LESSONS FROM PUBLIC ADMINISTRATION:

RECOMMENDATIONS FOR THE FUTURE OF FANNIE MAE AND FREDDIE MAC AND OTHER ASPECTS OF GOVERNMENT’S RESPONSE TO THE FINANCIAL DEBACLE 
By Thomas H. Stanton(
In devising the government’s response to the Great Depression, President Franklin Roosevelt turned not only to bankers, economists and lawyers, but also to scholars and practitioners in the field of public administration such as Charles Merriam and Louis Brownlow. 
This presentation seeks to build on that tradition. While other disciplines concern themselves with developing appropriate policies, public administration focuses more on trying to ensure that policies can be effectively implemented by government agencies and instrumentalities. Lessons from public administration, and especially the art of organizational design, provide insights about the failure of Fannie Mae and Freddie Mac (Stanton, 2009) and also about government agencies that must play effective roles in responding to the financial debacle. 
The discussion will lead to two sets of recommendations. First, it is time to place the two government-sponsored enterprises (GSEs) into receivership to use as wholly owned government corporations to support the mortgage market without conflicting loyalties. Second, government needs to increase the capacity of government agencies that are supposed to support the financial recovery. Public confidence could be seriously shaken by an operational failure at a major agency such as the Federal Housing Administration (FHA) that along with the GSEs is supposed to be supporting the mortgage market. 
Issues of organizational design can become very detailed very quickly and this presentation refrains from exploring the restructuring of financial regulatory agencies at this point, before specific proposals are on the table. Whatever restructuring may or may not occur, the supervisory structure should be supplemented with a new systemic risk monitor. As is discussed below, this agency could be modeled on the National Transportation Safety Board and its mandate in the transportation sector. The new agency would be responsible for obtaining and analyzing information and recommending improvements to deal with systemic risk. 
I. The Failure of Fannie Mae and Freddie Mac Because of Vulnerabilities of The GSE as an Organizational Form

Fannie Mae and Freddie Mac committed serious misjudgments that helped cause their insolvency. The most serious of these was the companies’ determined opposition to accepting more effective supervision and capital standards. For years, the two companies fought off effective supervision and capital standards that would have reduced their excessive leverage and provided a cushion to absorb losses (e.g., Labaton, 1991; and Bacon, 1992). 

The companies fought for high leverage because this benefited their shareholders and managers, at least until the companies failed. Freddie Mac reported returns on equity of over 20 percent for most years since it became an investor-owned company in 1989, reaching highs of 47.2 percent in 2002 and 39.0 percent in 2000. Fannie Mae reported earnings of almost as much, reaching a high of 39.8 percent in 2001.  The two companies fought higher capital requirements because more capital would have diluted those returns to shareholders.    

The two companies compounded the problem by taking on excessive risk just at the point that housing prices peaked. The chief executives of both Fannie Mae and Freddie Mac disregarded warnings from their risk officers and sought to increase market share by greatly increasing their purchases of risky loans (Hilzenrath, 2008; Duhigg, 2008; Duhigg, 2008a). In short, the mix of private incentives and government backing created a dynamic that led not only to the hubris that brought the meltdown of internal controls at both Fannie Mae and Freddie Mac a few years ago (Stanton,2007), but also to their insolvency in 2008.

That said, Fannie Mae and Freddie Mac did not cause the housing bubble or the proliferation of subprime and other mortgages that borrowers could not afford to repay. In analyzing the dynamics of Fannie Mae and Freddie Mac I discovered a phenomenon that can be called Stanton’s Law: risk will migrate to the place where government is least equipped to deal with it.
 The capital markets arbitraged across regulatory requirements and ultimately sent literally trillions of dollars of mortgages to Fannie Mae and Freddie Mac, where capital requirements were low and federal supervision was weak.

However, the capital markets also found other places where government could not manage the risk, including structured investment vehicles of commercial banks, private securitization conduits, and collateralized debt obligations that were virtually unregulated except by the vagaries of the rating agencies and exuberance of the market during the housing bubble. Huge volumes of subprime, alt-A, interest-only and other toxic mortgages went to these parts of the market. As the bubble reached its limits and began to deflate, the GSEs tried to catch up and regain the market share that they had lost to the new competition.  

II. Lessons From the Failure of Fannie Mae and Freddie Mac

Many other financial institutions failed in the current debacle, including commercial banks, thrift institutions, mortgage companies, insurance companies and hedge funds. Among all of these, the government-sponsored enterprise manifests specific shortcomings that call the value of this institutional form into doubt. 

Consider inherent vulnerabilities of the GSE as an organizational model.  The GSE combines private ownership with government backing in a way that creates a political force that can dominate virtually any safety-and-soundness framework. There are only a handful of GSEs.  The GSE lives or dies according to enabling legislation that determines the conditions under which it operates. Given their dependence on the political environment, GSEs select their chief officers largely based on ability to manage political risk rather than on ability to manage two of the largest financial institutions in the world. 
In contrast to other instrumentalities, officers and directors of Fannie Mae and Freddie Mac seem to have had much greater difficulty balancing their fiduciary responsibilities to shareholders against the public purposes of their charter acts and pressure from stakeholders. Daniel Mudd, former CEO of Fannie Mae, testified in December 2008 (Mudd, 2008): 

“I would advocate moving the GSEs out of No Man’s Land. Events have shown how difficult it is to balance financial, capital, market, housing, shareholder, bondholder, homeowner, private, and public interests in a crisis of these proportions. We should examine whether the economy and the markets are better served by fully private or fully public GSEs.”

Mr. Mudd said that he felt pressure to increase Fannie Mae’s market activity even while other institutions were stepping back because of poor market conditions. The GSEs could dominate their safety-and-soundness regulator. In return, however, the GSEs believed they had to buy off stakeholders with large volumes of mortgage purchases that they, or at least their risk officers, knew were unwise.

Because of their government backing and low capital requirements in their charters, Fannie Mae and Freddie Mac gained immense market power.  They doubled in size every five years or so until in 2008 the two companies funded over $ 5 trillion of mortgages, over 40 percent of the mortgage market. Their market power gave them political power. Whenever someone urged regulatory reform, such as higher capital standards to reduce the GSEs’ dangerous leverage, constituents flooded Capitol Hill. That political power in turn entrenched the GSEs’ market power. 
In 2008, just before Fannie Mae and Freddie Mac failed, Congress enacted a new law to strengthen supervision of the GSEs. Even then the GSEs showed their political strength. The 2008 law still fails to provide the GSEs’ new regulator, the Federal Housing Finance Agency (FHFA), the full mandate, discretion, and authority to regulate safety and soundness that federal bank regulators have long possessed. 

III. What Should Become of the GSEs Now?

This question divides into two parts, first how the government should use the two failed GSEs to support today’s troubled mortgage market, and second, what should happen with the GSEs in, say five years, after the housing market has begun to recover.

The Government Should Place Fannie Mae And Freddie Mac Into Receivership And Allow Them To Function As Wholly Owned Government Corporations To Support The Mortgage Market.
Fannie Mae and Freddie Mac, now demonstrably insolvent, should be placed into receivership and turned into wholly owned government corporations that sunset after perhaps five years. As such they could support the mortgage market, not only through their access to government funding, but also by imposing rules for consumer and investor protection,
 capital requirements on mortgage market participants, and other protective measures that policymakers could apply to the rest of the housing finance system. 

Placing both companies into receivership will help to remove an inherent conflict in the government’s position. Technically, conservatorship means that government is working to restore the companies to financial health. This is inconsistent in key aspects with the government’s need to use the two companies, now that the value of shareholder holdings in the companies is zero, to support the mortgage market. Until shareholders are removed from the equation, officers and directors of the two companies face conflict as to their fiduciary responsibilities. Do they price mortgage purchases low to support the market or do they price higher to replenish the companies’ shareholder value?

 Besides placing both GSEs into receivership, policymakers also would be well advised to enact a sunset provision of perhaps five years in each corporation’s charter. As the sunset approaches, and the troubled mortgage market has been calmed, policymakers can decide whether further governmental assistance for the mortgage market is required, and the organizational form that is most suitable.

Fannie Mae And Freddie Mac Should Not Again Become Privately Owned Organizations That Operate With Federal Backing.
The GSE has outlived its usefulness as an organizational form. First, the GSEs squandered a policy tool that government had used for decades: the perception of an implicit rather than explicit federal guarantee of their debt obligations. That means that government would need to provide some form of express guarantee if the GSEs were to be restored. Second, as was seen in the savings and loan debacle and now with the GSEs, government can be placed at serious risk trying to insure the liabilities of a specialized financial institution. Third, because of the likelihood of regulatory capture, it is unwise for government to provide special charters to a small number of specialized institutions. As the GSEs have shown, it is virtually impossible to protect the regulator of a few institutions from being dominated. This is especially true if the regulated institutions operate under a law such as HERA, that provides for different rules, especially for capital, but also for other aspects of safety and soundness, than apply to other institutions in the same lines of business.
Proposals to create a different accountability framework or governance structure for Fannie Mae and Freddie Mac do not change the assessment of the GSE, even with those changes, as an organizational form. Risks and vulnerabilities that arise from political dominance by the GSEs over their regulators and GSE influence over their congressional authorizing committees will not go away. The government corporation is a far superior tool of government support for the mortgage market, if that is called for.  
IV. Further Lessons From Public Administration

A branch of public administration, organizational design concerns itself with critical attributes of an organization: its capacity, flexibility, accountability and life cycle (e.g., Stanton, 2006). The issue of life-cycle was most important during the financial bubble in the way that regulators and financial institutions abandoned financially prudent practices and safeguards as the memory of earlier financial crises diminished in the public’s mind. Now the issue of capacity is salient as government seeks to respond effectively to the current debacle.  

Observing operation of our constitutional system over time, a pattern emerges: when the private sector is in ascendancy, government retreats; when the private sector stumbles, policymakers reach for government to play a more significant role. A corollary effect is that government goes through cycles of capacity and incapacity, according to the extent that there is demand for governmental action. We are now leaving a period of too much governmental incapacity and entering one where we need to improve our public institutions. This is true not only of the regulators that became lax in past years, but also of more capable institutions such as the Treasury Department that could benefit from expanded organizational capacity. One agency with considerable weakness, discussed below, is the Federal Housing Administration. 

The creation of a systemic risk regulator, which many have recommended, is fraught with organizational difficulties. For example, as a matter of organizational design, there is a difficult tradeoff between organizational independence from the political process and the amount of discretion that policymakers may be willing to give the organization to intervene preventatively in the actions of major financial institutions and their primary regulators. There also are other questions: from whom and from what would the regulator be independent? Suffice it to say that, if the Federal Reserve or FDIC were to become a systemic risk regulator, one could imagine that systemically significant institutions might seek adjustments to the range of stakeholders to whom the organization is most responsive.  
Another issue concerns the demonstrable need for consumer protection against unfair and deceptive lending practices. Careful organizational design is needed to ensure balanced and prudent consumer protection given the extensive participation of countervailing stakeholders in governmental processes. One answer might be to increase authority of the Federal Trade Commission (FTC) to protect mortgage borrowers. Healthy tension between the FTC’s Bureau of Consumer Protection and Bureau of Economics helps the FTC to issue rules and bring cases directed at improving and not retarding market efficiency. Many other regulatory questions, to say nothing of proposals to deal with systemic problems such as “too-big-to-fail,” involve conundrums that that are best addressed in the context of specific proposals. 

Given the fluidity of financial markets vis-à-vis governmental restrictions, a combination of remedies is likely to be more effective than any single prescription. Thus, for example, besides improving the capacity and expanding authority of federal regulators to wind up troubled major institutions, it would be wise to institute improved and more consistent capital requirements across multiple types of financial organization that take account of the incidence of nonquanitfiable risk (Stanton, 1994), require issuance of debt obligations that convert to equity in the event of insolvency (recommended for GSEs by Stanton, 1991, p. 182), strengthen consumer and investor protections and bankruptcy provisions, and prevent institutions from shopping for the most lax regulator. In addition the following may contribute to improving the current state of affairs. 

Create A Financial Equivalent Of The National Transportation Safety Board To Monitor Issues Of Systemic Risk And Propose Improvements, Authorized To Obtain Information From Financial Regulators But Without Possessing Its Own Supervisory Authority. 
Policymakers should create a federal oversight body with the mandate, authority, and capacity to raise issues of systemic risk and monitor risk throughout the U.S. and global financial systems. While such a new agency by itself is only a modest improvement, it makes a useful complement to a larger package of supervisory and regulatory improvements. 
Even without authority to implement its recommendations, the new agency could provide a clear voice on emerging issues and regulatory actions needed to address them. Had it existed earlier, this body might have reported on the high leverage of investment banks subject to the Consolidated Supervised Entity program of the Securities and Exchange Commission (SEC), or the high leverage of Fannie Mae and Freddie Mac, compared to other financial institutions serving the residential mortgage market, or the questionable standards of the credit rating agencies in assigning credit ratings to mortgage-related securities, or the potential problems if a servicer would try to apply loss mitigation to delinquent mortgages that had been securitized in private-label securities. 
The new agency could become a source of knowledge and expertise on systemic risk and means of addressing threats to the financial system. The agency should be authorized and directed to compile and publish data relating to its systemic risk mission. 

The organizational design relies on a simple idea: the problem of regulatory capture, which often weakens financial regulators, is less likely to impede an agency without regulatory authority. This logic resulted in creation of the National Transportation Safety Board (NTSB), which can obtain information about transportation accidents but lacks authority to compel adoption of its recommendations (The NTSB authorizing law is found at Title 49, chapter 11, of the United States Code). The NTSB supplements the Federal Aviation Administration (FAA), which is responsible for regulating and supervising airline safety, and other federal, state, and local transportation agencies. Similarly, a separate NTSB-type watchdog is needed for the financial sector.  

The new agency might become a bureau in the Treasury Department. It would have authority to obtain timely production of information from other government agencies. The relevant federal regulatory agency or agencies would be required to respond to the new agency’s reports promptly in writing. With the current financial debacle in the public mind, the new agency’s reports on systemic risk and need for supervisory enhancements might find an attentive audience.

Create A Staff Within The Office Of Management And Budget To Assess And Enhance Capacity Of Federal Agencies Such As FHA Whose Effectiveness As Part Of The Government’s Response Is Essential And Also In Doubt.
The work of federal agencies, and especially federal agencies that provide loans and loan guarantees, can be helpful in coping with the financial situation. If banks are reluctant to lend into a still-troubled market, slack can be taken up by the Small Business Administration, Export-Import Bank of the United States, Department of Education, and federal agencies such as FHA that provide mortgage credit, for example. This work needs to be coordinated and the individual agencies need increased capacity to carry out new responsibilities and workload in a troubled market. 

The Office of Management and Budget (OMB) is ideally situated to provide leadership because of its responsibility for improving government performance and management and implementation of critical government programs. OMB would work to ensure the capacity and accountability of federal credit agencies. OMB also could help design and support creation of new organizations (such as the financial system NTSB suggested earlier) and other needed new programs.
One federal agency that needs prompt help from OMB and the Administration is the Federal Housing Administration (FHA), a part of the Department of Housing and Urban Development (HUD). HUD Secretary Steve Preston pointed out in November 2008 (Preston, 2008) that the volume of FHA mortgage insurance trebled over the prior year. He said that FHA is not strong enough, either in statutory authority or administratively, to carry the load of a substantial increase in volume without significant risk to taxpayers. Secretary Preston pointed to problems with FHA’s patchwork of IT systems, noting that FHA’s core loan processing system is still written in COBOL. 
Housing experts worry that fraud may overtake the FHA program as subprime lenders and others move their loan production to FHA. HUD’s Inspector General warned that “It looks like an incoming tsunami” (Meier, 2008). FHA lacks capacity to monitor and respond quickly to fraud. The agency also lacks authority to remove fraudulent or abusive lenders promptly from the program.

The new OMB staff also should analyze other organizational issues relating to the government’s response. For example, a good argument can be made that Treasury’s Office of Financial Stability should be converted into a wholly owned government corporation. The government corporation is an organizational form that permits government agencies to conduct their operations on a more businesslike basis and with potentially greater organizational capacity and flexibility than is otherwise permitted by law for most agencies. Because government corporations maintain their books on a businesslike basis, the financial status of the organization and its activities also might be easier to monitor. 

Finally, improved performance is required for federal agencies that policymakers enlist to support the larger economic recovery. The Emergency Economic Stabilization Act (EESA) and American Recovery and Reinvestment Act (ARRA) greatly enhanced the accountability and oversight structure to help detect, report, and punish agency shortcomings and misallocation of public funds. Missing from that legislation was an effort to strengthen the capacity of the relevant agencies so that fraud and abuse might not occur in the first place.  OMB should ensure that future legislation provides for added capacity and not just added accountability measures, so that federal agencies can carry out their new responsibilities more effectively.    

V. Conclusion

This presentation sounds two major themes based on considerations from public administration and organizational design. 

First, while other financial institutions have also shown vulnerability, GSEs appear especially prone to dominating any reasonable accountability structure. GSEs are simply too powerful for their own good. The government sponsored enterprise has outlived its usefulness as an instrument of government policy.

Second, today’s financial debacle developed over many years and it will take many years for the markets to recover. It is time now to institutionalize the government’s response and make it more systematic. This includes bringing more federal agencies into play, possibly creating new organizations and programs, and strengthening their capacity to play meaningful roles, to help provide support and address new challenges that emerge as the financial situation continues to evolve.  

( Thomas H. Stanton is a Fellow of the Center for the Study of American Government at Johns Hopkins University. He is a member of the board of directors of the National Academy of Public Administration and a former member of the federal Senior Executive Service.  His publications include two books on government-sponsored enterprises (GSEs) and two edited books on federal organization and management. Concerns expressed in A State of Risk: Will Government Sponsored Enterprises be the Next Financial Crisis? (HarperCollins, 1991) helped lead to enactment of several pieces of legislation and the creation of a new GSE regulator, the Office of Federal Housing Enterprise Oversight (OFHEO). The author wishes to thank reviewers of earlier drafts including Alex Pollock and Robin Seiler. The author is solely responsible for views expressed here.








Notes





� This dynamic was presented in my testimony before the Senate Banking Committee in a hearing on The Safety and Soundness of Government Sponsored Enterprises, S. Hrg. 101-523, October 31, 1989, p. 41,  pointing out that increased stringency of capital requirements and government supervision for thrift institutions after the savings and loan debacle would drive many billions of dollars of mortgages from thrift portfolios to Fannie Mae and Freddie Mac because their capital standards and government oversight were much weaker.  





� For example, the GSEs could require that mortgages that they purchase include consumer disclosures along the lines of Alex Pollock’s one-page mortgage disclosure form, �HYPERLINK "http://www.aei.org/docLib/20070913_20070515_PollockPrototype.pdf"�http://www.aei.org/docLib/20070913_20070515_PollockPrototype.pdf�,  accessed, May 15,2009.





� Zachary Goldfarb (2009)wrote: “The government-appointed chief executive of �HYPERLINK "http://projects.washingtonpost.com/post200/2007/FRE/"�Freddie Mac� announced yesterday that he is stepping down… David M. Moffett's resignation comes amid growing losses at the McLean mortgage-finance company and unresolved questions about whether it should follow the path of a private firm trying to make its way back to profitability or that of a government agency whose overriding goal is carrying out public policy.” 
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