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GSE history (2000-2006)
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GSE history (2007-conservatorship)
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The Federal Reserveõs concerns about the GSEs Prior to 

Conservatorship

ÅClose ties to government allowed the GSEs to borrow at lower 
interest rates

ÅPrivate ownership and duopoly structure meant limited pass -
through of benefits

ÅAllowed rapid portfolio growth and high profits  

ÅCreated incentives for regulatory capture

ÅCreated systemic risk  (Greenspan, February 2004)
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Systemic risk: GSE portfolios, not GSE mortgage securitization

ÅPortfolio growth and profit pressures

ſLowered underwriting standards

ſAccumulation of Alt -A mortgages

ÅLow capitalization

ÅLack of ongoing market discipline 

ſAccounting scandal created lack of confidence in internal controls

ſDebt costs did not rise throughout scandal

ÅRollover risk

ſDebt investors fled

ſConcerns arose about credit quality of mortgage portfolio, ñliquidity 
portfolio,ò and pledging of assets for secured borrowing
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What to do with Fannie Mae and Freddie Mac?

ÅBernanke (2008)

ÅOption 1:  Privatization

ſUnclear what this means; not evident that private sector would securitize 
mortgages without government support

ſStrong social interest in maintaining a stable source of capital market 
funding for mortgages

ſSuggests private firms with some form of government backstop or 
regulation

ſHancock, Passmore(2008, 2009): Bond insurer
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Option 2: Covered bonds

ÅDebt obligations are issued by financial institutions and secured by 
a pool of high-quality mortgages

ſPool is actively managed by originating financial institution

ſCommon method of funding mortgages in Europe

ſRelatively robust financing during financial crisis

ſUsually have some form of explicit or implicit government backing

ſDifficult to start in the United States because it competes with FHLB 
funding
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Option 3: Government agency or public utility

ÅPrivate shareholders overseen by utility board (Paulson)

ÅConsolidate FHA and GSEs into a government agency

ÅCooperative structure like FHLBs (trade associations)

ÅDavidson
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Two different outcomes during the financial crisis: Agency (left -

panel) and non-agency MBS Issuance (right-panel)
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