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Moral Hazard on Steroids: The OFHEO Report Shows
that Regulation Cannot Protect U.S. Taxpayers

By Peter J. Wallison

No one should be surprised that the Office of Federal Housing Enterprise Oversight (OFHEQO) found sub-
stantial risk-taking as well as accounting fraud at Fannie Mae. The combination of government backing
and the opportunity for private profit invites both. Fannie’s supporters argue that stronger regulation is
enough to protect the taxpayers and the economy, but this ignores the unique characteristics of government
sponsored enterprises (GSEs) as well as the inability of OFHEQ itself to detect in advance the poor con-
trols and false accounting at both Fannie Mae and Freddie Mac. Accordingly, the only sure way to elim-
inate the risk is to reduce the kinds of risky activities in which government-backed management can engage.

Many in Washington expressed surprise at the
revelations in the May 2006 special OFHEO
report on Fannie Mae. The report disclosed that
the company had not only manipulated its finan-
cial statements, but also had weak internal con-
trols, inadequate accounting and computer
systems, and had taken substantial business risks
in order to improve its profitability and pay
unearned bonuses to its management.! But sur-
prise was unwarranted; it is axiomatic that profit-
making companies, when offered a subsidy in the
form of government backing, will exploit the
opportunity to its limit. Indeed, it can be argued
that a board of directors and management of a
shareholder-owned company have a fiduciary
obligation to do so. Nor should it have been a sur-
prise that OFHEO has now found Fannie Mae to
be an entirely different company from the one on
which it reported so favorably during the very
years covered by the report. Regulation is an
inherently weak method of controlling risk-
taking, especially when government backing—
such as that enjoyed by the GSEs—encourages
both risk-taking and weak controls.
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The Absence of Market Discipline—

and Its Consequences

One of the advantages of government support is
that a government-backed management is permit-
ted to take risks that are forbidden to others. This
is true because government backing eliminates
the restrictions—known as market discipline—
imposed by wary creditors. Ordinary financial insti-
tutions such as banks borrow their raw
material—money—and lend it to others. If credi-
tors perceive that the risk of lending to a bank or
other institution is rising, they will demand a
higher rate of interest for any loan, increasing the
institution’s borrowing costs. Eventually, if the risk
is not controlled, the institution will not be able to
borrow at all, and thus will be prevented from
expanding its operations. In this way, market disci-
pline supplements bank regulation by signaling to
regulators that there is something amiss, and limit-
ing excessive risk. When large U.S. banks were
deemed financially weak during the debt crisis
involving Mexico, Brazil, and Argentina in the
1980s, the rates they had to pay for money rose sub-
stantially, and in some cases they were unable to
access the credit markets at all without offering sub-
stantial collateral. Investors perceived a risk that
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these banks would default. Although
bank deposits up to $100,000 are nom-
inally insured by the Federal Deposit
Insurance Corporation (FDIC), deposits

FIGURE 1
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very practical sense, all their debt
obligations—not just some limited
amount corresponding to a bank’s deposits—are seen by
U.S. and foreign investors as nearly risk-free, and there-
fore are not subject to market discipline. In effect, they are
given a free pass to take risk. The name for this phenom-
enon—in which government backing reduces market
discipline—is moral hazard, and the GSEs represent
moral hazard on steroids.

If there was ever any doubt about this, it has been erased
since 2003, when first Freddie and then Fannie were forced
to restate their financial reports because of false account-
ing and gross manipulation of their financial results. In the
succeeding years, neither company has been able to file
financial reports with the Securities and Exchange Com-
mission or submit them to their shareholders or lenders.
For ordinary corporations and banks, this would long ago
have precipitated a plunge into bankruptcy—but not Fan-
nie and Freddie. They have continued to operate normally,
despite the fact that no one knows their true financial con-
dition, and this has revealed a remarkable phenomenon.
Because of their perceived government backing, the GSEs
pay interest at a rate slightly higher than that of the U.S.
Treasury. The difference between what they pay and what
the Treasury pays is known as the “spread,” and the width
of the spread signals the degree of risk that the market sees
in holding GSE debt. The accompanying chart shows that
after OFHEQO reported in October 2004 that Fannie had

falsified its financial statements, the spread of Fannie’s debt

SOURCE: Morning Political Report, International Strategy & Investment, August 19, 2005.

over the Treasury’s actually narrowed. In other words, Fan-
nie’s debt strengthened, rather than weakened, despite the
financial scandals that then surrounded the company. And
that was true not only of Fannie’s senior debt; it was also
true of its subordinated debt, which was originally created
to provide an equity-like signal of the company’s financial
condition. But it now appears that Fannie’s subordinated
debt is also considered government-backed, and is there-
fore not subject to significant risk of default. In other
words, investors have not lost any confidence in eventu-
ally getting paid by Fannie and Freddie, even though they
can have no idea whether the two companies can repay
their debts.

This privileged position was not lost on the manage-
ment of Fannie Mae. The OFHEQO report recounts in
detail the sorry state of Fannie’s risk controls, internal
controls, staff competence, accounting systems, computer
systems, compliance with accounting requirements, and
corporate governance. A central element of the report is
that Fannie and its management consistently misled
investors, Congress, and the public about both its finan-
cial position and the risks it was taking. Thus, OFHEO
noted in the special report: “Fannie was not ‘one of the
lowest risk financial institutions in the world’ but was
exposed to significant interest rate risk and quite large
operational and reputational risks.”? Indeed, Fannie’s
weakness in basic corporate and accounting controls was



so serious that the company has thus far been required to
spend approximately $800 million on repairs of these sys-
tems, and both Fannie and Freddie (which has been at
the repair process for three years) are said by the new
director of OFHEQ still to be years from adequacy.?

The fact that both Fannie and Freddie have had sim-
ilar internal control and accounting problems makes it
reasonable to assume that there is a similar cause, and
that this cause can be found in their unique position as
GSEs—privately-owned companies that are not subject
to market discipline. They were not required to take the
steps that all other companies must take to maintain
their good credit standing, and so they did not take these
steps. As long as the GSEs exist, they will always exhibit
this tendency. Why indeed should any management
spend money on all of the systems and controls that mar-
ket discipline demands if they do not need these ele-
ments to persuade the market to lend to them?

Why Regulation Cannot Cut It

This presents a policy problem that is not just different in
degree, but different in kind from the usual difficulties of
supervising financial institutions. Solutions that might
work for other kinds of financial firms and even banks
will not work for the GSEs. It is clear that the capital
markets cannot be induced to believe that the govern-
ment will allow either Fannie or Freddie to fail. If
investors will not lose confidence in the GSEs when nei-
ther of them can keep or publish accurate accounts, it is
obvious that the capital markets will never believe the
Treasury’s traditional vow that Fannie and Freddie will
not be bailed out if they encounter financial difficulty.
Thus, without some kind of extraordinary action, the
inducement to risk-taking by the managements of both
companies will remain intact.

When the problems at the GSEs first came to light, how-
ever, the first instinct in Congress was not extraordinary at
all: it was the reflexive effort to increase the degree and
restrictiveness of regulation without questioning whether
it is really a solution to the problem at hand. Thus, in the
wake of the problems at Fannie and Freddie, the call in
Congress was to create a new regulator with “world class”
powers equivalent to those of a bank regulator.

The first problem with this idea was that, as Alan
Greenspan pointed out, tighter regulation only increases
the tendency of the markets to believe that Fannie and
Freddie are wards of the government: “World-class regu-
lation, by itself,” said Greenspan, “may not be sufficient

and indeed . . . may even worsen the situation if market
participants infer from such regulation that the govern-
ment is all the more likely to back GSE debt.”* In addi-
tion, as noted above, bank regulators are assisted, at least
to some degree, by the existence of market discipline, and
the new GSE regulator will not have this vital support. So
if it were the intention of Congress to give the new regu-
lator as much authority as a bank regulator wields, that
would not have been enough. Given the complacent atti-
tude of the capital markets, the new regulator would need
more authority than a bank regulator in order to deal
effectively with risk-taking by Fannie and Freddie. But
the bill ultimately adopted by the House of Representa-
tives in 2005 was deficient in this respect, as in many oth-
ers. It did not even provide the new GSE regulator with
all of the authority of bank regulators.®

Ultimately, however, there is this question: even if
the new regulator were given extraordinary powers,
beyond those of a bank regulator, would they be enough
to protect the taxpayers or the economy against the
incentives and opportunities for risk-taking and weak
controls that government backing makes available to
the GSEs’ managements? The answer here appears to be
no. Although there has been a great deal of talk about
the weakness of OFHEO’s authority, in the major
respects necessary to prevent the risk-taking, financial
manipulation, and false accounting at Fannie and Fred-
die, OFHEQO has always possessed the powers necessary
to do the job. Under its authority today, without any
enhancement, it has the same examination authority as
a bank regulator, complete access to the books, records,
staff and management of both GSEs, the power to
request and review documents and internal memoranda,
and subpoena power to back up its requests.® Indeed, the
special OFHEQO report itself, citing an earlier agency
statement, notes that “OFHEQO possesses supervisory
responsibilities and powers ‘essentially similar to those of
Federal bank regulatory agencies.”?

As much as Congress might wish it were not so, the
problem was not and is not authority, but knowing what
questions to ask. True, OFHEQO has only limited cease-
and-desist authority, and does not have the ability to put
either of the GSEs into receivership, but neither of these
customary bank powers would have been invoked by
OFHEQ against either Fannie or Freddie, simply because
the agency lacked the necessary knowledge about what
Fannie and Freddie were actually doing.

Lack of knowledge—what is called actionable intelli-
gence in warfare—is the Achilles’ heel of regulation, and



even if OFHEO had had extraordinary powers to inter-
vene in the decision-making processes of Fannie and
Freddie, it would not have been able to exercise that
authority without the knowledge that excessive risk-
taking or financial fraud was going on. The billions of
dollars lost by Fannie Mae because of its excessive risk-
taking and use of false accounting to hide its losses
occurred while OFHEO was performing all the usual
functions of a regulator—reviewing books and records,
reading minutes of meetings, analyzing financial results,
and interviewing employees. In its special report,
OFHEQO declared with appropriate rectitude that the
company misled investors, Congress, and

Fannie and Freddie would still be manipulating their
accounts and misleading investors, the public, Congress,
and OFHEO itself.

[t all goes back to Enron and WorldCom, and the fact
that the auditor of both companies, Arthur Andersen,
was in very bad odor after their collapse in 2002. It hap-
pened that Andersen was also the auditor for Freddie
Mac, and in what might be called an act of caution, Fred-
die’s board fired Andersen and engaged new auditors. In
taking over the Freddie account, the new auditors discov-
ered some troubling aspects of the company’s accounting,
which, in turn, moved the board to hire an independent

counsel to look into the matter. The inde-

the public generally by falsely claiming that
it was one of the best-run and least risky
companies in the world. But if this was
indeed false, why was OFHEO—exercising
the usual authorities of bank supervisors—
unable to discover any of these things in
prior examinations? Thus, in a director’s
statement accompanying the agency’s regu-
lar Report to Congress in 2002, Director
Armando Falcon noted that in its supervi-
sion of the GSEs during the preceding year,
OFHEOQO had found nothing amiss: “I am
also pleased to report that OFHEO has
found both Fannie Mae and Freddie Mac to
be well-capitalized and operating in a safe
and sound manner.”8 The similar message
accompanying the 2003 report, in light of
later events, rises to parody: “The Enter-

The fact that both
Fannie and Freddie
have had similar
internal control and
accounting problems
makes it reasonable to
assume that there is a
similar cause, and that
this cause can be found
in their unique

position as GSEs.

pendent counsel found not only account-
ing problems, but also an apparent
management cover-up, which precipi-
tated the dismissal of the company’s top
three officers.

This event apparently came as a com-
plete surprise to OFHEO, which had only
days before released the Report to Congress
cited above, in which it said that “the pub-
lic can take comfort in knowing that
OFHEOQO is on the job.” The agency clearly
had not been aware of the seriousness
of the accounting problems at Freddie or
perhaps even the existence of the inde-
pendent counsel’s investigation of the
company. In its 2003 report, OFHEO duti-
fully reported only what it had apparently
been told by Freddie’s management—that

prises have remained safe and sound
through another year of exceptional growth in the hous-
ing sector of our economy. In a year when more and more
Americans have become homeowners, the public can
take comfort in knowing that OFHEQO is on the job,
doing its part to ensure the strength and vitality of the
nation’s housing finance system.” The sad fact is that
OFHEQ was “on the job,” but its assighment was beyond
the capacity of any financial regulator or supervisor.
OFHEOs failure, unfortunately, is not something that
can be cured by legislation; it is the result of the same
deficiency shared by all regulators, and the reason why
regulation should not be treated as a panacea. Risk-
taking and fraud originate in the decisions of top man-
agement, in meetings to which no regulator and few
ordinary employees are ever privy. Were it not for the
unusual events, outlined below, which put the OFHEO
watchdog onto the scent, it is virtually certain that both

there was a technical question of account-
ing interpretation, and that Freddie’s management was
“taking the appropriate action.” Humiliated by the public
disclosure of its cluelessness—the Wall Street Journal
reported that “no one seemed more surprised [by the
dismissal of Freddie’s top officers] than the company’s
regulator”—OFHEQO became far more aggressive toward
both GSEs, eventually requesting and receiving from Con-
gress a supplemental appropriation of $7.5 million to do a
“forensic audit” of Fannie. The audit found evidence of
false accounting. And the rest, as they say, is history.

The clear lesson here is that regulation has inherent
limitations—and its first and most important limitation
is what regulators and supervisors can actually know
about the financial institutions they oversee. For this rea-
son, regulation is highly overrated as a means of control-
ling risk. Risk is created at the top of an organization by
management policies, in meetings that the regulators do



not and never will be able to attend. The regulators,
instead, are down at the grass roots, seeing the numbers but
without understanding their meaning or the policies
behind them. Like all financial supervisors, OFHEO was
unable to obtain the essential knowledge about manage-
ment’s intent that was inevitably denied to it. Accordingly,
placing confidence entirely in regulation as a protection for
the taxpayers would be, in the end, an imprudent action for
Congress, and even more so where the regulator’s efforts are
not supplemented by market discipline.

Reducing Risk by Eliminating Risky
Activities

So if more and better regulation alone is not able to pre-
vent a loss to the taxpayers and systemic risk to the
economy, what will? The only sensible course is to reduce
the risks that Fannie and Freddie are able to take. Fortu-
nately, this is easy to do. The principal risk of the GSEs is
what is known as interest rate risk, and comes from the fact
that they have borrowed over a trillion dollars in order to
buy and hold a portfolio of mortgages of roughly the same
size. If interest rates rise or fall sharply, they can suffer huge
losses. The bill passed almost a year ago by the Senate
Banking Committee recognizes this fact and attempts to
reduce the GSEs’ retained portfolio to a minimum.10

The key and most significant element of the Senate bill
would do just this. The reason is simple: carrying a portfo-
lio of mortgages creates substantial interest rate risk—the
same risk that destroyed the savings and loans a generation
ago. Because of their government backing, the GSEs have
the opportunity to make hefty profits from borrowing at a
low rate of interest—only slightly more than then the Trea-
sury pays—and buying mortgages and MBS that pay con-
siderably more. For this reason, over the last twenty-five
years, the GSEs’ portfolios of mortgages and MBS have
increased from $60 billion to almost $1.5 trillion.11 But the
business of borrowing at low rates and buying higher yield-
ing mortgages has its perils—principally interest rate risk.

A peculiar characteristic of interest rate risk is that it
exists whether interest rates rise or fall. Two examples will
show why this is true. Assume that a GSE borrows $1 mil-
lion at 4 percent to buy a portfolio of mortgages that
yields 5 percent. As long as it holds this portfolio, the
GSE pockets the difference between what it has to pay to
its lenders (4 percent) and what it is receiving from the
mortgages it is holding (5 percent). (This is only a simpli-
fied example; in reality, the GSEs’ profits from holding
mortgages and MBS are considerably higher. In a paper

delivered at an AEI conference in 2004, Professor Dwight
Jaffee of Berkeley estimated the average 2003 spread as
172 basis points for Fannie and 186 for Freddie.!2) How-
ever, if interest rates fall to, say, 3 percent, many home-
owners will refinance their 5 percent mortgages. The GSE
will, of course, get the cash from this refinancing, but the
mortgages it will be able to buy with this cash will then
only pay 3 percent. Its profitable situation is now reversed;
it is paying 4 percent to hold mortgages that are yielding
3 percent, and losing money on every one. That is exactly
what OFHEQO found had happened at Fannie: “Fannie
Mae consistently took a significant amount of interest rate
risk and, when interest rates fell in recent years, incurred
billions of dollars in economic loss.” 13

But the GSEs can also lose if interest rates rise. Using
the same hypothetical set of facts, what happens if inter-
est rates rise to 6 percent? In that case, homeowners will
hold onto their 5 percent mortgages, since refinancing
will not pay, and the GSE has to worry about what it will
do when its loans mature. If the loans are short-term, and
about half of all GSE borrowings are contracted for a year
or less, the GSE will be compelled to refinance its initial
borrowing at 6 percent, and will again suffer a loss as it
pays 6 percent to carry a mortgage portfolio that contin-
ues to pay only 5 percent. Thus, if its borrowings are
short-term, a GSE will suffer a financial loss if interest
rates rise, just as it will suffer a loss if interest rates decline
while its liabilities are long-term.

To be sure, interest rate risk can be hedged—the risk
can be shared with or transferred to others through vari-
ous kinds of derivatives such as interest rate swaps. But
swaps and other hedges are expensive, and to achieve
higher levels of profitability, a GSE will not completely
hedge its risk. In its report, OFHEO complained that in
trying to hit the profit numbers that would have assured
their bonuses, Fannie’s management did not take the pru-
dent steps necessary to hedge its interest rate risks. The
report states: “During the period covered by this report,
Fannie Mae’s strategy was to match between 50 and 60
percent of the [interest rate risk] of its mortgage assets.” 14
Even this understates the degree of risk that Fannie was
assuming. In his 2005 paper, Professor Jaffee notes that the
GSEs hedge only the small, foreseeable interest rate risks,
and that their hedging strategy “transfers the risk of unex-
pected, large, and future rate changes onto the U.S. Trea-
sury based on the implicit guarantee . . . imposing on U.S.
taxpayers the large and distant risks that would eventually
require a U.S. Treasury bailout.”!> He concludes: “The
firms are able to operate in this manner only because the



purchasers of their agency debt and their MBS show little
concern for the firms’ riskiness, protected as they are by
the implicit Treasury guarantee.”'® Moral hazard, again,
flowing from the absence of market discipline.

There is no reason why Fannie and Freddie should be
permitted to buy and hold large portfolios of mortgages. No
less an authority than Alan Greenspan has testified to
Congress that the portfolios seem to have no purpose other
than to increase the earnings of the two companies.!” As
such, it is a classic example of privatizing profits while
socializing risk and loss. Fannie and Freddie, in addition to
their shareholders and managements, will profit from hold-
ing these portfolios, but if the risks they take cause them to
suffer serious losses, the taxpayers will pick up the tab.

[t is important to recognize that eliminating or severely
restricting the size of their portfolios will not reduce the
role of the GSEs in providing whatever assistance they are
thought to give to the housing market. Indeed, most of
what the GSEs do for the housing market today is done
through what is known as securitization. In this process,
Fannie and Freddie purchase mortgages from banks and
other lenders and sell interests in these mortgages to
investors. In this case, investors and not the GSEs take
the interest rate risk. Because this process involves the
purchase of mortgages by the GSEs, it adds the same
amount of liquidity to the mortgage market as the GSEs’
purchasing and holding mortgages in their portfolios—
but with substantially less risk to them, to the taxpayers,
and to the economy.

So the Senate Banking Committee has it right. By pro-
viding in its reform legislation for limiting the size of the
GSEs’ portfolios, it has adopted the one sure way to elim-
inate the threat that risk-taking by the GSEs poses to the
taxpayers and the economy.

AEI staff assistant Daniel Geary and AEI editorial assistant Nicole
Passan worked with Mr. Wallison to edit and produce this Finan-
cial Services Outlook.
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