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Foreword

Wall Street bailouts have become de rigueur in Washington. The big
bank bailouts during the 2008/2009 Great Financial Crisis (GFC) that
once produced outrage are now rationalized as “saving the system” and
“making money for the government,” the favorite saws of the crony
capitalist. Accommodative monetary policy and massive lending facili-
ties have become standard responses to smooth market turbulence, and
they protect Wall Street profits in times of stress. Regrettably, too many
public officials have concluded that it’s far easier to shower government
money on powerful financial players than to tell them to stand on their
own two feet, lest they face the wrath of industry lobbyists and their
powerful friends in political and media circles. So, we should celebrate
that rare public servant who is willing to take the heat and prioritize the
interests of the public over the interests of richly paid financial smart
guys who are supposed to be able to navigate difficult markets. One
such individual is Mark Calabria, a well-regarded but little-known
libertarian economist who, during the COVID-19 pandemic, headed
a little-known but important financial regulator, the Federal Housing
Finance Agency (FHFA).

In this book, Calabria recounts the harrowing and disruptive events
inflicted on the housing market during the COVID-19 pandemic and the

unseemly clamoring by some in the mortgage finance industry for help.
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Early in the pandemic, it was obvious that millions of homeowners and
renters would not be able to make their mortgage or rent payments given
the massive loss of jobs and incomes stemming from government lock-
downs. Calabria and the FHFA were at the center of the storm, responsi-
ble for oversight of mortgage giants Fannie Mae and Freddie Mac as well
as the Federal Home Loan Bank system, all of which are central to the
plumbing of our housing finance system. In coordination with Congress
and the Department of Housing and Urban Development, they quickly
put in place programs to give homeowners and tenants temporary relief
from their mortgage and rental obligations. The programs they designed
were standardized, broadly available, and simple to administer. This was in
stark contrast to the complex, bureaucratic approach to homeowner relief
during the GFC, when homeowners were overburdened with red tape and
stingy relief programs that were more about protecting lenders and inves-
tors from losses than preserving home ownership. This time, the focus was
on homeowners and renters, not the finance industry. And it worked.
Although the programs were hugely successful, they prompted pre-
dictable complaints from those parts of the mortgage industry that were
going to lose revenue as a result of forbearance. Particularly vocal were
firms called “mortgage servicers,” whose job was to collect mortgage pay-
ments from homeowners and forward them to investors who had purchased
security interests in those mortgages. Many of those servicers had know-
ingly undertaken legal commitments to advance payments out of their
own pockets when homeowners stopped making them, a risk for which
they had been compensated. Nonetheless, their industry trade groups
brought relentless pressure on Calabria to support a government-backed
lending facility to help them, arguing that Armageddon would ensue if
he didn’t. After thoughtfully assessing the data, Calabria said no, resist-
ing substantial pressure from politicians, media, and even the Federal
Reserve. He rightly judged that the industry was overestimating take-up
rates for mortgage forbearance and felt the mortgage servicers had the
cash resources to meet their obligations. He thought their real concern
was that using their own money would be less profitable to them than
using low-cost financing from the government. He called their bluff.

There were no bailouts, and the system continued functioning just fine.
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Calabria recounts many other instances in which he was pilloried for
trying to protect the public and taxpayers. His proposal to dramatically
strengthen capital requirements for Fannie Mae and Freddie Mac was
met with fierce resistance, even though these multitrillion-dollar enter-
prises were basically insolvent when he assumed office, posing substan-
tial risk for taxpayers. He was viciously attacked for trying to increase
the fees Fannie and Freddie charge for guaranteeing mortgages to cover
pandemic-related losses, even though the companies were in desperate
need of capital and the fee was limited to refinances of higher-balance
loans. He also provides important insights on the current state of hous-
ing finance and the unintended consequences of well-intentioned mon-
etary policies that have grossly inflated housing values. With frightening
clarity, he describes fragilities in the system that persist because of low
capitalization levels at Fannie and Freddie and the lenders and servicers
who generate the mortgages that Fannie and Freddie guarantee.

Calabria also discusses the virtues of government service and his
successful efforts to revive morale at the FHFA when scandal forced its
previous leader out of office. He credits many of the fine career staft
members at the FHFA, as well as government-sponsored enterprise lead-
ership, for their roles in protecting homeowners and tenants during the
pandemic. Throughout the book, he shows himself to be a dedicated,
thoughtful public servant, in defiance of those who typecast conserva-
tives and libertarians as anti-government.

Unlike the many “bailout glorification” books published after the
GFC that topped bestseller lists, Calabria’s book will probably have a
more limited audience. Too bad—it should be required reading for
any aspiring public servant who wants to buck what Calabria calls the
“rescue first, ask questions later” trend. As he writes in concluding this
excellent book, “Bailouts-or-nothing is a false choice. We have compas-
sionate, effective, and efficient options. . . . Let’s hope these lessons are

not forgotten next time.”

—Sheila Bair
Former chair of the U.S. Federal

Deposit Insurance Corporation



UNCORRECTED PROOFS



UNCORRECTED PROOFS

Introduction

COVID-19 was not only an unprecedented shock to our health care
system, but also an unprecedented threat to our economic well-being,
including our mortgage and housing markets. While the primary focus
of the federal response was appropriately on the health care aspects of the
pandemic, including efforts such as vaccine development under Opera-
tion Warp Speed, a critical aspect of the response to reduce the spread of
COVID-19 was helping keep families in their homes.

Economists at Duke University have estimated that limiting evictions
and foreclosures by facilitating “shelter in place” reduced COVID-19
infections by almost 4 percent and deaths by 11 percent. And researchers
at the Federal Reserve Bank of St. Louis have estimated that each per-
centage point increase in forbearance prevented a 3.5 percentage point
increase in unemployment.? While one can and should always debate the
accuracy of statistical estimates, the forbearance programs implemented
in response to COVID-19 saved lives and jobs.

As then-director of the Federal Housing Finance Agency (FHFA),
which oversees Fannie Mae, Freddie Mac, and the Federal Home Loan
Banks, I was responsible for leading a large portion of that response.
This is the story of how millions of families were provided mortgage

and rental assistance, both to keep them safe and to keep our financial
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markets functioning, and it offers a peek behind the curtain of govern-
ment decision-making in a crisis. It is also the story of how we did so
at little to no cost to the taxpayer and resisted regular calls for industry
bailouts and subsidies. The lesson here is that you can help Main Street
directly without having to bail out Wall Street.

The year 2020 began promisingly for our nation’s housing market and
for families seeking to achieve the dream of homeownership. After peak-
ing in 2005 at 69 percent, the percentage of families in America owning
their own home hit bottom in 2016 and then began a strong upward trend.
In fact, 2019 turned out to be one of the best years for housing in decades,
seeing the addition of over 2 million new homeowners. Of course, 2020
ended up being full of surprises, not just for the housing market.

While the benefits of homeownership—especially financial ones—are
often oversold and exaggerated, there is something special about owning
your own roof, something deep and central to the very notion of America.
While Napoleon might have seen the English as a “nation of shopkeepers,”
he might well have called America a “nation of homeowners.” That was
the case heading into COVID-19. Prices, sales volume, and homeowner
equity were all increasing when COVID-19 hit. Much of this strength,
of course, was due to the strong underlying economy, particularly the job
market. Had COVID-19 struck in, say, 2008 or 2011, the impact on our

housing and financial markets would have been significantly worse.

What turned a housing slump into a financial crisis in 2008 was the
long march toward greater financialization of our mortgage market. It
was far from the first housing slump in American history. The Savings
and Loan Crisis of the 1980s was driven partly by declines in the housing
markets of New England and Texas. But there also had been housing
busts in the 1970s, 1950s, and of course during the Great Depression of
the 1930s. Most of these, however, did not result in large shocks to our
financial markets.

What made 2008, and a few precious days in 2020, especially fragile
were the deep connections between our housing markets and Wall Street.

Unfortunately, those interconnections had strengthened by 2020, with the
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result being unprecedented interventions in the mortgage market by both
the FHFA and the Federal Reserve.

As a front-row observer of the 2008 mortgage crisis, I am strongly
convinced that much of the federal response was poorly structured,
especially the mortgage assistance initiatives, the Home Aftfordable
Modification Program (HAMP) and the Home Affordable Refinance
Program (HARP). As will soon be evident, my decision-making was
driven largely by the intention to not repeat the design flaws of HAMP
and HARP. We would do it right, or at least better, this time.

One of the problems of the 2008 mortgage crisis, and one [ hoped to
avoid, was the “paper chase” associated with programs such as HAMP and
HARP. Generally, for borrowers to be eligible for forbearance or other
mortgage assistance, a substantial amount of paperwork was required.
There were countless stories of documents being lost or rejected. In some
instances, applications with false information were even being submitted
by either the lender or the borrower. We also did not want to create dis-
incentives for work in the design of our forbearance programs. Our relief
efforts had to support a recovering job market, not hamper it.

The job market data also made it crystal clear that this was going
to be mainly a renter’s crisis. While we were able to modify existing
homeowner forbearance programs quickly and cleanly, as the FHFA had
considerable experience in this area from responding to natural disasters,
we needed to create something for renters—and to do it fast.

Like other federal agencies, we spent most of the pandemic engaged
in mandatory telework, operating from our kitchens, spare bedrooms,
and patios. In fact, being an independent agency at the time, we were
able to conduct an agency-wide telework exercise before the bulk of the
federal government did. That allowed us to gauge our effectiveness and
support needs.

[ believe that one of the first things any leader must recognize is that it
is others in the organization who implement the directives and orders that
come down from above. Or, as I regularly quipped, “I don’t do anything.

[ just direct others to.” For me to be effective as a leader and for the FHFA
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to have an effective COVID-19 response, the agency’s staff needed to be
and feel supported. Not only were they working around the clock, but
they were dealing with the same issues that families across the country and
the world were facing: How to deal with children at home. How to share
space with a spouse or roommates who are now also working from home.
How to process grief and loss.

Leading a large organization during a pandemic would have been a
challenge for anyone. Unfortunately, when I arrived, 11 months before
COVID-19, the FHFA lacked direction and had deep-seated morale
problems. While part of this resulted from the former permanent direc-
tor’s sexual harassment charges, which I had to address and settle imme-
diately, there had also been questions as to whether the agency would
even continue to exist. Various reform proposals for Fannie Mae and
Freddie Mac contained different roles for its regulator. And despite
clear statutory direction, the agency seemed in limbo from the decade-
long conservatorships of Fannie Mae and Freddie Mac. When I walked
through the doors of the FHFA, most of the staff neither respected nor
trusted senior agency leadership, as various employee surveys illustrated.
To fulfill the mission to protect the mortgage market, that needed to
change. Before the FHFA could demonstrate its support for borrowers
and renters, it first had to demonstrate its support for its own employees.

History is likely to record the federal COVID-19 response to the
mortgage market as the Coronavirus Aid, Relief, and Economic Security
(CARES) Act. The CARES Act put into statute basically what we at
the FHFA had already established a few weeks earlier. Congress clearly
believed that we were on the right track.

Perhaps as the result of implementing an honor system for bor-
rowers, coupled with uncertainty surrounding the job market, a few
commentators warned that mortgage forbearance rates could get as high
as 40 or 50 percent. That could threaten the financial viability of many
nonbank mortgage servicers. It was for this reason that many in the
field, including the trade associations representing the mortgage indus-
try, were calling for a government-backed lending facility to fund the

liquidity needs of mortgage servicers.
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Our foremost priority was to protect the safety of existing borrowers
and renters. We always started from that premise. I had fully accepted that
there might be instances where focusing on the health of families might
pose significant problems for the functioning of the mortgage market.
[ also recognized that in a pandemic accompanied by massive job losses,
many families might need to sell their homes while others would want
to buy new ones that better accommodated remote work. COVID-19
was also a stark reminder that so much of the real estate and mortgage
process has traditionally been face-to-face. Obviously, we would have to

find a way to make the mortgage process a bit less personal.

As if responding to a pandemic was not enough, our mortgage
finance system was deeply broken coming into COVID-19. When I
started at the FHFA in April 2019, Fannie Mae and Freddie Mac were
leveraged 1,000 to 1. The two companies had about $6 billion in equity
behind about $6 trillion in risk. Any companies so highly leveraged
would be certain to fail in a crisis. All it would take would be a strong
wind to blow them over. Luckily, Treasury secretary Steven Mnuchin
and I reached an agreement in September 2019 that would allow the
two companies to start building capital. Given the costs associated with
COVID-19, had that agreement not been reached, Fannie and Freddie
would have failed from their losses. Sadly, one does not get much credit
in Washington for avoiding problems.

Having worked on getting the FHFA created while I was on the staff
of the Senate Banking Committee, I was committed to seeing the agency
become, as Sen. Richard Shelby of Alabama used to say, a “world-class
regulator.” Little did I know before taking the job how much further
we had to go. Despite the FHFA being operational since 2008, several
congressional directives, such as a risk-based capital rule, had not been
completed at the time that I assumed leadership. Nor was the agency ade-
quately and appropriately staffed. Getting Fannie and Freddie ready to
leave conservatorship was our main task in fulfilling our congressional

mandate. But to do so, we also needed to get the FHFA ready.
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The universe, perhaps sensing that responding to a pandemic and
turning around a troubled agency were not enough, decided to make
the job even more interesting by having a group of Fannie and Freddie
shareholders sue to end the independence of the FHFA. More specifi-
cally, they sought to make the director (me) of the FHFA removable by
the president of the United States. In the summer of 2020, the Supreme
Court agreed to hear what was then Collins v. Mnuchin (later to become
Collins v. Yellen). Oral arguments would be heard on December 9, 2020,
with a final decision released on June 23, 2021. With that, my time lead-
ing the FHFA would come to an end.

The refrain loudly heard during every crisis is that one must abandon
one’s principles. That message comes most prominently from industries
seeking a bailout. I hope to demonstrate here that people can maintain
their principles in a crisis—and that the outcomes can be the better for
it. We could focus the rescue efforts on families and not simply hope
that a Wall Street bailout would trickle down to Main Street. We could
also structure the system in a manner that targeted assistance to those
who needed it most. I hope here to lay out some lessons that can be

applied to future financial crises. Fingers crossed.
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Chapter 1
An American Dream

Las Vegas, Nevada, Thursday, January 23rd, 2020.

Something about the Philips smart lightstrips just fascinated me—the
flexibility, maybe, and lights that bend. I would need that kind of flex-
ibility in the days ahead. Or perhaps I am just easily distracted by shiny
objects.

There are few experiences that so vividly display the uniqueness of
America as the annual International Builders Show, organized by the
National Association of Home Builders (NAHB). As director of the
Federal Housing Finance Agency (FHFA), I was there that day at the Las
Vegas Convention Center to deliver remarks on the state of our housing
finance system. But first, I simply had to take a tour of the one million
square feet of exhibits.

We Americans tend to like our homes big and equipped with the lat-
est gadgets. As my own home in Washington was built in 1917, I can get
a little envious of the amenities found in today’s new homes—the tem-
perature control systems, the latest lighting, the newest kitchen options.
Just how many ways is it possible to, say, cook a chicken?

If the Kitchen Debate between Vice President Richard Nixon and
Soviet First Secretary Nikita Khrushchev were held today, after walk-

ing the builders’ show I am convinced that America would still win
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hands down. Little did I know then that a pandemic would again test
our economic system.

As I stared intently at a display smart lightstrip, meant to go under-
neath the overhang of kitchen counters, my chiet of staft, John Roscoe,
tapped my shoulder. As I turned, John leaned forward to say, “China has
locked down Wuhan.”

Only four days earlier, the World Health Organization (WHO)
had announced that COVID-19 can be transmitted from person to per-
son. And only two days after that announcement, the first U.S. case of
COVID-19 had been confirmed in Washington State. Would a lock-
down work? Could we avoid a global spread? It would be another week
before the White House would announce travel restrictions between the
United States and China

I had once been a China dove, hopetul that international engagement
would reinforce and encourage a freer and more open society in China.
While that optimism had already started to fade, two years of working
on China issues for Vice President Mike Pence had made me even more
skeptical of anything coming out of that country. Although I had long
come to view reports from our intelligence agencies as tilted toward
alarmism, what I had heard during those two years at the White House
dramatically changed my views. Would China contain COVID-19?
Would this be a repeat of SARS? And, most relevant for me, would our
mortgage system be ready to withstand any stress?

China’s heavy-handed, centralized government control approach
would initially be widely applauded.! Ultimately, America’s more
decentralized approach, with states such as Florida forging their own
path, would prove the better response. A similar debate would occur in
response to the financial distress that resulted from lockdowns and the

associated decline in our economy.

Behind every effective leader stands a great chief of staff. Or at least
I attribute much of the FHFA’s success in responding to COVID-19
to John Roscoe. I met John in February 2017. I had just started as
chief economist for Vice President Pence. Roscoe worked in the White

House Office of Presidential Personnel. He would supervise the vet-
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ting of nominations for independent regulators, including the financial
regulators.

Havingservedin the George W. Bush administration and having han-
dled nominations for the Senate Banking Committee, I deeply believed
that personnel choices mattered. With Vice President Pence’s blessing
and direction, I threw myself into the work of recruiting and screening
nominees for the Trump administration. Where Roscoe brought a great
sense of people and politics, I brought some very strong thoughts on
policy. Together, often with Andrew Olmem, who was deputy director
of the White House National Economic Council (NEC), we worked to
get the right people into the right positions.

How someone would respond to a crisis was at the top of my list of
criteria. Vice President Pence had opposed the bank bailouts of 2008, as
had I. We wanted competent, credible nominees. We also wanted finan-
cial regulators who would not default to rescuing Wall Street every time
the markets hit a bump. That vetting process would ultimately deter-
mine how our financial regulatory system responded to COVID-19.

In the process of evaluating so many other individuals, John and I
had managed to appraise each other. By the time I became FHFA direc-
tor, both John and I instinctively knew that he would be coming to the
FHFA as well.

Andrew Olmem was with us in spirit at the builders’ show in Las
Vegas. In the flesh, he was back in his West Wing office at the White
House, where he was number two to director Larry Kudlow of the NEC.
Andrew would serve as the daily point of contact for the FHFA and the
other financial regulators, along with his primary deputy, Francis Brooke.

We had first met almost 20 years earlier, when Andrew joined
the staff of the Senate Banking Committee. I had joined the Com-
mittee staff a few years earlier and had already begun working on our
legislative efforts to fix the mortgage finance system. Unfortunately,
those eftorts were too late to avoid the 2008 financial crisis.

Andrew and I immediately bonded during those days on the com-
mittee. He had worked in the economics division of the Richmond Fed-

eral Reserve before law school as an assistant to economist Jeft Lacker,
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later to become president of the Richmond Fed. There were times when
Andrew acted like a lawyer who thought he was an economist, and I
acted like an economist who thought he was a lawyer. Fortunately, those
efforts were complementary.

Since Andrew joined the NEC staft just a couple of weeks after I
joined the vice president’s office, he and I immediately had partners in
the White House whom we knew and trusted. Washington, particu-
larly the White House, can be an intimidating place if you do not have
a trusted network. As importantly, Andrew’s pragmatism was a helpful
balance to my general push for purity. Having been through the 2008
crisis together, we had a common vision of the mistakes and missteps of
2008. That history allowed the FHFA, even as an independent regulator,
to work seamlessly with the White House.

Also joining me that day in Las Vegas was Dr. Ben Carson, then
the secretary of the Department of Housing and Urban Development
(HUD). I would be speaking after Dr. Carson. Considering his fame, I
knew he would be a tough act to follow. Not only had he run for pres-
ident, but he’d also had a groundbreaking career in neurosurgery, dra-
matized by his autobiography Gifted Hands (which was later made into a
movie with Dr. Carson portrayed by Cuba Gooding Jr.).

It was a pleasure spending time with Dr. Carson, who was still
celebrating the birth of a grandson the previous week. Despite his many
honors and degrees, I have always sensed that the most important titles
for Dr. Carson are “dad” and “granddad.”

Having served as Vice President Pence’s liaison to HUD, I had gotten
to know Dr. Carson. The days ahead would bring us even closer together.
When the White House would assemble a COVID-19 task force, Dr.
Carson’s presence would provide me with a source of regular updates to
complement those from my existing contacts in the vice president’s office.

One might not normally choose a physician for HUD secretary.
Given the circumstances, it ended up being an inspired choice. Secretary
Carson had begun his tenure focused on the adverse impact of lead paint
on brain development in children living in public and assisted housing, a

pressing issue because of the age of much of our nation’s public housing.
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With the uncertainties surrounding COVID-19, I found it reassuring to
regularly hear the views of a physician. Dr. Carson’s involvement also
helped reinforce that we were responding primarily to a public health

crisis and only secondarily to a financial one.

Our mortgage market tends to run in the background, like the oper-
ating system on your phone, drawing attention only when something
goes wrong. It usually works so well that few ever notice, even when you
might be in the market for a new mortgage. But the American mortgage
market is one of the most critical, and largest, of our financial markets. It
would also play a central role in the economic response to COVID-19,
particularly during the financial stresses of March 2020.

In 2020, over $12 trillion in fixed-income securities—that is, debt
with a set payment amount and schedule—was issued.” Normally, the
largest portion of that is the U.S. Treasury market. And indeed, 2020 was
a record year for Treasuries, with $3.89 trillion issued. Just edging that
out, however, was the distribution of $3.99 trillion in mortgage-backed
securities (MBS). Add another $1 trillion of unsecured debt supplied by
Fannie and Freddie, and you get about 40 percent of all fixed-income
debt issuance in 2020 being related directly to the mortgage market.

Usually the stock, or equities, markets tend to grab the financial
headlines. But in 2020, total equity issuance amounted to $390 billion,
or about 3 percent of the total fixed-income securities issued. Most of
that issuance is also secondary offerings. Even though 2020 was the
strongest year for initial public offerings (IPOs) since 2014, at $85 billion
it was still small compared with the issuance of MBS.

In fairness, the amount of corporate equity distributed is usually
quite small next to the total outstanding, which in the United States is
about $65 trillion. About a third of that is traded on the New York Stock
Exchange (NYSE), another third on NASDAQ), and the remaining third
on smaller exchanges or over the counter.

Whereas equity is perpetual, the $11 trillion MBS market in the
United States is constantly maturing, paying off, or otherwise turning
over. That can make it a greater financial stability concern than equities,

which never need to be repaid.
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In addition to a significant volume of new issuance relative to out-
standing issues, the MBS market is subject to high levels of trading. On a
typical day in 2020, almost $300 billion in MBS traded hands. Only the
amount of daily trading in U.S. Treasuries is larger.

By comparison, in 2020 just under $180 billion in N'YSE-listed shares
traded hands on the average day. Another $200 billion in NASDAQ-
listed shares traded hands on the average day in 2020.

Mortgage-backed securities are also foundational to the function-
ing of the repurchase (repo) market, which provides about $4 trillion in
short-term funding to our financial markets.” Typically, repos are col-
lateralized loans—that is, the loan is secured by the pledging of specific
assets. While most repos are backed by U.S. Treasuries as collateral,
about 10 percent are collateralized by MBS.* Accordingly, disruptions
to the MBS market can lead to disruptions in the repo market.

American mortgage markets are unique in many ways. Foremost
is the size of those markets. Few other countries have home lending
levels approaching the size of the U.S. market. Most importantly, few
other countries have so closely integrated their mortgage and capital
markets. While it’s an open question whether this interconnectedness
might reduce funding costs in normal times, it leaves our financial mar-
kets, and hence our economy, extremely vulnerable to changes in our
mortgage and housing markets.

Housing is not only a major part of our overall economy, but also
a significant portion of a family’s typical expenses, with shelter costs,
such as a mortgage or rent, consuming about 15 percent of the average
family’s income.® For workers making less than $30,000, shelter costs, on
average, consume over a third of their income.® These individuals often
worked in retail and restaurants, the sectors that would be most affected
by the COVID-19 shutdowns.

Economist Ed Leamer of the University of California, Los Angeles,
once quipped, the “housing market is the business cycle.”” On some
level, that is certainly true. It had been a slow, often painful recovery for

the housing market from the depths of the 2008 financial crisis.
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After peaking in the second quarter of 2004 at 69 percent, America’s
homeownership rate continued a steep decline before hitting bottom
in the summer of 2016 at 63 percent.® COVID-19 hit just as home-
ownership had been improving, increasing to 65 percent by March
2020, on par with our long-run average. America had also managed to
work off its excess inventory of empty homes, with the percentage of
vacant single-family homes returning to its long-run average of just over
1 percent by March 2020. Housing had really started to stabilize after a
difficult decade.

As with many social trends, the housing recovery from the Great
Recession was felt differently across racial groups. After having peak-
ed in the middle of 2004 at 49.7 percent, the black homeownership
rate had been on a steady decline. By the time my predecessor was
confirmed in 2014, it had declined to 43.5 percent. The black home-
ownership rate would continue to slide despite an aggressive push to
weaken mortgage underwriting standards in hopes of expanding mort-
gage access.

By the time I walked in the door at the FHFA, the black homeown-
ership rate had plunged to 40.6 percent. I knew the attempts to expand
homeownership by weakening mortgage standards would only set
families up for failure. I immediately reversed those misguided efforts.
Hard experience had proven that sustainable homeownership depended
on strong, sensible underwriting. Homeownership might also not be
the right choice at any given time. During my White House service,
I worked regularly to prevent the administration from setting a target
homeownership rate, since such a strategy had led previous administra-
tions badly astray.

After almost a year of strengthening mortgage quality—the FHFA
had in fact cut in half the share of mortgages with three or more high-
risk factors—the black homeownership rate had actually increased to
44 percent by March 2020. By summer 2020, it would hit 47 percent.
We had massively reduced risk in the mortgage system, while seeing the
largest annual increase in black homeownership ever recorded.

Less dramatic but similar patterns were witnessed in the Hispanic

homeownership rate. After peaking in 2007 at 50 percent, the rate began
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a steady decline, until hitting bottom in 2015 at 44 percent. It stood at
just over 46 percent when my tenure at the FHFA began. While exhib-
iting considerable jumps during COVID-19, the Hispanic homeown-
ership rate settled at a percentage point higher when I lett the FHFA
in June 2021 than it had been when I had started a little more than
two years earlier.

While our changes in mortgage policies were helping, a strong job
market, particularly for low-income and minority workers, was turning
around the housing market. Between January 2017 and August 2019,
the black unemployment rate fell from 7.5 to 5.4 percent, the lowest on
record. Similar declines in the Hispanic unemployment rate occurred,
also setting a record low in September 2019.

Housing affordability was modestly helped by declining mortgage
rates. Upon my arrival at the FHFA, the 30-year fixed rate stood at
4.12 percent. By September 2019, it had dropped to 3.49. It hovered
around 3.6 percent until late January 2020.

A strong job market and sensible mortgage policies were finally
delivering positive results for the U.S. housing market. By any standard,
2019 was the best year for housing in over a decade. And it was not
accomplished with gimmicks or a policy-driven sugar high, but in a
sustainable and careful manner.

Yes, my remarks in Las Vegas that day reflected a celebration of
America’s housing market. The progress was undeniable. But I also
warned, “Today’s strong economy is a reminder that the best housing
policy is a jobs policy. But if you look under the hood of our housing
and mortgage markets, there are reasons to believe the foundation is
vulnerable.””

After describing our efforts to strengthen the mortgage system,
I ended with what had become one of my favorite quotes: “As President
Kennedy said, ‘the time to repair the roof is when the sun is shining.’
Now is the time for bold reforms because our economy and housing
market are strong. This will not always be the case.”"

Little did I know that as I was uttering those words before an audi-
ence of home builders, a virus was spreading and had reached America’s

shores.
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During my second year of graduate school, I took a course in public
finance, mostly because I was a fan of the professor. One of the assign-
ments involved writing a paper on off-budget mechanisms to finance
government. For some reason lost to a fading memory, I chose to write
about government-sponsored enterprises (GSEs), such as Fannie Mae and
Freddie Mac. I don’t know where the paper is anymore—probably on
a lost three-inch floppy disk. Oddly enough, the current deputy chief
economist for Fannie Mae, Mark Palim, was sitting just a few seats away
from me in that graduate course.

Whether destiny or not, my path since graduate school led me deeper
and deeper into the world of mortgage finance and housing. Eventually
it led me to the top of a federal agency overseeing a $7 trillion foot-
print. For a farm kid from the foothills of Appalachia in rural Virginia
to rise to working in the White House and then leading the federal
response to mortgage and housing disruptions during a pandemic is truly

an American Dream.
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Nonbanked

Citibank, Wells Fargo, Bank of America, JPMorgan Chase—these are all
household names. If you are like most Americans, you hold an account,
if only a checking account, with one of these companies. You may even
have a decades-long relationship with one of them. Despite their con-
tinued dominance of our financial markets, these banks have become
increasingly less relevant in the mortgage market. More and more, the
making (originating) and maintaining (servicing) of mortgages are being
conducted by nonbank financial service companies with less familiar
names, like Lakeview, PennyMac, Carrington, LoanDepot, or NewRez.

Perhaps you went to your bank to get a mortgage. Or maybe a fancy
Super Bowl ad enticed you to get your mortgage with a nonbank lender.
In the former case, the bank or credit union might keep the mortgage
on its books. In the latter case, the nonbank lender almost always sells
your mortgage to someone else, often Fannie Mae or Freddie Mac. But
it does not always sell all of your mortgage. Many lenders retain the right
to service your mortgage.

The company from which you received your mortgage is the orig-
inator. The originator can be a traditional lender, such as a bank or
credit union. The originator can be a mortgage banker, who relies on
short-term (“warehouse”) money to fund your loan until it sells the

loan to another entity, which may or may not be the ultimate investor.
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Your originator can also be a mortgage broker, which arranges the terms
of your loan, but the short-term funding, as well as the ultimate funding,
of your mortgage will be performed by someone else.

Even if you have a mortgage, you may be forgiven for not knowing
what exactly a servicer is or does. Most simply, the servicer is the entity
that receives your monthly mortgage payments. In the old days, it was
to whom you mailed your check. But now that is done mostly electron-
ically. Once the servicer receives your payment, it forwards most of the
payment to the ultimate investor while retaining some portion to pay
your property taxes and make insurance payments.

The servicer also plays a critical role when something goes wrong
with the loan, such as when a borrower can no longer pay. The ser-
vicer interfaces with the borrower, offering mitigation options such as
forbearance or an arrangement of a short sale if the mortgage is no lon-
ger sustainable. In the unfortunate instance of a foreclosure, the ser-
vicer is also responsible for maintaining the property in good condition.
Servicers perform a variety of recordkeeping and reporting obligations
related to the mortgage as well. In a general way, the servicer is the
entity that administers or manages your mortgage.

The Conference of State Bank Supervisors, a trade association repre-
senting the state bank regulators, estimated that within the United States
there were 19,655 active nonbank mortgage companies, as of April 1,
2021." About 80 percent of these are mortgage brokers, who do not
make or fund the loans themselves. Most of the 4,978 federally insured
banks, of which the Federal Deposit Insurance Corporation (FDIC)
considers only 270 as specializing in mortgage lending, also originate
mortgages.” The 5,068 federally insured credit unions also make mort-

gages, although only to their eligible members.’

To make the topic even more complex, originators can be servicers,
and servicers can also be originators. But they do not have to be.*

Before the Savings and Loan Crisis of the 1980s, it was most com-
mon for the originator, servicer, and investor in mortgages to all be the

same institution. While there has long been an active mortgage banking
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industry—going back to at least the 1870s—in which loans were orig-
inated and then sold to investors such as life insurance companies, even
those mortgage bankers were both originator and servicer. They also did
not dominate the overall market, except in then-frontier areas lacking
established deposit-taking banks.’

The 1980s collapse of the savings and loan industry is still being felt
in the mortgage market today. The disappearance of thousands of thrifts
opened the door for mortgage bankers to gain considerable market share.
This expansion of mortgage companies would not have been possible
had it not been for the willingness of Fannie Mae to massively increase
its buying of mortgages, taking the credit risk once borne by the savings
and loans. At the time, Fannie Mae operated mainly as a giant thrift,
taking mortgage risk directly onto its balance sheet. Unfortunately, this
tendency also resulted in the effective failure of Fannie Mae in 1981,
resulting in a government rescue. Some things never change.

The growth of nonbank mortgage lenders was also facilitated by the
development of automated underwriting, which was made easier by the
maturation of the three dominant credit bureaus, Equifax, Experian, and
TransUnion, as well as the introduction of the Fair Isaac Corporation
(FICO) score. Before these technology developments, the norm in mort-
gage lending was a by-hand underwriting, often requiring considerable
time and expertise. To some extent, the massive growth in the market
share of nonbank lenders was a result of the 1980s and 1990s revolution in
personal desktop computing. The technological and process limitations
of manual underwriting often meant that only the loans we would today
call “prime” credit were being made before the 1980s. Today, prime is
generally defined as a FICO or equivalent score of 680 or more (on a
scale of 300 to 850). Before the 1980s, borrowers who would now be
labeled “subprime” often did not get mortgages at all. Even government
programs, such as the Federal Housing Administration (FHA) mort-
gage insurance of the Department of Housing and Urban Development
(HUD), were limited to prime borrowers until the 1970s.

Some of the soon-to-be-removed constraints were legal. Without
the ability to price mortgages according to borrower risk, to maintain

profitability and hence a sustainable mortgage business, lenders limited
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credit to the middle to upper band of borrowers. While this resulted in
some cross-subsidies, they were believed to be minor and difficult to
evaluate before the growth of automated underwriting.

A big change came in 1982 with the passage of the Alternative Mort-
gage Transaction Parity Act. This legislation helped introduce risk-based
mortgage pricing, contributing to the later development of the subprime
mortgage market.

Whereas the savings and loan crisis opened the door for nonbank
mortgage lenders, the proliferation of subprime and Alt-A lending
opened the floodgates.® The model during the early days of subprime,
the late 1980s and 1990s, was one in which nonbank lenders, such as
Household Financial, Beneficial, The Money Store, and Long Beach
Mortgage, would originate and service loans that were packaged into
private-label mortgage-backed securities (MBS), generally assembled
(sponsored) by investment banks.

Whether it was concerns about reputation or regulatory scrutiny or
just plain old risk management, commercial banks largely avoided sub-
prime mortgages, except for FHA lending. The Russian default crisis in
August 1998, along with the Federal Reserve—assisted rescue of hedge
fund Long-Term Capital Management, resulted in temporary disrup-
tions in the U.S. capital markets that caused several nonbank mortgage
lenders to fail, as those lenders were highly dependent on the short-term
money markets.

Of course, failure among nonbank mortgage companies can mean
little more than declaring bankruptcy, walking away from your credi-
tors, and then starting business all over again under a new name.

Our economy barely registered the failure of numerous nonbank
mortgage lenders that resulted from Russia’s default. The nonbank lend-
ers that survived grew and expanded as the mortgage markets reached
new heights in the early 2000s.

While mortgage servicing continued to be dominated by deposito-
ries in the 2000s, nonbanks made almost a third of mortgage origina-
tions, by dollar volume, in the boom year of 2006. According to Inside
Mortgage Finance, 15 of the largest 25 subprime mortgage lenders in

2006 were nonbanks, a significant shift from previous years.”
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The dramatic increase in nonbank mortgage origination in the
2000s was facilitated by both investment banks, which would often pool
the loans into securities, and Fannie Mae and Freddie Mac, which would
end up as the largest purchasers of subprime MBS as well as significant
buyers of individual subprime mortgages. Without the support of Wall
Street, along with Fannie and Freddie, nonbanks would have remained
a marginal player in the years leading up to the 2008 crisis.

Although nonbank lenders were a sizable minority of the market
going into 2007, they constituted a large share of institutional failures.
Their heavy dependence on short-term funding, particularly lines of
credit from banks, left them vulnerable. The mismatch between the
maturity of their assets and their overnight funding sources also left non-
banks highly exposed to interest rate movements. Starting in the summer
of 2006, the yield curve inverted, leaving short-term rates often higher
than long-term rates. The yield curve remained inverted for almost a
year, resulting in significant losses to nonbanks.

According to FDIC estimates, the number of nonbank mortgage
lenders declined by almost a third between 2005 and 2009, whereas
the number of depository mortgage lenders decreased by only about
4 percent.® The market share of nonbanks in mortgage origination
plunged. By 2008, nonbanks had almost completely left the business of
servicing residential mortgages. Despite the dramatic shakeout of non-
banks during the 2008 financial crisis, their demise was short-lived. By
2012, the mortgage market began shifting away from banks and again

toward their nonbank competitors.

Ironically, the widely touted National Mortgage Settlement in
2012 had the long-term effect of pushing banks away from mortgage
servicing, leaving borrowers to be more likely serviced by nonbank
servicers, who are subject to less oversight. In February 2012, the U.S.
Department of Justice (DQOJ) and HUD, along with 49 state attorneys
general, announced a global agreement on mortgage servicing issues
with Bank of America, Citibank, Wells Fargo, JPMorgan Chase, and
Ally Bank.
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The deal has been seen by some as the launching pad for then—
California attorney general Kamala Harris.” At the time, Harris claimed
that as a result of the settlement, “California families will finally see sub-
stantial relief after experiencing so much pain from the mortgage crisis.”"’
She further claimed that California families would receive $18 billion in
relief."" The settlement also brought to national attention New York’s
aggressive state attorney general, Eric Schneiderman.'

The agreement included over 300 individual changes to servicing
standards, intended to both improve the quality of mortgage servicing
and bring greater uniformity.”” The settlement also incorporated con-
sumer relief and payments to state governments. While some, including
me at the time," questioned just how much real incremental assistance
was being provided to borrowers, the more onerous servicing standards
would remain."”

President Barack Obama called the settlement “landmark” and

discussed the role that “robo-signing” played. As President Obama
observed, “In many cases, they didn’t even verify that these foreclosures
were actually legitimate. Some of the people they hired to process fore-
closures used fake signatures to — on fake documents to speed up the
foreclosure process. Some of them didn’t read what they were signing
at all.”!*
President Obama was correct to point out these fraudulent practices,
but both banks and nonbanks engaged in them."” By working with only
the largest banks and excluding nonbanks from coverage, the settlement
created a regulatory playing field now tilted further toward nonbanks.

In addition to increased compliance costs from the arrangement, the
largest banks also took a major blow to their corporate reputations, and
rightly so. It might not always seem this way, but the biggest U.S. banks
spend a lot of time and resources worried about how they are perceived
by the public. I can personally attest to that, having seen the results
of a handful of focus groups and surveys regarding the banks’ public
reputations.

Since having a checking or savings account at, say, Bank of
America provides almost the same benefits as having an account at

Wells Fargo, a bank can take a sizable hit to its market share because of
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reputational concerns. For instance, in the letter to shareholders in its
2015 annual report, JPMorgan Chase cited reputational concerns for its
plans to reduce its participation in FHA lending and to exit its servicing
of delinquent Fannie and Freddie mortgages.'®

Because nonbank mortgage lenders are not household names and
have few relationships with consumers other than mortgages, they are
less vulnerable to concerns about their image. There are also close to
zero reputational penalties attached to individual bad actors in the mort-
gage industry. Of course, not everyone at Countrywide, one of 2008’s
largest subprime lenders, was responsible for the company’s misdeeds and
failure, but the degree to which the nonbank mortgage industry is still
staffed with Countrywide alumni is simply shocking.

One of the more appalling examples of missing accountability is
Freddie Mac’s hiring of David Lowman to run its single-family mort-
gage business after Lowman was ousted from JPMorgan Chase because
of Chase having illegally foreclosed on active-duty military personnel."”
To his credit, David Brickman, upon becoming chief executive officer,
fired Lowman from Freddie. However, the mortgage industry being
what it is, Lowman had no problem getting another executive position
within the business.*’

I have nothing against Mr. Lowman personally and use his case as
an example only since it is so well documented by the press and known
within the industry. I know of at least a dozen other examples that are
just as bad but simply not as well documented or public. As the Center
for Public Integrity has noted, top executives from numerous failed sub-
prime mortgage lenders found themselves back at work within the field
soon after the crisis.”' The point is that one individual is not at fault; it is
a systemic problem facing the nonbank mortgage sector that a reputation
for misconduct counts for virtually nothing as long as one can bring in
business.**

Although one cannot attribute all the change in the market to the
2012 National Mortgage Settlement, it is stunning that the overall non-
bank share of servicing in the year before the settlement was 7 percent,
whereas it rose to 24 percent the following year.*> In 2013, banks sold the

servicing rights to more than $500 billion in mortgages to nonbanks.**
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I experienced an adverse impact directly. As a likely result of the
settlement, Bank of America sold the servicing of my mortgage to a
little-known nonbank servicer that later failed.

I do not doubt that Obama and Harris, along with 48 other state
attorneys general, believed that the settlement would be a long-run pos-
itive for borrowers and perhaps even for financial stability. But whatever
its intentions, the agreement accelerated a move of servicing from banks
to nonbanks, with a resulting decline in both financial stability and con-

sumer protection.

The Obama administration also drove both mortgage origination
and servicing from banks to nonbanks through its use of the federal False
Claims Act. This legislation was passed during the Civil War as a result of
fears that suppliers to the Union army were engaged in fraudulent behav-
ior, such as providing the army with defective materials or spoiled foods.
The False Claims Act has always included penalties in addition to actual
damages. In 1986, those penalties were increased to triple the amount
of harm. Having penalties that are multiples of actual damages is not a
novel concept and is standard in circumstances in which the government
has been defrauded, especially where such fraud is hard to detect. And of
course, there must be actual damages for there to be penalties.

The DOJ under Obama took the view that the False Claims Act cov-
ered lenders doing business with the FHA, located within HUD. There’s
nothing particularly novel in this interpretation. The FHA is part of the
federal government, and some lenders have defrauded the FHA.

What made this a significant issue was the large wave of delinquen-
cies within the FHA and the degree to which the DOJ would pur-
sue minor defects in the mortgage process. If there isn’t a delinquency
resulting in a loss to the FHA, then there’s no damage to treble. But the
FHA, which the Obama administration inherited, was witnessing record
delinquencies, with some crisis-era loan cohorts showing past-due rates
of over 30 percent. Clearly, the FHA was bleeding. Obama’s DOJ was
looking for lenders to cover some of those losses. I have considerable

sympathy for that view.
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I once heard Obama’s first FHA head, Dave Stevens, say that “all
mortgages have some defects.” Stevens’s point was not that all mortgages
were faulty, but rather that the DOJ was going after mistakes that he and
the industry viewed as immaterial. The lenders did have a point. The
FHA’s standards of very low down payments, poor borrower credit, and
extremely high debt burdens will, in a stressed environment, result in
a lot of delinquencies. The high level of FHA delinquencies witnessed
in the Great Recession was mostly the result of the FHA’s own weak
underwriting standards, not widespread fraud. Yet lenders were being
held responsible for insignificant errors that would have been ignored
in a strong housing market. In a very real sense, lenders were making
shoddy loans for the FHA because that’s what the FHA wanted or at least
allowed.

There were cases of lenders setting out to cheat the FHA. The
most infamous example was that of mortgage lender Taylor, Bean &
Whitaker.? Sadly, in that instance, Fannie was aware of some of the
bad behavior and did not feel any obligation to tell the FHA or Freddie,
the latter of which was cheated by the same lender.** ’'m known to be
tough on the mortgage industry, but even I do not see evidence to sug-
gest that the behavior of Taylor, Bean & Whitaker is anything near the
industry’s norm.

To some degree, the Obama DOJ was making up for a weak
enforcement culture at the FHA.?” Punishment of lenders by the FHA
has historically been quite rare. And there has long been a revolving
door between the FHA and the mortgage business. For instance, Stevens
went directly from being head of the FHA to being head of the Mort-
gage Bankers Association, the primary lobbying arm of the industry.?®

After several years of effort as a Senate staffer, in 2008 I was able
to help get additional powers for the FHA to fight fraud signed into
law.*” Those authorities had also been requested by HUD’s then-inspec-
tor general Ken Donohue. But those authorities were still discretionary.
The FHA had to choose to use them.

Although the mortgage industry considered the DOJ’s use of the
False Claims Act problematic, it was actually a poorly crafted substi-
tute for enforcement that the FHA should have been doing for itself.
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The real problem was that, like the 2012 National Mortgage Settlement,
it was aimed mostly at banks. As Willie Sutton might have said, that’s
where the money is. Unfortunately, such an enforcement regime creates
incentives for institutions without much to lose to enter FHA lending.
Nonbanks do not suffer the same sort of reputation losses that a False
Claims Act carries. They also can more easily “go out of business” to
avoid penalties in a manner that is not really an option for banks. The
ease of entry and ability to move seamlessly across companies may make
the nonbank mortgage business more competitive, but it also reduces the

penalties for misconduct.

There were undoubtedly bad actors in the mortgage industry before
the 2008 financial crisis. Some of them are still in the business. That, of
course, does not minimize the role that destructive government policies
played in the crisis. The biggest driver of the financial crisis was normal,
relatively decent people rationally responding to the perverse incentives
they faced.

Ironically and hopefully unintentionally, many of the commercial
banks that pulled back from directly originating and servicing mort-
gages now serve as warehouse lenders to the very nonbank lenders that
have taken their former mortgage business. A warehouse lender pro-
vides direct short-term facilities or lines of credit to nonbank mortgage
lenders. As this lending is not tied directly to any specific mortgage,
the warehouse lender avoids the reputational and regulatory risk asso-
ciated with the mortgage but still generates a profit from the mortgage
business. Because warehouse lending is usually short-term, for the time
between closing of the loan and delivery to the next player in the chain,
the warehouse lender also avoids the interest rate risk inherent in mort-
gage lending. The time from closing to delivery normally runs from
30 to 90 days.

Because of these policy changes and shifts in the marketplace, non-
bank mortgage lenders were back in force. By 2016, nonbank mortgage
origination for the first time surpassed that of banks. The phoenix-like

rise of the nonbank mortgage lenders could have been possible only
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with the assistance of federal subsidies. In the decade from 2010 to 2020,
nonbanks effectively doubled their market share of Fannie, Freddie, and
FHA lending. In market segments not dominated by government lenders,

such as the jumbo mortgage market, banks continued their dominance.

Unbundling in consumer markets is usually driven by economic
efficiencies. Producers of turntables are unlikely to have any economic
advantage in the production of vinyl records, for instance. So, for those
of you who still get your music on vinyl records, you probably are not
buying the records and the turntable to play them on as a single pack-
age. In the mortgage industry, however, the decades-long unbundling
of originating, servicing, funding, and investing of mortgages has been
driven largely by regulatory arbitrage. In layman’s terms, that has been
just one big gaming of the rules.

The 2012 National Mortgage Settlement and the DOJ’s aggressive
use of the False Claims Act in relation to FHA lending were imper-
fect and flawed responses to very real abuses and problems. Both set
in motion forces in the mortgage market that would leave the system,
including borrowers, more vulnerable than ever. As the saying goes, the

road to hell is paved with good intentions.
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March Madness

Ten a.m., Sunday, March 15, 2020. I awake to a rhythmic tapping on
my back—a poking, really. A certain tabby cat, Charlie, is remind-
ing me that his breakfast is late. Weighing in at 17 pounds, this is one
Washington Fat Cat I cannot afford to ignore. At least I got to sleep in
some. I would need it.

Before the feeding begins, I open the Relisten app on my phone. Lis-
tening to a Grateful Dead show from the same date in history always gets
my morning off to a strong start. Today’s date brings back a particularly fond
memory, seeing a hometown show celebrating Grateful Dead bassist Phil

Lesh’s birthday in 1990. “My old buddy, you’re moving much too slow. . . !

Following the initial lockdowns that began in northern Italy in Feb-
ruary 2020, financial markets witnessed a measured move to safer assets.
Higher-risk assets, such as corporate bonds, were being sold and exchanged
for U.S. Treasuries. At first, this shift benefited the mortgage market, with
the 30-year fixed rate dropping by 20 basis points between February 21
and March 5. All that decline, and more, were about to be reversed.

On March 3, the Federal Reserve announced a 50-basis-point
reduction in its target federal funds rate. Despite this action, unease was

building over the weekend of March 6. Only the safest of the safe was of
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interest to investors. The uncertainty even led to moves away from the
mortgage-backed securities (MBS) issued by Fannie Mae and Freddie Mac.

This change is well illustrated by looking at Fannie and Freddie debt
holdings in the offshore financial center of the Cayman Islands (a won-
derful place to scuba dive, I might mention). Over the course of January
2020, Cayman Island holdings of government-sponsored enterprise
(GSE) debt slightly increased as part of the global move to security. But
as the pandemic worsened, Cayman holdings of GSE debt dropped con-
siderably, falling 15 percent over the course of February 2020. A simi-
lar decline was witnessed concurrently in Bermuda, another important
offshore financial center. Eurozone holdings of GSE debt also dropped
significantly during the February 2020 flight to safety.

On Monday, March 9, Italy instituted a stronger lockdown and
extended it to the entire country—not just the north, where lockdowns
were already in place. That day also witnessed the first equity market
circuit breaker, a mandatory trading halt, since 1997. More important-
ly for the Federal Housing Finance Agency (FHFA), March 9 began
a selloff in agency MBS, with the price of these securities dropping
rapidly over the next few days. Recall that as with bonds, the price of
MBS moves in the direction opposite to the yield or interest rate. Falling
prices translate into an increase in mortgage rates, not to mention that
rapid price changes can have disruptive effects on financial stability.

Two days later, the World Health Organization (WHO) officially
declared COVID-19 a global pandemic. President Donald Trump declared
a national emergency. Broad travel bans were instituted, including in most
of Europe. Americans traveling abroad were unsure whether they could
even get home.

Despite being GSEs, the financial markets began to question the
health of Fannie and Freddie, as they had done in the summer of 2008.
The 30-year mortgage rate climbed by about 10 basis points during the
week of March 9. It would climb almost another 30 basis points before
the week of March 16 was over.

The Wall Street Journal reported on March 13 that the difference
between the yield on MBS and the 10-year Treasury had tripled from
50 basis points at the beginning of March to about 150 basis points.



UNCORRECTED PROOFS

March Madness 29

In a market crunch, investors are looking not for implied guaran-
tees, but rather for the real thing. What buying there was in GSE
debt appeared to be made in the expectation that the Federal Reserve
would soon be a large purchaser.”

After rising in February and the beginning of March, the Bloomberg
Barclays U.S. MBS Index fell more than 2 percent in the wake of Italy’s
March 9 extended lockdown. Liquidity in the GSE MBS market significant-
ly declined, as the effective bid-ask spread in the agency to-be-announced
(TBA) market jumped from 2 basis points in February to over 20 basis points
by the middle of March.’

In addition to regulating Fannie and Freddie, the FHFA also supervises
the Federal Home Loan Bank System (FHLB). The FHLB was created
during the Great Depression to serve as a lender of last resort to savings and
loans. Over the years, its membership has expanded to include commer-
cial banks, insurance companies, and community development financial
institutions.

One reason we knew the financial system needed liquidity was the
massive expansion in FHLB funding activity. Generally, the FHLBs lend
via an “advance” on mortgage collateral, which can include MBS. From
late February to the middle of March, FHLB advances increased by over

$200 billion outstanding, a third more than normal activity.

The FHFA was still working onsite on Monday, March 9, 2020. We
would switch to telework before the end of that week and not come back
for over two years. We had just had an in-person board meeting at Freddie
Mac. I was scheduled to speak at a financial services conference in New
York on March 11. That was canceled, of course. Initially I was disappoint-
ed, as I had hoped to catch some live music while I was there. Little did I
know it would be almost two years before I experienced live music again.

We continued to monitor the mortgage and financial markets
throughout that week, looking for signs of stress. We had our fingers
crossed, hoping for an orderly derisking.

Part of our monitoring efforts included regular communications

with other financial regulators, particularly the Federal Reserve, as
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well as the Treasury Department. We had been briefed that the Federal
Reserve was working on several measures to be announced the week-
end of March 14. Of particular interest to me was the plan for a large
increase in purchases of Fannie and Freddie MBS. Federal Reserve pur-
chases began on March 16 with about $5 billion in daily purchases. This
quickly ramped up to over $40 billion in daily purchases by March 27.
By the end of April, daily Federal Reserve purchases of agency MBS
were back to about $5 billion.*

I had mixed feelings at best about the Federal Reserve’s plan,
especially the size of it. I was all for increasing liquidity. But given the
proposed amount of the purchase, I was also concerned that it could
result in a substantial move in the price of both MBS and mortgage ser-
vicing rights (MSRs). My aim was price stability in that market. That
meant avoiding not only significant price declines but also significant
price increases.

As a general matter, it is one thing for the Federal Reserve to pro-
vide short-term general liquidity to the financial markets during times
of stress. It is quite another to allocate credit on a large scale to a select
segment of the economy, in this case the mortgage market. The outsize
purchases of MBS would contribute to record levels of housing price
inflation, while also drawing capital from more productive segments of
the economy. The Federal Reserve was engineering another cycle of
crazed bidding wars in the housing market. Perhaps worse, its interven-
tions greatly reduced the likelihood of real structural reform occurring
in our mortgage finance system. Why fix a deeply broken system when
it could just be papered over repeatedly?

To understand why I felt the Federal Reserve needed to be surgical
in its move requires us to revisit mortgage market changes that have

occurred since 2008.

Since the mortgage market was at the center of the 2008 crisis, you
might think that Washington had helped stabilize it in the decade since.
Unfortunately, you would be wrong. If anything, Washington had made

our mortgage market more fragile.
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To a great extent, although not exclusively, the 2008 crisis was driven
by mortgage credit risk. In plain English, credit risk is the possibility of
loss if the borrower does not repay the mortgage. Subprime mortgages,
for instance, generally have higher credit risk because the borrower has
demonstrated a higher risk of not paying. This is not a moral judgment.
There can be many reasons for not paying one’s mortgage, some within
one’s control and some not.

The big difference between 2008 and 2020 in terms of the mortgage
market was the role of interest rate risk. Assets with a long life, or dura-
tion, such as mortgages, see wide swings in their value when there are big
changes in interest rates. This occurs because those assets must compete
with newly issued assets that reflect the changed interest rate environment.

Say you hold a 10-year bond that pays 3 percent. If rates go up to
5 percent, the value of that bond declines. The decline must be sufticient
that investors buying your 3 percent bond would see the same return as
if they had purchased a new 5 percent bond.

Mortgages, however, are more complicated than bonds, since in the
United States most of them are prepayable—that is, the borrower can
pay off the mortgage at any time with little or no penalty. So, whereas
a bond’s value would increase with declines in interest rates, a mortgage
might not. If you, as an investor, own a mortgage at 5 percent and mort-
gages rates decline to 3 percent, there is a good chance the borrower will
refinance. Yes, you get your money back, but now you can get only a
3 percent return rather than 5 percent. Since market participants expect
this outcome, sharp declines in mortgages rates can quickly show up in
mortgage values.

To be clear, both credit and interest risk played roles in 2008 and
2020. To some degree, Bear Stearns was sunk because it did not man-
age its interest rate risk. At the time of Bear’s failure, its funding costs
exceeded what it was earning on its assets. But yes, credit risk was the
more important of the two in 2008. In early 2020, the consensus view
was that job losses related to the pandemic would result in a lot of
borrowers not paying their mortgages. This increased risk was reflected
in the declining value of mortgages. And, of course, what happens to the

value of mortgages also happens to the value of MBS.
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What made March 2020 uniquely stressful for the mortgage market
is that changes since 2008 have resulted in a system that is more vulner-
able to swings in interest rates. The primary cause is the greater degree
to which MSRs have been traded and invested in separately from the
actual mortgage.

MSRss are inherently more sensitive to interest rate swings than are
the underlying mortgages. The price of a mortgage, or amortgage-backed
security, is driven by both credit and interest rate risks. The values of
MSRs, however, are influenced mainly by the continued probability of
receiving interest payments on the loan.

Researchers at the Urban Institute have estimated that between 2011
and 2015, the value of Fannie Mae MSRs was six times as volatile as the
value of Fannie Mae MBS.” In certain periods, such as September 2011
and September 2012, estimated prices swung some 20 percentage points
over just a few days. Such swings are massive and can be profoundly

disruptive.

Since the Great Recession, a new player had come to critical impor-
tance in the U.S. mortgage market. Or, more accurately, an old player
took on a new, larger role. This player was the real estate investment
trust (REIT).

The modern REIT is basically a creation of our tax code.® Yes,
REITs have been around in one form or another for decades—for
instance, they played a minor role in the Great Depression of the 1930s.
Because of a 1935 Supreme Court decision subjecting REITs to corpo-
rate taxation,’ they fell out of favor until Congress created a special tax
regime for REITs in 1960.

The important things to remember about REITs are that they have
to invest most of their assets in real estate and they have to pay out most
of their income as dividends to their shareholders. These obligations
leave them both vulnerable to changes in the real estate markets and
unable to build up significant capital in the form of retained earnings.

A subset of REITs is called mortgage REITs (mR EITs). This subset

derives income from the origination and purchasing of mortgages as
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well as from the purchasing and holding of MBS, MSRs, and mortgage
credit risk transfers (CRTs). From 2009 to 2019, mR EITs grew from
$168 billion in assets to about $700 billion.

Friday the 13th of March 2020 did feel a little unlucky. In conversa-
tions with both my fellow financial regulators and market participants,
there was a strong sense that something needed to be done before the
markets opened on Monday. The Dow had dropped almost 22 percent
between March 4 and 12. The Chicago Board Options Exchange
(CBOE) Volatility Index (VIX), a widely followed measure of mar-
ket instability, had been shooting straight up since Valentine’s Day. On
March 13, it reached levels of volatility not seen since October 2008.

Prime money market mutual funds were witnessing significant
withdrawals. Over the course of March, investors would pull out over
$120 billion, more than a tenth of net assets, from the prime funds.
Most of this drain, almost $90 billion, would occur in the third week
of March. Mutual funds would not be the only source of stress in our
capital markets.

Heading into the weekend, it was clear that REITs were under
stress. One of the leading mR EITs, TPG RE Finance Trust, experi-
enced almost a 30 percent decline in value in little more than the week
before March 13. Trading volumes had increased almost 400 percent
on TPG’s REIT. Investors were running for the doors. They were not
alone—similar declines were witnessed with other mREITs, such as
Invesco Mortgage Capital and AG Mortgage Investment Trust.

In many ways, it was a repeat of Bear Stearns—the age-old temptation
to fund long and borrow short. The business model of these mR EITs was
to hold long-term assets, such as MBS and MSRs, and then to use them,
particularly the MBS, to borrow overnight in the repurchase, or repo,
market. The MBS would be pledged as collateral for the overnight loan.

It is common practice in the overnight lending markets for some
amount of margin to be posted with the lender. The margin requirement
is often a function of the credit strength of the borrower and the value

of the posted collateral. The margin is meant to protect the lender in
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case the borrower defaults and the collateral is insufficient to cover the
loan. As mortgage prepayments increased, driven by declining interest
rates, along with the fear that defaults would rise due to COVID-19 job
losses, the values of MSRs, MBS, and CRTs all declined. Accordingly,
the margins went up on mortgage-related collateral. The problem facing
a handful of mR EITs was that they lacked the cash to cover their margin
calls without selling off assets.

For some, there was little choice but to dump agency MBS in a mad
dash to raise cash. In the first three months of 2020, mR EITs sold off
about $120 billion in agency MBS, representing almost 40 percent of
their agency MBS holdings.®

To support both the mortgage markets and those trading in MBS,
on the evening of Sunday, March 15, the Federal Reserve announced a
package of financial support. In addition to a 100-basis-point reduction
in the target federal funds rate, it also announced a plan to purchase
$500 billion in Treasuries and $200 billion in MBS.

Despite the Federal Reserve’s efforts, on Monday, March 16, the finan-
cial markets took a beating. The Standard and Poor’s 500 (S&P) dropped
12 percent just on that day. This was its largest decline since 1987. Another
equity market circuit breaker was instituted, again bringing trading to a
halt. The VIX spiked to levels that matched the worst of 2008. Even the
REITs we were monitoring at the FHFA dropped like stones. TPG lost
another quarter of its value before the markets closed that Monday. By
Wednesday, March 18, TPG would lose almost three-fourths of its March
4 value. Whatever the Federal Reserve was doing with the MBS market,
it clearly was not keeping the mR EITs afloat.

The week would see the rollout of additional Federal Reserve facil-
ities. On Tuesday, March 17, the Federal Reserve launched facilities for
both primary dealers and the commercial paper markets. The next day,

it rolled out a liquidity facility for money market mutual funds.

In retrospect, Sunday, March 22, marked the height of the
COVID-19 financial stress. Whereas the response to the 2008 crisis was

hatched in conference rooms at the Federal Reserve and the Treasury
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Department, this Sunday would be spent at kitchen tables and living rooms,
jumping from one phone call to another. Where a person had meetings in
2008 stretching into hours, 2020 would be one 10- to 15-minute call after
another. The problems were discussed, solutions debated, and agreements
reached. I do not recall the entire financial response team ever being in the
same room at the same time.

[ had three broad objectives that day: to review what the FHFA had
established to assist homeowners and renters; to provide feedback and
analysis on the drafting of the Coronavirus Aid, Relief, and Economic
Security (CARES) Act; and to ensure that Monday, March 23, would
not be a financial market repeat of Monday, March 16.

The morning began with check-ins with the FHFA staff. Good thing
[ got those out of the way early, as the rest of the day would be rather
spontaneous. Around 2:30 p.m., Treasury secretary Steven Mnuchin
rang. He’d just gotten off the phone with Sen. Mike Crapo, chair of the
Banking Committee.

Senator Crapo was part of the congressional leadership team nego-
tiating the CARES Act. Mnuchin was the primary representative of the
administration. Although the FHFA was an independent agency, Mnuchin
called for my take on the mortgage and housing provisions being discussed
for the CARES Act. What was workable? What should the White House
accept? How was any of it different from what the FHFA was already doing?

Mnuchin also mentioned that he had been on the phone an hour or
so earlier with Federal Reserve Chair Jay Powell. He was seeing what we
were seeing: stress among the mR EITs, particularly those that concentrated
their holdings in Fannie and Freddie securities. Steven was giving me a
heads-up that Jay would be calling me that afternoon to share his concerns.

I had dealt with the Federal Reserve long enough to expect their
“rescue first, ask questions later” approach to financial markets, so I was
not surprised at Jay’s worry about the agency REITs. I had gotten to know
Jay after he had joined the Federal Reserve Board, having been nominated
by President Barack Obama. Janet Yellen, chair of the Federal Reserve
Board, had deputized him to conduct outreach to Republicans on behalf
of the Federal Reserve. Under Yellen, the organization was seen as con-

temptuous toward congressional Republicans. In my experience, that was
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a perception that was accurate and had been earned. While I felt that
Yellen should have conducted her own outreach to Republicans, I was
glad to get to know Jay and share my observations and apprehensions.

These occasional visits continued during my time at the White
House. It did not hurt that Jay was a member of the Metropolitan Club,
which is located a couple blocks north of the White House. In this
period, never did I see him lobby to succeed Yellen, whose term as chair
was coming to an end. In fact, in all my conversations with Jay, from
my time at the Cato Institute to the White House and the FHFA, every
word he uttered about Yellen was friendly and supportive. He was, and
still is, among her staunchest supporters.

I would spend more time with Jay as Yellen’s term was about to close.
While he was eventually nominated to succeed Yellen, he was not initially
among the finalists. At one point, it came down to a competition between
Yellen, Stanford professor John Taylor, and former Federal Reserve Board
governor Kevin Warsh. The Wall Street lobbyists, and to a degree the Trea-
sury Department, were all firmly behind Yellen. She was generally viewed
as someone who would always make sure there was a floor under asset
prices, protecting Wall Street from the downside risk of its leveraged bets.

Wall Street considered Taylor and, to a lesser degree, Warsh, with
some doubts. Would they always make sure the Federal Reserve was
there to bail them out? Of course, Vice President Mike Pence and I
wanted a chair who would resist bailouts. I viewed Yellen as a nonstarter.
Senate Republicans also told the White House that a renomination of
Yellen would not be welcomed. On the Hill, she was generally seen as
having politicized the Federal Reserve to an unprecedented degree, at
least in the modern era. You would have to go back to Arthur Burns to
find a more political chair.

My preference was Taylor, one of the greatest living macroeconomists
and someone who had decades of experience. There are few economists
I respect more. He had pushed back against Wall Street demands for an
Argentine bailout during his service at the Treasury Department. Wall
Street had not forgotten that sin. They would fight any Taylor nomination.

He never expressed it directly, but I felt that Pence preferred Warsh.

I had known Kevin from both his earlier time at the Federal Reserve and
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his service in the Bush White House. I felt he would be a great choice,
but I placed more weight on Taylor’s experience and stature.

We also felt it was critical that whoever was Federal Reserve chair
understand the nature of our economic policies, especially tax reform.
The Tax Cut and Jobs Act of 2017 was structured to increase business
investment and work incentives, ultimately with the intent to increase
productivity, which would have a deflationary impact. Some of us at the
White House worried that Yellen, stuck in a Phillips curve—Keynesian
worldview, would see the 2017 tax reforms as inflationary. Both Taylor
and Warsh displayed a clear grasp of what we were trying to achieve
with tax and regulatory reform. Both expressed an understanding that
our efforts would not be inflationary, as I believe the evidence of low
inflation during the Trump years has borne out. The inflation surge that
started in 2021 was the result of monetary and fiscal policies that started
in 2020, not with the tax reforms of 2017.

Ultimately, none of that would matter. Once the Wall Street lobbyists
gleaned that Yellen’s star was setting, they scrambled for an alternative to
Taylor and Warsh. That alternative turned out to be Jay Powell.

There had even been a brief discussion among some senior White
House staft about approaching Harvard economics professor Jeremy
Stein, who had served in the Obama White House. While I had a lot of
respect for Stein and thought he would do an admirable job at the Fed-
eral Reserve, there was no way he would survive vetting by the White
House’s political process. To the best of my knowledge, no one reached
out to him as the internal concerns about Powell faded.

I liked and respected Jay. The vice president felt the same. We saw Jay
as a reasonable compromise. It might be fair to say he was not anyone’s
first choice at the White House, but he was widely liked and accept-
able to everyone involved—most importantly the president, who would

make the final decision.

As I was only about two weeks into working from home, I was still
managing calls and emails from my kitchen table. Unfortunately, that

meant bad posture and uncomfortable seating. On top of everything
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else, my back started to bother me because of the lack of a supportive
chair. It would be another week before I’d arrange a more comfortable
chair and finally accept that working from home would last a while. Not
yet having heard from Powell, I thought I would take the next couple of
calls from my bathtub.

In the middle of a call with John Roscoe, Powell rang on the other
line. It must have been around 4:30 p.m. Jay didn’t waste any time.
He was concerned about the state of mREITs. More importantly, he
requested that I leverage Fannie and Freddie to help.

In addition to our calls with market participants, I exchanged mar-
ket intelligence with Securities and Exchange Commission (SEC) chair
Jay Clayton on the afternoon of Saturday, March 21. One of the issues
we discussed was the health of mREITs. Clayton’s extensive financial
market contacts were invaluable. He had been in the very center of the
2008 response. He also seemed to know everyone on Wall Street. Most
importantly, I trusted him. We had worked on several issues togeth-
er, particularly on reform of our mortgage finance system, hoping to
improve the disclosure requirements for private-label mortgage securi-
ties. We both wanted to see private-label mortgage securitization play a
greater role. Clayton was also seeing tension among the mR EITs. Now
if I could only keep the two Jays straight.

Historically, the Federal Reserve has conducted its purchases of
agency MBS in the “to be announced” (TBA) market. The TBA is
essentially a forward market, with settlement occurring once a month
on a set schedule for each class of agency MBS. Because the Federal
Reserve wanted to move quickly, it could not wait for these settlement
dates. Instead, it started to purchase agency MBS directly from primary
dealers, the 24 large banks that are the usual conduit for open-market
operations. These are companies such as Goldman Sachs, Morgan Stan-
ley, Wells Fargo, and Citibank.

The problem was that mR EITs were not among the primary deal-
ers. The Federal Reserve had no direct relationship with the mR EITs.
Although most of them were engaged in repo transactions with the pri-
mary dealers, the Federal Reserve wanted to avoid another Bear Stearns

situation. Recall that the federal assistance to Bear Stearns in 2008 was
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routed through JPMorgan Chase, as the Federal Reserve did not have a
direct relationship with Bear Stearns.

However, Fannie and Freddie did have a relationship with many
of the mR EITs. The mR EITs not only invested in Fannie and Freddie
securities, but also often originated mortgages for the companies. Some
were also counterparties to Fannie and Freddie on their CRTs. Finally,
any assistance to the REITs would be secured with Fannie and Freddie
securities.

Jay Powell’s question to me was, would we allow Fannie and Freddie
to provide overnight secured funding to help the mR EITs, if only to allow
them to meet margin calls that week? While I felt that the financial sys-
tem would survive the failure of a few mR EITs, Jay was clearly troubled.
I made no firm commitment but indicated that we would see what we
could get set up, implying that we should organize something that would
be operational before the financial markets opened the next morning.

Over the next few hours, we worked with Fannie and Freddie to
establish a lending facility. It was broadly structured, but we knew that
only mR EITs would truly be interested. Fannie and Freddie would pro-
vide overnight financing, collateralized by agency MBS. As the business
model of mREITs was essentially overnight financing of their agency
MBS book, we would be stepping into the shoes of the investment banks
that normally provide such financing. We were very conscious that such a
move would be as much a rescue of the investment banks as it would be of
the mR EITs, since having Fannie and Freddie provide financing would
allow the investment banks to reduce their exposure to the mR EITs.

[ agreed to provide the assistance, but I had no intention of providing
it on overly generous terms. The lending would be provided at a pen-
alty rate-not enough to sink anyone, but also unattractive enough that
it would not be anyone’s first choice. We expected market participants
to look to each other first and come to us only out of genuine necessity.

Just after 7 p.m., Mnuchin called again to compare notes. I shared the
details of my understanding with Powell. As Mnuchin had just talked to
Powell, he was mostly up to speed. By that point in the evening, we had
worked out the most important details, which I also shared with Steven.

Soon we were both on to our next call.
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I could say that Sunday, March 22, felt like a marathon, but it really
felt like a repeated series of sprints. I lost track of the number of calls, but
they rarely lasted more than 15 minutes each.

By 11 p.m., the pieces were in place. Monday morning would start
with an offer from Fannie and Freddie to provide overnight financing
of agency MBS. Even with everything in place, it was still hard to shake
the unease. Oddly enough, I was fairly calm about it all. But everyone
else in government was worried that Monday, March 23, would be a
repeat of the previous Monday, something few had the stomach for.

For a few moments, it made me glad we were all working at a
distance. I recall the panic that developed in 2001 when anthrax was
found in the Senate office buildings, not to mention the feeling on
9/11 when we were told that a plane was headed in the direction of
the Capitol. I believe many of the decisions during the 2008 financial
crisis were impelled by a similar group psychology. Physical separation
in the evolving pandemic allowed some measure of insulation from

groupthink.

If only the same urgency could have been mustered in the years
leading up to 2020. The financial strain among mR EITs and other non-
bank mortgage lenders did not come as a surprise. In fact, as early as
2013, the Financial Stability Oversight Council (FSOC) recognized
this potential: “A shock to agency REITs could induce repo lenders to
raise margins or pull back funding, which in turn could compel agency
REITs to sell into a declining market, potentially impacting MBS valu-
ations significantly.”’

Goinginto 2020, the FSOC, of which I was amember, also recognized
these risks. As the 2019 FSOC annual report, released in December 2019,
noted, “Nonbanks also have relatively few resources to absorb adverse
economic shocks. Their largest assets, mortgages held for investment or
sale and mortgage servicing rights (MSRys), are often pledged as collateral
or partially monetized for upfront cash. The value of MSRs can move
dramatically with changes in interest rates, and MSRs can be particularly

illiquid and difficult to price when default rates are high or uncertain.”"
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The annual report specifically called out potential problems among
agency mR EITs, warnings that turned out to be all too accurate, not-
ing that “use of repos makes agency REITs particularly vulnerable to
disruptions in the repo market, which could pose a risk to refinancing
activities.”!! That, of course, is exactly what happened.

This may be the FSOC’s real strength, pointing out problems in our
financial system for which none of its members bear any authority or respon-
sibility. There were no federal regulators for REITS or other nonbanks.
The FHFA certainly did not have any authority in the area. We did not
even have the power to inspect the nonbanks that did business with Fannie
and Freddie. And of course, we did not have a statutory mandate to protect
the nonbanks. What we did have a mandate to do was protect Fannie and
Freddie from any problems that could arise among the nonbanks.

Until about 2019, the FSOC had mainly ignored the risks at Fannie and
Freddie as well. Sadly, that is par for the course. The FSOC tries to work by
consensus. No member really wants to see their agency, and hence them-
selves, criticized. I, however, inherited a mess with Fannie and Freddie.
It would strain credibility to argue otherwise. With the continued risk
regarding nonbank mortgage lenders, servicers, and investors identified,

our mission at the FHFA would be to better protect Fannie and Freddie.

On March 26, 2020, just after 2:30 p.m., the FSOC met by con-
ference call to review the last few weeks of distress and discuss the
path forward. Just three days earlier, the Federal Reserve had announced
that it would purchase agency MBS “in the amounts needed”—that is,
without limit. After a brief discussion by members on the overall state
of financial markets, the council turned to an in-depth discussion of
nonbank mortgage servicers and originators. The general feeling among
the council was that the worst of the market distress was behind us. The
Federal Reserve had once again come riding to the rescue. Our atten-
tion would turn to those outside its safety net.

Kevin Silva, at the FHFA, would provide the group with an overview
of the FHFA’s data and analysis on nonbank servicers. I had come to appre-
ciate Kevin’s work. Before his long service at the FHFA, he had worked
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at the SEC and brought much-needed capital markets experience to the
FHFA. I felt strongly that the FHFA had to present its best to our fellow
financial regulators and was happy to see Kevin provide the FSOC with
a data-rich picture of nonbank servicers. Karen Pence, from the Federal
Reserve, who obviously shares a name with our then—second lady, offered
additional analysis. Karen served as the point person on these issues. I
had learned a lot from reading her work over the years, as she remains
one of the most insightful economists on mortgage finance issues. I could
sense even then from Karen’s words that the Federal Reserve would pre-
fer to provide nonbank mortgage lenders with more support. She had
coauthored an important paper on the topic in 2018.'2 Her analysis would
certainly carry weight with me and others on the council.

Stephen Ledbetter, the FSOC’s executive director at Treasury, shared
with the council several options for addressing stress among nonbanks.
While Ledbetter did not directly advocate for a nonbank rescue, he came
pretty close. Sensing the division on the council and the possibility of his
own staff getting too far in front of him, Mnuchin announced the cre-
ation of a task force on nonbank mortgage liquidity, which would meet
the next week. Whatever the fate of nonbank mortgage lenders would
be, it would not be decided in March.

The meeting did have its lighter moments. Mnuchin had a little fun
contrasting for the group my long-held free-market views with all the
assistance the FHFA had provided homeowners and renters over the pre-
vious weeks. I did not consider forbearance at all inconsistent with my
principles, but since this was Mnuchin’s way of complimenting me, I hap-
pily indulged the point. The closed executive session concluded about a
quarter after three. We then called back in for a public open session. The
objective was chiefly to give the public a statement on what the various

council members had done to respond to March’s financial market distress.

A contributor to the March 2020 tension 1s the underlying structure of
how mortgage-backed securities are traded. Investors do not simply go to
Fannie or Freddie and buy mortgage-backed securities, foremost because

the companies usually create MBS via a swap transaction with mortgage
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originators. A lender, whether Wells Fargo or a nonbank like PennyMac,
brings mortgages to Fannie or Freddie. The mortgages are pooled into
an MBS, Fannie or Freddie guarantees the MBS, and the MBS is then
swapped back to the original lender. In effect, the lender is getting back
the same mortgages it originated with a GSE guarantee behind the pool.
Most lenders, especially the nonbank lenders, subsequently sell that MBS
to a dealer who specializes in buying and selling MBS.

These dealers, often called primary dealers, sell the MBS to inves-
tors, such as asset managers like PIMCO or BlackRock; sell the MBS
to other dealers; or hold the MBS in inventory until an ultimate inves-
tor is found. Normally the primary dealers hold around $30 billion to
$40 billion in agency MBS pass-through inventory.”” These dealers
entered 2020 with closer to $50 billion in inventory, but as the initial
flight to quality took hold in January 2020, dealer inventories dropped
by almost half. As noted above, the markets would not continue to view
MBS as risk-free. Over the course of February 2020, dealer inventories
doubled, entering March with over $50 billion held. In just two weeks,
by March 18, 2020, those inventories would surge to $80 billion.

MBS dealers were now coming under pressure. They had to hold
capital against their growing positions—capital they did not have. As one
bond trader put it, “we can’t bid on anything that adds to the balance
sheet right now.”™ Buyer interest was disappearing, at least until the
Federal Reserve swung into action. It did not help that one of the largest
dealers in agency MBS, Wells Fargo, was under a regulatory asset cap,
which limited its ability to provide liquidity to the MBS market.

The primary dealers who intermediate the MBS market also inter-
mediate the Treasury market. To some degree, the ability of dealers
to hold MBS inventory has been limited by the massive expansion of
outstanding Treasury debt, some of which has ended up on dealer bal-
ance sheets. This is a direct example of our federal government’s fiscal
imbalance undermining financial stability. Post-2008 reforms, such as
the Liquidity Coverage Ratio, encouraged banks to hold more Trea-
suries and MBS. Such holdings left dealers closer to their internal risk
concentration limits when COVID-19 struck, reducing their ability to

serve as MBS market makers.
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The primary dealer market for MBS is also highly concentrated,
with the 10 biggest dealers handling almost 90 percent of the trading
volume."”” While highly regulated, these institutions also tended to be
highly leveraged. Difticulties among just a few of these could result in
major disruptions to the MBS market and accordingly to the mortgage
market itself. Instead of a robust, efficient mortgage finance system, we

have one characterized by a handful of fragile chokepoints.

Financial crises are rarely caused by securities or lending that we
know to be riskier ex ante. For instance, credit card and small business
lending have long been known to display high losses relative to those of
other types of lending, yet I can think of no financial crisis that resulted
from either. It is the stuft we believe to be safe but that turns out not to be
that causes crises.'® Academics and some regulators refer to certain assets
as “risk-free” or “safe.” Of course, we know that nothing is risk-free.
Financial institutions have even failed from losses on U.S. Treasuries.

Financial market participants and some regulators have treated
agency MBS as risk-free.!” Some have referred to supposed government
guarantees behind Fannie and Freddie, which of course do not exist in
statute. Bank regulators have allowed banks to hold little capital against
agency MBS and have in some circumstances even encouraged banks to
hold more agency MBS. These actions have reduced the soundness of
our financial system, leaving us more vulnerable to crises, such as those
experienced in 2008 and 2020.

Bank regulators were not the only source of regulatory distortions
in the mortgage market. The SEC, in its efforts to reform money market
mutual funds, inadvertently created a massive incentive for those funds
to shift their assets toward the debt of the FHLB system."® The SEC’s
efforts have also greatly reduced market discipline around the FHLBs."
Given the exposure of the system to the volatile mortgage and housing
markets, the treatment of system debt as a safe asset poses significant
financial stability risks.?’

My concern regarding these weaknesses led me to push for an inter-

agency working group on mortgage finance in 2019, a few months into
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my tenure. This was not a problem I could fix on my own. Progress
could be made only with the efforts of the Federal Reserve and the SEC.
Fortunately, both Jay Clayton and Federal Reserve vice chair for super-
vision Randall Quarles pledged to support the effort. Unfortunately, we
were not able to make progress on these efforts when COVID-19 hit.

The financial market disruptions of March 2020 were in direct
response to the uncertainties arising from COVID-19. The inability of
our financial markets to weather that response without a massive injec-
tion of support from the Federal Reserve, however, was a direct result of
the policy response to 2008. The failures and conservatorships of Fannie
Mae and Freddie Mac limited their ability to serve as dealers or market
makersin the MBS market. Capital and liquidity regulations implemented
in response to 2008 limited the ability of Wall Street broker-dealers to
fully respond to the market pressures on MBS. The massive growth of
nonbanks, particularly mR EITs, that resulted from the 2008 response
has created an entire mortgage origination, servicing, and investment
infrastructure built on sand. Some may see the Federal Reserve, or the
federal government writ large, as the hero here, but the fact remains
that the Federal Reserve has become the buyer-, dealer-, and lender-of-
last-resort in the mortgage market because policymakers, in response to
2008, hobbled the ability of the rest of the market to eftectively respond.

As the Financial Stability Board has so correctly observed, “the
exceptional measures taken . . . were not aimed at addressing the under-
lying vulnerabilities that amplified the stress. The financial system
remains vulnerable . . . as the underlying structures and mechanisms
that gave rise to the turmoil are still in place.”*' To translate, buckle up:

we still have some mortgage market bailouts in our future.
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Chapter 4
A Renter Recession

April 27, 2020. I'm working from my kitchen table, going over my
remarks for an afternoon call with housing advocates organized by the
National Low Income Housing Coalition (NLTHC). The external affairs
coordinator of the Federal Housing Finance Agency (FHFA), Danielle
Walton, gives me a rundown of who will be on the call.

Reaching distressed renters was a unique challenge. For mortgages
guaranteed by Fannie Mae or Freddie Mac, we knew who those families
were; in conjunction with mortgage servicers, the enterprises had a con-
tractual relationship with borrowers. We had no such relationship with
renters. The mortgage contract was with the property owner. We had no
information for the renters.

Fannie and Freddie operate in the secondary mortgage market. They
are not consumer-facing companies. Neither they nor the FHFA had in
place a mechanism to directly reach borrowers or renters.

I had also learned during the 2008 crisis that borrowers and renters
do not always want to engage with their lenders or landlords. Sometimes
they are overwhelmed with their situation. Some choose to ignore it.
Others prefer to work with a trusted third party in their community,
such as a nonprofit or their place of worship.

If we could not reach renters directly, maybe we could reach those

who could. The NLIHC is an umbrella organization—an organization
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of organizations—with many members and affiliates working at the
local level. If we could get our message to these local organizations,

hopetully they could get the message to families in need.

Recessions usually hit renters harder than homeowners. That is not
too surprising, as renters are, on average, much younger and poorer and
are less attached to the labor market than homeowners. Renters also tend
to work in segments of the economy that are discretionary. For instance,
even in non-pandemic times, going out to eat at a restaurant is a discre-
tionary choice.

Job losses in March and April 2020 were disproportionately con-
centrated in industries whose workers were more likely to be renters
than homeowners. In March 2020, just over 32 percent of workers were
renters. Among employees at bars and restaurants, however, the propor-
tion of renters was close to half: 48 percent for restaurants and 56 percent
for bars. Nursing and residential care facility workers are also much more
likely to be renters than the overall workforce is. Retail establishments,
too, such as clothing stores, have workers that are more likely to be
renters than most other professions do.

By some estimates, about half of renters suffered a drop in pay early
in the pandemic.! While many of them were back at work by July 2020,
we still needed a financial bridge of a few months. Unfortunately, many
renters would experience joblessness well into 2021. Renter and landlord
surveys suggest that between 10 and 20 percent of renters were paying
late by the end of 2020, about twice the typical rate of delinquency.

Renters, just like homeowners, rely on unemployment insurance
(UI) to cover necessities such as shelter costs when they lose their jobs.
Even in the best of times, however, the state-based unemployment sys-
tems are slow to process claims. Researchers have estimated that only
about 6 percent of the unemployed in March 2020 were receiving
UI payments. While that number jumped to just over 50 percent in
April 2020, it took until May 2020 for 85 percent of the unemployed to
be receiving payments.” Even a couple of months of rent or mortgage

flexibility could make all the difference until UI payments kicked in.



UNCORRECTED PROOFS

48 SHELTER FROM THE STORM

One reason for the delay was the outdated nature of many state Ul
systems. Perhaps the most infamous example was the request by the state
of New Jersey for COBOL programmers.” It so happened that New
Jersey’s Ul system runs on a 40-year-old mainframe. While the remote
work status of state employees likely added to the delay in processing Ul
claims, these systems have been plagued by various problems for decades.
It is truly a tragedy that policymakers, at both the federal and the state
levels, are not prioritizing an overhaul of the UI system.

A majority of African American households are renters. For that
reason alone, the economic impact of COVID-19 would fall heavily
on minority communities. We were still a month away from the death
of George Floyd, which would bring criminal justice and racial justice
issues to the top of the national agenda. From the very beginning of the
pandemic, I would check Washington’s COVID-19 numbers daily. As
a resident of Ward 2, I could not fail to notice that parts of the city—
such as Wards 6 and 8, with their concentrations of African American
seniors—were getting hit particularly hard. While I am concerned
about the recent tendency in public policy to view everything through a
racial lens, COVID-19 was a stark reminder that where you live greatly
determines the quality of health care, education, and public safety you
receive. That is one reason I have long been a big advocate of both edu-
cational and housing choice. After all, it is poorer and minority families
that suffer most from dysfunctional, inefficient, and sometimes corrupt
local governments. So, while minority borrowers would benefit from
mortgage forbearance, without a rental response minority families faced
a greater chance of falling through the cracks.

[ felt strongly that we could not repeat one of the worst injustices of’
the 2008 response—namely, focusing most of the federal assistance on
the households that needed it the least while ignoring those who needed
it the most. The typical response in Washington is to shower benefits
on the college-educated upper and upper-middle classes. Witness the
regular calls for student debt relief or federal tax offsets for state and
local taxes (SALT). I had not forgotten that in the process of creating the
FHFA, the provisions for which many members of Congress fought the

hardest were the expansion of Fannie and Freddie mortgage purchases
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to higher-income households. There was literally nothing in the negoti-
ations that Rep. Barney Frank and House Speaker Nancy Pelosi wanted
more than to have greater mortgage subsidies for the upper class.
Mortgage refinance programs also were established for those who
were current on their mortgage and not experiencing any trouble pay-
ing, while borrowers who had lost their jobs and did have trouble paying
were pushed into complex programs, often with no end in sight. Reverse

triage. This time we would focus our efforts on those most in need.

[ was probably a bit of an odd fit for the NLIHC’s weekly COVID-19
call. In addition to me, the callers would hear from former Obama
Department of Housing and Urban Development (HUD) secretary
Julian Castro and Democratic attorneys general from Minnesota and the
District of Columbia. The intent was not to be partisan; it was more the
result of existing relationships than anything else.

Despite the fact that the NLIHC is a left-leaning organization, I had
developed a good working relationship with them over my 20-some
years in Washington. I had even coauthored an op-ed with their head,
Diane Yentel, just before I joined the White House in 2017.

One of the first people 1 got to know in Washington housing policy
circles was the NLIHC’s founder, Cushing Dolbeare. By the time she passed
away in 2005 at age 78, Cushing was widely recognized as “the dean of
housing advocates,” as the New York Times called her.* Perhaps befitting the
daughter of management consultants, Cushing was a data person, regaling
us younger analysts with stories of the days of punch cards and magnetic
tapes. In addition to being a vocal advocate, Cushing was also a Quaker to
the core, practicing an art of persuasion and consensus building long lost in
Washington. Her data-driven, consensus-building focus on the truly needy
has been a constant influence on my own approach to public policy.

Diane Yentel does an admirable job carrying on that mission. While
other voices would urge the FHFA to keep the refinance market for
wealthier homeowners going, Diane would regularly remind us of the
needs of low-income renters. In Washington, the squeaky wheel gets the

grease. Had it not been for Diane’s efforts, I suspect our attentions would
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have been further diverted to the needs of Wall Street rather than Main
Street or, more importantly, renters in need of help.

Despite that shared focus, I suspect there were plenty of times
that left Diane and other advocates frustrated with our unwillingness
to get creative with our authority. I have long criticized government
agencies for going beyond their legal authorities, as I believe such
actions are a direct assault on the democratic legitimacy of our gov-
ernment. [ had not been elected, but rather, as they say, selected.
[ do appreciate that Diane and most housing advocates understood
our situation. Indeed, I found it somewhat refreshing how often the
fact that we had legal limits within which to operate was accepted
and respected. All that said, we were more than willing to use the

authority we did have.

The FHFA had both the 2008 experience and the response to nat-
ural disasters, such as hurricanes, on which to model our homeowner
response. We did not have that experience for apartment buildings. We
would need to create a renter response from the ground up.

The single-family rental piece would be an extension of our
single-family homeowner forbearance program. In fact, there was no
difference in treatment between single-family homes occupied by own-
ers or renters. The two would have the same options.

A similar framework was created for the apartment market, with the
added requirement that in exchange for forbearance, apartment own-
ers would agree not to evict any tenants for not being able to pay rent
during the forbearance period. One could still evict for other reasons,
such as destruction of property or being a nuisance. And the landlord
would have every right to expect any back rent missed to be repaid.
How to help landlords stay afloat while not being paid rent was outside
our powers at the FHFA; that issue would have to wait for Congress.

Getting the message out to homeowners and letting them know
where to go were relatively easy. Many of the largest mortgage lenders
added user-friendly interfaces on their websites and phone applications. As

a regular user of my Wells Fargo app, I noticed early in the pandemic that
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the bank had created a generally consumer-friendly and visible process for
requesting COVID-19 forbearance.

Renters, however, almost never know if their landlord even has a
mortgage, much less who owns or services that mortgage. We did not
know who the renters were, and they did not know who we were. This
inability to directly reach renters was a challenge.

If we could not target outreach to individual renters, maybe we
could help renters target the enterprises. One solution we stumbled on
was the creation of an online lookup tool. Renters would be directed to
a Fannie or Freddie website, enter their address, and learn whether one
of the enterprises guaranteed the mortgage on their property.’

The lookup tools were not without their problems and limitations.
Foremost, the FHFA lacked the ability to create a combined Fannie and
Freddie database in a timely manner. We had only recently established a
multifamily analytics group at the FHFA and were still staffing up. We
had a great leader, Siobhan Kelly, but her team was significantly under-
resourced. Renters would have to go to both the Fannie and the Freddie
websites to check on the eligibility of their properties.

Not surprisingly, both Fannie and Freddie were initially hostile to
having publicly available lookup tools. It is not that they did not want
to help renters; I believe they did. Both were fearful that if competi-
tors in the apartment lending space could figure out which properties
had Fannie- or Freddie-owned mortgages, then those competitors could
pitch the landlords on a new mortgage or change their business strategy
to better compete with Fannie and Freddie. This is, of course, the pri-
mary flaw in the Fannie and Freddie model: they were chartered to be
backstops to the mortgage market, but both obsess about their market
share. If someone else can come along and provide a better loan for the
property, that is a great thing for the public, just not for Fannie and
Freddie executives, who believe that their career advancement and com-
pensation depend on cranking out high mortgage volumes. Fortunately,
a little shaming and invoking of the public good brought the companies’
executives around.

Perhaps more frustrating was that it took some time to improve the

matching algorithms. If the renter entered “Main Street” and the actual
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address was “Main Avenue,” they would likely not get a match. We never
achieved perfection, as the initial lookup tools appeared to generate a lot
of false negatives, but we continued to make progress. Something that is

80 percent workable is better than not trying at all.

COVID-19% stress on renters was also not just an abstraction to me.
I think of myself as an “accidental landlord,” in that I owned a rental
property, which had been my first home. My plan had always been to
sell into a strong market, which I finally did in spring 2022. Like so
many renters, one of my tenants suffered a job loss due to COVID-19.
Ultimately, that tenant decided to move out, given the uncertainty of
their job prospects. Moving out did not cure the problem of late rent
payment. Over the course of 2020-2021, I lost about 50 percent of my
rental income. Fortunately for me, being a landlord was not my primary
source of income. I could absorb that loss and did so.

Many landlords depend on the rent being paid to make their own
expenses, such as providing for their retirement income. Unlike most
homeowners, who have equity and an incentive to repay any arrears,
after a few months of missed payments, renters have a strong incentive to
just leave and stick the landlord with the outstanding rent. Yes, a land-
lord could sue, but that could easily end up costing more in time and
effort than one would recover in rent. COVID-19 and the associated
policy response were a hard blow to small landlords.

The topic of renting often recalls visions of apartment living.® But
a significant portion of renters—about a third—live not in apartments
but in single-family homes. While corporate ownership of single-family
rentals has gotten some public (including congressional) attention, the
fact 1s that over 70 percent of single-family rentals are owned by indi-
vidual investors.” Even the vast majority (almost 75 percent) of smaller
multiunit rental properties, those with two to four rental units, are
owned by individual investors. A third of rental properties with 5 to
24 units are also owned by individuals.

The FHFA’s ability to reach renters was also limited by the sur-

prisingly large number of rental units without a mortgage, as our only
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leverage (no pun intended) was via the mortgage. Almost 60 percent of
single-family rentals were owned free and clear—that is, without any
loan. Even about 40 percent of smaller multiunit rental properties are
owned outright. Overall, about 40 percent of the rental units in the
United States are free of mortgages, making it impossible for the FHFA
to assist those landlords or their tenants.

Our reach was even more limited than that. Rental units without
a mortgage were likely to be older and to have more affordable market
rents. Those are the very units likely to be occupied by workers experi-
encing a decline in earnings or job loss.

Of course, not having a mortgage reduces a landlord’s costs, enabling
the landlord to better absorb lost rental income. That was certainly my
case. I did not like losing the rental income, but it was bearable since I
owned my rental property mortgage-free. That said, I, as well as other
landlords, still had to pay property taxes and other expenses.

Rental properties with mortgages, especially those guaranteed by
Fannie or Freddie, were likely to be larger, newer properties. Many of
these owners would rather take the hit of a few units not paying than
risk open forbearance for all their tenants. Forbearance was an automatic
option for homeowners, but landlords could choose not to offer for-
bearance to renters. Of course, the various eviction moratoriums, both
federal and local, might change a landlord’s calculus.

These larger properties were also more likely to have tenants already
receiving government rental assistance, such as Section 8. For instance,
renters living in properties with at least 150 units were six times as likely
to have a Section 8 voucher as tenants in single-family rental properties.®
These subsidies would continue to be paid regardless of the job market
or the path of the pandemic. Job loss could mean that even Section 8
tenants might have difficulty paying their portion of the rent, but since
the tenant’s portion was based on his or her income, over time the gov-
ernment share would offset that loss.

Within the Fannie and Freddie apartment business, it was the smaller
properties that were more likely to take forbearance. For example,
once the apartment forbearance programs were fully up and running,
by late May 2020, Freddie Mac reported that the typical loan size was
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$6.4 million. The average Freddie Mac apartment mortgage, by compar-
ison, was $12.5 million in 2020. By late May 2020, just over 4 percent of
Freddie Mac apartment mortgages were in forbearance.

Not surprisingly, the performance of student (usually college) hous-
ing and senior housing was slightly worse, approaching 5 percent of
Freddie Mac multifamily loans. One in five Freddie Mac apartment
loans in forbearance in May 2020 was in New York City. Yes, New
York City was the area most affected early in COVID-19, but Freddie
also had a disproportionate presence there. New York landlords have
also been far more likely to participate in federal mortgage programs

than landlords elsewhere.

The process of trying to assist renters via their landlord’s mortgage
was convoluted at best, but those were the only tools we had at the FHFA.
In addition to providing mortgage relief to landlords with Federal Hous-
ing Administration (FHA) loans, Secretary Ben Carson and his team at
HUD also suspended evictions for tenants in public housing and other
HUD-assisted properties. Our combined efforts with HUD—as well as
those with the Department of Agriculture, which administers a large port-
folio of rural housing loans—would never cover even half of the rental
market. Some estimates suggested that the combined FHFA and HUD
efforts were reaching only about a third of renters.” Since I believe our rent-
al markets should be less dependent on government, this is not necessarily a
bad thing. That said, it did limit the reach of any federal solution.

A broader rental solution would have to come from somewhere else.
It is for that reason that discussions turned to an eviction moratorium.
As the FHFA was then an independent regulator, we were not part of the
discussions over whether the Centers for Disease Control and Prevention
(CDC) should or could implement a moratorium on evictions. We were
made aware of the discussions by our contacts in the White House.

I quickly got the sense that the idea for an eviction moratorium
came directly from President Donald Trump. If anything, the CDC
and the White House statf were uncomfortable with that proposal, if

not outright opposed to it. But as I always reminded myself during my
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White House service, the president is the one who got elected, not me.
The role of advisers is to advise. If you do not like it when your advice
is not taken, your option is to accept it or leave.

There is some irony in an eviction moratorium being pushed by Trump,
as he had spent so much of his business career as a landlord, the profession
most adversely impacted by the moratorium. It certainly cuts against the
constant media refrain that he managed the presidency for his own benefit.

I thought it best for the FHFA to remain somewhat distanced from
the issue. It was not a position I wanted to be associated with or forced
into defending. On policy grounds, I am never a fan of rewriting con-
tracts. Not only does that usually end badly, but I also believe it erodes
the critical expectation in our society that promises are meant to be hon-
ored. Besides the fact that the FHFA was then an independent agency;, it
was not our place to opine on White House policies.

Landlords ultimately adjusted their behavior. A direct result of the
moratorium was the offsetting actions of landlords. Higher security
deposits were demanded. Tighter standards for new tenants, such as
higher credit scores, were required. And of course, rents went up. All of
this was predictable.

I have never liked eminent domain. Yes, it’s mentioned in the Con-
stitution. But it is often abused and misused, with its victims being pri-
marily the poor. All that said, the basic principle that if the government
takes property, it should pay for it is a sound one. Temporary taking of a
property via an eviction moratorium should be similarly compensated.
If the government wants tenants to be able to stay rent-free, then the
government should at least cover the rent.

This was somewhat the position taken by many congressional Dem-
ocrats, to their credit. During my regular calls with individual Demo-
crats on both the Senate Banking Committee and the House Financial
Services Committee, I would be asked about the impact of COVID-19
on renters. I would consistently reply that the pandemic was indeed a
renter crisis, far more so than for homeowners. Several congressional
Democrats wanted me to publicly endorse funding for renter relief. I am
flattered that those members believed my voice would have any influ-

ence on the process.
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On two occasions, Democrats in the House of Representatives did
pass legislation providing COVID-19 rental assistance of $100 billion."
This was multiples of what any analyst was projecting as needed and was
viewed more as a “messaging bill” than as a serious piece of legislation. I
have always appreciated the ability of Rep. Al Green, a Democrat from
Texas, one of the sponsors of these bills, to craft a catchy phrase. In this
case, his saying “the rent must be paid, not delayed” failed to move the
Senate.

A somewhat frustrating issue was that as an independent regulator,
the FHFA really was not part of the legislative process. Negotiations
were made between the administration, generally represented by Trea-
sury secretary Steven Mnuchin, and Congress. As I had no veto power
over anything, I believed it best to make no public requests or sugges-
tions and to simply share my observations and data with Congress and
the administration in private.

Despite its public posture, the Trump White House appeared open
to some sort of rental assistance. I never got the impression that they
believed it was necessary, despite the moratorium, but I did get the sense
that rental assistance was not some sort of red line never to be crossed.
Despite the occasional public appearance of hard lines, almost every-
thing in Washington is to some degree negotiable.

The important question was, “How much?”

Democrats were throwing out numbers that seemed wildly exces-
sive, such as the aforementioned $100 billion. Some excess is to be
expected. I have always approached public policy by trying to start with
the “right” number, to the extent that there is one. Standard Washington
practice, however, is to begin with a grossly inflated number, with the
expectation that after endless rounds of negotiation, one ends up near
the right number. I cannot say I relish this standard.

An additional aspect was the degree to which any assistance should
be limited directly to distress from COVID-19. I firmly believe that
a crisis response should deal only with the crisis at hand and not be
cover for addressing issues that predate the crisis. My rationale is that the
normal due diligence process, which is already inadequate, is weakened

during a crisis. The probability of harmful and half-baked ideas getting
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into law increases in a crisis environment. If a proposal is truly thought-
ful and consensus based, it should be able to pass into law under regular
order. Crisis legislation rarely results in good long-term policy.

To better ground the question in data, the White House requested
my participation in a call with the Treasury Department, the National
Economic Council, and the Council of Economic Advisers (CEA). Tyler
Goodspeed, acting CEA chair, offered CEA’s analysis. Tyler’s numbers
were close to mine. It felt as if Mnuchin wanted me on the call mostly
as a reality check on whatever numbers the White House offered. By
this point, I had already become Mnuchin’s go-to for quick housing and
mortgage statistics. It seemed that decades of working with such data was

finally becoming usetul.

I never really understood the administration’s public objections to
rental assistance, when internally there appeared to be some openness
to negotiation. Of course, there is always the unfortunate reality in
Washington that once you agree that something is a problem, you can
lose control of the solution. I agreed that the overall spending levels
in the Coronavirus Aid, Relief, and Economic Security (CARES) Act
and subsequent COVID-19 relief were far beyond what was needed and
would eventually add to inflationary pressures. So, sure, I am strongly
against wasting trillions on issues barely related to the pandemic, such as
the massive bailout of state and local governments. But if you are going
to spend trillions, a few billion for rental assistance seems justifiable,
especially if you are going to impose an eviction moratorium on land-
lords. In the end, Congress did decide to provide emergency rental
assistance. The omnibus appropriations bill that was passed in 2020 allo-
cated $25 billion, later followed by another $21.55 billion in March 2021
under the American Rescue Plan Act.

This $46.55 billion in rental assistance was far beyond any reasonable
measure of need related to the pandemic. Even the liberal-leaning Urban
Institute gauged the need at half that amount. The Urban Institute esti-
mated that almost 80 percent of lost income for renters would be covered

by a combination of Ul and pandemic relief payments. Consistent with
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my own figures at the time, an upper bound of needed rental assistance
was $15 billion. Even $10 billion, had it been means-tested and targeted,
would have largely addressed the need. This is an amount that could

even have been covered by a small fee on Fannie and Freddie activities.

The CARES Act created a moratorium on evictions from proper-
ties receiving some sort of federal subsidy. The moratorium was short-
lived by design, lasting only four months. In addition, the CARES Act
moratorium covered only about a third of renters. There were many
state and local eviction moratoriums as well. In part, the state and local
moratoriums resulted from an initial closing of courtrooms that could
process eviction cases. As the end of the federal moratorium approached
in late July 2020, many advocates warned of an “eviction tsunami.” The
left-leaning Aspen Institute predicted that “30 to 40 million” people
would be at risk of eviction."

Then came August 2020. The federal moratorium lapsed. And yet,
no tsunami ensued. However, the predicted wave of evictions did result
in the Trump administration’s having the CDC impose a federal evic-
tion moratorium on September 4, 2020. When the CDC moratorium
was finally struck down by the Supreme Court because of the CDC’s
lack of legal authority, warnings of an eviction deluge again surfaced but
also again proved false.

Yuliya Panfil, of the left-leaning think tank New America, and
David Spievack, a research and strategy consultant, argue that the dire
warnings “helped our country’s machinery creak into gear, and likely
ended up saving many Americans from eviction.”'? Since federal rental
assistance did not actually reach most renters until much later, that is a
questionable claim. To some extent, the issue is what “at risk” means. For
instance, every single person on Earth is “at risk” from dying should a
meteor hit the planet. Yet that banal observation provides little assistance
in making policy choices.

Some researchers would undoubtedly be led astray by the Census
Bureau’s experimental Pulse Survey.” While it is commendable that

the Census Bureau attempted to provide a real-time measurement
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of COVID-19’s impact, several long-running census surveys, such as
the Current Population Survey, displayed bizarre behavior during
COVID-19. One example was the dramatic shifts in homeownership
reported throughout 2020. Most housing economists take these numbers
with a grain of salt. Having much of the population at home during a pan-
demic clearly changed the characteristics of who responded to govern-
ment surveys. Combine that with the pre-COVID-19 sampling weights
and you get some odd results. With so much uncertainty, advocates and
researchers can perhaps be given some slack here.

The problem is that without a theory, one cannot interpret the data
in a meaningful way. Despite the uncertainty of COVID-19, the FHFA
was able to make surprisingly accurate forecasts of mortgage forbearance.
Similar success was possible for the rental market.

As Salim Furth, at George Mason University’s Mercatus Center,
explained to Reason magazine, “Landlords have an incentive to work out
deals with tenants who have trouble paying their bills. The alternative
is to go through the expense of evicting a tenant only to have a vacancy
that might be hard to fill in tough economic times.”'* Now that is a the-
ory that makes a lot of sense.

Just as the FHFA looked at past recessions, such as 1990-1991, 2001,
and 2007-2009, and used those to model the relationship between the
job market and mortgage delinquency, one could have gone back and
done the same for evictions. As Furth noted in 2020, evictions did not
increase in the Great Recession."” There was little reason to expect 2020
to be worse. In light of the difficulty landlords would have screening and
getting new tenants, the COVID-19 pandemic should have caused fewer
evictions per job lost than in other recessions.

It is hard not to suspect that many simply saw COVID-19 as an
opportunity to argue for rental assistance to help households suffering
from hardships that predated COVID-19. The American Rescue Plan Act
passed in 2021 appears to have little to do with COVID-19 and simply
uses the cover of a crisis to pursue other ends. Obviously, that is not the
first time this has been done, and it almost certainly will not be the last.

The debate over COVID-19 rental assistance touches on a tension

that I have seen repeated in crisis environments: should assistance be
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broad, like UI, or be tied to a specific need, such as housing or food?
Washington tends to take both approaches but rarely in a comprehen-
sive, holistic manner. There has often been an implied assumption, both
in the 2008 mortgage crisis and during COVID-19, that unemployed
households should not be expected to use Ul to cover housing costs,
despite that being one of the core reasons for the provision of UL To
its credit, the Urban Institute, the primary go-to source of housing data
for Democrats in Washington, did include Ul in its analysis. Politicians,

however, tended to ignore that important element of the debate.

Worse than getting the overall number wrong was the way rental
assistance was distributed. Perhaps because of HUD’s long and admit-
tedly checkered history of distributing rental assistance, Congress chose
to have the Treasury Department oversee the program, in partnership
with state housing finance agencies. Not surprisingly, that arrangement
turned out to be a disaster. The choice of Treasury had more to do with
Congressional respect for Mnuchin than with any greater competency at
Treasury in relation to housing programs.

By the end of June 2021, as I was leaving the FHFA, only 14 per-
cent of the original funding had been spent. Even by the end of 2021,
only 44 percent of the overall rental assistance had been spent, almost
two years after the beginning of the pandemic. By this point, the labor
market had largely recovered from COVID-19. To the degree that
rental assistance was needed because of COVID-19, it was needed in
2020, not 2022.

[t was crystal clear from the beginning that the Treasury Department
had neither the expertise nor the interest in creating an effective rental
assistance program. I do not blame Treasury, at least not fully. While
Treasury secretary Janet Yellen showed little commitment to the pro-
gram, preferring to spend her time jetting off to Europe to rub elbows
with foreign finance ministers, Congress is to blame for placing this
responsibility with an agency so clearly missuited for the job. Regardless,
it is critical that if a national rental assistance emergency program is ever

created again, Treasury not be its administrator. If not HUD, perhaps
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the Federal Emergency Management Agency? I accept that none of the

choices are particularly reassuring.

Renters suffer disproportionately in any recession. COVID-19
and the response to it struck particularly hard at those sectors, such as
restaurants and retail, that rely heavily on renters as workers. Given this
uneven impact and the numerous problems in getting Ul out quickly,
we needed a rental component to our housing response. Fannie and
Freddie were an imperfect and narrow lever to aid. But you use the tools
you have, not the ones you wish for. Our response at the FHFA helped
keep about 200,000 rental households in their homes during the worst of
COVID-19. As importantly, we did it cooperatively with the real estate
industry. No one was forced into it. And we managed to mostly cover
its costs via pricing changes imposed elsewhere in the mortgage market.
As we experience recessions in the future with renters again being hit
the hardest, the apartment mortgage forbearance programs established

during my watch can serve as an effective and efficient model.
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Washington CARES

Lockdowns, fear of exposure, and uncertainty surrounding both the
economy and the government’s evolving response resulted in the sharpest
labor market decline in American history, with total nonfarm employ-
ment dropping by 22 million jobs from February to April 2020." In
comparison, just under 9 million jobs were lost in the Great Recession,
and that occurred over two years, from 2008 to 2010, not two months.?

With job loss often comes housing distress. Whether the job market
would recover in three months or three years, we needed to create a
financial bridge to stabilize families’ financial health, at least until the
unemployment benefits kicked in.

We could have chosen to do nothing, to let the chips fall where they
may. That would have been devastating not just to the families affected
but also to the financial health of Fannie Mae and Freddie Mac, whose
oversight was the primary responsibility of the Federal Housing Finance
Agency (FHFA). Attempting to foreclose and resell millions of homes amid
a pandemic would have bankrupted Fannie and Freddie. Not only that,
but it would also have served a massive blow to their corporate brands and
reputation, which despite their failures would still have had some value.

The solution would be to provide borrowers with forbearance. Not
forgiveness. Forbearance would offer borrowers a “time-out.” They

would be able to “press pause” on their monthly mortgage payments.
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The missed payments would be added to the loan balance, so they would
eventually have to be repaid. The hope, of course, was that the borrow-
ers would be back on their feet within a few months, or that they would
have started to receive unemployment insurance (UI), the very purpose
of which was to help workers meet their expenses, including for housing.

Ultimately, about 8 million borrowers, roughly 1 in 10 homeowners,
entered mortgage forbearance during COVID-19. By 2022, over 90 percent
would exit forbearance, getting back on their feet, at least in relation to their
mortgage.” In fact, more than half would be in forbearance for three months
or less. Fifteen percent would take forbearance for only a single month.*

Abouta fifth of those borrowers would continue to make their monthly
payments, despite having entered forbearance. Another fifth would repay
their missed payments in one lump sum. I must admit I was surprised at
how often Fannie and Freddie borrowers would send in a check for three
or four months of missed payments. Over a fourth paid off their entire
mortgage, usually by taking advantage of the record low rates to refinance.

Unfortunately, more than two years later, just under half a million
borrowers who entered COVID-19 forbearance remain behind on their
mortgages. Over 70,000 of those have entered foreclosure. However, the
vast majority of those were delinquent before the pandemic. Others have
been unable to recover lost jobs or income.

To some extent, we were lucky at the FHFA. Forbearance rates for
Fannie and Freddie loans would peak around 6 percent in May 2020,
as I had predicted in March 2020. The Federal Housing Administration
(FHA), however, would see forbearance rates spike to almost 15 percent
and remain in double digits well into 2021. While not quite as bad as the
FHA mortgages, loans guaranteed by the Department of Agriculture’s

Rural Housing Service would display similarly high rates of forbearance.

Economists often focus on output, the stuft we buy, when gauging
the strength or weakness of the economy, yet most of us are laser focused
on jobs, especially our own. The usual process for helping workers
weather a period of unemployment is our Ul system, a convoluted and

often complex partnership between states and the federal government.
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The Ul system typically covers about half of lost earnings and about
half of all workers. There are a variety of reasons some workers are
not covered, but the most common are self~-employment and part-time
employment. The duration of coverage 1s within the discretion of each
state government but is generally less than six months.

During severe economic downturns, Congress will typically both
increase the percentage of earnings lost and extend the duration of
coverage. Congress repeated this pattern during COVID-19 and also
extended coverage to some workers normally outside the UT system.

For both renters and homeowners, Ul coverage is generally sufficient
for monthly housing expenses. Since Ul benefits are capped, those with
particularly high housing costs may have trouble fully covering housing
costs with Ul benefits. There is also no requirement that those receiving
UI spend it on housing, although most appear to do so. Without UI, it
is likely that foreclosures and eviction rates would be two to three times
higher during an economic downturn.

As discussed in the previous chapter, however, Ul payments are
often slow to reach the unemployed, leaving those with little savings

struggling to cover their housing costs, at least temporarily.

If it is just a matter of time until UI payments show up, why not
just prohibit lenders and landlords from foreclosing and evicting during
that time, as many states and cities were considering? Perhaps it’s not
the most popular thing to say, but a world that prohibited evictions and
foreclosures would be one where housing was in short supply and more
expensive—hence one with more homelessness and even more fami-
lies with high housing cost burdens.” While every individual eviction
or foreclosure is a tragedy for the family involved, as well as the land-
lord or the lender, making such actions harder would cause even more
harm.® Prohibition of evictions would absolutely lead to landlords taking
offsetting actions, such as demanding larger security deposits, higher
rents, and tighter credit background checks on potential tenants. Life is
composed of tradeoffs, after all. Of course, prohibition of foreclosures

and evictions would also involve rewriting of contracts and government
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seizure of private property, with all the accompanying problems such
actions create.

In the end, however, those tradeoffs are empirical questions. And
when the data change, the balance of costs to benefits may well change
too. To state the obvious, COVID-19 dramatically changed those trade-
offs. I was a vocal critic of the endless delays to foreclosure that char-
acterized the 2008 crisis, as well as the ill-founded bank bailouts. It
became typical in the Great Recession for foreclosures to take as long as
two years to complete, especially in states where the courts ran the pro-
cess. Much of the 2008 response can be characterized only as kicking the
can down the road. I believed, and still do, that there were much better
alternatives in the 2008 crisis. In 2020, we pursued some of them. Other
policies that would not have made sense in 2008 did make sense in 2020.

As important as it is to recognize the existence of tradeoffs, who gets to
make them is also critical. My decision to provide forbearance to borrowers
with loans guaranteed by Fannie and Freddie was not an act of charity;
it was an act of self-interest. Those loans were predominantly mortgages
that would eventually begin to be repaid as COVID-19 receded and the
economy recovered. Any purely private business would have behaved
similarly. In fact, most lenders chose to follow the model the FHFA estab-
lished for their own loans, when they had no legal obligation to do so.

The biggest difference, of course, was that 2020 was a public health
crisis.” This is not to dismiss or downplay the very real health risks that
accompany evictions and foreclosures even in normal, nonpandemic
times. For instance, when eviction or foreclosure results in homeless-
ness, studies have found an increased risk of substance abuse and sexually
transmitted diseases.® But prohibiting eviction and foreclosure even in
normal times would increase the risks because of the increase in home-
lessness resulting from the reduction in housing access.

During my time on Capitol Hill, I served as one of the drafters and
negotiators of the HEARTH Act (Homeless Emergency Assistance and
Rapid Transition to Housing Act) signed by President Barack Obama
in 2009, which reauthorized and modernized our homelessness assis-
tance laws. My legislative partner in that effort and good friend Kara

Stein later went on to serve as a commissioner at the Securities and
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Exchange Commission. The health dangers of homelessness during
a pandemic were not some fuzzy, theoretical concern to me, as I had
spent earlier parts of my career studying and legislating on the issue of

homelessness.

In March 2020, we were still learning about COVID-19’s transmission
mechanism. We did know that evictions and foreclosures often rely heav-
ily on personal interactions. For the households that go through a judicial
process, a cramped courtroom could easily become a super-spreader event.
That is why many courthouses closed their doors early in the pandemic.
Evictions and foreclosures entail other interactions as well, such as having
a sherift’s deputy oversee the process onsite or spending hours at a legal aid
clinic or homeless shelter. All of these were considered possible transmission
risks in spring 2020.

We were in no way public health experts at the FHFA. How bad
COVID-19 would be and how long it would last were questions far
beyond our expertise. What we did suspect, as knowledge of COVID-19’s
transmission mechanism was still evolving in March 2020, was that close
human interaction was the most likely avenue for the virus to spread. We
also suspected that individuals or families displaced from their homes by
eviction or foreclosure would likely increase the spread of the virus. It was
all about reducing the transmission of COVID-19. While perhaps not as
directly critical as the health care interventions, keeping families in their
homes would reduce spread while also giving the health care community
additional time to develop a vaccine and other mitigation tools.

Where we did have some expertise was in housing and mortgage
markets. I, for starters, had led the staff work for the Senate Banking
Committee in its response to Hurricane Katrina in 2005 and had
handled the committee’s housing and mortgage work in the years lead-
ing up to the 2008 financial crisis. While we were not able to implement
reforms in time, the Senate Banking Committee made multiple efforts
to strengthen our mortgage markets between 2003 and 2008. Han-
dling the committee’s response to Hurricane Katrina carried additional

responsibilities when one worked for the senior senator from Alabama,
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one of the states most affected. The FHFA was also full of veterans of
both the financial crisis and several natural disasters.

As a front-row observer of the 2008 mortgage crisis, I am strongly
convinced that much of the federal response was poorly structured,
especially the mortgage assistance programs, the Home Affordable
Modification Program (HAMP) and the Home Affordable Refinance
Program (HARP). As will soon be evident, a major influence on my
decision-making was the intention to not repeat the design flaws of
HAMP and HARP. We would do it right, or at least better, this time.

I am a big believer that decisions should be based on data as much as
possible. Of course, there are always unknowns, even unknown unknowns
(@ la Donald Rumsfeld), and it never feels like you have sufficient data to
have 100 percent confidence. But then, the markets (and families) are not
going to wait. Fortunately for the FHFA, we had established a new divi-
sion of research and statistics in January 2020. I recruited a well-respected
industry researcher and academic, Dr. Lynn Fisher, to organize and manage
the division. Lynn had done stints at the Mortgage Bankers Association,
the American Enterprise Institute, and the University of North Carolina
at Chapel Hill. Lynn and I quickly realized that the big driver here was
going to be the job market. Loss of one’s job is historically the main reason
a borrower might have trouble paying their mortgage.

Lynn’s team was quickly able to establish two facts. First, only about
40 percent of the immediate job losses expected from COVID-19 would
involve families with mortgages—that is, this was going to be mainly a rent-
er’s crisis. And second, looking at the historical relationship between job loss
and mortgage delinquency, these were likely to be costs that the mortgage

industry, including Fannie Mae and Freddie Mac, would be able to bear.

I also wished to avoid one of the biggest mistakes of the Great
Recession: structuring assistance in a way that would discourage work.
The Great Recession witnessed the weakest job growth of any post—
World War II recession.

As an economist, one of the issues that puzzled me most during the

early years of the Great Recession was the seeming disconnect between
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overall consumer spending and the job market. While the economy was
of course weak in the immediate aftermath of the 2008 crisis, consumer
spending actually recovered relatively quickly. Normally, one would
expect such an increase in spending to translate into a similar-size
recovery in jobs. Economists refer to this relationship between spending
and unemployment as Okun’s law, named after economist Arthur Okun.
But that didn’t happen.

Also indicative of structural problems in the labor market was the
breakdown in the Beveridge curve—that is, the relationship between
unemployment and job vacancies. Job postings steadily increased once
the economy hit bottom in summer 2009 but with little impact on the
unemployment rate.

Many in the economics profession, at least the professional forecasters,
continued to see the weak job market as a function of weak demand in the
overall economy. Keep in mind that these forecasters overwhelmingly use
models of the economy that are demand focused and that generally down-
play, if not outright ignore, the supply side of the economy. So of course
a modeling exercise built around demand factors is going to point in the
direction of demand factors. For this reason, among others, forecasters
consistently overprojected growth from 2009 to 2016 and systematically
underprojected growth from 2016 to 2019. But that is another story.

I was among the minority of economists around 2009 and 2010 to
whom it increasingly appeared that we were facing structural changes in
the labor market. During a Senate hearing at the time, I had suggested
that mortgage assistance programs were locking workers in place,
perhaps discouraging moves from weak job markets to stronger job
markets.” The Great Recession, for instance, was one of the few reces-
sions in which mobility—that is, moving—decreased. It is common to
perceive a recession affecting all parts of the country equally, but such is
rarely the case. In 2010, for instance, focusing on the almost 15 percent
unemployment rate in Nevada misses the 2010 unemployment rate of
3.9 percent experienced in North Dakota.'” There were likely unem-
ployed construction workers in Nevada who stayed in Nevada because of
the structure of mortgage assistance programs, rather than taking work

in the energy boom occurring in North Dakota.
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It was not until I had started to read the work of University of Chicago
professor Casey Mulligan that the pieces started to fall into place. Professor
Mulligan’s thesis is a simple one, even if he uses a lot of complex math
to demonstrate it."" The idea is that a massive expansion of means-tested
programs, starting in 2008 but ramping up in 2009 and 2010, resulted in
very large increases in work disincentives in terms of government benefits
lost because of income increases. At the center of this expansion were the
mortgage assistance programs established in the Great Recession.

The admirable objective of these assistance programs was to keep
families in their homes by making the mortgage payments affordable.
The somewhat arbitrary target was to cap monthly mortgage payments
at 31 percent of income. That number was pulled out of a hat. To illus-
trate just how arbitrary 31 percent is, borrowers could spend well over
50 of their income on mortgage payments when first applying for a loan
insured by the FHA. So, under the federal government’s guidelines, one
could get a loan backed by the FHA and be eligible for assistance imme-
diately after leaving the closing table. So much for safe, or sane, under-
writing standards on the front end of the mortgage.

But the real problem was that this number effectively created an
additional tax of 31 percent for each additional dollar one earned, since
one’s monthly mortgage payment would increase by 31 cents for every
new dollar. Above a certain income threshold, borrowers lost program
eligibility, so in some circumstances people could see an implied tax
rate of 100 percent or more. Mulligan estimates that in some unusual
instances, borrowers could face an implied tax rate of almost 400 percent.
That is, for every dollar you earned, you lost $4 in mortgage relief. For
most borrowers, this loss was closer to 31 percent. But combined with
other expanded means-tested assistance programs, such as unemploy-
ment assistance, the total loss of government benefits for each additional
dollar earned could be staggering. Mulligan’s calculation indicated that
these program expansions and their very strong work disincentives were
the primary reasons for the weak job recovery of the Great Recession.

The public debates over work disincentives in assistance programs
can quickly degenerate into emotional, and often contrived, discussions

over whether recipients are “lazy.” Usually, such debates serve to confuse
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rather than illuminate. The question of whether to help is a different
one from how such assistance is to be structured. I believe the empirical
evidence that incentives matter is overwhelming. But that simply raises
questions about the structure of assistance, not its merits.

Since the research strongly suggested that the structure of the Great
Recession mortgage assistance programs effectively punished work, a solu-
tion that would both assist families and not discourage work was needed.

Accepting that any program is going to have costs and benefits, the
immediate objective was to buy time, or “flatten the curve.” Since time
was the objective, we decided to base mortgage forbearance not on cur-
rent income but on time. While a loss of income was the immediate
qualification, you would not lose your forbearance when you went back
to work or earned more income. The length of assistance would be lim-
ited to our best guess as to how long the pandemic would adversely
affect the job market. In March 2020, our best estimate was a three- to
six-month downturn in the job market. Accordingly, we initially offered
forbearance with the requirement that every three months the lender
would check in on the financial status of the borrower. When Congress
later codified our plan into statute, through the Coronavirus Aid, Relief,
and Economic Security (CARES) Act, the maximum assistance period

was fixed at 12 months.

Another problem of the 2008 mortgage crisis, and one I hoped to
avoid, was the paper chase associated with the various mortgage assistance
programs, such as HAMP and HARP. Generally, for borrowers to be
eligible for forbearance or other mortgage assistance, a substantial amount
of paperwork was required. There were countless stories of such papers
being lost or rejected. In some instances, forms were being submitted
with false information by either the lender or the borrower. As law pro-
tessors Kathleen Engel and Patricia McCoy describe in their book, The
Subprime Virus: Reckless Credit, Regulatory Failure, and Next Steps, “Servicers
were inundated with paperwork. Loan files got lost or were incomplete.
Borrowers would repeatedly submit the needed information only to have

servicers repeatedly lose the documents in the frenzy.”'?
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Such paperwork requirements were not without reason. If anyone
could just apply for mortgage forgiveness or have their payments paused,
alot of borrowers who did not need help would take it, potentially over-
whelming the system and adding billions of dollars to costs that might
ultimately be borne by the taxpayer. In addition to the direct monetary
costs, borrowers unnecessarily taking assistance would also pull human
resources away from those who needed them. But in a financial crisis,
you must triage. So yes, those programs were poorly executed, but there
was no getting around the tradeoffs.

Another reason for such a stringent application process for mort-
gage assistance during the Great Recession was to determine how
much assistance to grant. The Great Recession programs were generally
means-tested, with benefits being reduced as one’s income grew. Of
course, there is a logic to such a requirement. I am the first to believe we
should limit, or at least target, government resources to those most in
need. That said, there was a big issue to address: any income information
would be stale. With the rapid rate of job loss due to COVID-19, the
use of last year’s tax return would likely not offer an accurate picture of
a borrower’s current need.

As researchers within the Federal Reserve System later recognized,
“Forbearance was especially effective due to its timeliness and the ease
with which borrowers were able to take advantage of it.”"> Those, of

course, were two of our main objectives in designing the programs.

That experience left me with a tough decision, one that could not be
avoided: What would be required of borrowers? At the time, the FHFA
was an independent regulator, so the decision about what would be asked
of millions of borrowers seeking COVID-19 mortgage relief rested on
my shoulders. The White House had yet to decide about the govern-
ment-backed mortgage programs, such as those managed by the Depart-
ment of Housing and Urban Development (HUD), the Department of
Agriculture, and the Department of Veterans Affairs. I have worked in
the White House. The deliberative process within any administration is

not designed to move quickly. Most of the time, that is for the best so
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that various stakeholders can be heard and decisions can be made pur-
posetully. Facing a pandemic, though, I decided to move quickly and
alone, if necessary.

I made the decision to take borrowers at their word. We would direct
mortgage servicers to orally inquire whether a borrower requiring assis-
tance had suffered a financial hardship as a direct result of COVID-19,
such as a job loss. I recognized from the very beginning that this was a
big gamble. It could easily have been taken advantage of by borrowers
not needing assistance, which had the potential to quickly overwhelm
the mortgage market.

In my media appearances, I made sure not only to inform home-
owners that assistance was available and how to get it, but also to dis-
courage those who did not need assistance from applying—perhaps a
first among policymakers. We had limited resources. For starters, the
FHFA, Fannie, Freddie, and the mortgage servicing industry had only
so many employees. Attention paid to borrowers who did not need help

would pull attention away from those who did.

While we could do more for homeowners, we could not forget that
this was a renter’s crisis. We were fortunate to have a great multifamily
group at the FHFA, led by Siobhan Kelly, working under Deputy
Director for Mission and Goals Sandra Thompson. When you add in
Maria Fernandez, who led the single-family homeowner efforts, you
have the leadership team that kept families in place and kept the mort-
gage market going during COVID-19. This team worked long hours
and brought forth solutions and resolutions to issue after issue. As my
primary objective as director was to see that the FHFA truly became a
world-class financial regulator, I was constantly impressed with the drive
and skill of the staft. What they had lacked in past years was supportive
leadership and direction.

I had been director for only 11 months when we switched to man-
datory telework. Fortunately, I had known many members of our senior
team for years. Others I would get to know better over multiple Skype and
Zoom calls. I feel for anyone who had to take over an organization during

COVID-19. Much of the functioning of any organization depends on the
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hard-learned experience of figuring out on whom you can rely and on
whom you cannot. Such is rarely apparent from first impressions.

After all, it 1s others in the organization who implement the direc-
tives and orders that come down from above. For the FHFA to have an
effective COVID-19 response, agency staff needed to feel, and be, sup-
ported. The FHFA staff were dealing with the same issues that families
across the world were facing: How to deal with children at home. How
to share space others working from home. How to process griet and
loss. While the FHFA was fortunate in that we did not lose any staff
to COVID-19 during my tenure, several staft members lost relatives—
especially parents—and friends. Their ability to mourn was of course
hindered by restrictions on funerals and other gatherings. Although not
because of COVID-19, my stepfather passed away in June 2020. And
I lost my uncle Rick in the summer of 2021. I have long considered
myself, deservedly or not, a modestly talented writer. But crafting notes
or emails to staff who lost relatives was one of the hardest, but most
essential, responsibilities. Keeping employee morale high was deemed
critical from the very beginning of the pandemic. A crucial part of that
task included keeping employees informed.

Leading a large organization during a pandemic is a challenge. Unfor-
tunately, the FHFA lacked direction and had deep-seated morale prob-
lems. There had been questions about whether the agency would even
continue to exist. The decade-long conservatorships of Fannie Mae and
Freddie Mac had left the agency in limbo. When I walked through the
doors of the FHFA, most of the staff neither respected nor trusted senior
agency leadership. For the FHFA to demonstrate its support for borrowers

and renters, it first had to demonstrate its support for its own employees.

History is likely to record the federal COVID-19 response to the
housing market as the CARES Act. Since the CARES Act put into
statute largely what we at the FHFA had already established a few weeks
earlier, Congress clearly believed the FHFA was on the right track.

I did not like Congress putting into statute what we were already
doing. I had expressed that to Sen. Sherrod Brown, the senior Democrat

on the Senate Banking Committee, and to his staft, who were the primary



UNCORRECTED PROOFS

74 SHELTER FROM THE STORM

drafters of the forbearance provisions of the CARES Act. I had also told
both Sen. Mike Crapo, the chairman of the Senate Banking Committee,
and Sen. Pat Toomey, the next most senior Republican member of the
committee. Although different sections of the CARES Act came from
the House and the Senate, the mortgage provisions were drafted predom-
inantly by the Senate.

I never doubted Senator Brown’s commitment to families. While
I have my policy disagreements with him, we generally got along and,
[ believe, respected one another. Much to his credit, I can also attest
that Senator Brown never once asked me for anything on behalt of the
financial services industry. I cannot say the same about other members of
Congress. I also appreciated the work of his housing staff, Beth Cooper
and Megan Cheney, as well as his chief of staff, Laura Swanson. Perhaps
the fact that I had known Beth for many years helped smooth my rela-
tionship with Senator Brown. Back when Beth and I were both young
enough to be regulars at Washington’s 9:30 Club, we had even attended
a few concerts together. There’s nothing like a shared appreciation of
music to bring people together. Yes, our politics were different, but our
commitment was not. And it was not that I did not support the goals of
the CARES Act since we were already pursuing them.

[t was my concern that putting numerous restrictions into statute
could limit our flexibility going forward. It is much easier to change
guidance or even regulations than it is to change statutes. There was even
one instance in which Senator Brown later requested that we do some-
thing we could not do because of the way the CARES Act was drafted.
In our multifamily rental forbearance programs, for the borrowers—that
is, the landlords—to be in forbearance, they had to agree not to evict
any tenants for nonpayment of rent. Put simply, we would press “pause”
for the landlords if they did the same for their tenants. We also made it
voluntary for the landlords. They did not have to participate, but if they
did, they had to share the benefit with the tenants.

The issue with the CARES Act, however, was that landlords of
single-family residences, which account for about a third of renters,
were not required to pass along that break to their tenants. When

we initially established forbearance, the FHFA treated single-family
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rentals as if they were owner occupied. That is because of the similar
nature in which those loans are serviced. It is also because Fannie and
Freddie often do not know if the property is renter occupied. A lot
of single-family rentals start out as owner occupied, and there is no
requirement to inform the lender of a change in status. The result was
that the apartment landlords had to pass along the benefits of their
assistance, while single-family home landlords did not. At least in both
cases, participation by the landlord was voluntary under the programs
created by the FHFA.

As we had no direct relationship with renters, it would be left up
to the landlords to figure out how to recoup any late rent. We under-
stood that for many of them, this would essentially mean lost, or never
collected, rent. But as we had no leverage with renters, we could not
require late rent to be paid. Not only did we not have a relationship with
renters, we did not even know who they were, as the leases were the
property not of Fannie and Freddie, but of the landlords. With the weak
financial health of Fannie and Freddie, we also did not have the resources
to forgive landlord mortgage payments in exchange for forgiven rent,
not that we had the legal authority to do so.

Yes, this problem is somewhat on me and the FHFA, as we had not
tully fleshed out the renter assistance programs when the CARES Act
was being drafted, but it is also due to such unforeseen circumstances
that I requested that our programs not be included in the CARES Act.
Unfortunately, Congress’s desire to get credit for the FHFA’s work ended
up being more important than maintaining the flexibility to respond to
changing circumstances. Since I am generally one who favors Congress’s
making as many of the decisions as possible (after all, its members are
elected and I was not), I have been supportive of its addressing mortgage

forbearance issues, as was done in the CARES Act.

Establishing assistance programs was just the beginning. Perhaps to
be expected, there was some confusion about these programs on the
parts of borrowers, renters, lenders, and the general public. With a hand-

ful of commentators calling for mortgage and rent forgiveness rather
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than forbearance, some families approached their lenders with the hope
that any paused mortgage payments would be forgiven."*

Whether it would have been better to just forgive rent and mortgage
payments was a question far outside our scope at the FHFA. Most impor-
tantly, we did not have the legal authority to do so. It would have to be
the decision of Congress, not us. Furthermore, we simply did not have
the resources. Even a targeted modest forgiveness program would have
bankrupted Fannie Mae and Freddie Mac. They were already massively
leveraged and on the verge of failure without adding tens of billions of
dollars of additional losses. What’s more, the FHFA’s first responsibility
was to oversee the safety and soundness of Fannie Mae, Freddie Mac,
and the Federal Home Loan Banks. Forcing any of these entities into
massive losses would have been the exact opposite of our legal responsi-
bilities. The FHFA is not HUD or the Federal Emergency Management
Agency. The FHFA is a safety and soundness regulator, not a grantmak-
ing or household assistance agency.

Perhaps as importantly, broad mortgage forgiveness was also not
needed. Job losses were concentrated predominantly among renters.
Fannie and Freddie do not have relationships with renters. Their expo-
sure was directly to homeowners and only indirectly to renters via the
landlords. As for the homeowners, our internal data clearly showed
that the overwhelming majority of Fannie and Freddie borrowers had
significant equity in their homes. Less than 1 percent of Fannie and
Freddie forbearance borrowers had loan-to-value ratios over 97 per-
cent. The typical mortgage holders in forbearance had 20 to 30 percent
equity in their homes. That is, they had the ability to pay back any
paused mortgage payments. They also had extremely strong incentives
to pay them back. For borrowers without that ability, we did have
other options.

Requiring borrowers to pay back any forbearance also reduced the
incentive of anyone who did not need the assistance to take advantage of
it. While politicians might prefer giveaways to all, we did not have that
option, not that we would have pursued it if we had. Fannie and Freddie
were also still private companies, even if chartered by Congress and in

conservatorship. Appropriately, there was no broader public expectation
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that private companies should voluntarily suffer losses or give away their
products for free because of COVID-19. Fannie and Freddie operated

under the same set of rules.

One issue that we wanted to avoid was any payment shock when
the borrowers exited forbearance. It had been asserted that the 2008
crisis was caused by millions of borrowers being pushed into default
when the interest rates on their mortgages were reset. Various mortgage
products—such as so-called 5/1s and 2/28s—would function by having
low fixed rates, such as for the first five years in the case of a 5/1, and
then adjust to a market-driven rate, often some spread over the London
Interbank Offered Rate (LIBOR). If the market rate at the time of reset
was above the introductory rate, the borrower’s monthly payment would
increase. Depending on the rates, this rise could be quite dramatic and in
theory could be sufficient to push a borrower into default.

[t was common during the early days of the 2008 crisis to hear rate
resets cast as the chief cause of the predicament. I believe that once
mortgage rates dramatically declined and defaults continued to mount,
it became clear that resets were at worst a modest contributor to the
crisis. However, even with that in mind, we wished to avoid a situation
in which borrowers exiting forbearance would see large rises in their
monthly payments. We hoped to keep any increase modest and manage-
able for the borrower.

At the same time, we were trying to conserve capacity on the balance
sheets of Fannie and Freddie for future workout loans. It is standard prac-
tice that if a mortgage becomes delinquent and must be modified in some
manner to achieve sustainability, usually in the form of a rate reduction
or extension of the term, then said loan is removed from the pool of loans
that serve as collateral for agency-issued mortgage-backed securities.
When that happens, the loan is generally moved onto the balance sheet.

An additional concern was to minimize any disruption to the mortgage-
backed securities market, which had already experienced a rough ride in
March 2020. We did not need further surprises. If we modified loans on a

massive scale, we would have to remove them from the mortgage pools and
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replace them mostly with lower-rate loans. The result could be a sudden
and significant decline in the value of mortgage-backed securities. Some
of this declining value was likely unavoidable, given the rate environment,
but we could at least slow that decline, bringing a little more price stability
to that market, which finally determines the price that households pay for
their mortgages.

The solution we settled on was to add any missed payments to the
end of the loan, what we called “payment deferral.” These payments
would essentially be a balloon. They would be paid back once the home
was sold, coming out of the proceeds like any normal mortgage. A more
likely outcome, due to the low-rate environment, would be that pay-
ments would be rolled into the loan amount when the loan was next
refinanced. In such cases, most borrowers would still see a substantial

reduction in their monthly payments, even with the higher loan balance.

Mortgage forbearance offered during COVID-19 was a success,
especially compared with the efforts of 2008. That outcome was not
guaranteed. Almost by coincidence, my obsession with the 2008 response
became an asset. There would be an opportunity to do it right this time.

The parameters of the COVID-19 mortgage response, however
appropriate for a pandemic, might not be the best response for next
time. And there will be a next time. Most likely, it will match the his-
torical trend of a monetary-induced increase in mortgage rates leading
to a decline in housing demand, followed by weakness in housing prices,
which when mixed with a spike in unemployment leads to mortgage
distress.

The precedents set during COVID-19 that are likely to be useful
next time include the following: basing duration of forbearance on
a fixed window in time, not on changes in income or employment;
allowing borrowers to attest to hardship first, with servicers verifying
eligibility later; and requiring that missed payments be paid back but
not all at once. Be quick and clean and directly address the issue at hand.

One concern about forbearance design for next time is the pos-

sibility that borrowers who do not need assistance take it."”> In 2008,
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many borrowers blamed their lenders for their situation.' Occasionally
there was good reason to do so. That said, such feelings made the prob-
lem harder to solve. Forbearance and certainly foreclosure are expen-
sive, even when successful. Fortunately, borrowers did not abuse the
forbearance option during COVID-19, at least not Fannie and Freddie
borrowers.!” Next time, however, if there is again widespread bor-
rower anger directed at lenders, we might see the return of strategic
forbearance.

The success of forbearance during the COVID-19 epidemic might
suggest that Fannie and Freddie should be kept in permanent conser-
vatorship, since conservatorship was the legal vehicle for implementing
forbearance. Such a conclusion is unwarranted. The problematic mort-
gage mitigation programs of the Great Recession were conducted during
the conservatorship. They did not appear to improve the agencies’ per-
formance. We have also witnessed similar forbearance options offered
on mortgages not covered by the CARES Act. Even more telling is that
similar levels and flexibility of forbearance were offered in the auto loan
market, where there are no government-sponsored enterprises. Now
that the FHFA has lost some of its independence, the agency’s ability to
move quickly may well be compromised in the future. If anything, our
mortgage market will be better prepared for the next crisis with Fannie
and Freddie fully capitalized and operating outside conservatorship.

More importantly, I fear we will lack the leadership to make unpop-
ular choices. My telling borrowers not to take assistance if they did not
need it was not popular. I could not imagine an elected official dissem-
inating that message. Requiring missed payments to be repaid was not
popular, especially when it appeared that trillions of dollars were just
being given away by Congress. And making sure it was all paid for, by
creating a mortgage fee to recoup the cost of COVID-19 assistance, was
definitely not popular. While not as obvious at the time, paying for the
assistance provided by Fannie and Freddie also meant that the aid was

not adding to the inflationary pressures witnessed later in the pandemic.
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Chapter 6
Servicer Snags and Snarls

“The housing finance industry is about to collapse.”
—April 8, 2020, Odeon Capital analyst Dick Bove'

As if setting up assistance for homeowners and renters were not enough,
a tremendous amount of time, attention, and energy was expended from
March to July 2020 to address real and imagined funding pressures on
mortgage servicers.

The mortgage forbearance measures, instituted by the Federal
Housing Finance Agency (FHFA) and later codified by the Coronavirus
Aid, Relief, and Economic Security (CARES) Act, placed consider-
able liquidity demands on mortgage servicers, as they were required to
temporarily fund a certain number of skipped payments. Some in the
mortgage industry felt that these demands entitled them to government
assistance. I read the evidence otherwise. The debate over a servicer
bailout brought back echoes of 2008.

Perhaps as the result of implementing the honor system for bor-
rowers, coupled with uncertainty surrounding the job market, several

commentators warned that mortgage forbearance rates could get as high
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as 40 or 50 percent. Regularly cited forecaster Mark Zandi claimed that
30 percent of homeowners would request forbearance.

Such high levels of forbearance could threaten the financial viability
of many nonbank mortgage servicers. For this reason, many in the
industry—including the trade associations representing the mortgage
industry, such as the Mortgage Bankers Association (MBA)—were call-
ing for a government-backed lending facility to fund the liquidity needs
of mortgage servicers.

Of course, the Wall Street—paid forecasters were not the only ones
yelling “fire.” One anonymous industry insider cried to Politico that I
had “torched” my credibility by not rescuing Wall Street.> Another Wall
Street lobbyist, Michael Bright, head of the Structured Finance Asso-
ciation, claimed that “FHFA’s stance makes little sense, either from the
taxpayer’s perspective or from their role as conservator. Providing short-
term, collateral-backed liquidity to servicers would avoid the operational

”* This is the same

and financial challenges [of transferring those rights].
argument Wall Street rolls out every time, that using bankruptcy or
enforcing contracts is too complicated. I heard it repeatedly in 2008. I
certainly expected it in 2020. And, sadly, we will hear it next time Wall
Street is asked to honor its obligations.

Difticulties in transferring servicing were a concern before COVID-19.
As the 2019 annual report of the Financial Stability Oversight Council
(FSOCQC), of which I was a member at the time, stated, “the Enterprises and
Ginnie Mae may have difficulty transterring servicing from failed nonbank
servicers to healthy servicers if multiple large nonbank servicers simulta-
neously face distress—which may be a risk given the similarities in their
business models—and if other firms are unwilling or unable to assume the
servicing responsibilities.”

The big “if” there is having “multiple large nonbank servicers simul-
taneously fac[ing]| distress.” The truth is that it is not “too complicated”
to transfer servicing for a handful of servicers and certainly not for small-
er servicers. The FHFA, working with Fannie Mae and Freddie Mac,
had just done a large transfer in September 2019 when Ditech failed and

was acquired by New Residential Investment. Just a few months before
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COVID-19 hit, we already had a trial run for addressing servicer stress.
The Ditech transfer was not a one-off, since both Fannie and Freddie
had significant experience transferring servicing.

This is not to minimize the effect of mortgage servicing transfers on
consumers. | had experienced such an impact myself. During the Great
Recession, Bank of America transferred the servicing of my mortgage to a
nonbank servicer. Unfortunately, the new servicer did not make the next
scheduled property tax payment on my mortgage. The District of Colum-
bia did not express much sympathy and hit me with a penalty for the new
servicer’s mistake. If T had not noticed it and eventually fixed the situation
with the city government, I could have lost my home to a tax lien.

What makes it even more enraging is that I am a long-time customer
of Bank of America. They even hold the checking account I opened
when I was 15, which they gained during one of their acquisition sprees.
So much for customer loyalty.

In the case of my mortgage, the servicing was transferred from a
bank to a nonbank, which does explain some of the decline in quality.
The FHFA, however, was preparing to transfer mortgages from weaker
companies to stronger ones. Given the shortsightedness of companies
when they are at risk of failure—after all, their focus is on their survival,
not their customers—transferring from weak companies to stronger
ones would likely improve, on average, the experience of mortgage

customers.

Policymakers best serve the public, and more specifically finan-
cial markets, by being as transparent as they can, clarifying as much
as possible what will occur under certain circumstances. The approach
of “constructive ambiguity” adopted so often by Federal Reserve chair
Alan Greenspan or the “maximum optionality” approach of Treasury
secretary Robert Rubin might suit policymakers, but it leaves the public
guessing and encourages industry lobbying for exceptions and prefer-
ences. So, in the beginning of April 2020, I conducted a few press inter-
views, as well as Capitol Hill and industry conversations, spelling out

exactly what would happen were a servicer to fail.
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Apparently, some lenders recognized themselves in my public remarks
about “weaker” companies and took offense. Responding on behalf of
such lenders, the president of the MBA called my plan to transfer servicing
“a troubling message to borrowers, lenders, and the mortgage market.”
Oddly, the MBA wasn’t troubled when we transferred the servicing of
Ditech in September 2019. Rather, the opposite. I believe that certainty
as to how failures would be handled is critical for financial markets—and
consumers. But then, the last thing Wall Street lobbyists want to hear is
that there are alternatives to bailouts. And, of course, there’s always the
Wall Street claim that bailouts are really to benefit borrowers, not lenders.

The transfer of servicing from weak to stronger companies was also
well tested. Upon its failure, Taylor, Bean & Whitaker saw its servicing
business transferred in 2009. In 2012, the servicing portfolios of both
Aurora Bank (better known as being a subsidiary of Lehman Brothers)
and Residential Capital were successfully transferred.” The same was
done with Doral Bank’s servicing portfolio in 2015 upon its demise.”
These are just a few examples of servicing transfers in the case of unsuc-
cesstul companies. Even more telling is the regular selling of servicing
portfolios in the normal course of business.

The preceding transfers were conducted under fairly typical market
conditions, so one argument is that COVID-19 presented circumstances
that would make it difficult or unfair to transfer servicing. Such logic did
not deter the Federal Deposit Insurance Corporation (FDIC) from clos-
ing the First State Bank in Barboursville, West Virginia, in April 2020;
the First City Bank of Florida in Fort Walton Beach, Florida, in October
2020; or the Almena State Bank in Almena, Kansas, also in October
2020.” These failures all likely had some adverse impact on their commu-
nities and customers. However, there is an established procedure for bank
failures. The FDIC did not depart from that process during COVID-19.
There was also no compelling reason for the FHFA to deviate from our

established process in the case of any collapses among mortgage servicers.

The claim that it’s too complicated to transfer servicing was not the

only argument we heard. Some commentators were predicting a full
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financial meltdown if the federal government did not rescue the mort-
gage industry. Former New York Federal Reserve stafter Chris Whalen
went as far as to declare that not rescuing mortgage servicers would
destroy the U.S. Treasury market. In Whalen’s words, “Without imme-
diate action to provide liquidity to servicers of both conventional and
government loans, the U.S. mortgage market is going to seize up.
When the servicers cannot fund their operations, then the new issue
market will come to a halt. . . . Anybody who thinks that the market
for U.S. Treasury securities can survive the collapse of the agency and
government-insured mortgage markets should think again.”"

Apparently, the hyperbole was not enough for Whalen, as he repeat-
edly called for me to be “fired by President Trump” for my unwillingness
to rescue lenders. Unfortunately for Whalen, the White House did not
support rescuing mortgage servicers either. In fact, the message from the
White House was continually “stay strong and follow the facts.” More
than once, I received a message from them cheering on my willingness to
stick to the data and not be rolled over by industry demands for bailouts.

The FHFA’s estimates—based on the historical relationship between
job losses and mortgage delinquency, with a special dive into both the
1990s and the early 2000s—suggested that forbearances for loans pur-
chased by Fannie and Freddie would be much lower, in the mid- to high
single digits, which turned out to be extremely accurate.

Since public commentators who were forecasting much higher num-
bers never publicly put forth any real analysis to support their claims or
provided their analysis when requested by the FHFA, we quite frankly
were puzzled as to how such large numbers were derived. Of course,
we accepted that our estimates could be wrong. They were based on
the past, after all, and this was indeed a novel environment. We assured
ourselves and our stakeholders that we would continue to monitor the
forbearance data as they came in. If the data suggested that different
policies were needed, we would be ready to change course.

Unfortunately, a commitment to follow the data did not please every-
one. Despite a lack of evidence, servicers and their allies demanded either
that Fannie Mae and Freddie Mac provide them with cheap funding or that
such cheap funding be offered by the Federal Reserve. Given both the trou-
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bled state of Fannie and Freddie and the relatively healthier state of mortgage
servicers, the former was not an option. The FHFA's first responsibility was
to protect the safety and soundness of Fannie Mae and Freddie Mac. In par-
ticular, since I had staked my reputation on changing the FHFA’s occasional
disregard for the law, I was not about to start ignoring our statutory obliga-
tions, especially for entities that we had no control over or responsibility for.

Important decisions should rarely be based on a single piece of data.
While I was very comfortable with our economists’ estimates of future
forbearance numbers and our accounting data for servicers, it was crit-
ical that we supplement these data by hearing directly from industry
participants. Before March 2020 had closed, John Roscoe had organized
one-on-one calls with the CEOs of all the major mortgage servicers. I
wanted to hear from them what they were seeing. I also recognized that
the accounting data we had on servicer liquidity were likely somewhat
outdated. I wanted to know if such data for each servicer still reflected
its actual financial condition. We also wanted to know how much extra
servicing capacity each company had. We might need it to transfer ser-
vicing from a weaker company to a stronger one.

Over the course of March and into early April 2020, we spoke directly
to the CEOs of some 20 mortgage servicers representing most of the indus-
try. While the majority spoke in favor of a government lending facility, not
one claimed to need it for themself, nor did any of the CEOs echo the more
apocalyptic pronouncements of industry lobbyists. Most CEOs, in fact, made
clear efforts during our calls to distance themselves from such dire warnings.

Perhaps they were just being shy, but the history of Bear Stearns and
Lehman in 2008 shows that failing firms rarely hold back from asking for
help in private. They might not want to admit weakness in public, but if the
survival of your firm was on the line, you would say so to federal regulators.

Gauging the actual financial health of mortgage servicers was not the
sole reason for these calls. I wanted to also gauge their ability to absorb
the servicing of any companies that might collapse. Not surprisingly,
there was a wide range of interest and ability. A few servicers expressed
being close to “maxed out,” but that was only a few. Many expressed
a strong interest and ability to absorb the servicing of any failed com-

panies. In addition to the aggregate industry capacity estimates we had
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calculated ourselves, these calls to the CEOs allowed us to come up with
a rough range of how much servicing could be transferred without run-
ning into any systemic issues. At no time in 2020 did the industry ever

appear at risk of breaching that range.

After a few weeks, I reached the conclusion that talking to some
Woashington industry lobbyists was mostly a waste of time. They seldom,
if ever, had any facts or analysis. Roscoe and the FHFA’s number two,
Adolfo Marzol, were kind enough to take many of the trade association
calls. I wanted to get the facts. For that, I relied on regular calls with
leaders within the mortgage industry.

My decisions would have been a lot less informed and delib-
erative had mortgage industry leaders like Sanjiv Das at Caliber, Jay
Bray at Mr. Cooper, Mat Ishbia at United Wholesale, David Spector at
PennyMac, Sandro DiNello at Flagstar, and Bill Emerson at Quicken'
not been willing to share their expertise and observations with me on
a regular basis. More than once, a CEO told me that a certain policy
choice would cost their company revenue, but they saw it as the right
thing to do and supported the final decision.

I have long found that when engaging with industry trade associa-
tions, it pays to go directly to the members. Throughout the pandemic,
Kristy Fercho at Wells Fargo and Susan Stewart at SWBC Mortgage,
the senior member leadership at the MBA, were a constant source of
valuable on-the-ground information and insight. The same holds true
for Vince Malta and Charlie Oppler during their presidencies at the
National Association of Realtors (NAR). Bob Goldberg, CEO of the
NAR, also provided regular feedback and insight.

Trade associations usually have a unique governance structure.
Industry members rotate through leadership positions, generally holding
terms for a single year. The 2021 president of the NAR, for instance,
would be different from the one in 2020. This structure makes it crucial
to build relationships quickly while also maintaining regular contact
with staff leadership. It also means that sometimes association priorities
can shift from year to year. That said, everyone realized that for 2020
and 2021, COVID-19 response was the priority.
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The mortgage and real estate industries are overwhelmingly filled
with great, hard-working, compassionate people. Most stepped up in a
crisis and did their best to help borrowers. They worked long nights,
putting in countless hours. What criticism I do have of those industries
is the result of a small number of actors and a fragile system that no one
person chose or designed.

[ had the privilege of starting my career in Washington at two of the
most influential trade associations in real estate—the National Associ-
ation of Home Builders (NAHB) and the NAR. My years spent in the
economics and research divisions of those associations laid the ground-
work for everything I've done since. I owe much of the success that I
have had in my career to my friends and former colleagues at the NAHB
and NAR, and the leadership of both provided critical input throughout
COVID-19. The NAR’s 2020 president, Vince Malta, kindly provided
his insights into the functioning of the real estate market during one of
the most unusual home-buying environments in American history. The
NAHDB’s president and fellow scuba-diving fanatic, Jerry Howard, was a
constant source of wisdom. Between social distancing requirements and
material shortages, the homebuilding industry faced one unique chal-
lenge after another. Jerry’s willingness to share his concerns and obser-
vations kept me informed and allowed the FHFA to craft several policies

to keep the mortgage market for new homes functioning.

The FHFA does not directly regulate mortgage servicers. Unless they are
depositories—that is, banks and credit unions—no one really regulates
financial strength. That is not to suggest that the safety and soundness
regulators of banks have a great track record. The Consumer Finan-
cial Protection Bureau examines servicers for consumer compliance, but
unlike, say, state insurance regulators, that really does not include a ser-
vicer’s ability to continue meeting its financial obligations.

Despite the lack of a direct relationship with Fannie and Freddie,
servicers are one of the most important players for those organizations.
If servicers do not do their job en masse, this ultimately threatens the
ability of Fannie and Freddie to do their jobs. Servicers also want to

stay on their good side. While there is still a lot of business outside the



UNCORRECTED PROOFS

88 SHELTER FROM THE STORM

conforming loan space, having Fannie or Freddie stop doing business
with you can be the end of your company.

While the FHFA could not regulate servicers directly, we could set
some standards regarding the counterparties of Fannie and Freddie. Doing
business with Fannie and Freddie is not an entitlement. Because of the large
number of counterparties, going on reputation alone would not do. We
needed some minimal solvency and liquidity standards. Since I was worried
about the risk these nonbank servicers presented to Fannie and Freddie, the
FHFA in January 2020 proposed raising eligibility standards for nonbank
originators and servicers who wanted to do business with those companies.?

Much of February 2020 was spent hearing from nonbank servicers.
They believed our proposed criteria were too tough. I was told repeatedly
that the industry had rock-solid balance sheets. Imagine my surprise to
be told only a month later, once COVID-19 struck, that these balance

sheets would now need a government rescue.

A commonly heard refrain from Wall Street was that because forbear-
ance was a decision made by the FHFA, along with Fannie and Freddie,
then Fannie and Freddie, not the Wall Street-owned mortgage servicers,
should pay for it. As one of the more prominent Washington lawyers for
mortgage servicers, Laurence Platt, argued, “Given the economic pressure
on servicers of ‘federally backed mortgage loans’ subject to the CARES
Act’s forbearance provision, some might argue that Congress and the
federal agencies indirectly have deputized private mortgage servicers as
if they were public resources to mute the impact of COVID-19 on resi-
dential mortgage borrowers. Unlike government workers or government
contractors, however, they are not getting paid for their services.”"

Platt was far from alone in this view. Michael Bright declared that
“it would be like telling restaurants they had to prepare food for the
unemployed but not paying the restaurants to do so.”"*

Such dire warnings were not limited to Wall Street lobbyists.
Even such an eminent scholar as Barry Eichengreen at the University
of California, Berkeley, cautioned, “I do think there are going to be

financial problems coming because mortgage servicers are going to
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have trouble, big time.”"” Although Eichengreen has long been in the
Keynesian, interventionist camp, he is a serious scholar and one of the
leading authorities on exchange rates and macroeconomics. If only this
were an exchange rate crisis.

Wall Street’s campaign for a bailout was not limited to this side of
the Atlantic. One of the nastier and more bizarre comments came from
Financial Times columnist John Dizard. Here are a few highlights from
his April 10, 2020, column, “US Is on Course for a Downward Spiral of
Mortgage Failures™

There was supposed to be a deal in place, admittedly not one that was
well thought through, to keep housing finance ticking over. Unfortu-
nately there is one man—an ofticious regulator named Mark Calabria,
the head of the Federal Housing Finance Agency—who has decided
that the simple fix to the financial problem caused by the coronavirus
pause should not be simple.

Despite the industry’s pleas, Calabria will not arrange for Fannie
and Freddie or the Fed to make secured bridge loans to the servicers,
which keep track of the documents, mail the accounts to the borrowers
and the checks to the bondholders, who own the mortgages.

According to Calabria, the payments shortfall for the servicers
caused by congressionally mandated loan forbearance 1s all “spin.” The
mortgage bankers who generate most US mortgages are extremely
angry with him. For the moment, Calabria has the support of Treasury
secretary Steven Mnuchin. Apparently, Calabria has decided that there
has to be a “stress test” for the servicers this May, and perhaps for a few
months after that.

Calabria makes an unlikely villain, but he has become one in
the world of housing finance. At this rate, he will do well to collect
a fat severance payment at the end of May. For his safety, Congress
may have to throw in anonymity through the witness protection pro-
gramme, and maybe a job under his new name, perhaps teaching slide

deck composition at a for-profit online college.®

Yes, in the view of the Financial Times, not bailing out Wall Street makes
one the villain. For the record, Dizard never reached out to me or any-
one else at the FHFA. We would have been happy to walk him through

the data and analysis, as we did for several journalists. The real lesson
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here is that in a crisis, many voices will yell for a government rescue and
assert that not providing bailouts is the “reckless” path. I can guarantee
that you will hear that in the next crisis as well, perhaps even from

Dizard. And for the record, there was never a “deal in place.”

The massive hole in this argument is that the contracts that Fannie and
Freddie have with mortgage servicers explicitly require the servicers to
cover forbearance in stressed environments. Yes, you read that correctly.
Wall Street was trying to wiggle its way out of obligations to which it
had knowingly agreed.

What is even more appalling is that servicers had a choice that would
have allowed them to avoid this outcome. That choice, however, was
less lucrative. So, as usual, many in the mortgage industry went for the
short-term quick profit and later complained about the results. Contrary
to the claims of some industry advocates, servicers were already paid for
covering forbearance shortfalls. To understand how requires an explana-
tion of servicing options facing the lenders.

The primary job of a mortgage servicer is to forward payments from
the borrower to the investor, or in the industry lingo, to “remit.” The
servicer, upon delivery of a loan to Fannie or Freddie, has some choice of
remittance methods. That is, the servicer has full control over just how
much risk it is willing to take in terms of future payment flows.

The crucial difference between methods is whether the servicer
is obligated to advance the borrowers’ contractually scheduled mort-
gage payment regardless of whether the payment was made by the
borrower.

An “actual” remittance requires the servicer to remit only amounts
collected from the borrower. Therefore, it does not require the servicer
to advance a payment from its own funds. A “scheduled” remittance
requires the servicer to advance the amount even if the borrower did not
pay the servicer.

Remittance types may be scheduled or actual, depending on the treat-
ment of interest and principal. The first half of the description addresses

interest, and the second addresses principal. For example, a scheduled/
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actual remittance requires the servicer to pay scheduled interest but to
remit principal only to the extent actually collected from the borrower.

Freddie Mac’s primary remittance type for loans for single-family
homes is scheduled/actual. Fannie Mae has two remittance types.
For their mortgage-backed securities (MBS) program, remittance is
scheduled/scheduled, obligating the servicer to remit both interest and
principal even if no payment is collected from the borrower. For Fannie
Mae’s “cash window” program, the remittance type is actual/actual;
therefore, servicers remit only the amount of principal and interest
collected from the borrower.

On the basis of these schedules, servicers have no obligation to
advance any mortgage payments under Fannie Mae’s large cash window
program. Fannie Mae assumed all the obligation to advance missed pay-
ments to MBS holders for mortgages purchased via the cash window.
As the cash window business was made up predominantly of smaller
lenders, the situation also meant that the smaller lenders, who might lack
the balance sheet strength of larger lenders, would not be obligated to
advance missed mortgage payments.

Freddie Mac servicing requires servicer advances only for uncollected
interest but limits them to four missed payments by the borrower. Of
note, for mortgages with low interest rates or some seasoning, a substan-
tial portion of the borrower’s scheduled mortgage payment is principal
(which the servicer is not obligated to advance). The servicers’ advancing
obligation was most material under Fannie Mae’s scheduled/scheduled
MBS program.

That obligation was capped at four months to align Fannie Mae
with Freddie Mac’s existing process. This action alleviated significant
market uncertainty, solidified mortgage servicing rights valuations, and
enabled servicers to secure additional mortgage servicing rights financ-

ing if necessary.

Many servicers in fact chose the low-risk option. As one servicer wrote
me directly in April 2020, “We had options to earn additional revenue
by selecting Schedule/Schedule for our GSE [government-sponsored
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enterprise] servicing. [But didn’t.] Thank you for waiting for the data
and not just handing over solutions to, what in normal times are highly
profitable, clever but vulnerable business models. Wait for the data and
you will be right.”

There is a tendency in financial crises to paint all institutions as
experiencing the same troubles, hence the need for a rescue to avoid
the collapse of an entire industry. Such assertions are hardly ever true.
For instance, one of the forces behind the crash of Bear Stearns in 2008
was the growing mismatch between the durations of its assets and lia-
bilities. To ride the yield curve, Bear Stearns increased this disconnect.
That allowed a greater spread between assets and liabilities, increasing
its profits. However, when the yield curve flattened and momentarily
inverted, Bear Stearns was paying more on its liabilities than it received
on its assets. Few financial institutions will survive long under such con-
ditions. While the company continued these high-stakes gambles, other
investment banks, such as Goldman Sachs, were reducing this mismatch
and were able to survive a market environment that sank Bear Stearns.

We saw something similar in the spring of 2020. One servicer busi-
ness model proved robust, while another proved fragile. There was no
risk of an industry-wide collapse. There was only a risk that a small

number of servicers would fail because of their chosen business models.

To fully understand why the risk of a systemic liquidity shock appeared
extremely remote, if not zero, one must look at the overall obligations of
Fannie and Freddie servicers.

At the time of the passage of the CARES Act, the total monthly prin-
cipal and interest payments for Fannie and Freddie were approximately
$32 billion. Of that, about 40 percent, approximately $13 billion, of the
advance obligation rested directly with them. This is the result of lenders
choosing a remittance structure that leaves the risk with Fannie and Freddie.

About $11 billion, approximately a third, rested with deposito-
ries, such as banks and credit unions. During the first few months of
COVID-19, banks and credit unions were witnessing record inflows of

deposits. That is, they were swimming in cash. And, of course, banks
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could access Federal Reserve lending facilities, and credit unions could
access liquidity facilities operated by the National Credit Union Admin-
istration. Thus, the servicing ability of banks and credit unions was
never in question.

Roughly $8 billion, approximately a quarter, of the potential
monthly advance obligation rested with nonbanks. At a 6.5 percent for-
bearance rate, which is what the FHFA was projecting in March 2020
and what ended up occurring, this translated to approximately $520 mil-
lion of nonbank incremental advance needs per month. As a result of the
FHFA’s four-month limit on servicers’ obligations to advance principal
and interest payments on loans in forbearance, nonbanks’ total four-
month obligation equaled approximately $2.1 billion.

The FHFA’s median forecast of 6.5 percent forbearance for Fannie
and Freddie loans turned out to be dead-on. According to Black Knight,
one of the foremost service and data providers in the mortgage industry,
Fannie and Freddie forbearances peaked at 6.9 percent, including bor-
rowers in a forbearance plan but still paying."’

Now, we could have just gotten lucky. I recognized that any forecast
1s susceptible to error. Examining historical unemployment patterns and
previous recessions, we estimated a series of possible outcomes. Within
a very wide band of confidence, our figures suggested that Fannie and
Freddie forbearances could reach as high as 15 percent. That outcome,
however, was extremely unlikely. Even if it did occur, nonbanks’ total
four-month obligation would equal around $5 billion, still well within
the industry’s capacity.

Actual servicing needs were even less: consistently throughout
COVID-19, about a fifth of borrowers in forbearance programs continued
to make their payments, seeing the program as an option they hoped not
to need.

To the degree that a servicer is also an originator, the lender can also
use the “float” from mortgage prepayments as the borrower refinances
to cover their servicing obligations. With the decline in mortgage rates,
we expected 2020 to be a great year for refinance activity, even if our
projections ended up being below the refinance boom that occurred. On

the basis of our conservative refinance estimates for 2020, the float alone
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from expected mortgage prepayments would more than cover nonbanks’
total Fannie and Freddie servicing obligations. That is, a full consider-
ation of all the relevant projected cash flows indicated that net nonbank
servicing liquidity needs for Fannie and Freddie mortgages would be
approximately zero.

Industry lobbyists claimed that nonbank servicer obligations could
reach “as much as $100 billion.”"™ The Urban Institute went so far as
to claim that costs would be $162 billion."” So how does one get from
$2.1 billion to $100 billion? The short answer is one cannot. If 100 percent
of Fannie and Freddie loans went into forbearance, with the four-month
cap the nonbank obligations would be around $33 billion. Even adding
in the rest of the mortgage market—Federal Housing Administration
(FHA), private label—would not get you to $100 billion. That was not
even a reasonable outside estimate.

Why were industry and some think tank estimates so wildly inaccu-
rate? Let’s set aside the possibility that they were intentionally so. Some
commentators simply took the overall monthly principal and interest
payments, around $42 billion in spring 2020, multiplied that by 25 or
30 percent, and got a monthly cost of $10 to $13 billion. Then they
assumed that borrowers would take all or most of a full year of forbear-
ance. Add in property tax and insurance payments from escrow, and
sure, you can get to a range from $100 to $162 billion.

There are several flaws in this analysis. Foremost, it ignored that
Fannie and Freddie were already responsible for large portions of these
payments. Perhaps think tank analysts can be forgiven for not knowing
how mortgage servicing remittances work, although the authors of the
Urban Institute estimate are industry veterans. It is also possible that
industry advocates did not understand the breakdown of Fannie and
Freddie remittance schedules. For these reasons, we did share our analy-
sis with industry and think tank commentators. Nevertheless, we did
not witness any pro-rescue commentators changing their story after we
explained the remittance schedules.

Industry forecasts were also widely off about what percentage of
borrowers would take forbearance and for how long. The overall peak

for all mortgage types was about 10 percent, and most mortgages in
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forbearance exited within six months. And as previously mentioned,
we capped Fannie and Freddie servicer obligations at four months.
Freddie’s four-month cap was already in place before the CARES Act—
that is, when the industry was first putting out estimates. We quickly
announced that we would soon align Fannie and Freddie policies, with
details finally being released to the public on April 21, 2020.

Even after I had presented this analysis to the Senate Banking Com-
mittee in June 2020, there were still loud voices arguing for a bailout of
mortgage servicers, even into July 2020, long after it became clear that

the FHFA’s estimates were the most accurate presented.?’

Any estimate of liquidity need must be weighed against the availability
of liquidity. Here, the FHFA was at an informational advantage over
any other market observer, including Fannie and Freddie. The FHFA
regularly receives balance sheet and income statement data for all 346
(as of January 1, 2020) nonbank servicers that did business with Fannie
and Freddie.

What did our data tell us? Liquidity for the industry was not only
sufficient but also increasing. Total nonbank liquidity increased by 9
percent to $36 billion in the first quarter of 2020. Of that, unencum-
bered cash and equivalents made up $13 billion, an increase of 19 percent
from December 31, 2019.

The mortgage servicing industry was sitting on $36 billion to cover
what the FHFA believed would be about $2 billion in needs. Even if the
industry did not want to sell off liquid assets, there was still more than
sufficient cash available.

Although the FHFA was privy to more data on nonbank servicers
than any other organization, we were not hiding this information, at least
not the aggregates. The preceding data were shared within the FSOC.
On March 30, 2020, a conference call of the FSOC’s Task Force on Non-
bank Mortgage Liquidity was made to discuss conditions in the mortgage
servicing markets.?! FSOC attendees, in addition to me, included Trea-
sury secretary Mnuchin, Federal Reserve chair Jerome Powell, Comp-
troller of the Currency Joseph Otting, FDIC chair Jelena McWilliams,
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and Consumer Financial Protection Bureau director Kathy Kraninger. I
presented these data, along with more confidential data on the health of
specific servicers and a discussion of the condition of Fannie and Freddie.

The Department of Housing and Urban Development (HUD) is not
a member of the FSOC, but both HUD and the FHA attended this task
force meeting to update the FSOC on liquidity needs facing nonbank
servicers supporting the FHA and Ginnie Mae. FHA commissioner
Brian Montgomery and Ginnie Mae principal executive vice president
Seth Appleton led that presentation.

I had also walked numerous members of Congress through this
analysis. We regularly discussed these aggregates with industry represen-
tatives. I also presented this information to the public during testimony
before the Senate Committee on Banking, Housing, and Urban Affairs.
Of course, we vetted these data extensively with Fannie and Freddie,
which had collected them. Not once can I recall anyone telling us where
our analysis was oft. We would have welcomed such corrections if they
had been needed.

Since there clearly was no systemic liquidity risk to the nonbank
mortgage servicing sector, why all the industry lobbying and effort,
especially during a pandemic? There were a handful of smaller ser-
vicers that, according to our monitoring data, might have run into some
liquidity problems. This was never more than a small portion of the
industry. For the first several months of COVID, I also received daily
updates on “at-risk” servicers. We would let the data do the talking.
While the industry certainly did not need a rescue, an extremely small

segment might express considerable stress.

Given the lack of systemic importance, I believe the actual driver of the
industry’s demand for a liquidity facility is a simple one: profits. Recall
that the FHFA had estimated that lenders’ float from the refinance boom
would be more than sufficient to cover their needs. However, this would
mean that the float would be forwarded to investors a lot sooner than
usual. Normally, lenders invest the float in short-term instruments,

adding significantly to their profits. Since a sizable portion of industry
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profits derived from the float, the industry felt entitled to those profits.
In some cases, lenders would also have to draw on their lines of credit
from commercial banks. Obviously, those lines of credit are not without
cost. The bottom line is that there was no systemic risk to the nonbank
mortgage servicers, just a dent in their profits, for which they believed
the public should make up.

[ believe another factor is the rivalry between banks and nonbanks.
While T am no more a fan of bailouts for banks than for nonbanks, it is
fair to say I am a minority voice in Washington on that front. Part of
nonbanks’ feeling that they had arrived, so to speak, was a sense that if’
banks get rescues, then so should nonbanks. You have not really made it
until Washington is willing to throw money at your mistakes.

Part of the trade’s growing animosity toward me derived from
my unwillingness to be their advocate. At least one insider was kind
enough to express as much, saying they had hoped I would be a “voice
for the industry.” Somehow, my response that I was an independent,
arms-length regulator and not a cheerleader for any industry was not the
answer they were looking for.

[ can see where the nonbanks were coming from. The Office of
the Comptroller of the Currency often advocates on behalf of the big
banks, the National Credit Union Administration has a long history
of reflecting the interests of credit unions, and the Federal Reserve is
a reliable voice for Wall Street’s primary dealers. You can usually get
the Wall Street take by picking up the phone and calling the Treasury
Department. Even the Consumer Financial Protection Bureau is a con-
sistent voice for the trial bar. I don’t like it, but it is certainly common
for industries to co-opt agencies to be their advocates. This is not even
necessarily the result of undue influence or bad intent, but simply from
the fact that regulators engage with their regulated entities more than
any other party. In this case, familiarity generates common assumptions.

Such had been the case for much of the FHFA’s history. The FHFA
did not regulate the nonbanks, but both Fannie and Freddie viewed the
nonbanks as their clients and core constituency. As depositories would
always have the option of holding whatever mortgages they originated,

they were viewed by Fannie and Freddie as unreliable political partners.
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Both companies viewed the nonbanks as critical advocates for a large
government-sponsored enterprises footprint. As Fannie and Freddie fur-
ther influenced the FHFA, the views of the nonbank mortgage industry
became more and more the conventional wisdom within the FHFA, at

least until I came along.

Our inability to get accurate, reliable data from the mortgage industry
became a major frustration. While I should not have expressed that feel-
ing to the press, I did, in two interviews the first week of April 2020.>*
I had hoped that doing so would encourage the mortgage industry to
be more reliable, but instead, industry lobbyists played the victim. How
dare I call out their intentional campaign of misinformation?

I had tried to maintain my relationship with industry and advocacy
representatives as one based on openness. I believed we had brought to the
FHFA a level of transparency unmatched at any other financial regulator.
Foremost, I regularly explained that our guide was the statute that Con-
gress had created, not my desires or those of the mortgage industry. Thus,
the degree to which many industry advocates placed getting government
subsidies ahead of containing a pandemic was disheartening.

I must emphasize that not all lenders—not even most—behave this
way. The real estate and mortgage businesses are full of well-meaning,
hard-working individuals. But the fact remains that the mortgage indus-
try does a very poor job of weeding out unethical actors. All too often,
its representatives have advocated not for the best of the industry but for

the worst.

Since Wall Street was having trouble securing a rescue on the basis of its
own needs, it had to roll out the old “it’s really about Main Street” line.?
Essentially, the argument was that if servicers had to honor their obliga-
tions to forward missed payments, then they would either lack the funds
to originate new mortgages or they would increase their credit standards
to avoid making loans to borrowers who might later take forbearance.
This begs the question of whether we really want to encourage lend-

ers to make loans that are unlikely to perform. One of the big changes
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to come out of the Dodd-Frank Act was the requirement that lenders
document the borrower’s ability to pay the mortgage. Since the basis
for entering forbearance is an inability to pay, it should be obvious that
making lots of loans that might not be repaid was in direct conflict with
the consumer protections put in place after the 2008 crisis, not to men-
tion irresponsible. We can debate the wisdom of the Dodd-Frank Act,
but by requiring lenders to account for borrowers’ ability to pay, which
changes over the course of a business cycle, the act is clearly structured
to make mortgage lending more pro-cyclical. That effect had nothing to
do with servicer liquidity.

Since depositories such as commercial banks were experiencing
a massive influx of deposits, and hence greater liquidity, if servicer
liquidity among nonbanks was adversely impacting the mortgage mar-
ket, then we should have witnessed at least two trends: declining market
shares for nonbanks and tighter credit standards for nonbanks than for
banks. We witnessed neither. The nonbank share of Fannie and Freddie
mortgage originations increased over the course of 2020. As measured
by borrower credit scores, nonbanks were operating throughout 2020
with weaker credit standards than banks. This trend held for Fannie and
Freddie loans as well as for the traditionally weaker credit at the FHA.**

As noted above, much of the industry could avoid the responsibility
for advancing missed payments. Fannie sellers could have simply made
new loans via the cash window, for instance, or just chosen a remittance
schedule based on what was received from the borrower. This would

have been less profitable, but lenders were free to make that tradeoft.

With Fannie and Freddie not aiding servicers, the attention turned to
both Congress and the Federal Reserve. Despite intense industry lobby-
ing, Congress resisted the call for a mortgage servicer rescue. Although
several representatives and senators did call for a bailout, I do not believe
that they ever convinced Senate leadership, particularly the leads on the
Senate Banking Committee, chairman Mike Crapo and ranking mem-
ber Sherrod Brown, of the need for a servicer rescue. While not ironclad,
a general rule on Capitol Hill is that it is hard, if not impossible, to get

something done if both the chair and the ranking member (the senior
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member of the minority party) of the committee of jurisdiction oppose
it. I also believe that Mnuchin opposed inclusion of mortgage servicer
support in any COVID-19 legislation.

Secretary Mnuchin was the most pivotal player in this drama, perhaps
fitting for an occasional movie producer. Steven was the administration’s
point person with Congress on COVID-19 legislation. He regularly inter-
acted with House and Senate leaders and was widely seen by senators
and representatives across the political spectrum as speaking for the White
House. In short, his views carried considerable weight on Capitol Hill.
His history in the mortgage industry was also significant. While he was
strongly criticized by Democrats during his confirmation hearing for fore-
closure practices during his time at OneWest, most of Congress considered
that experience as at least suggesting that he was an expert on the mortgage
market. All that said, mortgage servicers’ efforts to lobby the Hill were not
paying off. Such a lack of progress clearly added to their frustration.

Secretary Mnuchin also played a critical role in that his approval was
needed for any Federal Reserve relief for mortgage servicers. After the
passage of the Dodd-Frank Act in 2010, Congress required the Federal
Reserve to gain the approval of the Treasury secretary before engaging
in any aid to nonbanks under its so-called 13-3 powers. This provi-
sion was passed in reaction to the bailout of AIG and the assisted pur-
chase of Bear Stearns by JPMorgan Chase and was mirrored in a similar,
long-standing process at the FDIC.

Although Jay Powell was the face of the Federal Reserve’s response
to COVID-19, many others played important roles. Investigating and
researching the liquidity needs of mortgage servicers fell primarily to
Federal Reserve Board governor Lael Brainard, with some occasional
assistance from the vice chair for supervision, Randall Quarles. Both
regularly inquired about what we were observing and shared what they
were hearing from the banks regulated by the Federal Reserve. Despite
our political differences—DBrainard being a well-known Democrat who
received some notoriety for donating just enough to Hillary Clinton in
2016 for it to become public, a rarity for Federal Reserve Board gover-
nors, who prefer to maintain the public illusion of being nonpolitical—I

found working with Brainard to be straightforward, professional, and
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productive. She and Quarles regularly reached out for data and analysis
on the mortgage market. One of my core objectives as director was
to elevate the FHFA to be the public and interagency place to go for
mortgage data and analysis. The frequency with which both the Federal
Reserve and the Treasury turned to our agency became a real testament
to how far we had come in such a short time.

Mnuchin consistently opposed a rescue of mortgage servicers. The
Federal Reserve displayed no such resistance. Perhaps it is just part of the
culture, but the usual “bail out first, ask questions later” approach was on
full display. The Federal Reserve made it extremely clear to us and to the
Treasury Department that a liquidity facility for mortgage servicers was
ready to go. All they needed was Treasury’s permission to “turn the key.”
Although I believed and publicly stated that it was the Federal Reserve’s and
Treasury’s call whether to establish a 13-3 facility for mortgage servicers,
[ must admit to being somewhat disappointed in the Federal Reserve’s
readiness, despite the data so clearly indicating that it was unnecessary.

[ played a modest role in vetting Federal Reserve Board governors,
including the chair, while working for Vice President Mike Pence. The
vice president had long been opposed to Wall Street bailouts, having for
years talked in his speeches as a House member about being the “first
member of Congress to publicly oppose” the Troubled Assets Relief
Program bank assistance in 2008. The vice president’s office had reg-
ularly pushed back on potential nominees whom we believed would
be pro-bailout. There were several possible Federal Reserve and other
financial nominees whom we blocked for that very reason. Thus, it was
with considerable disappointment that I watched an institution I had
helped to shape so quickly fall into rescue mode. It is further evidence
that the Federal Reserve ends up changing the governors more than the
governors change the Federal Reserve.

The Federal Reserve is not the only institution in Washington that
is susceptible to financial industry pressure. HUD often, perhaps too
often, tends to reflect the views and interests of the mortgage industry.
Nowhere is this more pronounced than within the FHA and within
Ginnie Mae. Over the years, | have reflected many times that the FHA

appears to operate as a subsidiary of the mortgage industry, regardless
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of who is in the White House. It did not take long for the industry to
get to HUD. In our internal interagency meetings, HUD became a
vocal advocate for a bailout of the mortgage trade. Unfortunately for the
industry, and fortunately for the greater public good, HUD did not have
a say in the process. The decision was ultimately Secretary Mnuchin’s.

Secretary Mnuchin may have been the ultimate obstacle to relief for
mortgage servicers, but he was prepared to let the public criticism fall
to me, which was perfectly fine. Well, kind of. Mnuchin was not trying
to dodge responsibility for the issue. He simply did not feel it was neces-
sary to publicly express his opposition. All of that is very understandable,
especially in a pandemic when you have countless issues coming at you.
There are enough painful choices without asking for more.

So why make me a target for Wall Street? Of course, that was not the
objective, even if many of my friends, including those at the White House,
derived considerable amusement from the headlines reading “Wall Street
Puts Blame on Calabria for Blocking Mortgage Aid,”* or perhaps my
favorite, from Politico, “Trump’s Libertarian Housing Regulator Refuses
to Bail Out Mortgage Firms with Public Money.”*® At Politico there is
probably no bigger insult than “libertarian,” other than being “Trump’s”
appointee. Despite the never-ending hours spent trying to educate pub-
lications like Politico that the FHFA was then an independent regulator,
and therefore not anyone’s regulator, our media continue to go for the
clickbait. I have long been adamant about protecting the FHFA’s inde-
pendence, even from a White House of which I was previously a part.
However, it was still nice to hear nothing but supportive messages from
the White House in opposing another Wall Street bailout.

The reason to be public was to encourage any troubled servicers
to go out and raise funds in the private markets. It may be counter to
conventional wisdom, but I believe the biggest lesson of the failure of
Lehman Brothers is that if you lead a company to expect a bailout, it
will not take the actions needed to avoid one. As we know, there were
several offers to acquire Lehman, which would have avoided the need for
a rescue. After the assistance to Bear Stearns’s shareholders and creditors,
Lehman was given plenty of reason to expect similar treatment.

Lobbyists, analysts, and other commentators continued to tell the

mortgage industry that a rescue would happen eventually. They were
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not just the paid advocates giving their spiel. Even Isaac Boltansky, who
is one of the most reliable and consistent commentators on Washington
financial policy, continued to tell his clients that a bailout was forthcom-
ing. Isaac was clearly getting his information from lobbyists who had a
vested interest in that outcome. Since the industry had put its collective
head in the sand and no one else was stepping forward, it fell to me to
wake it up with a message it most certainly did not want to hear. The
cavalry wasn’t coming to the rescue.

Some of this message took place via the press. For instance, I had
discussed with several journalists our plans and procedures for transfer-
ring the activities of any failed servicer to a healthy servicer. And, we had
just completed such an exercise in September 2019, when Ditech entered
bankruptcy and its servicing was acquired by New Residential Investment.
In fact, Fannie and Freddie could and should have transferred servicing
without having to resort to bailouts. A considerable part of March and
April 2020 was spent on the phone with the CEOs of servicing compa-
nies, including depositories. Fannie and Freddie were engaged in a similar
effort to line up capacity in case of servicer failures. I saw this repeatedly in
2008: the claim that some firm must be rescued by the taxpayer because it
performed a critical function or because a ready buy was not there. We did
not intend to either wait or be forced to choose between uncertainty and
bailout. We worked with Fannie and Freddie to create resolution planning
for failed servicers, including recapture of the mortgage servicing rights
and conversion of failed servicers into subservicers.

Bizarrely, some of the loudest voices for a bailout had only a few
years earlier presented servicing transfers as the appropriate route in
the event of a servicer failure. Karan Kaul and Laurie Goodman of the
Urban Institute wrote in 2016, “Traditionally, nonbanks have not been
subject to the same level of supervisory financial regulation and capital
requirements as depositories. Nonbanks don’t hold consumer deposits
and don’t have a retail presence, thus limiting the potential for customer
disruption in the event of insolvency. Further, disruption of servicing
upon failure of a nonbank servicer is typically avoided by transferring
servicing rights to a financially sound servicer, thus ensuring contin-
ued collection of mortgage payments from borrowers and uninterrupted

remittance of principal and interest (P&TI) to MBS investors.”*’
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Perhaps Kaul and Goodman believed the above applied when a sin-
gle servicer or a small number of servicers were facing failure, not large
segments of the mortgage trade. That, of course, is why we continued
to monitor the health of the industry and would have engaged in sys-
temic solutions if the problem itself became systemic. But again, there
was never any evidence supporting the warnings of system-wide failure.

Fortunately, we were not flying blind when it came to which servicers
might find themselves in trouble. As part of our supervision of Fannie and
Freddie, we focused attention and resources on counterparty risk. Perhaps
there is no bigger co-contractor risk to Fannie and Freddie than mortgage
servicers. For that reason, the FHFA regularly receives balance sheet and
income statement information on all the nonbank servicers that do busi-
ness with Fannie and Freddie. Yes, such data can sometimes be stale, so we
requested more frequent updates from Fannie, Freddie, and the servicers.
Every weekday morning during the first six months of the pandemic, I
received a troubled servicer watchlist detailing which servicers were close
to the line and could find themselves in financial trouble.

Private equity and hedge funds were major investors in a few of
the troubled servicers. Now, I am a big believer in the net positive role
played by them both. Thus, I am certainly not hostile to that industry.
However, I do object to the idea that investors can spend years pulling
money out of a company and then, when that company needs funds,
request that the government provide them. Fortunately, when inves-
tors came to realize that we would transfer the servicing rights of these
companies—their main assets—and that they would have almost no
value left, those investors decided to inject funding sufficient to protect
their investments. A win all around, without the use of a single penny

of taxpayer assistance.
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Chapter 7
Social Distancing in the
Housing Market

The great COVID-19 housing boom appears to have been driven not
only by the desire to move away from certain urban areas, such as New
York City, but also by the additional free time experienced by many
now-remote workers.! One in four households reported wanting to
move in response to the pandemic restrictions imposed by their local
governments,” the biggest impetus of which was school closings.’

Some buyers also appeared to be moving from COVID-19 hot spots
to areas of the country with fewer cases. Not surprisingly, this trend
drove more buyers to rural areas, relative to pre-pandemic trends.’

For some, time formerly spent commuting was used to surf real
estate websites, such as Realtor.com, Zillow, or Redfin. Virtual three-
dimensional walk-throughs on Redfin.com increased 563 percent in
2020, for just one example.’

Perhaps the most surprising development was the explosion in home
purchases made sight unseen. Personally, I could never imagine buying
a home without having visited it first. Apparently, I am in the minority.
Redfin reported that by December 2020, 63 percent of offers to pur-
chase were being made sight unseen.” This was a housing boom driven
by the laptop class.”

Contributing to the willingness to buy sight unseen was the large

amount of down payment assistance provided in the form of federal
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COVID-19 relief payments. One in four homebuyers during the pan-
demic reported using federal stimulus money for their down payment.”
Another 23 percent cited an increased ability to save due to the pandemic,
as they were no longer incurring commuting expenses or spending on
that European vacation.'’

One of the more interesting shifts was the use of self-guided tours,
limited mostly to vacant properties."" Having spent a few years early in my
career at the National Association of Realtors (NAR), I have never under-
estimated the creativity of real estate agents when it comes to closing a sale.

The pandemic was a stark reminder that much of the real estate and
mortgage transaction was still face-to-face. A great deal of that would

have to change.

The purchase of a home, particularly when it is financed with a mort-
gage, is a complex legal process. The most critical link is the transfer
of deed. This is the most fundamental legal aspect. If the deed is not
properly transferred, you do not own the property in the eyes of the law.

A deed transfer is not as simple as having the home seller hand you
the deed. That would be too easy—and too risky from a legal stand-
point. Deeds must be signed by both parties before a notary. The signing
is usually done at the office of a settlement agent or notary. Traditionally,
this has been a process characterized by half a dozen people crammed
into a small conference room. If you think that sounds like an ideal
environment for COVID-19 to spread, you are correct. Obviously, that
process would have to change.

Before the pandemic, 34 states allowed the deed transfer to take place
online."” Those were predominately rural states, such as Alaska or North
Dakota, where there would be few notaries spread over large geographies.
For them, moving to only online, or remote, notarization would be rel-
atively easy. Unfortunately, the 16 without this flexibility were some of
the nation’s largest housing markets, such as California and New York.

California would let the notary come to you, however. Hence the
occasional real estate closing taking place in a front yard, in a driveway,

or on a porch, with appropriate social distancing.
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The federal effort to create a national standard for remote online
notarization did gain some momentum, led by Sens. Kevin Cramer, a
Republican from North Dakota, and Mark Warner, a Democrat from
Virginia. Both senators were on the banking committee and were point
persons for much of the real estate and mortgage industry.

Senator Warner, in part due to his efforts at reforming Fannie and
Freddie, was seen by many in Washington as the most astute senator in
the Democratic caucus on mortgage issues. While I have had occasional
disagreements with him, I always found him friendly and thoughtful.
He was among those on Capitol Hill with whom I spoke most often
during my tenure at the Federal Housing Finance Agency (FHFA),
especially during the pandemic. Most of the Democratic senators,
such as Sherrod Brown and Elizabeth Warren, with whom I regularly
interacted, focused their questions on renters and, to a lesser degree, on
homeowners. Warner would inquire about those issues as well, but also
about the state of the mortgage industry and the future of Fannie Mae
and Freddie Mac. He has been far more optimistic than I, for instance,
in terms of recouping the taxpayers’ investment in Fannie and Freddie.

Unfortunately, the senators’ efforts on notarization stalled, partly
because their bill was referred to the Senate Judiciary Committee. As
neither Senator Cramer nor Senator Warner was a member of the Com-
mittee, their ability to push the bill was limited. It also probably did
not help that the most senior Democrat, the ranking member on the
Committee at the time, was Senator Dianne Feinstein, representing
California, the state most opposed to remote notarization.

As with many issues, and appropriately so, states moved when the
federal government could not. Whereas California would not adopt
remote notarization, states such as Illinois, New Hampshire, and New
Jersey did. Fannie and Freddie would also have to adjust their policies to
be more accommodating to remote notarizations.

States would also largely determine which businesses were deemed
“essential” and therefore somewhat free of lockdowns. Following guidance
from the Department of Homeland Security suggesting that real estate and
mortgage services were essential, most states followed suit."”> To add to the

confusion, some cities issued essential-business directives that differed from
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those at the state level. Early in the pandemic, it was not unheard of for real
estate services to flip from essential to nonessential and back, all depending
on the local political dynamics.'

A far greater problem was the shutdown of local courthouses. After
a deed transfer is signed and notarized, it generally must be recorded
with the local courthouse or county recorder. Local governments were
among the first to close or transition to remote work. One reason for the
many foreclosure and eviction moratoriums, for instance, was that the
courts that process those legal actions had gone into lockdown.

This might be one of the rare instances in which the length of
the real estate and mortgage processes became an asset. Despite a lot
of creative thinking, both at the FHFA and in the real estate industry,
there simply was no fix for closed courthouses. Since the closing process
can take weeks, and sometimes a month or two, the recording of deed
transfers and new mortgages would await the reopening of courthouses.
Fortunately, by May 2020, most of the approximately 3,000 county
courthouses would be back to some level of service.

The shutdown in county courthouses immediately reminded me of
my time at the White House during a federal government shutdown.
During the 35-day shutdown from December 2018 to January 2019,
many government services either slowed or halted. Numerous airports
were disrupted, for instance, because of the shutdown’s effect on the
Transportation Security Administration. At one point, I was hearing
from the major auto companies that the new models would not be ready
for release unless the Environmental Protection Agency reopened soon.
My most immediate takeaway was that far less of the private sector should

be dependent on government permission to simply function.

The biggest concern would be with the parts of the mortgage process
that require someone to enter your home. Before the pandemic, a home
inspector or appraiser could easily spend an hour or more inside your
house, usually with you following close behind. Sometimes the two of
you were in cramped quarters, such as getting a closer look at that crack

in the bathroom tiles or squeezing into that small closet that holds your
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water heater. None of that sounds attractive if you are trying to avoid an
airborne virus.

Both Fannie and Freddie had already been implementing alterna-
tives to traditional appraisals. It was not a move I was particularly com-
fortable with. A home’s appraised value directly affects how much can
be borrowed against that home. The pressure appraisers felt from lenders
and real estate agents to “hit the number” was a direct but modest con-
tributor to the 2008 financial crisis. Alternative valuation methods
appeared to be more about gaining a competitive advantage for Fannie
and Freddie and less about getting accurate home appraisals. The costly
missteps at Zillow, losing almost a billion dollars in the hottest housing
market in a generation, illustrate the dangers of relying too heavily on
automated valuations."” And these efforts were being made with little
input from external stakeholders.

Because of these concerns, I directed the FHFA’s staff to begin eval-
uating changes to the appraisal process. This would start with a public
request for input, followed by public listening sessions.'®

In the interim, we would have to find a way to allow some mortgage
activity to continue without requiring an appraiser to enter the house.
As I did not want Fannie and Freddie to take additional risk, the solution
was to allow external, or “drive-by,” appraisals but to lower the allow-
able loan-to-value on the mortgage, with the assumption that more flex-
ible appraisals would result in upward bias in estimated values. We would
monitor loan performance. If early payment defaults increased, we could
adjust. As part of both our request for input and ongoing monitoring, staff
would conduct a full analysis of the performance of flexible appraisals.

The waiver of a full appraisal worked most easily for a simple rate
reset refinance, because in most cases there would be no reduction in
homeowner equity. We would be less flexible on cash refinance or pur-
chase loans since they would present additional credit risk beyond that of a
simple rate reset. We would also limit the appraisal waivers to loans already
guaranteed by Fannie or Freddie, so as to limit any new credit risk.

The most difficult part would be new construction because the
buyers do not have an existing mortgage and there may be few compara-

ble properties. Most jurisdictions declared residential construction to be
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an essential activity and allowed it to continue during the initial lock-
downs. Although many new homes are purchased with all cash, a sizable
number still depend on conventional financing. We would increase our
documentation requirements to help us ensure that the homes had actual-
ly been constructed, while providing enough flexibility to keep the mar-
ket moving. Since Fannie and Freddie provide financing not for home
construction but only for home purchase, the greatest risk in the process
was still with the construction lender, usually a local community bank.
Although it is too early to know for sure, I do remain concerned
that the appraisal flexibilities we implemented during the pandemic con-
tributed to the record home price increases. [ still believe the tradeoffs
were worth it, but there were significant risks in reducing the use of
full appraisals. That is why we limited appraisal waivers to loans already
guaranteed by Fannie or Freddie—and only to loans with significant
homeowner equity, usually 30 percent or more. The main risk, however,
is that such practices will become standard as the pandemic recedes,

especially if applied to loans with little to no equity.

The home value is a critical input in the processing of underwriting a
mortgage. Another crucial component is the borrower’s income. After
all, you do want to make sure the borrower has the capacity to pay back
the loan.

The usual process for verifying a borrower’s income and employment
involves contacting their employer. As you might imagine, that became
a lot harder when so many employers had shut down or switched to
remote work. Moreover, we were faced with the possibility that the bor-
rower had lost his or her job during the shutdown after the mortgage had
already closed or had been purchased by Fannie or Freddie. Even more
difficult were cases where the borrower was a small business owner, such
as a restaurant owner. Was the business still open? Would it reopen soon?

In many instances, the mortgage would simply not be made. There
really was no way around that, especially for many self~employed workers

and small business owners. In other instances, we would accept alternate
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documentation or verification by the lender.”” However, we would also
reduce how old asset and income documentation could be, since every-
thing was changing so fast. Fortunately, the job market and overall econ-
omy quickly started to recover in June 2020. Otherwise, we would have
been forced to find another approach, especially for the self-employed.

Often the purchase of a home is contingent on the results of a
home inspection or appraisal. I highly recommend not buying an older
home—really, anything more than 10 years old—without having a
home inspection. Whether the result of the increased flexibilities offered
by Fannie and Freddie or of competitive market pressures, buyers during
the pandemic increasingly waived inspection and appraisal contingen-
cies, essentially agreeing to buy as-is. According to the NAR, almost a
third of buyers during the pandemic were doing so.'®

The most important waiver might have been the decision by many
buyers to go without a mortgage. Normally, between 15 and 20 percent
of buyers pay all cash for their home. That number surged to 25 percent
by early 2021." Although an even larger share of all-cash sales occurred
in the early years of the Great Recession, those were predominantly dis-
tressed sales. The cash purchases during COVID-19 were not. Skipping
the mortgage does significantly reduce the number of social interactions
involved in the process, but it means giving up the chance to enjoy
record-low mortgage rates.

The desire to maintain social distancing likely also explains the
stronger recovery in new home sales than in existing home sales.
Between the beginning of 2020 and late summer, the percentage of
prospective homebuyers wanting to buy a new home instead of an exist-
ing one nearly doubled.”” From April to July 2020, new single-family
home sales increased over 60 percent, after being relatively flat during
2019.%' Newly constructed homes are vacant, so there is no need to work
around the schedules of occupants. Just as important, new homes were
more likely to be available in parts of the country with lower COVID-19
numbers and more open schools. Building a new home far from anyone
else might have been the ultimate in social distancing, especially if you

added the optional underground bunker.*
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To some degree, the housing market kept humming along during the
pandemic by cutting corners and waiving long-standing protections for
both consumers and lenders. In some areas, such as the servicing rules
of the Consumer Financial Protection Bureau (CFPB), flexibility was
needed to offer borrowers better options to avoid foreclosure.” In other
areas, such as contingency and appraisal waivers, it remains to be seen
whether the proper balance was struck.

In most situations, additional protections were added to offset some
of the expected increase in risk. While I was surprised to learn such
was not already the case, early in the pandemic the FHFA formed a
partnership with the CFPB—the Borrower Protection Program—to
ensure that we at the FHFA were getting timely information regarding
consumer complaints about Fannie- and Freddie-guaranteed loans.**
This sharing of information allowed the FHFA, working with Fannie
and Freddie, to correct practices at several servicers before they became
widespread.

The real estate and mortgage industries were generally supportive
of our efforts to keep the housing market going.”> Not surprisingly,
there was also the occasional complaint that we were not being flexible
enough. While most industry participants appeared to acknowledge the
need to balance flexibility and risk, I suspect that most would also have
placed less emphasis on managing the risks at Fannie and Freddie. But
then again, I was the safety and soundness regulator. They were not.

Another issue was striking a balance between public health and
maintenance of as much normalcy as possible for the housing market.
Did we really want to encourage a roaring housing market when so
much of that market typically depended on face-to-face interactions?
Unfortunately, some families might have been forced to sell because
of the financial pressure of the crisis—for instance, to keep their small
businesses afloat. Others may have been forced to move to keep their
children from missing too much in-person school. The best thing we
could do to support potentially distressed buyers and sellers was to keep

the housing and mortgage market liquid.
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Refi Rebound

As someone trained in economics, I am a big fan of meteorologists,
since they make economists look like good forecasters. Humor aside,
economists do not have the best track record of predicting turns in the
economy. Drawing a line with a ruler would be just as accurate most of
the time. Forecasting the housing and mortgage markets in 2020 would
be especially difficult.

Despite my concerns about forecasting, when I walked through the
doors at the Federal Housing Finance Agency (FHFA) in April 2019,
I was shocked that the agency lacked a housing or mortgage market
forecast of its own. It had simply used whatever projection Fannie and
Freddie provided. It was as if the Federal Reserve based decisions on
forecasts provided by Citibank or Wells Fargo. Establishing that capacity
would be a top priority, as the predominant risks facing the entities reg-

ulated by the FHFA were declines in the housing and mortgage markets.

When COVID-19 hit, the FHFA was still building its prognostic
function. We were stuck, to some degree, with relying on the forecasts
of Fannie and Freddie. I knew the chiet economists at both Fannie and
Freddie (Doug Duncan and Sam Khater, respectively) and had worked

with Sam early in my career. Their immediate instincts matched mine.
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Home sellers would pull back, taking their properties off the market.
After all, who wants to hold an open house during a pandemic? Many
sales would be made by pressured sellers, who had little choice but to
sell, perhaps at distressed prices. Normally, a decline in supply would
suggest price increases, which is what eventually occurred, but in March
2020, most of us expected demand for homes to fall as well. That expec-
tation, to a large extent, assumed that mandated remote work would end
by late summer 2020. Even when workers were fleeing New York City
for the Catskills, for instance, most housing forecasts, including mine,
did not see that resulting in a massive jump in home sales.

Well within the consensus was the Mortgage Bankers Associa-
tion (MBA) prediction, in April 2020, that existing-home sales for
2020 would be slightly below those for 2019, falling about 2 percent,
from 5.3 million to 5.2 million. Instead, existing-home sales surged to
5.6 million in 2020.

In April 2020, both Fannie and Freddie were expecting home prices
to fall for 2020. The MBA was a little more optimistic, forecasting a
4.3 percent increase, down from the 5 percent witnessed in 2019. As it
turned out, prices instead surged by about 9 percent in 2020.

At first, the assumption of declining demand did play out. Between
February and May 2020, existing-home sales dropped by almost 30 per-
cent on an annualized basis." The second half of 2020 would witness
a boom in home sales, as many families recognized that the economy
was reopening but that many of them would not be required to return
to work in person. Geographic differences in pandemic response drove
a boom in migration from mostly the Northeast and West Coast to the
Southeast and Western areas, which were already reopening (especially

the public schools, which remained closed in much of the Northeast).

Even more off the mark were forecasts of the mortgage market, which
to be fair has always been harder to predict than housing activity. In
April 2020, the MBA was forecasting a total of $2.4 billion in mortgage
originations for 2020. Half of that would be purchase mortgages, and the
other half refinancings. Instead, 2020 would see one of the largest years
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ever for mortgage originations, with a total of $3.7 billion, over 60 percent
of which were refinancings. To the MBA's credit, its estimate for purchase
originations, at $1.2 billion, was not far off from the eventual number of
$1.4 billion. The surprise would truly be in the refinance market.

Most refinance activity comes down to interest rates. Even with
a pandemic, in April 2020, the MBA was forecasting only a modest
decline in mortgage rates, from 3.7 percent for 2019 to 3.5 percent in
2020. This would spur some refinancing activity but not a record boom.
What is perhaps a little surprising is that the MBA, again not out of the
consensus range, was predicting only a modest decline in mortgage rates
even after the Federal Reserve’s massive purchases of mortgage-backed
securities (MBS) had started in March 2020.

Some of the lowest mortgage rates on record were seen in 2020. The
30-year fixed rate would start 2020 at around 3.7 percent and would end
the year at around 2.7 percent. These rock-bottom rates were even more
amazing after subtraction of inflation, running just over 1 percent at the
end of 2020. Inflation would spike in 2021 and 2022, leaving many bor-
rowers paying negative real mortgage rates. Essentially, lenders would be

paying people to borrow money. What could go wrong?

The record-low mortgage rates would be a boon to the 8.8 million
borrowers who refinanced their loans in 2020. Researchers at Freddie
Mac estimate that borrowers who refinanced in 2020 saved, on average,
$2,800 in annual mortgage payments.” Averages, of course, can mask
considerable variation. Borrowers in Washington, DC, for instance,
saved an average of $4,095, whereas borrowers in Atlanta saved an
average of $2,509. For many families, the benefits of refinancing were
comparable to the relief payments received under the Coronavirus Aid,
Relief, and Economic Security (CARES) Act.

In addition to lowering their mortgage payments, about a third of
homeowners refinancing in 2020 also took equity out of their homes in
the form of a “cash-out” refinance. A total of about $160 billion would
be withdrawn in cash-outs in 2020, roughly half that witnessed in the
record year 2006.



UNCORRECTED PROOFS

116 SHELTER FROM THE STORM

The cash-out sum might have been much greater had we not pushed
back. Unfortunately, it was not all that uncommon for borrowers to
extract large amounts of cash in 2006 and 2007 and then go on to default
in 2008 or later. With a simple rate reset refinance, Fannie and Freddie
owned the credit risk, at least for loans they already held. And we made
every effort to tilt their refinance activity toward those loans. You
could even make the argument that a simple rate reduction that reduced
monthly payments would reduce the credit risk of the loan.

On new loans, or for cash-outs, that would mean new credit risk for
the companies. Sadly, this was new credit risk that the companies simply
did not have the capital to support—the result of Washington not having
fixed the companies when times were good.

So we set different terms for rate resets versus cash-outs. It was less
a difference in pricing and more a change in what flexibilities we would
allow. Considering the social distancing concerns of the pandemic, for
instance, flexibilities on appraisals would be easier on a rate reset but
harder to get on a cash-out. That is just one example. We also made it
difficult, but not impossible, for the companies to refinance each other’s
loans. The result was that the vast majority of Fannie refinancing was on
Fannie loans, and the case was the same for Freddie.

Not surprisingly, there were some complaints from the mortgage
industry. The new terms certainly made it harder for some lenders
to play the companies off against each other, a longtime practice that
usually resulted in a race to the bottom. The argument from the lend-
ers was that all the risk was already owned by the taxpayer, meaning,
“What’s the difference?” Setting aside the fact that the taxpayer did
not legally stand behind that risk, the more important fact is that the
FHFA was managing two conservatorships, not one. Under our stat-
utory framework, you could not just dump risk from one company to
the other.

Some lenders also grumbled that we were not doing enough to stim-
ulate the overall economy. Their concern, of course, was their reve-
nue, not the overall economy. With the massive leverage at Fannie and
Freddie, we managed to support a record refinance wave without taking

much additional credit risk. It appeared that a modest tightening in loan
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parameters, such as loan-to-value, had no noticeable negative effect on

the mortgage market.

We know approximately how much borrowers saved and how much
cash they took out of their homes. In addition to the $160 billion in cash-
outs, borrowers reduced their annual payments by about $25 billion.
What they did with that money is harder to pin down. Most important
for economic policy is how much of it they spent.

Although economists usually assume that households will spend a
greater percentage of their income during an economic downturn, there
is reason to believe that the pandemic was different. Most of the savings
from refinance activity went to households that did not sufter job losses.
In fact, it was difficult, if not impossible, to refinance if you had lost your
job. Many of those families also cut back on spending, such as on vaca-
tions or commuting costs. For these reasons, researchers at the Wharton
School of the University of Pennsylvania believe that at the margin, con-
sumers during the pandemic were spending only an additional 27 cents
out of every new dollar received.” Reviewing the literature on this issue, I
find that to be a credible assumption. If that applies to savings from mort-
gage refinancing, then consumer spending increased by about $50 billion
in 2020 because of refinance activity.

Over the first six months of 2020, consumer spending declined by
over $500 billion. By the end of 2020, almost all of that decline would
be reversed. At most, 10 percent of that recovery in consumer spend-
ing can be attributed to the stimulative effect of mortgage refinance
activity.

Not all households spent income equally, just as not all homeown-
ers display the same propensity to refinance. The generally accept-
ed assumption within the economics profession is that lower-income
households are more likely than higher-income households to spend
out of income received. If refinance activity was concentrated among
higher-income borrowers, then the 27 cents per dollar estimate may
be considerably higher than what would be expected for savings from

refinance.
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Researchers at Wharton have provided a breakdown of marginal
propensity to consume during COVID-19 by income quintile. The
highest two quintiles display a marginal propensity to consume of
about half that of the overall population.* This suggests that instead of
27 cents spent per dollar of refinance savings or equity extraction, a
more likely estimate is 13 cents, resulting in an increase in consumer
spending of only $24 billion, rather than $50 billion. That amounts to
less than 5 percent of the decline in consumer spending witnessed in
the first half of 2020.

Of course, one person’s spending is another person’s income. The
same applies to interest payments. While the extraction of equity via
cash-out refinancing did not necessarily reduce anyone’s income, the
reduction in mortgage payments did reduce the income of investors,
such as retirees. This eftect is likely small but does imply that one should
view the 2020 bump in spending of $24 billion that resulted from refi-
nancing as an upper estimate.

Total consumer spending had mostly recovered by the end of 2020,
in both real and nominal terms. We witnessed a robust increase in con-
sumer spending in 2021, however: 13.7 percent in nominal terms and still
a strong almost 8 percent once adjusted for inflation. Given the spike in
inflation starting in 2021, it is likely that any increased consumer spending

resulting from mortgage refinancing in 2021 contributed to inflation.

Even in normal times, the likelihood of borrowers refinancing their
mortgages is positively related to their income. As higher-income house-
holds, on average, have larger mortgages, their total savings from refi-
nancing is greater. Since lenders are often compensated in part based on
loan size, they have a strong incentive to devote their attention to larger
loans.

This typical difference was magnified during COVID-19. One group
of researchers estimated that difference to have increased by a factor of
10 during the pandemic.” Their study found that a combination of time
spent at home (remote work), unemployment, and forbearance explains

most of this change.
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[ felt that much of the 2008 response had been structured to benefit
most the households that needed it the least, while leaving behind those
who were worse off. I was concerned that the 2020 response was turn-
ing into a repeat. While I could not do anything about remote workers
reaping the most rewards, we could offer some relief to those who took
forbearance.

Under normal circumstances, Fannie and Freddie do not allow a bor-
rower in forbearance to refinance. In fact, the companies usually require
borrowers to make a year of on-time payments before being eligible for a
guaranteed refinance.

One pleasant surprise throughout the pandemic was the sizable pro-
portion, usually around a fifth, of borrowers who continued to pay their
mortgage while in forbearance. We would allow those borrowers to refi-
nance immediately if they were current on their mortgage payments.®
Additionally, borrowers exiting forbearance would be required to make
only 3 payments, instead of 12, before being eligible for a refinance. I
had hoped this would help narrow the income gap in refinancing that
we were seeing, while also providing an incentive to remain current and
exit forbearance.

More flexibility for borrowers in forbearance, surprisingly, would
also reduce some of the costs of forbearance. Since the primary avenue
for forbearance exit was our payment deferral option, which acted as an
interest-free balloon, a refinancing would functionally end the period
of free interest on the missed payments, which Fannie and Freddie were

still making to MBS investors.

Not unexpectedly, the record refinance boom of 2020 was a record
year for mortgage lenders. The mortgage industry may seem competitive
from the outside, but like many, it faces supply constraints and bottle-
necks. Many lenders, for instance, outsource their backroom operations
overseas. When India went into lockdown, so did part of the operations
of numerous mortgage lenders.

Rather than be held back by supply constraints, lenders priced to the
market. The MBA reported that the average per-loan profit of $1,470 in
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2019 surged to $4,202 in 2020.” Capacity constraints allowed lenders to
capture about half of the overall decline in interest rates. Usually the dif-
ference, or spread, between what lenders charge a borrower and the rate
charged to the lender by Fannie and Freddie is about 100 basis points,
or one percentage point. In the early months of the pandemic, this
spread widened to around 250 basis points. Had mortgage rates declined
one-for-one with the decline in Treasury rates, borrowers would have
witnessed a savings of twice what they received.

The record profitability for mortgage lenders in 2020, as well as
the record spread paid by borrowers, is partly the result of regulatory
changes implemented in response to 2008. The Dodd-Frank Act and
other regulatory changes reduced the role of depositories, such as com-
mercial banks and credit unions, in the mortgage business. In the first
quarter of 2020, Federal Deposit Insurance Corporation (FDIC)-in-
sured institutions held just over $2.2 trillion in single-family mortgages
on their balance sheets.® A year later, in the first quarter of 2021, after
a record refinance wave, that figure declined to $2.18 trillion. Despite
being flooded with deposits, which would increase by an astonishing
$4 trillion over the pandemic, commercial banks were not using those
deposits to fund mortgages.

Wells Fargo, historically one of the nation’s most aggressive mort-
gage lenders, was sidelined with a regulatory asset cap. The fear of
Dodd-Frank oversight chased insurance companies such as MetLife out
of the mortgage origination business. The record-low mortgage rates of
2020 hid from mortgage consumers the fact that they were instead pay-
ing unusually high spreads. This was all because of the 2008 response,
which was supposed to benefit consumers.

The record profits also lessened the calls for a mortgage servicer res-
cue. As mortgage servicing and origination are occasionally separated,
not everyone in the industry benefited to the same degree. Servicers who
also originated loans had no trouble covering their servicing obligations,
since every refinance provided them with several weeks of “float” that
could be used to fund those obligations. Specialty servicers were not
so fortunate. Nevertheless, the overall industry’s record profits made

calls for a rescue far less credible.
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The refinance boom was generated not solely by the Federal
Reserve’s reduction in short-term interest rates, but also by its large-
scale purchases of MBS. Although these purchases provided short-term
benefits to both households and financial market participants, they did
leave the Federal Reserve with a large balance sheet of long-dated assets,
whose values are very sensitive to interest rate changes. From 2020 to
2021, the expected duration of MBS held by the Federal Reserve almost
doubled, from 3.1 to 5.7 years.9 Without selling, the Federal Reserve
would be stuck with a lot of MBS for some time.

The Federal Reserve could sell MBS, of course. The sale of assets
from its balance sheet has long been an important tool for monetary
policy. The difficulty, however, is that almost all of the MBS would have
to be sold at a loss. With current (2022) mortgage rates over 5 percent,
a considerable discount would have to be offered to entice investors to
purchase MBS, with an average rate of about 2.5 percent. At the end of
2021, 99 percent of the Federal Reserve’s MBS holdings were paying
interest rates below the current outstanding mortgage rate. This is new
territory for the Federal Reserve.

Since the Federal Reserve is not like a commercial bank, losses can
be absorbed indefinitely. At least that is the financial aspect. The political
one is different. Taking tens of billions in losses from selling MBS at less
than par could expose the Federal Reserve to adverse attention that it
would prefer to avoid. While such concerns are unlikely to change the
direction of monetary policy, they could affect the timing and magni-
tude of policy changes, resulting in more economic volatility.

While I am skeptical of the net economic benefit of the COVID-19
refinance boom, one important result was that it allowed Fannie and
Freddie to reprice their books of business. The companies charge a guar-
antee fee on each mortgage they acquire. That fee is received on an
ongoing basis if the mortgage is outstanding.

Before 2008, the companies were charging guarantee fees that were
insufficient to cover the credit risk on the mortgages. A large portion
of outstanding mortgages was guaranteed before the companies had

rationalized their pricing. A significant obstacle in restructuring the
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companies and making them attractive to future investors was the mis-
pricing of their legacy business. The years 2020 and 2021 presented an
unexpected opportunity to reduce that obstacle. So, while borrowers
were receiving historically low rates, Fannie and Freddie were also able
to reprice most of their outstanding guarantees. That will provide great-
er future income and hopefully offset much of any future losses. The
COVID-19 refinance boom, remarkably, may be the most important
contributor to the future stability of Fannie and Freddie. It certainly

helped the mortgage industry.
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Who'’s Got the Check?

One perhaps can be forgiven for thinking that Fannie Mae and Freddie
Mac were created to lose money. Judging from the usual Washington
dialogue, one might think these were two giant charities, rather than
shareholder-owned private companies. Like many companies, Fannie
and Freddie were adversely affected by COVID-19. Not to minimize
the difficulties that so many businesses faced, the efforts of Fannie and
Freddie to cover pandemic costs became another Washington political
football, where hypocrisy would again become the dominant feature of
government-sponsored enterprise (GSE) debates.

The actions taken at the Federal Housing Finance Agency (FHFA)
under my direction in response to COVID-19 were never meant or struc-
tured as charity. They were designed to minimize losses to Fannie and
Freddie while also supporting the functioning of the mortgage market. I
believe our response was what any reasonable business would have done.
This conclusion should be obvious from the fact that the vast majority
of mortgage lenders and servicers not covered by the Coronavirus Aid,
Relief, and Economic Security (CARES) Act adopted very similar
borrower mitigation strategies.

While it is still too soon to have a full accounting of COVID-19’s
financial impact on Fannie and Freddie, our initial estimates at the FHFA

indicated that costs would range from $6 billion to $15 billion, depending
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mostly on how many borrowers would exit COVID-19 forbearance
without difficulty. Some costs were close to certain, such as the $500
per COVID-19 exit that we would pay mortgage servicers. Others, such
as the “free interest” provided by our payment deferral option, would
depend on how quickly borrowers exiting forbearance would go on to
refinance their loans. With time, the range of estimates narrowed, as
expected, most recently falling in the area of $7 billion to $8 billion. Early
estimates by the Congressional Budget Office were very similar to ours.

Considering the range of potential losses and the fact that such losses
would be recognized over a two- to three-year period, I concluded
that we needed to design a COVID-19 cost recovery of approximately
$5 billion annually. At that rate, we could spread the total cost over a few
years rather than impose it all at once. Additionally, we hoped that the
economy would be in a better spot by then. I also felt it was important that
these costs be recouped during my tenure. All too often in Washington,
officials hand out benefits and leave the costs for their successors. That
was not my way. The range of costs was wide. We could reevaluate every
six months or so as we gained more clarity on final losses.

Businesses throughout the economy adjusted their prices to cover
COVID-19 costs to the extent possible. Some of us even felt compelled to
increase our generosity in the face of the pandemic. [ suspect, for instance,
that T was far from alone in tipping more than I used to when ordering
carry-out or dining at local restaurants. I valued them and wanted them
to survive. Having started my first paid work in restaurants, I was also
keenly aware of the difficulties in running a restaurant in the best of
times. We would have to adjust pricing at Fannie and Freddie as well.

In addition to the usual requirements of business, we had the legal
mandate to cover the losses of Fannie and Freddie via increased income.
You might not guess it from today’s congressional debates, but when
Congress wrote the statutory charters of Fannie and Freddie, it required
all costs and expenses to be covered by income. If you hear someone
invoke “subsidies” to Fannie and Freddie, don’t forget that Congress
has never voted to extend any such assistance. Congress has never
appropriated funds to cover the losses of Fannie and Freddie. Congress

made it extremely clear that Fannie and Freddie were to cover their
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own costs. In keeping with my campaign to have the FHFA and the
GSEs operate fully within the law, I intended to follow that congressio-
nal directive as well.

Despite public perception, the largest net cost of the 2008 Troubled
Assets Relief Program (TARP) bank bailout was the assistance provided
to delinquent borrowers. While I continue to believe that the bank
bailouts themselves were a mistake, I would be the first to admit that
the TARP assistance to banks was paid back. One can and should debate
the appropriate rate of return, but the principal was repaid. This was
not the case with the homeowners’ assistance. In addition to our legal
mandates, [ felt that the ethical approach would be to have costs incurred
within the mortgage market recouped within that market.

[ believed that it would also be feasible to structure a program of
assistance in which those most in need were prioritized. The 2008
response often focused on giving help to those who did not need it,
while doing little for those who needed it the most. Many, like me,
were able to refinance at a lower interest rate in 2009 thanks to the
federal response. But I did not need that help, nor did many others. For
most, it was simply a windfall, and one that was often saved. The hope
was a sort of Keynesian trickle-down in which subsidies to the well-off
would increase spending, thereby eventually increasing the employment
of lower-income workers. In 2020, as in 2009, those not suffering a job
loss or income loss tended to save this subsidy, with little if any positive
eftect on the macroeconomy.

If anything, the increase in disposable income from reduced mort-
gage payments added to the inflationary pressures experienced later in
the pandemic. The dramatic surge in house prices, driven partly by the
low interest rate environment, also added to inflation via the increase in
consumer spending that resulted from higher home values.

Fortunately, I had 11 months on the job before COVID-19 struck.
That time ended up being crucial. Under a previous agreement between
the Treasury Department and the FHFA (on behalf of the GSEs), retained
earnings were capped at $3 billion for each GSE. Once confirmed, I
immediately worked to remove that cap and start building capital. By
the time COVID-19 hit, we had managed to reduce the leverage at
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Fannie and Freddie from around 1,000 to 1 to about 160 to 1—still
dangerous, but enough to give us time. Had we not started to retain
earnings in 2019, Fannie and Freddie would have failed in 2020.

I am not known for being too generous toward Fannie and Freddie
in my commentary. That said, they do deserve credit for trying to be
responsible in absorbing losses in the face of a pandemic. Both Fannie
and Freddie came to me in early March 2020, asking to raise the guar-
antee fees, or pricing adjustments, on the loans they purchase. They
were committed to surviving whatever COVID-19 might bring without
asking for a bailout. Regaining earnings faster would be key.

[ spent several weeks in early March 2020 discussing pricing
increases with the executives and the boards of both companies. There
was widespread agreement that a modest pricing increase would help the
companies recover from any COVID-19-related costs and that such a
policy could be implemented in a manner that would not have a notice-
able effect on the mortgage market. I asked both companies to submit
straightforward proposals as soon as possible.

Apparently, that request was lost in translation, as the Fannie and
Freddie proposals were not only wildly different, but also overly com-
plex. The back-and-forth consumed about three weeks. By that time,
the public and political perceptions of the pandemic had shifted. I felt
that to increase pricing in late March 2020 would have posed significant
reputational risk to both the GSEs and the FHFA. The question was,
given the financial state of the companies, how long could we wait?

Included in the CARES Act was significant accounting relief for
financial institutions, including Fannie and Freddie. I was not a fan of
these flexibilities—mnot for the banks and not for Fannie and Freddie.
This relief allowed financial companies to delay the recognition of
COVID-19-related losses. Generally, I do not think Congress should get
involved in setting accounting rules. That is not to say that the Financial
Accounting Standards Board does not occasionally get it wrong, but I
have never seen Congress get involved in specific accounting issues and

have the result be greater transparency for investors and financial markets.
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Since such relief was allowed for the banks and for Fannie and Freddie
under the CARES Act, we allowed it as well. However, we would do our
best to make sure the public accounting releases for the GSEs reflected
economic reality as closely as possible.

The big issue for Fannie and Freddie would be the treatment of
interest due on loans in forbearance that had not actually been received.
Or, as the accountants would put it, accrued interest income. Because of
the CARES Act, Fannie and Freddie were able to count as income large
amounts of interest that had not yet been, and might never be, received.
For much of COVID-19, about half of the GSE reported earnings were
in the form of either tax losses or interest accruals. None of that is loss
absorbing. Moreover, it gave the public the perception that Fannie and
Freddie were in better financial health than they were. Former Freddie
Mac executive Dave Stevens pointed to the companies’ earnings as a
reason to oppose recovering COVID-19-related costs, stating: “Fannie
Mae and Freddie Mac released their Q3 earnings last week, reflecting a
combined $6.7 billion in net income, up significantly from the previous
quarter. This strong performance was not unexpected, but makes the
upcoming 50 basis point adverse market refinance fee more puzzling.”’

The net income figures touted by Stevens represented mainly
income not yet received, as a large portion of it was from loans in for-
bearance. For this reason, among others, I instituted an internal practice
in which we had regular financial reporting that reflected not only the
companies’ public accounting statement, but also their true economic
status. Unfortunately, the GSEs are far from being alone in these prac-
tices. The accounting statements of any financial institution should be
taken with a grain of salt. Despite my misgiving, however, the new
reporting did give the FHFA more flexibility in addressing its financial
condition.

Having served as staff on the Senate Banking Committee during the
2008 crisis, I had witnessed how firms like Lehman Brothers were far
too slow to recognize losses and attempt to increase capital before it was
too late. I did not want to see Fannie and Freddie make similar mistakes
this time around. It is far easier to build or raise equity for a financial

company when earnings are strong than when they are declining. As
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President Kennedy stated in his 1962 State of the Union Address, “The

best time to repair the roof is when the sun is shining.”

Throughout 2020, both Fannie and Freddie regularly requested
pricing increases to cover expected COVID-19 expenses. One of the
downsides of a decade-long conservatorship was that the companies
stopped giving much thought to reputational risk. They acted, perhaps
correctly, as if any negative public reaction would hit the FHFA and
not them. But to be ready to exit conservatorship, these companies
needed to be able to think about risks to their reputation. The inability
or unwillingness to do this would come back to bite us all when the
pricing adjustments were eventually announced.

As the summer of 2020 passed, we gained considerable clarity as to
COVID-19’s financial impact on the GSEs. Forbearance had peaked in
May. The labor market had long since hit bottom, showing considerable
strength in June and July. We were seeing significant numbers of bor-
rowers exit forbearance. By the beginning of August, we finally had the
feeling that the worst was behind us, at least in terms of the mortgage
market. We thought we should be able to move toward addressing the
financial stress at Fannie and Freddie.

By the end of the summer of 2020, we also had a clearer picture of
the direction the mortgage market was taking. Early in the pandemic,
both Fannie and Freddie were forecasting house price declines and a
weak housing market. As I mentioned earlier, I knew the chief econ-
omists at both Fannie Mae and Freddie Mac (Doug Duncan and Sam
Khater, respectively), and I had worked with Sam for a few years earlier
in my career. | sometimes read the data differently, but I did feel that
the companies were trying to get an accurate handle on the housing
market.

As it turned out, the mortgage market would see one of its best
years ever in 2020. I believed that the best avenue for minimizing the
impact of a pricing increase would be to spread that cost over as many
mortgages as feasible. We knew we would have to raise a fixed amount:
our target of $5 billion annually. If we missed the bulk of the refinance

boom, then the per-mortgage price increase would be higher. For this
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reason and others, August 2020 looked to be the right time for a pric-

ing adjustment.

To minimize the impact on homeownership opportunities, we would
apply the COVID-19 recovery fee, which the GSEs called an adverse-
market fee, only to refinancing. We would also exempt lower-income
borrowers. The beauty of applying the fee only to refinancing also meant
that loans subject to the fee would still offer borrowers a considerable
savings on their monthly payments in the event of a refinance. And of
course, no one is obligated to refinance. All parties would be better off. It
is rare that one sees a policy that is close to a “free lunch.” The fee could
also be completely avoided by not selling the loan to Fannie or Freddie.

I considered this an extremely progressive approach. According to
the FHFA’s internal data, the fee would apply largely to the mortgages
of wealthier households. The charge would allow us to continue to fund
assistance to predominantly middle- and lower-income households.
Also, it is worth remembering that to refinance, one had to be employed.
Hence, we were creating a system in which those who had been fortu-
nate enough to keep their jobs would see a slightly smaller savings from
refinancing so that those who did lose their jobs could remain in their
homes during the pandemic.

The reduced savings from the fee would also fall mainly on white
borrowers, while the benefits of the assistance it paid for would go mainly
to borrowers of color. In a time of racial turmoil, it would be the right
thing to do. At that time, presidential candidate Joe Biden had included
in his campaign platform a new fee for Fannie and Freddie borrowers
that would be used to help provide housing for lower-income borrowers.
That was exactly what we were doing with the COVID-19 recovery fee,
although the proposed Biden mortgage fee was several times larger than
our COVID-19 fee. A true progressive might complain that our fee was
too small, rather than what we heard, which was that it was too big.

Despite the progressive structure of the fee and its similarity to one

proposed by Biden, the rollout was widely attacked. It was an election year,



UNCORRECTED PROOFS

130 SHELTER FROM THE STORM

after all. Rep. Maxine Waters, a Democrat from California, objected:
“Imposing thousands of dollars in additional costs on borrowers at a time
when the Administration is supposed to be working on methods to help
families stay in their homes is just another example of tone-deaf policies
put in place by Trump Administration officials who could care less about
helping the American people weather this pandemic. I am urging the
FHFA to reverse course immediately and allow homeowners a fighting
chance.””

Setting aside that the FHFA was then an independent regulator, and
therefore not part of the Trump administration, Waters” argument was
that our funding assistance to keep families in their homes during a
pandemic was actually hurting those families. Sound a little Orwellian?
Yes, that’s politics.

Of course, it is not as if Waters, or rather her staff, was engaged in
original thinking or deep analysis. They were largely cutting and past-
ing from the press releases of Wall Street lobbyists. For instance, and
do not be surprised if you recognize similarities, the Mortgage Bankers
Association argued that “tonight’s announcement by the GSEs flies in
the face of the Administration’s recent executive actions urging federal
agencies to take all measures within their authorities to support strug-
gling homeowners.””

Contrary to these Wall Street talking points, the fee did not apply
to “struggling homeowners,” because you had to be employed and have
a mortgage balance greater than $125,000 for your loan to be covered
by the fee and, more absurdly, the fee-funded assistance went to actual
struggling homeowners.* Furthermore, of course mortgages covered
by the fee would still result in borrowers seeing savings when they
refinanced their loans.

The real issue was twofold. First, the fee would make mortgages
intended for sale to Fannie and Freddie more expensive than other mort-
gages. There are many Wall Street players whose entire business model is
passing along mortgage risk to Fannie and Freddie. Anything that makes
Fannie and Freddie more expensive than other options reduces the mar-
ket share of lenders dependent exclusively upon Fannie and Freddie. For
instance, mortgages made by commercial banks and held on their bal-

ance sheets would be exempt from the fee, giving commercial banks a
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competitive advantage. Of course, any such advantage was an unintended
consequence. The hard reality is that almost anything you do to make sure
Fannie and Freddie bear the full cost of their activities will have a com-
petitive effect on the primary mortgage market. Most of the complaint
was about market share and had nothing to do with actual homeowners.

Second, lenders were charging record spreads, hence earning record
profits, on mortgages. Yes, the Federal Reserve drove down interest
rates in 2020, but only about half of that decline in longer-term rates
was passed along to mortgage borrowers. The rest went into the pockets
of Wall Street mortgage lenders. The reason these companies were able
to do so was the high degree of concentration among lenders. There
were very real capacity constraints in the mortgage market, allowing
lenders to capture value that would have gone to the consumer. Since
the lenders were already charging what the market would bear, the bulk
of the COVID-19 recovery fee would come mostly out of their pockets,
at least in the short run.

This was confirmed in my many conversations with lenders during
the rollout of the fee. A few were able to offer exact dollar figures on
how much the fee would eat into their profits. Despite the hit to the
bottom line of mortgage lenders, I was pleasantly surprised at how rea-
sonable and cordial these CEOs were over the phone. A few told me
directly that even though it would cost them, they understood the need
for the fee, and some even agreed that it was appropriate public policy.
The request from most of the mortgage CEOs was simply for more time
to implement the fee, so that they could adjust the pricing of their mort-
gage pipeline. I made clear that a delay could mean we would miss the
bulk of the refinance wave and would then have to increase the size of
the fee. With that in mind, lenders seemed to accept the tradeoft.

It was another instance of what was becoming a repeated pattern:
sensible, thoughtful conversations with CEOs focused on solving a prob-
lem, contrasted with hyperbolic, occasionally dishonest rhetoric from

their trade associations.

The mortgage industry and congressional Democrats were not the

only ones complaining. Despite Waters’ claim that this was an action
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of the Trump administration, the White House, or at least parts of it,
was opposed as well. My good friend Larry Kudlow, director of the
White House National Economic Council, asked me to drop the fee.
I explained that we were legally obligated to recover these costs and
therefore I could not drop it. Larry also told me that White House Chief
of Staft Mark Meadows was very unhappy about it. I thanked Larry for
his views and said that we were certainly open to finding other ways
to cover these costs, but cover them we must. Meadows and the White
House communications team later leaked to the Wall Street Journal their
disapproval of the fee. While I was disappointed with their attempts to
pressure an independent regulator, I continued to carry out my statutory
obligations. Having served as the vice president’s chief economist, I had
my own sources of information within the White House, and what [ was
hearing was that neither the president nor the vice president had an issue
with the fee. I believe that President Trump and Vice President Pence
supported me for this job because they knew I could resist the pressures
of Wall Street lobbyists. They were correct.

Not surprisingly, the Wall Street backlash to the COVID-19 recovery
fee resulted in several calls from members of Congress. After explaining
the dynamics, I found that most members, while not pleased, understood
the issue. I had explained that the CARES Act, which imposed costs on
Fannie and Freddie, did not provide any funding to cover those costs.
Some members expressed surprise at the notion that passing a law that
imposed costs would result in increased costs. I never asked Congress to
cover these costs. I felt we could and should do so within the mortgage
market.

Several members, however, requested the opportunity to ask Con-
gress to fund these expenses. After repeated pleas, I announced a delay,
but a delay with a hard date. I was giving Congress about two months
to fix the problem. Pushing anything beyond that would have been a
failure to meet our statutory obligations.

With all the Wall Street money at stake, there was no way Congress
was going to let this pass without a circus. A virtual hearing was sched-
uled for the House Financial Services Committee at noon on Wednesday,

September 16, 2020. You can tell by the hearing title, “Prioritizing
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Fannie’s and Freddie’s Capital over America’s Homeowners and Renters?
A Review of the Federal Housing Finance Agency’s Response to the
COVID-19 Pandemic,” that it was all meant to be a setup.

I suspect that members of the Committee, along with the K Street
lobbyists, were hoping that the pressure of a four-hour hearing with me
as the single witness would cause me to fold. They were in for quite the
surprise. Several members went at me right away for the COVID-19
recovery fee. I repeatedly countered that I was following the law for
which many of them had voted, and that they had provided zero funding
to offset the costs of that law. I constantly let them know that the fee
would go away if they funded it. I think many of them were surprised
that I had the audacity to point out that it was I who was giving assis-
tance to borrowers and renters, while they simply bickered.

A problem many agency heads run into is that they willingly take
ownership of problems created by Congress. I was more than willing
to own any problems I had created, but I was not going to own those
of Congress. More importantly, I was not going to let Congress off the
hook.

Having worked on the Hill for seven years, one of the things I quickly
noticed was that members of Congress like to take credit and avoid blame.
That is human nature. What is interesting, however, is that if you put
them in the position of having to own an issue, many will recoil, almost
hide. That was my general approach in hearings. “Yes, Congressman
So-and-So, you are correct, a certain policy is broken, and it would be
great if Congress fixed that.” It can be shocking how often suggesting that
Congress just do its job changes the nature of the conversation.

Several members of the Committee, including the senior Republican,
Patrick McHenry of North Carolina, came to my defense, reminding
Democrats that all of this was indeed the result of legislation for which
they had voted. Although I did not like having to delay the implemen-
tation of the COVID-19 recovery fee, doing so gave several members
a degree of comfort and willingness to work toward a solution. There
were also a few members, like Trey Hollingsworth, a Republican from
Indiana, who commended my making the tough choices and encour-

aged me to keep at it. Sadly, such members are usually a minority.
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Late in this four-hour hearing, one of the more absurd attacks came
from Rep. Katie Porter, a Democrat from California. I should not have
been too surprised. Porter represented a district with a median income
almost twice that of the national average. The population of her district
was also less than 2 percent African American. One of the great tragedies
of COVID-19 has been the disproportionate impact, during the height
of the pandemic, on African Americans, with much higher fatality rates.’
The fact is that her well-oft constituents would see less savings when
they refinanced, with the assistance to families in need going mostly to
people outside her district. Despite all the talk about being progressive,
Porter was against her wealthy voters subsidizing the struggling families
we were working to keep housed during a pandemic. Perhaps the most
absurd part of her questioning was demanding why I had not informed
her that the CARES Act, which clearly imposed costs on the mortgage
market, would result in higher costs for that market. Time ran out before
I could remind her that the Congressional Budget Office existed for that
very purpose. I try not to take too much pleasure from the misfortune of
others, but I must admit taking some enjoyment when Waters had Porter
kicked off the House Financial Services Committee. Karma.

The hearing ended with the ball clearly in Congress’s court. I came
out stronger than [ went in. The lesson for future agency heads is to not
let Congress hang their mistakes on you. Make them own them. Not
surprisingly, Congress did nothing to fund the GSEs’ COVID-19 costs.
But then, why would they? T had taken the heat. I came up with the
funding. I am sure they managed to do several rounds of fundraising off

the issue. Everyone is a winner.

The rollout of the COVID-19 recovery fee was also a painful lesson
about whom I could trust. Since Fannie and Freddie had both been advo-
cating for this fee since March 2020, and the usual method of commu-
nicating such changes is via a lender letter, I let the companies take the
lead in announcing it. Boy, was that a mistake. They completely misrep-
resented the purpose of the fee, stating that it was prompted by increased
risk in the refinance market, not COVID-19. We also heard informally
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that despite their requesting the fee on paper, they were orally telling
mortgage lenders that they were forced to do it. None of this was true.

Sadly, it was another instance of when working with Fannie and
Freddie felt like the old fable about the scorpion and the frog: some peo-
ple will hurt others even when it does not benefit them. Such behavior
just seemed to be in their nature. This was also one of several events that
led me to express to both of their boards that their corporate cultures
were broken. Those were painful meetings. In the case of Freddie Mac, I
believe it eventually resulted in the resignation of the CEO. While those
were not fun conversations, they were crucial and did result in both
boards starting new corporate culture initiatives. I believe both are much
stronger companies now after having begun those strategies. Only time
will tell whether they have really turned over a new leaf.

Assistance that helped keep just under 3 million families in their homes
during a pandemic was provided by Fannie and Freddie, at the direction
of the FHFA. I remain extremely proud of that effort. In comparison, the
Home Affordable Modification Program (HAMP), created in response to
the 2008 crisis, provided permanent assistance to 1.5 million borrowers,
and even about a third of those eventually defaulted. Perhaps most shocking
was HAMP’s slow rollout. A year into HAMP, just over half a million
borrowers had received permanent assistance, whereas the FHFA helped
almost six times that number in the first year of COVID-19.°

If the sluggish rollout of HAMP were not bad enough, the program
proved expensive, costing taxpayers well over $20 billion.” That does
not even reflect the $25 billion in borrower assistance that was promised
under the settlement with major lenders, or the almost $10 billion appro-
priated by Congress to local governments under the Hardest Hit Fund.

We created a funding mechanism that ensured that we could pro-
vide assistance at no cost to the taxpayer. It was also done without any
visible disruption to the mortgage market. The COVID-19 recovery fee
also brought to government a level of transparency that is rarely seen.
All government choices have costs. Making those costs explicit is not an
excuse for inaction. We acted—and we acted quickly. And we paid for it,
not the taxpayer. This should be the model for future responses, not the

endless subsidies and bailouts that have all too often become the norm.
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COVID-19 did not affect everyone equally. One’s risk was in part a
function of any comorbidities or preexisting conditions. Certainly, as
someone whose body mass index is higher than I would like, that was
hard for me to ignore. Industries and individual companies had their
own comorbidities. While airlines, restaurants, and retail establishments
come to mind, both Fannie and Freddie had several preexisting health
issues when the pandemic started.

Their lack of capital was the most pressing problem, but it was far
from the only one. Despite the conservatorship of Fannie and Freddie
for over a decade, on most days it felt like almost nothing had been done
in that time to actually fix the problems. Sadly, in many ways the situa-

tion had been made worse.

[ have read quite a few stories of institutional disaster or failure.
Think AIG, Lehman Brothers, Continental Illinois, Enron, GE, or the
Challenger space shuttle explosion. It’s not always thrilling reading, but
I recommend it. The most important thing I have taken away from this
study, as well as my experience in government, is that organizational

culture really matters.



UNCORRECTED PROOFS

Preexisting Conditions 137

In almost every instance of organizational failure that I have exam-
ined, someone somewhere within the organization had the right infor-
mation or insights. That information was either ignored or never got to
the right decisionmakers. This was true for both Fannie and Freddie at
the start of 2008.

My friend and colleague Adolfo Marzol is just one example of a per-
son with such insight. Adolfo, who served as my number two at the Fed-
eral Housing Finance Agency (FHFA), had spent much of his career at
Fannie Mae. He eventually served as the chief risk officer there, respon-
sible for identifying and measuring dangers. Adolfo was among the first
to spot growing problems in the early 2000s mortgage market. Unfor-
tunately, voicing such concerns was not welcomed within Fannie Mae.
If you cannot steer the ship away from the reefs, then at some point it is
time to jump ship. Adolfo wisely did so in 2005.

Adolfo also brought tremendous market and government experience
apart from Fannie Mae. Immediately prior to joining the FHFA, he
served Housing and Urban Development (HUD) secretary Ben Carson’s
primary adviser on mortgage finance issues. That was an important ele-
ment in cementing the FHFA’s relationship with HUD. Adolfo had also
founded a mortgage insurance company, Essent. His vast contacts in the
mortgage industry would be a critical asset during my entire tenure.

Another example, this time from Freddie, is that of Susan Wharton
Gates, who documents the problems there in her book Days of Slaughter:
Inside the Fall of Freddie Mac and Why It Could Happen Again." There are
many others.

Although both companies had gained some small degree of modesty
in the early days of their conservatorship, that was all gone by 2019. In
fact, Freddie had adopted a strategy of constantly fighting the FHFA and
never admitting error. Their general counsel at the time had been hired
with the explicit command that the FHFA is always wrong, and Freddie
is always right.

This wasn’t just a matter of the companies’ relationship with the
FHEFA, although it is never wise for a large financial institution to main-
tain a confrontational attitude with its regulator. It was a matter of the

survival of the companies. It would be a mistake to release them from
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conservatorship if they were simply going to return to it at some point.
The fact was that their corporate cultures raised legitimate concerns
about their safety and soundness. Those had to be addressed before an
exit from conservatorship.

[ am a big believer in having a diverse organization. Not as a form of’
quotas or redistribution, but because no individual ever sees the full picture
on their own. Different experiences and backgrounds help challenge group-
think and reduce blind spots. None of that matters, though, if an organiza-
tion is not built to process that information. Although Fannie and Freddie
regularly touted their employee diversity, the truth was that it was mostly
surface level. Employees at the companies often felt they couldn’t raise con-
cerns or objections, something we later confirmed via employee surveys.

After several months of problems accumulating at the companies,
I raised the issue of corporate culture to the boards. To its credit, the
Fannie Mae board got it immediately. Many of its members had seen
the damage a broken corporate culture had inflicted on other compa-
nies. While it started out tense, that Fannie Mae board meeting was a
breakthrough. Members of the board who rarely spoke during meetings
suddenly found their voices. While they did not fully agree, they also
didn’t disagree, and they committed to taking ownership of the issue.

Freddie was another story. The general view was disbelief. Who,
us? A few board members asserted that the problem was the FHFA. No
shock there. A handful of board members regularly acted as if their jobs
were to protect Freddie management, rather than to represent the con-
servator. Replacing some board members would be critical if we were
going to get the companies ready to exit conservatorship and meet the
standards expected of any large financial institution.

Freddie’s then-CEQO, David Brickman, appeared to take it personally.
I liked David. We both had doctorates in economics, although I would
admit he was the better technical economist. But then, neither of us was
being paid to play that role. During our conversations, he remarked that
he saw no culture problems at the company. Perhaps that is to be expected,
as he had been with Freddie for decades. With the election results, which
suggested that an exit from conservatorship would be unlikely, and their

potential impact on the company, I believe the problems around Freddie’s
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culture ultimately led to David’s decision to leave the company. From
his perspective, if there was not going to be an exit from conservator-
ship, because of opposition from the Biden administration, then he would
never be able to be a real CEO. Perhaps even worse, he would still have to
deal with constant management of the company by the FHFA.

Considering the short notice of David’s departure, board chair Sara
Mathew stepped into the breach, taking over many of the CEO’s respon-
sibilities. That ended up being a blessing. Problems that were not appar-
ent to the board suddenly came into full view. The situation was not
sustainable, however, for either Sara or the company. Fortunately, former
Prudential Insurance CFO Mark Grier, who also served on the Fred-
die board, agreed to fill the role of CEO on an interim basis while we
searched for a permanent replacement. Both Mathew and Grier had been
either executives or members of the boards of other large highly regu-
lated financial institutions. They understood where Freddie needed to
be. Many of the recent improvements at Freddie are due to their efforts.

[ have occasionally been critical of the culture of some of our largest
banks. The repeated rescues of Citibank, for instance, have been both
a contributor to and the result of cultural problems at that company. I
have regularly quipped that my objective was for Fannie and Freddie to
be only as highly leveraged, poorly regulated, and mismanaged as Citi-
bank. The fact that this would be a big improvement at both Fannie and
Freddie should tell you all you need to know. They simply did not have
the culture, particularly one of regulatory compliance, that is needed at
systemically important financial institutions of their size.

That is changing, thanks to the boards. Whether the revamping
sticks 1s an open question. Before I left the FHFA, both companies con-
ducted extensive surveys and focus groups among their staff. The results
were enlightening. The two board chairs, Sara Mathew at Freddie, and
Sheila Bair at Fannie, took personal ownership of the corporate culture.

That may be one of the few differences that lasts.

An aspect of corporate culture that consumed far too much of my

time was the issue of executive compensation. Even before I walked
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in the door at the FHFA, there were complaints from Congress and
other stakeholders about the compensation of executives at Fannie and
Freddie. The issue was repeatedly raised during my introductory visits
with members of the House Financial Services Committee.

In one of my first meetings with senior Freddie executives in April
2019, they begged me not to scrutinize the company’s compensation prac-
tices too closely. At one point, a Freddie executive said, “Mr. Director,
I do not feel you really appreciate just how hard it is for someone to get
by in the Washington area on only $500,000 a year.” I guessed I didn’t,
as my response was to suggest that the executive and I must travel in dif-
ferent social circles. I am hard-pressed to think of anyone I know who
wouldn’t be overjoyed to earn such a salary.

The argument was that the companies needed to compete with Wall
Street for talent. I wasn’t buying it. I immediately told both companies’
executives and boards that compensation practices would have to change.
I repeated my view that if you paid people like they were on Wall Street,
they’d act like they were on Wall Street, and that such behavior was the
last thing the government-sponsored enterprises (GSEs) needed. In fact,
it contributed to their failures. Freddie still tried to run its balance sheet
operation like a hedge fund, even with the conservatorship’s limits on
balance sheet size.

Freddie also based some percentage of executive compensation
on its market share relative to that of Fannie. Now, I could somewhat
understand this position in normal times, but these were two failed
companies essentially in bankruptcy, and here we were incentivizing
them to compete aggressively with each other? While it was a relatively
small percentage, the bigger problem was that it represented a core cul-
tural failing at Freddie: the obsession with keeping up with Fannie. I am
a major advocate of competition, but not when the taxpayer is taking
the downside. This race to the bottom had to stop.

The companies’ mutual obsession resulted in one bad behavior after
another. During the conservatorship, we had eliminated the companies’
long-time practice of giving lenders volume discounts to buy market
share. It was not uncommon before 2008 for the companies to charge
the largest mortgage lenders halt of what they charged community banks

and credit unions to provide the same guarantees. Such behavior drove



UNCORRECTED PROOFS

Preexisting Conditions 141

consolidation in the mortgage business, benefiting massive lenders like
Countrywide while forcing smaller lenders out of the business.

You must give the companies some points for creativity. Since they
could not formally give volume pricing discounts, they found other
avenues to favor some lenders over others. They offered special terms
of business available to only select lenders. They also entered bundling
agreements in which various services were combined, such as mortgage
acquisition and an upfront credit transfer on the same loans. These agree-
ments allowed them to hide volume discounts. It was a never-ending

whack-a-mole. We would never truly fix it until we fixed the culture.

There were also no limits on the companies’ revolving door with
lenders. An account manager could handle all the business for a particular
lender and then leave the very next day to work for that lender. I don’t
blame the account managers for responding to incentives; it was the
companies that had put their staff in a position where their loyalty would
be to lenders and not the companies, and certainly not the taxpayer or
conservator.

This activity was also counter to their statutory charters. Congress
did not intend for Fannie and Freddie to drive the mortgage market.
Congress meant for the companies to be a backstop. For that reason, both
companies’ charters require them to conduct their business, especially in
terms of pricing, in a way to “discourage excessive use of their facilities.”
Congress intended them to be the mortgage buyer of last resort, not first.
It was as clear as day in the law, even if it had been ignored for decades.

The culture of prioritizing the satisfaction of Wall Street lenders also
resulted in regular leaks from the companies to the mortgage industry.
The FHFA was often subject to industry lobbying on topics that were
still under development and not public. On more than one occasion,
industry lobbyists even admitted they had received such information
from Fannie and Freddie.

This was obviously a problem in terms of the companies’ relation-
ships with the FHFA. They reeked of disrespect and arrogance. It would
also be a problem with conducting a public stock offering as part of

an exit from conservatorship. The companies had been subject to our
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primary federal securities laws only since 2008. They had even been
exempted from the Sarbanes-Oxley Act of 2002, only a few years before
their own accounting scandals. Fannie ended up being the second largest
corporate restatement in U.S. history, behind only WorldCom. If the
equities markets were going to trust these companies, there needed to be
considerable improvement in their internal controls.

In addition to the problematic executive compensation, there were
also claims of gender disparities in payment at both companies. While
my first instinct was to lower the salaries of some of the men at the com-
panies to match those of female peers, this did not come without its own
problems. In the end, I directed each company to come up with its own
solutions to the problem. Unfortunately, one company submitted a pro-
posal, cleared by both its legal team and the FHFA’s, that was later crit-
icized by the FHFA’s inspector general. Accordingly, it was eventually
rescinded. No good deed goes unpunished. During my last few months,
we released a public request for input on compensation practices at the
GSEs, including the Federal Home Loan Banks. The system, including
the FHFA’s internal process, was broken. We needed a long-term fix, not

continued ad hoc adjustments.

A badly needed change was to get Fannie and Freddie to take some
moral responsibility for practices in the mortgage market. The companies
did not see it as their role to police bad behavior. In fact, they felt that
they had no obligation whatsoever to borrowers. Their goal was to keep
Wall Street lenders happy.

Fannie and Freddie, along with the Federal Housing Administra-
tion (FHA) at the Department of Housing and Urban Development,
dominate the U.S. mortgage market. It is impossible for bad behavior to
become widespread in the mortgage market unless they turn a blind eye
to it. Since few others had any incentive to police the mortgage market,
Fannie and Freddie had to step up.

Both companies, for instance, like to brag about their environment-
social-governance (ESG) efforts. Despite their regular claims to sup-
port “green” lending, when I asked them what types of lending they
intended to stop supporting, such as funding for projects that led to the
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destruction of vulnerable wetlands, I was met with silence. They showed
the same attitude toward the sustainability of their mortgage lending.
Efforts to alter this unwillingness to take responsibility were made,
however. Working with the Fannie Mae board, particularly its chair,
Sheila Bair, we established a new low-income streamlined refinancing
product. To make sure that borrowers were not simply churned through
the process to generate fees for the lender, we required a net benefit test
for the borrower. There had to be a minimum reduction in monthly
payments before Fannie would buy the loan. For once, we were going
to push responsible behavior in the mortgage market. Unfortunately,
this important consumer protection was later rescinded by the Biden

administration.

Back in 2008, Congress had also directed the FHFA to establish
a process for approving new products at the companies. Fannie and
Freddie, like commercial banks, have limited corporate charters. Most
public companies, like Amazon or Walmart, have general corporate
charters that allow them to enter most lines of business. Financial ser-
vices have long been different. The lines dividing what banks can and
cannot do are the subject of countless legal and political battles. The
same holds for the GSEs.

GSE executives would often suggest increasing profitability at the
companies by entering adjacent lines of business and undercutting
incumbents by leveraging their funding advantages. I, however, didn’t
see anything innovative about leveraging an implied government guar-
antee to run someone else out of business. I was all for transtormation
within their charters, but not creative reads of those charters.

The companies also failed to see the benefits of a transparent
approval process for new products. Fannie and Freddie had engen-
dered considerable i1l will over the years as to how they stepped on the
business of others. In fact, there had been an entire lobbying effort,
FM Watch, created to monitor charter violations. Ultimately, I felt,
and tried to convince the companies, that a more open process would
reduce hostility toward the companies. It is surprising what people will

accept if they’ve had an opportunity to make their case. Transparency
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would be good for the companies. Unfortunately, I think they still
don’t see it that way.

Clarity over the product approval process would be helpful, however,
if a large public equity offering was part of the conservatorship exit.
Equity underwriters, as well as investors, would be better able to price
an offering if the charter was clearer. The basic business model of the
companies was fairly straightforward. But that basic business was rela-
tively mature. The GSEs dominate the market segments in which they
are allowed to operate. While I did not see it as my responsibility to posi-
tion the companies as “growth” stocks, I did feel that greater regulatory
certainty would facilitate equity pricing.

Fundamentally, I made it plain to the companies that they would be
the ones selling equity. I was not going to be joining any road shows or
ringing the bell to open the exchange. The FHFA was an independent,
arms-length regulator, not a cheerleader. I was going to do my best to

make sure it stayed that way.

I like to think that every cloud has a silver lining. One positive that
became apparent from the pandemic was that given a unifying public
goal, Fannie and Freddie could rise to the occasion. The problem was
not so much the companies, their boards, or their employees (not that
there weren’t any problems there); it was a lack of leadership, especially
from the FHFA.

Congress had created a direction and purpose for the companies. It
is all there in the law. The problem is that such guidance had long been
ignored, even violated, by the FHFA and Fannie and Freddie. I was sim-
ply amazed by the companies’ response to COVID-19. There was finally
something larger than the constant demands of Wall Street lenders to
motivate the companies.

The companies always paid a lot of lip service to their mission, but
before COVID-19 it was hard to see any evidence. They acted as if the
public purse was there to be looted. Freddie had even included in its
financial statements a claim of explicit taxpayer backing, which of course

did not exist. Both companies had structured their activities with the



UNCORRECTED PROOFS

Preexisting Conditions 145

expectation of another bailout. That had to go. I spelled out that any
request for a Treasury draw had to include the resignations of the CEOs
and board chairs and, as importantly, that any such request would likely
be denied, with or without their resignations.

The focus on protecting borrowers and renters from the pandemic
brought out the best in Fannie and Freddie. It was also proof of what the
companies were truly capable of. The question was how we could take
that experience and ensure that the companies continued this focus after

the pandemic. For all our sakes, I hope this trend persists.

An occasional refrain from Wall Street was that the companies
had already been fixed. It is probably obvious that I disagree with that
claim. But to be fair, why would anyone make such a claim? Putting
aside ignorance of what was going on within the companies, much
of which even I was shocked to discover, what could be the basis for
asserting that the GSEs had been fixed? If you put yourself in the shoes
of a Wall Street asset manager, you care most about getting back the
money you have invested in Fannie and Freddie debt. The contention
about the companies being fixed is fundamentally an allegation that
the taxpayer is now fully on the hook for Wall Street’s speculations
in GSE debt. Wall Street simply wants to get paid; it is not any more
complicated than that.

The complications come in because, in fact, the taxpayer is not legally
responsible for Fannie and Freddie’s debt. That debt is still sold today
with a clear disclaimer of any taxpayer backing. The emergency author-
ity for the Treasury Department to purchase GSE securities has expired,
despite whatever novel legal arguments the Treasury and its Wall Street
friends present. The first word in the statutory section approving that
authority is “temporary.”> And the law distinctly states an expiration
date. The implied guarantee may have hardened, but the taxpayer has
no legal obligation.

None of this is novel. There is a long history of Wall Street mislead-
ing investors into believing a government guarantee is there when it is

not. Considerable litigation occurred in the 1970s, for example, after
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investors were sold commercial paper in Penn Central with the assurance
that a government loan guarantee would be forthcoming. After all, the
then-Interstate Commerce Commission had to approve debt issuance
from Penn Central, so evidently there was an implied government back-
ing. Then there are former Treasury secretary Bob Rubin and former
New Jersey senator and governor Jon Corzine making fortunes from
betting on a bailout of the Farm Credit System, sister GSE to Fannie
and Freddie. Corzine was willing to bet almost everything on implied
guarantees during the Eurozone crisis. One of my first meetings as a
staffer on the Senate Banking Committee involved lobbying on why the
United States needed to back a rescue of Argentine debt holders. And
of course, there’s Puerto Rico. It is the same script: Penn Central, Farm

Credit, Argentina, Greece, Puerto Rico . . . Fannie, Freddie.

What all these entities needed was to have their balance sheets restruc-
tured. Despite some creative, but legal, accounting that allowed the
companies to present financial statements in which the two sides of
the balance sheet were in balance, the reality was that the liability side
presented a huge overhang in the form of Treasury’s preferred equity.
Any investor putting new money into the companies would essentially
be paying off Treasury without injecting any real economic capital.

The advantage of a receivership, whether in 2008 or now, is that
such a designation would have offered a quick avenue for cleaning up
the companies’ balance sheets and releasing them back into the markets.
To grossly oversimplify, cram down the liabilities to match the assets and
then presto, you are good to go.

If it were so simple, why wasn’t this done earlier? First, Treasury
secretaries Henry Paulson and Timothy Geithner both wanted to protect
GSE creditors, even if they were legally at risk and willingly assumed
the possibility of a GSE failure. That position, while offensive, had some
logic while creditors were at risk. But eventually the companies started
to make money, so why not address the issue then? I believe there are at
least two reasons. First, many Wall Street asset managers wanted Con-

gress to provide an explicit guarantee on their GSE debt holdings, even
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the unsecured corporate debt. I had several say as much to me. Those
investors believe that having the GSEs in conservatorship hardens the
implied guarantee, increasing the likelihood that taxpayers would be
forced to make them whole. Second, I also believe that once the govern-
ment had built up a substantial stake in the companies, Treasury did not
want to bear the political criticism from reducing that stake to match its
actual economic value.

Despite the political risk to Treasury, Secretary Steven Mnuchin
expressed full support for the restructuring of Treasury’s preferred
share holdings when I arrived at the FHFA. We set out to hire financial
advisers, along with allowing the companies to hire their own advis-
ers, to work out a variety of options. On February 3, 2020, the FHFA
announced the retention of Houlihan Lokey, one of the world’s fore-
most firms in the area of corporate restructuring. This work continued
throughout the pandemic.

Fortunately, both Fannie and Freddie had already done some ana-
lytical work on exit options. Although that work was almost always
self-serving and usually shifted considerable costs to the taxpayer, it was
still extremely helpful in raising considerations. Building on that work,
we were able to formulate a small number of executable options by the
summer of 2020. We ruled out any choices that depended on congres-
sional action, as they were a distant possibility under any circumstances.

Any option needed to bring the two sides of the companies’ balance
sheets into economic balance. Investors had to have an incentive to put
money into these companies. Secretary Mnuchin generally felt that any
option had to maintain Treasury’s priority in the capital structure. Trea-
sury could be heavily diluted, and almost certainly would have to be, but
it did not want to see that accomplished by losing its standing.

Debt and equity are often discussed as two discrete states. That
makes financial analysis and theory a lot easier to handle. Yet a better
representation is to view debt and equity as ends of a continuum. Imag-
ine individuals standing in a line. In terms of a corporate capital struc-
ture, your place in line determines when and whether you get paid. In
the front of the line are secured creditors, and at the back are common

shareholders. In the middle are unsecured debt holders and preferred
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shareholders. Each of these groups can be further subdivided. You can
have a separate line within the unsecured debt holders. For Fannie and
Freddie, there was also a separate line within the preferred shareholders,
with the Treasury standing in the front of that line before other, junior
preferred shareholders.

While Treasury was not willing to be behind other shareholders,
Mnuchin was open to placing all the equity holders, including Treasury,
in a similar spot. That is, he was willing to see Treasury’s senior pre-
ferred shares given the same seniority as the existing junior preferred. I
believed that, short of a receivership, the cleanest solution would be to
convert all the preferred shares, even those held by Treasury, into com-
mon equity. This would have the benefit of having the equity markets
determine value instead of trying to work with a par value for the pre-
ferred shares that was far above their economic value. It would also allow
the Treasury to share in any equity appreciation, as well as more easily
exit its position. I was deeply concerned about any outcome that left the
U.S. government as a major equity owner of the companies in the long
run. Common equity held by the government could be more easily sold
into private hands than could preferred shares.

Although I thought a conversion of Treasury’s position was the
smoothest approach, at times it was difficult to explain. On one phone
call with Sen. Mark Warner, a Democrat from Virginia, it took me some
time to clarify that it simply was not economically possible for Treasury
to recoup the par value of its preferred shares, as there was not a corre-
sponding value on the asset side of the balance sheet.

A conversion would also allow a more accurate reflection of Treasury’s
claims without the political fallout of outright forgiveness. There had
been some calls over the course of the conservatorship for Treasury to
just forgive all or part of its claim. That was a nonstarter, politically, for
Treasury. Moreover, Treasury claimed that it could not legally do so. A
conversion of all preferred equity was one of the only ways to fix the
companies’ balance sheets in a manner acceptable to Treasury.

We were ready to conduct a restructuring by late summer 2020.
Despite the pandemic, our financial advisers continued to make signif-

icant progress. I regularly met with Mnuchin to discuss restructuring
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options, as well as to exchange updates on the pandemic response. Most
of these meetings were held in the secretary’s small conference room.

As far as I could tell, the pandemic did not stop Mnuchin from com-
ing into the office every day. I recall after one meeting passing American
Airlines CEO Doug Parker coming in as I was leaving. Mnuchin clearly
had a lot on his plate. However, that did not limit our ability to continue
trying to fix Fannie and Freddie.

Despite all his responsibilities, Mnuchin was able to maintain his
unique sense of humor. As he took his seat across from me during one
of our regular meetings, he glanced down at the memo prepared by his
staff. These memos usually contained a biography and picture. Glancing
down at my picture, he remarked, “You’re really not a bad-looking
guy.” To which I responded, “So I guess I will be in your next movie.”
Without missing a beat, Mnuchin retorted, “Yes, sure, we’ll need a
villain.” Perhaps that was just Treasury once again speaking for the Wall
Street asset managers.

A continued point of contention was Treasury’s line of credit to
Fannie and Freddie. As I was determined to see the FHFA follow the law,
[ could not agree to any extension of a backstop that had already legally
expired. Treasury might be comfortable with creative legal maneuvers,
but I was not.

Mnuchin didn’t seem to mind letting the lines of credit eventually
go if the companies were able to build sufficient capital. Neither of us
wanted to unnecessarily disrupt the mortgage market. I believed we
could find an avenue to bring the conservatorships to an end, restructure
the balance sheets, and end the illegal line of credit, while preserving
stability in the mortgage market. In fact, I believed we could do so in a
manner that would improve the stability of the mortgage market.

Since we had well-developed restructuring plans by late summer
2020, why did none of them happen? First, I believe both the Treasury and
the White House wanted to push the issue until after the election. Since
any change had the potential to create short-run volatility in the mortgage
market, I believe the administration did not want to run that risk.

After the election, I was ready to get back to business. I did not
see myself as a lame duck. And not for a minute did I believe our legal
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responsibilities ended with the election. It was simply inconceivable to
me that [ would do anything other than my job for every day and minute
I was there.

At first, it appeared that Treasury shared the desire to continue
tulfilling our legal obligations. Regular meetings were held between
Mnuchin and me from the election to Inauguration Day. Constant com-
munications took place between our staffs. As I was led to believe that
we were mainly in agreement on direction before the election, I did
not see the need for much additional policy negotiation. Whether the
continued back-and-forth with Treasury was in good faith on their part,
[ will never know. What I do know is that there was general agreement
between the FHFA and Treasury on a restructuring plan. That would
not immediately end the conservatorship, but it would place the compa-
nies in a position to raise outside equity, which I could complete later in
2021, depending on market conditions.

I have been a close observer of the Treasury Department for decades.
Secretary Mnuchin and I have had our differences of opinion. He even
lobbied the vice president in opposition to my consideration for the
FHFA directorship, as he had his own preferred candidate. Despite that,
we had a very productive working relationship. We saw eye to eye on
the most critical mortgage finance issues, particularly the growing risk at
the FHA. I believe that Mnuchin’s service as Treasury secretary is greatly
underappreciated; I consider him the best we have had since at least John
Snow. He runs circles around Geithner or Paulson in terms of intellect
and integrity. I had been told on a few occasions that Mnuchin had made
partner at Goldman Sachs because of his father’s stature there. I have
had at least some interaction with a few Goldman partners, including
former National Economic Council director Gary Cohn, Corzine, and
Paulson. I found Stephen Mnuchin to be the sharpest of the handful I
have interacted with.

All that said, once the election was behind us, Mnuchin’s attention
clearly turned to his post-Treasury plans. Any restructuring, to be suc-
cessful, would have offended somebody. We did not get it done because
Mnuchin did not want to upset anyone on his way out the door, includ-

ing incoming Treasury secretary Janet Yellen.
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We briefed the new Treasury team. As I was simply carrying out the
law as intended, I was hopeful that Secretary Yellen and her team would
see the necessity of fixing the GSEs quickly. Considering how long this
housing expansion had run, I did not feel that we had many years left
before a turn. Fannie and Freddie were not prepared to weather such a
turn. I repeatedly raised my concerns about the mortgage and housing
markets, both to Treasury directly and to the Financial Stability Over-
sight Council. I also emphasized that no part of our financial system was
more vulnerable to climate change than the mortgage market. If we
were to see significant coastal erosion, the losses to Fannie and Freddie
could be extraordinary. Unfortunately, the response was generally a dull,
polite smile and a nod. It appeared that new Treasury leadership would

ignore the growing risks in our mortgage finance system.
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Capital in the Capitol

There are generally two ways that businesses fund their activities: owners’
equity and debt. How much owners’ equity financial companies should
hold has been at the center of reform debates since at least the 2008
financial crisis. Because a lack of shareholder equity was the proximate
cause of the failures of Fannie and Freddie, reforming the regulation of
government-sponsored enterprise (GSE) capital is a central regulatory func-
tion of the Federal Housing Finance Agency (FHFA). It would also consti-
tute one of the most difficult policy issues during my tenure at the FHFA.

When Congress established the FHFA in 2008, it required the FHFA
to create a risk-based capital rule for Fannie and Freddie. Just as it sounds,
a risk-based rule is calculated from historic loss estimates of the various
assets held by a specific financial company. Accordingly, it differs across
companies, since no two are the same. Even Fannie Mae and Freddie Mac,
with their similar charters, have different business models and risk profiles.

Despite Congress’s direction to create a risk-based capital standard in
2008, the FHFA waited until 2018 to propose such a rule. That proposal,
by director Mel Watt, was still outstanding (i.e., unfinished) when I
began my tenure in April 2019.

Why do financial regulators impose capital standards, anyway? After
all, we do not see capital standards imposed on most companies by the

government. There is no capital regulation of Amazon or Walmart.
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Capital standards exist mostly because policymakers consider the failure,
or bankruptcy, of some financial companies to be potentially disruptive
to our financial markets and even possibly to our overall economy. The
intent, therefore, is to reduce the chance of failure.

In a normally functioning market, the greater probability of failure
would also increase the cost of a firm’s borrowing. At some point, that
cost would be high enough that issuing equity would be cheaper than
issuing debt. To some degree, firms prefer debt to equity, since our cor-
porate tax code subsidizes debt more than equity. This is because inter-
est payments on debt are expenses that can be deducted from taxable
income, whereas economically similar dividend payments to sharehold-
ers are not deductible.

Financial institutions also enjoy explicit or implicit guarantees behind
their debt. The most common is Federal Deposit Insurance Corporation
(FDIC)-provided insurance for depositors, which dampens the degree to
which deposit costs reflect a bank’s probability of failure. For some large
financial companies, such as Citibank or Fannie Mae, there is also some
likelihood that the federal government will rescue creditors even in the
absence of an explicit guarantee to do so. For Fannie and Freddie, there is
even a disclaimer that they will not be rescued should they be unable to
finance their debt. Of course, such disclaimers can lack credibility.

Because of the tax advantages and possible guarantees, financial
companies generally maintain much greater leverage—that is, debt to
equity—than comparable nonfinancial companies. They also maintain
much greater leverage than would be expected from the costs of bank-
ruptcy that would be borne by parties outside the company.

Fannie and Freddie also have a special purpose that sets them apart
from most other financial companies: they were created to serve as a
counterweight to the rest of the mortgage market. Their job is to be
there when others cannot.

The activities of most banks, for instance, increase during an expan-
sion in the economy and contract during a recession. Fannie and Freddie
are supposed to do the opposite: maintain some modest activity in a
boom and be ready to step in when things get rough. They are the
mortgage market equivalent of firefighters.
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Or to take one back to one’s college days, Fannie and Freddie are
there to come by and help clean up after the keg party. Obviously, how-
ever, if they are at the party getting drunker than anyone else, they are
not going to be much help cleaning up the next day.

Therefore, Congress required the FHFA to set risk-based capital
standards not only to cover losses but also to maintain “sufficient capi-
tal” to support the activities of Fannie and Freddie. Congress wanted the
GSEs to continue operating even during a deep recession. To do so, they
needed to maintain a positive going-concern value. In plain English,
they had to have enough capital to cover the losses from loans made in
the good times as well as enough capital to keep making new loans in the
bad times and still maintain the confidence of their creditors and other
counterparties.

The last part is especially important. Creditors are most skeptical of a
GSE’s solvency during market turmoil. For example, the increase in the
GSEs’ borrowing costs and the associated difficulties that the GSEs faced
in refinancing their debt were among the most immediate grounds for
the FHFA to place the companies into conservatorship in 2008.

As I had not analyzed the FHFA’s 2018 proposal before my tenure
began, once I was in office, staft briefings were organized to bring me
up to speed. The rule had been proposed. Comments had been received,
many of which the staff had analyzed. But I had seen none of it so far.

[ began the process with an open mind. Maybe the rule was well struc-
tured and thoughtful and carried out clear congressional intent. Unfortu-
nately, it did not take me long to figure out that that was not the case.

The most glaring problem was that the rule, as proposed, failed to
achieve the congressional intent to maintain a positive going-concern
value. If we had another 2008—which, after all, was the reason the
FHFA was created—the GSEs would fail again. Obviously, we needed
a rule that allowed Fannie and Freddie to fulfill their intended purpose.

We also needed to create a capital rule to facilitate an exit from
conservatorship. We could try to build capital solely via retained earn-
ings. Our estimates were that such a policy could take a decade or more.
Perhaps a decade is not that long. I thought that we would be unlikely
to go another decade without a housing downturn, however. We had to



UNCORRECTED PROOFS

Capital in the Capitol 155

beat that clock if we wanted the companies to not only exit conservator-
ship but also not come right back in during the next housing downturn.

A capital rule in place would be needed to help raise external capital.
That was the only avenue by which we could render the companies safe
and sound in a reasonable time frame. Letting the market know how
much capital was required would allow estimates for a return on capital
to be calculated, information investors would want, especially if these
turned out to be the largest public offerings ever.

There was some suggestion, particularly from the companies, that
we go with a weak rule to increase return on equity. First and fore-
most, that would not meet congressional intent. Second, it would guar-
antee the companies an eventual return to conservatorship, defeating the
whole purpose of the effort. Last, as I regularly pointed out to the com-
panies, investors care about the risk-adjusted rate of return. To hold onto
the 2018 proposal would have resulted in a high probability that inves-
tors would eventually lose everything when the companies failed again.

We needed to get this rule right. And we needed to do it in a timely
manner, as it had already been over a decade since Congress had directed
the agency to do so. I felt that taking more than 10 years for an agency
to fulfill a congressional mandate was unacceptable, if not a complete
dereliction of duty. Fortunately, we had just brought over from the Trea-
sury Department one of Washington’s smartest young banking lawyers,
Jonathan McKernan. I put Jonathan under the direction of the FHFA’s
number two Principal Deputy Director, Adolfo Marzol, and tasked them
with getting the rule into compliance with congressional intent. Since
Adolfo had spent years as the chief risk officer at Fannie Mae, he knew
these companies better than almost anyone. And given his decision to
leave Fannie Mae in 2005 because he thought the company was taking
too much risk and would not moderate, he also had the benefit of having
been proven correct.

Jonathan and Adolfo spent months with the capital team, working
out every detail. While I received regular briefings from the capital
team, I had no time or inclination to micromanage the process. The
flaws in the existing rule were obvious. The team was given considerable

discretion to come up with options.
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Eventually, we came to an impasse. To finalize a rule in a manner con-
sistent with congressional intent would require substantial revisions. But
would those revisions fall within the scope of the proposed rule? To final-
ize a rule, changes made to the proposal must be within the scope of the
proposal on which comments were submitted. That is, the final rule should
be a logical outgrowth of the process. It should not be outside the range
of expected outcomes. Obviously, there is some subjectivity to expected
outcomes. Our legal team thought that we could finalize a stronger rule
without reproposing. However, even if we were on solid legal ground, the
process lacked the degree of transparency I wanted for the agency.

The 2018 proposal was released for public comment under the
assumption that it would be used primarily to help Fannie and Freddie
price their mortgage purchases. It was not proposed with the expectation
that the GSEs would exit conservatorship and must raise and maintain
sufficient capital. Commentators participated in the process believing
that the GSEs were not going to exit conservatorship. I felt that it was
fairest to the public to allow for additional comment, considering the
changed assumptions underlying the proposal.

What ultimately settled the issue for me was the slow realization that
the initial proposal in 2018 had not been conducted legally. Agencies
such as the FHFA are required to conduct rulemaking in compliance
with the Administrative Procedure Act (APA). The APA is intended to
ensure that the process is fair and open. No one is allowed special access.
All have an equal opportunity, including length of time, to comment
and provide input.

In briefing me on the 2018 proposal, the FHFA staff would regularly
refer to analysis from Fannie and Freddie. At first, and for some time,
I assumed that the reference was to the comment letters Fannie and
Freddie had submitted. Eventually, it hit me. Fannie and Freddie had
been extensively involved in the process before the proposed rule had
ever been made public.

One thing I have noticed in the federal government is that career fed-
eral employees are generally happy and willing to discuss agency history.
[ find such histories interesting. They give one some sense of the agency

culture and allow one to understand how certain decisions were made.
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So I started to have a few somewhat casual conversations with members
of the capital team. The more I heard, the more concerned I became.
Not only had Fannie and Freddie had access to information that others
had not, but they had also provided regular analysis during the process of
developing the rule.

One such conversation was particularly jarring. It went as follows:

M. C.: The leverage ratio options proposed in 2018 seem a little com-
plex, yet also really weak. How did that come about?

FHFA senior employee: Oh, I really agree. Anything under a 4 percent
leverage ratio just is not credible.

M. C.: Ok, then why didn’t the proposal end up there? Why so much
weaker?

FHFA senior employee: Well, it did. At least at first. Four percent is
what the team submitted to the director’s office.

M. C.: So, the director’s office came up with the weak, convoluted
approach?

FHFA senior employee: Oh no, our proposal was passed along, by the
director’s office, to Fannie and Freddie. It was Freddie that drafted the
approach that ended up in the proposed rule.

At that point, I was just stunned into silence. I am rarely speechless.
I knew the companies had been given a lot of leeway, but I never imag-
ined that they would be allowed to draft the very regulations they would
be subject to. And as importantly, why was I hearing about this only
now, months into the process?

Allowing private parties external to an agency, especially ones that will
be directly subject to a regulation, to even see, much less write, parts of a
proposed regulation is a massive violation of the APA. It just is not done.
At most agencies, the very suggestion would be anathema. If nothing else,
[ now knew we could not legally finalize the proposed rule without putting
it back out for comment. We essentially had to start the process over.

Given the legal cloud hanging over the 2018 proposal, I decided we
needed to put all the elements into a brand-new rule and send it out for
comment. That process began in the fall of 2019. I hoped that we would

be able to have the proposal ready for public comment in the beginning
of 2020.
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I eventually discovered not only that Fannie and Freddie had been
given access to the 2018 proposal as a veto, but also that the FHFA staff
lacked some of the skills and resources necessary to complete the rule.
Over the five years before my appointment, there had been almost no
growth in the FHFA’s staff, with a cumulative increase of about 2 per-
cent. Perhaps that had made sense when there was little actual super-
vision of Fannie and Freddie, but that needed to change. We moved
quickly to bring in the resources we needed.

It helped that Jonathan was familiar with the capital structure that
the bank regulators used. The FHFA began a dialogue with the staffs at
the bank regulators, particularly the Federal Reserve. We also began the
process of hiring additional staff with the needed expertise.

To make the rule more understandable to potential investors and
other financial market participants, we translated much of it into lan-
guage similar to that used by the bank regulators. Basel-speak, as I called
it. The bank regulators based their framework of capital regulation on
international agreements crafted at the Basel Committee on Banking
Supervision of the Bank for International Settlements, in Switzerland.
If we did manage public stock offerings for the companies, many of the
equity analysts covering the companies would also cover banks. Trans-
lating the capital rule into a bank framework should improve analyst
coverage of the companies.

While we borrowed the language and some of the framework, we
needed to improve on that framework. The mistakes and distortions cre-
ated under Basel I and II were direct contributors to the 2008 financial
crisis. After all, this was the same plan that had concluded (after consid-
erable analysis, I am sure) that Greek sovereign debt was risk-free.

The Basel plan for residential mortgages had also contributed to
the 2008 crisis. It artificially incentivized securitization and ultimately
increased the amount of leverage in the mortgage market. Its accounting
for mortgage credit risk was also rather blunt and primitive. We would
use the framework, but we would enhance it.

The Basel system, as well as the stress tests that bank regulators
used, tends to be pro-cyclical. The results look great when the econ-

omy is doing well but can quickly turn when the economy weakens.
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This creates an incentive for financial companies to take more risk at
the top and pull back at the bottom, obviously making the economy
more volatile than it would be otherwise. In part, this is driven by
basing capital and stress test results on current asset values. This is a
particular problem for the GSEs, because so much of their stability is
derived from the state of the housing market. Yet the role of the GSEs
was to be a countercyclical balance to the market. We needed a capital
regime to reflect that.

Our use of Basel-speak resulted in some commentators attacking
the rule as too “bank-like.” The argument was that banks were riskier
than the GSEs, so smaller amounts of capital should be required of
them. The main flaw in this argument is that our rule used only bank
capital language; the actual levels of capital required were still below
those of banks. And, of course, the GSEs were less diversified than
commercial banks.

We also needed to address the issue of what counts as capital. The
purpose of capital is to absorb losses to avoid insolvency. Yet much of
what financial regulation allows as capital cannot absorb losses. Some
of this problem results from generally accepted accounting principles,
some from congressional choices, and some from regulatory choices. For
a considerable part of 2008, for instance, Fannie and Freddie avoided
insolvency by the use of deferred tax assets as capital. Obviously, some
possible offset against taxes is not the same thing as equity. And, unfor-
tunately, tax assets are not the only nonequity accounts that can be used
as capital. We needed to focus our proposal as much as possible on hav-
ing actual shareholder equity. Although I have been critical of the Basel
approach to capital regulation, the efforts to better define what counts as
capital under Basel 11 were a significant improvement.

There is also the flaw that the bank capital standards are themselves
too weak. While the third round of the Basel process was an improve-
ment over the first two, the standards did rather little to improve the
strength of our banking system. And despite all the hype around the
Dodd-Frank Act, it actually did little to improve the capital position
of U.S. banks. While I was at the White House in 2017, some in

the Treasury Department wanted to include in Treasury’s financial
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regulation reports the argument that bank capital was too high. I am
proud to have led the fight to have Treasury drop those suggestions.
There were even drafts of the reports that described the current bank
capital regime as “gold-plated”—a term I heard regularly used by
Wall Street lobbyists.

This question of bank capital led to my first one-on-one conversation
with Treasury secretary Steven Mnuchin. The Treasury Department is
located just east of the White House. The secretary asked me to come
over one afternoon. He was a cabinet secretary, so I did not mind meet-
ing on his turf. I also enjoyed the route.

From my office at the time, room 289 of the Eisenhower Executive
Oftice Building (EEOB), I proceeded down the Navy steps and across
West Executive Drive into the West Wing. A walk to Treasury afforded
me the opportunity to travel via the West Wing to the basement of
the White House residence, to the East Wing, and then to Treasury.
Maybe it was the exercise, but that walk always energized me. It also
afforded me the opportunity to drop in on the White House Congres-
sional Affairs team, located in the East Wing.

The meeting was held in the Treasury secretary’s small conference
room. Like the EEOB, many of the rooms that constitute the Treasury
secretary’s suite had been furnished in a late-1800s American Renaissance
Revival style. In addition, since it was the Treasury Department, there
were old currency notes framed on the walls. I did not know at the time
that it would be the first of many meetings in this room.

Unless you are the president or vice president, the Treasury secre-
tary never arrives before you for a meeting. Only after everyone else
is seated does the secretary appear. So it was for our initial in-person
conversation.

After Secretary Mnuchin took his seat, he immediately turned to
me and asked, “You were at the Cato Institute?” “Yes,” I responded.
To this day, I am still unsure whether he meant that as a good thing or
a bad thing. The look on his face clearly expressed some opinion as to

my previous employer. Regardless, I convinced him of the merits of
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dropping any call for bank capital reductions. My first direct engage-

ment with Mnuchin was a success.

The capital rule would be another area where Sheila Bair’s recruitment
to the Fannie Mae board of directors would prove crucial. Having served
as both chair of the FDIC and assistant secretary for financial institutions
at the Treasury Department, Bair is one of the world’s foremost experts
on capital regulation. She lived the battles over bank capital regulation,
helping us learn from them as we worked to improve the regulation of
Fannie Mae and Freddie Mac.

Bair would also serve as a critical counterweight within Fannie Mae.
Senior management and much of the board had been obsessed with hit-
ting certain return-on-equity (ROE) targets, and hence strongly argued
for the weakest capital rule possible. The whole debate was a distraction.
Bair kept the company focused.

Perhaps most important of all, Bair understood that holding capital
does not come at the cost of Fannie’s mission. Just the opposite—capital
is the foundation upon which Fannie and Freddie are able to fulfill their
statutory responsibilities. The Wall Street lobbyists will claim that larger
capital holdings impede Fannie and Freddie’s ability to operate, but the
truth is the exact opposite.

Bair would also serve as a bridge to progressives, both on and off Cap-
itol Hill. Senators Sherrod Brown and Elizabeth Warren, for instance,
knew and trusted Bair. I believe Bair’s comment letter in support of my
proposed capital rule greatly lowered the opposition from progressives.
This was another important policy area where Sheila’s experience, wis-
dom, and credibility would prove essential in our attempts to build a
world-class regulatory regime for the GSEs.

The need to retool so much of the rule resulted in our missing the
hoped-for January 2020 release. As it turned out, the finalization of the
new proposal slipped into March 2020. Then, of course, COVID-19
became our number-one agenda item. Even though our capital team
was not engaged in the COVID-19 response, I felt that releasing the

reproposal for comment in March 2020 would be a mistake. It would not
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be until May 2020 that I felt we had reached a place with the pandemic
where we could continue improving the companies’ regulatory regime.

Once we released the rule for comment, the upside-down world of
Washington GSE politics started to assert itself. For instance, the lead
Democrat on the Senate Banking Committee, Sherrod Brown, sent a let-
ter to all the financial regulators, including the FHFA, asking that during
the pandemic we suspend rulemaking that was nof related to either safety
and soundness or COVID-19. I felt that was a reasonable request, so we
complied. Imagine my surprise when he personally asked me why we
were moving forward with a capital rule, considering his letter. There
is perhaps no area of financial regulation more important to safety and
soundness than capital. At that time, Senator Brown was also criticizing
other regulators for offering capital relief because of the pandemic.

Senator Brown’s flexible approach to when capital regulation is for
safety and soundness and when it is not, wasn’t all that unusual. A hand-
ful of members of both the House and the Senate, who had been vocal
advocates for higher bank capital, complained to me about requiring
higher capital at the GSEs. This makes one wonder if the debate is really
about safety and soundness. In more candid moments, some have even
conceded that the GSEs are so special that the American taxpayer should
bear the risk of their failure. Of course, Congress had already explicitly
decided the opposite. Broader debates were beyond my job responsibili-
ties. Carrying out the law as written was my job.

On some level, we all got the joke. One amusing time was in
September 2020 during the opening of a hearing before the House
Financial Services Committee. Chair Maxine Waters raised the issue
of the FHFA’s proposed capital rule, questioning its possible effect on
lending costs. In response, I read from a letter that Waters had recently
sent to Federal Reserve chair Jay Powell, in which she praised higher
capital standards for banks and how they would support more lending.
After reading excerpts of the letter, I expressed how much I agreed with
her comments and said that I would work to achieve those ends. In
response, she smiled at me and laughed. We moved on to the next issue.

At least Waters had a sense of humor. I believe she did appreciate

the occasional absurdity of it all. I cannot say the same for Sen. Chris
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Van Hollen, a Democrat from Maryland. During a heated hearing in
June 2020, conducted in a virtual and in-person hybrid setting, the
senator claimed that he had a study from Moody’s Analytics showing
that the FHFA’s capital rule had assumed too much risk in the market.
Perhaps Senator Van Hollen can be forgiven. He was not in the Sen-
ate before the 2008 crisis. I, however, was on the Banking Commit-
tee’s staff leading up to 2008. I very much recall Moody’s telling me
pre-2008 that there was little to no risk in the housing and mortgage
market. Needless to say, I did not share Senator Van Hollen’s comfort
with once again outsourcing the safety and soundness of our mortgage
market to Moody’s.

Senator Van Hollen also pressed me on the point of cost-benefit
analysis for the rule. This was perhaps one of the stranger flip-flops. It
has historically been the case that Democrats on the Senate Banking
Committee have been uniformly and strongly opposed to the use of
cost-benefit analysis in financial regulation. They were certainly correct
on the existing law. There is no legal requirement for financial regulators
to conduct cost-benefit analysis on proposed rules. One could legiti-
mately argue that doing so would violate the law, if the analysis were
used to ignore congressional intent or delay congressionally mandated
deadlines, as Congress had already made the decision to promulgate cer-
tain regulations. It is fully within congressional authority to direct reg-
ulators to take action when the costs exceed the benefits, assuming that
the underlying law is constitutional. Senator Van Hollen was not alone
in this change of heart. One of the most vocal critics of cost-benefit
analysis, Senator Brown, once said that “cost-benefit analysis just helps
the powerful people in this town resist any kind of regulation that makes
people’s lives better, whether it is health, whether it is safety, whether it
is safety and soundness of the financial system.”!

He later asked me when we planned to conduct cost-benefit analysis
on our proposed capital rule. Reminding him of his own past views and
the lack of any legal requirement to do so, I made clear that we had no
intention of doing so.

The fact that the FHFA did not conduct cost-benefit analysis—after

all, we were simply carrying out the orders of Congress—did not stop
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others from doing so. The issue came up several times in my confirma-

tion hearing. For instance, from Sen. Mark Warner:

I guess one of the concerns I have, if we go to a bank-like capital
requirements [sic|, that that is going to dramatically increase the cost
of borrowing . . . currently, borrowers are basically requires [sic] to pay
about 30 basis points on the mortgages guaranteed by the GSEs. My
calculation, and I am trying to do this on a conservative basis, would
be that if you raised GSEs’ capital to bank-like capital, you would be
talking about at least a tripling of the capital requirements. You can
take this from about 30 basis points to 90 basis points. That is close to
a full 1 percent increase.”

Unfortunately, Senator Warner never showed his math, so we do not
know how he came up with such numbers. However, there is an exten-
sive amount of peer-reviewed research done on the relationship between
borrowing costs and capital standards. Some of this work has been done
by the banking regulators, but much of it by independent academics.
I had FHFA staff survey that literature. The result was that nowhere is
there support for Senator Warner’s calculations. The consensus of the
academic literature is that a capital increase of the amount proposed
under the FHFA’s rule would have an impact of somewhere from 0 to at
most 20 basis points. And of course, more damning to Senator Warner’s
estimates is that banks currently can make and hold mortgages on their
balance sheet, obviously backed by bank-like capital standards, and do so
at costs far below the senator’s estimate. Indeed, the banking regulators
significantly increased regulatory capital standards following the finan-
cial crisis, independently of the Dodd-Frank Act. Wall Street lobbyists
predicted significant increases in borrowing costs, but they did not come
to pass. It was just bizarre, however, to hear senators and representatives
who rejected the argument that higher capital increases lending costs
in the bank context suddenly become converts to the same logic in the
context of Fannie and Freddie.

One of the more disappointing aspects of promulgating a GSE capital
rule was the almost complete lack of stakeholders” interest in or knowl-
edge about what the research said. I believe only one comment letter,

from former FDIC vice chair Tom Hoenig, even referenced the academic
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literature. There were a handful of comments that offered their own
cost-benefit analysis. But these, like Senator Warner’s analysis, had no basis
in the scientific literature and did not even reference or recognize such. All
these analyses fell apart once one started looking into their assumptions.

Another letdown was the unwillingness of many vocal advocates for
higher capital to even weigh in. There is a group of mostly progressive
academics and former regulators who write, research, and comment on
bank capital. Many are quite thoughtful. I spoke to several and expressed
our desire to hear from as many commentators as possible. We welcomed
their expertise. Sadly, the general response was, “Great rule, you're doing
the right thing, keep it up, but it’s too political for me to get involved.”
So much for profiles in courage. And this from a group that is generally
quite outspoken.

In fairness, one can certainly criticize some Republican members of
Congress, who were generally against higher bank capital but suddenly
supported higher GSE capital. That is a fair observation in some cases.
But it certainly is not a universal one. My views on bank or GSE cap-
ital are consistent with those of my former boss, Sen. Richard Shelby,
a Republican from Alabama. Working with then Maryland Democrat
Paul Sarbanes, Senator Shelby was instrumental in getting U.S. bank
regulators to delay implementation of Basel II. This holdup meant that
U.S. banks had much better capital positions going into 2008 than their
European counterparts. The bipartisan efforts of Shelby and Sarbanes
saved U.S. taxpayers billions and shortened the Great Recession in

America relative to that in Europe.

This is not to say that all the Republicans on Capitol Hill supported the
FHFA’s capital rule. A handful of Republicans raised concerns about the
proposal’s impact on the use of credit risk transters (CRTs) by Fannie and
Freddie. Over the course of the conservatorship, the FHFA and the compa-
nies worked on a variety of mechanisms that they believed would reduce the
risks that taxpayers faced. In general, I have been supportive of these efforts.

The most prominent has been the use of CRTs. Like too many feats of

financial engineering, CRTs do not actually perform as they are labeled.



UNCORRECTED PROOFS

166 SHELTER FROM THE STORM

You might think that CRTs, as the name suggests, transfer credit risk out-
side the GSEs. They do not. CRTs are derivatives whose value is based on
the performance of a reference asset, in this case a designated pool of mort-
gages. | guess I should not have been surprised at the structure, as some
of the same people who helped JPMorgan Chase create the credit default
swaps (CDSs) that were behind the failure of AIG designed the CRTs.

[ am not against financial engineering. CDSs, for instance, had a
valuable function. The problem is when they became a source of regula-
tory arbitrage, resulting in greater leverage of our financial system. And
of course, by linking AIG more deeply with our financial system, CDSs
increased the interconnectedness and ultimately systemic risk. CRTs
were on the road to doing the same.

The FHFA’s 2018 proposal, in a vein similar to the way bank reg-
ulators used capital regulations to reward the use of CDSs before 2008,
drove the use of CRTs. They were being used not for purely economic
reasons but for gaming of the regulatory system. Our proposal treated
them less generously, but still far more so than did the bank regulators.
Many CRT advocates argue that we should give dollar-for-dollar capital
relief. Such an argument ignores the fact that equity capital is fungible—
that is, it can cover losses from any asset, whereas CRTs cover only losses
on the specific assets referenced.

The supervisory staft had already begun an evaluation of CRT before
[ arrived at the FHFA. I sensed that there was a big divide within the agen-
cy. The capital team was quite enamored with CRT and wrote glowing
reports about its performance, studies that I would later discover were
shoddy and misleading. I felt misled by that work, which was more like
Wall Street sales spin than serious analysis. The supervisors and examiners
who went into the companies every day were skeptical of CRT.

Once I had established an independent research and evaluation func-
tion within the FHFA, I asked that team to evaluate CRT performance.
I made it clear that they should write and report whatever they found.
There was to be no molding of the facts to fit any preconceived conclusion.

Unfortunately, that analysis was not completed until after the cap-
ital rule had been finalized. I was stunned by the results. As the hous-
ing market had been mostly strong during the use of CRTs, I certainly
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expected to see short-term costs exceed short-term benefits. But I was
not expecting the efforts to have a net cost of around $15 billion. That
is real money. The analysis included stress tests as well. Most shocking
was that if we again experienced a 2008 scenario, the net costs would go
up, not down.

The clearest way to think about CRT is as insurance. You pay pre-
miums, and if something bad happens, the insurance covers the cost.
Yet the way that CRT worked was that you paid massive premiums and
then when something bad happened, your coverage would immediately
expire and you would get almost nothing back.

The FHFA’s estimates in April 2020, for instance, projected that
because of COVID-19 losses, the companies would receive about $1 bil-
lion from CRT. Immediately, we were lobbied by CRT investors to
forgive our claims. The FHFA had done so in response to previous
hurricane losses. I was aghast. We had paid our insurance premiums, if
you will, and now when we needed to collect, Wall Street begged, and
even lobbied Capitol Hill, to get out of its obligations. At my confir-
mation hearing, Sen. Robert Menendez, a Democrat from New Jersey,
asked if I had ever called any financial company a “deadbeat.” If Senator
Menendez is reading, CRT investors not wanting to honor their obliga-
tions are exactly what I would call deadbeats.

Wall Street need not have worried or bothered to lobby. The CRT
deals had been structured in such a manner that when interest rates declined
and mortgage refinance activity increased, much of the CRT protection
disappeared as the reference pool mortgages were refinanced. What was
supposed to be $1 billion in payments turned into around $10 million.
The fact that the companies were essentially robbed on their CRT deals is
one reason we had to impose a COVID-19 cost recoupment fee.

During recessions, when mortgage credit losses increase and CRTs
would be expected to pay out, interest rates tend to decline, because of
both Federal Reserve easing and a decline in the demand for credit. That
often results in an uptick in mortgage refinancing. It slowly dawned on
me that the CRTs were structured to almost never pay. I finally under-
stood why Wall Street was lobbying so hard against our capital rule. It
threatened a multibillion-dollar gravy train. With so much money at
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risk, of course, Wall Street threw millions into lobbying against our rule.
They funded think tank “research” against the rule and spread money
around to members of the House Financial Services Committee, includ-
ing numerous Republicans. The contributions were a bipartisan affair.
There are even staft members within the Biden White House whose
previous work had received funding from CRT investors.

In the late spring of 2021, after it became apparent that the compa-
nies had essentially been looted, we started to investigate the details of
how CRT transactions were underwritten. Our first shock was learning
that the Wall Street underwriters earned fees that were multiples of the
net values of CRTs to the companies. These Wall Street underwriters—
you can guess the firms—were supposed to protect Fannie and Freddie,
but instead they joined in robbing their clients. Of course, the CRT
investors, primarily hedge funds and real estate investment trusts, were
also clients of these Wall Street firms.

We also learned that at least one senior GSE executive working on
CRTs held equity in one of the very Wall Street firms selected to under-
write the CRT deals.

We had just begun putting the pieces together when the Collins
decision (discussed in Chapter 14) was made and my tenure came to an
end. Given the connections between the Biden administration and the
Wall Street players profiting from CRT, I suspect that any investigation
has come to an end. In fact, one probable reason the Biden administra-

tion wanted me out so quickly was to bring an end to it.

Congress lays out several duties for the FHFA. At the top of that list is
the “maintenance of adequate capital” for the entities regulated by the
FHFA. Capital is not an afterthought. It is the foremost obligation of the
FHFA. Debates around capital have often relied on a false narrative—
namely, that there is a tradeoft between the mission of the GSEs and
holding capital. That is simply false. It is by holding sufficient capital
that the GSEs achieve their mission. Insufficient capital leads to failure.
The FHFA has a duty to see that Fannie and Freddie maintain enough
capital. The FHFA does not have any statutory duty to expand home-
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ownership or lower mortgage rates. The statutory charters of Fannie
and Freddie apply to them, not to the FHFA. The FHFA’s mission is to
see that Fannie and Freddie stay within their charters, not to abandon its
prudential duties in furtherance of the GSEs’ charters.

Capital should be the simplest issue in financial regulation. Have
more of it and have it in the form of shareholder equity. End govern-
ment policies that favor debt over equity. The 2017 tax reform made
some progress in reducing corporate tax subsidies for leverage. But more
needs to be done to reduce the incentives to hold debt. Our financial
system—mnot just the GSEs but also our largest banks—remains dan-
gerously leveraged. Banking weathered COVID-19 mostly because of
massive assistance, including accounting relief. We may not be so lucky
next time. Perhaps it should not be startling that the simplest issues in

financial regulation remain the hardest to achieve.
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Chapter 12

Leading a Federal Agency

I have a long public record of being extremely skeptical of govern-
ment. Some of this comes from my study of economics, notwithstand-
ing the profession’s obsession with market failures. But most of this is
the result of almost three decades of seeing the federal government up
close. T was not always this way. Indeed, my first college internship
was at U.S. Public Interest Research Group, where I had the pleasure
of meeting Ralph Nader. My family also has a long history of govern-
ment work. My parents met while serving in the Navy. My mother
spent about 20 years working for the Fairfax County government in
Virginia. My sister has been a longtime employee of the Virginia state
government. I am very proud of the service my family has given to our
fellow citizens.

However, by the time I was confirmed as the Federal Housing
Finance Agency (FHFA) director, I was deeply suspicious of govern-
ment. Rather than being a hindrance to leading a federal agency, this
outlook was an asset to me. My close study and experience with govern-
ment allowed me to take a principled and focused approach to running
a federal agency. An awareness of the limitations of government allowed
me to better navigate around trouble spots. Your ship is more likely to
make it to shore if you know where the reefs are, rather than pretending

they do not exist.
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Now, one might think that having such a skeptic of government
lead a federal agency is a recipe for failure. I believe the clear policy suc-
cess of the FHFA’s response to COVID-19 should put that argument to
rest. Two additional measures of success are respect for leadership with-
in an organization and respect for leadership outside an organization,
especially among peer agencies.

The internal respect for management is the easier to identify. It is
measured regularly by employee surveys, such as the Federal Employ-
ee Viewpoint Survey. Table 1 provides a comparison of several survey
questions early in my tenure and over a year later. In just over a year, the
percentage of staff having a high level of respect for leadership increased
by 18 points. The belief that the agency administration maintained high
levels of honesty and integrity increased 21 percentage points. Motiva-
tion of staff by senior leadership increased by 23 percentage points.

These are impressive and unusual magnitudes of improvement in
the federal government. They are perhaps even more dramatic consid-
ering that I was nominated by President Donald Trump in an era when

many federal employees viewed themselves as part of the resistance to his

Table 1

FHFA Federal Employee Viewpoint Survey Results
Statement % Positive Responses

2019 2020 Change

In my organization, senior leaders generate high levels of motivation and 43 66 23
commitment in the workforce.
My organization’s senior leaders maintain high standards of honesty and 50 71 21
integrity.
Managers communicate the goals of the organization. 04 78 14
Managers promote communication among different work units. 55 66 1
Overall, how good a job do you feel is being done by the manager directly 61 Al 10
above your immediate supervisor?
I have a high level of respect for my organization’s senior leaders. 53 71 18
Senior leaders demonstrate support for Work/Life programs. 68 87 19

Source: Federal Employee Viewpoint Survey for Federal Housing Finance Agency.
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administration. Further, the FHFA is an agency where, all else equal, a
Republican would normally be met with some skepticism, if not hostility.

So how exactly did my team turn around a troubled federal agency?
I did have some unique factors working in my favor. Foremost, I had
helped to create the agency while I served as a staffer on the Senate
Banking Committee. In fact, I had spent the better part of five years
of my career working to create the FHFA. At a minimum, there was a
general recognition among the staft that I both valued the work of the
agency and intended to strengthen it.

As arule, it is difficult, if not impossible, to lead an organization if you
do not support its mission. In my case, I fully supported the FHFA’s mission
of ensuring that Fannie Mae and Freddie Mac are properly regulated. In
contrast, many people on the staff expressed to me that my predecessor had
regularly questioned the value and purpose of the FHFA and the work of
its staff. My impression from staft discussions and from having observed my
predecessor’s previous congressional service is that he did not believe that
Fannie Mae and Freddie Mac needed to be regulated. In fact, it appears
that he generally considered the executives of Fannie Mae and Freddie
Mac more credible than the FHFA statf. The result was that I entered an
agency with low morale and little confidence in the management.

Rule number one for leading a federal agency: you must believe in
the staft or at least in their potential. I firmly believed that the FHFA and
its staff could be successtul. Or, as I repeatedly phrased it, a “world-class
regulator.” You cannot lead an organization to a destination to which
you think they are incapable of going.

It is also crucial to communicate to the staff regularly and clearly
what exactly that destination is. You cannot really know if you are suc-
cessful if you have not first defined success.

Underlining success is also critical. In our day-to-day work, it is
easy to lose sight of the big picture. Caught up in delivering project Y
by date X, one can forget how project Y fits into the broader view. The
FHFA is the most important federal regulator of the U.S. mortgage mar-
ket. Since the federal government guarantees, implicitly or explicitly,
most of the residential mortgage market, any potential for market disci-

pline on the part of investors is pretty much destroyed. Coupled with the
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fact that most of the real estate and mortgage businesses are compensated
on the basis of transaction volumes, with little retention of risk by the
private sector, there is essentially no one in our current system with an
incentive to care about mortgage quality. That also means there is really
no one with an incentive to care about borrower outcomes. Therefore,
I repeatedly emphasized to staft that they could not count on others
to police the mortgage market. They alone held the responsibility of
protecting millions of families from a mortgage crisis. It might have
sounded a little heavy, but I believe it helped give the staff focus and
added a larger meaning to their work. The bottom line is that staff need
to know why their work is important.

There is always the temptation in government to pursue a personal
agenda. I was regularly described by press and lobbyists as advancing my
own private agenda. While that may often be the case with agency heads,
I do not believe that accurately described me. I certainly have my views
about how I wish the mortgage market were structured and regulated, but
during my work on the Hill, I came to understand how important it is,
under our democratic form of government, that Congress establish agency
priorities and that agencies follow those priorities. If agency heads decide
that they should set the priorities, they are interfering with Congress’s
constitutional duties, ultimately undermining the will of the voters.

My agenda, to the extent that I had one, was to carry out the express
will of Congress. If I felt that Congress should have decided A instead of
B, that was irrelevant to the job. The job was to implement B.

For example, I do not happen to like the housing goals and trust
fund obligations of Fannie and Freddie. A better system would be to
limit their overall activities to low- and moderate-income borrowers.
That would achieve the same objective as the current goals without
some of the negative effects of weakening underwriting quality. But
that decision was not mine to make. In fact, the largest-ever housing
trust fund contribution was made during my tenure. Success in running
a federal agency requires you to clearly recognize which decisions are
yours to make and which belong to others, particularly Congress.

Accepting that division is much easier if, like me, you believe in the

fundamental role of Congress. I submit that you cannot be a faithful
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follower of the oath to uphold the Constitution if you do not recognize
and act according to the central role of Congress established in Article 1
of our Constitution.

Among some agency heads, there is an obsession with maintaining
“optionality.” The most articulate presentation of this view is former
Treasury secretary Robert Rubin’s book In an Uncertain World: Tough
Choices from Wall Street to Washington. The issue that many policy-makers
face, however, is that Congress has often intentionally limited their
options. Recognizing this fact, I believe, is key to being a successtul
agency leader. For instance, I spent very little time thinking about what
a different mortgage finance system would look like. Should we have a
Fannie Mae or a Federal Home Loan Bank system? That simply was not
the job Congress had assigned me.

Unfortunately, from its beginning, the FHFA had gotten caught
up in various agendas. Foremost, Congress had decided that a failed
government-sponsored enterprise (GSE) should be resolved by a receiv-
ership, rather than an endless conservatorship. Even former Treasury
secretary Henry Paulson has recognized that in ignoring the receiver-
ship provisions created by Congress, he was directly going against con-
gressional intent. Paulson believed his gut reactions during a crisis were
superior to years of deliberation and compromise by Congress. Don’t be
like him. Such behavior undermines trust in government and erodes the
democratic accountability of our government.

Congress had also given the FHFA several mandated tasks, such as
to construct a risk-based capital rule. Yet for years, the agency ignored
the assigned duties. The agency also pursued several expensive and
time-consuming tasks for which it lacked congressional authority, such
as the creation of a single security backed by GSE mortgages. I believe
the regular flouting of congressional directives undermined morale
within the FHFA and reduced external respect for the agency.

At my confirmation hearing, I told the Senate Banking Committee
that whatever the issue, my first question would be, “What does the
statute say?” And that was the manner in which I directed the FHFA.

In addition to being the appropriate thing to do, following the law has

several practical benefits. The statutes authorizing agency action are public.
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Therefore, anyone can access them. The most efficient and eftective leader
should be able to paint such a clear picture of the agency’s direction that
staff members already know the answers to most questions before they are
raised with the agency head. Direct and consistent following of the autho-
rizing statutes aids greatly in that communication.

A critical aspect of leading any organization is deciding what not to
think about. One’s time is limited. One’s ability to make well-informed
decisions is also limited by the number and complexity of those deci-
sions. Admit to yourself that you cannot do it all. If you leave the con-
gressional determinations to Congress, you will better allocate your
time and resources.

Leaving the job of Congress to Congress also greatly improves one’s
relationship with Congress. While many members are happy to delegate
decisionmaking to agency heads, members are generally protective of
decisions that they have reserved for themselves. If you believe Con-
gress made the wrong judgment, you can always say so. But that is not a
license to override Congress.

More than anything else, as I have noted, one must have a distinct,
understandable destination where one is taking the agency. In my case,
Congress had plainly expressed its intent that the FHFA become a
“world-class regulator.” Since we had many staff members who came
to the FHFA from such agencies as the Federal Reserve, the Office of
the Comptroller of the Currency, the Office of Thrift Supervision,
and the Federal Deposit Insurance Corporation, there were known
benchmarks for our objectives.

Once the top-line goal is stated, articulating what that means on
a day-to-day basis is the next step. I approached that by laying out the
principles and objectives of world-class financial regulation. The next
objective was communicating that to the staft, as well as to external

audiences.

A common mistake agency heads make is to limit their interaction
with junior staff, meeting and communicating with only their direct

reports—their deputies. I believe if you want your message to be followed
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throughout the agency, junior staft need to hear it directly from you as
often as possible.

First, there is the issue of information reaching all the staft. I inher-
ited a weekly executive meeting, consisting of my direct reports. I had
expected that my directions from that meeting would then be shared
by the direct reports to their staff. I discovered that was not always the
case. Even when a message was conveyed, it was not always conveyed
accurately. So, one of my first changes in process was to request that my
direct reports bring along their deputies, or at least one of their senior
staff, to our weekly executive meeting.

This request served at least two purposes. First, my deputies’ dep-
uties would hear what was discussed and agreed to directly from me,
reducing the chance of miscommunication. Second, including more
staff created a team mentality throughout the agency, not just among
the most senior staff. [ remembered from my time at the White House
that few things were as thrilling for junior staffers to be included
in, say, a Roosevelt Room meeting with the President, even if they
were sitting along the wall, out of sight. I took that to heart. Many
agency staff members are never in the same room as the agency head,
and I worked to change that. I believed it greatly increased the flow
of information within the agency, while also increasing morale and
dedication among the staft.

Expanding attendance at the weekly executive meeting was only the
beginning. Agency leadership, to be effective, must be seen regularly by
the agency staff. One of my first actions was to simply walk all the floors
of the organization. I suspect that a few employees were caught off guard
having the new director poke his head in their office door to shake
hands and say hello. I was told that this was the first time any director
had been seen on certain floors of the agency.

In addition to regular all-staft meetings, we instituted staft lunches,
for which a dozen or so people would sign up to have lunch with me.
These events were open to everyone and gave them an opportunity
to ask questions and hear from me personally about agency policies. It
also gave staff members an opportunity to talk about themselves, as the

format was explicitly informal.
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I had planned to meet every employee at some point during my ten-
ure. I did manage to meet a significant number during our staff lunches.
Then COVID-19 hit, sending us all into telework. The solution, at first,
was to take these lunches online, which met with some modest success.
We also did separate lunches for new staff, since we did significant hiring
during the pandemic. Finally, we set up virtual coftees with each office
in the agency. By the time we were done, I had had a conversation with
about 675 individuals out of an agency of about 700. One of the most
enjoyable parts was encouraging staff to show off their pandemic puppy,
COVID cat, or other newly acquired pet during our virtual lunches.
Several staff members also shared their experiences of learning how
to play instruments. I still get a little teary thinking about the FHFA
employee who told me that he bought a piano and learned to play during
the pandemic because when he was growing up in China, his family was
not allowed to have a piano.

In addition to constant and repeated communication of agency
objectives, there must be constant follow-up and monitoring of prog-
ress. A practice I borrowed from the Office of Management and Budget
(OMB) was to have a specific person in the director’s office assigned to
work with a career staff deputy. I had heard repeatedly how previous
directors’ advisers would give conflicting advice to career staff, depend-
ing on the adviser. I made it clear on day one that each of my advisers
had a separate portfolio, reducing the possibility of conflicting directions
to career staff. To reinforce this, I never met with any of my career
deputies without having the corresponding adviser in the room. If I met
with the agency’s general counsel, then my chief legal adviser was also in
the meeting. This reduced the risk of misunderstandings and improved
execution, as the adviser would be responsible for later following up
with the career deputy to see that what was agreed on was carried out.

Your staff—both immediate advisers and the agency’s career statf—
will be effective only to the degree that you back them. One of the
more shocking moments early in my tenure was the discovery that my
predecessor regularly allowed the chief executive officers of Fannie and
Freddie to directly call him to overrule decisions relayed to the com-

panies by FHFA staft. If employees believe that they can be overruled
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regularly and arbitrarily, they lose morale and stop trying to do their jobs.
Because it is the agency staft that carry out the actions of the agency, you
also render yourself ineffective as a leader if you constantly undercut the
members of your staff. They will not be seen as speaking for you or the
agency. Such a result will greatly diminish your effectiveness, as you can
no longer leverage others to express your objectives. I told the staft early
and often that I had their back. I would never overrule or contradict
them in front of the organizations we regulated. If we disagreed, that
disagreement would occur internally at the FHFA.

Most of Washington does not want to see the FHFA become an
effective safety and soundness regulator. I've long quipped that there’s
“no constituency for safety and soundness.” The situation is bad enough
for bank regulators but significantly worse for the FHFA. There is at
least a small group of academics, think tankers, and pundits who advo-
cate for strong and efficient bank regulation. Sadly, most of those voices
fall silent when it comes to strong regulation of Fannie and Freddie.
For instance, some commentators, including senators, who had a strong
public record against cost-benefit analysis for bank regulation asked me
why the FHFA was not doing more cost-benefit analysis.

To put it simply, I made sure the FHFA’s staff understood that my
primary job was to be their protector. I would work to create both
external and internal environments in which they could do their jobs.
I would go before Congress and take the hits during an oversight hear-
ing. I would defend the agency’s very purpose of safety and soundness
before audiences that wanted us to mostly eliminate those constraints.
I have found that few things encourage loyalty more than a willingness
to take some punches on someone’s behalf. I believe that, more than
anything, my willingness to take public criticism on behalf of the agen-
cy’s core mission is what led to my successes with the FHFA staff.

Most federal agencies stage events on a variety of topics. The
FHEFA’s Oftice of Minority and Women Inclusion conducted a month-
ly lecture series. For instance, during Asian and Pacific-Islander
Month, a panel of FHFA employees shared their personal and career
experiences. The FHFA also held an annual Veteran’s Day lunch to
honor the FHFA’s large number of staff with military service. Rath-
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er than simply show up, give a few remarks, and leave, I went from
table to table, asking each of our veterans about their experience. It is
essential that an agency head attend these events. It is one of your best
opportunities to connect with employees and demonstrate a sincere
interest in them as individuals.

Too many leaders view spending time at organizational events as a
drain on their calendar. Obviously, the time of attendance is time you
do not spend on something else. But if you begin with the premise
that it is ultimately the employees who carry out the agency’s activities
and that you are at best steering the direction, then you recognize that
prioritizing their work and well-being, if done appropriately and effec-
tively, is necessary to achieve the agency’s goals. You might have your
hands on the steering wheel, but if the tires are flat, you are not going

anywhere.

At the risk of overgeneralization, there are three types of govern-
ment employees: (1) those who can and will work hard to advance the
agency’s mission, (2) those who will actively work to undermine the
agency’s mission, and (3) those who do not do much of anything. Your
immediate focus should be on types 1 and 2.

I have found that there are a lot of great federal employees who are
first-class professional civil servants in the highest sense of the term.
They understand fundamentally that they work for the American peo-
ple, as the views of the public are articulated through their elected offi-
cials. They know that their job is to help implement that expression
of public will. Often, they have been lacking guidance and recogni-
tion. I have talked about the leadership aspect. Recognition is critical
as well. When I walked in the door at the FHFA, almost 90 percent of
employees were rated “outstanding” or “excellent.” That struck me as
rather unlikely to be an accurate picture. If everyone is outstanding, then
no one really is. Or at least no one is truly being recognized as such. So
we rescaled the employee evaluation system to achieve a more realistic
distribution. Frankly, I feared this would get a lot of pushback from

those who received less positive ratings.
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The result, however, was an improvement in morale and perfor-
mance from those who were truly outstanding. Since often a small
segment of the staft does a disproportionate amount of the work at any
organization, anything you can do to improve the productivity of that
group should be considered.

I wish we had made more progress on the type 2 employees. There
were some individuals who were simply in the wrong job and would
perform better in another. We made some important changes there. The
truth, however, is that the resisters or saboteurs were rarely open about
their actions. Even those who were not competent were not always easy to
spot. As I was only 11 months into my tenure before COVID-19 forced the
agency into telework, and we were in a pandemic, my ability to remove
staft that were hurting the agency’s mission was limited. If I had it all to
do over, I would move more quickly to address staff members who were
undermining the agency’s performance and mission.

Unfortunately, all federal agencies suffer from some degree of cap-
ture.! The FHFA and its precursors have long been unduly influenced
by the entities they regulate. The immediate harm, of course, is that
agency actions can be driven toward benefiting the regulated entities
rather than focusing on the public. Another harmful effect is a decline
in employee morale. For employees who do want to work on behalf of
the public—namely, seeing that the GSEs are appropriately regulated
and supervised—their morale suffers when they witness their colleagues
doing the opposite. Eventually, a highly captured agency will lose the
staff members who prioritize the public good. I regret not making more
progress on that front.

Another necessity for building employee loyalty, as well as for over-
all organizational success, is a sincere willingness to listen and to be open
to criticism. Like any good Hayekian, I approach any situation with the
assumption that there is more that I don’t know than I do know. The
most important aspect of leadership is humility. That does not mean you
do not also project confidence and competence. In fact, my usual joke
around the office was that I had such confidence in my opinions that I
did not need anyone to repeat them back to me. What I did need was to

hear what [ might be missing.
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Setting a clear aim, grounded firmly in congressional intent, is the
first step. There can be several obstacles along the way. Some of these
can be structural. For many federal agencies, the Office of the General
Counsel (OGC) can be a graveyard. Documents flow in and there they
stay, or at least remain for extended periods. I knew early on that we
needed an OGC that was quick-moving and responsive, both to me
and to other parts of the FHFA. To accomplish this, my legal adviser,
Clinton Jones, began a review and reorganization of the OGC. Clinton
later went on to serve as the general counsel of that office.

Another important change was the creation of an executive secre-
tary. At the White House, I had witnessed up close the importance of
this often-hidden job. Having someone whose sole function is to keep
work moving greatly increases the speed at which an organization oper-
ates. We have all heard stories of documents sitting on someone’s desk
for weeks, even months. I was very fortunate to find Kate Tyrrell, who
had previously been executive secretary to Treasury secretary Steven
Mnuchin. Kate served as the FHFA’s executive secretary and deputy
chief of staff. Rather, I should say how lucky I was that my chief of staff,
John Roscoe, knew Kate from her time at Treasury and brought her to
my attention. Having a strong chief of staff whom you deeply trust is
essential to the success of any agency.

Despite being an agency with a single head, we made most decisions
as part of a core group of three: Roscoe; the agency’s principal deputy
director, Adolfo Marzol; and me. No one worked harder than John.
His eye for detail and constant communication with staff complemented
my policy and economics experience, along with Adolfo’s deep indus-
try experience. John had held previous positions in both personnel and
event management. I have long recognized myself as a big-picture per-
son and knew I needed someone who was more a details person; John fit

that bill perfectly.

A common concern among the public, and Republicans in particu-
lar, is that federal agencies have often taken actions beyond their con-

gressionally authorized responsibilities. That was certainly the case
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with the FHFA. An effective avenue for both leading an agency and
implementing small-government principles is to align agency actions
with congressional intent, especially when there is clear statutory lan-
guage. I would argue that one can make a significant difference simply
by getting an agency to live by and within the actual language of its
authorizing statutes.

Acting within the law is also an effective shield from attack. I was
often asked, especially by members of Congress but also by external
stakeholders, to take actions that lacked any legal basis. My established
reputation for following the law reduced the intensity of those requests.
When the petitioners could feel that it was not about them or their
requests, it made the rejection of those pleas easier for them to accept.
Of course, this works only if you are consistent about following the clear
letter of the law. Deviate once and you lose that shield. Once exter-
nal stakeholders know you are willing to ignore or bend the law, the
requests to do so will multiply. In addition to undermining the integrity
and legitimacy of agency action, it will be a huge drain on one’s time,
limiting one’s resources and effectiveness in implementing actual con-

gressional directives.

Focusing on congressional mandates also improves one of your most
important relationships as an agency head: your relationship with Con-
gress. It is essential to have working relationships with the chair and
the ranking member of your oversight committee in both the House
and the Senate. You should resist the temptation to work or commu-
nicate only with members of your own party. After my confirmation,
my first Hill visit was to see Rep. Maxine Waters, chair of the House
Financial Services Committee. As House floor votes were called during
our first meeting, Chair Waters was delayed for about an hour. Despite
her staff and mine suggesting that we reschedule, I believed it was critical
for me to wait. As it turned out, Chair Waters appreciated the gesture
and our relationship started on a good note. Whatever you may think
about a member of Congress, you should recognize that they carry

with them the legitimacy of having been elected, something you lack
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as an appointee. To disrespect that is to disrespect the very process of
representative government.

[ also tried to meet with as many of the nearly 70 members of the
House Financial Services Committee as possible, starting with the chairs
and ranking members of the subcommittees.

Accessibility does not begin and end with initial meetings.
Whenever the FHFA planned to make a major announcement, [ would
offer to brief, in person or by phone, the chair and ranking members
of my oversight committees. We would also have FHFA staft offer to
brief committee staff on our announcements. I am proud to say that the
numerous times [ asked Chair Waters whether she and her staff were
getting all the information they needed from the FHFA, she always
said yes.

Regular communications with the Hill also reduce the ability of
special interests to get legislation passed that is harmful to the agency’s
mission. There were several such attempts by special interests that would
have undermined the safety and soundness of the GSEs or limited the
FHEFA’s ability to accomplish its statutory goals. In fact, I cannot recall
once getting “rolled” by legislation that would have undermined our
efforts. I believe a significant reason for that is that I was constantly
on the phone with members, explaining what I was doing. As much
as possible, we also shared data with the Hill, demonstrating that our
efforts were solidly based on facts and analysis as well as the law. While
special interests might have had campaign contributions or constituents
on their side, I was pleasantly surprised how often I succeeded by pro-
viding sound evidence for my views.

A common vehicle for congressional communications is the mem-
ber letter. Generally, if you have a good relationship with a member
of Congress, they will call you if they have a concern. Letters are
generally the route used when they do not really know you or they
want to have something to show publicly. Even with that in mind, I
emphasized from the beginning of my tenure that congressional corre-
spondence would be handled in a timely manner. And, just as impor-
tantly, if we could answer the question directly, we would. I have

always hated the common practice of agencies taking months to reply
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to a letter and then saying nothing of substance in the reply. It is disre-
spectful. Do not stonewall or ignore congressional letters. We did our
best to avoid that.

Just as having a seasoned communications team 1is critical, so is
having an experienced Hill veteran manage your congressional out-
reach efforts. I was fortunate that Sarah Dumont Merchak, with whom
[ worked on the Senate Banking Committee my first year on the Hill,
was willing to lead that effort. In addition to having both House and
Senate staffing experience, Sarah had been on one of our oversight
committees and had spent years as a well-respected lobbyist in front
of our committees. She knew how the Hill worked and understood
how members and their staffs thought. Such experience is priceless to
a federal agency. Because of Sarah’s motivation and expertise, she and
our congressional affairs team provided more briefings and support
to our oversight committees than all the other financial regulators
combined.

Most of the congressional relations staff at an agency are career staff
that you inherit. Some of them will have previously had political posi-
tions. In such cases, it is most likely that they served as Democratic staff.
That was the case at the FHFA, where most of the career congressio-
nal relations staft had worked for Democratic members of Congress.
Even with that history, I found that Sarah’s and my professionalism and
commitment to a strong, healthy relationship with Congress inspired
our career staff. They felt needed, useful, and influential. Of course, that
is because they were, and we treated them as such.

The FHFA does not receive its funding in the usual congressional
appropriations process, so that reduced the number of senators and
representatives of primary focus. If you head an agency within the
congressional budget process, you must give the members of the rele-
vant appropriations subcommittee the same attention and deference you
would give to your own oversight committee. You are also likely to
have to interact with OMB, an office of the executive branch. One of
the toughest exercises will be balancing the demands of congressional
appropriators, who probably want to increase funding for your agency,

with those of OMB, who manage the overall budget. Just remember that
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as part of an administration, you must always and everywhere support

the numbers presented in the president’s budget.

Perhaps the most important step in becoming head of a federal agency is
confirmation by the Senate. Of course, this assumes that you are nomi-
nated by the White House in the first place. Given my extensive written
record, much of it controversial by Washington standards, it may be
surprising that I was able to get confirmed. But then again, I did have a
few things going for me.

My most helpful experience was having served for seven years on
the staff of the Senate Banking Committee, the committee that would
consider my nomination. Having done the committee staff work for
several nominations and having experienced an even greater number of
nomination hearings, I'd had plenty of opportunity to see what works
and what doesn’t.

If you start with the premise that most senators of the same party as
the president are inclined to vote for you, then you quickly realize that
your job during the confirmation process is to not give them a reason
to vote against you. Foremost, that means keeping your head down.
Nominees who try to gain confirmation by writing opinion pieces in
their defense or arguing for their own nomination in the media gener-
ally hurt themselves. It is not a public relations campaign. So, once the
White House lets you know you are under consideration, immediately
stop tweeting or doing any sort of writing. Do not go on TV or radio
or podcasts. Scrub any social media you have, or better still, shut down
those accounts or set them to private.

Your immediate target audience is not the American public or pun-
dits. It is the members of the committee. Before my confirmation hear-
ing, I offered to meet with all members of the Banking Committee; I
ultimately met with 18 of the 21 members. You should even meet with
the members who are not likely to vote for you. In fact, it is especially
important to meet with members who might oppose your nomination.

By meeting with members opposed, or potentially opposed, to your

nomination, you achieve at least two things. First, those senators are
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almost always willing to tell you why they oppose your nomination or
at least to offer a few clues. Such information will be priceless when it
comes to preparing for your hearing. Second, most people, even sena-
tors, have a harder time attacking someone with whom they have met
and had a nice conversation. That is just human nature. It is more dif-
ficult for someone to dehumanize you and treat you as the enemy once
you have shaken their hand and exchanged pleasantries. Meeting oppos-
ing senators also signals a willingness to be accessible to them after you
are confirmed, even if they vote against you. The intensity of opposition
matters. Do everything possible to get those voting against you to just
phone it in and avoid confrontation.

An important consideration for maximizing support and minimiz-
ing opposition is to not commit any process fouls. Meet any senator who
asks for a meeting. Be willing to meet with senators’ staff. Answer any
questions from the committee in a timely manner. Provide all materials,
such as writings or financials, that are requested by the committee. Be
polite, nice, and deferential to the Senate. Bite your tongue and just take
any abuse, in meetings or at your hearing.

An interesting issue to navigate is that many positions that are
mainstream in an academic discipline are viewed as radical by members
of the Senate. An example of this is the view widely accepted with-
in academic finance and economics that government-provided deposit
insurance creates a moral hazard. I was quizzed on this issue, as was my
friend Judy Shelton during her nomination to the Federal Reserve. My
own read of the literature on deposit insurance, as I believe is Judy’s, is
almost identical to that which has been expressed by Paul Krugman.®
I was able to defuse the question by simply answering that all insur-
ance, private or public, entails some degree of both moral hazard and
adverse selection and that it is the job of a prudential regulator to account
for such eftects. The lesson here is to not deny what you said. Instead,
generalize your answer in such a way that the observation appears less
threatening or extreme. I took the same approach to capital regulation.
When Democrats raised the question of my perspective on capital for
Fannie and Freddie, my response was to say I believed that all large,

systemically important financial institutions needed sufficient capital.
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Since many Democratic senators had expressed similar views, it became
hard for them to object in the context I presented.

It 15 vital to not appear to flip-flop or, worse, to be dishonest about
positions you have held or written about. I have seen many a nomination
stall or sink because the nominee came off as less than truthful. The sen-
ators are trying to judge whether they can trust you once confirmed. If
you lie now, you will probably lie even more after confirmation. So, do
not lie. Own what you have said in the past. Put it in context, explain it,
but do not deny it. Use context to emphasize that you completely under-
stand the difference between being an academic or pundit and being an
agency head. Let Congress know that you intend to follow the agenda
they have laid out in statute, not your own.

[ was very lucky to have some influential advocates in my corner. At
the time of my confirmation, I was working for Vice President Michael
Pence, who also served as president of the Senate. Since he was regu-
larly breaking tied votes, Pence spent a lot of time on Capitol Hill. He
also usually attended the Senate Republican Caucus lunch on Tuesdays.
It probably helped my nomination quite a bit that the vice president
advocated on my behalf at one of those luncheons in front of the entire
Caucus. He clearly signaled that my nomination was important to him.
For that, among so many other things, I will be eternally grateful.

Another influential advocate for my nomination was my former boss
Sen. Richard Shelby, then chair of the Appropriations Committee and
hence one of the most powerful senators. It also helped that Senator
Shelby was widely liked within the Senate. I was particularly touched
when his staft told me they had made a laminated copy of my bio for
Senator Shelby to carry in his pocket. He would apparently corner col-
leagues on the Senate floor and read from my bio. I was also deeply
aftected during my confirmation when Shelby mentioned that in his
time as the longest-serving member ever of the Banking Committee, he
had never seen a nominee more qualified for the position.

Few nominees can manage to get both the vice president and the chair
of the Appropriations Committee personally vested in their confirmation.
Fortunately, not everyone needs that. However, if a nominee can get

at least one senator interested, even a little, it makes a huge difference.
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That support can be based on modest connections. If you are from a small
state with few nominees such as, say, Hawaii or Wyoming, then trying
to get the senators from that state to advocate on your behalf helps. Since
we now live in a world where many more nominations will require floor
time, the Senate majority leader is constantly prioritizing nominations.
Judges will certainly continue to be a high priority. But if you are not
nominated for a judgeship and it isn’t a high-profile agency, having a sen-
ator request that the majority leader prioritize your nomination can make

a big difference in timing.

Before the 2008 financial crisis, the best research on the U.S. mortgage
market was generally being conducted within the Federal Reserve Sys-
tem. The FHFA’s predecessors, the Office of Federal Housing Enterprise
Oversight (OFHEO) and the Federal Housing Finance Board (FHFB),
were not viewed as being on the cutting edge of analysis or even as a
deeply knowledgeable source on the mortgage market. In fact, Fannie
and Freddie were generally viewed as having more expertise on the mort-
gage market than their regulator. Such a situation undermines the cred-
ibility of an agency among both the public and its peers. Officials at the
Treasury or the Federal Reserve would go directly to Fannie or Freddie
rather than work with OFHEO. I set out to change that dynamic.

The first step was to create a stand-alone research and statistics divi-
sion. I was rather shocked that we did not already have one, but then,
my predecessors had also looked at Fannie and Freddie as more credible
than their own staff.

It helped that T was quite knowledgeable about mortgage issues.
[ had spent a considerable part of my career as a financial and housing
economist. Granted, it had been years since I had run a regression or
pulled together a data table, but I had done those things and I knew that
there were tremendous amounts of data on the housing and mortgage
markets available.

Because I brought that background and my personal connections to
the FHFA, throughout COVID-19, the Treasury, the Federal Reserve,
the Office of the Comptroller of the Currency, and even the White
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House looked to the FHFA to explain what was going on in the mortgage
market. I was flattered that Mnuchin would call me, instead of his own
Treasury staff, for an overview of the mortgage market. Of course, I was
a little out of practice as an economist, so I knew that I needed to get con-
tinuous updates from our economics team. If you oversee the regulation
of a particular market, it is critical that you be in constant dialogue with
market participants and keep monitoring relevant market data.

Another indicator of our success in improving the FHFA’s standing
among its peers was our treatment as a member of the Financial Stability
Oversight Council (FSOC). A tangible example was a unanimous FSOC
vote in support of the FHFA’s efforts to strengthen the regulation of
Fannie and Freddie. For the first time, the FSOC openly recognized the
systemic risk to our financial system and economy from the companies.
The FHFA was a critical part of that process, explaining to other agen-
cies, particularly the Treasury and the Federal Reserve, how our reg-
ulatory regime would function. The very supportive public statements
of all FSOC members, in particular Federal Reserve chair Jay Powell,
were a real testament to the FHFA’s status. On our drive back to the
agency after one FSOC meeting, FHFA staffer Sandra Thompson, who
had long represented us at the FSOC, expressed to me how great it felt
to finally have the FHFA respected and treated as an equal at the FSOC.

While the FSOC is unique to federal financial regulators, almost all
agencies, even independent ones, incessantly engage in interagency pro-
cesses. Federal employees care how they and their agencies are viewed
by their peers at other agencies. Being a respected and valued participant
in interagency efforts also increases employee morale and respect for
leadership.

You can be distrustful of government and still be successful at running
a government agency. I believe skepticism is a benefit. But it can come
with some baggage: agency employees, external stakeholders, and Con-
gress might all be suspicious of you. That can be overcome, though.
Ground your messaging and your actions in the language of the autho-

rizing statute. If your mission is to simply have the agency act within the
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law, that 1s a big win for the cause of smaller government. I can assure
you that there is a lot of government that could be eliminated by just
having agencies follow the law. It is also an argument that stakeholders
can understand and have a hard time criticizing. Even if there are a lot
of stakeholders who want you to ignore or violate the law, most will be
uncomfortable being explicit about it.

Skepticism toward agency leadership can best be surmounted by
transparency, consistency, repeated messaging, and accessibility. Fortu-
nately, the same characteristics will also improve employee morale and
agency effectiveness. I am extremely proud of the FHFA’s accomplish-
ments and the performance of its staff during my tenure. We protected
taxpayers, the financial system, and, just as importantly, families. And

we did not have to sacrifice principles or integrity to do it.
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Challenging the Narrative

Leaders must lean against false or misleading narratives and establish
a moral authority against them. . . . Policymakers should try to create

and disseminate counternarratives that establish more rational and

more public-spirited economic behavior.'

—Professor Robert Shiller, Nobel Prize winner in economics

Stories, narratives, serve as guideposts. They also serve as constraints
and barriers. Every public policy question is embedded in a narrative. To
successfully lead an agency through a crisis, knowing which narratives
you should challenge and which you should accept can be the difference
between success and failure.

The first step is to recognize just what the myths and beliefs sur-
rounding your policy area are. There is a wide range of beliefs regard-
ing Fannie Mae and Freddie Mac. Did they cause the 2008 financial
crisis? Or were they just victims? Does their existence contribute to
homeownership? Are they a stabilizing or destabilizing force in our
financial markets? Can they be released from conservatorship without
congressional approval?

The second step is to identify how these myths and beliefs are cir-
culated. Are they the product of intentional lobbying campaigns? Do
they reflect commonly held mistaken impressions among the public?
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Beliefs can circulate like a virus, passing from host to host. What makes

one set of beliefs contagious and another not?

In Washington, there are four primary sources of policy narratives. The
first source is the agencies tasked with carrying out the policy in ques-
tion. Every federal agency spends substantial time and energy creating
a history and story of itself. For instance, the Department of Home-
land Security specifically references September 11, 2001, in its history.”
Responding to and preventing another 9/11 are core elements of its nar-
rative. Similarly, responding to the Great Depression is a core element
of the history of Fannie Mae and the Federal Home Loan Banks, just as
the 2008 financial crisis is central to the creation of the Federal Housing
Finance Agency (FHFA).

The second source of narratives is agency stakeholders, including
Washington-based trade associations, advocacy groups, and broader
business groups such as the mortgage and real estate industries. This
source can take the form of lobbying campaigns but can also result from
day-to-day transactions within the trade. Most of the mortgage industry,
for instance, views Fannie and Freddie through the lens of their dealings.
For some, Fannie and Freddie are just business partners.

The third source is the press, which can be both a distributor of
narratives generated by others, such as lobbyists, and a creator of orig-
inal narratives. There has been a small handful of journalists, such as
Bethany McLean, whose writings have created new explanations or
helped express an evolving portrait. McLean and Peter Elkind’s book
The Smartest Guys in the Room: The Amazing Rise and Scandalous Fall of
Enron, nicely summed up the hubris behind Enron’s failure.” Her work
on Fannie and Freddie has similarly encapsulated the issues facing our
mortgage finance system.*

The fourth source of narratives is the general public. While the pub-
lic gets its information from the previous three sources and is often their
target, the public can and does have beliefs apart from these sources.
For instance, my experience is that much of the public sees the failure

and rescue of Fannie and Freddie in a light similar to that of Citibank
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or AIG. Washington tends to see Fannie and Freddie as something sep-
arate; the public instead sees them as just another set of large, protected

financial companies.

The place for an agency head to begin is the press. Engaging with the
press is one of the most important and often frustrating tasks of an
agency leader. How others in Washington see you is driven in part by
your press coverage. Many a congressional hearing has occurred as a
result of a news story. Whether you are viewed as an easy target or a hard
one is influenced by the publicity you get. Choosing not to have a press
strategy is itself a choice and not a very wise one.

Putting together an experienced external relations team is critical.
[ was lucky to recruit Sheila Greenwood to oversee my external affairs.
I had seen Sheila do similar work for Don Powell when he served as
the federal coordinator for the Hurricane Katrina and Hurricane Rita
recovery efforts. Despite what was an ugly, partisan, racially charged
debate about recovery and rebuilding, Powell left with his reputation
intact and is generally viewed as accomplished in coordinating those
efforts. Having Sheila manage the messaging was partially responsible
for his success. I figured if she could handle that, she could manage the
FHFA’s external relations. It also helped that she served as chief of staft
for U.S. Department of Housing and Urban Development (HUD) sec-
retary Ben Carson and was known widely among Washington finance
and housing circles.

I was also fortunate in hiring Ratfi Williams from HUD. Perhaps
being the son of pundit Juan Williams, as well as being married to a
reporter, led Raffi to constantly think about the press. Raffi did a superb
job of making the agency’s mortgage-speak more accessible and under-
standable. His energy and determination, combined with Sheila’s expe-
rience and network, provided me with a top-notch communications
team. John Roscoe was also deeply involved with our external affairs.
You are unlikely to find everything you need in just one person. This
is an area where a team of rivals is less likely to work than a group of

complements. And you can take a chance on part of the crew being less
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experienced but full of spirit, but you cannot take that chance with the
entire team. Successful crisis communication requires that at least one
member of the group be battle-tested.

Although I had been in Washington for over 20 years before my
appointment and had worked at some mainstream establishment organi-
zations, my work at the Cato Institute and my willingness to regularly
declare that “the emperor has no clothes” in relation to much of federal
mortgage policy made it easy for some to paint me as a radical. While I
was able to address such concerns at my confirmation hearing, I found
it useful to build out a senior team that appeared, at least on paper,
far more establishment than I was. In addition to Greenwood, I enlist-
ed Clinton Jones, a long-time House staffer, as the head of our legal
team. Clinton had over 20 years of experience on the House Financial
Services Committee. He was widely viewed as an accessible, moderate,
and extremely knowledgeable Republican. I appointed Adolfo Marzol, a
long-time industry veteran, as my deputy. He had spent years at Fannie
Mae before cofounding a successful mortgage insurance company. I
brought in Chris Bosland, an experienced financial services lawyer, who
had served multiple stints in government, including one of our precursor
agencies, the Federal Housing Finance Board. Last, I brought in a long-
time industry analyst, Lynn Fisher, to add to a research division. The
senior team helped bring instant credibility to our efforts, even if their
personal policy preferences were not all that different from mine. The
lesson here is that it is important to choose some senior team members
whom you can trust and who can serve as a bridge to the various stake-
holders. T had even considered bringing in a well-known progressive

working on financial regulatory issues to reach that community.

One thing you should just accept up front, especially if you are a
Republican appointee, is that the press is never going to be fair, balanced,
or even accurate in covering you. It is just not going to happen. This is
truer still if you are somewhat at odds with many of Washington’s special
interest groups. That said, you cannot afford to ignore the press—not

that you should anyway.
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Most policy issues have a limited bandwidth with the press. There
may be a handful of beat reporters who cover your agency. They may
also cover other agencies and issues. For a regularly covered beat, like
financial services or housing, some minimum number of words on the
agency is going to be written weekly. For most policy issues there is also
a maximum amount of coverage, unless a big scandal blows up.

My approach was to essentially fill up as much of that bandwidth
as I could. That was made easier by the fact that the agency had so
much unfinished business. I never felt as if I had to resort to manu-
facturing news. Part of this was timing. If you announce 10 things on
a particular day, you are lucky if 3 are reported. Now, if you want to
make an announcement without much press coverage, then, yes, release
it along with other news. Since there was nothing I was trying to hide or
downplay, I regularly put space between news announcements, making
sure that each received maximum coverage. Regular announcements of
policy also helped to create a sense of momentum, which was critical for
an agency that had previously felt like it was going in circles.

There is no substitute for face time with reporters. While my
communications group handled the day-to-day inquiries, I made a point
of regularly meeting with the reporters covering the FHFA. I did my
utmost to answer their questions in depth and with clarity. [ believed our
responsibilities as an agency were clear, so I could communicate openly
what they were and how we would carry them out.

One of the most important reasons to interact often with the press
is to correct any false narratives about the agency or about oneself. For
instance, there is an entire mythology around Fannie Mae, Freddie Mac,
and the FHFA that lacks any legal basis. The FHFA is first and foremost
a financial safety and soundness regulator. You might not have guessed
that from the press. Perhaps the worst offender was Politico, which reg-
ularly referred to me or the FHFA as a “housing regulator.” The FHFA
has no role in regulating housing. It does not set rules regarding lot sizes,
zoning, or building materials.

Since mortgages are ultimately backed by houses, and the FHFA does
regulate entities involved in the secondary mortgage market, maybe that

is the explanation. But then, by that logic, the Federal Deposit Insurance
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Corporation (FDIC) is an auto regulator, since the FDIC regulates insti-
tutions that make auto loans. It is obvious how absurd that conclusion
would be.

The reason that the press often erroneously labels the FHFA a housing
regulator is that the special interests that do not want to see Fannie and
Freddie appropriately regulated for safety and soundness have created a nar-
rative that the FHFA’s job isn’t that of a financial regulator. Nowhere in the
FHEFA’s authorizing statute or in the statutory charters of Fannie Mae and
Freddie Mac would one find language suggesting that the FHFA is a housing
regulator, nor would one find any evidence to suggest that the FHFA or the
government-sponsored enterprises (GSEs) have a responsibility to increase
homeownership or lower mortgage rates. Such things simply are not found
in the statutes, but they have become the common story around the GSEs.

I do not believe that the press intentionally sets out to create inac-
curacies about the FHFA. The issue is that most reporters rely heavily
on lobbyists as sources. Even experts presented by the press as objective
may not be. They might sit on the boards of interested companies or
have extensive consulting relationships. I have seen little evidence that
reporters dig into the possible financial conflicts of experts. The fact is
that if'a majority of a reporter’s sources say the moon is made of cheese,
then that is what will be reported. It is a game of quantity, not quality.

Even if you've been dealt a losing hand, you still have to play, and
you have to play better than anyone else at the table. Since the press
will rarely read the statutes or the regulations, you must cite them ad
nauseum. Just as endless repetition is key to changing an organization’s
culture, it is also essential to changing a public narrative.

What you do have going for you, as an agency head, is the bully
pulpit. You may be outnumbered, but you can often choose the timing
and place of engagement.

The foremost example from the FHFA is the narrative regarding
an exit from conservatorship for Fannie Mae and Freddie Mac. During
his tenure, my predecessor claimed that it was up to Congress to decide
on such an exit. That claim is false. There is nothing in the statute to
suggest a requirement for Congress to approve a release. A congressional
approval process for a GSE receivership was even debated and rejected.

The process Congress created was modeled on the FDIC’s framework,
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which does not require congressional action for banks to be out of either
conservatorships or receiverships.

One can understand not wanting to do the hard and controversial
work of fixing the GSEs and releasing them from conservatorship, but
that is no excuse to ignore clear congressional intent. What was most
puzzling was the degree to which the media and various stakeholders
treated such a blatant violation of the law as normal.

My first communications objective was to simply signal to the exter-
nal stakeholders and the public that I intended the agency to follow the
law. After repeating that intention frequently, it finally stuck.

The lesson is to have a coherent, consistent message—preferably
grounded in the agency’s authorizing statute—that you state time after
time. You will know you have gotten there once the press, agency

employees, and external stakeholders can finish your sentences for you.

Most of what Congress and the press are responding to is pushed by
outside stakeholders. I would go so far as to say that Congress rarely goes
after an agency head unless outside groups are urging it to do so. So if
you want to have a good, healthy relationship with Congress and the
press, you must have the same with outside stakeholders.

The primary reason to continually engage with outside stakeholders
is to gather information on the impact of your agency’s policies, as well as
general information about the markets affected. While one must regularly
monitor aggregate market data, such data are always stale, and aggregation
misses important nuances. These interactions, whether in small meetings or
speeches before large audiences, should entail as much listening as talking.

Of course, the great difficulty in engaging with outside stakeholders
is that much of what they tell you is self-serving. They are lobbying you
for a reason, after all. That is not to say that they are directly lying to you,
although some will. The agency head and staff must be able to separate
the facts, which do need to be heard, from the spin. It can be tempting
to just cut off communications with some stakeholders once they have
developed a pattern of dishonesty, and in fact there were a handful of
people with whom I stopped meeting. But we did not cut them off com-

pletely. My staff continued to engage. Because an agency’s involvement
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with any stakeholder is essentially a repeated interaction, occasionally
punishing bad behavior can increase the likelihood of cooperation, as in

the standard prisoner’s dilemma game.

The schedule of an agency’s head does not permit direct meetings with
everyone who requests one. And, in general, outside stakeholder meet-
ings should be structured and vetted. You do not want lobbyists to have
your cell number or even your email address. There is only downside
risk to that. In fact, once a few outside lobbyists had acquired my email
address, we changed it. Every request should be filtered through a mem-
ber of the external relations staff.

As a rule, especially with an outside stakeholder, minimize the use of
email. On the few occasions that I received an email from a lobbyist, I did
not respond and simply forwarded it to staff. Assume that anything in an
email, whether internal or external, will become public. Assume that it
will be misrepresented, if not edited. Even your internal email should be
screened. I saved a great deal of my time and attention by giving only
about a dozen agency staffers my new email address. Of course, you still
need to be accessible, but that access must be filtered and managed.

It is critical that one not rely exclusively on Washington-based indus-
try representatives for information. Foremost, they are not out in the mar-
kets in question. I have often been shocked by how little those lobbyists
tend to know about the industries they represent. If you want real insights,
you must speak to actual market participants. Washington lobbyists also
have their own set of incentives, distinct from those they represent. I have
seen lobbyists work against the interests of their clients or members
on many occasions. Again, to get the real scoop, go directly to market
participants as much as possible. Ultimately, it is the members who drive
trade associations. More than once, I believed a staffer was moving an
association in the wrong direction, but after polite, engaged conversations
with the association leadership, things moved in a more positive direction.

I had the benefit of working at two major trade associations, the
National Association of Home Builders and the National Association

of Realtors, early in my career. That experience gave me immediate
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goodwill among some in the real estate industry. As importantly, it gave
me an early education in the dynamics of trade associations. I under-
stood their needs and incentives and tried to address them as much as
possible without undermining the agency’s statutory responsibilities.

[ have long been a student of interest groups. One of my fields of study
in graduate school was public choice. In graduate school and beyond, I was
a regular reader of the political science literature on interest groups. I made
sure I was as familiar with the work of, say, Terry Moe, as I was with that of
Mancur Olson.? The academic literature has its limitations, but it is invalu-
able when engaging with stakeholders.

My most important experience in relation to stakeholders was my
time on the staft of the Senate Banking Committee. While working there,
[ had already engaged almost all the stakeholder groups I would deal with
at the FHFA. I was adamant about having an open door. As a Senate
staffer, I took every meeting that was requested, if it worked with my
schedule and of course with the Committee and Senate floor schedules.

Early in your career, you should develop a reputation for being
accessible. It is amazing what you can achieve, even what you can get
people to accept or agree to, if they are given a legitimate opportunity
to make their case. Sometimes it can seem frustrating and even a waste
of time, but process really does matter. Be transparent. Be accessible.

Do everything by the book. It pays off.

A constant task during my tenure at the FHFA was challenging false
beliefs. From arguing that an exit from conservatorship need not wait for
Congress, to arguing that mortgage servicers did not need a government
rescue, our team was always engaging with the press, Congress, and
Washington stakeholders. Presenting our position with transparency,
lots of data, and a firm grounding in the law allowed us to succeed
where I believe others would have folded or failed. I hope that a lasting
effect of my tenure at the FHFA will be a reset in much of the narrative
surrounding the agency, Fannie, and Freddie. The same approach can be

reproduced at any federal agency.
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A Day in Court

As if coping with a pandemic, working to strengthen two borderline-
insolvent financial companies with trillions of dollars of obligations, and
rebuilding a demoralized and directionless agency were not enough to
occupy one’s mind, the Supreme Court, in 2020 and 2021, was delib-
erating a case that could change the very nature of the Federal Housing
Finance Agency (FHFA), with tremendous ramifications for our finan-
cial system. And, of course, there was the personal impact on my tenure
leading the FHFA.

The case is generally referred to as Collins or, more formally, Collins
v. Yellen, having begun as Collins v. Mnuchin. The plaintifts—DPatrick
Collins, Marcus Liotta, and William Hitchcock—held shares in Fannie
Mae or Freddie Mac or both. Their claim was that the Treasury
Department, along with the FHFA, had essentially taken the value of
their shares via the third amendment to the conservatorship, or the
profit sweep.

When the companies entered conservatorship in September 2008,
the Treasury Department entered an agreement with the FHFA, acting
on behalf of the companies as conservator. The agreement would allow
Treasury to directly purchase preferred shares in Fannie and Freddie
with the intention of keeping the companies solvent. This agreement is

called the preferred share purchase agreement.
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Although there has been some debate over the legitimacy of the
initial conservatorship decision, it has centered on whether the compa-
nies were illiquid. And while illiquidity is one reason for a conservator-
ship, it is not the sole reason or even a necessary one. A conservatorship is
made legitimate simply by having the corporate board approve it, which
was the case with Fannie and Freddie.

Some have argued that the board was forced into agreement by the
Treasury. This was a time when both the Federal Reserve and the Trea-
sury were pressuring some firms to obtain others. We know that Bank of
America was pushed to acquire Merrill Lynch. I have also been told by
Bank of America executives that they were urged to purchase Country-
wide. How real these pressures were is up for debate, but the existence
of some pressure is indisputable.

The problem the government-sponsored enterprises (GSEs) faced was
that their boards had been populated with political cronies. Fannie and
Freddie had long viewed such a situation as a bonus. It strengthened the
perception that the government would bail them out. Unfortunately for
the companies, having a board of political appointees cuts both ways.
Appointees owe their positions to politics. Their loyalty is to their govern-
ment patrons, not the companies or their shareholders. That is not a recipe
for having the board fight a political takeover. And fight they did not.

One of my objectives during the conservatorships was to reduce the
political nature of the Fannie and Freddie boards. I inherited two corpo-
rate boards occupied mostly by large-dollar Democratic donors. My prior-
ities were expertise and independence. I believe I am the first, for instance,
to recruit former financial regulators to the boards, such as former Fed-
eral Deposit Insurance Corporation (FDIC) chair Sheila Bair or former
Securities and Exchange Commission (SEC) member Kathy Casey. Such
placements are critical if the companies are eventually to leave conserva-
torship and learn how to operate like normal large, regulated financial

institutions.

More troubling was the fact that the authority Congress gave to

the Treasury Department was meant to support the mortgage-backed
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securities (MBS) market by allowing Treasury to purchase the companies’
debt. It was not structured, or ever intended, to be an equity injection.
Then-Treasury secretary Henry (Hank) Paulson has admitted that he
ignored congressional direction and pursued his own policy inclinations
instead of those plainly expressed by Congress." By law, the companies
should have been placed into a receivership in 2008, in which their capital
structures would have been reorganized, and the companies would have
eventually exited back into the marketplace with clean balance sheets.
There had been more than a decade of litigation and uncertainty
over the future of our mortgage market, not to mention massive tax-
payer exposure, because of the decision by one man, Hank Paulson, to

violate the law, placing his preferences ahead of those of Congress.

Violation of clear congressional intent should be a big deal in
Washington. Sadly, it is all too common. Did Paulson at least have good
reason to act as he did? I believe his objective was to protect holders of
Fannie and Freddie debt. A receivership, as required by law, would have
exposed debtholders to potential loss. In light of the magnitude of the
losses, I do not believe they would have ever hit the MBS holders. And
the unsecured debt holders would have recovered over 90 percent of
their investments. With Treasury’s ability to purchase agency MBS at
the time, there should not have been a disruption to the MBS market,
and therefore the overall mortgage market, in the event of a receiver-
ship. Since the Federal Reserve has purchased the majority of GSE MBS
issued during the conservatorship, there is even less reason to believe a
receivership would have disrupted the mortgage market. Congress had
thought this through—a rarity, I know.

The primary reason Paulson put GSE debt holders before the law is
that one of the largest debt holders was the Chinese government. At the
time, Paulson was one the biggest defenders of China in Washington,
having a long business history with China during his time at Goldman
Sachs. Treasury’s violation of clear congressional intent was in part a

decision to save China from recognizing any losses on its Fannie and

Freddie debt holdings.
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Paulson has also claimed that Russia, another large buyer of Fannie
and Freddie debt, had approached China about staging a coordinated
“dumping” of Fannie and Freddie debt to disrupt the U.S. mortgage mar-
ket.” Whether or not this is true, it certainly illustrates why the United
States should not depend so heavily on foreign funding for its mortgage
market. More importantly, Congress was aware of foreign holdings of
GSE debt. Sen. Richard Shelby, for instance, repeatedly mentioned the
need to pass a receivership provision so that we would not be forced to
bail out China.

Perhaps most tragic is that China was a large buyer of Fannie and
Freddie debt as part of its efforts to manipulate its currency relative to
the dollar. Cycling China’s excess dollar holdings into GSE debt allowed
Chinese exports to gain some competitiveness relative to U.S. manu-
factured goods. Had China been forced to accept losses on its GSE debt
holdings, it would have likely reduced its holdings of U.S. dollar assets,
resulting in some appreciation of its currency. Not only did Paulson
decide to put China ahead of the American taxpayer, but he also did so

in a way that continued to cost American manufacturing jobs.

Collins, however, was not about the initial agreement, or the conser-
vatorship itself, or even the second amendment to the agreement, which
generally benefited the shareholders.

On his way out of Treasury, planning to leave after 2012 midterm
elections, then-secretary Tim Geithner crafted an agreement, in August
2012, with then-acting FHFA director Ed DeMarco to sweep all the
companies’ profits in exchange for an expanded line of credit with the
Treasury. This is the heart of the third amendment of the conservator-
ship and the heart of the Collins case.

As Brigham Young University law professor Aaron Nielson has
observed, Collins really is three cases.” One addresses the statutory pow-
ers and responsibilities of the FHFA as a conservator. Another raises
the question whether the FHFA’s governance structure is constitutional.
And the remaining question is how to address any harm that GSE

shareholders may have suffered.
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On the powers and responsibilities of a conservator, I had some sym-
pathy for the plaintiffs. I had previously coauthored a paper on the topic
with one of the world’s foremost experts on bank insolvency.* T had no
doubt that the third amendment went against the statutory framework
Congress had created to address an insolvency at the GSEs. Therefore,
one of my first responsibilities as director was to end the profit sweep, an
action that was formalized in a September 2019 agreement with Trea-
sury. There was essentially no profit sweep during my tenure. We were
building capital at the companies, as was so clearly intended by Con-
gress. I believe that was the single most important action I could have
taken to address the illegality of the third amendment.

Building capital at the companies, with an eye toward eventual
release from conservatorship, had occasionally been presented as some
personal agenda of mine. It was not. It was clearly what the statute
required and Congress intended.

If I had been following my own agenda, instead of the directive of
Congress, I would have taken the GSEs into a receivership. That would
have been the cleanest route to fixing their flawed structure. And if the
circumstances ever again dictated a receivership, as they had in 2008,
I had no hesitancy about following the law. In fact, during my tenure the
FHFA created a resolutions team and began requiring both companies to
write “living wills” in which they would pre-plan a resolution that did
not depend on any assistance from the taxpayer. We engaged in several
drafting exercises, working with both the Federal Reserve and the SEC,
to game out a GSE receivership. Setting aside the legal requirements,
whether the FHFA had the infrastructure in place to conduct a receiver-
ship in 2008 is an open question. Before my departure from the FHFA,
I made sure we did have such an infrastructure in place. Any future GSE
bailouts will be ones of choice, not necessity.

When I walked into Constitution Center, home of the FHFA, in
April 2019, the legal conditions requiring a receivership were vague at
best. The companies were earning money. There was a path to fixing
the companies within the conservatorship. The explicit legal obligation
was to try to do so. The primary reason in 2019 for a receivership would

be to cram down the capital structure, so that the asset and liabilities
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sides of the balance sheets would truly be even. As I believed we then
had an opportunity to work with Treasury to cooperatively achieve that
restructuring, a receivership appeared unnecessary.

Since we had ended the profit sweep, the heart of the third amend-
ment, and had no intention of ever bringing it back, I felt that the stat-
utory issues would have little effect on the FHFA’s current operation,
regardless of how the case was decided. We didn’t have the resources to
pay any damages if they were awarded. Those would be the responsibil-
ity of the Treasury Department.

An outcome I did not expect was that the Supreme Court would
read some minor cleanup language as a means of invalidating large por-
tions of the FHFA’s authorizing statute. The conservatorship powers for
the FHFA are based on those of the FDIC. As one of the people who
drafted them, I can attest that the Senate Banking Committee staff
literally took Sections 11 and 13 of the Federal Deposit Insurance Act
and modified them to suit the case of a GSE. Congress fully intended
GSE conservatorship to rest on the legal processes and precedents sur-
rounding FDIC conservatorships.

One of the conditions of an FDIC conservatorship is to pursue
actions that benefit the FDIC, within the context of a conservatorship.
We imported such language for the FHFA. That said, it is clearly labeled
as an “incidental” authority. The language is meant to protect the FHFA
and the FDIC from having reasonable choices that were made in their
duties under a conservatorship constantly second-guessed. This authority
is in no way meant to supersede those duties. Collins could be interpreted
to mean that the FHFA, and by extension the FDIC, can do anything it
pleases, whether authorized or not. Ultimately, I believe this reading is
incorrect. Even if the FHFA or the FDIC can now use a conservatorship
to benefit the agency, the benefit is bounded by the authorities and pur-
poses of the agency, one of which is the purposes of a conservatorship.

Over the long term, I am deeply troubled by what the expansive
reading of agency authority under Collins means for our economy and
broader society. Collins reverses years of progress in limiting the dis-
cretion of government agencies. It also opens the door for financial

institutions beyond the GSEs to be taken over by government and used
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for purely political ends. My immediate concern, of course, was about

the constitutional claim against the FHFA’s structure.

When Congress created the FHFA, it looked to the other finan-
cial regulators as a model.” At the time, the two most important safety
and soundness regulators, beyond the Federal Reserve, were the Office
of the Comptroller of the Currency (OCC) and the Office of Thrift
Supervision (OTS). Both the OCC and the OTS were headed by single
directors, as was the then-regulator for Fannie and Freddie, the Office
of Federal Housing Enterprise Oversight (OFHEO).

There are other financial regulators structured as boards. In addition
to the Federal Reserve, both the FDIC and the National Credit Union
Administration were framed that way. Several early drafts of what even-
tually became the Housing and Economic Recovery Act of 2008, which
created the FHFA, also included boards.

There is no perfect framework for an agency. With boards, there can
be more deliberation and moderation in outcomes. Sometimes you can
also get more public transparency regarding agency decisions when they
are debated at board meetings. But some boards, such as the SEC, perhaps
have become too comfortable with regular party line decisions, behav-
ing in many circumstances similarly to agencies with a single director.
With one director, you can get faster action. Ultimately, an important
element to consider is how much policy discretion the agency possesses.

Compared with agencies like the SEC and the Consumer Finan-
cial Protection Bureau (CFPB), the FHFA had a narrow, limited set of
authorities. The swings in policy that we have seen at the FHFA mostly
have not been the result of congressional delegations of decisionmaking,
but rather outright violations of law. Narrowness and lack of discretion
suggested a single-director model for the FHFA.

The increasing complexity of what an FHFA board would look
like also became a distraction. In early drafts, Senator Shelby wanted
the FHFA to mirror the FDIC, whose board consists partly of heads of
other agencies. One draft had the board comprising the SEC chair, the

Department of Housing and Urban Development secretary, the Treasury
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secretary, and the director of the FHFA. That version finally morphed
into the FHFA’s current oversight board. Another version had the head
of the Government Accountability Office (GAO) included, until we
determined that including that individual would create an issue in sepa-
ration of powers, since the head of the GAO works directly for Congress.

A central element of the Collins case was the single-director structure
of the FHFA. The claim focused on the removal provisions, which stated
that the director could be removed only by the president “for cause.”
Typically, such as with Cabinet secretaries, political appointees in the
executive branch serve at the pleasure of the president. That is, they can
be fired at will.

Congress wanted the FHFA to be insulated from the political pres-
sures that can come from any White House. There is always the temp-
tation to artificially push up the housing market via credit easing before
an election. If the FHFA was not independent, this pressure would
result in painful housing booms and busts, with devastating long-run
consequences.

An independent FHFA would also reduce the perception that Fannie
and Freddie were implicitly backed by the federal government. During
the debates that led to the creation of the FHFA, the George W. Bush
administration argued that the FHFA should be loosely connected to the
Treasury Department, along the lines of the OCC. Democrats did not
trust the Bush Treasury, and Republicans were concerned that such an
attachment would increase the belief that the companies were ultimately
backed by the Treasury.

To a degree, many Republicans did not trust Treasury either.
Despite its occasional claim of being above politics and interest group
pressures, the Treasury Department, across administrations and regard-
less of political party, tends to reflect the positions, assumptions, and
beliefs of its Wall Street partners. After all, selling Treasury debt is its
primary function, so its everyday interactions are with financial compa-
nies that deal or invest in Treasuries. Many of these firms also deal and

invest in Fannie and Freddie securities. Not surprisingly, the same Wall
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Street firms believe that the taxpayer should be on the hook to limit
any downside to them from holding Fannie and Freddie securities. Also
not surprisingly, that desire has become conventional wisdom within
the Treasury Department. For that reason, Republicans, such as Senator
Shelby, did not trust Treasury to have influence over any new regulatory
structure for Fannie and Freddie. Accordingly, Congress decided that
the FHFA had to be independent.

One of the most troubling aspects of Collins is the Supreme Court’s
guessing game of what Congress would have wanted, had the supposed
constitutional flaw not been included in the legislation. If a statute is
unconstitutional, strike it down, unless Congress creates a separability
clause or something similar. There is no such provision in the FHFA’s
authorizing statute. Rather than taking that route, the Supreme Court
decided that Congress would have chosen to eliminate the independence
of the FHFA.

Such a conclusion, however, is at odds with the legislative record.
Congress obviously wanted an independent FHFA. The issue of a single
director versus a board was of secondary importance. Instead of follow-
ing the clear intentions of Congress, the Supreme Court substituted its
own judgment.

[ believe that the Supreme Court made the choice it did in the end
because several members of the Court are inherently opposed to inde-
pendent agencies yet lack the votes to undo independent boards such as
the Federal Reserve. Even with a board like the Federal Reserve, few
believe that in practice all those board members are interchangeable or
equal.® Certainly, the chair of the Federal Reserve plays an outsize role.
[ see little reason to believe that constitutionally there is a great deal of
difference between an independent single-director agency head and the
unique outsize role of the chair of the Federal Reserve. I suspect that
Justices Clarence Thomas and Samuel Alito see little difference either.

Why all the fuss about agency independence anyway? It all comes
down to a few words in article 11, section 3, of the U.S. Constitution.
That section requires the president to “take care that the laws be faith-
fully executed.” Yes, that’s it, the entire basis for the debate. The argu-

ment is that this cannot be done unless the president can remove agency
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heads at will. While that argument has some logic to it, it also misses a
few points. Importantly, the language does not require that the president
carry out the actual execution of the law. It only requires that the pres-
ident see that such actions are faithfully executed, even if they are done
by others. The language does suggest that it would be unconstitutional
to have an agency head that could not be removed by the president
for any reason. Obviously, an agency head should be removable for not
faithfully upholding the law.

The most bizarre aspect of Collins is that at-will removal allows the
president to remove agency heads because they were faithfully executing
the law. In fact, I believe that to be part of the reason for my removal by
President Biden. Yes, it was mostly just politics. But the fact that I was
carrying out the law was not viewed favorably by the Biden administra-
tion or by much of Wall Street. The plaintiffs may have brought forward
the Collins case as an avenue for ending the conservatorships, but the
reality is that the loss of the FHFA’s independence will make an end to
the conservatorships less likely, as future presidents will be tempted to
use Fannie and Freddie as a means toward their own political goals.

Perhaps most unusual was that the Supreme Court never even
needed to wade into the debate. The third amendment was agreed to
by an acting director at the FHFA, who can be removed at will by the
president. In fact, I suggest that had the FHFA been headed by an inde-
pendent director in 2012, the third amendment would not have been
implemented. It was undoubtedly a scheme designed by the Obama
administration and agreed to by the FHFA because it lacked an indepen-
dent director confirmed by the Senate.

Why would the Collins plaintifts pursue a claim that was completely
backward factually? It was no more than a legal strategy. Throw every-
thing at the case and see what sticks. If anything, the companies’ share-
holders were better off with an independent FHFA, since an FHFA
controlled by the White House would see Fannie and Freddie as political
tools to be used, rather than the private companies that they legally are.

I am perhaps not the most objective person when it comes to the
independence of the FHFA. As a Senate staffer, after all, I did draft the
removal language that was the focus of Collins. I did the legal research
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at the time and believed that the agency structure, requiring “for cause”
removal, was well within constitutional norms. And while I am not
unsympathetic to the arguments for a unitary executive, I do believe
that the entire constitutional case against any restrictions on a president’s
ability to remove independent regulators is extremely weak.

While I have been an advocate for restructuring the CFPB as a board,
[ find its funding mechanism and broad discretionary powers to be far
more troubling than the inability to remove its director at will. I was
extremely disappointed and frustrated with the decision by the Depart-
ment of Justice (DOJ) to drop objections to the CFPB’s funding structure.

[ was even more disappointed by both the DOJ and the Supreme
Court’s unwillingness to allow the FHFA to present arguments in the
Collins case. I disagreed with the DOJ on both the statutory and the con-
stitutional issues. I was willing to leave the statutory issues to the DOJ
but felt that the FHFA deserved the ability to defend its independence.
The solicitor general felt differently. The DOJ’s view was that the fed-
eral government speaks with one voice—the DO]J’s. Since there was no
one to defend the FHFA’s independence, the Supreme Court appointed
Nielson to argue the case. While I commend Professor Nielson for his
able arguments, it still stuns me that the party most affected and most

knowledgeable was not allowed to present arguments.

Less surprising, although still dispiriting, was how quickly some
congressional defenders of FHFA independence suddenly flipped.
Several senators and representatives submitted a brief in defense of the
FHFA’s independence when the case was heard in the Fifth Circuit
U.S. Court of Appeals. The brief was drafted by the Constitutional
Accountability Center and signed by, among others, Elizabeth Warren,
Sherrod Brown, Chris Van Hollen, Maxine Waters, and Nancy Pelosi.
It was a well-crafted, powerful brief. I found it very consistent with

my views:

In sum, OFHEO’s lack of independence prevented it from robustly enforc-
ing the law; that mistake led to billions in federal bailouts and was one

of the market-wide failures that contributed to the near-collapse of the
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American economy. In response, exercising the discretion afforded to it
by the Constitution, Congress determined that a strong and independent
regulator was needed to oversee Fannie Mae and Freddie Mac. As Con-
gress recognized, it was critical that the new regulator be shielded from
politically motivated pressure to weaken oversight because such pressure
would undermine the agency’s ability to fulfill its statutory mandate.”

I had heard informally that the Constitutional Accountability Center,
when submitting a similar brief to the Supreme Court, approached the
same members of Congress. All of a sudden, what they had believed in
2019 was not what they believed in 2020. None of the original members
of Congress were willing to put their name on the same brief they had
signed just a year earlier.

Worse still, some members, such as Representative Waters, called
for President Biden to immediately remove me in January 2021, even
though Ms. Waters had only two years earlier argued for the FHFA’s
independence. Then-Senator Biden had also voted to make the FHFA
independent in 2008. When they had an opportunity to control the
agency, their position changed. The issue had come up explicitly during
my confirmation hearing when Sen. Brown asked, for the record,
whether I would continue to defend the independence of the FHFA. I
promised him I would, and I did.

Not everyone felt the same way. While I disagreed with some
Republicans, who believed that the FHFA should not be independent,
I respect that I know of none who altered their position simply because

of who the current director was.

Ultimately, the biggest impact of Collins will be on the growing
influence of politics on the day-to-day business of financial regulation.
Yes, financial regulation as a policy issue has always been political and
often partisan. Yet the daily conduct of this regulation has not been so,
at least not compared with other issue areas within the executive branch.
Although there has long been some industry capture among financial
regulators, it pales in comparison with, say, that of the Department of

Agriculture or the Department of Housing and Urban Development.
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The danger of daily partisan politics is also greater among financial
regulators than among other executive branch agencies, since finance
has historically played a role in the macroeconomy unmatched by, for
example, the actions of the Department of Education or the Department
of the Interior. I recall a friend who served in the Treasury Department
under President Clinton describing how some within that administra-
tion wanted to lower bank capital requirements to stimulate the econ-
omy. Fortunately, such a move was not supported broadly within the
Clinton administration, but more importantly, the ability to do so rested
largely with independent financial regulators. I witnessed similar sug-
gestions to reduce bank capital from within the Treasury Department
during the Trump administration. Working with others in the White
House, I was able to quash such proposals.

Defeating attempts to politicize financial regulation, whether at the
GSEs or other financial institutions, will become ever more difficult
with the loss of independence of the FHFA, the OCC, and, to a degree,
the FDIC, as a result of the Collins case. It is imperative that Congress

remedy this situation.
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Home, Sweet Home

June 23, 2021, began like so many recent mornings, with me grinding
coffee beans while feeding my two poorly behaved cats, Charlie and
Lila. After a few calls, I began an obsessive refreshing of the Supreme
Court’s website at 10:00 a.m., the assigned time when Court opinions
were to be released. Despite being affected by the Collins decision, I was
given no advance warning. I had to wait like everyone else.

After spending most workdays since March 2020 at my kitchen table,
home had begun to feel more and more like work. By spring 2021, most
of my leadership team and I were vaccinated, and a core of us started to
return to the office a couple days a week. Today, I would wait to see the
Court’s decision before going in, as that would determine how the day
would unfold.

The first case came at 10:00 a.m. sharp. Not Collins. The wait con-
tinued for about 15 to 20 minutes before a second case was announced.
Again, not Collins. Maybe I would live to fight another day. Later in the
hour, the final case of the morning was announced: Collins it was. This
would be the day.

I immediately started to read the decision. The first clue was unset-
tling. The opinion was delivered by Justice Samuel Alito, who is well
within the Court’s camp for getting rid of agency independence. In

fact, as I have mentioned, I suspect that Alito would vote to end the
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independence of the Federal Reserve, if it ever came up. This was one
of those rare occasions where I was hoping for either Justice John
Roberts or Justice Brett Kavanaugh, as both tended toward judicial
restraint.

Before I got far into the opinion, the legal team of the Federal
Housing Finance Agency (FHFA) reached out. It was crystal clear
that the directorship of the agency was now at will. At least it was a
clean decision. I felt bound to defend the independence of the FHFA.
Any ambiguous decision could have led to months, if not years, of
additional litigation. I did not want to go through that, and more
importantly, I did not want to see the agency continue under a cloud
of uncertainty.

Just before noon, I received word from the White House that the
president would like me to vacate the position by 6:00 p.m. that eve-
ning. That was fully expected; this was politics. Not to mention that
I had certainly irked more than one Wall Street donor to the Biden
administration.

I did find it striking that the message from the White House came
from the head of presidential personnel, Cathy Russell. The remark-
able part was that her husband is a former Fannie Mae lobbyist who
fought hard against the creation of a strong regulator for Fannie. His
wife would accomplish what he could not. Perhaps more surprising
was that he now worked at BlackRock, one of the companies that had
the most to gain from my departure. BlackRock is a large holder of
Fannie and Freddie debt. By creating a resolution framework to trans-
fer government-supported enterprise (GSE) losses to creditors instead
of taxpayers, BlackRock would now be subject to the downside of its
speculation in GSE debt.

There would still be a lot to do before 6:00 p.m. came around.

With a government job, my first set of responsibilities was sign-
ing my name to an endless series of forms. Some were needed to vali-
date agency actions already taken. Some were related directly to me; for

instance, would I elect to continue my current health care insurance?
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And, of course, it is not government without an ethics debrief-
ing. Going forward, what could I do or not do professionally? Oddly
enough, I found this a pleasant break, partly because I generally liked
and respected the agency’s chief ethics counsel, Sean Dent. I had known
his wife, Alane, before coming to the FHFA. She was a well-respected
and successful insurance lobbyist. We might not have had the same pol-
itics, but we shared a commitment to good government.

My communications team worked out options for statements, both
internal and external. The White House kept asking what we intended
to say. It appeared that they wanted to hear my public take before they
released theirs. It would fall to me to set the tone.

I had several friends who had been pushed out of positions imme-
diately in January 2021. Obviously, there were positions that would
turn over with any administration, but this was something different.
There are a few positions in government that are intended to have set
terms, regardless of administration. The Biden administration, break-
ing long-standing norms, worked to remove appointees holding such
positions. The most high-profile was the chief counsel at the National
Labor Relations Board. There were many others, including the boards
of regents for the service academies, such as West Point and Annapolis.

Many appointees who were forced out made loud public statements
as they left. That was their prerogative, and I certainly understood the
anger. But I had worked too hard to build up the FHFA. Any statement
I made had to strengthen the agency. The loss of independence would
be harmful enough. My public statement would be positive and respect-
ful. T might have disagreed with the Supreme Court’s decision, but I
respect their authority. The agency needed to start this new chapter on
strong footing.

While the White House was most interested in my public statement,
I was more concerned with my internal statement. From day one, I had
seen myself as protector and defender of the FHFA’s staff. By the time I
left, I had exchanged words, even if briefly, with over 90 percent of the
staff. I wanted them to be successtul.

My message conveyed just that. My desire to express pride in
having had the opportunity to lead the FHFA—and my pride in all
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the staff—had been accomplished. And, of course, I had expressed
my view of the importance of the work ahead of FHFA, which would
not end with me. I did not know what to expect in response. Most of
the agency did not share my politics; many hated them. They also no
longer had any incentive to hold back their thoughts. Staff could very
easily tell me now what they really thought about me.

In fact, I was blown away by the response. For instance, one of the
staff members within our Office on Women and Minority Inclusion
wrote, “Director Calabria, I am saddened by President Biden’s decision
to remove you as our director. I wish you all the best and am proud to
have known you. You made such a difference in this agency not only
in Special Emphasis Programs but the morale at our agency improved
immensely because you HONESTLY cared about your employees’
well-being and success. Thank you and may God bless and keep you.”
Many other messages poured in.

Most heartwarming were the employees who drove in to see me
off. We were still in the middle of a pandemic and in mandatory-
telework mode. My core leadership team and a handful of our legal
staff were in the office; otherwise, Constitution Center, where the
FHFA is located, was a ghost town. The number of staff members
who came in just to stop by my office and say goodbye was extremely
touching. Pulling out of the garage onto D Street for one last time
was bittersweet.

I was proud of what we had accomplished at the FHFA. But I also
knew that the agency, along with Fannie and Freddie, had a lot of unfin-
ished work. The supportive emails and office drop-ins took the edge oft
the Collins decision. I was leaving, but there was reason to hope that the
FHFA would continue to make progress. I believe we had raised the bar
on what agency staff would expect not only of themselves but also of

future leadership.

Amid all the policy reversals and even outright failures and occa-
sional misinformation, it is easy to forget that our federal government’s

response to COVID-19 and its economic impact did get some things
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right. [ am still amazed at Operation Warp Speed and our nation’s ability
to develop an effective vaccine in record time. That was possible only
because of the efforts of our private pharmaceutical industry.

Having witnessed up close the failures of our mortgage policy
responses in the Great Recession, I was adamant that we would not
repeat those. The FHFA, the Department of Housing and Urban Devel-
opment, the Department of Agriculture, the Veterans Administration,
and the White House, working with the mortgage industry, averted a
mortgage market meltdown.

I believe what distinguished the policy successes during COVID-19
from the policy failures was whether people followed their principles
or turned their back on them. Foremost, policymakers must be honest
about what they do and don’t know. At the FHFA, we shared what data
we could, and we presented our best estimates to the public and industry
stakeholders. We did not exaggerate or attempt to scare the public, Con-
gress, or other stakeholders. When some claimed that there would be a
tsunami of foreclosures and evictions, we calmly shared our estimates
and made decisions based on the range of probable outcomes.

It was during my time on staff at the Senate Banking Committee
that I had my first interaction with the Centers for Disease Control and
Prevention (CDC). While the Banking Committee has no jurisdiction
over the CDC, I did have the misfortune of being on the fifth floor of
the Hart Senate Office Building (right around the corner from my
office in Dirksen) when anthrax was found just down the hallway in
then-senator Tom Daschle’s office. The CDC provided regular updates
and information to the Senate in response to the anthrax attack.

[ recall that the information we received from the CDC was
ever-changing, though—a different story every day. Like many Senate
staffers, I studied and read everything I could find on anthrax. The eroding
trust and confusion could well have cost the lives of postal workers at the
Brentwood facility that processed congressional mail. The whole experi-
ence left me with the distinct impression that the CDC could not always
be trusted for accuracy and expertise. It was not a comforting thought.
[ was determined that I would not allow the FHFA to behave similarly.
Lost trust can be impossible to regain.
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We also stood our ground when we believed we were right. Many
on Wall Street wanted me gone. They did not like my refusal to bail
out servicers, or our pricing for risk, or even our strategies to cover our
costs. They certainly did not like my efforts to take the taxpayer oft the
hook for the debts issued by Fannie and Freddie. Their allies in Congress
made sure we were aware of these complaints.

[ believe that once you compromise your principles in Washington,
you are left defenseless. Everyone knows you will bend, and it just
becomes a question of how much. Moreover, it is not just a matter of
doing what’s right, but also an issue of time management. Most of the
requests made by industry to the FHFA during COVID-19 had little to
do with directly helping families and more to do with boosting their
profits. As those demands are endless, if you signal a willingness to give
in, then more and more of your time is spent negotiating the terms of
your surrender.

A regular temptation in Washington is to just give in, hoping you
can make an issue go away, and move on. But that short-term thinking
only creates more issues to deal with. I was able to focus on assisting
families, while the industry quickly learned that I was not going to waste

time designing bailouts and arguing over their generosity.

During the 2008 financial crisis, President George W. Bush pro-
claimed, “I've abandoned free-market principles to save the free-market
system.” That premise was continued under President Barack Obama.
I hope to have demonstrated in these pages that Bush’s decision was a
tragic mistake.

Our mortgage markets and financial sector in general faced an even
more daunting task in 2020. America has a long history of housing
booms and busts. We know that they end, and we know how. How-
ever, COVID-19 was new territory, even keeping in mind America’s
experience with the Spanish flu of 1918. Many people did abandon prin-
ciple. There was the occasional suggestion that I should, as well. But
in truth, I kept both faith in my principles and a devotion to following
the data.
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Learning from the mistakes of the Great Recession allowed me
to craft a mortgage response that would quickly help families and do
so in a way that prioritized those most in need. We put families first.
We rejected the claim that to save Main Street, you must first save Wall
Street. And it all worked. Not to mention that we also designed those
successtul policies in such a manner that they did not cost the taxpayer
a single penny. I never went to Nancy Pelosi on bended knee to beg for
a blank check.

In March 2020, as the pandemic began to hit America in force,
The Atlantic writer Derek Thompson jested, “There are no libertari-
ans in a pandemic.” Over two years later, it is hard to imagine a more
inaccurate observation. The COVID-19 response was characterized
by one governmental failure after another. The successes, such as the
mortgage response I have described in this book, were rooted in a firm
skepticism of government and informed by a sound understanding of
what government can and cannot achieve. It was sticking to principles
that worked.

Bailouts-or-nothing is a false choice. We have compassionate,
effective, and efficient options. I believe that the FHFA, along with my
friend Dr. Ben Carson and his colleagues at the Department of Housing
and Urban Development, made the right choices. Let’s hope that these

lessons are not forgotten next time.
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