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Dear Mr. Chairman:

This report responds to your request that we assess the Department of
Housing and Urban Development’s (HUD) overall housing mission
oversight of the two largest government-sponsored enterprises
(enterprises), which are the Federal National Mortgage Association
(Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie
Mac). In 1992, Congress enacted the Federal Housing Enterprises
Financial Safety and Soundness Act! (the 1992 Act), which, among other
provisions, directed that HUD establish numeric housing goals that require
the enterprises to purchase mortgages serving targeted groups,? such as
low- and moderate-income borrowers® and those who live in central cities
and rural communities. HUD’s development, implementation, and
enforcement of the numeric housing goals have represented the primary
component of its enterprise housing mission oversight. Under the 1992
Act, HUD’s enterprise housing mission oversight also includes its general
regulatory, new mortgage program approval,? and fair lending
responsibilities.’

As agreed with your office, our objectives were to (1) discuss HUD’s legal
basis, approach, and rationale for setting the numeric housing goals at
their current levels; (2) report on the enterprises’ compliance with the
goals and HUD’s assessment of the goals’ impacts on promoting

1P, L. 102-550, Title XIII, 106 Stat 3672 (1992).

’In this report, the term “targeted” refers to (1) populations that have traditionally been underserved by
the mortgage market or (2) mortgages serving such groups that are purchased by the enterprises.

3Households are defined as low income if their income does not exceed 80 percent of the area median
family income. Moderate income includes household borrowers with incomes that do not exceed the
area median family income.

“The 1992 Act defines a “new mortgage program” as being significantly different from programs that
have been approved, or that represent an expansion, in terms of the dollar volume or number of
mortgages or securities involved, of programs previously approved.

5The 1992 Act requires that HUD prohibit, by regulation, the enterprises from discriminating in any

manner in the purchase of any mortgage because of the borrowers’ race, color, religion, sex, handicap,
familial status, age, or national origin or the age or location of the property financed.
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Background

homeownership and housing opportunities; (3) assess HUD’s procedures
and efforts to verify goal compliance data; (4) analyze the enterprises’
multifamily mortgage purchase activities under the housing goals and
HUD’s assessment of these activities’ effects on promoting housing
opportunities; and (5) review HUD’s implementation of its general
regulatory and new mortgage program approval oversight authorities
under the 1992 Act.

Congress established and chartered Fannie Mae and Freddie Mac as
government-sponsored, privately owned corporations to enhance the
availability of mortgage credit across the nation during both good and bad
economic times.® The enterprises are to accomplish this mission by
purchasing mortgages from lenders in the primary mortgage market (i.e.,
banks, thrifts, and mortgage bankers), which can then use the proceeds to
make additional mortgage loans to homebuyers. Purchasing mortgages
from primary mortgage market originators and others is commonly
referred to as a “secondary mortgage market” transaction. The enterprises
issue debt to finance some of the mortgage assets that they retain in their
portfolios. However, a majority of the mortgages the enterprises purchase
are pooled to create mortgage-backed securities (MBS) that may be sold to
investors. At year-end 1997, the enterprises had combined debt and net
MBS obligations outstanding of about $1.6 trillion.

The enterprises are large, sophisticated financial institutions that have
developed several mechanisms to finance residential mortgage purchases.
These mechanisms include callable bonds’ and MBS that tailor cash flows
to different classes of investors. It is widely recognized that the
enterprises’ activities and sophisticated financial products have facilitated
the development of a liquid, secondary mortgage market, particularly for
mortgages on single-family residences.

The federal government’s creation of and continued relationship with
Fannie Mae and Freddie Mac have played an integral role in the
enterprises’ efforts to develop a secondary mortgage market. In particular,
this relationship has created the perception in the financial markets that
the government would not allow the enterprises to default on their debt

5Congress chartered Fannie Mae in 1938 as a government-held association to buy and hold mortgages
insured by the Federal Housing Administration. In 1968, Congress reorganized Fannie Mae as a
government-sponsored, privately owned for-profit corporation. Congress chartered Freddie Mac in
1970, and it was initially a part of the Federal Home Loan Bank System. In 1989, Congress established
Freddie Mac as a government-sponsored enterprise that is owned by private investors.

Callable bonds give the issuer the option of repurchasing the bond before it matures.

Page 2 GAO/GGD-98-173 HUD’s Mission Oversight Needs to Be Strengthened



B-278383

and MBs obligations, even though the government is not required to back
these obligations. As a result, the enterprises can borrow money in the
capital markets at lower interest rates than comparably creditworthy
private corporations. At least a portion of these financial benefits are
passed along to homebuyers in the form of lower mortgage interest rates.
The enterprises also enjoy other benefits resulting from their federal ties,
such as exemptions from state and local income taxes and securities
registration fees imposed by the Securities and Exchange Commission.

Congress Has Enacted a
Regulatory Framework
Directing the Enterprises
to Purchase Mortgages
Serving Targeted Groups

Among other provisions, the enterprises’ federal charters require them to
provide a secondary market for home mortgages of low- and
moderate-income borrowers as well as those who live in central cities,
rural areas, and other underserved areas. The enterprises’ charters also
provide for the possibility that extending mortgage credit to targeted
groups may involve more risks and potential losses than extending
mortgage credit to other groups. Thus, the charters state that the
enterprises’ profitability—or rate of return—on mortgage purchases
serving targeted groups must be reasonable, but the rate of return on these
purchases may also be lower than on other activities.

In 1968, Congress provided the HUD Secretary with general regulatory
authority over Fannie Mae and authorized the Secretary to require that a
reasonable portion of the enterprise’s mortgage purchases serve low- and
moderate-income families. In response to this mandate, HUD established
numeric housing goals for Fannie Mae that essentially required that at
least 30 percent of the enterprise’s purchases serve low- and
moderate-income families and at least 30 percent serve families living in
central cities. However, HUD did not (1) enforce the housing goals
consistently or (2) collect the necessary data to monitor compliance with
the goals. Before 1992, Congress had not extended the housing goals to
cover Freddie Mac.

By 1992, Congress concluded that the enterprises’ mortgage purchase
activities did not adequately serve low- and moderate-income and minority
borrowers. As a result, these potential borrowers were not sufficiently
benefiting from the enterprises’ secondary mortgage market operations,
which can serve to lower mortgage and rental costs, thereby enhancing
housing affordability. Congress also concluded that, because of the
financial benefits that Fannie Mae and Freddie Mac enjoy from their
federal charters and sponsorship, the enterprises had a public
responsibility to reach out to targeted borrowers.
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To address these congressional concerns, the 1992 Act established a
comprehensive framework for HUD to (1) promulgate numeric housing
goals for the enterprises and (2) obtain the necessary data from the
enterprises to monitor their compliance with the goals. The 1992 Act also
provided HUD with enforcement tools to help ensure enterprise compliance
with the goals. Specifically, the 1992 Act directed the HUD Secretary to
promulgate regulations setting annual housing goals for each enterprise
for the purchase of mortgages relating to each of the following three
categories:

housing for low- and moderate-income families;

housing located in central cities, rural areas, and other underserved areas;
and

special affordable® goals that targeted mortgage purchases serving
very-low-income® and low-income families living in low-income areas.

Further, the 1992 Act (1) requires the enterprises to provide HUD with
reports on their mortgage purchase activities and (2) authorizes HUD to
take enforcement actions, such as issuing cease-and-desist orders, to
ensure the enterprises’ compliance with the goals. The 1992 Act also
established calendar years 1993 and 1994 as a transition period to allow
time for HUD to collect data to implement these requirements and provided
interim annual purchase goals for each enterprise during that period.

The 1992 Act Also Defined
HUD’s General Regulatory,
New Mortgage Program
Approval, and Fair Lending
Authorities

The 1992 Act created the Office of Federal Housing Enterprise Oversight
(OFHEO) as an independent HUD office responsible for helping to ensure the
enterprises’ financial safety and soundness. The primary means by which
OFHEO is to help ensure the enterprises’ safety and soundness are that
OFHEO is to establish a stress test and risk-based capital standards'® and
conduct annual, on-site examinations. Moreover, the 1992 Act ratified and

8In this report, the term “affordable” refers to income or location standards established in the 1992 Act
or similar statutes for very-low-, low-, or moderate-income borrowers or those who live in central
cities or rural communities.

Very-low-income households have incomes that do not exceed 60 percent of the area median family
income.

Under the 1992 Act, the purpose of the stress test is to lower taxpayer risks from the enterprises’
activities by computer model simulations where the enterprises are exposed to adverse credit and
interest rate scenarios. The 1992 Act also requires that the enterprises hold sufficient risk-based capital
levels to withstand the stress test for 10 years, plus an additional 30 percent to cover management and
operations risks.
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clarified HUD’s general regulatory authority over the enterprises.!! Except
for the specific powers granted OFHEO, according to the 1992 Act, HUD has
“general regulatory power” over each enterprise and is charged with
making “such rules and regulations as shall be necessary and proper to
ensure” that the act’s provisions and the enterprises’ charters are
accomplished.

The 1992 Act also specified procedures that HUD must follow when
reviewing and approving new mortgage proposals by the enterprises.'? The
1992 Act directs the HUD Secretary to approve any new program that an
enterprise proposes, unless the Secretary determines that the program

(1) violates the enterprise’s charter or (2) would not be in the public
interest. The Secretary is also required to reject a new program proposal if
the Director of OFHEO determines that the proposal would risk a significant
financial deterioration of the enterprise.'® Under the 1992 Act, the
Secretary must approve or reject an enterprise’s new program proposal
within 45 days of its submission, although the Secretary can extend the
deadline for one 15-day period if the Secretary requests additional
information. New enterprise mortgage program proposals are
automatically approved under the 1992 Act if the Secretary does not
comply with these deadlines.

Finally, the 1992 Act under its fair lending provisions required that HUD, by
regulation, prohibit each enterprise from discriminating on the basis of
race and other borrower characteristics. Among HUD’s fair lending
responsibilities, it is required to periodically review and comment on the
underwriting and appraisal guidelines of each enterprise to ensure that
such guidelines are consistent with the Fair Housing Act.!4

HUD'’s Enterprise
Oversight Organizational
Structure and Resources

HUD’s enterprise oversight efforts are shared among four offices. These
offices are collectively responsible for developing and enforcing the
housing goal regulations and implementing HUD’s general regulatory, new
mortgage program approval, and fair lending authorities (see table 1). The

lCongress initially provided HUD with general regulatory authority over Fannie Mae in 1968 and
Freddie Mac in 1989.

2Congress initially provided HUD with the authority to review Fannie Mae’s new mortgage programs
in 1970 and Freddie Mac’s new programs in 1989.

BUnder the 1992 Act, this requirement is in place until 12 months after the effective date of OFHEO’s
risk-based capital standards for the enterprises are issued in final form. OFHEO expects to issue the
final standards in 1999.

UThe Fair Housing Act, among other provisions, prohibits discrimination in the extension of mortgage
loan credit.
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Office of Government Sponsored Enterprises (GSE) Oversight coordinates
HUD’s oversight of the enterprises and conducts research on relevant
topics. The Office of Policy Development and Research (PD&R) provides
research support, both in-house and contract, for the development of the
goals and other relevant issues, while the Office of the General Counsel
provides legal support. In addition, the Office of Fair Housing and Equal
Opportunity (FHEO) is responsible for the 1992 Act’s fair lending
requirements.

According to HUD officials, 16.9 full-time equivalent (FTE) positions'® in the
four offices are devoted to enterprise oversight for fiscal year 1998 (see
table 1). Five of these positions are in the Office of GSE Oversight; as of
April 1998, one position in the office was vacant. In addition, the Acting
Director of the office was part-time while HUD conducted a search for a
new Director. Since April 1997, the Acting Director said, she has also
worked in the Federal Housing Administration’s!® (FHa) Office of the
Comptroller as the Director of the Office of Evaluation.

Table 1: HUD Offices That Are
Responsible for Enterprise Mission
Oversight and Those Offices’ FTE
Positions

HUD office Number of FTE positions
FHEO 14
General Counsel 2.9
GSE Oversight 51
PD&R 7.5
Total 16.9
Source: HUD.

In fiscal year 1998, HUD’s total enterprise oversight budget was about
$2.7 million, including about $687,000 in PD&R for research and computer
support contracts (see table 2). Unlike other federal regulators that have
housing enterprise oversight responsibilities,'” such as OFHEO, HUD’s
mission oversight expenditures are funded with taxpayer dollars from
HUD’s congressional appropriations, rather than through assessments on

5The term “full-time equivalent position” is used in the federal government to specify personnel
resources that are assigned to a particular function. The term does not necessarily constitute a single
person because, for example, two individuals working part-time could represent one FTE.

I6FHA is an agency within HUD that is responsible for insuring the mortgages of low- and
moderate-income borrowers.

"OFHEOQ’s safety and soundness activities—about $15 million in fiscal year 1997—are financed by
assessments on Fannie Mae and Freddie Mac. Another federal housing enterprise—the Federal Home
Loan Bank System—pays similar assessments for its housing mission and safety and soundness
regulator, the Federal Housing Finance Board.
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the regulated entities. In previous reports,'® we have commented that
regulatory costs should be borne by the respective federal housing
enterprises to ensure effective safety and soundness and housing mission
oversight.

Table 2: HUD’s Budget for Enterprise
Oversight in Fiscal Year 1998

|
(Dollars in thousands)

GSE General
Obligation category Office PD&R  Counsel FHEO Total
Contracting $0  $687° $0 $25°  $712
Overhead® 111 188 67 35 401
Personnel 412 699 248 130 1,489
Space 43 65 13 15 136
Total $566 $1,639 $328 $205 $2,738

aIncludes $425,000 in research contracts and $261,500 in computer support contracts.
bResearch contracts.
°Personnel costs (including benefits) multiplied by 27 percent.

Source: HUD.

Scope and
Methodology

To meet our objectives, we reviewed HUD’s final housing goal rule and
associated research, interviewed HUD officials and representatives from
the mortgage industry and housing community groups, and reviewed
available data on the enterprises’ compliance with the goals between 1993
and 1997. We also met with officials from Fannie Mae, Freddie Mac, and
OFHEO to obtain their views on the housing goals and HUD’s enterprise
mission oversight. Appendix I provides a detailed discussion of our
objectives, scope, and methodology.

We conducted our work in Washington, D.C., between October 1997 and
May 1998 in accordance with generally accepted government auditing
standards.

Results in Brief

The 1992 Act provides the HUD Secretary with the authority to set the final
housing goals, and established six general, but potentially competing,
factors to guide the Secretary’s decisionmaking process. In particular, the
1992 Act directed the HUD Secretary to balance (1) the ability of the

8Government-Sponsored Enterprises: Advantages and Disadvantages of Creating a Single Housing
GSE Regulator (GAO/GGD-97-139, July 9, 1997) and Government-Sponsored Enterprises: A Framework
for Limiting the Government’s Exposure to Risks (GAO/GGD-91-90, May 22, 1991).
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enterprises to “lead the [mortgage finance] industry” in financing the
mortgages of targeted groups and (2) the need to maintain the enterprises’
financial soundness. Available evidence from HUD’s final housing goal rule
indicates that the HUD Secretary generally adopted a conservative
approach to setting the final goals in December 1995 for the period 1996
through 1999. This conservative approach placed a high priority on
maintaining the enterprises’ financial soundness. For example, in 1994 and
1995, HUD and OFHEO conducted research which found that additional
mortgage purchases required under the goals were modest and would not
materially affect the enterprises’ financial condition.

According to annual data that Fannie Mae and Freddie Mac provided to
HUD, the enterprises have increased their share of targeted mortgage
purchases since 1993 and were in compliance with the final housing goals
in 1996 and 1997. For example, the percentage of Fannie Mae mortgage
purchases qualifying under HUD’s low- and moderate-income housing goal*
increased from 34 percent in 1993 to 45.5 percent in 1997. Similarly,
Freddie Mac’s reported performance under the low- and moderate-income
goal increased from 30 percent in 1993 to about 43 percent in 1997. Fannie
Mae’s performance under the housing goals has generally exceeded that of
Freddie Mac.

HUD has a basic oversight responsibility to determine whether the housing
goals are resulting in enhanced housing opportunities for targeted groups
because this was the intent of the 1992 Act. HUD has ongoing research
projects to assess housing needs and households served by goal-oriented
mortgage purchases, but its current research agenda does not address
several highly relevant issues that are necessary to fully understand the
goals’ impacts. For example, HUD has not initiated research to assess the
goals’ effects on (1) interest rates and loan terms on targeted mortgages
and (2) mortgage originators’ incentives to make targeted mortgage loans.

YHUD did not issue the final housing goal regulations, which are effective from 1996 to 1999, until
December 1, 1995. The HUD Secretary carried over the transition goal requirements for 1993 and 1994
into 1995.

2HUD'’s goals are based on the number of dwelling units financed by enterprise-targeted mortgage
purchases as a percentage of the total dwelling units financed through mortgage purchases. Thus, a
single-family residential mortgage purchase that qualifies under the low- and moderate-income goal
would count as 1 dwelling unit, while a qualifying multifamily purchase containing 50 rental units
would have 50 dwelling units. Assuming an enterprise purchased mortgages containing 1 million
dwelling units in a particular year, and that 300,000 of these units qualified under the low- and
moderate-income goal, the enterprise’s goal compliance would be 30 percent (300,000/1,000,000). In
this report, we show information on the enterprises’ purchases under the goals as a percentage of their
total mortgage purchases to facilitate the presentation.
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HUD has implemented some limited procedures to verify the accuracy of
the enterprises’ reported goal compliance data. However, HUD has not
implemented a program to assess the overall data collection and reporting
process. Given the decentralized nature of the housing goal data and the
potential for errors, it may not be possible for HUD at this time to
independently draw conclusions about the accuracy of the data.

For an enterprise that is not in compliance with the housing goals, HUD’s
final housing goal rule may provide regulatory incentives, especially for
multifamily housing, to employ risk-management strategies that help the
enterprise meet or exceed the numeric goals. However, the effects of these
risk management strategies on enhancing housing opportunities for
targeted groups are not clear. Under the rule, the enterprises are permitted
to count multifamily mortgage purchases toward full compliance with the
goals where the mortgage originator—such as a bank or thrift—is required
to cover most or all of the estimated future losses that may occur due to
borrower defaults. According to HUD, these risk-management strategies
encourage the enterprises to participate in the multifamily mortgage
market, promote liquidity, and are necessary to protect the enterprises’
financial soundness.

However, there is also available information suggesting that the
enterprises’ risk-management strategies involve offsetting trade-offs that
may serve to limit lenders’ incentives to originate affordable multifamily
mortgages. For example, by requiring lenders to retain most or all of the
expected credit risks, the enterprise risk management strategies could
impede the lenders’ willingness to extend mortgage credit. By contrast,
when the enterprises purchase single-family mortgages, they generally
relieve the lenders of the associated credit risks, which has encouraged
the development of a liquid, secondary market for single-family mortgages.
HUD has not conducted research to determine the effects of enterprise risk
management strategies on multifamily mortgage finance and housing
opportunities.

HUD has not fully implemented a procedure to assess sophisticated
enterprise financial activities under its general regulatory and new
mortgage program approval authorities under the 1992 Act. For example,
HUD did not begin to act on its general regulatory authority until 1997,
when congressional questions were raised about Freddie Mac’s
investments in Phillip Morris bonds and other nonmortgage investments.?!

2ISee Government-Sponsored Enterprises: Federal Oversight Needed For Nonmortgage Investments
(GAO/GGD-98-48, Mar. 11, 1998).
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HUD initiated a process to assess the relationship between the enterprises’
nonmortgage investments and housing mission in 1997, but this process
has not been completed. HUD has approved enterprise new mortgage
programs within the timeframes established by the 1992 Act. However,
HUD has not yet established a process to ensure that it has sufficient
expertise to review and monitor sophisticated financial products that may
be associated with new mortgage program proposals.

HUD’s Approach to
Setting the Final
Enterprise Housing
Goals Was
Conservative

The 1992 Act provided the HUD Secretary with the general authority to set
the levels of the final housing goals and authority to define relevant terms.
The 1992 Act also provided six general, but potentially competing, factors
that the HUD Secretary should consider. In particular, the 1992 Act directed
the HUD Secretary to balance (1) the ability of the enterprises to “lead the
(mortgage finance) industry” in financing the mortgages of targeted groups
and (2) the need to maintain the enterprises’ financial soundness. When
setting the final housing goals, the Secretary generally adopted a
conservative approach that, according to a senior HUD official, was
necessary to help maintain the enterprises’ financial soundness.

The 1992 Act Directed That
the HUD Secretary
Consider Potentially
Competing Factors When
Setting Final Housing
Goals

The 1992 Act provided six general factors? to help guide the Secretary’s
decisionmaking process in setting the final housing goals. These factors
were (1) national housing needs; (2) economic, housing, and demographic
conditions; (3) the performance and effort of the enterprises in achieving
the goals in previous years; (4) the size of the conventional mortgage
market serving targeted borrowers relative to the size of the overall
conventional mortgage market; (5) the ability of the enterprises to lead the
industry in making mortgage credit available to targeted borrowers; and
(6) the need to maintain the sound financial condition of the enterprises.

Several of these factors can be considered to be in competition with one
another. In particular, the requirement that the HUD Secretary consider the
“ability of the enterprises to lead the industry” could compete with the
requirement that the Secretary also maintain the enterprises’ financial
soundness. According to the 1992 Act’s legislative history,? it was

2The 1992 Act required the six general factors for the low- and moderate-income goal and the central
cities, rural areas, and other underserved areas goal. The 1992 Act specified only five general factors
for the special affordable goal.

%See S. Rep. No. 102-282, at 34-35 (May 15, 1992). The Senate Report addresses the provisions of the
Federal Housing Enterprises Regulatory Reform Act of 1992, S. 2733, 102nd Cong. (1992). Title XIII of
P.L. 102-550 was based on the provisions of S. 2733, which require the HUD Secretary to set specific
goals for the enterprises’ mortgage purchases to address the needs of targeted borrowers.
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expected that the enterprises would “lead the (mortgage finance) industry”
in making mortgage credit available to targeted borrowers, and that the
enterprises would have to “stretch” to meet the goals. However, neither
the 1992 Act nor its legislative history specifically defined the term “lead
the industry.” A potential definition of the term that HUD considered
between 1993 and 1995 was that the enterprises’ targeted mortgage
purchase requirements under the goals would exceed the primary market’s
existing originations of such mortgages. During the rulemaking process,
HUD received comments that suggested that the enterprises be required to
purchase a higher percentage of mortgages than were already originated
by the marketplace under each housing goal.

However, requiring Fannie Mae and Freddie Mac to purchase more
targeted mortgages than were already originated in the primary market
could potentially have increased the enterprises’ credit risks,* thereby
affecting their financial soundness. The 1992 Act’s legislative history states
that increases in targeted purchases could be accomplished while
maintaining the financial safety and soundness of the enterprises.
Similarly, the 1992 Act created OFHEO as an independent regulator with
wide regulatory powers—such as the establishment of a stress test and
risk-based capital standards—to help ensure that the enterprises’
mortgage purchase activities are consistent with maintaining their
long-term safety and soundness. Thus, we conclude that the 1992 Act and
its legislative history required the HUD Secretary to carefully weigh the
trade-offs between expanding homeownership and housing opportunities
for targeted groups and maintaining the enterprises’ safety and soundness
in setting the final housing goal regulations.

HUD Generally Adopted a
Conservative Approach
When Setting the Final
Housing Goals

In setting the final regulations for 1996 through 1999, the HUD Secretary
identified national housing needs and found that the housing goal
regulations are necessary to help meet these needs. The Secretary
concluded that many Americans were unable to afford adequate housing
due to insufficient incomes, high debt levels, and rising home prices. The
Secretary also concluded that the enterprises lagged behind mortgage
originators in meeting the credit needs of targeted groups. In addition, the
Secretary found that, by establishing national housing goals, the
enterprises could play a larger role in promoting affordable housing

% Credit risk is the possibility of financial loss resulting from borrower defaults. Requiring the
enterprises to substantially increase their purchases of targeted mortgages may result in a relaxation
of the enterprises’ mortgage purchase underwriting standards. Given that targeted borrowers may
have weaker credit and employment histories than other borrowers, substantially relaxing the
enterprises underwriting standards could result in higher default rates and associated credit losses.
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HUD Defined “Lead the
Industry” as Requiring the
Enterprises to Provide
Assistance to Mortgage
Originators

opportunities, such as by promoting liquidity in the multifamily market.
(See app. II for a discussion of the national housing needs, the
underserved borrowers identified by HUD, and the potential influence of
HUD’s numeric goals in enhancing housing affordability for these groups.)

On the basis of our review of HUD’s final regulations and associated
research as well as our discussions with HUD officials, we determined that
the HUD Secretary generally adopted a conservative approach to setting the
final housing goals. The goals were conservative in that HUD (1) defined
“lead the industry” to mean that the enterprises should provide technical
and financial assistance to lenders to help ensure additional affordable
mortgage originations rather than adopting another definition, such as, for
example, requiring the enterprises to purchase a larger share of targeted
mortgages than is originated in the primary market; (2) conducted
research concluding that required mortgage purchases under the goals
were modest and would not materially affect the enterprises’ financial
condition; and (3) did not consider the potential financial consequences
for the enterprises of housing goals higher than those that were
established. In addition, OFHEO concluded that the housing goals were
modest and would not affect the enterprises’ financial soundness. A HUD
official said that the Department’s conservative approach to developing
the housing goal regulations was necessary to maintain the enterprises’
financial soundness and to ensure that the goals could be met in good
economic times as well as bad.

According to the final housing goal regulations, the HUD Secretary
interpreted the “lead the industry” provision of the 1992 Act to mean that
the enterprises should employ their dominant role in the secondary
mortgage market to help ensure additional affordable mortgage
originations. The Secretary concluded that the enterprises could provide
financial standards and technical assistance to mortgage originators that
would increase their willingness to extend mortgage credit to targeted
groups. By contrast, the Secretary did not define “lead the industry” to
mean that the enterprises’ purchases under all three housing goals should
exceed the estimated market shares of targeted mortgage lending already
occurring in the primary mortgage market. In fact, the Secretary set the
three final housing goals below HUD’s estimates of targeted mortgage
originations already occurring in the primary market (see table 3).
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Table 3: Enterprise Housing Goals for |

1996-1999 and HUD's Estimates of Percentage goal

Primary Market Shares 1997- Estimated share of
Goal category 1996 1999 primary market
Low- and moderate-income 40% 42% 48-52%
Underserved areas 21 24 25-28
Special affordable 12 14 20-23
Source: HUD.

The HUD Secretary also decided to establish a multifamily subgoal as part
of the special affordable goal. Unlike the three housing goals, which are
based on the number of dwelling units financed by qualified mortgage
purchases, the HUD Secretary based the multifamily subgoal on the dollar
volume of qualified enterprise mortgage purchases. Specifically, the goal
was set at 0.8 percent of each enterprise’s total mortgage purchases in
1994. According to HUD, this subgoal translates into a requirement that
Fannie Mae purchase $1.29 billion in affordable multifamily mortgages
annually between 1996 and 1999, while Freddie Mac is required to
purchase $988 million in affordable multifamily mortgages annually. The
multifamily subgoal represented a significant initial commitment for
Freddie Mac because it experienced substantial multifamily losses in 1989
and 1990 and withdrew from the market completely in 1990.?° Freddie Mac
did not return to the multifamily market until 1993, and its 1994
multifamily purchases that qualified under the subgoal were only

$425 million. According to HUD’s final rule, the purpose of the subgoal was
to help ensure the development of a liquid, secondary market for
affordable multifamily properties, which may promote housing
opportunities.

Further, in setting the final underserved areas goal, the HUD Secretary
changed the definition of “central city” that had been established in the
1992 Act for the transition goals of 1993 and 1994. Under the 1992 Act, HUD
was required to base the definition of central city on criteria established
by the Office of Management and Budget (0MB) during the transition
period of 1993 and 1994, but HUD decided to use a definition that was based
on census tract data—published by the U.S. Bureau of the Census—when
setting the final goals. According to HUD, a census tract definition was
more appropriate than oMB’s central city definition because the former

%Freddie Mac reported $278 million in multifamily mortgage losses in 1989 and 1990 combined,
representing 50 percent of Freddie Mac’s losses during those years. See Federal Home Loan Mortgage
Corporation: Abuses in Multifamily Program Increase Exposure to Financial Losses (GAO/RCED-92-6,
Oct. 7, 1991).
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HUD Determined That the Final
Goals It Established Would Not
Materially Affect Enterprise
Earnings

definition would focus the enterprises’ mortgage purchase efforts on
neighborhoods that have relatively high concentrations of low-income and
minority residents, areas that HUD identified as being underserved by the
mortgage market. By contrast, under oMB’s central city definition, HUD
concluded that entire cities were being treated as if they had mortgage
access problems when, in fact, residents of upper-income areas in cities
usually do not confront obstacles in obtaining mortgage credit.

In 1995, HUD analyzed the goals it established and estimated that the goals
would not materially affect the enterprises’ earnings. For example, HUD
developed a simulation model,?® which basically found that the enterprises
could increase their targeted mortgage purchases to the levels established
in the 1995 rule without incurring substantial additional credit risk
because the additional purchase requirements under the established goals
were modest.

Further, HUD estimated the enterprises’ return on equity (ROE)—a common
measure of profitability—under alternative economic scenarios. These
analyses found that, despite the implementation of the housing goals,
which would require additional purchases of targeted mortgages, the
enterprises would generate ROES generally exceeding 17 percent?” and only
fall slightly below that even if the enterprises encountered periods of
severe economic stress. For example, HUD’s analysis found that Fannie
Mae’s ROE for multifamily purchases—which are considered riskier than
single-family mortgage purchases®—would generally be above 19 percent
during a period of severe economic stress.? Similarly, Freddie Mac’s ROE
for multifamily lending would be about 17 percent during a period of
economic stress. We note that multifamily mortgages represent only about
4 percent of Fannie Mae’s total mortgage portfolio and 1 percent of
Freddie Mac’s total portfolio. During periods of normal economic activity,
HUD estimated that both enterprises would achieve ROEs exceeding

20 percent on their single-family and multifamily mortgage purchases,
despite the implementation of the housing goals.

%A simulation model is a computer model that estimates the impact of specified economic scenarios
on a financial institution’s financial performance.

2THUD assumed that the enterprises needed to achieve ROEs of at least 17 percent to attract financial
investors.

2Multifamily loans are riskier than single-family loans because (1) multifamily loans often are not
homogenous regarding the type of collateral, interest rate, and amortization; (2) underwriting
standards often differ among multifamily loan originators; and (3) multifamily loans are relatively large
and one defaulted loan can result in significant losses.

By contrast, the U.S. commercial banking industry’s ROE between 1993 and 1996, which was a period
of record profitably due to an improving economy and low interest rates, averaged about 14.8 percent.
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HUD’s Rationale for Its
Approach to Setting the Final
Housing Goals Was Generally
Grounded in Safety and
Soundness Concerns

In conducting this research, HUD did not estimate the financial
consequences of alternative goals to those final goals that were ultimately
adopted on the enterprises’ financial soundness. For example, HUD did not
estimate whether setting the goals at higher levels would materially lower
the enterprises’ ROE under differing economic scenarios, such as those
used in estimating the effects of the final goals. Further, HUD did not
conduct research on the extent to which the enterprises’ use of
lender-provided “credit enhancements”*—which are used to minimize or
eliminate the credit risks associated with mortgage purchases—could
offset the effects of an economic downturn. We discuss the enterprises’
use of credit enhancements and their potential effects on housing
opportunities in more detail later in this report.

During the rulemaking process, HUD and OFHEO officials said that they
consulted with one another and that OFHEO reviewed drafts of the
proposed housing goal rule in 1994 and 1995. In an internal 1994
document, OFHEO concluded that HUD’s proposed housing goal rule
represented a “modest” increase in the enterprises’ then existing
commitment to targeted mortgage purchases and would not likely affect
their financial condition. In 1995, oFHEO concluded that the enterprises’
could meet the final housing goals without sacrificing their safety and
soundness.?!

A senior HUD official who was involved in the development of the final
housing goal rule said that maintaining the enterprises’ financial
soundness was one of several priorities HUD emphasized during the
rulemaking process. According to the HUD official, other reasons that HUD
adopted a conservative approach were to (1) ensure that the enterprises
could meet the goals in bad economic times as well as good and (2) adjust
for Freddie Mac’s initial difficulties in meeting the multifamily mortgage
purchase requirement.

3Such credit enhancements require the loan originator to accept some or all of the estimated credit
risk on a mortgage sold to an enterprise in the event of a borrower default. In its analysis, HUD
assumed that all of the losses associated with multifamily defaults would be absorbed by the
enterprises, rather than the lenders with whom the enterprises maintain credit enhancement
agreements.

3I0FHEO, Annual Report to Congress 1995.
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The Ent erpris es Have Accordlhng to dat:a} Fannie Mae and Freddie Mac reported ‘to HUD, the
enterprises have increased the shares of their overall business devoted to

Reportedly Increased targeted mortgage purchases since the transition housing goals went into

Their Purchases of effect in 1993. The enterprises were in compliance with all three of the
final goals in 1996 and 1997, although Fannie Mae’s performance has

Tar geted Mortgages, exceeded that of Freddie Mac. According to HUD, the enterprises’

u purchases of targeted mortgages have also generally increased relative to
but HUD Cannot h f d have al Iy i d relati

Determine Imp acts on the originations of such mortgages in the primary market.

HOUSlng However, HUD has not yet determined the extent to which the

Opp ortunities implementation of the housing goals is resulting in enhanced housing
affordability and opportunities for targeted groups, which was the intent
of the 1992 Act. As the federal regulator mandated by the 1992 Act to
establish, enforce, and adjust the housing goals as necessary, HUD has a
basic oversight responsibility to conduct research to determine the goals’
impacts on housing opportunities. Although HUD has ongoing research to
meet its oversight responsibilities, HUD’s current research agenda does not
address several important issues, such as the goals’ effects on (1) interest
rates and loan terms on targeted mortgage loans and (2) mortgage
originators’ incentives to make targeted mortgage loans.

Enterprises Increased Table 4 shows that the enterprises’ reported mortgage purchases under all
Purchases of Targeted three of HUD’s housing goals increased as percentages of their overall
Mortgages Between 1993 mortgage purchases between 1993 and 1997. For example, Fannie Mae’s
and 1997 purchases of mortgages under the low- and moderate-income goal

increased from 34.1 percent in 1993 to 45.5 percent in 1997. Similarly,
Freddie Mac’s purchases under the low- and moderate-income goal
increased from 30 percent in 1993 to 42.9 percent in 1997.

|
Table 4: Enterprise Mortgage Purchases Under the Affordable Mortgage Housing Goals, 1993-1997

Goal category Enterprise 1993 1994 1995 1996 1997
Low- and moderate- income Fannie Mae 34.1% 45.1% 42.8% 45.1% 45.5%
Freddie Mac 30.0 38.0 39.6 41.3 42.9
Underserved areas goal Fannie Mae 22.9 29.0 31.2 28.2 29.0
Freddie Mac 21.3 24.2 25.2 25.0 26.3
Special affordable Fannie Mae 10.0 16.7 15.8 17.4 191
Freddie Mac 7.2 11.4 13.2 14.2 15.3

Source: The 1993-95 enterprise data are reported by HUD as having been recalculated to
represent goal definitions in the 1995 final rule. According to HUD, the 1996 and 1997 figures
were reported by the enterprises in compliance with the final rule.
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The enterprises’ data also show that Fannie Mae and Freddie Mac
exceeded all three final housing goals in both 1996 and 1997, in some cases
by significant margins (see table 5). For example, Fannie Mae’s purchases
qualifying under the special affordable goal exceeded the goal by

45.0 percent in 1996 and 36.4 percent in 1997. Freddie Mac also exceeded
HUD’s affordable housing goals in 1996 and 1997, although not by as much
as Fannie Mae.

|
Table 5: HUD Housing Goals and Enterprise Compliance With the Goals in 1996 and 1997

Purchases Purchases

as a as a

1996 1996 percentage 1997 1997 percentage

Goal category Enterprise goal purchases of goal goal purchases of goal
Low- and moderate- income Fannie Mae 40.0% 45.1% 112.8% 42.0% 45.5% 108.3%

Freddie Mac 40.0 41.3 103.3 42.0 42.9 102.1

Underserved areas Fannie Mae 21.0 28.2 134.3 24.0 29.0 120.8

Freddie Mac 21.0 25.0 119.0 24.0 26.3 109.6

Special affordable Fannie Mae 12.0 17.4 145.0 14.0 19.1 136.4

Freddie Mac 12.0 14.2 118.3 14.0 15.3 109.3

Source: HUD reported the goal levels and enterprise performance levels. GAO calculated the
percentage differences.

Fannie Mae’s relatively larger volume of affordable multifamily mortgage
purchases is one reason that Fannie Mae’s performance under the goals
has exceeded that of Freddie Mac.?> For example, table 6 shows that
although both enterprises complied with the multifamily affordable
subgoal in 1996 and 1997, Fannie Mae’s multifamily purchases were
higher.?® This difference is important because, under HUD’s rules, a
mortgage purchase under one goal—such as the special affordable
multifamily subgoal®*—can also count towards compliance with the other
goals for which it qualifies, such as the low- and moderate-income and

32As discussed in the previous section, Freddie Mac withdrew from the multifamily market entirely in
1990 due to large losses and did not return to the market until 1993.

3The multifamily subgoal’s income and location criteria are stricter than the low- and
moderate-income criteria. Therefore, the enterprises may purchase other affordable multifamily
mortgages that do not qualify under the special affordable subgoal but may meet the requirements of
the other goals. Thus, the enterprises’ total affordable multifamily purchases—which consist of
subgoal purchases and other goal-qualifying purchases—is larger than the special affordable subgoal
purchases alone. In 1997, Fannie Mae reported $6.9 billion in total multifamily purchases, while
Freddie Mac reported $2.7 billion.

#The special affordable subgoal is based on the dollar volume of qualified mortgage purchases.

However, the enterprises also track the dwelling units financed by these mortgage purchases to
determine the dwelling units’ compliance towards the other housing goals.
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special affordable goals.*® According to HUD, multifamily properties house
relatively large numbers of low- and moderate-income families and, by
definition, house many more families than a single-family property.
Consequently, Freddie Mac’s smaller presence in the multifamily market
meant that it had more to accomplish than Fannie Mae when the
enterprises became subject to the final goals.

|
Table 6: Enterprise Goal Levels and Loan Purchases Under the Multifamily Subgoal of the Special Affordable Goal for 1996

and 1997
(Dollars in billions)

1996-1997 1996 Purchases as a 1997 Purchases as a
Enterprise goal purchases percentage of goal purchases percentage of goal
Fannie Mae $1.29 $2.36 182.9% $3.19 247.3%
Freddie Mac .988 1.08 109.3 1.2 1215

Source: Qualifying mortgage purchases reported by Fannie Mae and Freddie Mac.

Enterprise Initiatives to
Enhance Housing
Opportunities for Targeted
Groups

The annual reports that the enterprises submit to HUD on their mortgage
purchases under the affordable housing goals also describe the programs
that the enterprises have in place to improve the availability of affordable
housing. For example, in its 1997 annual report, Fannie Mae attributed its
success in meeting the affordable housing goals to the partnerships it has
with state and local housing finance agencies, nonprofit agencies, and the
mortgage industry. The Fannie Mae report also describes the enterprise’s
programs in the areas of home-buyer education, the development of new
mortgage products to meet needs in the affordable housing market, and
the efforts to ensure that its underwriting guidelines broaden access to
mortgage financing for more individuals and families, including families
previously excluded from the homebuying process.

Freddie Mac’s 1997 annual report also describes its initiatives to expand
access to mortgage credit and simplify the loan origination process. For
example, the report describes initiatives to lower down-payment
requirements to expand homeownership opportunities; make loans for the
purchase and rehabilitation of homes more affordable by lowering the cost
of these mortgages; and expand financing of affordable multifamily
properties.

¥For example, multifamily units represented 12 percent of the total housing units purchased by the
enterprises in 1995, but such units accounted for 22 percent of the units meeting the low-and
moderate-income goal and for 41 percent of the units meeting the special affordable goal.
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Enterprises Also Generally
Improved Their Mortgage
Purchase Performance
Relative to the Primary
Market

As previously discussed, a potential definition of “lead the [mortgage
finance] industry” that HUD considered between 1993 and 1995 would have
required the enterprises to purchase relatively more targeted mortgages
than are originated in the primary mortgage market. Although HUD did not
adopt this potential definition, HUD research staff have collected and
analyzed data on enterprise targeted mortgage purchases compared to
primary market originations.*® The HUD analyses show that the enterprises’
targeted mortgage purchases have generally improved relative to primary
market originations. The HUD research also found that (1) Fannie Mae’s
performance compared to the primary market has improved more than
Freddie Mac’s performance has improved relative to the primary market
and (2) the enterprises still trail the primary market in most targeted
mortgage categories. We discuss these issues in more detail in appendix
111

HUD’s Research Agenda
Does Not Address Several
Issues Relevant to
Understanding the Goals’
Effects on Promoting
Homeownership and
Housing Opportunities

HUD has initiated research to determine the extent to which the
implementation of the housing goals has resulted in enhanced housing
affordability and opportunities for targeted groups. Such research is
essential for HUD to effectively carry out its housing mission oversight role,
determine whether the intent of the 1992 Act is being met, and identify the
appropriate levels to set the goals in the future. However, HUD’s current
research agenda does not address several relevant issues necessary to
understand the housing goals’ effects.

HUD’s reported data on the enterprises’ compliance with the housing goals
are input measures that show the annual volumes of Fannie Mae’s and
Freddie Mac’s targeted loan purchases. The reported data do not provide
information on the extent to which the enterprises’ increased purchases
are resulting in the 1992 Act’s desired outcomes (i.e., increased
homeownership and housing opportunities for targeted groups). For
example, the reported data do not provide information on the extent to
which—if at all—the enterprises’ mortgage purchases are resulting in
lower mortgage interest rates or more flexible loan terms for low- and
moderate-income borrowers or those that live in underserved areas.

3Paul B. Manchester, Sue George Neal, and Harold L. Bunce, Characteristics of Mortgages Purchased
by Fannie Mae and Freddie Mac, 1993-95 (HUD, Office of Policy Development and Research, Working
Paper No. HF-003, Mar. 1998).
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In this regard, a Department of the Treasury study®” completed in 1996
found that the enterprises’ targeted mortgage purchases generally had
relatively high down payments. In particular, the study pointed out that in
1994 about 78 percent of Fannie Mae’s housing goal loan purchases that
meet the low- and moderate-income goal had loan-to-value (LTV) ratios® of
less than or equal to 80 percent. Similarly in 1994, approximately

79 percent of Freddie Mac’s mortgage purchases meeting the low- and
moderate-income goal had LTV ratios of less than or equal to 80 percent.
The study concluded that many of the enterprises’ goal-oriented mortgage
purchases likely would already have been financed by the private sector,
since loans with LTvs of 80 percent or less represent relatively low credit
risks to financial institutions, such as banks and thrifts. Thus, the study
suggested that the goals have not materially affected the existing mortgage
finance market for targeted groups.

Currently, HUD has a variety of research projects—in-house, contract, and
grant—to assess a range of issues that address the impacts of the goals.
For example, HUD has awarded a contract to Abt Associates, Inc., to review
the enterprises’ underwriting and appraisal standards and practices,
specifically in reference to effects on the availability of loans on affordable
housing (see table 7 for a list of HUD contracts). In September 1997, HUD
also awarded 11 research grants totaling about $400,000 to study mortgage
purchase activities of the enterprises. According to HUD officials, one
reason HUD initiated these projects was to explore issues that may be
relevant should the Department decide to revise the housing goals after
1999.

370.S. Department of the Treasury, Government Sponsorship of the Federal National Mortgage
Association and the Federal Home Loan Mortgage Corporation (July 11, 1996).

3In general, loans with lower LTV ratios represent smaller borrower risks to mortgage loan originators
and the enterprises than those with higher LTV ratios. The LTV ratio is determined by dividing the
balance of the mortgage loan outstanding by the estimated value of the residential property. Thus, the
LTV ratio on an outstanding mortgage balance of $60,000 on a single-family residence with an
estimated value of $100,000 would be 60 percent. The enterprises generally require mortgage insurance
or other credit enhancements on mortgage loans with LTV ratios exceeding 80 percent.
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|
Table 7: HUD’s Contracts for Research Support on Housing Goals

Contractor Task description Award date End date Amount
The Urban Institute Single-family underwriting study September 30, 1997 July 31, 1998 $174,014
Affordable lending program
performance study September 30, 1997 March 30, 2000 151,446
Underserved homebuyers study February 18, 1997 June 18, 1998 24,490
Abt Associates, Inc. Multifamily underwriting study September 30, 1997 August 31, 1998 121,564
Studies on enterprises’ fair lending
practices November 3, 1997  September 30, 1998 25,000

Source: HUD.

However, HUD’s research agenda does not yet address several issues that
are relevant to understanding the effects of the goals and enterprise
activities in promoting homeownership and housing opportunities for
targeted groups. For example, we previously reported that quantification
of the enterprises’ efforts to serve targeted borrowers generally measures
resource commitments and not outcomes, such as the impacts on
mortgage interest rates and housing affordability for targeted groups.*
Therefore, we reported that understanding the impacts of goal-oriented
enterprise purchases would require a determination of how mortgage
originations by other lenders (namely, depository institutions that
undertake portfolio lending and mortgage bankers that originate federally
insured mortgages for mortgage pools guaranteed by the Government
National Mortgage Association (Ginnie Mae)) are affected and respond to
this change in funding.* HUD has not yet initiated in-house or contracted
research to analyze the extent to which goal-oriented enterprise purchases
may affect (1) mortgage interest rates and other loan terms and

(2) mortgage lenders’ incentives to initiate affordable mortgages. However,
HUD officials said that they plan to initiate an analysis on the effects of the
housing goals on depository institutions.

*Housing Enterprises: Potential Impacts of Severing Government Sponsorship (GAO/GGD-96-120,
May 13, 1996).

“Ginnie Mae is an organization within HUD that guarantees the timely payment of principal and
interest on securities backed by mortgages insured by FHA or the Department of Veterans Affairs.
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