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56 Business Week, March 28, 1994, p. 131.

57 HUD’s independent Office of Federal Housing
Enterprise Oversight (OFHEO) has the primary
responsibility for monitoring the safety and
soundness of the GSEs. OFHEO is currently
building the stress-test models necessary for
analyzing the capital strength of the GSEs and
establishing appropriate capital levels. HUD expects
that OFHEO will take into account in its required
capital levels the GSEs’ housing-goal-related
purchases.

58 HUD adjustments for family size cost-of-living
factors would reduce the effective median income
measure for 1-person households by 22 percent,
that of 2-person households by 11 percent, and
would increase that of 4-person households by 20
percent.

Banking, Housing, and Urban Affairs of the
Senate in October 1993. In addition, the
Secretary is required to periodically review
the GSEs’ underwriting and appraisal
guidelines.

c. Leading Edge Technology

With regard to technology, both GSEs have
been in the forefront of new developments.
For example, Fannie Mae has developed
FannieMaps, a computerized mapping
service offered to lenders, nonprofit
organizations, and state and local
governments to help them implement
community lending programs in underserved
areas. Both enterprises have been developing
automated underwriting systems designed to
reduce the time required to process loan
applications.

d. Staff Resources

Both enterprises are well-known
throughout the mortgage industry for the
expertise of their staffs in carrying out their
current programs, researching and
developing improvements to the mortgage
market in general, developing innovative
new programs, and conducting research
which may lead to new programs in the
future. Their key executives frequently testify
before Congressional committees on a wide
range of housing issues, and both GSEs have
developed extensive working relationships
with a broad spectrum of mortgage market
participants including various nonprofit
groups and government housing authorities.

e. Financial Strength

The benefits that accrue to the GSEs
because of their agency status have made
them two of the nation’s most profitable
businesses. Fannie Mae’s profits have
increased from $807 million in 1989 to $1.2
billion in 1990, $1.4 billion in 1991, $1.6
billion in 1992, and $1.9 billion in 1993, and
for the first three quarters of 1994 they were
accruing at an annual rate of $2.1 billion.
Fannie Mae’s return on equity averaged 28.9
percent over the 1989–93 period—far above
the rates achieved by most financial
corporations. In addition, Fannie Mae’s
dividends per share more than quadrupled
over this period, rising from $0.43 in 1989 to
$1.84 in 1993.

Freddie Mac has shown similar trends.
Freddie Mac’s profits have increased from
$414 million in 1990 to $555 million in 1991,
$622 million in 1992, and $786 million in
1993, and for the first three quarters of 1994
they were accruing at an annual rate of $975
million. Freddie Mac’s return on average
equity averaged 22.5 percent over the 1989–
93 period—also well above the rates achieved
by most financial corporations. Freddie
Mac’s dividends per share rose 66 percent
over this period, rising from $0.53 in 1989 to
$0.88 in 1993.

One measure of the strength of the GSEs
was provided by a recent Business Week
ranking of American corporations. This
survey found that Fannie Mae was second of
all companies in total assets and Freddie Mac
ranked 23rd; with regard to total profits,
Fannie Mae ranked 14th and Freddie Mac
ranked 55th.56

Under the 1992 Act, beginning with the
second quarter of 1994, the GSEs must meet
fully phased-in minimum core capital
requirements of 2.5 percent of on-balance
sheet assets and 0.45 percent of outstanding
mortgage-backed securities and other off-
balance sheet obligations, except as adjusted
by the Director of OFHEO. For the transition
period ending in the first quarter of 1994, the
corresponding percentages were 2.25 percent
and 0.40 percent respectively. The Director
has found both GSEs adequately capitalized
as of June 30, 1993, September 30, 1993,
December 31, 1993, and March 31, 1994. For
the last period, both GSEs also exceeded the
fully phased-in capital requirements.

f. Conclusions About Leading the Market

In light of these factors, the Secretary has
determined that the GSEs have the ability to
lead the industry in making mortgage credit
available for low- and moderate-income
families. However, as discussed in Section D,
HUD is concerned about the current level of
the GSEs’ assistance to the lower-income end
of the market. Existing data indicate that
there is room for the GSEs to improve their
performance—low- and moderate-income
units are estimated to comprise at least 50
percent of the conventional conforming
market, while in 1993 the GSEs performed at
rates of 29 percent (Freddie Mac) and 36
percent (Fannie Mae). The low- and
moderate-income goals that HUD sets in
Section D (38 percent in 1995 and 40 percent
in 1996) are intended to move the GSEs
closer to the market standard. By using their
immense resources to improve their
performance and meet these goals, the GSEs
will be making a good first step toward
closing their current market gap.

6. The Need To Maintain the Sound
Financial Condition of the GSEs

Congress directed the Secretary of HUD to
consider the safety and soundness of the
GSEs, along with the five other factors, in
formulating the level and direction of the
housing goals.57 As part of these regulations,
HUD has prepared a Regulatory Impact
Analysis (RIA) that examines the costs and
benefits of the housing goals. The detailed
RIA provides a complete discussion of the
issues summarized below as well as
quantitative estimates of the impact of the
goals on the GSEs. Based on that analysis,
HUD concludes that achieving the housing
goals described in the proposed rule will
result in limited, if any, net increase in risk
to the sound financial condition of the GSEs’
operations.

The RIA examines the extent to which the
three housing goals will affect the capital
levels of the GSEs. The RIA does this by
assessing the extent to which achieving the
housing goals will affect the profitability of
the GSEs. Profitability is used as an

approximation for sound financial condition,
since losses could reduce the GSEs’ level of
capital. The principal cost from mortgage
loan purchases of any kind is that of loan
default, or credit risk. Below is a summary
of the RIA’s main findings regarding the
potential credit costs of meeting the three
goals.

• Goals-oriented purchases are already
made by the GSEs in the course of their
ongoing operations. The relevant question is
the impact of additional units required in
order to meet regulatory targets. The goals are
not mutually exclusive, so that loan
purchases required to meet them are not
additive. Thus the required level of
additional purchases is not as great as it
would be if each goal were unique to itself.
HUD finds that, under a variety of potential
GSE strategies, the dollar amounts of
additional loan purchases are small relative
to the total volume of business being
undertaken by the GSEs. For example,
baseline projections show Fannie Mae
purchasing over $170 billion of loans in
1995. The amount of additional purchases
required for it to meet the regulatory targets
will likely be less than $1.5 billion. Because
its past goals-oriented purchases have been
less than Fannie Mae’s, Freddie Mac will
likely require a larger degree of additional
targeted purchasing to meet the goals. HUD’s
baseline purchase volume projection for
Freddie Mac in 1995 is about $130 billion,
and additional purchase requirements to
satisfy the goals could be as high as $6
billion, depending on Freddie Mac’s business
strategy.

• The additional loans required to meet
the housing goals are profitable business
under the baseline consensus economics
scenario examined in the RIA.

• Historically, moderate- and middle-
income loans have the lowest overall default
rates of all borrower income cohorts. If the
GSEs continue their 1993 purchase patterns,
loans required to meet the low- and
moderate-income goal will be primarily from
loans to households with incomes in the
‘‘moderate’’ 80–100 percent of median
cohort. Therefore, there is unlikely to be any
significant increase in credit risk exposure
associated with the low- and moderate-
income goal.

• The potential size of goals-qualifying
purchase pools for single-family owner-
occupied property loans is enlarged by the
statutory definition of median income used
for these rules. HUD must use median family
income, unadjusted for household size, to
determine eligibility under the housing goals.
The median-family income figures then used
to determine goals qualification are roughly
equal to the median incomes of three-person
households. As a result, many smaller-sized
households with above median income—
when adjusted for family size—will count as
below median for purposes of meeting the
housing goals.58 This same issue also
enhances the credit quality of special


