Housing Finance Reform:
The Future of U.S. Agency Debt
On February 11, 2011, the Obama Administration
delivered a report to Congress “Reforming America’s
Housing Finance Market,” in which it submits three
alternatives for housing reform with the goal of reducing
the government’s role in housing and promoting the
return of private capital to a healthier mortgage market.
The report outlines continued reforms to repair the
fundamental flaws in the mortgage market through
stronger consumer protection, increased transparency for
investors, improved underwriting standards and other
critical measures. At the same time, the Administration
also seeks to better target the government’s support for
affordable homeownership and rental housing. This
report marks the beginning of the political process in
which the Obama Administration and Congress must
agree on the structure and timing of mortgage reform.

How Will Fannie Mae and Freddie Mac Debt
Be Affected?
Within the investment horizon in which we invest, Fannie
Mae and Freddie Mac debt will not be affected at all. The
report clearly states the Administration’s preference to
wind down Fannie Mae and Freddie Mac and help bring
private capital back to the market. The plan recommends
for the government-sponsored enterprises (GSEs) to begin
implementing new policies that should gradually reduce

their role in the housing market, including raising the
price of guarantees, requiring larger down payments (at
least 10 percent), reducing the conforming loan limits (set
to expire in October 2011) and continuing their current
pace of investment portfolio runoff. However, given
the importance of both GSEs’ current roles, the report
acknowledges that the Administration will undertake the
process of reform responsibly and carefully so it does not
undermine the economic recovery.
The report continues to articulate the government’s very
strong statements of support for the GSEs. It states that the
government is committed to ensuring that Fannie Mae
and Freddie Mac have sufficient capital to perform any
guarantees issued now or in the future and the ability to meet
any of their debt obligations. Ensuring these institutions have
the financial capacity to meet their obligations is essential to
continued stability and the Administration will not waiver
from its commitment.
Both Fannie Mae and Freddie Mac own or guarantee
almost $5.4 trillion of mortgage loans or securities,
accounting for about half of the U.S. housing finance
market. Together with Ginnie Mae, these entities insure
or guarantee more than nine out of every 10 new
mortgages.
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What Specific U.S. Government Support
Have the GSEs Received?
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What Are the Three Housing Reform
Alternatives That the Plan Calls For?
ºº Privatized system of housing finance with limited
government role
ºº Privatized system of housing finance with government role
as backstop during times of crisis
ºº Privatized system of housing finance with government

While not explicitly guaranteeing the debt of GSEs
through The Housing and Economic Recovery Act
of 2008 (HERA), the Secretary of the Treasury has
been given authority to support Fannie Mae, Freddie
Mac and Federal Home Loan Banks (FHLBs). Since
then, the government has put in place an extensive
array of support and reaffirmation of support for this
all-important class of debt (For more information
see “Finding Other Safe Harbors: The Case for
Government/Agencies Money Funds”, June 2009)
Following the establishment of the Senior Preferred
Stock Purchase Agreement (SPSA) on September 7,
2008 and subsequent amendments, the U.S. Treasury
announced further amendments to the SPSAs on
December 24, 2009, which included unlimited
financial support for each entity through the end of
2012. The SPSA effectively guarantees senior and
subordinated debt and enterprise-guaranteed MBS by
ensuring the solvency of each enterprise. Subsequent
to 2012, the cap of the outstanding amount or $200
billion each (whichever is higher) will be applied
on the capital funding. To date, both Fannie Mae
and Freddie Mac have received over $130 billion of
financial support from the U.S. Treasury.

catastrophic reinsurance for mortgage backedsecurities
(MBS)behind significant private capital

The options that take the place of the GSEs traditional
role can vary from very limited government support
of the mortgage markets (option 1), to government
support in times of housing distress (option 2), to
the government offering reinsurance for mortgage
backed securities as a backstop to private mortgage
guarantor companies with first loss exposure (option
3). All three options trade off the balancing of various
goals, including access to mortgage credit, taxpayer
protection and financial and economic stability.
This plan recognizes the fragile state of the housing
market and is designed to ensure that reforms are
implemented at a stable, measured pace to support
economic recovery over the next several years.
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In return, Fannie Mae and Freddie Mac provided
certain compensation to the Treasury, which included
the issuance by each entity of $1 billion in senior
preferred stock and warrants for the purchase of
common stock representing 79.9 percent of its
outstanding common stock. The Treasury receives
annual dividends of the senior preferred stock of
10 percent if paid in cash. In addition, beginning
January 1, 2011, the Treasury is entitled to receive
from each entity a commitment fee as compensation
for the explicit support provided by SPSA.

How Will the Plan Affect Other Agencies?
The Administration believes that the Federal Home
Loan Banks (FHLB) have played a vital role in the
housing finance system by helping smaller financial

institutions effectively access liquidity. However, to
strengthen the FHLB system, the plan calls for additional
measures, such as a reduction in the size of the Federal
Home Loan Banks’ portfolios and a limit on the level of
advances. The Treasury also calls for limiting each bank’s
participation to one FHLB. This recommendation is
intended to limit the support provided by the FHLB to
larger financial institutions.

Conclusion

As always, we encourage you to contact us directly if we
can provide any further perspective on this topic.

ºº SIFMA: About Government Bonds
ºº New York Fed direct GSE purchase program
ºº New York Fed Agencies MBS purchase program
ºº Fact Sheet on Treasury Senior Preferred Stock Purchase

Action by legislative and executive branches of the U.S.
government will ultimately be required to achieve GSE
reform. We can expect further discussion on the housing
reform in Congress during 2011 and into 2012. This
political process of garnering agreement by all parties of
the government will be a daunting challenge.

Agreement
ºº Treasury’s update on Support for Fannie Mae Dec 2009
ºº Treasury’s update on Support for Freddie Mac Dec 2009
ºº US Reforming America Housing Finance Market

Secretary Geithner stated realistically that housing
finance reform is going to take five to seven years,
although he urged a tighter timetable for the Congress
to set a transition into law and suggested a two-year
deadline. On the other hand, a political solution may
not be implemented soon, even though the credit market
views of GSE reform may become increasingly important
as January 1, 2013 approaches when the unlimited
government assistance will be replaced by a fixed sum.
However, we expect that GSEs will continue to be safe
investment vehicles based on the wide and deep support
that the federal government has provided to these entities.
The continued support of Fannie and Freddie is vital to
the domestic and international credit markets. Despite
expectations of continued ‘headline risk’ for the GSEs —
specifically around the financial performance, operations
and the uncertain future legal structure of both Fannie
Mae and Freddie Mac — recent actions indicate that the
government will take the necessary measures to support
GSE debt prior to the implementation of reform through
final maturity.
For additional information of Government Sponsored
Enterprises and the U.S. government’s underlying support
of government agency securities, please see attached links.
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