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ver the coming decade, Americans
Owill create more than a million new

households each and every year.
Add to that the historical increase in home-
ownership rates and the rise in the price of
housing (partly from the gradual upgrading
of homes), and it is clear we will need
about $1 trillion more each year to fund
new mortgages. Where will the money
come from?

Enter a world market for capital and
the efficient U.S. arrangements for hous-
ing finance, which attract low-cost capital
in all economic environments with low
transaction costs. AsUCLA’ss Richard
Roll has stated, “The U.S. mortgage mar-
ket is the envy of every other country.”
Why is this so?

One reason is that Freddie Mac’s and
Fannie Mae’s debt- and mortgage-related
securities have become a prime choice for
many foreign investors. These two govern-
ment-sponsored enterprises (GSEs) have
transformed the American mortgage —
especially the long-term, fixed-rate, low-
down-payment and freely prepayable mort-
gage that Americans cherish — into sim-
ple, transparent and easy-to-price securi-
ties. In so doing, Freddie Mac and Fannie
Mae have made our national supply of
mortgage credit more liquid, stable and
affordable.

They have also converted a large part of
our current account deficit (the amount by
which the value of imports exceeds the
value of exports) into a powerful engine to
generate capital for mortgages for
American families.

)

We all know of the gloomy statistics
about the current account deficit. For
example, on Dec. 16, the Department of
Commerce announced that for the third
quarter it had risen to $165 billion, an all-
time high. But the flip side of the trade
deficit in goods and services is the trade
surplus in capital. That is, the inflow of
capital from abroad makes up the differ-
ence between imports and exports, and this
inflow, plus our own domestic savings, pro-
vides the capital we need for investments
here at home.

Where this capital from abroad goes is
critically important. Much ofit goess into
investments in plant and equipment. But a
lot of it enables people to build and buy
homes — one of the reasons why the U.S.
economy held firm over the last three years
despite the loss of $8 trillion in stock mar-
ket wealth and other shocks following the
terrorists’ attacks of September 11, 2001.
Aided by the Federal Reserve’s commit-
ment to low interest rates, the secondary
mortgage market created by Freddie Mac
and Fannie Mae — its size, strength and
flexibility — proved a bulwark of econom-
ic strength and stability when the U.S.
needed it most.

The rather standard, highly-liquid and
low-risk securities offered by Freddie Mac
and Fannie Mae have been essential pil-
lars. What these two GSEs do is bundle
mortgages and create “mortgage-backed
securities” (MBS) that are then traded on
the open market. When investor appetite
for MBS dwindles, the GSEs issue simi-
larly liquid and transparent debt securities
that are especially attractive to foreign
investors who may be unfamiliar with the
nuances of MBS.
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The system works well. Gone are the
days of mortgage credit crunches and exor-
bitant mortgage rate spreads. American
homeowners — present and future — are
assured of a steady, liquid and generally
affordable supply of mortgage credit. And
investors, both domestic and foreign, are
provided a flow of debt- and mortgage-
related securities that are highly liquid,
transparent and secure.

Freddie Mac’s and Fannie Mae’s securi-
ties have proven so attractive to foreign
investors that those securities routinely
“insource” between 20 percent and 25 per-
cent of all the dollars our current account
deficits send abroad. In part because of
Freddie Mac’s and Fannie Mae’s opera-
tions, foreigners invest their dollars in one
of the most important and productive sec-
tors of the U.S. economy, providing more
and better housing than domestic invest-
ment alone could provide — and, accord-
ing to numerous studies, enabling a reduc-
tion in social costs such as crime and teen-
age pregnancies.

Of course, the two GSEs must hold suf-
ficient capital to protect their mortgage
portfolios against real economic risk, and
they must account for their assets and lia-
bilities in a transparent fashion that assures
both regulators and investors. But the
model is sound and provides very large
benefits to homeowners, investors, and the
global economy.
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