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FANNIE, FREDDIE, AND THE FUTURE OF FAIR HOUSING

Our research and analysis of Fannie and Freddie reveals two key takeaways. First, Fannie and Freddie
were neither outright responsible for the current subprime and foreclosure crisis, nor will their
restructuring alone eradicate the problem without broader financial reform. Second, sustainable
homeownership, especially for marginalized borrowers, is not just about turning on the spigot of credit.
Sustainable homeownership is about many factors, including human capital and mobility. We need to
address the bigger picture of sustainable homeownership, research the different paths that lead to
sustained homeownership for marginalized groups, and then determine how Fannie and Freddie can best
be restructured to be more responsive to targeted groups' needs. The literature to date is largely silent on
how policy in general, and Fannie and Freddie in particular, could be restructured or managed differently
to improve sustainable homeownership in neighborhoods of opportunity.

This paper represents a first step in that direction. Section | begins with a brief discussion on the key
players influencing Fannie and Freddie, past and present. Section Il provides an abbreviated history of
how the Enterprises roles and missions have changed through the years. Sections Il and 1V discuss the
Enterprises obligations to affirmatively further fair housing, and the outcomes of the Enterprises activities
with regards to low- and moderate-income borrowers, respectively. The paper concludes with a call to
action for developing an affirmative fair housing agenda for Fannie and Freddie.

Introduction

The spectacular failure of Fannie Mae and Freddie Mac (the Enterprises) in 2008 and their subsequent
conservatorship has drawn increasing attention to what went right, and what went wrong, with Fannie and
Freddie as policymakers, advocates, and analysts alike grapple with what the future holds for the
Enterprises, and for the US housing financial system as a whole. As we continue in this debate, it is
critical to bear in mind that Fannie and Freddie were neither outright responsible for the current subprime
and foreclosure crisis, nor will their restructuring alone eradicate the problem without broader financial
reform. Indeed, “the systemic failures stemmed from the proliferation of poorly underwritten mortgages
channeled through the so-called shadow banking system of unregulated private label securities.””

The US mortgage system is best characterized as a dual, “separate and unequal,” credit delivery system,
where “all too often, lower-income and minority communities are served by a distinctly different set of
organizations offering a distinctively different mix of products.”” These distinctively different products
are more representative of discriminatory terms of credit, epitomized by predatory loans, as opposed to an
outright denial of credit, which had historically been the case. Nationally, the subprime and foreclosure
crises that resulted in the Great Recession provide compelling evidence that we cannot sustain racially
disparate policies and practices in our provision of credit and housing. The segregated housing and credit
markets have deep roots, beginning in the 1930s when racialized home financing federal policies, such as
red-lining that denied credit to entire neighborhoods, were institutionalized by the Federal Housing
Agency. During the 1990s, the predatory and subprime markets exploded, and many qualified borrowers
of color were channeled into subprime loans. Communities of color, historically the recipients of targeted
disinvestment, found themselves flooded with high-cost credit, often of a predatory nature. The system
simply imploded after 70-plus years of mounting pressure. In the continuing aftershocks of the financial
collapse,

“ ...the lesson policymakers should be taking away from the crisis is that level playing fields are
necessary, particularly when it comes to affordable [and fair] access to credit. When safe,
affordable, and well-underwritten loans must compete against unregulated, exotic mortgage
products priced without regard to underlying asset value or risk and marketed by brokers with
misaligned incentives, the results are disastrous, both for homeowners and the larger economy.
We must ensure that parallel systems cannot again emerge....”*

1|Page



Nonetheless, Fannie and Freddie’s status as mortgage giants in the US financial system necessitates an
honest and urgent assessment of their impact and significance in the US mortgage markets. Critics have
argued that the Enterprises weren’t well- regulated, and were highly leveraged and thus posed significant
risk to the mortgage market. Supporters have argued that Fannie and Freddie successfully generated an
efficient secondary market and improved credit access for low- and moderate- income borrowers.
Whatever your position, clearly Fannie and Freddie are the key players in the mortgage market--by the
second quarter of 2008, the combined GSE market share of new mortgage business stood at 84%,
compared to 46% by the second quarter of 2007.* As of the second quarter of 2009, Fannie, Freddie, and
the FHA, purchased or guaranteed 9 out of 10 new mortgages.”

But the discussion of the future of Fannie and Freddie cannot exclusively focus on issues of safety and
soundness. There are essentially two broad policy objectives that must be pursued: decreasing the
systemic risk posed by the Enterprises (for example, by limiting their mortgage portfolios), and
connecting marginalized borrowers and communities to sustainable homeownership opportunities. These
are not necessarily incompatible goals, yet the discussions by the media and officials for the most part
have pitted them against each other. Although increasing the safety and soundness of Fannie and Freddie
will take concentrated effort and time, it is in the realm of the doable. Solutions have been debated for
years, and are fairly straightforward, such as increasing capital requirements and imposing portfolio size
limits. However, these regulations—if not properly designed—could have a negative impact on
affordable and fair housing goals. The Enterprises have long held a responsibility to increase lending and
improve housing market outcomes for marginalized borrowers and communities by meeting established
numeric goals. Whether the Enterprises were successful in meeting these expanded affordable housing
obligations is a matter of debate. Although the Enterprises have generally met numeric lending goals® set
forth, this has not necessarily translated into overall improved housing market outcomes and
homeownership opportunities for marginalized borrowers and communities.

The indisputable racial footprint of the subprime and foreclosure crisis, and the larger economic
recession, further begs the question of whether the Enterprises have a duty to affirmatively further fair
housing, and if so, whether their past actions have achieved this. Importantly, this is not the same question
as to whether the Enterprises have achieved their stated affordable housing goals. Affirmatively furthering
fair housing is a question not only of access to sustainable credit, but where the housing is located—
whether marginalized homebuyers have the opportunity to purchase housing in stable or appreciating
neighborhoods and thereby access the opportunity to build wealth as well as gain access to other
opportunity structures critical for achieving one’s full potential: good schools, quality grocery stores,
access to health care, and so forth. If analysis reveals they have not complied with this duty, then what
enforcement actions are available and by whom to ensure that going forward, a fair housing agenda stays
prominent in the Enterprises activities? Before delving into a more targeted discussion of the missions of
the Enterprises, a few more fundamental issues are reviewed, including who is deciding what happens to
Fannie and Freddie, who are the key players; and what were the Enterprises’ roles and requirements
before, what are they now, and what can they do going forward?

I. Who’s Running the Show

There are a variety of key players—people with power and interest over the Enterprises—and this
composition has changed over the course of the Enterprises’ history. The following is a brief list of past
and current players, and their interests related to the Enterprises.

Previous Players
The Federal Housing Enterprise Financial Safety and Soundness Act of 1992 (the GSE Act) created the

Office of Federal Housing Enterprise Oversight (OFHEO), an independent agency within HUD charged
with the duty to oversee and enforce the capital requirements and safety and soundness of Fannie and
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Freddie. There were important limitations to this agency however, including inadequate resources for
monitoring and the inability to take enforcement actions if it was found that the safety and soundness of
the GSEs was deteriorating, unlike the authority available to federal bank regulators.” The GSE Act also
granted the HUD Secretary expanded authority to regulate and enforce the affordable housing goals (and
extended them to Freddie), which had been authorized in 1968 for Fannie but lacked any enforcement
mechanism. It further granted the Secretary authority to approve any new mortgage program unless it was
found to violate the GSEs’ charters or the public interest.

Given their structure as private, for-profit enterprises (but with government-chartered missions), the
Board and shareholders had clear power over Enterprise decisions. In the early 2000s, humerous media
reports revealed excessive risk taking practices, internal memos discussing the increasing pressure to
recapture market share and therefore profits (especially through the intentional targeting of the subprime
market), and numerous accounting scandals that inflated returns.” The accumulation of these risky
practices and irresponsible management decisions led to a buildup of credit risk that ultimately led to their
conservatorship.'

Current Players

The Federal Housing Finance Agency (FHFA) was created as part of the Housing and Economic
Recovery Act (HERA) of 2008 on July 30, 2008. The creation of the new, independent federal agency
represented a consolidation of regulatory and supervisory authorities previously under the purview of
OFHEO, HUD, and the Federal Home Finance Board (regulator of the 12 Federal Home Loan Banks.)
Broadly, the FHFA was created to improve the safety and soundness supervision of Fannie, Freddie, and
the FHLBs, as well as improve the mission supervision of these agencies. In response to the financial
meltdown in October 2008 and rapidly deteriorating economic conditions, and after an intense review of
the Enterprises that revealed substantial market, credit, and operational risks, FHFA was authorized to
serve as conservator of Fannie and Freddie and help stabilize the housing market."> Though the
Enterprises’ staff and management continue with the day-to-day operations of the two agencies, “the
Enterprises consult with and obtain approval of the Conservator before taking action on transactions
involving capital; creation of any subsidiaries or affiliates; certain hiring, terminating, and
compensation...; and certain other actions that either involve transactions greater than $50 million, relate
specifically to the conservatorship, or are likely to cause significant reputation risk.”*>

The Presidential Administration is also a key player, and has used the Enterprises to inject some stability
and confidence back into the US housing market, specifically through loan modification and foreclosure
mitigation programs (discussed below). However, the Administration will not be revealing their longer
term plans for the Enterprises until the 2011 Budget, which will be announced in February. Questions
over the future form of the Enterprises remain unanswered, but there are three general proposals (wholly
government-owned, re-constitution as GSEs, and privatization) that seem to have gained the most
traction, and for which the GAO released an analysis in September 2009. While these three broad forms
have been at the center of recent discussions of restructuring Fannie and Freddie, it is becoming more and
more apparent that the extremes are not likely to gain much support, and that reconstituted GSEs, with
better regulation, is the most likely candidate.* Please refer to Attachment A for a brief review of the
proposed forms.

The Federal Reserve, through expanded authority granted under HERA, has been a critical player in the
Enterprises activities. In September 2008, the Federal Reserve committed to supporting the mortgage
market and the Enterprises by purchasing their debt obligations and mortgage-backed securities (MBS) in
order to reduce the costs and increase the availability of credit for home purchases. As of March 2009, the
Federal Reserve committed to purchasing Enterprise debt up to $200 billion each, and purchasing MBS
up to $1.25 trillion." However, the Federal Reserve will begin winding down its support of the
Enterprises, beginning in the first part of 2010.

3|Page



The Treasury Department also has a vested interest in the Enterprises. HERA expanded Treasury’s scope
of authority to provide stability to the Enterprises and increase investor confidence in Enterprise debt and
MBS." It is currently the main stockholder of the Enterprises at 79.9%, and has to date provided $111
billion in funding. Recent activity, however, has changed the nature of that aid. On Christmas Eve, the
Administration and Treasury pledged unlimited support to the Enterprises by lifting the portfolio caps the
previous administration had put in place (in the hopes to avoid a sharp increase in interest rates once the
Fed winds down its assistance), and lifting the cap ($400 billion) on the level of assistance the Treasury
could offer the Enterprises.”” In doing so, the Administration has provided the Enterprises with increased
flexibility and capacity to carry out its activities, specifically the mortgage modification programs,
without worrying about incurring losses, as well as providing the opportunity for a more aggressive
approach to the continuing housing market crisis.

Future Players

Who the key future players are will depend on the future form the Enterprises take. For the immediate
term, even the next several years, we can expect a continued influence of Treasury as the Enterprises
continue to pay their commitments to Treasury (through their Senior Preferred Stock Purchase
agreements), and of the Administration, as interest in and need for programs targeted at helping distressed
homeowners avoid foreclosure continues. The ultimate details will be worked out in Congress.

In the meantime, the Administration has convened a task force, made up of officials from FHFA,
Treasury, HUD, the National Economic Council, and the Council of Economic Advisors, to begin
discussing the options for moving forward.

II. Enterprises’ Roles: Past, Current, and Future

The Enterprises have undergone significant structural and mission-related changes throughout their
history. Created as a government agency in 1938, Fannie Mae was initially charged with the duty to
purchase and sell FHA-guaranteed and VA-guaranteed loans in the 1930s and 1940s. It operated in this
capacity until the 1950s, when it was charged with the mission to increase liquidity through creating a
secondary mortgage market for FHA and VA loans, and reduce regional disparities in interest rates. In
1968 Fannie was reorganized as a government-sponsored enterprise, and the authority and responsibility
to serve LMI borrowers was granted. Freddie Mac was created in 1970 to develop a secondary market for
conventional mortgage loans; it did not have a housing mission. In 1989, Freddie was reorganized as a
government-sponsored entity. The 1992 GSE Act was passed in response to increasing concerns over the
safety and soundness of both GSEs, especially in light of the recent Savings and Loan crisis. The Act
clarified the housing finance, and expanded the housing mission, responsibilities for both of the GSEs.
Whether the Enterprises were successful in meeting these expanded affordable housing obligations is a
matter of debate. While generally meeting numeric goals set forth, this has not necessarily translated into
overall improved housing market outcomes and homeownership opportunities for marginalized borrowers
and communities.

In 2008, the Enterprises were placed in conservatorship. While in conservatorship, their missions have
focused on mortgage affordability and availability, foreclosure mitigation, and general housing market
stabilization.'® Attachment B provides a more detailed timeline of events.

The Enterprises’ future role and activities is of course the subject of much debate. The outcomes of these
debates are especially important for affordable housing advocates for the four following reasons:*®

= Their ability and willingness to provide long- term, fixed- rate financing which provides a
sustainable means to homeownership;

= Their importance in multi-family housing. Their involvement with, and in some cases guarantees
on, multi-family loans have enabled the completion of a substantial number of developments,
including a substantial number of LIHTC projects, purchasing approximately 40% of credits in
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past years. 2° Their importance in times of economic crisis is even more pronounced for the
multifamily housing sector: between October 2007 and September 2008, the Enterprises together
provided 82% of net new multifamily financing;*

= Their willingness to buy and/or securitize loans from any bank that meets their underwriting
standards helps to “level the playing field” some for smaller community banks; and lastly,

= Their potential to provide additional resources for affordable housing activities, for example,
through the Housing Trust Fund requirements.?

I11. A Duty to Affirmatively Further Fair Housing

Fannie and Freddie are under a general obligation to not discriminate against purchasers of mortgages,*
and to assist HUD in discovering information on lenders with which they do business to ensure that the
lenders are not violating the Fair Housing Act (FHA).?* Fannie and Freddie must also comport their
underwriting and appraisal guidelines to the FHA.? Therefore, in addition to any affirmatively furthering
fair housing obligations made by virtue of government sponsorship or HUD funding, the Enterprises are
under a duty to abide by the FHA.* HUD and the Department of Justice share enforcement responsibility
in all Title VIII claims.?” In addition, private parties can make their own claims.?

The Secretary of HUD has broad power to enforce and investigate Title VIII claims. Briefly, HUD has the
power to receive private claims, initiate investigations, and make claims itself.” In addition, once a
complaint has been made, HUD has the power to litigate Fair Housing claims in front of an
Administrative Law Judge.®

The Department of Justice US Attorney’s Office and the Civil Rights Division have concurrent authority
to enforce Title V111 of the Civil Rights Act.** Under Title V111, the Attorney General and Department of
Justice may enforce the Fair Housing Act in two ways. First, if the Attorney General finds upon
investigation that there is a pattern of practice of housing discrimination “or the discriminatory denial of
rights protected by [Title VIII] to any group of persons,” he or she may initiate civil actions for
enforcement.®® Second, the Attorney General may join a private party suit if the suit is “of general public
importance.”® In addition, the US Attorney may “participate or take the lead in investigating and
initiating” fair lending cases.®* Finally, when HUD files a charge and one party chooses to bring suit in
federal court, The Attorney General, through the Civil Rights Division must “initiate and maintain a
lawsuit in federal court on behalf of the individual victim.”*®

Why Affirmatively Furthering Fair Housing Matters

Fannie and Freddie are part of a system of credit and housing that has historically been marked by racial
discrimination in housing policy. The federal government has a well-documented history of racializing
federal policy. For example, the Home Owners Loan Corporation (HOLC), established in 1933 under
President Hoover in an effort to provide mortgage relief to homeowners and lenders in the wake of the
foreclosure crisis during the Great Depression, developed racial underwriting and appraisal practices.
Specifically, HOLC created a neighborhood-ranking system that judged credit-worthiness based on the
following four categories:

“the highest category going to new, racially homogenous, all-white neighborhoods. Outlying
Jewish and white working-class neighborhoods were given a second grade, while neighborhoods
near a contiguous African American neighborhood were assigned a third category of housing
value. The lowest appraisal value was given to all-African American neighborhoods, regardless
of the age of the dwellings or the income of the residents.”*’

The Federal Housing Authority, created in 1934 as part of the New Deal legislation, incorporated the
policies of HOLC, including the racially discriminatory appraisal methods, neighborhood ranking system,
and amortized payment schedule.®® Both HOLC and FHA required private institutions to adopt “land use
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tools and subdivision regulations to protect property values” and staff warned developers and realtors that
“if a neighborhood is to retain stability it is necessary that properties shall continue to be occupied by the
same social and racial classes” and lenders to “not insure mortgage on homes unless they were covered by
a racially restrictive covenant, located in racially homogenous neighborhoods, and removed from
blighting influences such as poor schools and older housing.”®® In short, “the FHA institutionalized a
racially separate and unequal system of home financing that favored suburban building for whites while
precluding insurance for homes in racially mixed and nonwhite neighborhoods in the inner city.”*® Fannie
Mae, as the offspring of the FHA, inherited this legacy.

This story has gotten lost in the recent debates over not only reforming Fannie and Freddie, but reforming
the broader financial system. For example, in discussing the housing market, advocates and analysts hold
up the 30-year fixed rate mortgage as the triumph of the US housing finance system, a product introduced
by HOLC, standardized under the FHA, and continued through the Enterprises. While the innovation of
this “modern long- term, fixed- rate mortgage that we all take for granted....”*" undoubtedly expanded the
possibility of homeownership to millions of Americans since its inception (homeownership rose from
44% in the late 1930s to 64% by the mid-<60s alone), * these loans were exclusively offered to white
suburban homeowners, to the neglect of households of color and inner city homes. The historic exclusion
of households of color and continued disinvestment in urban communities of color created the credit-
starved communities ripe for exploitation through predatory products. Exclusion of credit today is less
about outright denial of credit, and more about the terms of credit—borrowers of color were 30% more
likely to receive a high-cost loan than white borrowers, even after controlling for differences in risk and
other factors, such as borrower income and property location.*® Hispanic and African Americans
borrowers were channeled into the subprime market, even though they could have qualified for a prime
loan (i.e. long-term amortizing, fixed-rate mortgage).

Subsequent laws have been passed attempting to correct for these policies, such as the Fair Housing Act
(1968), the Equal Credit Opportunity Act (1974), and the Community Reinvestment Act (1977).
However, other laws have been passed that work against them. For example, layered on top of an already-
uneven landscape of opportunity came waves of financial deregulation. Beginning in the 1980s and
culminating in the Gramm-Leach-Bliley Act in 1999, Congressional legislation effectively dismantled the
system of protections—for both banks and borrowers—established in the 1930s. These acts included the
Deregulation and Monetary Control Act of 1980 (DIDMCA), which eliminated state interest rate ceilings
on home mortgages where the lender has a first lien; the Alternative Mortgage Transaction Parity Act of
1982 (AMTPA), which dismantled state regulations over alternative mortgage transactions; and the Tax
Reform Act of 1986, which disallowed consumer tax deductions on credit cards, but allowed tax
deductions on mortgage interest. While the intent of the deregulation legislation was to attract global
capital to a competitive market and protect depositories from interest rate risk,* it also opened the
floodgates to unscrupulous practices and incentivized consumers to gamble with their home equity. As
Jesus Hernandez summarized,

“[these] federal financial policies set the condition for the new subprime market to boom. They
eliminated the interest rate caps, so you could charge whatever interest rate you wanted. They
allowed for adjustable rate mortgages and balloon payments. They overrode local government
restrictions on high-cost lending products. They eliminated the tax write-offs on consumer credit,
making high cost mortgages less expensive than your credit card...so everybody put the debt onto
their house.”*

Affirmatively furthering fair housing, therefore, is more than just providing homeownership to those
historically excluded. It means the ability for homeowners to buy a house in a stable or appreciating
neighborhood, and thereby access the opportunity to build wealth and access other opportunity structures
critical for achieving one’s full potential, such as good schools, quality grocery stores, access to health
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care, and so forth. This is different from setting and meeting numeric affordable housing goals. Research
shows that meeting these affordable housing goals has not necessarily improved marginalized
homeowners’ access to improved housing market outcomes, such as the ability to buy in a stable
neighborhood. Achieving homeownership in a declining neighborhood does not improve one’s ability to
achieve wealth and the American Dream. In order to realize this objective we must also pursue
affirmative fair credit, where appropriate loans are offered to homeowners based on their situation.
Achieving homeownership through highly risky credit products also does not provide a means to
sustainable homeownership. It is clear that in order to fix the housing market, and affirmatively further
fair housing, we also need to fix the credit system, and affirmatively further fair credit.

IV. Research Review: Moving the Missions Forward

Although increasing the safety and soundness of Fannie and Freddie will take concentrated effort and
time, it is in the realm of the doable. Solutions have been debated for years, and are fairly straightforward,
such as increasing capital requirements and imposing portfolio size limits. However, these regulations—
if not properly designed—can have a negative impact on affordable and fair housing goals. Several
proposals to achieve reduced risk have been offered: regulating more tightly what kind of mortgages
could be held; imposing fees for issuance of debt; directly limiting the size of the portfolio; and increasing
the capital requirements.“® However, these all reduce profit, and therefore might ultimately limit housing
goals. Another proposal would be to direct the GSEs to only purchase smaller mortgages, which benefit
lower-income households, but may push out middle and upper income homeownership support (which
would be politically unattractive).*’

The Enterprises are expected to improve housing market conditions because they have to meet established
numeric lending goals. The three categories are low-income borrowers, underserved areas, and special
affordable borrowers.”® The goals specify a percentage of loans purchased that must qualify for these
categories, and these categories are not mutually exclusive (one loan could count towards meeting more
than one goal). The focus of these goals is to improve homeownership rates for low and moderate income
(LMI) borrowers and improve housing conditions for LMI borrowers and neighborhoods.

The research to date has shown limited improvements in housing market conditions for LMI borrowers
and underserved areas as a result of increased GSE activity. Various studies have assessed housing market
conditions along a number of indicators, including homeownership rates, vacancy rates, median house
values, and single family home prices, to name a few. For example, one study found that in assessing
borrowing activity and homeownership rates in tracts designated as “underserved”, there was no positive
GSE effect on conforming mortgage lending activity and homeownership.*® This conclusion was despite
the fact that the GSEs had apparently met their housing goals. One possible explanation is that the
increase in GSE activity is crowding out other secondary mortgage market actors; in this study, the
researchers suggest that the increased activity in the conforming sector may come at the expense of
lending activity in the non-conforming sector, or may crowd out other private, un-subsidized secondary
market intermediaries. The study did find, however, positive effects of CRA activity in the non-
conforming sector, and a positive but small effect on homeownership rates, suggesting that the CRA does
in fact increase the supply of credit in marginalized communities. Another study focused on the ability of
the GSE affordable housing goals to improve housing market conditions and homeownership rates.> The
study assessed three indicators of housing market conditions—homeownership rates, vacancy rates, and
median house value-- and found that GSE-targeted tracts in the study area did not show statistically
significant improvements in housing market conditions, suggesting that the affordable housing goals of
the GSEs did little to improve local homeownership rates or improve local housing conditions. The
implicit expectation that improving access to credit for marginalized borrowers or areas would increase
homeownership and in the process create healthier neighborhoods has not been supported by research.”
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Yet the picture becomes more complex. There may be positive effects of “GSE crowd out.” One study
found that a ten percent increase in GSE market share corresponded to a 2.7% decrease in subprime
market share, representing a potential cost savings of about $100 million.** Greater GSE activity was
associated with a reduction of subprime activity in a neighborhood, and was also found to be more
pronounced in neighborhoods with high concentrations of minority households. When contextualized
with the findings that anywhere from 30-50% of subprime borrowers could have qualified for prime
loans, growth in GSE activity may prove on balance, beneficial.>® The study also found that increases in
FHA market share corresponded to decreases in subprime market share, but with a smaller magnitude
than that found with GSE market share. The negative relationship found between both GSE and FHA
market share with subprime market share lends support for government involvement, in some form, in
promoting sustainable homeownership opportunities for historically marginalized borrowers. This
observation differs from the absence of significant effects on homeownership or housing market
conditions when assessing GSE impact alone.

The relationship between subprime lending activity and GSE activity bears some emphasis. Not only have
the Enterprises been targeted as one of the instigators of subprime lending in an effort to achieve their
affordable housing goals—a charge which does not bear out in fact™—but their presence in the secondary
mortgage market may actually serve to protect marginalized borrowers from the abuses of predatory
lending. While the non-covered subprime market has collapsed, targeted affordable lending programs do
work and offer alternatives for going forward. Research comparing community reinvestment loans
facilitated under the CRA with prime-type characteristics performed better than subprime loans originated
with a broker (thus originated outside the scope of regulations, and often carried excessively risky
features, such as adjustable rates and prepayment penalties).> In fact, broker-originated loans with risky
terms were four to five times more likely to default than community reinvestment loans.>

The Enterprises could take a lead role in encouraging sustainable non-prime or prime-type lending,
similar to what private, federally insured depositories undertake through the CRA. Tighter regulations of
the type or quality of subprime loans allowed to qualify towards affordable housing goals should also be
re-instated and vigorously enforced.”” For example, Immergluck (2004) discusses how though there were
HUD restrictions eventually placed on the types of loans that Enterprises could include towards their LMI
lending goals, and the Enterprises enacted voluntary restrictions on purchases of loans with certain
features, these were not comprehensive enough to seriously limit the abuses visited on borrowers. The
greater influence of the Enterprises in the secondary markets and these restrictions could have reduced the
excessive pricing on subprime loans if these restrictions had been more comprehensive (across all abusive
loan features) and more strict (lower ‘thresholds’ for what qualified as ‘high cost’), because the
Enterprises would not (hypothetically) purchase loans with certain features, and therefore independent
mortgage companies had an incentive to make more responsible subprime loans if they wanted to
improve their liquidity

One finding from research on Freddie and Fannie outcomes is that access to prime credit is not the only
barrier—maybe even not the most important barrier—facing marginalized borrowers, or more accurately,
different groups of marginalized borrowers. For example, the issue of mobility may be a substantial
barrier for transient populations such as immigrants, given the high entry and exit costs of
homeownership relative to renting.”® Research indicates that interest rates—which have been a selling
point of the GSEs—may have little influence on long run homeownership trends.”® One study found no
direct impact from interest rate changes on long run homeownership; changes in interest rates may change
the timing of homeownership (accelerate it for some) but not the long term affordability of
homeownership, and may increase housing starts in the short term.”® A study assessing FHA lending
found similar results—FHA lending was not found to enable homeownership for those who would never
be able to buy but for the FHA, but rather, was found to accelerate it (or allow borrowers to consume
more housing than they would be able to from conventional lenders).®* The study also found that renters
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who qualified as “FHA only” borrowers waited years after qualifying for the FHA loan before purchasing
homes. This lag between qualifying and purchasing may indicate that there are other barriers or
considerations in homeownership beyond credit access. Results indicated that income and demographic
factors may play a more important role in homeownership rates, and that these factors can be different for
different racialized groups. For example, Painter et.al. (2000) found that differences in income, immigrant
status, and education can fully explain the gap between Latino and white homeownership rates, but only
part of the gap between Black and white homeownership rates. For the former group, interventions
targeted at affordability and human capital may be more beneficial than credit policies.®* This
differentiates between access to credit and the cost of credit, finding that the cost of credit may not be
directly as important a barrier to homeownership as other barriers, such as perpetual low income or less
wealth, which may speak more to the continuing racial disparities in education, labor, and health. More
generally, changes in interest rates—the cost of borrowing—will benefit those for whom the cost of credit
is the main barrier,®® but not impact borrowers struggling with the cumulative effects of marginalization.
Therefore, lowering interest rates (i.e. the cost of borrowing) may improve access somewhat, but there are
other remaining income and demographic factors that are critical for making homeownership a
sustainable opportunity for these borrowers. Again, this suggests that we may not fully understand the
pathways to homeownership that matter the most for targeted groups.

Policy decisions dictating Enterprise activity, for example the numeric levels at which the goals are set,
have impacts on affordable housing goals of other market participants. Policymakers must consider the
full range of impacts of Enterprise goals on these other participants’ activities to mitigate the chance for
‘substitution effects’—we want policies to complement each other, not to crowd each other out. For
example, CRA (private market-oriented) and FHA (government-led) policies target similar borrowers as
those in the Enterprise affordable housing goals. Research has indicated that one explanation for less-
than-optimal homeownership outcomes from increased GSE activity is that this increased activity
essentially substituted for FHA loans—the Enterprises were able to “cream” the best credit-quality
borrowers who otherwise would have qualified for FHA loans; as a result, and faced with a higher risk
pool, the FHA tightened its underwriting standards and reduced its loan volume.®* Other research has
indicated that the Enterprises lag other institutions in improving credit access to LMI borrowers, with
possible explanations that this may be a result from increased enforcement of the CRA during the 1990s.%

The incentives under which the Enterprises operate—and the subsequent form they take—are critical, and
offer a real leverage point for change. For example, research has indicated that although the Enterprises
are meeting their housing quotas, the geography of their targeted borrowers tends to be more affluent
neighborhoods that just qualify as an underserved area; activity may not be extending far enough into
those neighborhoods that most need it to stabilize because it is more costly to do so, and so expected to
have lower returns.®® GSE shares tend to be lower in central cities, lower in tracts with the highest
minority concentrations, and lower in tracts with high vacancy rates.®’

Conclusion: Developing a Fair Housing Agenda for Fannie and Freddie

There is a clear disconnect between policy objectives and policy outcomes. As we have seen, there has
been little to no net improvement in housing market conditions or homeownership rates for the intended
beneficiaries, despite the fact that the Enterprises have been “successfully” meeting their affordable
housing goals. It is also not clear the extent to which the crowd out effect posed by Enterprise activity
harms or helps marginalized communities; on the one hand, they may crowd out subprime activity. On the
other hand, they may crowd out FHA activity. And by most accounts, the Enterprises do not perform as
well as other institutions in meeting the credit needs of these communities. These findings have several
implications for developing an action plan for the Enterprises to affirmatively further fair housing.

First, we have about two decades or more of critique over not only their structure as GSEs, but of their
performance in furthering fair housing; however, there has been no affirmative action plan developed in
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response to these criticisms. Research surrounding the housing market outcomes of GSE activity has for
the most part stopped short of providing concrete solutions for affirmatively furthering fair housing,
instead remarking upon the inadequacies of the current policies and structures.

Second, and related, although the Enterprises have more or less consistently met their affordable housing
goals, there has been no demonstrable improvement in housing market outcomes for targeted groups. Not
only have the Enterprises not been the best provider for meeting these goals—Ilagging other secondary
market actors-- but their activities have generally not been shown to have positive impacts for their target
populations (i.e. no positive effect on LMI homeownership; no positive effect on housing and
neighborhood conditions). This is alarming because the research also indicates that the GSEs are being
deemed successful in meeting the goals dictated to them. Again, it is important to note the geography of
GSE activity. The analysis by An et.al. (2007) also showed that loan-purchase activity declines with tract
median income (purchase activity at 35% for tracts with AMIs at 120%; falls to about 18% for tracts at
80% or below AMI) and purchase activity decreases as minority shares increases (about 30% for tracts
with minority shares 30% or above; about 20% for tracts below 30% minority).®

Third, the Justice Department should be involved—the federal government is not doing enough to curb
discrimination in lending. Because of the plenary authority to act on behalf of victims of housing and
lending discrimination; the rampant abuses of lending agents (and the complicity of the Enterprises in
these regard, who purchased “junk” private label securities of Wall Street investors)®; and the
Enterprises’ affirmative role in fair housing, it is crucial that the Justice Department act to curb and
remedy the lending and housing situation in the United States. The Department must not only continue to
investigate pattern and practice discrimination but also to use its discretionary power to join private
discrimination suits under Title VIII. Housing and lending discrimination in violation of the Fair Housing
Act leads to plummeting neighborhood housing values, loss of home equity, an uneven credit market for
African American and other marginalized borrowers, and the continuation of discrimination and blocked
opportunity for marginalized borrowers. This is clearly a problem of general public importance and must
be addressed immediately. The Justice Department has the ability to address this and must continue to
fight for the requirement to affirmatively further fair housing.

Finally, there is no coordinated, explicit focus on Fannie and Freddie reform as it pertains to affirmatively
furthering fair housing. The Justice Department represents just one entry point for change—albeit an
important one—but we would be well-served to highlight different intervention points in an effort to
create a more robust advocacy platform. Such a position recognizes that affirmatively furthering fair
housing objectives operate within a larger system of housing finance and affordable housing policies,
both within and beyond the scope of Enterprise “jurisdiction.” Within this system, there are several actors
charged with the goal to provide fair housing. Policies directed at one actor will therefore necessarily
interact with the activities and outcomes of policies directed at a different actor. Exploring these
interactions, feedback loops, and rebound effects is critical for the design and implementation of a
comprehensive, effective, and affirmative fair housing policy. Currently, the major actors within this
system are not talking to each other. Our general observation is that while advocates agree that the
restructuring of Fannie and Freddie is of critical importance, they feel there is too much else going on at
the moment that takes precedence. For example, some are focusing their attention on CRA reform. We
stress that these are not necessarily different issues, and neglecting one to focus on the other limits our
opportunity to make significant inroads in addressing fair housing. This segmented approach sets the
stage for incremental changes that essentially maintain the current overall structure of affordable housing,
which in turn will continue to dictate less than optimal results. These are not independent reforms:
changes in one area will have impacts in the other areas. Policymakers, experts, and advocates in each of
these areas—CRA, FHA, and the Enterprises at a minimum—must be engaged together in a broader
conversation about affirmatively furthering fair housing. To truly promote an affirmative fair housing
agenda, especially as it relates to Fannie and Freddie, we must ensure that we keep a mindful balance
between advocating for remedial actions pursued by the Justice Department, as well as developing

10| Page



affirmative and creative strategies that encourage the Enterprises to be leaders in fair housing and fair
credit.
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ATTACHMENT A, A REVIEW OF PROPOSED FORMS FOR THE ENTERPRISES

Following is a brief review of the proposed forms, their potential functions, and elements of regulatory
structure and oversight.”

Proposal 1: Government Corporation. Functions would include focusing on purchasing qualifying
mortgages and issuing MBS but eliminating mortgage portfolios, and transferring responsibility for
homeownership to targeted groups to the Federal Housing Agency (FHA). Key elements of regulatory
structure and oversight include: risk-sharing agreements with private lenders or mortgage insurers;
appropriate disclosures in the federal budget of risks and liabilities (previously off-budget status as GSE);
and robust congressional oversight of operations.

Proposal 2: Re-establish as GSE, for-profit with government oversight. Proposal calls for restoring the
Enterprises to their pre-conservatorship status but with additional controls to minimize risk, such as
eliminating or reducing the Enterprises’ mortgage portfolios, or subjecting the Enterprises to public-utility
type regulation (i.e. business activity restrictions and profitability limits) and establishing executive
compensation limits. Another proposal calls for converting the Enterprises from publicly-traded,
shareholder owned corporations to cooperative associations owned by mortgage lenders. Key elements of
regulatory structure and oversight include reducing or eliminating portfolios to increase safety/soundness;
establishing capital standards that reflect risks; additional regulations (i.e. executive compensation, or
public utility- type regulations); financial disclosures in budget; and strong congressional oversight.

Proposal 3: Privatize. Proposal calls for abolishing the Enterprises in their present form and dispersing
their mortgage lending activities and risk management throughout the private sector. Some propose the
establishment of a federal mortgage insurer to help protect mortgage lenders against catastrophic
mortgage losses. Key regulatory structure and oversight elements include: establishing an appropriate
oversight structure for a new federal mortgage insurer, which might include appropriate regulations and
capital standards, the disclosure of risks/liabilities in the federal budget, and congressional oversight.
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ATTACHMENT B, TIMELINE OF FANNIE AND FREDDIE ROLES AND ACTIVITIES
Following is a brief review of important structural and mission-related changes through their

history.” In setting up this timeline, however, it is critical to note the parallel history of housing
discrimination in the United States, especially as it relates to the racialization of federal housing policy, as
the Enterprises emerged within this context.

= 1933: Home Owners Loan Act is passed, creating Home Owners Loan Corporation, in
response to the foreclosure crisis precipitated by the Great Depression. HOLC was
commissioned to buy mortgages of distressed borrowers, and refinance them into more
affordable terms.”> However, there was a clear racial impact, as HOLC developed a
neighborhood ranking system for credit-worthiness of the housing it financed that favored
white, homogenous, new neighborhoods over older, mixed, or African-American
neighborhoods (regardless of income or age of dwellings).

= 1934: The Federal Housing Agency (FHA) was created to provide government insurance to
mortgage lenders. The precedent of overtly racist underwriting and appraisal practices,
introduced under HOLA, were carried on by the FHA.” The FHA is credited with setting
industry standards in underwriting and origination. Because the FHA employed
discriminatory policies, the adoption of FHA practices facilitated the institutionalization of
racial discrimination in housing finance in the private market.”

= 1938: FHA created a national mortgage association, which would become Fannie Mae.
During the late ‘30s and the ‘40s, duty to buy and sell FHA-guaranteed loans. In 1948
received authority to also buy and sell VA-guaranteed loans.

= 1954: Fannie Mae chartered to provide liquidity in the secondary market, and provide support
in times of economic stress. The Housing Act of 1954 also reorganized Fannie as a mixed-
ownership corporation, with both the federal government and mortgage lenders as
shareholders.

= 1950s and 1960s: limits on interest rates that thrifts could offer, and state regulations that
limited banks’ ability to branch into different states, contributed to liquidity constraints on
banks/thrifts and regional disparities in mortgage interest rates. Fannie’s ability to purchase
nationwide alleviated these constraints.

= 1968: Fannie was divided into two agencies. Ginnie Mae was created to guarantee (i.e. full
faith and credit of US government) the FHA and VA loans from within HUD. Fannie was
reorganized as a private, shareholder owned entity but with the federal charter overseen by
HUD (i.e. a GSE), which included a general authority to require a “reasonable portion of
mortgage purchases serve LMI borrowers.”

= 1970: Freddie Mac was created to develop secondary market for conventional mortgage
loans; owned by the Federal Home Bank Board.

= 1971-72: Freddie created the first mortgage backed security. Fannie bought its first non-
FHA/VA conventional loan.

= Early 1980s: Fannie experiences mortgage portfolio troubles from climbing interest rates
(S&L failures); Fannie issues first MBS.

= 1989: Freddie becomes publicly traded (GSE)
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1992: The 1992 GSE Act established OFHEOQ as independent oversight agency within HUD
to ensure safety and soundness of the GSEs. Expanded the affordable housing mission by
setting annual numeric housing goals, established by HUD. Three targets for the goals:
purchase of mortgages serving LMI families; special affordable housing for families (i.e.
families in low-income areas, and very low-income families); and housing located in central
city, rural, and other “underserved” areas.

1990s: Rapid growth of the Enterprises

2000s: Housing bubble bursts, GSEs engage subprime markets; practice bad accounting;
conservatorship.

o Early 2000s: start buying Alt-A and subprime securities

o 2003-04: accounting scandals uncovered by OFHEO at both GSEs

o 2008: HERA passed, created FHFA

= September 2008: FHFA as conservator of Fannie and Freddie; abolished
OFHEO; HUD’s mission authority over affordable housing goals transferred
to FHFA.

o 2008-09: Administration/FHFA use Fannie and Freddie to focus on mortgage
affordability, mortgage availability, and foreclosure mitigation, in efforts to stabilize
the housing market, through:

i. Foreclosure moratorium from November 2008-January2009

ii. Making Home Affordable Program’: helped develop with Administration,
Treasury, and HUD. Designed to help prevent foreclosures for homeowners
that qualify. Freddie is charged with servicer compliance; Fannie works with
servicers to implement the program. The key elements of the program:

1. Home Affordable Modification Program: loan modification
guidelines and incentives for servicers, borrowers and
lender/investors to engage in successful loan modifications

2. Home Affordable Refinance Program: homeowners with conforming
loans owned or guaranteed by Fannie Mae or Freddie Mac to
refinance their loans into more affordable mortgages
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