of affordable housing, and (4) they 
have increased consumer protection in the 
residential market. I will review evidence for 
each of these claims in turn. I find that inde-
pendent research challenges some of these 
claimed benefits. Moreover, these four stan-
dards are ad hoc and fail to account for many 
other impacts that the two companies have on 
the housing market.

Lower Overall Interest Rates for Home-
owners. Fannie and Freddie claim that they 
lower interest rates for homeowners. There 
is nearly universal agreement that this is 
true. While Fannie and Freddie describe 
these lower rates as significant, independent 
scholars describe them as modest.

Various studies have measured the benefit 
to conforming borrowers as being between 
24 and 43 basis points. 86 Assuming an in-
creased 34-point spread (halfway between the 
two figures) on a $200,000 mortgage, a bor-
rower would pay an additional $57 dollars a 
month in interest. 87 This figure, while signifi-
cant for the average American homeowner, is 
not an extraordinary benefit, particularly for 
those who can itemize their home mortgage 
interest deduction to further reduce the after-

tax bite of such interest payments. 
Moreover, Michael Froomkin, Law Pro-

fessor at the University of Miami, identifies 
a hidden cost that the Fannie and Freddie 
financing model imposes: in many ways the 
federal government is borrowing at a higher 
cost than it needs to if it wants to subsidize 
residential mortgages. 88 Instead of borrow-
ing through a GSE, the federal government 
could act directly at a lower cost to assist fa-
vored constituencies like homeowners. For 
instance, the federal government could di-
rectly provide or guarantee certain kinds of 
mortgages at a cheaper cost than Fannie and 
Freddie, much like it directly provides student 
loans at a cheaper cost than private educa-
tional lenders.89 This hidden cost has come 
into sharper relief during the current credit 
crisis, where Fannie and Freddie’s borrowing 
costs remained for quite some time stubborn-
ly high, even after they entered conservator-
ship.90 Thus, the Fannie and Freddie model 
may not be the most cost-effective means by 
which the government can achieve the goal of 
lower interest rates for homeowners.91

Systemic Stability and Liquidity. Congress 
gave Fannie and Freddie the task of provid-
ing liquidity and stability to the secondary 
mortgage markets. 92 In 2003, OFHEO issued 
a report titled “Systemic Risk: Fannie Mae, 
Freddie Mac and the Role of OFHEO,” which 
evaluated their role in the broad financial 
markets. The report argued that the systemic 
implications of Fannie or Freddie’s financial 
difficulties would depend on the circumstanc-
es: “Any systemic disruption would likely be 
minimal as OFHEO took prompt corrective 
action and other market participants filled the 
short-term market void. Alternatively, in the 
unlikely circumstance that an enterprise expe-
rienced severe financial difficulties, they could 
cause disruptions to the housing market and 
financial system.” 93

While the secondary mortgage markets 
generally function well and without liquid-
ity crises, the credit crunch of 2007–09 has 
provided a rare opportunity to evaluate the 
impact of Fannie and Freddie on liquidity. 
At early stages in the crisis, Fannie and Fred-
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die promoted themselves as white knights 
and lobbied for access to a broader swath 
of the mortgage market in order to stabilize 
them.94 But as the credit crisis developed, it 
became clear that Fannie and Freddie were 
subject to the same forces that had led to the 
insolvency and massive write-downs of pri-
vate mortgage lenders, until the government 
stepped in quite forcefully to bolster the gov-
ernment-supported mortgage market. 95

In early 2008, the federal government au-
thorized Fannie and Freddie to purchase loans 
with significantly higher principal amounts in 
high-cost areas like New York and California, 
again in order to provide additional liquid-
ity.96 But at around the same time, Fannie and 
Freddie revealed that they faced billions of dol-
lars in losses caused by their poor underwrit-
ing.97 Fannie Mae issued additional shares to 
raise billions of dollars of capital to ensure that 
they complied with the OFHEO capitalization 
requirements and Freddie Mac planned to do 
the same.98 But, as noted above, Fannie and 
Freddie ultimately required a bailout in order 
to prevent a crisis that would have spread far 
beyond the American residential mortgage 
market to infect the entire global credit mar-
ket, if left unchecked.99 The net effect is that 
Fannie and Freddie did provide some tempo-
rary liquidity and stability, but their long-term 
impact was very harmful to the broad finan-
cial system and will likely cost the American 
taxpayer tens of billions of dollars. 

Affordable Housing Goals. The Federal 
Housing Enterprises Financial Safety and 
Soundness Act of 1992 established three af-
fordable housing goals for Fannie and Fred-
die,100 those for (1) low- and moderate-in-
come housing; (2) special affordable housing; 
and (3) central cities, rural areas, and other 
underserved areas housing. 101 Pursuant to 
this statute, HUD is responsible for monitor-
ing, adjusting, and enforcing these housing 
goals.102 These goals represent what should 
be “the minimum share of housing units fi-
nanced by a GSE’s mortgage purchases in a 
particular year.”103

Fannie and Freddie typically meet these 
goals, although they sometimes may use fi-

nancing shenanigans (such as buying a port-
folio of loans solely to meet affordable hous-
ing goals) to do so.104 Independent research, 
however, has challenged whether these goals 
actually increase the net amount of affordable 
housing. A number of studies have indicated 
that Fannie and Freddie actually cannibalize 
the Federal Housing Administration (FHA) 
loan market by lending to borrowers who 
would have otherwise received FHA mort-
gages. 105 The U.S. General Accounting Office 
(GAO) has also questioned whether Fannie 
and Freddie, notwithstanding their affordable 
housing mandate, do any more than any other 
lenders to promote affordable housing. 106

Consumer Protection. Fannie and Freddie 
argue that they have helped to standardize the 
conforming mortgage to the benefit of con-
sumers. 107 Many observers, including myself, 
have praised this standardization as a positive, 
something that on the whole reduces bad op-
tions for consumers. 108 This generally positive 
development is not without some costs to con-
sumers, however, as it reduces the financing 
choices available to them. For instance, Fannie 
and Freddie have effectively banished prepay-
ment penalties from the prime conforming 
mortgage market, which sounds like a good 
thing for consumers. 109 But some consum-
ers might have preferred to take a loan with a 
prepayment penalty if it meant that the loan 
would have a lower interest rate. 110 

Moreover, recent news about Freddie’s role 
in the subprime and Alt-A markets undercut 
Fannie and Freddie’s consumer protection ar-
gument to some extent.111 Apparently, the two 
firms had a much greater exposure to the di-
sastrous Alt-A (also known as the “liar loan”) 
subsector than they had previously let on.112 In 
congressional testimony in late 2008, Fannie’s 
former chief credit officer reported that the 
two companies “now guarantee or hold 10.5 
million nonprime loans worth $1.6 trillion—
one in three of all subprime loans, and nearly 
two in three of all so-called Alt-A loans.”113 As 
these two sectors were rife with predatory lend-
ing practices, Fannie and Freddie may be seen 
as complicit with these practices even though 
they did not engage in them directly. 
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 Existing Theories of the Government-
Sponsored Enterprise

While she was director of the Office of 
Management and Budget, Alice Rivlin stat-
ed that “GSEs were created because wholly 
private financial institutions were believed 
to be incapable of providing an adequate 
supply of loanable funds at all times and to 
all regions of the nation for specified types 
of borrowers.”114 This is certainly the prima-
ry reason that Congress employs GSEs, even 
if, as policy scholar Thomas Stanton notes, 
“market imperfections are much more dif-
ficult to find today” than they were when 
Fannie and Freddie were created.115

Michael Froomkin has suggested four 
additional reasons behind Congress’s deci-
sion to create federal government corpora-
tions like Fannie and Freddie: (1) they are 
believed to be more efficient at achieving 
market-related goals, (2) they are believed to 
be more insulated from politics than a di-
vision of a large federal agency, (3) they are 
believed to be effective at delivering targeted 
subsidies, and (4) they are a useful subter-
fuge for Congress because their borrowing 
is typically not counted as part of the fed-
eral deficit. 116 As shown here, there is good 
reason to doubt that the first three reasons 
are as compelling as Congress would have 
liked. There is also good reason to believe 
that Congress was correct regarding the 
fourth.117 Rivlin and Froomkin outline the 
major reasons that Congress creates GSEs, 
but they do not offer a comprehensive theo-
ry of the GSE. Existing efforts to do that are 
reviewed below.

Finance and economics scholars have pro-
posed a variety of cost/benefit frameworks 
with which to evaluate Fannie and Freddie, 
although this is no easy task. 118 These frame-
works have often relied on various ad hoc 
metrics, such as whether Fannie and Freddie 
actually lower interest rates for homeowners 
or how much of the Fannie/Freddie subsidy 
is passed on to homebuyers.  There is general 
agreement that the two companies do lower 
interest rates to some extent and that they do 
so by passing a portion of the subsidy that de-

rives from the government’s guarantee of their 
obligations on to homeowners.119 

Fannie and Freddie, of course, argue that 
they still provide an array of benefits, while 
others vigorously dispute this claim. 120 Fan-
nie and Freddie know that this debate is fun-
damentally one about their right to exist as 
GSEs. Their critics, on the other hand, have 
become increasingly strident in their criticism 
of the Fannie and Freddie business model as 
these companies have grown way beyond the 
expectations of anyone who had studied them 
in the 1970s and 1980s. 121 

Although this body of literature has pro-
vided many insights into Fannie and Freddie, 
it does not provide an overarching theoretical 
framework that would help determine their 
value. Such a framework should describe the 
ecology of Fannie and Freddie as well as the in-
centives and structural limitations that drive 
the development of the two companies. It 
should also provide guidance as to how they 
should be treated going forward.122

 Fannie and Freddie Evaluated through 
the Lens of Regulatory Theory

Given Fannie and Freddie’s monstrous size 
and market power, there are no comparable 
public-private hybrid entities. As products 
of regulation, however, they fit well within 
existing theories of regulation. This section 
evaluates their value as agents of public policy 
through the lens of regulatory theory.

Two frequently stated objectives of gov-
ernment economic policy are to maintain 
and encourage competition between firms 
in order to increase “the material welfare of 
society” 123 and to maximize consumer wel-
fare “through lower prices, better quality and 
greater choice.”124 University of Chicago law 
professor Cass Sunstein has rightfully noted 
that many regulatory regimes therefore re-
flect “a belief that regulatory enactments 
might simultaneously promote economic 
productivity and help the disadvantaged.” 125 
But Sunstein has also noted that one of the 
main criticisms of regulation is that it is “only 
purportedly in the public interest” and that it 
“turns out on inspection to be interest-group 
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transfers designed to protect well-organized 
private groups . . . at the expense of the rest of 
the citizenry.” 126 

Indeed, modern theories of regulation 
stem from the insight that firms attempt 
to use regulation as a device “to establish or 
to enhance monopoly power.”127 Assessing 
the role of regulation in a particular market 
is necessary to understanding whether that 
market is functioning competitively and equi-
tably.128 Theories of regulation thus provide a 
useful framework with which to understand 
the market in which Fannie and Freddie op-
erate, one that allows us to evaluate whether 
the companies increase “the material welfare 
of society” and maximize consumer welfare. 
This section will analyze Fannie and Freddie 
as creatures of regulatory privilege within the 
context of regulatory theory. 

The core of Fannie and Freddie’s regulatory 
privilege is the government’s guarantee of their 
obligations, which was initially granted to cre-
ate a national secondary residential mortgage 
market. This implied guarantee drives any 
competition from the conforming mortgage 
market because the two companies can bor-
row money so much more cheaply than their 
competitors. This lower cost of funds means 
that that they can out-compete fully private 
financial institutions in the conforming mar-
ket, thereby keeping the conforming sector to 
themselves. 129

The government guarantee is a variant on 
the longstanding government practice of spur-
ring private investment in various arenas by 
granting some privilege or monopoly power to 
a party that will infuse the activity with needed 
capital or bring focused attention to it. For ex-
ample, government-granted monopolies can 
take the form of a charter granting a monop-
oly on trade, such as the one granted by Queen 
Elizabeth I to the English East India Company 
in 1600 in order to increase English trade with 
Asian nations.130 They can take the form of a 
system such as that governing American pat-
ents, granting patent-holders the sole right to 
exploit a patent for a certain period in order to 
encourage innovation.131 Or they can take the 
form of a regulated natural monopoly, like a 

utility company, which is ostensibly regulated 
not only to protect consumers from monopoly 
pricing but also to ensure that the company 
can make a fair return on its investment.132 

Unlike true monopolists, Fannie and Fred-
die are limited by the nature of their competi-
tive advantage: in an otherwise efficient mar-
ket, the maximum amount that they can retain 
as economic rent is the spread between the in-
terest rates they must pay and those that their 
competitors must pay. 133 Notwithstanding 
this cap on profits, Fannie and Freddie share 
an important characteristic with government-
granted monopolies: a legally created and 
overwhelming competitive funding advantage 
in a particular market that derives from their 
special charters. This advantage translates into 
higher prices for consumers than would exist 
if Fannie and Freddie did not retain a portion 
of their economic rent for shareholders and 
management.

Regulatory theory identifies six goals that 
are relevant to a study of Fannie and Freddie, 
including (1) maintaining competition, (2) effi-
ciently allocating society’s goods and services, (3) 
promoting innovation, (4) preventing inappro-
priate wealth transfers, (5) preserving consumer 
choice, and (6) preventing an overly concen-
trated economy. 134 The first three goals relate to 
economic efficiency. 135 The second three goals 
address additional public policy objectives. As 
will be seen below, Fannie and Freddie do little 
to effectuate these goals. Indeed, in some cases 
they act contrary to them.

Maintaining Competition. Maintaining com-
petition is one of the most important goals of 
economic regulation. 136 But applying this 
goal to Fannie and Freddie’s activities is a bit 
difficult as there was no real national mort-
gage market when they were created. Indeed, 
they were formed in order create a new prod-
uct: the fungible mortgage. So, to begin with, 
there was barely any competition with which 
Fannie and Freddie could interfere. And now, 
because of their funding advantage, they have 
no competitors in the prime conforming mar-
ket. This state of affairs presents two ques-
tions regarding competition in the modern 
residential mortgage market: should there 
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be more competition in the conforming 
mortgage market? And should Fannie and 
Freddie be allowed to expand the markets in 
which they compete while maintaining their 
funding advantage?

As to the first question, it is not contro-
versial to state that competition is considered 
healthy in almost all markets, except for those 
that are better suited to natural monopolies 
like the utilities market. While Fannie and 
Freddie maintain that they compete with each 
other, independent commentators describe 
their behavior more as duopolists than com-
petitors, as discussed above. 137 As to the second 
question, it again is not controversial to state 
that introducing subsidized firms like Fannie 
and Freddie into a generally efficient non-
subsidized mortgage market like the jumbo 
market would distort pricing in that market. 

In fact, Fannie and Freddie are entering 
that jumbo market: the rapidly increasing size 
of the conforming loan limit, a product of fu-
rious lobbying by the two firms, allows Fannie
and Freddie to claim more of the overall 
mortgage market for themselves as opposed 
to their jumbo-originating competitors.138 
As Fannie and Freddie both operate without 
competition in the conforming market and 
expand their markets through political action, 
they seem to operate contrary to the goal of 
maintaining competition.

Moreover, if one believes that Fannie and 
Freddie were primarily created to develop the 
national mortgage market, then it follows that 
their government-granted privilege should be 
revoked after they have completed that task. 
That is, Fannie and Freddie’s regulatory privi-
lege should be viewed more like the privilege 
granted to patents, which only allows for a 
temporary monopoly for the express purpose 
of encouraging innovation, rather than a 
natural monopoly like that of a utility com-
pany that is typically regulated in perpetuity 
because it has no potential competition. 

Efficiently Allocating Society’s Goods and 
Services. In a productively efficient system, 
each unit of a product is produced at the low-
est possible cost. 139 If a producer in a competi-
tive market fails to produce its product at the 

lowest possible cost, it would likely fail. This 
result would not typically apply to a monopo-
list because it does not face competition in 
its market.140 Monopolists thus typically lack 
“sufficient incentive to hold production costs 
at low levels.”141 

The competitive advantage provided by 
Fannie and Freddie’s regulatory privilege is 
limited, as discussed above, by the fact that 
they would face competition if the price (in-
terest rate and fees) in the conforming market 
was equal to or higher than the price in the 
jumbo market. But as long as they keep the 
price lower than the price in the jumbo mar-
ket, they are able to extract some economic 
rent.142 Thus, they are not efficiently allocat-
ing society’s goods and services.

Regulatory privilege imposes certain addi-
tional social costs. Its beneficiaries incur costs 
to retain and expand it, often through cam-
paign contributions, lobbying, and bribery. 143 
Such firms are also more likely to dissipate 
their rents through expenditures like advertis-
ing in order to protect their privileged status.144 
Fannie and Freddie are thus best understood as 
rent-seekers who expend resources to obtain fa-
vorable regulation in order to obtain rents.

 Promoting Innovation.  Recipients of regu-
latory privilege may have less impetus to in-
novate because of their competitive advan-
tage. 145 Fannie and Freddie claim, however, 
that they continue to innovate as the second-
ary market matures.146 Indeed, they have ex-
ecuted a number of innovations that allow 
them to profit from aspects of the mortgage 
market that had traditionally fallen outside 
of the scope of their activities. These include, 
for instance, the development of automated 
underwriting systems and underwriting guid-
ance systems for third parties.147 It is no coin-
cidence that these innovations allow the two 
companies to enter new markets, thereby 
pushing against the limitations on their ex-
pansion into new markets contained in their 
charters.148 The Mortgage Banking Associa-
tion argues that in the area of underwriting 
technology, Fannie and Freddie have actually 
squelched the innovations of others,149 much 
as Microsoft has squelched its competitors by 
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tying new products to its operating software.150 
Private-label competitors have innovated 

at a far greater rate than Fannie and Freddie, 
introducing a dizzying array of products for 
consumers to choose from and securities for 
investors to choose from, although much of 
that innovation now seems foolish, greedy, 
and wrongheaded.151 At a minimum, there is 
no evidence that Fannie and Freddie innovate 
more than they would if they faced a market-
place filled with many competitors.152 That 
being said, as the subprime crisis unfolds, the 
once vaunted innovation of private-label lend-
ers has taken on a decidedly morbid pall. Law 
professors Kathleen Engel and Patricia McCoy 
argue quite convincingly that the business 
model of these private-label lenders led direct-
ly to much of the abusive lending of the last 
10 years. 153 One might argue that this point 
would decisively go to Fannie and Freddie if 
they themselves did not invest so heavily in 
subprime and Alt-A mortgages originated by 
the very same private-label lenders.

Preventing Inappropriate Wealth Transfers. 
Monopolists are willing to forgo sales for in-
creased profits.154 Similarly, Fannie and Fred-
die forgo offering the lowest possible price 
for mortgages; they do this by retaining a 
portion of their subsidy, instead of passing it 
on the borrowers as they would in a perfectly 
competitive market.155 This is reflected in the 
outsized profits that Fannie and Freddie have 
historically enjoyed as compared to other fi-
nancial institutions. 156 It may also be reflected 
in the generous pay packages that manage-
ment awards itself before turning over the 
remainder of the economic rent to sharehold-
ers. 157 Furthermore, just as monopoly pric-
ing dissuades some buyers who would have 
purchased a good at a competitive price from 
doing so at the monopoly price, which is alloc-
atively inefficient, Fannie and Freddie’s reten-
tion of a portion of their subsidy keeps some 
potential borrowers from borrowing.158

Preserving Consumer Choice. Government 
regulates businesses that operate in markets 
that are not fully competitive, in part, to achieve 
fairness for consumers.159 Because of their com-
petitive advantage in the conforming loan mar-

ket, consumers effectively only have the choice 
of Fannie or Freddie. As noted above, Fannie 
and Freddie argue convincingly that they have 
helped to standardize the prime, conforming 
mortgage to the benefit of consumers.160 

There is no question that private-label 
firms would enter the conforming market if 
they were able to borrow funds at rates com-
parable to those available to Freddie and Fan-
nie.161 The pros and cons of those private-label 
firms have been well documented in the jum-
bo and subprime markets: they expand con-
sumer choice but often at the expense of the 
consumer protection inherent in a simple and 
standardized market place. 162 More competi-
tors would, of course, mean more consumer 
choice of lenders. It would also likely mean 
more choice of mortgage products. But in the 
context of mortgage lending, more consumer 
choice is a two-edged sword, as the recent im-
plosion of the subprime market attests.163

Fannie and Freddie also argue that they 
implement the government’s policy of increas-
ing homeownership; indeed, Fannie’s slogan 
is “Our Business is the American Dream.” 164 
They claim that they have thereby helped the 
nation achieve a great increase in the rate of 
homeownership. This claim is undercut in 
a variety of ways. First, the credit crunch has 
made some question whether homeownership 
is good in and of itself for all households.165 
Second, some scholars argue that America 
over-invests in housing and that Fannie and 
Freddie are part of that problem. 166 Third, it 
is unclear whether they actually help to fund 
affordable housing for low- and moderate-
income homeowners, who should presumably 
be the main beneficiaries of such a govern-
ment initiative.167 Fourth, the amount that 
the typical homeowner saves because of Fan-
nie and Freddie is relatively modest.168

Preventing an Overly Concentrated Econ-
omy. Regulation may be employed to reduce 
over-concentrations of market power.169 Fan-
nie and Freddie argue, however, that their vast 
size provides stability to the mortgage market. 
Independent scholars disagree.170 Recent events 
disfavor the Fannie/Freddie perspective. Fannie 
and Freddie each present an over-concentration 
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of risk that is perhaps unsurpassed by any other 
private firm operating anywhere in the world. 
Because the two companies have the identical, 
undiversified business model, that risk is only 
magnified. Thus, any substantial operational 
risk or mistaken hedging strategy at either of 
those firms poses a systemic risk to the interna-
tional economy, a risk that has already become 
a reality.171

Fannie and Freddie do not do well when 
these six regulatory goals are taken together. 
As to the three economic efficiency goals, the 
conforming market is not as competitive or ef-
ficient as it would be if there were more com-
petitors.172 There is also no evidence that the 
market is more innovative than it would be 
if there were more competitors. Thus, merely 
on economic efficiency grounds, Fannie and 
Freddie’s regulatory privilege does not serve 
the public interest. Nor do Fannie and Fred-
die do particularly well with the other public 
policy goals. The two companies engage in 
rent-seeking, limit consumer choice, and keep 
other firms from competing with them. 

The two areas where Fannie and Freddie 
seem to offer some clear and significant ben-
efits are (1) providing short-term liquidity 
and stability to the mortgage market during 
an acute crisis and (2) in the area of consumer 
protection, at least in the prime, conforming 
sector. This second point is underscored by 
the events leading up to the credit crisis which 
have demonstrated that too much consumer 
choice in the mortgage arena can lead to hor-
rible results. If the benefits offered by Fannie 
and Freddie could be undertaken through al-
ternate means, one might conclude that Fan-
nie and Freddie are not particularly beneficial 
agents of public policy. 

In sum, regulatory theory helps to un-
tangle Fannie and Freddie’s intended market 
function from their intended public mission 
and to explain how the two purposes do not 
work well individually or taken together. Be-
cause Fannie and Freddie are creatures of 
federal regulatory privilege, and not indepen-
dent firms that are operating in a relatively un-
regulated market, the federal government has 
broad latitude in setting new goals for these 

two firms and modifying the regulatory privi-
leges awarded to them.173 

    Fannie and Freddie’s GSE 
Status Should Be Terminated

Identifying the weaknesses of Fannie and 
Freddie as agents of public policy is very dif-
ferent from identifying what should be done 
with them. The two companies have two of the 
most powerful lobbying machines in Wash-
ington. Moreover, the nature of Fannie and 
Freddie’s privileges makes it unlikely that they 
will be revisited by Congress with any regulari-
ty. Because Fannie and Freddie are poor agents 
of public policy and are political powerhouses 
with unmatched influence, the two compa-
nies should be fully privatized.

   Fannie and Freddie Are Political Power-
houses

Jonathan Koppell has thoroughly docu-
mented how Fannie and Freddie have been able 
to exercise unparalleled influence in Washing-
ton.174 Mirroring the hybrid analysis presented 
here, he concludes that it is the combining of 
elements of public instrumentalities and pri-
vate companies that gives them the “best of 
both worlds in terms of the political influence 
the two companies can marshal.175 Thus, any 
policy proposals relating to the two companies 
must be evaluated in the context of the politi-
cal environment in which they operate.

Given that Fannie and Freddie have out-
sized influence in Washington, one must be 
cautious in recommending half-measures in 
reaction to their limitations as agents of pub-
lic policy. Unfortunately, most of the reforms 
floated in the last few years would seem to fall 
within this category. They include

 ● limiting the size of their mortgage 
portfolios,

 ● limiting their debt issuance,
 ● stripping the two companies of some 

of their unique privileges to signal to 
the market that the implied guarantee 
has been weakened,
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 ● freezing the conforming loan value to 
limit the size of mortgages they can 
buy, thereby limiting their overall size,

 ● requiring them to obtain ratings from 
rating agencies for their debt issuances 
that discount the implied guarantee,

 ● imposing user fees, and
 ● strengthening their subordinated debt 

programs.176

If any of these half-measures were adopted, 
however, Fannie and Freddie’s lobbying would 
be sure to undercut them as soon as Congress’s 
focus moved on to another pressing issue.177

  The Government Guarantee Is a Reckless 
Budgeting Device

Michael Froomkin, among others, has 
identified the encouragement of federal bud-
get shenanigans as a hard to quantify “cost” of 
the Fannie and Freddie hybrid business model. 
This is because the federal government’s con-
tingent liability for its guarantee of Fannie and 
Freddie’s obligations is off-budget, allowing 
Congress to avoid having that liability trigger 
debt ceiling limits.178 If off-budget account-
ing is a bad sign when found in corporations 
such as Enron, it is at least as bad for the federal 
government. For, while the federal government 
was ultimately able to investigate Enron, who 
will watch the watchers? Indeed, if the federal 
government had to quantify and account for 
this contingent liability in its budget, it would 
most certainly reduce Congress’s ability to in-
crease net spending.179

Fannie and Freddie thus pose four serious 
budgetary problems. First, the cost of the gov-
ernment’s guarantee is hidden because it is off-
budget.180 Second, the cost of the guarantee is 
particularly difficult to quantify.181 Third, the 
cost of the guarantee is not capped by the fed-
eral government, given that the federal govern-
ment has not imposed any meaningful limits 
on Fannie and Freddie’s growth.182 Finally, 
Fannie and Freddie’s charters and the costs 
they might pose to the federal government 
are infrequently revisited by Congress. Indeed, 
Congress only takes a serious look at them ev-
ery 10 years or so.183

Washington University law professor 
Cheryl Block, in her work on the federal tax 
budget, proposes a set of principles that should 
guide the budget legislative process. These 
principles are built on those relied upon by the 
GAO and are (1) budget formation as a demo-
cratic exercise, (2) enforceability, (3) account-
ability, (4) transparency, and (5) openness and 
durability.184 These five principles help to clari-
fy the manner in which the contingent liability 
of the government’s guarantee should be treat-
ed in the federal budget process.

The government’s guarantee of Fannie 
and Freddie’s obligations, when viewed as 
an item in the legislative budgetary process, 
fails to abide by any of these principles. Be-
cause the government guarantee of Fannie 
and Freddie’s obligations was effectively cre-
ated decades ago, it is generally not part of 
the annual debate surrounding the budget. 
Because the size of the guarantee is uncapped 
and contingent, it fails the enforceability and 
accountability principles: it operates outside 
of the budget, its cost is hard to estimate, and 
the trigger for the federal government’s obli-
gation to make good on it is in itself an unex-
pected event. Similarly, the guarantee, because 
of its contingent nature, is quite confusing to 
those outside of the budget process. Finally, it 
fails to meet the openness and durability prin-
ciples because it is not typically part of the an-
nual budget deliberations.

In sum, the budgetary implications of the 
government’s guarantee provide an additional 
public policy argument against Fannie and 
Freddie, one that even on its own weighs heav-
ily against them as agents of public policy.

Fannie and Freddie Should Be Privatized
There are four broad positions regarding 

the appropriate role of Fannie and Freddie in 
the housing finance market. First, Fannie and 
Freddie are generally doing the job that they 
were designed to do, although their powers 
and that of their regulators should be tweaked. 

Second, Fannie and Freddie are generally do-
ing their job, but they are retaining too much 
of the value of the government guarantee for 
the benefit of shareholders and management 
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at the expense of their affordable housing 
goals. Third, Fannie and Freddie should be na-
tionalized because the federal government has 
taken on most of the risk associated with them 
already. And finally, Fannie and Freddie pose a 
systemic risk to the financial system, unfairly 
benefit from their regulatory privilege, and do 
not create net benefits for the American people. 

This analysis takes the fourth position. 
In particular, I argue that the government 
guarantee should be terminated and the two 
companies should be privatized. Until they en-
tered conservatorship, this position has been 
considered a political nonstarter, particularly 
because Fannie and Freddie have many allies 
in the Republican and Democratic parties.185 
As a result of recent events, it is now one of the 
options on the table for a post-conservator-
ship Fannie and Freddie.

One taking the first view—that Fannie and 
Freddie are generally doing the job that they 
were designed to do—might argue that “the 
penetration of competitive markets by laws 
and regulations is a highly durable and robust 
intrusion in the U.S. economy . . . [which] is ar-
guably as tightly regulated as the more social-
istic economics of Western Europe.”186 Thus, 
there is no need to extricate the federal govern-
ment from its relationship with Fannie and 
Freddie because the government has similar 
relationships with many other private compa-
nies. Proponents of this view typically recom-
mend the limited reforms outlined above.

Affordable housing providers and advo-
cates often take the second position: Fan-
nie and Freddie are pretty much doing their 
job of making housing more affordable to 
Americans, but they are retaining too much 
of the value of the government guarantee 
for the benefit of the shareholders and man-
agement, at the expense of their affordable- 
housing goals. Given the shared agenda of 
Fannie and Freddie on the one hand and 
affordable housing providers and advocates 
on the other, this position should not come 
as a surprise to a student of regulation.187 
Thus, these parties favor proposals that redi-
rect some of the excess profits of Fannie and 
Freddie from their shareholders and man-

agement to affordable housing programs.188 
Indeed, in a plan subsequently suspended 

by federal conservatorship, Congress had re-
cently implemented an affordable housing 
fund in which the two firms would deposit 
upwards of $500 million of their income each 
year.189 These monies were to be invested in 
affordable housing projects throughout the 
country. Affordable housing advocates saw 
this as a painless way to dramatically increase 
the supply of affordable housing.190 The on-
going bailout of the two companies demon-
strates that the initiative was not painless, just 
pain-deferred.

Fannie and Freddie supported this propos-
al in exchange for expanding their market. This 
expansion was implemented by increasing the 
conforming loan limit in high-cost parts of the 
country, which allowed the two companies to 
expand into the bottom part of the jumbo mar-
ket.191 It is of note, of course, that Fannie and 
Freddie’s support for such an extraordinarily 
costly initiative as the affordable-housing fund 
came at a low point of their public prestige 
and was widely seen as a political compromise 
that brought together a broad set of special 
interests whose goals are aligned with those of 
Fannie and Freddie. These interests included 
affordable-housing advocates, local govern-
ments, and the construction industry.192

The dynamics of this position are complex. 
Housing advocates are concerned with the sus-
tained lack of attention that federal and state 
governments have paid to affordable housing 
policy and see any dedicated housing dollars 
as a long overdue priority. Implicit in this view 
is that the risk of a Fannie and/or Freddie bail-
out to the typical American taxpayer is worth 
the benefit of the affordable housing dollars 
that the affordable housing fund could di-
rect to low- and moderate-income families. 
The real debate, from this perspective, is how 
much of the golden egg of the implied subsidy 
from the federal government (as revealed by 
Fannie and Freddie’s profits that exceed their 
industry averages) can be redirected to these 
affordable housing objectives without killing 
the Fannie and Freddie geese.193

The third position, nationalization, has 
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only begun to be taken seriously as the Fannie 
and Freddie bailouts become more and more 
likely.194 Indeed, former secretary Paulson 
has recently raised the idea, one which would 
seem to be anathema to a fiscal conservative 
like himself. 195 Paulson proposed merging the 
two companies with the FHA, a government 
agency, which already insures certain mort-
gages. He does note, however, that such a plan 
would place much of the underwriting in the 
hands of the government, which is unlikely to 
do that task well (not that the private sector 
has done so either in recent years).196

As noted above, this analysis advocates for 
the fourth view: Fannie and Freddie pose a 
systemic risk to the financial system, unfairly 
benefit from their regulatory privilege, and 
do not create meaningful net benefits for the 
American people.197 In speaking of regulatory 
reform, Sunstein notes that a good first step 
“would be to adopt a presumption in favor 
of flexible, market-oriented, incentive-based, 
and decentralized regulatory strategies. Such 
strategies should be focused on ends . . . rather 
than on the means of achieving those ends.”198 
Fannie and Freddie are holdovers from an 
earlier philosophy of government action, one 
that has seen its day come and go. Indeed, if 
one were to create from scratch a new system 
of federally supported residential mortgage 
finance, it is quite clear that the model would 
not be Fannie and Freddie, which are rela-
tively inflexible and centralized solutions to 
the complex and fluid problems posed by the 
housing finance market. And while there is an 
argument to be made that Fannie and Freddie 
are market-oriented and incentive-based, it is 
a stronger argument to say that they are ben-
eficiaries of regulatory privilege with incen-
tives that have benefited their management 
disproportionately.199

Privatization is needed to remedy this 
state of affairs.200 Theories of regulation and 
rent-seeking identify erosions of government-
granted monopolies over time as part of their 
natural lifecycle.201 And, as the credit crisis 
continues to worsen, more and more previ-
ously unthinkable solutions are being taken 
quite seriously.

Four concrete plans have been recently 
proposed to fundamentally change Fannie 
and Freddie’s structure, each involving differ-
ent degrees of government involvement. First, 
convert them into cooperatives owned by 
lenders. Second, break the companies up into 
a number of smaller companies (or charter a 
number of similar competitors). Third, leave 
them intact, but regulate them like public util-
ities. Fourth, convert them into generic finan-
cial holding companies. 

The first proposal, converting Fannie and 
Freddie into cooperatives, has precedent. 
There are two other privately owned GSEs 
that are cooperative lenders: the Federal 
Home Loan Bank System (FHLB System) and 
the Farm Credit System.202 Some commenta-
tors have called for the FHLB System to take 
over Fannie and Freddie.203 This proposal has 
some initial attraction as it might attenuate 
the short-term profit-maximizing culture that 
characterizes publicly traded corporations 
like Fannie and Freddie. But history does not 
give comfort that such a GSE structure is su-
perior to that of Fannie and Freddie’s. Indeed, 
Congress had to bail out the Farm Credit Sys-
tem in 1987.204 And there are rumblings that 
the FHLB System may soon face problems 
similar to those of Fannie and Freddie.205

The second proposal, chartering additional 
housing finance competitors, has some initial 
attraction. Indeed, one might consider the Fed-
eral Deposit Insurance system to be a model of 
this: numerous recipients of regulatory privi-
lege (access to federally guarantee insurance) 
who must compete among themselves. If the 
Fannie/Freddie duopoly could be diluted with 
enough similar competitors, the amount of 
economic rent that Fannie and Freddie retain 
from their government guarantee subsidy 
should reduce significantly. In addition, one 
might think that a more competitive market 
would spread risk among more firms. 

On further reflection, however, this pro-
posal also reveals significant flaws. The ben-
efit of GSE competition is less compelling 
now that we have experienced a bubble where 
so many financial institutions demonstrated 
herd-like behavior in their business models. 
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And, as with the first proposal, the American 
taxpayer is still left with the contingent liabil-
ity of the government guarantee.

The third proposal, regulating them like 
utilities, appears to be favored by Paulson206 
and taken seriously by the likes of Federal 
Housing Finance Agency director James Lock-
hart.207 One worries however, how the common 
regulatory problem of capture would be avoid-
ed here where the two companies to be regu-
lated are so clearly skilled in the art of politics.

The fourth proposal, converting them into 
generic financial services holding companies 
along the lines of institutions like Citigroup, 
J. P. Morgan, and Bank of America, has the at-
traction of simplicity.208 It also terminates the 
contingent liability of the government guaran-
tee and allows the conforming mortgage mar-
ket to function like other sectors of the overall 
mortgage market. There is also a precedent 
for this approach: Sallie Mae was successfully 
converted from a GSE to a private company.209 
This approach would also send the message 
that the American mortgage markets have 
grown up and are now to be integrated with 
the rest of the financial sector. 

This proposal has its own limitations 
which would have to be addressed if it were 
to be implemented. First, because Fannie and 
Freddie can offer at least a short-term stabiliz-
ing role in the residential mortgage markets, 
the federal government would need to imple-
ment other policies to take on that role. Pos-
sible policy responses to market disruptions 
could include providing targeted federal mort-
gage guarantees, authorizing the Treasury to 
make mortgage-backed securities purchases, 
and allowing mortgage lenders to access the 
Federal Reserve’s discount window.210 Policies 
like these can ensure that the residential mort-
gage market function during a panic. 

Second, homeowners would pay slightly 
higher interest for conforming mortgages if 
the two companies were privatized. If Congress 
determined that this increase was too much, 
particularly given the current condition of the 
economy, it could reduce the burden by modi-
fying the deduction for mortgage interest or by 
providing a tax credit relating to mortgage in-

terest. While such a strategy would decrease fed-
eral revenues it would be offset by the liability 
that Fannie and Freddie impose on the federal 
government, a liability that is already on its way 
to costing taxpayers hundreds of billions of dol-
lars as part of the current bailout.211

Third, if the federal government wanted 
to increase funding for affordable housing as 
contemplated in the Act, it would need to do so 
through direct expenditures. Again, this direct 
cost would be offset by terminating the contin-
gent liability of the government guarantee.212

Finally, Fannie and Freddie have imposed 
pro-consumer terms on the prime conform-
ing mortgage market.213 These must be main-
tained and built upon through new consumer 
protection regulation in order to avoid the un-
pleasant environment of the subprime mort-
gage market. And, indeed, it is hard to imagine 
that privatization would be politically feasible 
if such protections were not built into the 
privatization proposal.

Notwithstanding these limitations, the 
full-privatization proposal has the most go-
ing for it. It avoids the problem of the govern-
ment guarantee that remains with the other 
three proposals. It leaves to the private sector 
what the private sector is supposed to do best: 
evaluate risk.214 And it leaves to the govern-
ment what it is supposed to do best: protect 
against systemic risk, and protect consumers 
and provide affordable housing to those who 
could not otherwise afford it.

Conclusion

The main problem with GSEs is well docu-
mented: they take on a life of their own and 
can survive well after they have achieved the 
purposes for which they were created. Alice 
Rivlin, in her capacity as the director of the Of-
fice of Management and Budget, stated that 

“GSEs should only be created with a clearly ar-
ticulated ‘exit strategy’ and an express sunset 
date in their charter.”215 Unfortunately, this is 
almost never the case.

The typical result of poor GSE design is 
that the GSE ends up driving much of the 
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legislative and regulatory agenda regarding 
its own fate. Policy scholars Thomas Stanton 
and Ronald Moe argue that this can lead to 
“increasing dominance over the governmental 
process” by GSEs, the inability “of the govern-
ment to supervise GSE safety and soundness 
and the government’s resulting financial ex-
posure,” as well as government’s inability “to 
induce GSEs to serve public purposes that 
conflict with the interests of shareholders.”216

Fannie and Freddie reflect what is worst 
in GSE design. After fulfilling their purpose 
of creating a national mortgage market, they 
have taken on monstrously large lives of their 
own. In the midst of their bailout, Congress 
should take the opportunity to convert them 
to fully private status. Congress should also 
enact appropriate financial regulation, con-
sumer protection legislation, and affordable 
housing programs. And Congress should 
remember the lessons of Fannie and Freddie 
when it considers using the GSE as a tool of 
government in the future. It should reflect on 
the appropriate design for such a hybrid tool, 
a design informed by a theoretical understand-
ing of the GSE based on regulatory theory and 
sound federal budget policies.
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