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he Federal National Mortgage

Association (Fannie Mae) and
the Federal Home Loan Mortgage
Corporation (Freddie Mac), the
major housing government-spon-
sored enterprises (GSEs), hold domi-
nant positions in the U.S. mortgage
market. They have likely passed a
mortgage interest rate subsidy of
25-50 basis points to homebuyers
through their interventions in the
housing market, especially by easing
loans to those who could not afford
to buy a house. Therefore, any policy
reform that eliminates Fannie Mae
and Freddie Mac from the U.S. mort-
gage market, all else equal, would
have the likely effect of eliminat-
ing this interest rate subsidy on
mortgages.

The results highlighted in this
report are based on a series of studies
examining the static and dynamic
effects of eliminating GSEs on the
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U.S. housing market and the overall
economy.

The Impact of Eliminating
Fannie Mae and Freddie Mac on
Housing Prices, Housing Starts,
and Homeownership. This line of
time-series econometric analyses
can be thought of as examining how
the phasing out of the GSEs would
affect demand for housing, supply
of housing, and the demographics of
homeownership.

Effect on Housing Prices. This
line of research tries to capture the
effects of GSE interventions in the
housing market through subsidized
interest rates and down payments on
median single-family home prices
at the national level using quarterly
data from 1980 to 2010.! The results
indicate that:

m The conventional mortgage inter-
est rate has a very small negative
impact on home prices.

m A 25-basis-point increase in the
conventional mortgage interest
rate, holding other things equal,
leads to a 2.25 percent reduction
in home prices.

m Home prices are influenced more
by mortgage interest rates than
by down payments. This has

important policy implications for
financial institutions, because
changing the down payments
compared to the mortgage inter-
est rates would have less impact
on home prices.

m The overall results indicate that
home prices are influenced mainly
by such fundamentals as house-
hold assets, personal income, and
effective tax rates and not by
mortgage interest rate.

Effect on Housing Starts. This
line of research attempts to capture
the effects of interventions by the
GSEs on housing starts by creating
a hypothetical scenario in which
one could see what would happen to
housing starts without Fannie Mae
and Freddie Mac.? Housing starts
are not only an important indicator
of overall strength in the housing
sector; they are also a great contribu-
tor to economic growth. Shutting
down Fannie and Freddie during the
test period of 1980-2010 would have
slightly affected housing starts at
the national and regional levels. The
analysis uses time series regression
models with quarterly data across a
30-year period to examine the effects
of changes in conventional mortgage
interest rates on housing starts both
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at the national and census regional
levels. The results indicate that:

m A higher conventional mortgage
interest rate would have had a
minor negative impact on hous-
ing starts at both the national
and regional levels, all other
things being equal. Based on the
assumption that Fannie Mae and
Freddie Mac did not exist across
the test period of 1980-2010, the
econometric results of this study
suggest that housing starts would
have been lower by a mere 0.05
percent at the national level over
this period.

m The South and West seem to be
more sensitive to changes in mort-
gage interest rates because, as
discussed by many scholars, they
are more land-regulated and have
higher density of population.

In sum, the results indicate that
fundamentals such as real output,
consumer price index (CPI), fam-
ily income, total value of household
assets, price-to-rent ratio, and level
of household debt are the most
important factors shaping hous-
ing starts both at the national and
census regional levels. Contrary to
expectations, the conventional mort-
gage interest rate plays a minor role
in shaping housing starts.

The results of this study are in
accordance with those of Christian
Pierdzioch, Jan-Christoph Rulke,

and Georg Stadtmann, who found
that expected housing starts are
affected mainly by macroeconomic
fundamentals, such as real GDP, CPI,
and expected inflation, not by mort-
gage interest rates.®

Effect on Homeownership. This
line of research uses three series of
regression models to gain insight into
the determinants of homeownership
rates.* The first regression model
analyzes aggregate national-level data
for 1980-2010. The second regression
model analyzes factors that influ-
ence the homeownership rate by race/
ethnic group for 1994-2010, where
historical data are available. The third
model analyzes homeownership by
census region for 1992-2010, where
regional homeownership data are
available. The major results of these

econometric regressions indicate that:

m Eliminating GSEs could lead to
very small changes in the home-
ownership rate. Indeed, a1 per-
cent increase in mortgage interest
rate is associated with 0.1 per-
cent lower homeownership at the
national level.

m Household assets, expectations of
future home price appreciation,
personal saving rate, effective tax
rate, vacancy rate, housing starts,
and the Wilshire index (a metric
of stock market prices) are the
most important factors in shap-
ing the homeownership rate at the
aggregate national level.

Blacks are more sensitive to
changes in mortgage interest
rates than whites and Latinos.
However, the responsiveness of
homeownership to interest rates
is at avery low level for all ethnic
groups: A 1 percent increase in
mortgage interest rates is associ-
ated with a 0.02 percent decrease
in homeownership for whites
and Hispanics and a 0.05 percent
decrease in homeownership for
blacks. The results indicate that
shutting down the GSEs would
reduce the homeownership rates
for whites and Hispanics by as
little as 0.5 percent and for blacks
by almost 1.2 percent.

The responsiveness of homeown-
ership rate to down payment is
trivial compared to economic
fundamentals, such as GDP per
capita, effective tax rates (an
average of state and local tax
burden), and socio-demographic
features.

Homeownership for race and
ethnic groups is driven mainly by
fundamentals, such as GDP per
capita, the effective tax rate, and
socio-demographic features such
as household size, income dis-
tribution, marital status, female
participation in the labor mar-
ket, and education. Therefore,
GSEs’ intervention to raise the
homeownership rate among race
and ethnic groups by subsidizing
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mortgage interest rates seems
inconsequential.

m The homeownership rates are
more responsive to changes in
mortgage interest rate in the
West and Midwest than in the
Northeast and South. Put differ-
ently, the Northeast region is the
least responsive to changes in con-
ventional mortgage interest rates.

The implication of these results
for policy is straightforward: Once
housing and financial markets recov-
er from the recent turmoil, shutting
down Fannie and Freddie would
have at most a slight impact on hous-
ing starts nationally.

The Macroeconomic Effects
of Eliminating Fannie Mae and
Freddie Mac. CDA analysts used a
structural model of the U.S. economy
to investigate the likely macroeco-
nomic effects of eliminating Fannie
Mae and Freddie Mac agency activ-
ity.® We simulated an economic fore-
cast where Fannie Mae and Freddie
Mac agency activity ceases, ending
the likely mortgage interest rate
subsidy passed to market borrowers.
This economic forecast is compared
to abaseline economic forecast
reflecting no changes in Fannie Mae
and Freddie Mac agency activity.

The simulation results indi-
cate that as the economy and labor
markets stabilize over the 10-year
forecast period, real household dis-
posable incomes and consumption
increase relative to baseline levels
by 0.08 percent and 0.03 percent,
respectively.® Moreover, borrow-
ing costs related to mortgages rise
over the forecast period, leading to
decreases of 2 percent in home mort-
gage acquisitions and 0.75 percent in
the level of household liability hold-
ings. The deleveraging by households
over the forecast period offsets some
decrease in the changes in household
holdings of financial assets.

Opponents argue that eliminating
these institutions would likely lead
to a serious deterioration in the U.S.
mortgage market, which would leave
the economy significantly worse off.
We find, however, that eliminating
Fannie Mae and Freddie Mac agency
activity would have minimal impact
on these markets and the overall
economy. The average annual decline
in real output over the 10-year fore-
cast period is 0.04 percent, or a $6
billion average difference from base-
line levels.

Eliminate Fannie and Freddie.
The estimated results in recent
Heritage studies provide additional
insight and evidence that GSEs

should not be part of the path to a
new mortgage market. Eliminating
Fannie Mae and Freddie Mac could
save billions of taxpayer dollars in
the U.S. mortgage market through
eliminating the subsidy that has
induced U.S. households to take on
more debt-related consumption, end-
ing up underwater.

Indeed, many households were
never in a position to handle such
debt; therefore, subsidizing them
to become homeowners is not only
inconsequential in raising homeown-
ership but also detrimental to the
financial market. More important,
the results of our studies suggest that
the effects of removing these subsi-
dies would be minimal and predict-
able both on the U.S. housing market
and on the overall economy.
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