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The incoming Trump administration appears determined to
make another run at bringing Fannie Mae and Freddie Mac out
of conservatorship as private companies. In its first term, the
Trump administration made an earnest attempt but ultimately
fell short, and all signs suggest that the second Trump term will
pick up where it left off. In this brief, we discuss an under-
appreciated challenge to this effort: how to define the extent
of the government’s support for Fannie and Freddie once they
are released.

The new administration’s interest in ending the 16-year con-
servatorship is understandable. After all, the nation’s housing
market and economy would be better served with a more stable
mandate for the gatekeepers of the mortgage market (see Chart
1). In conservatorship, the Federal Housing Finance Agency has
broad discretion as conservator and regulator to oversee them
in almost any manner it likes, leaving the government-sponsored

enterprises subject to swings in their mandate from one
administration to the next. This is inefficient at best. At worst,
it leaves the housing finance system at risk of overly ideological
moves by future lawmakers that undermine the health or sta-
bility of the mortgage market. This has not happened thus far,
despite big swings in the political parties and ideologies, but as
long as the GSEs remain in conservatorship it remains a risk.

What is hard to fathom about the Trump administration’s
intentions is that it is prepared to end the GSEs’ conservator-
ship on its own, administratively, leaving in place the flawed
statutory framework that pushed the GSEs into the protection
of conservatorship in the first place.

The implicit guarantee prior to conservatorship

The current framework has many flaws, but among the most
problematic is the uncertainty it creates over the government’s

Chart 1: The GSEs are the Primary Provider of Mortgage Credit
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support of the mortgage market. The GSEs’ statutory charters
provide each with a $2.25 billion line of credit from the U.S.
Treasury. While these lines were the only stated sources of
government support for the enterprises prior to conservator-
ship, there was a widespread assumption that the government
would bail out their shareholders and other creditors should
the GSEs exhaust them. This assumption, which came to be
called the GSEs’ “implicit guarantee,” afforded the GSEs many
of the benefits of a government agency, which was critical to
both their business model and their role in the nation’s housing
finance system.

It was critical to their business model because with it
global investors took them to pose little to no risk as invest-
ments. Rating agencies gave them a credit rating consistent
with the U.S. government’s, allowing them to borrow at nearly a
risk-free rate. And investors took the GSEs’ mortgage-backed
securities to be free of credit risk, attracting investments from
a broad pool of risk-averse investors, which is essential for the
housing finance system to provide affordable long-term fixed-
rate pre-payable mortgages (see Chart 2).

Even the Federal Reserve relied on the GSEs’ implicit
guarantee. The Fed is permitted under Section 14 of the
Federal Reserve Act to purchase a limited number of assets,
including the debt and securities of a “government agency.”
The Fed justified purchasing the GSEs’ debt and MBS on the
grounds that the GSEs’ implicit guarantee meant they were
each a “government agency” under the act.

Critical to the rating agencies and the Fed is not that the
GSEs posed little risk, but that they enjoyed the unlimited
backing of the U.S. government, which allowed the Fed and

rating agencies to treat them as if they were part of the gov-
ernment. This is a vital distinction, as the Trump administra-
tion will not be able to replace the government’s implicit guar-
antee with, say, more GSE capital or an even larger credit line
and expect the same treatment from the Fed and each of the
rating agencies.

While essential to the well-functioning of the GSEs, the
implicit guarantee ultimately came at considerable cost to
the taxpayer. The GSEs leveraged the economic advantages
it afforded them to take on so much risk that it ultimately
proved unsustainable. As they suffered massive losses and
fast-dwindling capital, their imminent collapse threatened
to undermine the entire housing finance system and with it
the nation’s economy. Policymakers had no choice but to put
them into conservatorship, finally making the implicit gov-
ernment guarantee explicit.

Trump’s plans put the implicit guarantee back in play

It would take legislation to provide the GSEs with an explicit,
unlimited government guarantee upon their release from con-
servatorship. Releasing them without Congress, as the Trump
administration is apparently prepared to do, raises the question
of where the government’s support of the enterprises would
end once they are released.

In addition to the $2.25 billion credit line to the Trea-
sury provided to each in their charter, Fannie and Freddie
have contractual rights under the Preferred Stock Purchase
Agreements with the Treasury to an additional $114 billion
and $140 billion in support, respectively. Assuming the GSEs
are released with these lines intact, the question for rating

Chart 2: GSE Securities Are Held by a Diverse Set of Global Investors
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agencies, the Fed and investors is whether the government’s
support stops there or continues with an implicit, limitless
backstop as it did prior to conservatorship. Put simply, would
the government bail out the GSEs if they exhausted their explicit
commitments from the Treasury?

Conservatives have long been the most vocal of a long
list of critics of the implicit guarantee, arguing that giving
shareholders the upside and leaving taxpayers with the
downside led the enterprises to assume too much risk head-
ing into the Great Financial Crisis and would do so again
if they were given the chance. The Trump administration
will thus presumably go to some pains to argue that once it
releases the GSEs there will be no such taxpayer support
beyond the PSPAs. Rather, shareholders and creditors, not
taxpayers, would bear the cost of the GSEs’ failures the next
time around.

To that end, the Trump administration will likely take steps
intended to allow the GSEs to be resolved in an orderly fash-
ion without government support should they fail again. The
GSEs will be asked to finalize the resolution plans that the
last Trump administration’s FHFA director, Mark Calabria,
required the GSEs to develop—plans that are to assume
no government support in their liquidation. And the Trump
administration will presumably designate the enterprises as
systemically important financial institutions, or SIFls, which
would also require the GSEs to formulate resolution plans
that assume no government intervention.

Combined with the significant improvement of the GSEs’
capital positions, their much leaner risk profiles, and the
considerable line of credit they now have to the Treasury, the
Trump administration will likely contend that these resolution
plans will remove the taxpayer altogether from the risk posed
by the enterprises—that there is no implicit guarantee.

It is unlikely that the GSE model works without it, however.

What if the GSEs are released without an implicit
guarantee?

In their ratings of the GSEs’ debt prior to conservatorship,
the rating agencies provided two distinct ratings. One as-
sumed the government’s backstop, and a second, so-called
stand-alone rating, assumed no backstop. Once the GSEs
were put into conservatorship and the ambiguity over the
government’s backstop was removed, the agencies dropped
the stand-alone rating.

When assuming the government’s backstop, the agencies
rate the GSEs’ debt on par with their ratings of U.S. Treasury
debt, on the grounds that it is the government’s financial
strength that ultimately matters if it stands behind the GSEs.
When assuming no backstop, however, the agencies dropped
the GSEs’ ratings to below that of some of the largest SIFI
banks, likely on the grounds that these larger banks posed
less risk given their diversified lending activities, higher
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capital levels, access to insured deposits, and the liquidity
provided by the Federal Home Loan Banks and the Federal
Reserve’s discount window.

Moody’s Ratings, for instance, gives the GSEs’ debt an
Aaa rating when assuming the government’s backstop—the
same rating that Moody’s Ratings gives U.S. Treasury debt.
And in its stand-alone rating just prior to withdrawing it a decade
ago, Moody’s Ratings effectively gave the GSEs a rating well
below investment grade, compared with strong investment
grade ratings for SIFI banks such as JP Morgan Chase.

Once the GSEs are released from conservatorship, the
rating agencies would reintroduce the dual ratings, and if
they assume the GSEs have no implicit government back-
stop, some would downgrade them to the lower stand-alone
rating. Given their much-improved capital position, their ex-
panded line to Treasury, their more conservative underwrit-
ing standards, and stricter regulatory oversight, their stand-
alone ratings this time around would be much higher than
their stand-alone ratings of a decade ago, but at best they
would likely be consistent with large SIFI banks.

In its recent note on how it would rate the GSEs if released
from conservatorship, Fitch discusses the impact of the level
of government support assumed. It states that it would likely
continue to align the GSEs’ rating with that of the govern-
ment, but partly because Fitch assumes the GSEs would
retain a “dominant market presence.” We take this to mean
that Fitch is assuming that the government would remain
committed to bailing out the GSEs if they failed—that they
have an implicit guarantee. We believe that other ratings
agencies would also continue to align the ratings of the
GSEs with that of the government if they assumed an im-
plicit guarantee. But we believe that they would downgrade
the GSEs meaningfully if convinced that they were being re-
leased without the implicit guarantee.

The effect of a downgrade from any of the agencies would
be considerable given how much the GSEs and the broader
market rely on the assumption that the GSEs are effectively
risk-free counterparties. The cost of the GSEs’ funding would in-
crease, likely dramatically in times of financial stress. This would
force them to raise their guarantee fees and potentially reduce
the amount of risk they are willing to take on, all of which would
increase the cost of, and reduce access to, mortgage credit.

The effects would be felt throughout the financial system.
Regulators would be forced to reassess how they handle
bank exposure to the GSEs. Under current rules, they im-
pose a 20% risk-weight on a bank’s holdings of agency MBS,
compared with a much greater risk-weight for private label
mortgage securities of comparable risk. And they impose no
limit on a bank’s total counterparty exposure to either of the
GSEs, compared with a limit of 15% of Tier 1 capital exposure
to any other counterparty. With a downgrade of the GSEs,
regulators would likely align their treatment of exposure to
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Chart 3: The Federal Reserve Has Become a Major MBS Investor
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the GSEs with a bank’s exposure to other privately owned
institutions without a backstop. This would reduce the demand
for agency MBS and further increase the GSEs’ funding
costs, adding still more to the cost of a mortgage.

Investors in agency MBS would also reassess the fungibil-
ity of Fannie and Freddie securities as their counterparty risk
became material to assessing the risk of the securities they
guarantee, weakening the single security and perhaps eventu-
ally the to-be-announced market, both of which depend on
that fungibility. Investors in the GSEs’ credit risk transfers
would require more compensation to cover the increased
counterparty risk, leading the GSEs to hold more of the risk
they take on.

In short, all the primary and secondary markets that depend
on the GSEs’ role as a risk-free intermediary would struggle
to one degree or another, particularly in times of stress, when
some investors and lenders will simply pull out of the market
to avoid the uncertainty. The increased volatility would lead
to a less liquid, less stable, and much more cyclical housing
finance system.

The loss of the Federal Reserve’s trust in the implicit guar-
antee would compound the problem. No longer able to buy the
GSEs’ debt or mortgage-backed securities, the Fed would lose
a critical policy tool in supporting the market in times of stress.
The Fed’s purchase of agency MBS as part of its quantitative
easing allowed policymakers to dampen volatility and stabilize
the market during the Great Financial Crisis and again in the
financial crisis that accompanied the COVID-19 pandemic (see
Chart 3). Without that tool the next time the financial system
seizes up, it would be much more difficult for policymakers to
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control the volatility, leading to higher mortgage costs and less
financial stability.

All of this will eventually put the Trump administration in an
untenable position. It will be under intense pressure to say and
do everything it can to disabuse everyone of the assumption
that, in releasing the GSEs, the administration is re-creating the
very implicit guarantee that conservatives and others believe
pushed the GSEs into conservatorship in the first place. Indeed,
given their centrality to the housing finance system, it would
take some effort to convince the market that the GSEs would
not be bailed out if their explicit support was exhausted. If the
administration were to succeed, however, it is difficult to see
how the GSE model would work, or work in any way that anyone
should take comfort in.

Why do this?

There are, of course, other hurdles to clear in privatizing
the GSEs. It would eventually involve the largest initial public
offering in history, resolving a taxpayer investment of $330
billion that cannot easily be written down, and setting a
fee for Treasury’s $250 billion line of credit that reflects its
value but does not bankrupt the GSEs, all while transition-
ing much of the nation’s mortgage infrastructure into pri-
vate hands during the worst housing affordability crisis in
a generation.

The incoming administration may be able to pull it off,
threading the needle between ideological and market dictates
on the implicit guarantee and clearing the innumerable
logistical, legal and economic hurdles that stand in the
way. But to what end? Despite all the hand-wringing among
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policymakers, the GSEs are working remarkably well in
conservatorship. The credit quality of the loans they are
purchasing has never been better, and they have been
distributing the lion’s share of the risk they assume into
the private market through credit-risk transfers. We have a
system in which private capital dominates within a remote
government footprint whose breadth allows policymakers
to provide critical market stability as needed, all while most
Americans who can afford a mortgage can get one.

The GSEs’ conservatorship must ultimately come to an
end, if only to bring long-term stability to the well-functioning

housing finance system we have today. But it should only be
done in a way that actually improves the system, ideally with
legislation that locks in what works and makes explicit the
full breadth of government support the GSEs depend on to
play the role we need of them. After all, ending the conserva-
torship is in itself of no value and would come at considerable
cost if it leaves the system less liquid and stable. It will be
critical to keep that in mind as the incoming administration
attempts to chart another course through the challenging
waters of recap and release, with the implicit guarantee only
one among many looming icebergs.
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