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Brief Background on the GSEs

In 1968 and 1970, the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac), were established as Government Sponsored Enterprises (GSEs).  By giving the GSEs a Congressional charter with dual government “missions” – to operate a secondary market for residential mortgages and support low- and middle-income housing – while at the same time allowing them to be privately owned by shareholders, the GSEs supposedly achieved a “public” mission whose activity was removed from the annual balance sheet of the federal budget.  

While there was no explicit federal guarantee of the GSE’s operations, the financial markets viewed them as implicitly government-backed.  In the ensuing decades, the GSEs were able to use their implicit guarantee to drive virtually all competition out of the middle-class housing sector, permitting Fannie and Freddie to acquire over $5 trillion in mortgages.  These mortgages can be sold to investors as a mortgage-backed security (MBS) along with a guarantee that principal and interest on the underlying mortgages will be paid in full. Additionally, the two entities invest directly in mortgages and MBSs, which they hold in their portfolios. To fund those holdings, they issue debt securities that they sell in the international capital markets.

The Housing and Economic Recovery Act and Conservatorship

As the housing market began to decline in 2007, Fannie Mae and Freddie Mac began to suffer enormous losses.  In an attempt to provide assurance to the U.S. financial markets, former Treasury Secretary Henry Paulson asked Congress in 2008 for authority to extend credit to the GSEs should they become insolvent.  Authority was granted with the passage of the Housing and Economic Recovery Act of 2008 (HERA).  This legislation gave the federal government the power to buy an unlimited amount of securities from Fannie Mae and Freddie Mac if the Treasury Secretary determined it was necessary.  Shortly after passage, it was announced that Fannie Mae and Freddie Mac had been placed into conservatorship as authorized by HERA.  As conservator, the federal government assumed all the powers of the GSEs’ directors, officers, and shareholders.

Since then, Treasury has continued to purchase preferred shares of GSE stock as a means to provide them with enough capital to cover their losses.  Initially, Congress put a $200 billion limit ($100 billion each for Fannie Mae and Freddie Mac) on federal assistance. But then, last year the Treasury raised the potential commitment to $400 billion, and then on Christmas Eve 2009, Treasury lifted the cap altogether, so that federal assistance is now virtually unlimited for the next 3 years.  

CBO’s Budgetary Treatment

After the GSEs were placed in conservatorship, the Congressional Budget Office (CBO) concluded that Fannie Mae and Freddie Mac should now be included in the federal budget.  According to a report issued by CBO in January 2010, this conclusion is consistent with the principles expressed by the 1967 President’s Commission on Budget Concepts.  The commission identified several key questions to use in determining whether to include programs in the budget: Who owns the agency?  Who supplies its capital?  Who selects its managers?  Who controls the agency’s program and budget?

Ultimately, CBO concluded that the answer to these questions was, “the federal government” and has since included estimated losses from the GSEs in its budget baseline.  As a result, CBO’s baseline treated the mortgages owned or guaranteed by Fannie Mae and Freddie Mac as loans and loan guarantees of the federal government (similar to the budgetary treatment of the federal student loan programs).  Additionally, for fiscal year 2009, CBO recorded a subsidy equal to the shortfall between the current value of the GSEs’ assets and liabilities.

As a result, the operations of Fannie Mae and Freddie Mac added $291 billion to CBO’s August 2009 baseline estimate of the federal deficit for fiscal year 2009 and $99 billion to the total deficit projected for the 2010–2019 period, for a total 10 year cost of $389 billion.  In its 2010 fiscal outlook, CBO revised the 10 year cost estimate to $370 billion.

OMB’s Budgetary Treatment
President Obama’s Office of Management and Budget (OMB), however, continues to treat Fannie Mae and Freddie Mac as “off budget,” that is, their activity is not included in the balance sheet of the federal budget. Ultimately, it is OMB’s decision as to whether the GSEs are included in the federal budget.

In the President’s FY11 budget request, OMB records the Treasury’s cash infusions to the two entities as outlays in the budget.  It does not, however, calculate the subsidy cost of the GSE’s loan guarantees, or the subsidy cost of the GSE’s shortfall.  According to OMB’s projections, the total cost of the federal governments cash infusions are $188 billion, a difference of $182 billion when compared to CBO’s estimate.

The Accurate Accounting of Fannie Mae and Freddie Mac Act
The Accurate Accounting of Fannie Mae and Freddie Mac Act would move Fannie Mae and Freddie Mac “on budget.”  It would compel OMB to account for the losses sustained by the GSEs since they were placed in conservatorship in the President’s budget request.  The losses at the GSEs would have to be accounted for in the same way as CBO calculates their losses.  And it would subject the GSEs’ debt – used to finance their mortgage portfolio holdings –  to the statutory debt limit.  To allow time for the implementation of this new law, the effective date is set for 90 days after enactment.

Rationale for “on budget” treatment of the GSEs
As CBO noted in their report on the budgetary treatment of Fannie Mae and Freddie Mac, the federal government now effectively controls these two companies.  And as conservator, the federal government has assumed all the powers of the GSEs’ directors, officers, and shareholders.  While federal conservators are generally created for the purpose of restoring a failed company to health, such as with the American International Group (AIG), the GSEs are both Congressionally chartered, and they serve a public mission.  

After the passage of the Federal Credit Reform Act of 1990 (FCRA), when the budget began to score the subsidy cost of federal direct loan and loan guarantee programs, many argued that, because the GSEs were implicitly backed by the federal government, and risk was being assumed by the taxpayer, Fannie Mae and Freddie Mac should have been included in the budget prior to their operations being taken over by the government.  Now that they have been placed in conservatorship, the distinction between Fannie Mae and Freddie Mac being government sponsored, rather than government operated, has been eliminated.  Now it is appropriate to include their financial transactions alongside all other federal activities in the budget.

While OMB continues to score only the cash infusions to the GSEs, in the form of preferred stock purchases, CBO correctly notes that these stock purchases should, for budgetary purposes, be treated as intragovernmental payments, which do not affect general outlays.  Fannie Mae’s latest quarterly report appears to confirm this.  The report states: “We expect that, for the foreseeable future, the earnings of the company, if any, will not be sufficient to pay the dividends on the senior preferred stock. As a result, future dividend payments will be effectively funded from equity drawn from the Treasury.”

Under OMB’s current budgetary treatment, the GSEs “public” actions, do not score as having any net cost to the taxpayer.  For example, the President’s fiscal year 2011 budget request notes: “The Administration took action to stabilize the housing market, in part by making mortgages more affordable.  Continued support for Fannie Mae and Freddie Mac and the Treasury’s Mortgage Backed Securities (MBS) purchase program, along with $1.1 trillion in MBS purchases by the Federal Reserve, have helped to keep interest rates at historic lows.”  While keeping interest rates artificially low may meet the policy objectives of the Administration, the additional risk assumed by the taxpayers, in the form of additional support for the GSEs, is not reflected anywhere in the budget.

Furthermore, now that the federal government has explicitly backed the operations of the GSEs, there should no longer be a distinction between their debt used to purchase mortgages in their portfolio, and the debt issued by the Department of the Treasury.  As such, their current $1.6 trillion in outstanding debt should be reflected in the statutory public debt ceiling.  To allow time for Congressional and Administrative action to either raise the debt ceiling or place the GSEs in receivership, the legislation delays the effective date by 90 days.
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