Privatizing Federal Credit Programs: Why Sallie Mae?

Abstract
The federal government plays a critical role in the secondary market for domestic lending, linking the capital of private investors, through financial institutions, with a variety of end borrowers–notably students, farmers, and homeowners.  Government-sponsored enterprises (GSEs) design, market and issue the securities that channel capital to these privileged borrowers–a function that accounted for over $440 billion dollars in capital flows in 2000.  One of the largest secondary market intermediaries, the Student Loan Marketing Association (SLMA or Sallie Mae), is scheduled to be wholly private by September 30, 2008.  This structural change transfers a substantial amount of financial risk from the federal government to private sector borrowers.  What explains the choice and pace of privatization in this market?  To begin to identify distinctive features of Sallie Mae that permitted or abetted privatization, we investigate the structure, growth, and related capital market innovations of three government-sponsored enterprises.  The case of Sallie Mae is an instructive, yet poorly understood, example of how the federal government can and does leverage private sector assets and incentives to achieve public policy missions.
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Introduction
The federal government relies upon a number of privately owned, congressionally chartered corporations to ensure a flow of capital to particular categories of domestic borrowers, thus pursuing public policy priorities by channeling private investment.  These corporations have come to be called government-sponsored enterprises (GSEs) as observers sought a category for a group of similar institutions created by Congress on an ad hoc basis over time.  Even among scholars and government analysts there is no consensus about what types of organizations are identified as GSEs.  The GAO and Treasury identified eight GSEs in reports issued in 1990.  Though the entries in his list are different, this is also the number Thomas Stanton used in his influential State of Risk, which appeared the next year.  By any count, GSEs currently constitute a very large presence in financial markets. The Federal Reserve System reports GSE liabilities exceeded four trillion dollars in 2000.  Annually, the GSEs account for over one quarter of all credit borrowing in U.S. financial markets.

One GSE, the Student Loan Marketing Association (SLMA or Sallie Mae) is scheduled to be fully privatized by 2008, in keeping with the terms of legislation passed in 1996.  Other GSEs with similar fundamental missions are not being privatized in this way, though substantial attention is now directed to their growth.  The scope of the government’s contingent liability entailed in their expanding operations has been highlighted in critical work by scholars of public administration, economists and government analysts (Bosworth 1987; Seidman 1989; Moe and Stanton 1989; GAO 1990; Treasury 1990; Stanton, 1991b; Wallison and Ely 2000 ).  Despite substantial pressure from mortgage lenders, there have been no serious attempts to privatize the two largest GSEs - Fannie Mae and Freddie Mac (Ota 2001).  Further, the approximately 100 other federal credit programs are not even partly privatized (as GSEs).  A myriad of small business, transportation, health care, and community development guarantee programs remain embedded in cabinet departments and have exhibited considerable growth since the 1970s (Lund 1989).

The central question that motivated this study is thus: Why did privatization of Sallie Mae occur?  Secondarily, can lessons from this unique case of full GSE privatization inform reform and change directed toward GSEs and other public sector intermediaries in other segments of the capital market?  The establishment, history of reforms, and ultimate dissolution of Sallie Mae exemplify both assertive deployment of public authority to influence allocation of private capital and ambitious efforts to privatize the federal government’s exposure to financial risk.  This study exploits the case of Sallie Mae and the larger experience of the GSEs to understand why and how such market-based reforms are implemented at the federal level.

Our empirical strategy will be to compare the structure and reform of three GSEs:  Sallie Mae, the Federal Home Loan Mortgage Corporation (FHLMC or Freddie Mac), and two components of the Farm Credit System (the Farm Credit Banks and the corporation that funds these banks).  Each of these corporations is an active participant in capital markets, linking funds of private investors with the lenders that ultimately serve borrowers (students and colleges, farmers and home buyers).  Yet despite sharing this central characteristic, the full extent of the government’s subsidy and engagement varies over time and across the separate GSEs. We analyze three broad features of each GSE – structure, growth, and related capital market innovations– in an effort to identify variations that create incentives or obstacles to privatization, and which, in the case of Sallie Mae, ultimately made privatization an attractive option for Congress.

The paper proceeds in three parts.  First, we review existing work on GSEs and, more broadly, on privatization as a policy tool of government.  Second, we describe available data on GSEs and their financial activity, as well as the basic questions we think we can answer with this data.  Third, we turn to the task of distinguishing the features of the three sample GSEs.  We find that these three GSEs share little in common except the label of GSE and that a single and unique feature of Sallie Mae may explain the pace of privatization.  Of all of the GSEs, only Sallie Mae acquires assets (loans) that are fully guaranteed and directly subsidized by the United States Government.  Agricultural loans acquired by the farm-related GSEs are not guaranteed; mortgage and principal payments of homeowners are likewise neither subsidized nor guaranteed.

The Siren of Privatization

A good deal of prescriptive work in public administration identifies market mechanisms or changes in market structure as valuable if underused alternatives for improving service delivery and government performance.  Yet decades of experience with the operation and management of GSEs have not informed much of the theoretical work on reinventing government or the new public management, nor received the empirical scrutiny devoted to related public sector reforms such as enterprise budgeting or service contracting.  Salamon (1989) notes that  proponents of reform through privatization, especially at the federal level, often overlook the many programs that rely on private sector incentives and highly decentralized implementation through private actors.  The student loan program and the other GSEs are important examples of this public/private partnership.

The privatization prescription

Proponents of privatization typically appeal to a public choice literature on government monopoly to motivate governmental reform.  Drawing on the work of Niskanen (1971) and Downs (1967). public sector agencies are identified as the source of technical inefficiency and deadweight costs (rents) that could be eliminated through the mechanism of market competition.  Moe (1987) and Savas (1987) identify the core practical challenge for proponents of privatization: the development of criteria or standards to determine how collective tasks should be allocated to the public or private sectors.  This broad idea of privatization -- an end to government monopoly in service provision -  as a source of technical facility and cost reduction has been narrowed in practice to a consideration of the merits and costs of "contracting out" for government services.  Recent work as challenged the effectiveness of contracting out (Kettl 1993, Boyne 1998), but less attention has been directed to more broadly defined private public partnerships that may inform evaluation of privatization effort.  This enterprise requires a much better understanding of what types of public-private partnership have met with success or failure in the past and the types of market mechanisms that do actually bring about the benefits expected by privatization proponents.

Government intervention has structured the markets for (to name a few) bank insurance, checking and savings accounts, medical care, pensions, higher education, and farm and home mortgages.  In the cases of old age pensions, bank deposit insurance and agricultural credit provision, it was precisely the failure of market institutions that motivated public sector intervention.  The market mechanisms that would be introduced by privatization of government activity are ultimately the joint product of public and private institutional choices.  The most explicit blending of public and private purposes may in fact be the government-sponsored enterprise.  These organizations compete in private markets for the capital of investors and then channel this capital to borrowers and functions identified by Congress.  As one of the most durable and influential forms of private organization serving public purposes, understanding the structure and use of these organizations offers one way to broaden the theoretical and empirical treatment of privatization.
The government sponsored enterprise

It is only relatively recently, particularly in the wake of the S&L crisis, that systematic attention has been turned to GSEs.  And though public administration scholars Harold Seidman (1989) and Ronald Moe (with Stanton 1989) were in the vanguard of those calling for such attention, the vast bulk of the research now available has been contributed by the government’s own analysts in the GAO, Treasury, CBO and HUD.

The first challenge for these researchers was  to describe GSEs for policy makers, particularly to identify features that characterize GSEs and distinguish them from other classes of government instrumentalities, such as the government corporation.  For, as already noted, Congress did not set out to create a class of organizations called GSEs; rather policy makers designed and deployed these financial institutions one at a time throughout the twentieth century.

OMB (1988, F-21) offered a definition of GSEs – as “financial intermediaries directing capital to particular sectors of the economy”– which effectively captures their central function.  What may not be readily apparent on the face of a functional definition, however, is that the creation of GSEs was purposive, deliberate in each case.  Congressional hearings at the origins of these institutions make it clear that key policy makers, in Congress and the respective administrations, understood what they were doing as tapping private resources for public policy purposes, shaping the institutional infrastructure of financial markets, and providing incentives for development of techniques/technologies that would improve market efficiency (U.S. House 1932; U.S. Senate 1970; 1971 U.S Senate, 1914).  GSEs were established  not simply to participate in financial markets–as one might infer from OMB’s definition, but to play fundamental roles in creating and maintaining those markets.  Government was shaping the flow of capital and credit.

In a definition they consider “more focused,” public administration scholar Ronald Moe and former government analyst and FNMA lawyer Thomas Stanton (1989) stipulate that “a government-sponsored enterprise is a privately-owned, federally chartered financial institution with nationwide scope and limited lending powers that benefits from an implicit federal guarantee to enhance its ability to borrow.”  This definition shifts attention from GSEs’ function to their structural characteristics.  Because each GSE was custom-made, there are structural variations; Moe and Stanton’s definition succeeds in capturing the broad features that they share.

First, GSEs are “privately owned.”  These are stockholder-owned corporations – some freely traded publicly, some with stock that may only be owned by specified categories of institutions.  They are governed by boards of directors, the majority of whom are elected by stockholders.  Second, however, GSEs are “federally chartered” to play specific roles in serving high priority public policy purposes in the areas of housing, agriculture and education.  These institutions thus face inherent tensions between the private demand for profitable returns on capital and the public purpose of their congressional charters.  The third shared feature of GSEs which Moe and Stanton’s definition highlights is their “limited lending powers.”  GSEs are legally restricted to dealing in particular types of financial assets – residential mortgages, or student loans, or agricultural loans.  These functional restrictions are accompanied by geographic restrictions on bank activity in the Farm Credit System.

A fourth crucial feature which GSEs share is their “ability to borrow.”  GSEs raise funds by issuing securities in domestic capital markets (and increasingly in international capital markets as well).  Moe and Stanton’s definition underscores that in raising its funds, each GSE “benefits from an implicit federal guarantee.”  This implicit guarantee consists in a perception in the marketplace that the U.S. government guarantees GSE securities, resulting in an advantageous cost of funds for GSEs, barely above rates on Treasury securities.  Yet there is not, in fact, a government guarantee of GSE debt; indeed in some cases, organic statutes have been revised to require explicit denial of such a guarantee on the face of the securities.

Nevertheless investors perceive a government guarantee.  This perception rests upon the very existence of a federal charter, as well as particular features specified in that charter:  GSEs benefit from various tax exemptions for the GSE itself and for investors’ in its securities.  Most GSEs are exempt from SEC requirements.  Some have lines of credit to the Treasury.  GSE securities may be held in unlimited amounts by regulated depository institutions and pledged as collateral for borrowing from Federal Reserve Banks, and the Federal Reserve may deal in these securities in open market operations.  Further, GSEs benefit from use of the Federal Reserve’s book-entry system for issue and payment of their obligations (GAO 1990, 19–20; Treasury 1990, 4).  The basis for the market’s perception of a government guarantee is thus strong: policy and law treat GSE securities very much like Treasury issues.

New budget tools in the 1980s served to uncover the contingent liability to the government entailed in the implicit guarantee of GSE obligations (Ippolito 1984).  Suggestions that this liability could be addressed by privatizing GSEs appear in government reports issued during the Reagan administration (for example, CBO 1985, 42-43), but this risk did not receive systematic attention until the S&L crisis.  Alarmed members of Congress recognized parallels between the implicit guarantee of GSE securities and the explicit federal guarantee of S&L deposits.  Accordingly, in FIRREA – the 1989 statute which structured the resolution of the S&L crisis – Congress directed the GAO, Treasury, CBO and HUD to study GSEs and assess the risk they posed to the government.  Musolf (1991) suggests that this attention reflected a higher level of sophistication in the monitoring activities of the Congress .  The studies produced at the behest of Congress generally recommend addressing exposure to risk through 1) enhanced capitalization for most GSEs and 2) stricter GSE supervision and regulation, often by proposed new regulatory agencies (Stanton 1991b; GAO 1990; 1991; 1995; Treasury 1990; 1991; CBO 1991).  Treasury further recommended that GSEs be required to secure debt ratings from private credit rating firms, and that the value of the government’s guarantee be calculated.  Privatization was not seriously entertained as a reform.

Even more recently, commentary and studies have identified a second economic problem associated with GSEs and their implicit guarantee.  With their lower cost of funds due to the implicit guarantee, Fannie Mae and Freddie Mac, in particular, edge out potential competitors in their charter-sanctioned lines of business.  Further, as they approach the limits of growth in these lines of business, they may attempt to expand into related – and increasingly less related – business activities, threatening a second ring of private businesses as well (Wallison and Ely 2000).  With this diagnosis of the problem, proposed reform is not tougher regulation or more capital, but rather privatization. Congress has not seriously considered a bill to privatize, though Representative Richard Baker (R-LA) is engaged in a (so far) lonely crusade toward that end (Ota 2001).

What would it mean to privatize a GSE, which, as already noted, is characterized ex ante by private ownership?  Centrally, the implicit government guarantee of its securities must be shed.  Yet given that any such guarantee is already explicitly denied, what measures could effectively change the market’s perception?  One GSE – Sallie Mae – is in the process of full privatization.  The Student Loan Marketing Association Reorganization Act of 1996 (P.L 104–208) set a series of steps in motion that are expected to result in full privatization by September 2008.  The approach entails establishment of a holding company, one subsidiary of which is the old GSE.  This subsidiary is currently winding down pre-1997 business such that it can be extinguished in 2008; during this period, to protect investors, this subsidiary retains the purposes and privileges of the GSE charter.  All new business, however, is undertaken by other subsidiaries of the holding company.  The holding company and its non-GSE subsidiaries do not have a federal charter, thus they have none of  the specific privileges that contributed to the market’s perception that Sallie Mae’s debt was government debt.  Rather, the new Sallie Mae holding company operates under a regular state-granted charter of incorporation.  Financial risks implicitly borne by the federal government are thus being entirely shifted to private sector borrowers.  This shift of risk, accomplished with little fanfare or publicity, represents an important change in the legislative treatment of credit programs and federal subsidy of private sector borrowing.

Research Questions and Data
Returning then to the central question motivating this study:  Why did privatization of Sallie Mae occur?  That is, what explains the choice and pace of privatization in this case?  Further, is this unique case of full privatization an anomaly or a precursor for broader changes in federal credit programs, for GSEs in particular?  We begin the search for explanations by comparing Sallie Mae with two other GSEs: Freddie Mac and components of the Farm Credit System.  We selected cases to include one GSE from each of the sectors in which they operate: education, housing and agriculture.  Further, because some GSEs are cooperatives, we wanted a case exhibiting that relatively atypical ownership structure; the Farm Credit Banks fulfill this selection criterion.

We examine three areas that may help account for the privatization outcome.  For each GSE we ask, first: what are its structural features?  Second, what developments and innovations in the financial marketplace have been particularly relevant to this GSE?  Third, how rapidly and in what ways have GSE functions grown over time?  The small number of GSEs (eight described in the federal budget) frustrates the application of a conventional research design that would permit an explicit test of these potential explanations of GSE privatization.  Our approach in this paper is to outline the characteristics of the GSEs and identity features of Sallie Mae that are not shared with the other sample GSEs.

Data sources include congressional hearings, GSE charter statutes and amendments to them, government agency reports, annual financial reports and other documents prepared by the GSEs, and the financial industry press.  The Board of Governors of the Federal Reserve System publishes data on the assets and liabilities of the GSEs that informs our discussion of growth over time.

Structural Features


The blueprints for Freddie Mac, Sallie Mae and the Farm Credit Banks were drawn up by Congress in their respective charter statutes and each has seen reforms through amendment to those statutes.  While the structure of these GSEs share the broad characteristics identified by Moe and Stanton, there are differences.  Are there aspects of GSE structure that contribute to understanding the extent of privatization that may occur?  In this section, we analyze three broad features of GSE structure.  We consider first the scope and limitations on each GSE’s permitted lines of business, which shape the asset side of their balance sheets.  Second, we review the ownership and governance arrangements, as specified originally and as reformed for each case.  Finally, we identify the mechanisms of each GSE’s funding activity, which largely constrain the liability side of their balance sheets.

Eligible lines of business
GSEs have limited discretion regarding the lines of business in which they may engage compared to private companies organized under the states’ incorporation statutes, or even financial depository institutions (commercial banks, S&Ls, credit unions) with federal or state charters.  GSEs’ charters restrict them to dealing in particular types of financial assets and some related services.  It is this aspect of their structure – their permitted lines of business – that operationalizes Congress’s public policy purpose – this is the use of private capital that Congress is promoting; this is what the GSE is making a market for.  Is there something about a GSE’s assets that would help understand the extent of its privatization?

Freddie Mac was established to buy conventional residential mortgages.  “Conventional” mortgages are those which are not guaranteed or insured by the FHA or VA.  They do not exceed a certain limit on the original principal amount; the limit was initially set by the board of directors, later indexed, and had reached $275,000 for a one-family dwelling in 2001.  Conventional mortgages could be originated by any federally insured depository financial institution under the original terms of the charter, and today by mortgage bankers as well. (Federal Home Loan Mortgage Corporation Act 1970; Freddie Mac 2001, 4)

Widespread availability and affordability of residential mortgage credit has been a priority of federal policy since the depression.  Yet in the proximate circumstances that facilitated creation of Freddie Mac in 1970, affordable conventional mortgages were largely unavailable.  Interest rates in the U.S. had risen dramatically in 1969.  The war in Vietnam was escalating and the federal government vied aggressively with private borrowers to finance a guns and butter fiscal policy.  The Fed fought the resulting inflation with draconian monetary policy.  In a pattern that recurs when inflation is high and monetary policy stringent, the housing sector was hard-pressed to compete for credit.  Despite a considerable need for additional housing units, attributable to the demographics of new household formation in combination with urban renewal’s net demolition of dwellings, housing starts fell (U.S. Senate 1970).

Within the finance sub-government, there had been discussion for some time of the theoretical possibility that housing credit affordability and availability could be enhanced if there were a ready secondary market for conventional mortgages.  (A government corporation already provided a secondary market for federally guaranteed mortgages.)  If mortgage originators could sell their mortgages, went the logic, they would be more liquid and could make more mortgages.  The mortgage credit market would be more efficient and the housing sector’s overall share of aggregate available credit would increase.  A variety of organizational arrangements had been suggested (U.S. Senate 1969; 1970).  The severe housing credit crunch and drop in starts of the moment provided the opportunity to try them.  While some provisions of the Emergency Home Finance Act of 1970 (P.L. 91–351) aimed to meet short-term needs through credit subsidies, others aimed at long-term institutional development.  Title II empowered the Federal National Mortgage Association (Fannie Mae or FNMA), chartered earlier to provide a secondary market for federally-insured mortgages, to deal in conventional mortgages.  Title III – the Federal Home Loan Mortgage Corporation Act – created Freddie Mac, also to deal in conventional mortgages.

Today, purchasing conventional mortgages continues to comprise the preponderance of Freddie Mac’s business.  The company also purchases relatively small volumes of FHA and VA mortgages, multi-family mortgages and mortgage-related securities (Freddie Mac, 2001).  Since 1992, Congress has required FHLMC to make affirmative efforts to purchase mortgages in support of three special goals: affordable housing, special affordable housing, and special geographic housing credit availability (P.L. 102–550).

The Student Loan Marketing Association, SLMA or “Sallie Mae,” was established just two years after Freddie Mac, in 1972.  Its central purpose, like Freddie Mac’s, is to keep money flowing into an area to which public policy assigns a high priority – in this case, post-secondary education – by creating a secondary market for financial assets – in this case, student loans.

Congress had already attempted to generate a flow of affordable credit for student loans with the Guaranteed Student Loan Program – subsequently renamed the Federal Family Education Loan Program (FFLEP) – established in the Higher Education Act of 1965.  The “Stafford loan” provided under the program includes subsidies for both borrower and lender.  Student borrowers benefit from interest subsidies: the rate is below-market, and the government pays the interest while the student is in school.  Lenders receive a “special allowance”– a payment  from the government intended to compensate for the difference between the interest rate the student pays and the market rate, as well as a government guarantee of the principal (National Commission on Student Financial Assistance, 1982).  Nevertheless, lenders were reluctant to participate in the program because the loans were relatively illiquid long-term assets and, despite the special allowance, the interest rate sometimes fell below the market rate (Treasury 1990, F-1).

Trying harder to ensure a credit flow for higher education, Congress chartered Sallie Mae to “serve as a secondary market and warehousing facility for student loans.”  The new GSE’s scope of business was more flexible than Freddie Mac’s from the beginning:  Sallie Mae was authorized “to make advances on the security of, purchase, service, sell, or otherwise deal in” government-insured student loans (P. L. 92–318).  This relatively wide latitude was broadened further several times by amendments to the Education Act.  Changes in 1981 were particularly expansive, permitting Sallie Mae to deal in student loans not guaranteed by the government and student loan revenue bonds issued by state agencies, as well as to “undertake any other activity which the Board of Directors ...determines to be in furtherance of the programs of insured student loans...or will otherwise support the credit needs of students (20 U.S.C. 1087-2(d)(1)(E)(ii)).”  As its operations have developed, Sallie Mae engages in three categories of business: buying student loans, related products and services, and making advances.

Centrally, Sallie Mae purchases student loans from lenders.  Lenders permitted under the Education Act to make guaranteed student loans include a variety of institutions:  insured financial depositories  – commercial banks, S&Ls and credit unions; educational institutions; state agencies; and insurance companies.  The vast bulk of student loans, however, are initiated by banks and S&Ls.  Features of the guaranteed student loan have been statutorily altered repeatedly since Sallie Mae was created to make a market for these financial assets.  The basic Stafford loan still accounts for most subsidized student loans, but additional types of loans have been added: PLUS loans are available to students’ parents; SLS loans are supplemental loans for independent undergraduates and graduate students; and HEAL loans are for graduate students in the health professions (Treasury 1990, F-1 – F-2).  Eligibility has been expanded, reined in and expanded again at various points.  Terms have been adjusted.  The rate has gone up and down, though it is always below market, and caps have been on, off and on again.  Recent changes affect the special allowance, the lender’s subsidy.  The method for calculating the special allowance changed in 1999:  instead of linking the subsidy amount to the rate on Treasury bills, as had been the case since the program’s inception, the new method links the subsidy level to a commercial interest rate indicator.  The thrust of this change is to increase the special allowance.

 Beyond the core business of buying student loans, Sallie Mae is permitted to service these loans and “undertake any other activity which the Board of Directors ...determines to be in furtherance of the programs of insured student loans.”  Under this authority, the company has developed services and products which address the specialized needs in the student loan industry.  Sallie Mae services loans for lenders before the lenders sell those loans on the secondary market.  The company also sells its software for computerized loan servicing and originations to lenders, and provides electronic linkages to loan guarantors (Treasury 1990, F-4, F–7).

In addition to dealing in related products and services, Sallie Mae’s statutory authority provides a second avenue along which the scope of business extends beyond the core business of purchasing student loans: making advances.  Advances are loans.  Sallie Mae was initially permitted to make “warehousing advances” to lenders on collateral of their guaranteed student loans.  The idea was that lenders would use the advances to make more student loans.  In 1980, Sallie Mae’s lending authority was broadened to include 1) advances to participants in the guaranteed student loan program (mostly banks and S&Ls) for the purpose of funding portfolios of student loans and 2) advances to state and nonprofit agencies to fund their student loan activities.  Ultimately, because money is fungible, a lender uses funds borrowed from Sallie Mae for any of that lender’s eligible business.

Most of the lending activity of the Farm Credit Banks takes the form of loans to various production or agricultural credit associations in a specific geographic area.  These member-owned cooperatives are the source of loans for individual farmers and rural homeowners.  The Farm Credit Banks also have limited direct lending authority.  The statutory permission to originate loans to individual borrowers immediately distinguishes the Farm Credit System from other GSEs.  Only lenders, not end borrowers, have transactions with Freddie Mac and Sallie Mae.  The functional restrictions that limit the scope of Farm Credit Bank activity are actually quite permissive.  The Farm Credit Banks advertise services ranging from tax and accounting assistance, equipment leases, life insurance, loans for country homes, and traditional agribusiness and aquaculture loans.  The Farm Credit Banks Safety and Soundness Act of 1992 and the Farm Credit System Agricultural Export and Risk Management Act further liberalized System activities by granting System banks and associations the authority to participate in loans originated by non-System lenders.  But each bank does operate under strict geographic limitations.  The Farm Credit Banks are not permitted to operate under a national charter, limiting potential competition among the banks.

Ownership and governance
The public purpose of a GSE is operationalized in the scope of business it is permitted to pursue.  Other features of GSE structure stipulate how these public purposes are to be achieved -who oversees the lending activity, how funds are raised.  In specifying owners (eligible or mandatory) for GSEs, Congress essentially assigns some private parties with the responsibility to ante up the capital to pursue a public purpose, and, hopefully, generates an interest in those private owners in the financial success of the GSE.  Ordinarily, ownership carries a presumption of participation in governance.  But, in GSEs, Congress may mute that presumption to a greater or lesser degree as it strives to ensure pursuit of public policy purposes within a privately owned company.

As originally structured in 1970, Freddie Mac was wholly owned by the twelve Federal Home Loan Banks (P. L. 91–351).  Ownership broadened a little in 1984, when S&Ls – which owned the FHLBanks and thus indirectly owned Freddie Mac – were permitted to recognize their ownership interest on their books (Treasury 1990, B–9).  Though they were required to capitalize Freddie Mac’s startup, FHLBanks had no share in its governance.  Rather, the Federal Home Loan Bank Board (appointed by the president of the United States to regulate both S&Ls and FHLBanks) was  Freddie Mac’s board of directors.

In 1989, FIRREA transformed Freddie Mac’s ownership and governance to the general form of any stockholder-owned private company in the U.S.  The statute provided for freely-traded voting common stock and for procedures through which FHLBanks and S&Ls could sell or convert their classes of nonvoting stock.  A board of directors elected by the new common stockholders replaced the Federal Home Loan Bank Board, which was abolished by the statute.

In addition to corporate governance by its own board of directors, FIRREA also provided for some government supervision and regulation of Freddie Mac.  This task was originally assigned to HUD, despite some reservations that HUD would be an inadequate regulator for a financial institution, especially one so large as Freddie Mac.  Responding to concerns for more adequate safety and soundness regulation, Congress created a new Office of Federal Housing Enterprise Oversight (OFHEO) in 1992.  This regulatory body oversees Freddie Mac and Fannie Mae.

Like Freddie Mac, Sallie Mae began its corporate existence as an entity privately owned, but not freely traded.  Voting common stock could be issued only to institutions that made guaranteed student loans: banks and S&Ls and educational institutions.  Unlike Freddie Mac however, Sallie Mae’s owners had a role in corporate governance.  The 21-member board included seven directors elected by the financial institutions which held stock and seven elected by the stock-holding educational institutions.  The president of the United States appointed the remaining seven directors to represent the general public, as well as the board’s chair.  Sallie Mae’s charter statute did not provide for any federal regulator, though the company was required to provide reports to Treasury and Congress.

Also like Freddie Mac, Sallie Mae has subsequently been transformed into a freely traded company governed by a board comprised entirely of directors elected by its stockholders.  In keeping with the Student Loan Marketing Association Reorganization Act of 1996, Sallie Mae’s board of directors developed a plan for full privatization; that plan was submitted  to pre-privatization stockholders and approved.  A board was elected in 1997.

The Farm Credit Banks (though not the original 1916 Federal Land Banks) are fully owned and governed by members of associated lending cooperatives.  Farmer/borrowers purchase a nominal stake in cooperatives from which they borrow and these end borrowers elect the board of directors of the lending cooperatives and the Farm Credit Banks.  Regulatory standards applicable to all components of the Farm Credit System are enforced by the Farm Credit Administration, but lending and business decisions are governed by the local directors.  It was a hallmark feature of the original Federal Land Banks that control would be exercised at the local level and no government authority would make lending decisions (U.S. Senate, 1914).  But, until 1956, the federal government owned the banks outright.  The federal share in the bank ownership was eliminated by 1968.

Thus two of the three GSEs studied here began their corporate existence as privately-owned entities; that ownership interest was held by a group or groups from which Congress essentially required start-up capital for the enterprise.  The remaining GSE,  the Farm Credit Banks, began as wholly owned government corporations but ownership (and the federal capital stake) was transferred to private stakeholders beginning in 1954.  Farmer/borrowers exercised control at the local level.  Across the three GSEs. owners exercised governance prerogatives along a continuum: Freddie Mac’s original owners had no formal governance authority; Sallie Mae’s owners shared selection of directors with the government.  Both Freddie Mac and Sallie Mae have been transformed to resemble any company freely traded on U.S. stock exchanges in terms of ownership and its prerogatives, though Sallie Mae’s transformation occurred only as the company surrendered its federal charter, while Freddie Mac continues as a GSE.  Privatization thus altered but cannot be explained by the level of governing authority of the Board of Directors. 

Nature of debt issues or other funding
The third dimension of GSE structure which we analyze, in the search for characteristics that may relate to privatization, is the nature of GSE borrowing and other funding.  How did Congress equip its chartered enterprises to raise money? 

From its creation in 1970, Freddie Mac was expected to go to the marketplace to raise funds for its operations (though it does have a backup line of credit to the Treasury).  Its charter provides authority for two devices: debt issues and collateralized securities issues (mortgage-backed securities).  The Federal Home Loan Bank Board -- Freddie Mac’s board of directors --  had long experience issuing debt securities (notes and bonds) in the capital market: since the 1930s this mechanism was used to raise funds which Federal Home Loan Banks advanced to S&Ls to fund mortgage origination.  With Freddie Mac’s creation, the vast pool of funds available in bond markets would be tapped to benefit home purchasers in a different way – to fund acquisition of  mortgages after those mortgages had been originated.  Freddie Mac, like the other housing GSEs (Fannie Mae and the Federal Home Loan Banks) has become increasingly sophisticated in the intervening years in issuing debt securities.  Variously structured issues are available to appeal to a range of investors with distinctive preferences, capturing foreign as well as domestic capital for the U.S. housing sector (Freddie Mac 2001).  Freddie Mac’s debt securities have never carried an explicit government guarantee, and since 1992 (P.L. 102–550), they have been required to deny any such guarantee on their face.

While Freddie Mac’s directors were already old hands at raising money in the bond market when the company’s operations got underway, they did not have experience with the second funding mechanism Congress intended to deploy to create a secondary market for home mortgages: the mortgage-backed security (MBS).  Nobody had experience with MBS at that point.  The concept, however, of creating a “pool” of mortgages and selling securities collateralized by the pool had been under discussion within the government, and the expectation was that Freddie Mac (along with Fannie Mae and Ginnie Mae) would develop this financing tool.  Ginnie Mae (a government-owned corporation within HUD that buys FHA/VA mortgages) was ready to go when given the green light by the Emergency Home Finance Act of 1970, and became the first agency to issue MBS.  Freddie Mac followed shortly with its own basic MBS, as did Fannie Mae.  In the intervening years, the approach – now called “securitization” --  has been expanded and refined, with considerable contribution by Freddie Mac, and an increasing list of variations on the mortgage-backed security is available to investors.

Today,  as throughout its history, Freddie Mac uses both of the funding approaches permitted by its charter – the company borrows in the bond market, using the proceeds to buy mortgages which it retains in its portfolio, and also creates pools of mortgages on the basis of which it issues MBS.  Freddie Mac relies more heavily upon MBS than upon bond-financed portfolio holdings, a strategy that has continuously served well in terms of maintaining safety and soundness.  Freddie Mac’s mortgage-backed securities, like its bonds, are not government-guaranteed but are perceived to be.

Like Freddie Mac, Sallie Mae also raises funds both by selling debt securities and by securitizing its financial assets, in this case, student loans.  However, Sallie Mae did not start out with the authority to securitize; that was added by the Education Amendments of 1980 [P.L. 96–374], after the technique had some time to develop in relation to housing credit.

In further contrast to Freddie Mac, Sallie Mae was not initially cast upon the waters of the marketplace for funding.  The charter statute (P.L. 92–318) authorized appropriations through HEW of up to $5 million for start-up operations and permitted  Sallie Mae to enhance its debt offering with an explicit guarantee, through the Department of Education, until 1984.  As matters developed, Sallie Mae did not avail itself of the direct funding, choosing to finance start-up with private borrowing instead.  The company did issue debt securities with a government guarantee until 1975.  From that point through January 1982, Sallie Mae conducted its debt financing activities through the Federal Financing Bank under a Department of Education guarantee.  In 1981 Sallie Mae began issuing non-guaranteed notes, and since 1982 has relied exclusively on non-guaranteed borrowing (Treasury 1990, F–9; National Commission on Student Financial Assistance 1982, 33).

Thus while Sallie Mae had the advantage of an explicit government guarantee for its securities in the early years, that guarantee expired, and moreover, the company ceased relying upon it even before its expiration.  Nevertheless, the implicit guarantee persists, the effect of which is to enable Sallie Mae (the GSE) to borrow at a lower rate than its competitors in the secondary market for student loans.  In the case of Sallie Mae, uniquely among the GSEs, Congress has moved to mitigate the value of that advantage by estimating its value and charging Sallie Mae for it.  In the Student Loan Reform Act of 1993, Congress imposed an “offset fee” on Sallie Mae equal to .30 percent of the “principal amount of each loan made, insured or guaranteed… (P.L. 103–66, Sec 4104).” 

The Farm Credit Banks rely on a single funding mechanism to generate capital for member cooperatives and lenders.  A separate component of the Farm Credit System, the Funding Corporation, markets and sells debt issues that are purchased by private investors.  These debt issues compete with and resemble Sallie Mae and Freddie Mac securities.  The fixed income divisions of most brokerage houses market these three types of debt as identical types of agency securities that are low risk and offer a somewhat higher yield than comparable Treasury issues.  The Funding Corporation, owned and governed by the bank members of the Farm Credit System, uses these securities to raise capital in both domestic and foreign capital markets.  Annual funding of System obligations requires over 200 billion in new issues each year.

Does structure explain privatization?

Our review of the most prominent GSE structural features – permitted lines of business, ownership and governance, and nature of funding – suggests some implications of structural choices.  There is variation in the ownership and governance structure in our three cases, but this does not appear to account for privatization:  Freddie Mac and Sallie Mae are now both trade freely on the equities market and have stockholder-elected boards of directors, but Freddie Mac achieved this structure in 1992 without full privatization while Sallie Mae shed restrictions on who could own its stock only in the course of full privatization.  Ownership in the cooperatively structured Farm Credit Banks is still statutorily limited to specified groups, yet Farm Credit Banks remain in GSE status like freely traded Freddie Mac.  Neither does the nature of its debt appear to account for Sallie Mae’s privatization.  The debt of the three GSEs we studied varies according to the proportion of total debt issued in the form of notes and bonds versus asset-backed securities, but this cannot explain the privatization outcomes, since Sallie Mae is solely dependent on neither form of financing. 

We believe there may, however, be explanatory leverage in the first structural feature identified above: eligible lines of business.  We would place primary emphasis on the structure of the core asset of each GSE:  home mortgages for Freddie Mac, student loans for Sallie Mae, and loans to cooperatives and mortgages for rural borrowers from the Farm Credit Banks.  Only in the case of student loans do we find that subsidies to the end borrower and the lender are built into the asset itself (the loan) and not dependent upon the existence of the GSE.  Student loans are directly guaranteed by the government; student borrowers receive interest subsidies directly from the government; and the special allowance is an additional direct subsidy to the lenders.   Farm Credit Bank loans, like the home mortgages in which Freddie Mac deals, are not guaranteed or otherwise directly subsidized.

Innovations and Other Changes in the Financial Market
Whether a particular GSE will be fully privatized may depend upon innovations and other developments in the markets in which they participate, indeed, markets which the GSEs were often intended to create.  A number of broad financial market changes have been led by or affected the development of the GSEs:  establishment of uniform lending practices, innovation in debt instruments (asset-backed securities), introduction of new technology, and greater competition.  The original motivation for each of the GSEs was to remedy market deficiencies related to credit access: regional disparities in availability of cost and credit, the absence of debt instruments to match private saving with certain classes of borrowers, or a market bias against particular types of risky borrowers.  Innovations and technical changes have in fact remedied a number of these original market deficiencies.

Standardization of lending practices

Each of the GSEs was chartered with an explicit goal of introducing some type of uniformity in lending practices in their respective markets.  Members of Congress identified standardization in lending practices as one of the principal benefits of a national agricultural credit system in 1914,  Congress’s purpose in establishing Freddie Mac in 1970 was to create a secondary market for conventional home mortgages – an assignment shared with Fannie Mae.  (Fannie Mae had been created about twenty years earlier, but was first authorized to deal in conventional mortgages at the same time Freddie Mac was chartered.)  But conventional mortgages were not in any condition to be bought and sold on a nationwide basis.  Mortgage structure varied widely from state to state, as did appraisal practice.  Federal Reserve officials pointed to such lack of uniformity in legal instruments and lending procedures as a justification for dismissing as infeasible the type of secondary market operations which housing sub-government policy makers envisioned (U.S. Senate 1970).  Successful standardization of conventional mortgage instruments and appraisal practices, accomplished by deliberate efforts on the part of Freddie Mac and Fannie Mae, is the first innovation of crucial significance that has occurred in the marketplace since Freddie Mac was chartered.  Sallie Mae encouraged similar innovations to standardize relevant lending practices and the loan asset itself in its market, establishing an evaluation and compliance standard that banks follow in order to participate in the student loan program.  These steps facilitated the purchase of loans by Sallie Mae and reduced the costs of commercial bank entry into the student loan market.   

Asset-backed securities

The introduction and growth in securitization of financial assets comprises a second dramatic change in the marketplace since 1970.  This change was led by Freddie Mac and Ginnie Mae (a government agency which buys subsidized home mortgages), and joined in by Fannie Mae.  The theoretical possibility of creating pools of home mortgages on the basis of which securities would be issued had been under discussion within the government for some time.  The expectation was that a security representing a claim on such a pool would be a less risky investment than ownership of whole mortgage.  Availability of mortgage-backed securities (MBS) would thus increase the flow of funds into housing credit as well as the overall efficiency of the financial market.  The housing GSEs and Ginnie Mae have been successful in developing operational techniques for thus securitizing home mortgage loans.  Such techniques have subsequently been transferred to create pools of various types of financial assets, including student loans, automobile loans and credit card debt.  Securitization is one factor that accounts for the “revolution in U.S. finance (Litan 1991)” since the 1970s. 

Technology

Freddie Mac and Sallie Mae have been central players in a third broad change in their respective markets: development and use of automation in loan application and portfolio management.  FHLMC, again with FNMA, led in development of automated loan origination procedures.  Using FNMA and FHLMC systems, lenders can originate a loan and simultaneously ensure its sale or securitization.  Sallie Mae has been highly aggressive in developing software for the student loan industry, both for Sallie Mae’s own use in originating and servicing student loans and for sale to client firms for servicing their student loans.  

Competition

When Sallie Mae, the Farm Credit Banks and Freddie Mac were created, they faced limited or no competition in their respective markets; indeed the institutions were established to create markets for particular financial assets.  Today, the three GSEs  we studied face various  levels of competition from different types of financial institutions.  For Sallie Mae, competition comes from at least forty other secondary market purchasers of student loans (U.S. Senate 1995, 3, 5) and from a federal direct lending program initiated in 1993.  The Farm Credit Banks face competition from both government lending programs and commercial banks that have expanded operations to agribusiness and farm mortgage activity.  Freddie Mac’s competition remains very limited – to other GSEs.  The only significant rival is Fannie Mae, although the Federal Home Loan Bank System has developed programs since 1999 through which it is beginning to compete on a small but noticeable scale with the secondary housing market giants.  The advantage in housing GSEs cost of funds, due to the implicit guarantee, precludes potential competing financial institutions from entering the secondary market for home loans.  (There is, however, an active secondary market for “jumbo mortgages,” which are mortgages that exceed the statutory limits on the conventional conforming mortgages in which Freddie Mac deals.)

A major change in U.S financial markets since the introduction of GSEs which is not attributable to the GSEs’ own market interventions is the relaxation of geographic restrictions on commercial banks’ business activity.  Prior to the Interstate Banking and Branching Act of 1994, commercial banks were considerably more restricted with regard to the geographical area within which they were permitted to do business.  In theory, such geographic restraints contributed to the regional disparities in access to capital that GSEs were intended to remedy.  Relaxation of these constraints permits banks to extend business across state lines and to achieve considerable size.  As the banking industry consolidates, the size and geographic scope of major players may enable them to compete with GSEs.
Do market innovations explain privatization?

Critics of GSE expansion suggest that some of the changes described above have obviated the need for GSEs.   Standardization, securitization, and automation, coupled with commercial bank deregulation, facilitate growth in direct lending and the secondary market.  This solves one of the market imperfections that GSEs were intended to overcome: regional variation in access to capital.  But the GSEs primary function, ensuring a flow of  affordable capital to privileged borrowers, cannot be supplanted by private intermediation absent the explicit government guarantee of the underlying loan/asset.  If the extent of innovation in financial markets explained the pace of privatization, then we would expect to see privatization occurring first for the GSEs that participate in the market for residential mortgages.  The types of financial institutions that originate and hold loans, the standards used to underwrite loans, the type of insurance available for lenders (PMI), and the types of debt instruments used to harness private capital have all changed remarkably..  Further, in the case of Freddie Mac, we know that the innovations identified could facilitate operation of an active secondary market in home mortgages because a private secondary market has developed for jumbo mortgages. Yet, Freddie Mac retains its government charter and public status as a GSE.  The case of the Federal Credit Banks is similar. The agricultural GSEs, which have existed in some form since 1916, would certainly be candidates for privatization if innovation in markets explained privatization.  But instead of privatization, the agricultural GSEs have been consolidated, reorganized, and otherwise reformed in ways that preserve the government charter and public status of the components of the Farm Credit System.

Growth and Contingent Liability
Collectively, the GSEs have grown at enormous rates as capital markets in the United States have developed since the end of World War II.   The introduction of market mechanisms to U.S. capital markets, including both deregulation of domestic financial institutions and global capital mobility, has occurred coincident with a greater and greater presence of the United States government in the credit markets.  The total outstanding debt of the GSEs actually exceeds the liability of the United States Treasury.  GSE debt currently accounts for over 15 percent of total debt outstanding in U.S. credit markets (see Figure 1, below)  GSE lending and borrowing, as a percentage of total credit market activity has increased to a quarterly average of over 20 percent [see Figure 2, below).

[Figures 1 and 2 about here]

[Figures are reproduced after the endnotes]

Privatization may be a consequence of this rapid growth and the new understanding of the implications of this growth for the size of government and the borrowing capacity of government.  The public choice motivations for privatization described above suggest that expensive, rapidly growing, or otherwise risky GSEs would be targeted for privatization.  Rapidly growing GSEs threaten to functionally monopolize the flow of capital in particular sectors of the market; risky GSEs pose impose the highest costs on taxpayers,  The net income and outstanding liabilities of the three sample GSEs are summarized in Tables 1 and 2, below.

Table 1.  Net liabilities of the sample GSEs, in millions.



Sallie
Farm Credit
Freddie
Year
Mae
Banks
Mac

1970
n/a
10,905
n/a
1975
245
24,673
6,415
1980
1,281
48,949
22,016
1985
1,296
71,190
108,329
1990
39,172
44,255
338,034
1995
53,014
39.902
579,996
2000
42.625
53.118
979,396

Source: Budget of the United States Government, various years
(1) Farm credit bank total is sum of federal land banks and federal intermediate credit banks before 1987
(2) Freddie Mac liabilities include agency securities and asset-backed securities

Table 2.  Net income of the sample GSEs, in millions



Sallie
Farm Credit
Freddie
Year
Mae
Banks1
Mac

1970
n/a
23
n/a
1975
1
169
8
1980
9
527
31
1985
117
-482
223
1990
290
336
467
1995
428
-317
915
2000
487
-172
2,547

Source: Budget of the United States Government
(1) Farm credit bank total is sum of federal land banks and federal intermediate credit banks before 1987

Sallie Mae is neither the fastest growing nor the most risky of the GSEs.  If the size of the aggregate capital flow was related to the privatization objective, then Sallie Mae and the Farm Credit Banks should share the same outcome.  If poor performance, and the fiscal concerns implicit in GSE failure, motivated privatization, then the Farm Credit Banks would be the target of reformers.  Sallie Mae, financially sounded and relatively small, is instead the first GSE to fully privatized.

Conclusion
A number of features of Sallie Mae can be ruled out as explanations for the choice to privatize. Ownership, types of debt, market innovations, net income, and total liabilities all resembled one of the other two sample GSEs.  The feature that distinguishes Sallie Mae from other GSEs is the separate government guarantee of the underlying loan asset.. The asset – in this case the student loan – does not depend upon the existence of the GSE as the source of subsidy to the end borrower.  This type of direct subsidy may be the primary requirement for privatization of a GSE -- a threshold that, when met, permits the market changes we have identified to encourage privatization.  The introduction of an offset fee, to minimize the costs of the implicit guarantee, also reduced obstacles to privatization.  Sallie Mae stockholder interests, which were adversely affected by the introduction of the offset fee, are positively affected by privatization -- the fee is eliminated and restrictions on eligible business are relaxed.  In the case of Sallie Mae, a broad and actively competitive secondary market has developed, resting upon both technological innovations and the growth of commercial banks.  Since the subsidy to the student is in the form of a guarantee and because stockholders are actually advantaged by privatization, dissolution of the GSE is possible.

This type of transfer of risk through privatization is not possible in the case of  Freddie Mac or the Farm Credit Banks.  In the case of the housing GSEs, there is no other source of subsidy to the end borrower besides the implied guarantee.  It is estimated that the lower cost of funds to Freddie Mac, due to the implied guarantee on agency debt, lowers the cost of a home mortgage to the end borrower by about 30 basis points.  The Farm Credit Banks offer a similar subsidy to rural borrowers – the source of subsidy is not a guarantee on the loan or other type of explicit federal subsidy.  Absent the ability of the GSE to raise funds at an attractive rate,  there is no government subsidy for the lending activity of the Farm Credit Banks and no impact on the cost of credit for farmers.  If this cost reduction is needed, or desirable from a public policy perspective,  the GSE cannot be privatized. 

The existence of a direct subsidy - in the form of a loan guarantee - is a feature that the student loan program shares with some sixty other federal programs.  The guarantee programs subsidize needy borrowers in the same markets served by the GSEs (agriculture and home mortgages) and extend to more narrow markets (ship building, commercial construction and small business enterprise).  Lund (1989) describes the loan guarantee as "one of the most diversified and complex tools in the "federal governmental repertoire."  The federal credit programs, as a whole, represent a wide range of public and private actors and organization using a variety of private and public mechanisms to pursue public policy goals -- the GSEs represent just one subset of this activity.  We find GSE performance and reform to be an essential part of the empirical evaluation and theoretical treatment of privatization.  The federal government creates a variety of enterprises to create and expand private capital markets.  Subsequent reforms to these enterprises redefine private and public owners, shift risks across the public and private sectors, and otherwise renegotiate the private and public aspect of these organizations.  Since the dissolution of Sallie Mae can be explained by an anomalous feature of the primary asset of that GSE, it is unlikely that privatization will be a popular reform option for the other GSEs.  The remaining GSEs illustrate both the magnitude of government influence over capital markets (the $959 billion portfolio of Freddie Mac)  and the costs that this type of intervention can imply (net losses exceeding 200 billion for the Farm Credit Banks).  The successes (which are many) and the failures (which are also remarkable) of the GSEs must be integrated with the performance of contracting out, loan guarantee programs and the government corporation if evaluations of privatization are to reflect the range of public private partnerships in the federal government.,  The GSEs alone are signal examples of the ways that government can put private technology and incentives in the service of public goals.
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Figure 1
Total outstanding liabilities of the government sponsored enterprises,
as a percentage of all outstanding credit market debt
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Figure 2
Quarterly credit market activity of the government sponsored enterprises,
as a percentage of all credit market activity
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� The source for data on aggregate GSE flows and outstanding assets and liabilities is The Flow of Funds Accounts of the United States: Annual Flows and Outstandings, 1995-2000. Board of Governors of the Federal Reserve System (June 6, 2001) and the Budget of the United States Government , various years.





