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DISCUSSION DRAFT
FOR REVIEW AND COMMENT

Elements of Institutional Design in
Financial Services L egislation

The federal government has enacted laws to authorize many different types of
agencies and instrumentalities to serve as financial intermediaries. The federal experience
with these ingtitutions is robust and filled with lessons about the strengths, limitations and
lifecycles of variousinstitutional forms. In today's efficient financial markets, institutions
must be well designed if they are to thrive and carry out their issues of institutional
design are important to assure that the public purposes without creating undue risk to
taxpayers.

This paper provides an overview of some of the distinctions in organization
among financial institutions, with special focus upon government-sponsored enterprises
(GSEs), in an effort to isolate and analyze the consequences of particular forms of
organization and governance for the ability of afinancial institution to serve its mission.
The paper does this by presenting a typology of instituti 0ﬁal forms and then exploring the
advantages and disadvantages of each type of institution.

This paper is organized into five parts. Section | introduces a broad range of
ownership and governance structures and presents advantages and disadvantages of each.
The range includes two basic types, federa agencies and federal instrumentalities, plus
some hybrid variations.

Federal agencies are organizations that are owned and controlled by government.
By contrast, federal instrumentalities are organizations outside of the federal government
that serve public purposes under law. Often they are completely private, in both
governance and ownership, and operate under special chartersthat direct their activities
to serving specified functions and public purposes. These organizations include investor-
owned as well as cooperative institutions.

Section Il explores more closely the legal attributes of federal instrumentalities, with
special attention to the consequences of instrumentality status for private financial
institutions, such as commercial banks, thrift institutions and government sponsored
enterprises, that serve public purposes. While the law applicable to federal agencies has
been well developed in the literature, the legal framework of government
instrumentalities has been neglected as a coherent body of law.



Section |11 of the paper presents four criteria by which to assess the desirability of
alternative ownership and governance structures: the institutional strength provided by
the organizational option, flexibility to respond to evolving markets and circumstances,
accountability to public purposes, and life cycle. Alternative structures are assessed
according to the criteria.

Section |V takes a closer ook at two case studies that illustrate a basic contrast in
ownership and governance options for federal instrumentalities. The Federal Home Loan
Bank System and Fannie Mae (the Federal National Mortgage Association) both are
government sponsored enterprises that serve the U.S. secondary mortgage market. They
are quite different in their operations today, and a good part of that difference relatesto
the contrast in ownership and governance between a cooperative structure and investor-
ownership.

Finally, Section V closes by suggesting some concluding lessons. Perhaps the
most important of these is that government instrumentalities need to be designed with an
eye to the implications of their organization and governance structures for the lifecycle of
the institution. In today’ s fast-moving financial markets, poorly designed financial
institutions may not thrive. In many cases, today's financial markets may be so dynamic
asto make it advisable to support particular activities through simple direct subsidies,
rather than attempting to design specia purpose institutions to serve the same ends.

l. Agencies and I nstrumentalities: The Range of Organizational Forms

Institutions that serve public purposes in the credit markets of the United States
range across awide variety of forms, from organizations that are owned and controlled
by government through those that are completely private in ownership and control.
Figure 1, below, provides an overview of arange of alternatives with respect to
ownership and control of financial organizations that serve public purposesin the United
States.

One caveat is warranted: lawmakers can and do depart from the ideal
organizational forms preferred by public policy specialists. Thus, policymakers may seek
to create organizations that serve public purposes with private sector efficiency; often,
however, the results confirm the fears of the specialists, by creating organizations that
serve largely private purposes, but with public sector efficiency. Careful judgments are
required before trying to draft legislation on the basis of a mix of organizational formsﬂ
For each hybrid public-private form, it is likely that cleaner organizational lines could
serve the same public mission more effectively.

Three of the organizations described below, the government agency
known as Ginnie Mae and the government-sponsored enterprises known as (1) the
Federal Home Loan Bank System, and (2) Fannie Mae, trace their origins to the 1930's
when they were chartered to help overcome the major market failures that occurred in the
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Great Depression. Afterwards, the organizations continued to serve important public
purposes in overcoming imperfections in the residential mortgage market that resulted
largely from legal restrictions upon portfolio lenders.

Those legal restrictions helped to create significant financial disparities between
largely developed areas, where investment funds were available, and less devel oped
regions, where mortgage money was scarce and therefore expensive. The Federal Home
Loan Banks and Fannie Mae were able to sell their obligationsin the areas where the
investment money was available and relatively inexpensive; they used the money to
provide mortgage funds in areas of scarcity. During the period when the United States
imposed ceilings upon interest rates that banks and thrifts could pay to depositors, the
government sponsored enterprises helped to provide funds to institutions that suffered
from disintermediation, i.e., a strong outflow of depositors money.

In addition to the interest rate ceilings, maor underlying market imperfections related to
legal barriers that restricted commercia banks and thrift institutions to serving limited
geographic areas. Because Fannie Mae and the Federal Home Loan Banks were able to
serve the entire United States under more favorable charters, they were able to overcome
these market imperfections without requiring a special subsidy or government
appropriations to serve their secondary market missions.

Thelife cycles of Fannie Mae and the Federal Home Loan Banks, sketched in
Section IV, below, relate to the impact upon their missions now that federal laws have
changed to remove ceilings on interest rates and to permit primary lenders to serve large
geographic areas. These statutory improvements have removed the earlier market
imperfections that Fannie Mae and the Federal Home Loan Banks had helped to
overcome.

A. Organizations Owned and Controlled by Gover nment
(Government Agencies)

The federal government uses agencies to provide large amounts of credit, either
directly or though loan guarantees, to housing, agriculture, education, small businesses
and other sectors of the U.S. economy. Government ownership and control means that
these agencies are a part of the Executive Branch of the U.S. government. With some
variations, they are subject to a broad range of legal requirements including budget
controls, the government appropriations process, limitations upon borrowing, civil
service and classification laws, open-government and disclosure requirements, and laws
relating to procurement, contracting out and acquisition and disposition of property.
Federal law defines the types of loans each agency may provide, the eligibility of
borrowers, relationships with third parties such as lenders who provide government-
guaranteed loans, fees, and the location and staffing of offices.

On the one hand, freedom from the need to earn returns on equity and exemption
from government taxation mean that federal credit agencies can afford to make loansto
borrowers with higher loss rates than would be tolerable to a private lender, even without



access to governmental appropriations. On the other hand, whether or not an agency is
successful at overcoming market imperfections, government frequently is tempted to use
a government agency to channel a subsidy to favored constituencies and activities.

Also, the legal framework of the government agency imposes a broad range of
input controls that restrict the ability of managers to respond to changing markets and
public needs. One distinction among federal credit agencies deserves note: the wholly
owned government corporation is an organizational form that frees some agencies from
some of the input controls that can impede organizational effectiveness. To be a
government corporation, the agency should operate on afinancially self-sustaining basis,
or at least on a potentially self-sustaining basis. If such an agency can support itself from
fees and other income, then the legal form of a corporation can permit freedom from the
appropriations process and other control sEl

In the United States, government corporations include the Government National
Mortgage Association (Ginnie Mag) of the Department of Housing and Urban
Development, the Overseas Private Investment Corporation (OPIC), and the Export-
Import (ExIm) Bank. Credit agencies that are not government corporations include the
Office of Student Financial Assistance of the U.S. Department of Education, units of the
Department of Agriculture, the Small Business Administration, and (today, at least) the
Federal Housing Administration of the Department of Housing and Urban Devel opment.E|

The relative effectiveness of federal agencies vis-a-vis private lenders has varied
according to the state of the American economy. Many federal credit programs,
especially for housing and agriculture, began during the Great Depression, when the
private sector essentially had failed. At that time, the federal government was able to
attract high quality leadership and staff; many federal credit agencies such asthe
Reconstruction Finance Corporation and the Federal Housing Administration were
notable for their effectiveness. Today, the private economy in the United States displays
significant efficiencies and dramatic capacity to adopt innovative technol ogies compared
to many government agencies.

B. Organizations Owned by Government but Privately Managed
(Hybrid Organizations)

A second set of organizations includes those that are owned by government but
managed by private individuals. In the United States, there are not many such hybrid
organizations.

One interesting organization is the Corporation for Public Broadcasting, a
nonprofit corporation that receives regular government appropriations, but is designated
in its charter act as a private organization. The result is to free the Corporation from most
of the input controls that otherwise would apply to a government agency. The
Corporation can hire and fire its employees without regard to civil service and
classification laws, can acquire and dispose of property, contract for services, rent or own
real property, and generally conduct itself as a private institution. On the other hand, the



Corporation is subject to the vagaries of the appropriations process; recent reductions in
government funding have led to increased reliance upon private resources.

Many pitfalls face this type of organization including the dangers of resentment
from both the governmental and the private organizations that may find themselvesin
competition to provide similar services. In the course of the savings and loan debacle in
the 1980s, for example, the Federal Home Loan Bank Board permitted creation of a
hybrid organization known as the Federal Asset Disposition Association (FADA). FADA
was intended to help the government dispose of assets taken from failed thrift institutions.
While FADA's assets consisted of property owned by the U.S. government, a completely
private board of directors governed the institution.

FADA's creation created a storm of controversy that soon led to congressional
action to repeal its charter. In several years of operation, the Association failed to transact
much business. There are indications that FADA failed to obtain support from the federa
government employees at the Federal Savings and Loan Insurance Corporation whose
cooperation was essential to FADA's success, some government officials expressed
resentment at the high salaries paid to FADA officials for carrying out public functions
that might have been implemented by a government agency. In 1989 the Congress
created atemporary government corporation lﬁown as the Resolution Trust Corporation
to perform FADA's functions on alarge scale.

C. Privately Owned Organizations Managed by Boar ds of
Directors That Include Governmentally Appointed Members
(Federal Instrumentalities)

One of the distinctive features of a special purpose charter isthe way that it may
specify the governance structure of afinancial institution. Thus, some federal
instrumentalities are privately owned but are governed by boards of directors that include
members who are appointed by the government. The governmentally appointed members
of their boards of directors give these instrumentalities a somewhat closer perceived
relationship to the federal government than would be the case if all directors were elected
by the private shareholders.

Precedent for the mixture of public and private directors goes back to the early
nineteenth century and the second Bank of the United States; today this organizational
form includes the Banks of the Federal Reserve System as well as government-sponsored
enterprises (GSES) such as Fannie Mae and Freddie Mac.

There is considerable agreement that, for investor-owned financial institutions,
inclusion of aminority of publicly appointed directors does not significantly increase
governmental control of the institution, at least in the United States. This surprising result
(al'so true of the second Bank of the United States) can be attributed to the power of the
shareholder-elected majority of the board, and also to the fiduciary requirements that the
law imposes upon directors. All directors, whether shareholder-elected or government-
appointed, have similar fiduciary responsibilities to the institution and its sharehol ders.IZl



In the United States there are few institutions that are privately owned but that
operate under a board of directors whose members all are appointed by government. The
single major exception is an important one: the Board of Governors of the Federal
Reserve System. The President of the United States appoints the Federal Reserve Chair
and the other Governors of the Federal Reserve Board. These governmentally appointed
Governors, in turn, constitute amgority of the members of the Federal Open Market
Committee, the important body that makes monetary policy in the United States. The
unusual structure of the Federal Reserve System isadirect result of historical
circumstances and the insistence of Marriner Eccles that he would not become President
Roosevelt's Chairman of the Federal Reserve Board unless he were given the ability to
carry out his governmental functions through a governmentally appointed board.

Freddie Mac presents another interesting case. Between its creation in 1971 and a
change in the law in 1989, a board of government officials (the members of the Federal
Home Loan Bank Board) managed it even though it was privately owned. The element of
government control meant that Freddie Mac became subject to some federal laws such as
the Freedom of Information Act, that otherwise apply only to government agencies.

Until Freddie Mac became an investor-owned company, Freddie Mac's owners
were institutions of the savings and loan industry. For most of the years between 1971
and the late 1980s, that industry effectively dominated the Federal Home Loan Bank
Board; this power relationship helped to limit potential disagreements that otherwise
might have occurred between the private owners and the government officials who then
served as Freddie Mac's board of directors. In 1988 a new law permitted Freddie Mac's
stock to trade freely. The result was a substantial increase in the value of the stock and a
windfall to the savings and |oan associations that had held the stock up to that time.

Sallie Mae is a government-sponsored enterprise that includes substantial
nonvoting investor stock, but that is governed by a tripartite board of lenders and
educational institutions elected by shareholders and public directors appointed by the
President of the United States. In practice, Sallie Mag's behavior, and especially the
GSE's dedication to high returns, has not been distinguishable from the behavior of an
investor-owned sharehol der-controlled financia institution.

Thus, in the United States, the inclusion of a minority of governmentally
appointed members on its board of directors does little to change the behavior of a
financial institution. As shall be seen in Part IV below, this observation is true both for
investor-owned companies and for those that are structured to be cooperatives.

D. Completely Private Organizations That Operate Under Special
L egidation (Federal Instrumentalities)

The final category consists of instrumentalities that are privately owned and that
operate under special laws that direct their activities to serving specified functions and
public purposes. This category includes the instrumentalities with governmentally



appointed directors, discussed above, such as the Federal National Mortgage Association
(Fannie Mae) and the Federal Home Loan Bank System. This category also includes
institutions with directors who all are elected by shareholders. These institutions include
commercia banks, thrift institutions and credit unions.

The distinguishing feature of all of these institutions is that they operate under
special purpose charters that create a specia set of benefits and, in return, attempt to
confine the permitted activities of the institution to those specified by law.

As amatter of law, these special-purpose financial institutions are
instrumentalities of government. In contrast to the ordinary private firm, established
under general-purpose laws, these financial instrumentalities may engage only in those
activities authorized under their enabling legidlati on.E|The consequence of the special-
purpose charter of afinancia institution is to transform many issues, that otherwise
would be determined by the marketplace, into issues of public pol icy.E|

Particular sectors of the economy, and most notably the residential mortgage
market, may be served by competing institutions that are organized under quite different
charters. In the United States the charters of commercial banks, thrift institutions (i.e.,
savings and loan associations) and credit unions are authorized under laws of this type.
The Congressis perennially involved with political conflict among institutions that seek
to obtain advantages by expanding their own charters while confining the charter
authority of their competitors.

Often the enabling legislation confers special benefits upon such institutions.
Banks, thrifts and credit unions, for example, benefit from access to federal deposit
insurance; commercial banks have access to the payment system of the Federal Reserve;
credit unions have a special income tax exemption; and so forth.

In return for these special benefits, the enabling legislation also may impose
public policy goals upon these institutions. Banks and thrift institutions, for example, are
subject to the requirements of the Community Reinvestment Act and the Home Mortgage
Disclosure Act. For years, banks and thrift institutions were limited in the geographic
areas that they could serve; even today, notwithstanding the likely enactment of financial
modernization legislation, the law will continue to create impediments to banks or thrift
institutions that might wish to integrate their lending businesses with the provision of
financial services such asinsurance or securities underwriting, despite the economic
convergence of those activities.

Like banks and thrift institutions and other special-purpose institutions chartered
by special laws, the GSEs also are limited to providing the financial services set forthin
their authorizing legidation. The charter acts of Fannie Mae and Freddie Mac, for
example, limit the GSEs to serving a secondary market function with respect to
residential mortgages of a specified size and quality. While their charters may limit the
activities of instrumentalities, the private ownership and control of these institutions



makes it extremely difficult for the government to hold them accountable for service to
particular public purposes.

The legal language of the charter act also has a direct bearing upon governance
and control by the way that it specifies whether an organization will be owned by
investors or by cooperative members or by some combination. Thus, commercial banks
and thrift institutions include investor-owned as well as mutual institutions.

GSEs also exhibit avariety of forms. In contrast to Fannie Mae and Freddie Mac,
that are investor-owned, the Farm Credit System and Federal Home Loan Bank System
are government-sponsored enterprises that are structured to have a cooperative form.

The cooperative form differs from investor-control in the incentivesthat it creates
for the institution. The Farm Credit System, for example, failed financialy in the 1980s
when it extended credit to its borrower members on terms that were far more generous
than would have been offered by a profit-seeking institution.

Banks and thrift institutions and other borrower members own the Federal Home
Loan Bank System; the Federal Home Loan Banks are very careful not to compete with
their membersin offering financia services. As aresult, the Federal Home Loan Bank
charter has become increasingly outmoded as the Bank System is pushed into ever less
important lending functions. In recent years some of the Federal Home Loan Banks have
sought to revive their public purposes through a variety of new programs and legislative
proposals.

Federal law also has created a unique cooperative organization, the National
Consumer Cooperative Bank. The Bank, now calling itself the National Cooperative
Bank, began under federal auspices and soon converted to a completely private institution
that benefited from advantages such as alarge long-term low-interest loan from the
government.

The organization also moved upscale from its origins as the intended financial
supporter of small consumer cooperatives. Today the Bank serves primarily large
producer cooperatives that have complete access to the financial markets and that draw
upon funds from the National Cooperative Bank only when the loan terms are more
favorable than those el sewhere. As atechnical matter, amendments to the Bank's
enabling legidation have transformed the institution from afederal instrumentality into a
completely private company, without a special public mission, that happens to be
organized under afederal charter rather than a state charter.

[. Financial I nstitutions That Serve as | nstrumentalities of Gover nment

From the early days of the United States, the government has used private
ingtitutions to serve as instruments of government poli cy.@ Instrumentalities include



institutions that the federal government charters directly as well as some institutions that
are formed under the laws of a state.

Financial ingtitutions that are federal instrumentalities include government-
sponsored enterprises,commercial banks, thrift institutions, and credit unionsf3 The
Federal Reserve System consists of two elements; the Board of Governorsis an agency of
the United States4while the privately owned Federal Reserve Banks are
instrumentalities.

To keep the discussion manageable, this paper will cover investor-owned or
cooperative instrumentalities of government, but will not discuss nonprofit organizations
except in passing. Nonprofit instrumentalities include federally chartered organizations
such as Ronald Moe has described.™ They also include state-chartered nonprofit
corporations such as some housing finance agencies or student loan finance agencies that
states organize as nonprofits rather than state agenciesto carry out a variety of activities
in furtherance of public purposes.

When the Federal government creates instrumentality status for a private financial
institution, the institution gains benefits and responsibilities, compared to the ordinary
private firm. Perhaps most important, the federal instrumentality is usualy limited by law
in the range of financial servicesthat it may provide. The federally chartered financial
institution operates under enabling legislation that, similar to authorizing laws for federal
agencies, defines the powers and sometimes the types of customers or geographic areas
that the financia institution may serve. For example, economists have traced the financial
vulnerability of commercial banksin the United States during the Great Depression to
federal laws that restricted them to narrow geographic markets.

Figure 2, below, summarizes some of the approaches that have been used in the
United States to promote accountability to public purposes. In return for such limitations,
the federal instrumentality gains a number of benefits, generally including an express or
implied government guarantee of deposits or other borrowings, access to the payments
system of the Federal Reserve System, and often other advantages such as tax exemptions
or preferences. Often the federal government protects the instrumentality from
competition from new entrants.

For government-sponsored enterprises this protection comes in the form of
distinctive charters that are unavailable to new entrants unless they somehow obtain
enactment of specia charter legidlation; for commercial banks and thrift institutions, this
protection has traditionally come from federal agencies that were reluctant to issue new
chartersif they felt that excessive competition might result.[F9]

Asfedera instrumentalities, financia institutions operate within alegal
framework that applies many federal laws and preempts conflicting state laws,I7]
including tax Iaws. On the other hand, to the extent that instrumentalities are privately
owned and controlled, they are exempt from constitutional due process requirement
and laws that apply expressly to federal agenci es.po]
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Figure 2
Promoting Accountability of Private I nstitutions
to Public Purposes

Charter Act Limitations on Authorized Powers

permitted functions

eligible market segments

eligible members or borrowers

requirement to serve less profitable market segments

Governance/Organization Requirements

[ | inclusion of directors appointed by government

[ | inclusion of directors to represent particular constituencies

[ | specification of investor or cooperative or nonprofit
structure

Supervision by a Government Agency

u oversight or regulation of activities
[ | required approval of new activities
u supervision of safety and soundness

Transition or Sunset Provisions

[ | transition to competitive market activities at the end of
government subsidy (e.g. repayment of government stock
or loans)

[ | transition to a completely private board of directors at the
end of government subsidy

[ | transition to a completely private company, without

government sponsorship

Exclusivity or Nonexclusivity of Charter
u extent that the charter initially is exclusive to one company

[ | extent that the government later permits other companies to
operate under similar charters or on similar terms
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From the perspective of organization and governance, the legal framework of
federal instrumentalities has special consequences. Most important, the federal
government lacks the general business corporation laws that are common features of state
law. This means that important issues of governance, relations of owners of afinancial
institution to the board of directors, and shareholder rights generally may be undefined,
or only loosely defined, by the federal law that governs federally chartered institutions
such as national banks and government sponsored enterprismln some cases, it may be
necessary for the institution’s federal supervisor to issue regulations that may help to
supplement sparse legidlative language and avoid confusion.

Because their performance in the marketplace relates closely to the extent that
their charters provide advantages over competitors in the same markets, federal
instrumentalities provide interesting lessons for the design of financial institutionsin the
future. In particular, Fannie Mae, and its companion Freddie Mac, provide an interesting
contrast with another government-sponsored enterprise, the Federal Home Loan Bank
System.

The contrast is especially useful because of the comparability in advantages, and
especially the benefits of an implied guarantee of debt obligations plus tax preferences,
that the law provides for these GSEs. That comparability of competitive advantage, albeit
combined with somewhat different powers, permits the analyst to attribute much of the
difference in performance of the institutions to their governance structure. Section IV,
below, illustrates the contrast in governance for the three GSEs and the implications of
the governance structure for financial performance.

[I1.  Criteriafor Assessing the Desirability of Alternative Organization and
Governance Structures

In assessing alternative structuresit is useful to suggest criteria by which
policymakers can begin to assess their advantages and disadvantages. Based upon
research on institutions in the United States,22]four criteria suggest themselves: (1) the
institutional strength provided by the organizational option, (2) flexibility to respond to
evolving markets and circumstances, (3) accountability to public purposes, and (4) life
cycle.

Consider each of thesein turn. Institutional strength leads the list of criteria
because it is the sine qua non for providing financial services. A weak or incapable
institution can drain resources rather than contribute to market developments. Especially
if atroubled institution is endowed with public purposes, the political system may seek to
prop it up with expensive amelioratives rather than admit failure.

Given the remarkabl e speed with which financial markets, and mortgage markets
in particular, develop in many countries, flexibility is an attribute of increasing
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importance. It isthe criterion of flexibility that highlights the difficulties faced by many
government agency credit programs today.

Accountability to public purposesis particularly important if an ingtitution isto be
more than merely a source of financial benefit for its private owners. Accountability
requires careful consideration; an effective legal framework helps to mitigate or even
avoid the potentially serious conflict between doing well and doing good, i.e., the tension
between financial returns and service to parts of the market that otherwise might not be
served.

Finally, it isimportant to attend to the life cycle of an institution. The law displays
a systematic pattern of lagging behind the financial markets. This creates a need to
consider carefully the life cycle and exit strategies for government agencies and
government-sponsored enterprises and other institutions that are chartered under special
laws. Inattention to life cycle can create an institution that is increasingly out of touch
both with public needs and with the demands of the marketplace.

Consider now the application of these criteria to the organization and governance
alternatives discussed above. Figure 3, below, summarizes the advantages and
disadvantages of the three major organizational forms discussed above.

The government agency lends itself to performance of functions that rely upon
uniquely governmental attributes, such as a continuing ability to subsidize activities and
the authority to set requirements for the marketplace. However, for provision of financial
services, a government agency lacks much of the flexibility and institutional strength that
are available to institutions in the private sector. Accountability of government agencies
to public purposes can be marred by micromanagement from policymakers and attention
to arange of parochial issues such as maintenance of offices or staff in locations that
would not be justified on the basis of greater public needs.

The cooperative organization provides a useful tool to support members such as
lending institutions. However, the governance by a board el ected by the members of the
cooperative means that the institution always will support rather than compete with its
members. This can be useful, especially at early stages of development of the mortgage
market. However, as the mortgage market evolves, the cooperative organization can find
itself displaced, possibly by its members as they gain powers directly, and possibly by
competitors who begin to thrive at the expense of the cooperative and its members.

The investor-owned institution can have considerable institutional strength and
flexibility. However, unless directed by provisions of its charter act, the profit-oriented
investor-owned company will tend to move to the most profitable parts of the market,
regardless of public purpose.

13



Figure3
Alternative Organizational Formsin the United States:

Advantages and Disadvantages

Gover nment Cooperative GSE Investor-Owned
Corporation GSE
I nstitutional may be limited by limited by power of tends to be strong
Strength governmental the cooperative
restrictions, e.g. asto | owners
staffing or ways of
doing business
Flexibility can beflexible, can beflexible; very flexible, within
subject to preferences | limited by power of charter limits
of constituencies the cooperative
owners
Accountability to yes, but sometimes can be designed, can be designed,
Public Purposes with outside micro- especialy initialy, especiadly initialy,
management for but members come but shareholders
parochial purposes first come first
LifeCycle structure and can becomeweak if | will try to expand its
functions can become | the members powers and charter
outmoded or diminish or if the benefits and
uneconomic members gain new dominate government

powers

oversight and its
market
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Again, those issues are best addressed by considering an institution's life cycle
and the possible need to provide for atransition of the company to a completely private
institution, without public benefits or public responsibilities, as the market overcomes the
market imperfections that called for government involvement in the first place.

IV. Thelmpact of Organizational Form and Gover nance Upon Function: A
Closer Look at Two Housing Finance I nstitutionsin the United States

A. I ntroduction

The functions of an organization strongly determine the appropriate form for its
structure. On the other hand, selection of a particular structure can have substantial
impact upon the activities of the organization as well.

In the United States Fannie Mae and the Federa Home Loan Bank System each
provide interesting lessons in this regard. The contrast between the dynamic and
innovative Fannie Mae and the increasingly archaic Federal Home Loan Bank System
relates in good part to the fact that Fannie Mae is investor-owned and sharehol der-
controlled while the Federal Home Loan Banks are owned and governed cooperatively by
their member-borrowers.

Both Fannie Mae and the Federal Home Loan Bank System (hereafter, the
"Banks") trace their origins to the Great Depression. The Federal Home Loan Bank
System was created in 1932 as a part of the government's efforts to provide liquidity to
the mortgage market. Fannie Mae began in 1938 to serve similar purposes, as a
subsidiary of the huge New Deal credit agency, the Reconstruction Finance Corporation.

Today, both the Federal Home Loan Bank System and Fannie Mae are
government-sponsored enterprises. They are privately owned and operate with boards of
directors that include a minority of members appointed by the government. They both are
secondary mortgage market facilities, but by law provide somewhat different financial
services.

All GSEs benefit from special government privileges, including the ability to
borrow large volumes of money less expensively than would be warranted by their
creditworthiness alone, if considered without regard to their ties to the government. Their
special privileges have helped to make Fannie Mae and the Federal Home Loan Bank
System into some of the largest financial institutions in the United States, each holding
housing-related assets amounting to hundreds of billions of dollars.

Thus, on average, Fannie Mae has more than doubled in size every five years
since the government chartered Freddie Mac in 1970. The following table shows the
growth of Fannie Mae, including its outstanding debt obligations plus outstanding
mortgage-backed securities, between 1970 and 1995:
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1970 1975 1980 1985 1990 1995
$15.2 $30.0 $54.9 $149.0 $423.2 $8124
billion billion billion billion billion billion

Source: CBO (1991) and OFHEO (1999) reports

The Federa Home Loan Banks also have used their GSE privileges to grow
rapidly, in terms of their consolidated obligations outstanding:

1970 1975 1980 1985 1990 1995
$10.5 $16.4 $37.3 $75.6 $117.9 $2314
billion billion billion billion billion billion

Source: CBO report (1991) and FHLBS annual financial statements (1995)

To see how their governance structure affects financial performance, consider
first the Federal Home Loan Bank System and then Fannie Mae.

B. The Federal Home L oan Bank System

The Federa Home Loan Bank System consists of twelve regional banks that
provide collateralized loans, called "advances,” to member financial institutions.
Originally membership in the Bank System was limited largely to savings and loan
associations. In 1989, after the savings and loan debacle greatly diminished the number
of thrift institutions, the System's charter was expanded to provide for membership by
other institutions, especially commercia banks with significant mortgage portfolios. The
regulator of the Federal Home Loan Banks is the Federal Housing Finance Board
(FHFB), an independent government agency.

The governance structure of each Federal Home Loan Bank includes a
President/CEO and a fourteen-member board of directors. The board consists of eight
shareholder-elected directors and six directors who are appointed by the FHFB. By law,
at least two of the appointed directors must be consumer representatives. Each elected
director is designated by the FHFB as representing members of a particular state included
in the district served by the Bank.3]

The Federa Home Loan Banks provide their primary secondary market benefit in
the form of collateralized loans to members who choose to borrow from the system.
Because of GSE status, the Federal Home Loan Banks are able to offer longer maturity
advances than may otherwise be available to members. A particular benefit of Bank
advances is that they can help membersto fund their mortgage portfolios with
borrowings of comparable duration. The Banks aso provide other services for their
members, such as data processing and trustee services.

In earlier decades, Federal Home Loan Bank advances at times were essentia to

the savings and loan industry. At atime when the law limited thrifts to serving local
market areas, the Federal Home Loan Bank System used its status as a GSE to borrow
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money in cash-rich areas and provide those funds to local savings and loan institutions
making mortgages in developing but cash-poor parts of the country. In the 1960's, the law
imposed ceilings upon the interest rates that thrifts could pay for deposits. When interest
rates rose, deposits flowed out of thrift institutions in a process known as
"disintermediation.” At such times, Federal Home Loan Bank advances provided a much-
needed source to help thrift institutions to fund their mortgage portfolios.

Today, members see the Bank advance as merely one source of funds among
many. The high collateral requirements to receive a Bank advance often make other
sources more attractive. Indeed, many members buy stock in a Bank as away to receive
dividends rather than to receive advances.

The governance structure of the Banks helpsto assure that they will support rather
than compete with their members. One President/CEO of avery large Bank explains
privately, for example, that the governance structure includes directors who are reelected
to serve very long terms, plus arotating series of President/ CEOs. While the pattern for
other Banks may vary, it is clear that the tenure of a Bank President/CEO depends
directly upon the satisfaction of members with the quality of service that they receive
from the Bank.

This leads to the interesting spectacle of reluctance of the Federa Home Loan
Banks even to consider charter expansions, for example to guarantee mortgage-backed
securities, that might interfere with the profits of their members. Over time, as the role of
Bank advances has declined in importance, such charter expansions have seemed
increasingly needed if the Banks were to continue to be relevant to today's dynamic
mortgage market. Indeed, at the end of 1995, the Federal Home Loan Banks together held
an investment portfolio, largely unrelated to any public purpose, that exceeded the total
volume of advances outstanding.

The FHFB and the Congress have been seeking new missions and functions for
the Bank System. Legislation is pending, for example, that will permit Banksto offer
advances to their smaller members that could be collateralized by small business loans,
agriculture, and rural and community development loans, and not merely home
mortgages. It is not clear that the overcollateralized advance, even if the type of eligible
collateral were expanded, can long remain a very competitive product in today's financial
environment.

Even without obtaining legislation, the Federal Home Loan Bank of Chicago has
developed a new mortgage funding program that may become a substitute for traditional
advances. This new program, known as "Mortgage Partnership Finance" alows alender
that is amember of a Federa Home Loan Bank to originate mortgages that are funded
directly by the Federal Home Loan Bank on the basis of its access to low-cost GSE
funding. However, before it goesto significant scale, the program will need to overcome
both operational and legal obstacles.
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C. The Federal National Mortgage Association
(Fannie M ag)

Fannie Mae provides an interesting contrast to the Federal Home Loan Banks.
From itsinception in 1938 until 1968, Fannie Mae served the secondary mortgage market
as afedera government agency. Under its charter, Fannie Mae was permitted to purchase
(but not originate) and sell residential mortgages that were insured by the Federal
Housing Administration or guaranteed by the Veterans' Administration.

Fannie Mae served as a secondary mortgage market facility for lenders
throughout the United States. Especidly in early years, mortgage bankers used Fannie
Ma€e's services, thrift institutions preferred to hold mortgages in portfolio rather than
selling them.

Even as a government agency, Fannie Mae was able to use its market position to
promote innovations in the residential mortgage market. For example, Fannie Mae hel ped
to promote use of title insurance as a way to reduce dependence upon outmoded title
registration and transfer systems.

In 1968, the United States government found itself compelled to deal with
growing federal budget deficits. That year, the Johnson Administration proposed to sell
Fannie Mae as a corporation to private shareholders, as away to raise money. The
government proposed to separate the secondary market functions into those that were
profitable, to be carried out by the new private company, and those that were not
profitable, to be carried out by a new government agency to be known as the Government

National Mortgage Association (Ginnie M ae).

Originally, the Johnson Administration considered a cooperative structure for
Fannie Mae, in part to assure that private parties would be willing to pay for sufficient
stock in the new company. Under the Administration's finished proposal, the company
was structured to be investor-owned, but with statutory provision for stock purchases by
mortgage companies that sold mortgages to the company or serviced them. The board of
directors consisted of a majority of shareholder-elected directors and a minority of
directors appointed by the President of the United States.

The cooperative vestiges of early thinking about the 1968 proposal can be seenin
the statutory requirements that at least one of the appointed directors shall be from the
homebuilding industry, at least one from the mortgage lending industry, and at least one
from the real estate industry. In practice, these requirements have been useful in
strengthening ties between Fannie Mae and its constituent groups.

The sale of stock in the new company was a huge success. Fannie Mag's stock
now istraded on the New Y ork Stock Exchange. As a government-sponsored enterprise,
rather than a government agency, Fannie Mae was able to gain considerable flexibility in
its operations. An early step was to reduce the number of employees inherited from the
government agency; for the remaining employees, salaries rose significantly.
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In 1970, the Congress created a parallel secondary mortgage company known as
Freddie Mac, the Federal Home Loan Mortgage Corporation. The thrift industry pushed
for the creation of Freddie Mac to complement the Home Loan Bank Systemin
supporting thrift institution activities through the secondary mortgage market.

As noted above, Freddie Mac's board of directors consisted of the three
government officials who served as members of the government agency responsible for
oversight of the thrift industry, the Federal Home Loan Bank Board. As government
officials with limited compensation, the Federal Home Loan Bank Board tended to hold
down compensation of Freddie Mac officials and employeesto similar levels. Thus, one
consequence of the difference in governance structures between Fannie Mae and Freddie
Mac was that, especially in the 1980s, Fannie Mage's compensation packages tended to
exceed those of Freddie Mac. Fannie Mae was able to use this disparity to attract talent
fromitsrival.

By 1970, the growth of the private mortgage insurance industry meant that the
Congress was ready to expand Fannie Mage's charter authority. Both Fannie and Freddie
were permitted to deal not only in government-insured or guaranteed mortgages, but also
in those that were backed by private mortgage insurance. Today, Fannie Mae and Freddie
Mac are eligible to deal in investment-grade conventional (i.e. privately insured)
mortgages up to alevel specified by statutory formula, based upon new house prices each
year.

Fannie Mae and Freddie Mac have continued to push, often successfully, for
expansion of their charter authority. For example, the Congressin 1989 deleted a
provision that limited the public purposes of Fannie Mae to providing "supplementary
assistance” to the secondary mortgage market, and substituted broader language that the
GSE shall provide "ongoing assistance” to the secondary market.

Fannie Mae and Freddie Mac have used their market position to help improve the
functioning of the secondary mortgage market. In 1971 the two companies, with
congressional support, helped to standardize mortgage forms in the United States.

The two companies today are deploying innovative technol ogies to reduce
transactions costs and improve service to the mortgage borrower. Automated
underwriting systems of the two companies, for example, help to expand the availability
of mortgages to people who might not have qualified under traditional standards of
creditworthiness. These changes are evolving at an accelerating pace. Indeed, a Freddie
Mac analyst recently published avision of a marketplace in which mortgages were
completely integrated with other financia delivery systems.ther financial
ingtitutions, that find themselves on the defensivein thﬁompetition with Fannie Mae
and Freddie Mac, have begun to register some concern.

At the same time, the enterprises have used their market power to build a base of
political influence that resists efforts of the government to make any changes in their
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charters that management believes would not further the interests of the investor-
shareholders. The U.S. Department of the Treasury has pointed to the "tension between
profit and public purpose":

"When creating a GSE, Congress defines the problem (i.e., the
market imperfection) it seeks to overcome, provides benefits (subsidies),
and imposes limitations on the GSE. But if Congress wishesto revise
those decisions in response to changing public needs, it no longer has the
same freedom of action. In addition to the usual constraints of the
legislative process, it must contend with the private interests of the GSE
and its shareholders. Congress must consider, and legislate, any such
changes through a process in which the GSEs are significant participants.
As aprivate company, the GSE will act to fulfill itsfiduciary
responsibilities by promoting and protecting the interests of its

sharehol ders."

The Congressional Budget Office (CBO) reported in 1996 that Fannie Mae and
Freddie Mac, today's largest GSEs, keep a significant portion of their public subsidies
(worth about $ 6.5 billion to Fannie Mae and Freddie Mac in 1995) for shareholders
rather than passing them on to homebuyers. The CBO further points out that concern
about the apparent imbal ance between the costs and benefits of the housing GSEs extends

beyond the $ 2 billion a year that they retainf®]

"One further concern is that Fannie Mae and Freddie Mac rather
than public officials substantially control the amount of subsidy provided

to the GSEs."B]

In other words, the investor-owned GSEs have gained so much power that they
that their pursuit of investor returns may have begun to crowd out the public benefits.
Their power also makesit difficult for the government to devise an exit strategy even if
the public costs of al GSE activities, including about two trillion dollars of poorly
supervised cont[ia.ﬂgent liability for the government and taxpayers, begin to outweigh the
public benefits.

V. Conclusions

Several conclusions emerge from this review of organizational forms. First, in
today's economic environment, private instrumentalities can be stronger and more
flexible than government agencies in providing financial services. When a government
agency organizesitself around financial functions, it tends to resist changes that may be
needed to accommodate changes in those functions. Y et continuing organizational
change may be essential, to accommodate the continuing evolution of technologies and
the markets that the government agency seeks to serve.
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Second, government instrumentalities too face difficulty in adapting to changing
technol ogies and markets. The specia purpose charter is vulnerable to changesin
markets and public purposes. Unless constituencies are strong enough to obtain
expansions of a special purpose charter, the institution may find itself, similar to the
Federal Home Loan Banks, being pushed to the margins of relevant markets. The result
can beirrelevance or, if diminishing returns lead to greater risk-taking, increased
likelihood of financial failure and possible taxpayer exposure to financial losses.

With the increasing speed of evolution of technologies and markets, issues of
lifecycle become very important for financial instrumentalities. Legislators need to
incorporate exit strategies in specia purpose charters before rather than after institutions
are threatened with irrelevance or financia losses. The framers of early federal financial
instrumentalities included twenty-year limits upon the terms of the special purpose
charters of the two Banks of the United States, for example. At least with respect to many
instrumentalities, such sunset provisions can provide the government an option to renew
each statutory charter while also furnishing an opportunity for review of their public
benefits and costs.

Third, the hidden cost of the proliferation of special purpose chartersisthe way
that these shift marketplace decisions to government policymakers. The ordinary private
firm does not benefit from special subsidies that government has provided to many
instrumentalities, such as tax preferences, regulatory advantages or exemptions, or
special guarantees such as deposit insurance or the implicit backing of GSE obligations.
The ordinary private firm aso does not benefit from the barriers to entry and competition
that the government often erects around its instrumentalities in an effort to protect them
from failure. Perhaps most important, the ordinary private firm goes out of business when
it fails, by contrast, the instrumentality generally must be closed by aregulator or other
government action.

The net result of the special competitive position of federal instrumentalitiesis
that financial success tends to flow to the institutions with the most favorable charters
rather than to the firm that best meets market needs. The government is remarkably
unskilled at addressing the perverse effects of a subsidy when the subsidy attachesto a
particular institution or type of institution rather than to the actual function that the
government istrying to subsidize.

Fourth, the government may face special challengesin attempting to regulate the
public benefits and limit the potential public costs of operations of government sponsored
enterprises. The government subsidy for GSEs gives them the power to displace the
competitors in the marketplace. Their market power, in turn, gives them the ability to
dominate the political process aswell.

Indeed, GSEs may find that they can gain greater benefit from manipulating the
political process than they can from dealing with market forces. Thus, despite having lost
thelir ability to serve a public purpose of significant value, the Federal Home Loan Banks
have been able to turn to their congressiona authorizing committees and to their federal
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regulator, the Federal Housing Finance Board, to permit their entry into lines of business
that they hope will be financially more attractive. This pattern of attempting active
management of their political environment has been a hallmark of Mercantilist type
companies and their successorsin the Urgﬁed States, including the Banks of the United
States and the transcontinental railroads.

Finally, ininstitutional design asin architecture, form follows function; the design
of an appropriate governance structure for afinancial instrumentality should relate to the
functions that the institution is intended to perform. This leads to a recommendation:
government policymakers should be careful before creating or expanding the role of
instrumentalitiesin today's fluid financial markets. Just as technologies are forcing an
unbundling of financial services that previously were conveniently lumped together, so
too isit necessary today to unbundle government subsidies from institutional forms. The
elements of financia policy today increasingly revolve around distributional issues rather
than the need to overcome market imperfections that federal agencies and
instrumentalities addressed so well in the past.
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