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At a Glance

To help make credit more available and affordable for borrowers, the federal government provides
assistance in the form of loans and loan guarantees. Such credit assistance—which is projected to
consist of $228 billion in new direct loans and $1.6 trillion in new loan guarantees in 2025, at an
estimated cost of $2 billion—exposes the federal government to financial risk. In some cases, the gov-
ernment shares that risk with private lenders or investors. Such public-private risk sharing can reduce
the government’s risk (by transferring some of it to private parties) and thus lower costs to taxpayers.
In addition, risk sharing can generate market-based information about the federal government’s total
exposure to risk.

In this report, the Congressional Budget Office examines the following forms of risk sharing used by
federal credit programs and explains how it accounts for the effects of each on the federal budget.

® Partial Guarantees. With partial guarantees, the federal government and private lenders share the
cost of defaults on loans. This form of risk sharing generally lowers budgetary costs for federal
credit programs with positive subsidy costs—that is, for programs whose cash outflows exceed
their inflows.

® Project Financing. The federal government provides direct loans and loan guarantees for
projects (often infrastructure projects) that receive funding from private parties or state and local
governments. Direct loans and loan guarantees support projects by offering borrowers lower
interest rates than they might otherwise have to pay. This form of risk sharing may result in
lower costs to the federal government than grants and other forms of financial assistance would,
depending on the project and its repayment terms.

® Credit-Risk-Transfer Transactions. Fannie Mae and Freddie Mac, two government-sponsored
enterprises (GSEs), transfer a portion of the potential credit losses on pools of mortgages to
private investors through credit-risk-transfer (CRT) transactions. The GSEs pay the investors and
insurance companies for assuming the risk of losses, and the transactions provide some protection
for taxpayers when losses occur. Because they occur at market prices, CRT transactions have no
effect on the federal budget in CBO’s projections; they do not currently affect the Administration’s
budget projections either.

®  Other Forms of Mortgage Risk Sharing. Fannie Mae and Freddie Mac require mortgage
borrowers with small down payments to purchase private mortgage insurance. Because the
mortgage insurers share in credit losses, that requirement results in budgetary savings for the
government. The GSEs also require lenders to repurchase defaulted loans that fail to meet lending
standards, thereby reducing the costs of defaults to the federal government and generating
budgetary savings.

www.cbo.gov/publication/59408
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Notes About This Report

Unless this report indicates otherwise, all years referred to are federal fiscal years, which run from
October 1 to September 30 and are designated by the calendar year in which they end.

Numbers in the text, tables, and figures may not add up to totals because of rounding.

On the cover, in addition to the three photographs from Shutterstock.com: bottom left, the
Florida Keys Imperiled Water Supply Rehabilitation project, which was financed through the
Wiater Infrastructure Finance and Innovation Act program (photo courtesy of the Florida Keys
Aqueduct Authority); bottom right, the Long Beach International Gateway Bridge, which was
financed through the Transportation Infrastructure Finance and Innovation Act program (photo
courtesy of the Port of Long Beach).



Public-Private Risk Sharing in
Federal Credit Programs

Summary

The government and private lenders or investors often
share the financial risk of loans and loan guarantees.
In this report, the Congressional Budget Office exam-
ines ways in which the federal government and private
entities share the risk involved in various federal credit
programs, including those related to home mortgages,
small businesses, and project financing.

What Is the Government’s Role in

Credit Markets?

Federal credit programs help make credit more widely
available and more affordable to borrowers than it would
be in a purely private market. In CBO’s projections,
which reflect the assumption that current laws governing
revenues and spending generally remain unchanged, the
federal government provides credit assistance amounting
to $1.9 trillion in 2025—$228 billion in new direct
loans and $1.6 trillion in new loan guarantees; that assis-
tance results in outlays totaling $2 billion.! More than
85 percent of that assistance is in the form of mortgage
guarantees or student loans.

How Is Risk Shared in the

Government’s Credit Programs?

Risk sharing between the federal government and the
private sector can work in either direction. In some cases,
the government shifts risk zo the private sector, but in

1. CBO used its own projections of the volume of loans and cash
flows for the largest credit programs. Specifically, the agency used
its own estimates for Fannie Mae and Freddie Mac, the Federal
Housing Administration’s single-family mortgage and reverse
mortgage guarantee programs, the Department of Veterans
Affairs’ mortgage guarantee program, and the Department of
Education’s student loan programs. For smaller programs, CBO
based its subsidy estimates on cash flow estimates prepared by
the Administration. Subsidy estimates account for the lifetime
cash flows associated with direct loans and loan guarantees,
including principal and interest payments, defaults, recoveries,
and fees. See Congressional Budget Office, Estimates of the Cost
of Federal Credit Programs in 2025 (August 2024), www.cbo.gov/
publication/60517.

others, it takes on risk from the private sector. Because
there are different sources and types of financial risk,

the form of risk sharing varies among programs. For
example, one party might bear all losses up to a specified
percentage of the original loan balance, or both parties
could bear a share of all losses (see Figure 1).

Partial Guarantees. A common way for the federal
government to share the risk of borrowers’ defaulting

on loans is by providing a partial guarantee on those
loans. Under such an arrangement, the government
guarantees a portion of the loans originated and serviced
by private lenders. For example, in the Small Business
Administration’s (SBA’) 7(a) business loan program, the
government covers about 75 percent of the loss on the
balance of a defaulted loan, and the private lender bears
the rest of the loss. For eligible home mortgages, the
Department of Veterans Affairs’ (VA’s) guarantee covers
a loss of up to 25 percent of the balance of a loan greater
than $144,000 before private lenders bear any loss.

Project Financing. The federal government provides
additional financial support (in the form of direct loans,
loan guarantees, and lines of credit) for some projects
that receive funding from private parties or state and
local governments. Those projects typically benefit the
public and often involve infrastructure. For example, the
Transportation Infrastructure Finance and Innovation
Act program provides financial assistance for highways,
and under title XVII of the Energy Policy Act of 2005,
the Department of Energy provides loans and loan guar-
antees for projects developing alternative and innovative
energy technologies (such as nuclear, solar, wind, and
biofuel technologies).

Government-Sponsored Enterprises’ Credit-Risk-
Transfer Transactions. Fannie Mae and Freddie Mac,
two government-sponsored enterprises (GSEs), use
credit-risk-transfer (CRT) transactions to transfer to
private investors some of the potential credit losses on
the mortgages that they guarantee. Those transactions
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Figure 1.
How Losses on Defaulted Loans Are Borne by the Federal Government
With Different Forms of Risk Sharing
No risk sharing Risk sharing
Last
dollar Federal first Private first Proportional
of loss
0
Federal
government
Federal
: government
dF(HISatr The federal government The federal government The private sector Both the federal
of loss bears all losses. bears all losses up to a bears all losses up to a government and the private

specified percentage of the

outstanding loan balance.

The private sector bears all
losses thereafter.

Data source: Congressional Budget Office.

essentially provide the GSEs with a way to reinsure some
of their mortgage default risk with insurers and investors
in security markets. They also generate market-based

measures of the cost of the government’s exposure to risk.

Other Forms of Mortgage Risk Sharing. The two GSEs’
charters require borrowers with small down payments

to purchase private mortgage insurance. The insurers
share the credit risk with the GSEs in return for receiv-
ing premiums paid by the borrowers. The GSEs and the
Federal Housing Administration (FHA), which is part of
the Department of Housing and Urban Development,
also transfer, or “put back,” the cost of defaulted loans

to the lenders when those loans fail to meet the agencies’
underwriting standards, which are guidelines for loans
set to help protect against excessive losses.

How Does Risk Sharing Affect the

Federal Budget?

The budgetary effects of risk sharing differ by the form of
risk sharing and by the individual characteristics of each
program (see Table 1). Though risk sharing often lowers
budgetary costs, it may also reduce budgetary savings.

specified percentage of the
outstanding loan balance.
The federal government

bears all losses thereafter.

sector bear a portion of
each dollar of a loss.

Partial Guarantees. The Federal Credit Reform Act of
1990 (FCRA) specifies an accrual-based budgetary treat-
ment for federal loans and loan guarantees under which
the subsidy cost of a loan or guarantee is recorded. The
subsidy cost represents the estimated net present value of
the federal government’s credit commitment over the life
of the loan at the time it was disbursed. (A present value
is a single number that expresses the flows of current

and projected future income or payments in terms of

an equivalent lump sum received or paid at a specified
time.) CBO does not use the FCRA approach to value
the guarantees made by the GSEs; rather, it uses what is
known as a fair-value approach—another accrual-based
treatment that differs from the FCRA approach in that it
accounts for the market value of the federal government’s
obligations.

Subsidy costs for direct loans and guarantees can be
positive, indicating net budgetary costs, or negative,
indicating net budgetary savings. In general, risk shar-
ing reduces costs for programs that, under FCRA, are
estimated to have net budgetary costs, such as VA’s
guarantees, because they limit the losses that the federal
program bears. For programs that are estimated to result
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Table 1.

Budgetary Effects of Risk Sharing in Federal Credit Programs

Used by these

Form of risk sharing agencies or programs Budgetary effects

VA home loans and SBA loans,
among others

Partial guarantees Generally lower the budgetary costs of a program below what they would be with a full
guarantee by reducing the share of losses borne by the government. But if the present
value of interest and fees collected falls by more than the decrease in the present value

of losses borne by the government, the subsidy cost of the program will increase.

Project financing TIFIA program, Has varying effects depending on the specific project. Estimates of the subsidy rate for

WIFIA program, and
public-private partnerships

the TIFIA program have increased over time, raising budgetary costs.

Fannie Mae and
Freddie Mac

Credit-risk-transfer
transactions

Have no budgetary effect measured on a fair-value basis in CBO’s projections because
the transactions occur in a competitive market and the payments made to investors

equal the value to the GSEs of their reduction in expected losses.? The transactions do
not change the budgetary costs of the GSEs measured on a cash basis (as they are in
CBO’s estimates for the current year and in OMB’s projections for all years) because
they do not alter the GSEs’ payments to the Treasury.

Enforcement of
underwriting standards
for mortgages

Fannie Mae, Freddie Mac,
and the FHA

Lowers budgetary costs by requiring lenders to repurchase loans from the GSEs and the
FHA that fail to meet underwriting standards and to bear the associated credit losses.

Fannie Mae and
Freddie Mac

Private mortgage
insurance

Lowers budgetary costs. Borrowers pay insurance premiums to private insurers, who
bear the initial credit losses, thus lowering the GSEs’ losses from defaults.

Data source: Congressional Budget Office.

The subsidy rate is the estimated cost of a credit program divided by the amount disbursed. A positive subsidy rate indicates a government subsidy and
therefore a cost to the government, and a negative rate indicates budgetary savings.

FHA = Federal Housing Administration; GSEs = government-sponsored enterprises (Fannie Mae and Freddie Mac); OMB = Office of Management and Budget;
SBA = Small Business Administration; TIFIA = Transportation Infrastructure Finance and Innovation Act; VA = Department of Veterans Affairs; WIFIA = Water

Infrastructure Finance and Innovation Act.

a. Fair-value estimates measure the market value of the government’s obligations. The fair value of a liability, such as a loan guarantee, is the price that would

have to be paid to induce a private financial institution to assume that liability.

in net savings, partial guarantees may increase budgetary
costs, thus decreasing those savings.

The subsidy costs of loans or guarantees are typically
revised each year to reflect changes in the actual and
expected future performance of credit programs. Those
revisions are recorded as increases or decreases in budget
outlays. A revised estimate that is lower than the initial
estimate of the subsidy cost means that credit losses were
(or are projected to be) less than expected or that fees
and other cash inflows were (or are projected to be) more
than expected.

Project Financing. Risk sharing is often used to support
projects that might not be able to obtain full financing
in the private sector. The estimated budgetary effects of
such risk sharing vary depending on the specific project.
For some programs, the estimated costs have increased

and decreased over time, reflecting the uncertainty that
exists about specific projects, particularly at their start.

Credit-Risk-Transfer Transactions. CBO estimates that
the budgetary cost of CRT transactions is zero on a fair-
value basis. The GSEs pay fair market prices to investors
in a competitive market with no significant impediments
to entry. However, one recent study suggests that the
transactions may be a relatively ineflicient way to transfer
risk because CRT securities, even if priced correctly, are
illiquid and complex and thus less attractive to market
participants than other types of securities.”

2. Edward Golding and Deborah Lucas, Credit Risk Transfer
and the Pricing of Mortgage Default Risk (October 2022),
https://tinyurl.com/asf7v5se.
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Other Forms of Mortgage Risk Sharing. The GSEs’
requirement that mortgage borrowers with small down
payments purchase private mortgage insurance lowers
the net cost of defaults to the government. Because
borrowers pay premiums for mortgage insurance and
insurers share the credit losses, the arrangement results in
net savings to the government. Similarly, when loans do
not meet the agencies’ underwriting standards, the GSEs
and the FHA are empowered to force private lenders to
repurchase loans. In such cases, the private lender bears
the credit losses, thereby lowering the GSEs” and the
FHA’s budgetary costs.

Overview of Federal Credit Programs
The federal government supports some private activities
by offering credit assistance through direct loans and by
guaranteeing loans made by private institutions. The gov-
ernment also provides cash grants to help fund projects
or activities that it considers to be in the public interest.

In periods of financial distress, the government may tem-
porarily expand its role in credit and financial markets.
The emergency credit programs implemented during the
2007-2009 financial crisis and the coronavirus pandemic
are examples of such temporary intervention.’

In 2025, the federal government is projected to pro-
vide new direct loans totaling $228 billion and new
guarantees covering $1.6 trillion in loans (see Table 2).
Mortgage guarantees and student loans are projected to
account for more than 85 percent of that $1.9 trillion in
total federal credit assistance. In August 2024, CBO pro-
jected that the budgetary cost of the new loans and loan
guarantees issued in 2025 would be about $2 billion.*

The largest credit programs are mandatory; that is, law-
makers determine spending for them by setting eligibility
rules and other criteria in authorizing legislation rather
than by appropriating specific amounts each year. Those
programs include Fannie Mae’s and Freddie Mac’s guar-
antees of mortgage-backed securities (MBSs).” Together,

3. 'The risk-sharing provisions of such emergency credit programs
are beyond the scope of this report.

4. Congressional Budget Office, Estimates of the Cost of Federal
Credit Programs in 2025 (August 2024), www.cbo.gov/
publication/60517. The budgetary cost is much smaller than the
total amount of credit extended because only the subsidy costs of
the loans and guarantees are recorded in the budget.

5. Fannie Mae and Freddie Mac have been in federal conserva-
torship since September 2008. CBO treats the two GSEs as

the two GSEs are projected to provide $987 billion in
new guarantees in 2025. Other large mandatory pro-
grams are the Department of Education’s student loan
programs and VA’s mortgage guarantee program.

Discretionary credit programs are funded through annual
appropriation acts and account for only about one-third
of the projected dollar value of new loans and guaran-
tees in 2025. The largest discretionary credit programs
are the mortgage programs administered by the FHA
and the Department of Agriculture’s Rural Housing
Service, the SBA’s 7(a) small-business loan program, and
the Department of Energy’s Title XVII program, which
provides loans and loan guarantees for innovative energy
technologies.®

The Government’s Role in Credit Markets

Most markets provide credit in an efficient manner by
using risk-based pricing, which minimizes the cost of
providing credit, and they generally operate with little
federal intervention in normal times. Examples include
markets for credit cards, auto loans, home equity loans
and lines of credit, and corporate credit. Those markets
are subject to federal regulation, including requirements
to disclose certain information related to the cost and
terms of credit.

In other credit markets, the government directly inter-
venes to make credit more widely available under all
economic conditions and to lower the borrowing cost
for certain borrowers.” Many of the federal government’s
permanent credit programs offer credit to borrowers

at lower interest rates and in larger amounts than they
would be able to attain in private markets. The federal
government may also have looser credit standards than

government entities in its budget estimates because, under the
terms of the conservatorships, the federal government retains
operational control and effective ownership of Fannie Mae and
Freddie Mac. The Administration’s Office of Management and
Budget treats them as nongovernmental for budgetary purposes.
See Congressional Budget Office, Accounting for Fannie Mae
and Freddie Mac in the Federal Budget (September 2018),
www.cbo.gov/publication/54475.

6. Although the Department of Energy’s Title XVII program is
discretionary, it is currently operating with mandatory funding
provided by the 2022 reconciliation act. That funding expires at
the end of 2026.

7. Some federal credit programs also help address income inequality
by providing lower-income people and historically disadvantaged
groups with access to credit on better terms than would be
available in private markets.
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Table 2.

Projected Obligations and Risk Sharing in Federal Credit Programs in 2025

Loan guarantee programs

Direct loan programs Percentage guaranteed
Obligations or Obligations or
Numberof  commitments Number of commitments Weighted
programs (billions of dollars) programs (billions of dollars) average Minimum Maximum
By lending category

Housing and real estate loans 18 13 22 1,529 93 25 100
Commercial loans 50 126 32 112 99 42 100
Student loans 5 90 n.a. n.a. n.a. n.a. n.a.
Consumer loans _ 2 0 _ha. n.a. n.a. n.a. n.a.

All lending categories 75 228 54 1,641 93 25 100

By department or agency

Fannie Mae and Freddie Mac n.a. n.a. 1 987 100 100 100
Department of Housing and
Urban Development 4 1 17 331 97 60 100
Department of Veterans Affairs 4 10 1 180 25 25 25
Department of Education 6 90 n.a. n.a. n.a. n.a. n.a.
Department of Agriculture 34 20 1" 48 90 80 100
Small Business Administration 3 1 5 59 87 74 100
Department of Energy 5 55 2 2 81 80 90
International assistance 7 33 8 23 86 42 100
Export-Import Bank n.a. n.a. 5 " 100 100 100
Department of Transportation 3 6 n.a. n.a. n.a. n.a. n.a.
Other® 9 13 4 0 86 80 90

All departments and agencies 75 228 54 1,641 92 25 100

Data source: Congressional Budget Office. See www.cho.gov/publication/59408#data.

n.a. = not applicable.

a. Includes the Departments of Commerce, Health and Human Services, Homeland Security, the Interior, State, and the Treasury, as well as the Environmental

Protection Agency.

private lenders. Federal programs support a range of
policy goals, including increasing the availability of credit
for students, small businesses, homebuyers, and farmers.
The government explicitly subsidizes some loans and
implicitly subsidizes others when it bears risk without
full compensation.

During periods of financial stress, the government has
provided credit and grants to a wider range of individ-
uals and businesses than it does when financial markets
are relatively stable. In October 2008, the Emergency
Economic Stabilization Act of 2008 established the
Troubled Asset Relief Program (TARP) to enable the
Treasury Department to promote stability in financial
markets by purchasing and guaranteeing “troubled

assets.”® The TARP was used for many purposes, includ-
ing for specific types of lending activity, some of which
had the effect of providing subsidies to certain borrowers.

Later, during the pandemic, lawmakers authorized a
range of programs intended to promote stability in credit
markets primarily by providing relief to small businesses
that took out loans. For example, the Coronavirus Aid,
Relief, and Economic Security (CARES) Act included
$17 billion for six months of payment relief for busi-
nesses participating in certain SBA programs and tem-
porarily increased some loan limits. Those measures were
applied automatically to eligible borrowers to prevent

8. Congressional Budget Office, Final Report on the Troubled Asset
Relief Program (April 2024), www.cbo.gov/publication/59919.


https://www.cbo.gov/publication/59919
http://www.cbo.gov/publication/59408#data

PUBLIC-PRIVATE RISK SHARING IN FEDERAL CREDIT PROGRAMS

SEPTEMBER 2024

loan defaults and additional credit market disruptions.’
The CARES Act also permanently eliminated the zero-
subsidy goal for the 7(a) program, thus allowing SBA to
charge lower fees."

Federal Mortgage Finance Programs

The federal government has several programs that target
different segments of the mortgage market. In 2025,
CBO projects, more than 60 percent of new mortgage
originations will be federally insured." During and just
after the 2007-2009 recession, when providing home
loans was riskier for private lenders than it was before the
recession, the government’s share of the mortgage finance
market grew rapidly. The resulting increase in the avail-
ability of credit helped stabilize the housing market and
the economy.”” But the government’s expanded role also
transferred to taxpayers the risk of the financial losses
that would result if borrowers defaulted—a type of risk
referred to as mortgage credit risk. (Mortgages held by
federally insured banks also expose taxpayers to mortgage
risk, though the risk is much smaller because the banks
take the losses ahead of taxpayers.)

Fannie Mae and Freddie Mac. Five decades ago,
Congressional charters set up Fannie Mae and Freddie
Mac as government-sponsored enterprises—privately
owned financial institutions established by the govern-
ment to fulfill a public mission. In September 2008,

the GSEs were placed into conservatorships by their
regulator, the Federal Housing Finance Agency (FHFA),
after unprecedented financial losses beginning in

2007 resulted in a loss of market confidence in the GSEs.
Fannie Mae and Freddie Mac provide a stable source

of funding for residential mortgages across the country,

9. Robert Jay Dilger and Anthony A. Cilluffo, Small Business
Administration 7(a) Loan Guaranty Program, Report R41146,
version 135 (Congressional Research Service, June 30, 2022),
hteps://tinyurl.com/26nbsfw5; and Congressional Budget Office,
cost estimate for H.R. 748, the CARES Act, Public Law 116-136
(revised April 27, 2020), www.cbo.gov/publication/56334.

10. The 7(a) program previously operated with a goal of attaining
a subsidy rate of zero, which occurs when receipts from fees
and recoveries are equal to or greater than the cost of defaults.
When the subsidy rate is zero or negative, no appropriations are
necessary to issue new loan guarantees.

11. Congressional Budget Office, “Details About Baseline Projections
for Selected Programs: Federal Programs That Guarantee
Mortgages” (June 2024), www.cbo.gov/publication/51297.

12. Congressional Budget Office, Transitioning to Alternative
Structures for Housing Finance (December 2014), www.cbo.gov/
publication/49765.

including loans for low- and moderate-income families.'
They do so by providing liquidity and stability to the
secondary market for residential mortgages. In carrying
out their mission, the GSEs buy mortgages from lenders,
pool them into mortgage-backed securities, and sell those
MBSs—along with a guarantee against defaults on the
underlying loans—to investors."* Through those activi-
ties, the GSEs help maintain an active secondary mort-
gage market and thus help improve lenders’ access to
financing, thereby allowing lenders to make new loans.

The Federal Housing Administration and the
Department of Veterans Affairs. The government
insures or guarantees mortgages through the FHA and
VA." By shifting the credit risk to the federal govern-
ment, the federal guarantee protects the holder of such
a loan (whether that be the institution that originated
it or an investor who purchased it from the originator)
from losses that it would otherwise incur if a borrower

defaulted.

The federal guarantee allows lenders to charge borrow-
ers lower interest rates and to require smaller down
payments than they would otherwise, thus increasing
borrowers’ access to mortgage credit. The FHA’s single-
family mortgage guarantees require a minimum down
payment of 3.5 percent for most borrowers, whereas
private lenders typically require borrowers to put down
a minimum of 10 percent to 20 percent. VA guarantees
are designed to help eligible veterans, service mem-
bers, surviving spouses, and members of the reserves or
National Guard obtain a mortgage to purchase a home

13. Congressional Budget Office, Fannie Mae, Freddie Mac, and the
Federal Role in the Secondary Morigage Market (December 2010),
www.cbo.gov/publication/21992.

14. Before the GSEs were placed into conservatorship, their
debt securities and MBSs were not officially backed by the
federal government. Nevertheless, the GSEs benefited from
the perception, held by most investors, that the government
would not allow them to default on their obligations. That
perception amounted to an implicit federal guarantee. Under
conservatorship, the federal government explicitly guarantees
Fannie Mae’s and Freddie Mac’s MBSs. See Congressional Budget
Office, Federal Subsidies and the Housing GSEs (May 2001),
www.cbo.gov/publication/13072.

15. Numerous smaller mortgage programs also exist, the most
significant of which is the Department of Agriculture’s Rural
Housing Service, which makes direct loans and provides loan
guarantees for people who live in rural areas. In addition, the
Department of Housing and Urban Affairs and the Department
of the Interior administer separate mortgage programs for
Native Americans.
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or refinance an existing mortgage. Borrowers who are
eligible for a VA loan can often borrow without making
any down payment and are charged fees that are lower,
on average, than those for mortgages guaranteed by the
FHA, Fannie Mae, and Freddie Mac.

FHA loans are particularly attractive to first-time home-
buyers, low-income borrowers, and minority borrowers
seeking to purchase or refinance a home—people who,
in private markets without such guarantees, might face
higher interest rates and be required to make larger down
payments.'® In November 2023, 82 percent of the FHA’s
purchase loans (that is, loans for the purchase of a home
as opposed to the refinancing of a current home) went to
first-time homebuyers, whereas 51 percent of the GSEs
purchase loans were for first-time buyers.'” Likewise,
about half of the FHA’s purchase loans in 2023 went

to minorities—17 percent to Black borrowers. Of the
GSEs’ purchase loans originated that year, 30 percent
went to minorities and only 5 percent to Black borrow-
ers.”® The FHA and VA accounted for most of the loans
to Black borrowers."

As part of the Department of Housing and Urban
Development, the Government National Mortgage
Association (Ginnie Mae) aims to attract capital to the
market for federally insured mortgages to reduce costs for
borrowers. Ginnie Mae carries out that mission by guar-
anteeing the timely payment of principal and interest on

16. The FHA's role in financing homes for minorities has changed
over time. Before the 1968 Fair Housing Act, the FHA's policies
reinforced neighborhood segregation. See Richard Rothstein,
The Color of Law: A Forgotten History of How Our Government
Segregated America (Liveright, 2017), https://wwnorton.com/
books/the-color-of-law.

17. Laurie Goodman and others, Housing Finance at a Glance:
A Monthly Chartbook, February 2024 (Urban Institute,
February 2024), p. 27, https://tinyurl.com/4jh5xkv4.

18. Laurie Goodman and others, Housing Finance at a Glance: A
Monthly Chartbook, July 2024 (Urban Institute, July 2024), p. 19,
hteps://tinyurl.com/4uvxxsbh.

19. James H. Carr and Michela Zonta, 2023 State of Housing in
Black America: Housing Inventory Must Increase to Bolster Black
Homeownership (National Association of Real Estate Brokers,
November 2023), pp. 24-25, https://tinyurl.com/2mukzfvd.
The authors of that report cite data, released in accordance with
the Home Mortgage Disclosure Act, about loan originations
from 2008 to 2022. According to those data, in 2022, the FHA
insured 37 percent of all Black borrowers” loans, whereas the
GSE:s purchased 20 percent of those borrowers’ loans.

MBSs that private financial institutions create, mainly
from FHA and VA loans.?

Other Credit Programs

The federal government provides credit assistance—
most often in the form of loan guarantees—to busi-
nesses and individuals. For example, the Small Business
Administration operates several loan guarantee pro-
grams designed to encourage lenders to provide loans

to small businesses that have a reasonable amount of
invested equity and a demonstrated need for fund-

ing.”! The Department of Energy, the Department of
Transportation, and the Environmental Protection
Agency support large-scale projects that often require
significant investment and carry risks that the private
sector is not willing to bear without financial guarantees.
In addition, the Department of Education provides
direct loans to students, offering income-based repay-
ment plans with loan forgiveness that allow borrowers to
share the risk of their uncertain future earnings with the
government.

Types of Financial Risk

When the federal government provides credit assistance
to individuals and businesses through direct loans or

by guaranteeing loans made by private institutions, it is
exposed to financial risk. That risk can take several forms.

Credit Risk

The government is most exposed to credit risk (also
known as default risk)—the risk that borrowers may
default on their loans, resulting in losses for the lender.
The government is exposed to such risk through both its
direct loan programs and its loan guarantee programs.
Direct loan programs expose the government to credit
risk because when borrowers default, the programs do
not receive expected principal and interest payments.
Loan guarantee programs expose the government to
credit risk because if borrowers default, the government
has an obligation to repay the private loan originator (in
part or in full) for the resulting losses.

20. Ginnie Mae’s MBSs also include mortgages guaranteed by the
Rural Housing Service. Congressional Budget Office, Ginnie
Mae and the Securitization of Federally Guarantee Mortgages
(January 2022), www.cbo.gov/publication/57176.

21. One study found that the volume of the SBA’s lending
increased—improving access to credit—when loan guarantees
were larger. See Natalie Bachas, Olivia S. Kim, and Constantine
Yannelis, “Loan Guarantees and Credit Supply,” Journal of
Financial Economics, vol. 139, no. 3 (March 2021), pp. 872-894,
https://doi.org/10.1016/j.jfineco.2020.08.008.
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https://wwnorton.com/books/the-color-of-law
https://tinyurl.com/4jh5xkv4
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https://tinyurl.com/2mukzfvd
https://www.cbo.gov/publication/57176
https://doi.org/10.1016/j.jfineco.2020.08.008
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The government’s different credit programs use a variety
of strategies to deal with borrowers who miss or make
incomplete payments (referred to as delinquencies), to
prevent or mitigate defaults, and to limit losses when
defaults occur. If borrowers cannot make their scheduled
payments, program administrators can make it easier for
them to pay by temporarily lowering their payments,
offering flexible refinancing programs, or suspending
payments for a period. When the government sustains
losses because a borrower defaults, it can recover some of
those losses by modifying the terms of the loan, reselling
collateral, or withholding benefits (including tax refunds
and Social Security benefits) due to the borrower.**

Market Risk

Market risk is the component of financial risk that remains
even after investors have diversified their portfolios as
much as possible; it arises from shifts in macroeconomic
conditions, such as productivity and employment, and
from changes in expectations about future macroeconomic
conditions.” For taking on market risk, investors demand
greater compensation than they would expect to receive
from investing in Treasury securities, which are regarded as
risk-free, after accounting for the average cost of defaul.
The additional compensation—the difference between the
expected return on the investment with market risk and
the expected return on Treasury securities—is called the
risk premium. Taxpayers and beneficiaries of government
programs are exposed to market risk when the government
provides credit assistance or invests in a financial asset,
such as an ownership stake in a private business.**

Interest Rate Risk
The risk of losses due to changes in interest rates is
known as interest rate risk. A large, unexpected change

22. For more information about the government’s ability to collect
the balances of defaulted student loans, see Alexandra Hegj,
Federal Student Loans Made Through the William D. Ford Federal
Direct Loan Program: Terms and Conditions for Borrowers,
Report R45931, version 12 (Congressional Research Service,
June 26, 2023), https://tinyurl.com/yzyx42uf.

23. CBO estimates the cost of market risk for credit programs on
the basis of each program’s characteristics—including its default
rate, the maturity of its loans, and the percentage of a loan it
guarantees—by using data about how private investors price
similar risks. For further discussion, see Michael Falkenheim and
Wendy Kiska, How CBO Estimates the Market Risk of Federal
Credit Programs, Working Paper 2021-14 (Congressional Budget
Office, November 2021), www.cbo.gov/publication/57581.

24. Congressional Budget Office, Measuring the Cost of Government
Activities That Involve Financial Risk (March 2021),
www.cbo.gov/publication/56778.

in interest rates—whether an increase or a decrease—
can affect the impact of credit programs on the federal
deficit. An unexpected rise in interest rates widens the
gap between federal borrowing costs and the interest
payments that the government receives from borrowers,
increasing the effect of federal lending on the deficit.

An unexpected fall in interest rates has the opposite
effect. One way to limit interest rate risk is to issue loans
with floating rates, as, for example, the SBA’s 7(a) loan
program does. To limit Fannie Mae’s and Freddie Mac’s
exposure to interest rate risk, the FHFA required the
GSE:s to reduce the size of their investment portfolios of
mortgages, which are funded with debt.

Prepayment Risk

Although most mortgages carry 30-year terms at fixed
interest rates, few mortgages are actually held for

30 years. When interest rates fall, borrowers tend to pre-
pay their existing mortgages and other prepayable loans
and refinance at lower rates. (Mortgages are also prepaid
when homes are sold.) Prepayments thus reduce interest
income for the GSEs, the FHA, and investors in MBSs.
The GSEs lose the relatively high interest income from
mortgages they hold as investments that are prepaid, but
they are still obligated to pay the higher interest rates

on their debt. Prepayment risk and interest rate risk can
be lowered or hedged through the purchase and sale of
financial derivatives—a type of financial contract used to
transfer risk between investors that is so named because
its price depends on, or derives from, one or more under-
lying assets or benchmarks. Such strategies to mitigate
risk entail additional costs. In addition, the GSEs and
the FHA lose income from fees when borrowers prepay.

Counterparty Risk

The mortgage finance credit programs are also exposed to
counterparty risk—the risk that the other party (that is,
the counterparty) to a financial transaction or investment
might not meet its obligations. For example, the GSEs
face counterparty risk when they purchase derivatives
from an entity other than the centralized clearinghouses.
(Clearinghouses are intermediaries responsible for final-
izing trades, which involves such functions as settling
trading accounts and overseeing the delivery of assets.
They absorb the counterparty risk of derivatives pur-
chased through them.) During the 2007-2009 financial
crisis, the GSEs experienced losses when some private
mortgage insurers, who were their counterparties on
some loans with small down payments, failed to meet
their obligations. Similarly, Ginnie Mae incurs coun-
terparty risk if the issuer of its MBSs fails. In that case,
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Ginnie Mae steps into the role of the issuer—servicing
and administering the MBSs (by promptly forwarding
to investors principal and interest on the securities), han-
dling defaults and foreclosures on the underlying loans,
and working with the primary government guarantors to
settle claims.

Liquidity Risk

Liquidity, as it pertains to assets, is the quality of being
readily convertible into cash: An asset is liquid if it can
be easily bought or sold in large quantities without
affecting its price. An institution’s liquidity is its ability
to meet financial obligations by virtue of possessing cash
or liquid assets. The federal government may be less con-
cerned about liquidity than a typical investor, but some
of its mortgage credit programs lower liquidity risk for
lenders.” The GSEs and Ginnie Mae create secondary
markets for mortgages. Those markets make mortgages
more liquid and thus allow lenders to offer borrowers
lower interest rates. During the financial crisis and the
pandemic, the Federal Reserve, with funding from the
Treasury, established various facilities to increase the
liquidity of certain financial assets and reduce private
institutions’ liquidity risk.

Forms of Public-Private Risk Sharing
By sharing with private entities some of the risk involved
in its credit programs, the government can reduce tax-
payers’ risk exposure and, in some cases, minimize losses
and make them more predictable.

Because different types of financial risk exist, federal
programs use several forms of risk sharing to distribute
losses and achieve desired outcomes. Some forms may
look very different from others, but they all serve the
same purpose—to reduce the losses from defaults that
the government bears.

The relative size of the losses borne by the government,
private lenders, and investors depends, in part, on where
their capital is exposed to risk. Often, risk-sharing
arrangements require one party to cover losses up to

a specified amount before other parties begin to incur
them (a position known as the first-loss position) or
specify the percentage of losses to be shared (known

as the loss-share percentage). Losses from defaults are

25. For more discussion, see Michael Falkenheim, Fzir-
Value Budgeting: Practical Issues, Working Paper 2021-08
(Congressional Budget Office, July 2021), www.cbo.gov/
publication/57264.

inevitable in all programs, and parties in the first-loss
position and those with a high loss-share percentage are
the most exposed to the risk of such losses.

Risk sharing between the federal government and the
private sector can work in either direction. In some cases,
the government shifts risk zo the private sector, but in
others, it takes on risk from the private sector. In princi-
ple, the economic effects of those two arrangements are
the same, but in practice, differences arise. In general, by
shifting risk to private firms and investors—which have
financial incentives to monitor, control, and price risk—
the government can lower costs. By taking on some risk
from private-sector lenders, the government can increase
the availability of credit and reduce costs for certain bor-
rowers, though it often does so at a cost to taxpayers.

In some federal programs, sharing credit risk with lend-
ers or investors might undermine other policy goals. The
discontinued Federal Family Education Loan (FFEL)
program is an example. In that loan guarantee program,
private lenders bore little—or in some cases, none—of
the credit risk for student loans. To assume additional
credit risk without subsidies from the government,
lenders would have either demanded more control over
which loans to originate or charged higher interest rates,
particularly to borrowers with uncertain future income
streams. As a result, borrowers would have faced a com-
bination of tighter credit conditions and a higher cost of
borrowing.

Partial Guarantees

Partial guarantees are the most widely used type of risk
sharing in credit programs. When the federal govern-
ment provides a partial guarantee, it bears a large share of
the credit risk, and the private lender bears the rest. By
contrast, a full guarantee leaves the government bearing
all the risk and the private lender bearing none.

Full guarantees are more common in housing programs
(accounting for nearly 90 percent of all housing credit
obligations in 2025), but partial guarantees account for
about half of all credit obligations in commercial loan
programs. Even in those cases in which the government
bears all the initial credit risk, it may shed other types of
risk or reinsure the credit risk. In addition, guarantees
are often contingent on lenders’ fully complying with all
rules and regulations. (For further discussion about full
guarantees, see Box 1).
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Box 1.

Full Guarantees

Under some programs, the government guarantees 100 per-
cent of the loan balance: The private lender makes the loan,
and as long as the loan meets certain standards, the govern-
ment compensates that lender for any losses that result from
default.

The government provides a full guarantee of principal and
interest payments on certain mortgage-backed securities
(MBSs)—securities whose payments of principal and interest
are backed by the payments from a pool of mortgages. The
Government National Mortgage Association (Ginnie Mae)
provides a guarantee for the timely repayment of principal and
interest on securities backed by mortgages originated primarily
through the Federal Housing Administration (FHA) and the
Department of Veterans Affairs (VA), which guarantee the prin-
cipal on the underlying mortgages. (The FHA's guarantee of the
principal is full, and VA’s guarantee is partial.) Fannie Mae and
Freddie Mac, two government-sponsored enterprises (GSEs),
provide a full guarantee on their MBSs. For loans with less than
a 20 percent down payment, the GSEs share the credit risk
with private mortgage insurers. In the event of default by a pri-
vate mortgage insurer, the GSE is responsible for 100 percent
of the principal and any unpaid interest.

Private lenders incur administrative costs associated with those
loans and mortgage-backed securities. The government’s
guarantee is conditional on the lenders’ following the correct
procedures and ensuring that the loans meet all the eligibility
standards. If a borrower defaults on a loan that fails to meet

With a partial guarantee, private lenders are responsible
for the origination, underwriting, and routine servicing
of loans provided under a federal program. The govern-
ment assumes some amount of the credit risk, protecting
the private lender that originated the loan from some
(but not all) of the losses that may result from borrowers’
defaulting on their loans. Under most of the programs
that provide a partial guarantee, both the government
and the private lender bear the burden of a portion of
every dollar of a loss. Under a few programs, however,
the government is in the first-loss position and thus

the GSEs’ or the FHA's underwriting standards, the private
lender bears the loss from that default. Likewise, although the
government bears the full credit risk of the GSEs” and Ginnie
Mae’s MBSs, investors in those securities assume the interest
and prepayment risk on the underlying mortgages.

The federal government also provided a full or nearly full
guarantee—95 percent to 100 percent—of the principal and
interest payments on student loans issued by private lenders
under the now-defunct Federal Family Education Loan (FFEL)
program. The government compensated private lenders for
administrative costs, but those lenders bore a small risk that
guarantee claims would not be covered because the program
had strict rules requiring them to take specific actions before
a claim would be paid by the government.' After nearly two
decades of the government’s offering both direct loans to
students and guarantees for student loans issued by other
lenders, the Health Care and Education Reconciliation Act of
2010 discontinued the guaranteed loan program.

1. For a discussion of the statutes that govern the servicing of all student
loans (including those issued under the FFEL program), see Consumer
Financial Protection Bureau, CFPB Examination Procedures: Education Loan
(September 2022), https://tinyurl.com/zbv5wfja. Although the Department
of Education rejects few claims, audits have revealed errors, and actions
have been recommended to mitigate the risk of servicers’ noncompliance.
For additional discussion, see Department of Education, Office of Inspector
General, Federal Student Aid: Additional Actions Needed to Mitigate
the Risk of Servicer Noncompliance With Requirements for Servicing
Federally Held Student Loans (February 12, 2019, updated March 5, 2019),
https://tinyurl.com/bdes7n35.

absorbs all losses up to a specified limit before the private
lender incurs any loss.*

VA’s home loan guarantees are an example of a par-
tial guarantee. They cover only part of the losses on a
defaulted loan. The portion of a loan that VA guarantees

26. For some programs under which the government bears most of
the risk for loans made to third parties (including the first-
loss position), the origination fees may make the transaction
immediately profitable for the lender. For example, under some
of the SBA’s loan programs, a bank may charge an origination fee
to a borrower and receive a loan guarantee covering 75 percent
of losses. Although the risk retained by the bank may reduce the
government’s exposure, it may not encourage the private lender
to take actions (such as loan modifications) to mitigate default
losses.
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depends on the mortgage amount. For example, for loans
greater than $144,000, VA guarantees up to 25 percent
of the loan balance; lenders are responsible for any losses
that exceed that amount. VA guarantees a larger portion
of smaller home loans. For loans less than $45,000, it
guarantees 50 percent of the loan balance.”” By contrast,
the government generally provides a full guarantee in its
other mortgage finance programs—those of the FHA
and the GSEs. The latter share the credit risk with pri-
vate mortgage insurers on loans with less than a 20 per-
cent down payment (see Figure 2).

The government can alter its risk exposure by changing
the percentage of the principal or loan balance that it
guarantees. The SBA’s 7(a) program, for example, pro-
vides a guarantee of approximately 75 percent of the loan
balance, and the Department of Agriculture administers
several programs for businesses with partial guarantees
that range from 80 percent to 98 percent.

Project Financing

The government provides funding for some projects that
receive private financing or state or local funding. Those
projects are typically for infrastructure, such as highways,
mass transit systems, water systems, and energy facilities.
Some of those projects are publicly owned and operated,
whereas others are privately owned and operated but
publicly sponsored or regulated.

Credit Assistance for Transportation and Water
Infrastructure. Infrastructure projects receive credit assis-
tance in a variety of ways. The federal government may
lend money for infrastructure projects directly to state
and local governments (and to private entities building
publicly sponsored projects), provide them with lines

of credit, or guarantee the repayment of funds that they
borrow from other lenders, thus allowing them to secure
loans with lower interest rates than they would otherwise
be able to obtain.?®

Projects financed through the Transportation
Infrastructure Finance and Innovation Act (TIFIA) or
the Water Infrastructure Finance and Innovation Act
(WIFIA) programs receive loans, loan guarantees, and

27. Congressional Budget Office, The Role of the Department
of Veterans Affairs in the Single-Family Mortgage Market
(September 2021), www.cbo.gov/publication/57024.

28. Congressional Budget Office, Federal Support for Financing State
and Local Transportation and Water Infrastructure (October 2018),
www.cbo.gov/publication/54549.

lines of credit that are limited to a portion of the proj-
ect’s total cost (generally one-third, but in some cases, up
to 49 percent). A TIFIA or WIFIA project’s total package
of federal assistance (including federal grants and other
credit assistance) cannot exceed 80 percent of the proj-
ect’s cost. In addition, the project must have a dedicated
revenue stream. The state or local government provides
additional financing, and in cases in which private enti-
ties are involved in publicly sponsored projects, private
investors provide equity.

The state or local government secures the financing, and
the federal government’s position is not subordinate,
meaning that amounts owed to the federal government
must be repaid before all other forms of debt. The federal
financing is offered at low interest rates that are equal

to the rates of return on Treasury securities. The state or
local government’s obligation to make payments on the
federal financing is triggered by substantial completion
of the project. If cash flows are not sufficient to make the
loan payments, the federal government may restructure
the debt service or defer repayment for up to five years.
Because many infrastructure projects have long develop-
ment periods and may be subject to repeated delays, the
timing of repayment is uncertain. The construction of
roads and bridges, for example, may take several years.
And although the credit risk of the borrower is evaluated
to determine eligibility, the credit risk of the project is
not.

For projects supported by federal financing, the allo-
cation of risk among private investors, state and local
governments, and the federal government depends in
part on whether the financing is repaid using tolls or
availability payments—that is, installment payments
that the state or local government is obligated to make
regardless of how much revenue a project generates.
When a state or local government agrees to a contract
requiring availability payments, it takes on more risk,
lowering the probability of private borrowers’ defaulting
on the loan. That lower probability of default means that
the federal government bears less risk when it provides
loans that require availability payments than it would
otherwise. As a result, the projected federal costs of such
loans are lower as well.

Title XVII Program for Innovative Energy Technologies.
The Department of Energy is authorized to make loans
and loan guarantees for projects developing alternative
and innovative energy technologies under title XVII of

1
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Figure 2.

An Example of How a Loss From a Default Would Be Apportioned Between the
Federal Government and Private Entities Under Different Federal Mortgage Programs

In this example, a borrower defaults on a loan with a remaining balance of $500,000. Net proceeds from the sale of
the property are $350,000, generating a $150,000 loss. How much of that loss is borne by the federal government
and how much is borne by a private lender or insurer depends on the type of federal home loan.

Thousands of dollars

FHA loan VA loan

150 -

125 -

100 -

Federal
government

75- Federal

government

50 -

The federal government
bears the entire
loss of $150,000.

The federal government
bears a loss of $125,000
(25% of the loan balance)
before the private lender
bears any; the private
lender bears the remaining
loss of $25,000.

Data source: Congressional Budget Office.

GSE loan

Down payment of
less than 20%

Down payment of
20% or more

GSE

The GSE bears the
entire loss of
$150,000, plus all
unpaid interest.

The private mortgage insurer bears a
loss of $125,000 (25% of the loan
balance, which is the portion covered
by private insurers on loans with a 10%
down payment) before the GSE bears
any; the GSE bears the remaining loss
of $25,000, plus all unpaid interest.?

Ginnie Mae is not represented in this figure because it guarantees the timely payment of principal and interest on mortgage-backed securities that private
financial institutions create from mortgages that are insured or guaranteed by the FHA and VA.

FHA = Federal Housing Administration; GSE = government-sponsored enterprise (Fannie Mae or Freddie Mac); VA = Department of Veterans Affairs.

a. The size of the down payment determines the amount of private mortgage insurance coverage required; the smaller the down payment, the greater the

required coverage.

the Energy Policy Act of 2005. Such projects may be
related to nuclear, solar, or wind power or to biofuels
or other alternative sources of energy. Most loans are
fully guaranteed, funded by the Federal Financing Bank
(FFB), and limited to 80 percent of the project’s costs.”’

29. The FFB is a government corporation that borrows from the
Treasury to make direct loans to federal agencies, purchase
financial assets (such as loans) from federal agencies, and lend
to private entities that receive loans with federal guarantees.

One of the purposes of the FFB is to reduce the costs of federal
borrowing while disrupting private markets as little as possible.
The FFB is therefore authorized to provide low-cost loans of any
amount and of nearly any maturity. The FFB avoids involvement
in programs that cover large numbers of relatively small loans

Financing is secured by collateral that may include proj-
ect assets as well as assets not related to the project. The
interest rate on the loan is based on the credit risk of the
project and on the prevailing rate of interest in the pri-
vate sector for similar loans and risks. The government’s
position is not subordinate to that of other lenders, but
those lenders may have liens on the project with equal
claim to the assets used to secure the government’s

loan. Outstanding loans and guarantees in 2023 totaled

and thus require more origination and servicing activities than
programs covering fewer loans of larger amounts. For more
information, see Federal Financing Bank Act of 1973, 12 U.S.C.
§ 2281 et seq., https://tinyurl.com/5cfmupmp.
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$17 billion; direct loans and fully guaranteed loans
account for $16 billion of that total.>®

Public-Private Partnerships. Public-private partnerships
are arrangements that are intended to improve the effi-
ciency of federal, state, and local governments” spending
on large-scale projects that typically benefit the public

in some way. Such partnerships have, for example, been
used to design, build, operate, and maintain transpor-
tation and water infrastructure. The partnerships might
motivate private entities to achieve those outcomes more
efficiently by combining project stages (and sometimes
private financing) in a way that transfers risk to the
private party. Because the private partner’s profit depends
on the project’s success, that partner has an incentive to
achieve the best outcome at the lowest cost. The federal
government has rarely entered into such partnerships.
From 1991 to 2016, CBO estimates, public-private part-
nerships accounted for 1 percent to 3 percent of spend-
ing for highway, transit, and water infrastructure.’”

The amount of risk that state and local governments have
transferred to private entities through partnerships for
highway projects has declined in recent decades. One
way for private financiers to limit their risk is to require
repayment directly from state and local governments
(through availability payments) rather than from riskier
sources such as tolls. From 2009 to 2019, 44 percent of
all private financing was to be repaid directly by govern-
ments, whereas from 1993 to 2008, 17 percent of such
financing was repaid directly. The federal government’s
share of project financing grew significantly in those
years, rising from 25 percent in the 1993-2008 period to
49 percent in the 2009-2019 period (see Figure 3).

The Infrastructure Investment and Jobs Act, enacted in
November 2021, expanded the range of activities for
which public-private partnerships can be used to include
building new and improving existing broadband net-
works, enhancing the cybersecurity of the power grid,
and researching and developing clean hydrogen.** The

30. Department of Energy, Agency Financial Report, Fiscal
Year 2023 (November 2023), www.energy.gov/cfo/listings/
agency-financial-reports.

31. Congressional Budget Office, Public-Private Partnerships
Jor Transportation and Water Infrastructure (January 2020),
www.cbo.gov/publication/56003.

32. In addition, the law made changes to rules governing private
activity bonds, a type of tax-exempt municipal bond that state
or local governments issue on behalf of private entities to allow
them to borrow funds at a lower interest rate. Through the use of
such bonds, the private entity’s borrowing is subsidized by federal

law also tightened oversight of and reporting require-
ments for partnerships established under certain surface
transportation programs. For example, one provision
requires a “value for money analysis”—that is, an analysis
of the costs of undertaking a project using public fund-
ing versus private financing—for transportation projects
that are estimated to cost more than $750 million.

The GSEs’ Credit-Risk-Transfer Transactions

At the direction of the FHFA, Fannie Mae and Freddie
Mac began using CRT transactions in calendar year
2013 to share with private investors a portion of the
credit risk on the single-family mortgages that the GSEs
guarantee.”® (The years in this section are calendar years.)

Although CRT transactions can have varying structures,
all share the same purpose: They shift some of the costs
of default to other private parties, such as investors,
mortgage insurers, or private reinsurance companies. In
some cases, the GSEs might purchase insurance to lessen
their credit risk, but in most CRT transactions, Fannie
Mae and Freddie Mac issue bonds—called credit-risk
notes or CRT securities—with insurance-like properties
that protect the GSEs from some losses.* Investors in
CRT securities are repaid their principal plus interest;
the amounts of those payments depend on the perfor-
mance of an underlying pool of mortgages that the GSEs

taxpayers. The Infrastructure Investment and Jobs Act added two
new categories of private activity bonds—broadband projects and
carbon dioxide capture facilities—and increased the total dollar
amount of such bonds that a state or local government can issue
for qualified highway or surface freight transportation facilities.

33. Don Layton, a former chief executive officer of Freddie
Mac, contends that Freddie Mac would have carried out
CRT transactions in conservatorship even in the absence
of regulatory requirements. See Don Layton, 7he FHFA’s
Report on Credit Risk Transfer: Another Controversial Document
Further Erodes Confidence in the Agency (Joint Center for
Housing Studies, Harvard University, May 2021), p. 9,
https://tinyurl.com/26xbe548, and Demystifying GSE Credit
Risk Transfer: Part III—Special Interests and Politicization (Joint
Center for Housing Studies, Harvard University, July 2020),
heeps://tinyurl.com/bde48ut8.

34, CRT securities have accounted for about two-thirds of the
total dollar value of single-family CRT transactions, and
insurance purchases account for most of the rest of that
amount. See Federal Housing Finance Agency, Credit Risk
Transfer Progress Report: Fourth Quarter 2023 (April 2024), p. 3,
https://tinyurl.com/4r95h7pe. For more details about credit-risk
transfers, see Congressional Budget Office, Transferring Credit
Risk on Mortgages Guaranteed by Fannie Mae or Freddie Mac
(December 2017), www.cbo.gov/publication/53380.
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Figure 3.

Financing for Highway Projects Funded
Through Public-Private Partnerships

Billions of 2022 dollars
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local
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1993 to 2008 2009 to 2019

The share of federal financing used in partnerships for

highway projects doubled from the 1993-2008 period to the
2009-2019 period, reaching nearly 50 percent. The increased use
of private-activity bonds and TIFIA loans has driven up the costs of
such projects to federal taxpayers. The greater use of TIFIA loans,
which might not be repaid if highway tolls result in smaller receipts
than expected, has also increased the risk borne by taxpayers.

Data source: Congressional Budget Office. See www.cbho.gov/
publication/59408#data.

The state and local category is mostly loans or grants but also includes some
other types of financing, such as qualified private activity bonds, a type of
tax-exempt bond issued by state or local governments on behalf of private
entities. Because investors’ earnings on the bonds are not taxable, they allow
private entities to borrow funds at a lower interest rate than private bonds,
which are taxable.

TIFIA = Transportation Infrastructure Finance and Innovation Act.

already guarantee as part of a traditional MBS.” (CRT
securities do not change the GSEs” guarantee on MBSs

35. Private mortgage insurers and, to a much lesser extent, banks
have also used similar transactions to transfer risk to other parties.
See Laurie Goodman, “Credit Risk Transfer: A Fork in the Road,”
Journal of Structured Finance, vol. 24, no. 2 (Summer 2018),
pp- 15-24, https://doi.org/10.3905/js£.2018.24.2.015. The CRT
securities are similar to catastrophe bonds, which property and
casualty insurers use to share the risk of natural disasters with
capital markets. See Andy Polacek, Catastrophe Bonds: A Primer
and Retrospective, Chicago Fed Letter 405 (Federal Reserve Bank
of Chicago, 2018), https://tinyurl.com/ynfarfvy.

or interfere with the functioning of the MBS market.)
CRT securities insulate Fannie Mae and Freddie Mac
from a specified amount of mortgage losses by reducing
the amount of principal that they must repay to the
holders of the securities when losses occur.

The Role of Credit-Risk-Transfer Transactions. As
part of its 2013 strategic initiative, the FHFA sought
to reduce the GSEs’ dominant presence in the market-
place and set annual goals for the amount of risk that
the GSEs transferred to private investors.*® The FHFA
directed Fannie Mae and Freddie Mac to test multi-
ple types of CRT transactions involving single-family
loans in both security and insurance markets.”” The
CRT transactions are designed to transfer to investors
losses of up to about 4 percent of a mortgage pool—a
portion that would have been sufficient to cover most
of the losses that the GSEs incurred during the 2007—
2009 financial crisis.*®

CRT transactions helped to create a broader, more liquid
market for mortgage credit risk by introducing multiple
sources of private capital.”” Before 2013, providers of
private capital took on mortgage credit risk mainly by
purchasing private-label securities (MBSs issued and
insured by private companies without government back-
ing) or by selling private mortgage insurance. The market
for private-label securities is much smaller than it was
before the 2007—2009 financial crisis, but now investors
can assume mortgage credit risk by purchasing CRT
securities. Ultimately, Fannie Mae and Freddie Mac may
help develop a private market for mortgage credit risk
that can operate after the GSEs™ conservatorships end

36. Federal Housing Finance Agency, 2013 Report to Congress
(June 2014), pp. 2-3, https://tinyurl.com/2daa2wrm.

37. Because CRT transactions lessen the risk that the GSEs bear,
they also lower the capital requirements for the GSEs. (While
the GSEs are in conservatorship, the federal government
effectively provides most of their capital.) In March 2022,
the FHFA amended the capital requirements to encourage
the GSEs to continue implementing CRT transactions.

See Enterprise Regulatory Capital Framework—DPrescribed
Leverage Buffer Amount and Credit Risk Transfer, 87 Fed.
Reg. 14764 (March 16, 2022), https://tinyurl.com/nhxwvjaf.

38. Don Layton, Demystifying GSE Credit Risk Transfer: Part I—
What Problems Are We Trying ro Solve? (Joint Center for
Housing Studies, Harvard University, January 2020), p. 7,
heeps://tinyurl.com/zamxcw7n.

39. Congressional Budget Office, Transferring Credit Risk
on Mortgages Guaranteed by Fannie Mae or Freddie Mac
(December 2017), pp. 2-3, www.cbo.gov/publication/53380.
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and thus further reduce their direct role in the mortgage
market.

CRT securities offer investors a predictable and regu-
lar schedule for issuance (although that schedule was
disrupted during the pandemic), reliable historical
loan-level performance data that the GSEs make pub-
licly available, and quality bond ratings from multiple
credit rating agencies. Those traits make CRT securities
an attractive option for investors, and demand for them
has increased over time.* The pricing of CRT securities
could provide information about the cost of the risk
borne by the GSEs.*!

The Structure of CRT Securities. Investors in CRT
securities take on part of the credit risk for a pool of
mortgages in return for interest paid by the GSEs. The
interest rate is equal to a short-term interest rate (cur-
rently the Secured Overnight Financing Rate) plus an
additional percentage (referred to as a spread) based on
the riskiness of the individual security. If enough of the
loans in the pool defaulted, the investors would lose
some of their interest and principal payments.

The structure of CRT securities is complicated, in part
because the securities are exposed to both credit risk and
prepayment risk. To issue a set of CRT securities, Fannie
Mae and Freddie Mac first bundle some of the mortgages
that they guarantee to create a reference pool on which
the value of the securities is based. They then divide the
principal balance of the reference pool into different
groups of bonds (or tranches). Each tranche is assigned

40. For details about the CRT securities market, including trading
volumes and liquidity, see David Finkelstein, Andreas Strzodka,
and James Vickery, “Credit Risk Transfer and De Facto GSE
Reform,” Economic Policy Review, vol. 24, no. 3 (Federal
Reserve Bank of New York, December 2018), p. 106,
hetps://tinyurl.com/bdh63k34.

41. Susan M. Wachter, “Credit Risk Transfer, Informed Markets, and
Securitization,” Economic Policy Review, vol. 24, no. 3 (Federal
Reserve Bank of New York, December 2018), pp. 117-137,
https://tinyurl.com/ywjbjnry. How the GSEs and the FHFA
use the information is unclear. A complicating factor is that
CRT transactions do not provide transparent information about
default risk because of the relative lack of liquidity in the market
and the difficulty of separating prepayment risk from default
risk. One study found that changes in CRT securities’ prices
were more correlated with changes in the high-yield bond market
than with changes in mortgage delinquency rates. See Edward
Golding and Deborah Lucas, Credit Risk Transfer and the Pricing
of Mortgage Default Risk (October 2022), https://tinyurl.com/
asf/7v5se.

a different level of exposure to credit losses, essentially
affording each class of investors a different risk profile to
match their level of risk tolerance.

The level of risk exposure of a particular tranche is
referred to as its seniority: Senior tranches are safer than
junior ones because losses are allocated to the most
junior tranche first. When there is a loss in the reference
pool, the principal balance of the most junior tranche is
reduced by the amount of the loss. If losses exceed the
balance of that tranche, the balance of the next most
junior tranche (the most junior of the middle tranches) is
reduced by the amount of the remaining loss up to that
tranche’s balance, and so on. As a result, senior tranches
carry lower interest rates than junior tranches.

Fannie Mae and Freddie Mac structure the CRT secu-
rities in such a way that they hold the most senior, or
safest, tranche (see Figure 4). Typically, they also retain
the most junior, or riskiest, tranche, which exposes them
to the first losses in the reference pool and thus increases
their incentive to mitigate losses.” They sell most of the
middle tranches to investors but generally retain between
5 percent and 30 percent of those tranches to align their
interests with investors’ interests. That “skin in the game”
approach ensures that the GSE:s still have an incentive

to be vigilant about mitigating losses after mortgages
default.” And because the GSE:s retain the most senior
tranche, they bear all the losses greater than those
absorbed by the tranches sold to investors.

The payments on CRT securities are determined by
the performance of the loans in the reference pool. As
borrowers pay the principal on the mortgages in the
reference pool, those payments are allocated among the
tranches on the basis of seniority, as follows: The most

42. Through February 2021, the only CRT tranches that suffered
losses were the most junior tranches. The GSEs sold the most
junior tranches to investors in a few transactions in 2015, 2017,
and 2018 but have retained them all since then. See Federal
Housing Finance Agency, Performance of Fannie Maes and
Freddie Mac’s Single-Family Credit Risk Transfer (May 2021),

p- 3, hetps://tinyurl.com/2p8dm3y. See also Mark Zandi and
others, Who Bears the Risk in Risk Transfers? (Moody’s Analytics,
August 2017), hetps://tinyurl.com/3y8expks.

43. The large losses incurred by investors in nonguaranteed
MBSs issued by entities other than the GSEs during the 2007—
2009 financial crisis were attributed in part to the “originate
to distribute” model, under which mortgage originators passed
all credit risk to investors and thus had little incentive to
mitigate losses.
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Figure 4.

The Structure of the GSEs’ Credit-Risk-Transfer Securities and How Losses and Payments

Affect the Different Tranches

Structure of CRT securities

The GSEs then divide the balance
of the reference pool into tranches
Reference containing CRT securities with
pool different levels of risk exposure.
(The size of the tranches varies for
different transactions; the
percentages shown here are
illustrative.)

The GSEs bundle together some of
their guaranteed mortgages to
create a reference pool.

Il Held by the GSEs

100% Sold to investors

Most
senior
tranche

4%

0.5% —
) Most junior tranche

The GSEs sell a portion of the middle
tranches—typically 70% to 95%—to
investors and retain the rest.

Effects of losses and payments on the balance of tranches

Balance at Activity in the
issuance reference pool
Borrowers’
incipal
Most principa
senior PRI A
tranche —
: |
Middle
tranches —_—

Most junior
tranche -

Remaining
balance

Borrowers’ principal payments reduce the balances of the tranches. The balance of the most senior tranche is lowered by a percentage of
the payments that is equal to its portion of the reference pool’s outstanding balance. The rest of the payments reduce the balances of the
other tranches in order of seniority, beginning with the most senior of the middle tranches. By contrast, losses in the reference pool reduce

the balances of the tranches in reverse order of seniority.

Data source: Congressional Budget Office.

CRT = credit-risk-transfer; GSEs = government-sponsored enterprises (Fannie Mae and Freddie Mac).
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senior tranche receives a percentage of the payments that
is equal to its portion of the reference pool’s outstanding
principal balance. The rest of the payments go to the
remaining tranches in order of seniority—that is, the
second-most senior tranche (the most senior of the mid-
dle tranches) is repaid first, and once that tranche is fully
repaid, the next most senior tranche is repaid, and so

on. If any tranche is fully repaid by principal payments
before losses reach it, the holders of securities in that
tranche do not bear any losses.

To understand how losses and principal payments are
allocated to investors in CRT securities, consider a
hypothetical transaction based on a reference pool with
an initial principal balance of $1,000 that is divided
into three tranches. The initial principal balances of the
three tranches are as follows: $960 (or 96 percent of the
balance of the pool) for the senior tranche (held by the
GSEs), $35 (or 3.5 percent) for the middle tranche, and
$5 (or 0.5 percent) for the junior tranche. Suppose that
the reference pool experiences losses amounting to $1
and that the principal payments made on mortgages in
the pool total $200. The most junior tranche bears the
entire loss of $1, and its balance is reduced to $4. The
principal payments are first distributed to the senior
tranche in proportion to its share ($960) of the outstand-
ing balance for all tranches (now $999) and then to the
remaining tranches in order of seniority. Thus, $192 (or
96.1 percent of the principal payments received) goes to
the senior tranche, and $8 (the rest of the principal pay-
ments received) to the middle tranche. The most junior
tranche will not receive any principal payments until the
middle tranche is fully repaid. After losses and principal
payments have been allocated, the balances are $768

for the senior tranche, $27 for the middle tranche, and
$4 for the junior tranche. Payments and losses continue
to be distributed in that manner until the outstanding
balances are zero.

CRT securities have a complex legal structure that
protects the GSEs from the risk of investors’ insolvency
and investors from the risk of the GSEs insolvency (see
Figure 5). The GSEs set up a trust that sells a set of CRT
securities to private investors and invests the cash pro-
ceeds in short-term money markets. The trust uses earn-
ings from those investments and additional funds from
the GSE:s to pay principal (net of any losses) and interest
to the holders of the CRT securities. When a mortgage
defaults, the trust does not make principal or interest
payments on the CRT securities; instead, it transfers the
corresponding principal and interest to the GSEs. The

GSEs then use those funds to help pay principal and
interest to holders of its MBSs, which are guaranteed.
Because the GSEs receive the principal balance of the
CRT securities when they sell them to investors, the
securities do not expose the GSEs to counterparty risk.

The Credit-Risk-Transfer Market. From 2013 to
December 31, 2023, the GSEs engaged in transactions
that covered $6.7 trillion of single-family loan balances
and transferred possible losses of $210 billion, or about
3.2 percent of the balances. (The amount of possible
losses transferred is the maximum amount of losses that
CRT investors and counterparties could absorb after
the CRT transaction.) In 2023, the CRT transactions
covered about $422 billion of single-family loan balances
and transferred $13 billion of possible losses (about

3.1 percent of the balances).*

As of February 2021, the GSEs had paid around $15 bil-
lion (or about 7.5 percent of their combined net income
since August 2013) to private investors for CRT trans-
actions, and the transactions had transferred around

$50 million of actual credit losses from the GSEs to
private investors. Those losses account for just 5 percent
of total realized losses on the mortgages underlying CRT
transactions because nearly all the losses were absorbed
by the most junior tranches, which are held by the
GSEs.® To date, the GSEs have paid out more than the
losses covered by the CRT transactions because the mort-
gage market has not yet experienced the kind of losses
that the transactions are designed to cover.

Other Forms of Risk Sharing

The GSEs, the FHA, the Department of Education, and
the Export-Import Bank use other forms of risk sharing
in addition to those already discussed. For example, the
GSEs require private mortgage insurance on certain
loans, and the GSEs and the FHA enforce underwriting
standards for lenders and share risk with other parties
on multifamily loans. The Department of Education’s
direct student loan program gives borrowers the option

44. For a detailed discussion of CRT transactions, see Federal
Housing Finance Agency, Credit Risk Transfer Progress
Report: Fourth Quarter 2023 (April 2024), pp. 1-3,
heeps://tinyurl.com/4r95h7pe. The GSEs also transfer risk on
their multifamily loans, as described below in the section “Other
Forms of Risk Sharing.”

45. The reported costs exclude the transaction costs of issuing CRT
securities. See Federal Housing Finance Agency, Performance of
Fannie Maes and Freddie Macs Single-Family Credit Risk Transfer
(May 2021), https://tinyurl.com/2p8dm3y.
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Figure 5.

Cash Flows Involved in the GSEs’ Sharing of Risk Through Credit-Risk-Transfer Securities

Borrowers’
principal and
interest payments

Funds for interest
payments to investors in
CRT securities

Principal and interest
on CRT securities,
minus losses from
mortgage defaults

-«

—

Proceeds from

Guaranteed Funds to cover losses Ssaéecﬂnce?
principal and from mortgage defaults
interest

The GSEs set up a mortgage pool and receive mortgage payments from borrowers to pay MBS investors. A trust set up by the GSEs issues
a set of CRT securities to private investors and pays those investors back their principal plus interest, minus any losses from defaults in the
mortgage pool. The GSEs provide the trust with funds to make interest payments to investors in CRT securities, and the trust passes to the
GSEs funds to cover losses from defaults in the mortgage pool. The GSEs use mortgage payments from borrowers and those funds from the

trust to pay guaranteed principal and interest to holders of MBSs.

Data source: Congressional Budget Office.

CRT = credit-risk-transfer; GSEs = government-sponsored enterprises (Fannie Mae and Freddie Mac); MBS = mortgage-backed security.

to select an income-driven repayment (IDR) plan that
reduces the risk of the borrower’s defaulting, though it
does so at a cost to taxpayers. (For a detailed discussion
of IDR plans, see Box 2 on page 20.) The Export-
Import Bank has purchased private reinsurance to share
default risk on some of its existing portfolio.*

GSEs’ Sharing the Risk of Losses on Multifamily
Mortgages. Both Fannie Mae and Freddie Mac share
credit losses in their multifamily programs, but they

do so in different ways.?” Since 1988, lenders selling
multifamily loans to Fannie Mae have agreed to retain

a portion of the risk of losses on those loans on ecither a
prorated basis (lenders might, for example, agree to cover
one-third of all losses, and Fannie Mae would be respon-
sible for the remaining two-thirds) or a tiered basis (lend-
ers might, for example, agree to bear losses up to the first
5 percent of the current loan balance and some portion
of all losses beyond that point). By contrast, Freddie Mac
shares risk through securities that are similar in structure

46. Export-Import Bank, “EXIM Increases Taxpayer Protections
With Announcement of New Broker Partnership With Aon
to Reinsure Portfolio Risk: Innovative Risk-Sharing Program
Furthers EXIM’s Charter by Working With the Private Sector
to Minimize Risk of Losses and Protect U.S. Taxpayers” (press
release, January 12, 2021), hteps://tinyurl.com/2p99s7vx.

47. Congressional Budget Office, 7he Federal Role in the Financing
of Multifamily Rental Properties (December 2015), pp. 12-13,
www.cbo.gov/publication/51006.

to the CRT securities for single-family mortgages.
Investors bear the losses on the subordinated bonds
before Freddie Mac is exposed to losses.

Private Mortgage Insurance and the GSEs’ and the
FHA’s Enforcement of Underwriting Standards on
Mortgages. Under a traditional guarantee, Fannie Mae
and Freddie Mac share some of the credit risk with
private mortgage insurers (PMlIs), who are in the first-
loss position and thus incur losses before the GSEs. The
GSEs’ charters require mortgage insurance on most loans
with loan-to-value ratios over 80 percent. For mortgages
issued with less than a 20 percent down payment, a

PMI typically covers losses of 25 percent to 30 percent
of the loan balance before one of the GSEs bears losses
(see Figure 2 on page 12).* In 2023, PMIs insured

$255 billion of new single-family mortgages, committing
to cover losses of up to $68 billion on those loans before
the GSEs would incur any.*” Loans that are not approved

48. 'The size of the down payment determines the amount of PMI
coverage required. For a 30-year mortgage, a 15 percent down
payment requires 12 percent coverage; a 10 percent down
payment, 25 percent coverage; a 5 percent down payment,

30 percent coverage; and a 3 percent down payment, 35 percent
coverage.

49. Federal Housing Finance Agency, Credit Risk Transfer
Progress Report: Fourth Quarter 2023 (April 2024), p. 12,
hteps://tinyurl.com/4r95h7pe.
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for mortgage insurance are generally ineligible for pur-

chase by the GSEs.

Lenders face some credit risk even after they have sold
loans to the GSEs. If lenders originate and sell loans to
the GSEs that do not meet specific underwriting and eli-
gibility requirements (often referred to as representations
and warranties), they face loan repurchase, or putback,
risk.”® The GSEs are entitled to enforce their representa-
tions and warranties when the contract is breached and
can require the mortgage lender or broker to buy back
the ineligible loans. The threat of having to repurchase

a defaulted loan that fails to meet underwriting require-
ments aligns the lenders’ incentives with the GSEs’
incentives to control credit quality.

From 2009 through the second quarter of 2023, lenders
repurchased $92 billion of loans from the GSEs; most
of those loans were originated before 2009.%" Typically,
repurchases amount to less than 0.5 percent of the total
origination balance of loans purchased by the GSEs in a
given year, though repurchases of the loans that Freddie
Mac bought in 2007 reached nearly 2 percent of the
origination balance.” The loan repurchases reduce the
GSEs’ credit risk and encourage lenders to underwrite
loans more carefully. (The GSEs have recently assured
lenders that if they provide accurate data and use the
GSE’s automated underwriting systems, their loans will
not be subject to buybacks.)

The FHA can similarly refuse to honor the insurance
and demand repurchase or indemnification for any claim
filed on a defaulted loan that failed to meet its guide-
lines. The agency has an additional legal remedy that
imposes litigation risk on lenders and servicers under

the False Claims Act.”® The FHA increased enforcement
of that law in recent years, and the agency has posted

50. Laurie Goodman, Jun Zhu, and Michael Neal, GSE Repurchase
Activity and Its Chilling Effect on the Market (Urban Institute,
November 2023), https://tinyurl.com/chf5et24.

51. Inside Mortgage Finance, GSE Repurchase Activity: Cumulative
to Second Quarter 2023 (April 2023), hetps://tinyurl.com/
bdfdmr7d.

52. Laurie Goodman, Jim Parrott, and Jun Zhu, 7he Impact of
Early Efforts to Clarify Mortgage Repurchases (Urban Institute,
March 2015, updated April 2015), heeps://tinyurl.com/bdeyftd9.

53. The False Claims Act establishes liability for a variety of false
or fraudulent conduct, including originating loans insured by
the FHA that are not eligible for coverage and then submitting
claims for coverage when borrowers default on those loans.
See Department of Justice, “The False Claims Act & Federal
Housing Administration Lending” (blog entry, March 15, 2016),
heeps://tinyurl.com/yh8djcbk.

policy drafts to clarify what actions might result in
enforcement.™

The FHA’s Risk Sharing With Housing Finance
Agencies. The FHA has several small risk-sharing
agreements with state and local housing finance agen-
cies (HFAs) to increase the resources available for
multifamily loans to provide affordable housing. The
FHA takes on 69 percent of the credit risk while the
HFAs handle the loan processing and asset management
and bear the rest of the credit risk. Because the HFAs’
bonds are backed by the FHA’s mortgage insurance,

they are investment grade; the HFAs thus can borrow

at lower interest rates than those they would be offered
without the insurance. The program began as a pilot, and
the appropriation act that provided the Department of
Housing and Urban Development’s 2001 funding made
it permanent. In March 2024, the Office of Management
and Budget (OMB) estimated that in 2025, the
risk-sharing program would insure $7 million worth of
loans and result in budgetary savings.>

Servicing Guidelines for Student Loans. Entities that
originate and service student loans must adhere to laws
that govern such practices as marketing, disclosure, debt
collection, and credit reporting. With the rulemaking
authority granted to it under title IV of the Higher
Education Act of 1965, the Department of Education
has issued several servicing-related regulations and other
guidelines for servicers.*® If a servicer fails to follow all

54. Jim Parrott and Laurie Goodman, “If FHA Wants to Bring
Lenders Back, It Will Need to Clarify Their False Claims Act
Liability,” Urban Wire (blog entry, Urban Institute, June 11,
2019), hetps://tinyurl.com/tcyf856r; and Laurie Goodman,
Quantifying the Tightness of Mortgage Credit and Assessing Policy
Actions, Working Paper (Urban Institute, March 2017), p. 18,
hteps://tinyurl.com/49xrrvrh.

55. OMB expects that the risk-sharing program’s cash inflows from
fees and interest will exceed the credit losses it incurs, so the
program’s subsidy rate is negative. See Office of Management
and Budget, Budger of the U.S. Government, Fiscal Year 2025:
Federal Credit Supplement (March 2024), pp. 6 and 22,
www.govinfo.gov/app/details/BUDGET-2025-FCS.

56. See, for example, title IV, part B of the Higher Education Act
0f 1965, PL. 89-329 (codified at 20 U.S.C. § 1071 et seq.,
https://tinyurl.com/4vv7vhyd); Federal Family
Education Loan (FFEL) Program, 34 C.ER. part 682,
https://tinyurl.com/277xypdc; and Ted Mitchell, Under
Secretary, Department of Education, memorandum to James
Runcie, Chief Operating Ofhicer, Federal Student Aid, providing
policy direction on federal student loan servicing (July 20, 2016),
https://tinyurl.com/3psfabdk.

19


https://tinyurl.com/chf5et24
https://tinyurl.com/bdfdmr7d
https://tinyurl.com/bdfdmr7d
https://tinyurl.com/bdeyftd9
https://tinyurl.com/yh8djcbk
https://tinyurl.com/tcyf856r
https://tinyurl.com/49xrrvrh
https://www.govinfo.gov/app/details/BUDGET-2025-FCS
https://tinyurl.com/4vv7vhyd
https://tinyurl.com/277xypdc
https://tinyurl.com/3psfabdk

PUBLIC-PRIVATE RISK SHARING IN FEDERAL CREDIT PROGRAMS

SEPTEMBER 2024

Box 2.

Risk Sharing in Income-Driven Repayment Plans for Federal Student Loans

Although the federal government bears the credit risk on
student loans, college students take on financial risk when
they invest in higher education. Students expect that a degree
will increase their future earnings, which can be used to repay
any loans they may have taken out to pay for their schooling.
But their future earnings and ability to work are uncertain. If
borrowers earn less than they expect, they may not be able

to repay their loans. Those borrowers could be in debt for
many years, which might lead them to default on their loans
or to spend a large share of their earnings on loan payments.
Borrowers may also depart college without completing their
degree, leaving them with debt but no financial benefit.'

The federal government offers income-driven repayment (IDR)
plans for federal student loans that cap monthly payments and
provide a path to loan forgiveness, thereby allowing borrowers
to share the risk of their uncertain future earnings with the gov-
ernment. IDR plans are available to all student borrowers and
typically reduce the required monthly payments for borrowers
with lower income.

In July 2023, the Department of Education issued a final
rule that created a new IDR plan under which payments for

1. For a discussion of the financial risks that students face when they pursue
postsecondary schooling, see Congressional Budget Office, Federal Aid for
Postsecondary Students (June 2018), www.cho.gov/publication/53736.

applicable statutes and regulations, the Department of
Education may reject a claim for a loan guaranteed under
the Federal Family Education Loan program. Although
recent audits have found instances of noncompliance,
rejection rates for FFEL claims are typically less than

0.5 percent.”

Budgetary Effects of Public-Private
Risk Sharing

The budgetary effects of risk sharing can be complicated
and are not always intuitive. Those effects depend on

57. Department of Education, Office of Inspector General, Federal
Student Aid: Additional Actions Needed to Mitigate the Risk of
Servicer Noncompliance With Requirements for Servicing Federally
Held Student Loans (February 12, 2019, updated March 5, 2019),
hteps://tinyurl.com/bdes7n35; and S&P Global Ratings, U.S.
FFELP Student Loan ABS: Methodology and Assumptions (April 4,
2019, updated April 12, 2023), https://tinyurl.com/n4rwve7m.

undergraduate loans will be 5 percent of borrowers’ discre-
tionary income, defined as income above 225 percent of the
federal poverty guidelines (commonly known as the federal
poverty level, or FPL).2 Payments on graduate loans are equal
to 10 percent of discretionary income. Borrowers who have not
paid off their loans after making 20 years’ worth of qualify-

ing payments for undergraduate loans or 25 years’ worth of
payments for graduate loans will have their remaining balance
forgiven. In addition, borrowers who initially borrowed less
than $22,000 will be eligible for forgiveness in fewer than

20 years.?

Under another IDR plan, monthly payments are equal to
10 percent of discretionary income (defined as income above

2. For more details about the Administration’s final rule, see Improving Income
Driven Repayment for the William D. Ford Federal Direct Loan Program
and the Federal Family Education Loan (FFEL) Program, 88 Fed. Reg.
43820 (July 10, 2023), https://tinyurl.com/2jc448w4. A final rule is based
on a proposed rule that announces and explains the Administration’s or
an agency’s plan to address a problem or accomplish a goal. Once the
proposed rule has been published in the Federal Register and the public
has had an opportunity to provide feedback, the rule becomes final and is
published in the Federal Register along with an effective date.

3. The department’s implementation of the new IDR plan (named the SAVE
plan) has been halted by ongoing litigation. The outcome of that litigation is
uncertain.

Continued

how costs are measured and recorded in the federal bud-
get. The costs of most federal activities are recorded in
the budget on a cash basis—that is, inflows and outflows
are recorded as they occur. But the costs of federal credit
programs are recorded on an accrual basis—that is, the
estimated net present value of the lifetime cost of credit
is recorded at the time the credit is issued.’® (The admin-
istrative costs of credit programs are reported on a cash
basis.)* That budgetary treatment applies to direct loans
(for which most of the cash outflows occur up front,

58. Congressional Budget Office, How CBO Produces Fair-Value
Estimates of the Cost of Federal Credit Programs: A Primer
(July 2018), www.cbo.gov/publication/53886.

59. Congressional Budget Office, Administrative Costs of
Federal Credit Programs (December 2023), www.cbo.gov/
publication/59507, and Budgeting for Administrative Costs Under
Credit Reform (January 1992), www.cbo.gov/publication/20562.
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Box 2.

Continued

Risk Sharing in Income-Driven Repayment Plans for Federal Student Loans

150 percent of the FPL) and capped at the amount a borrower
would have paid under the standard 10-year plan; both grad-
uate and undergraduate borrowers who choose that plan are
eligible for loan forgiveness after making qualifying payments
for 20 years. A separate program—the Public Service Loan
Forgiveness program—allows borrowers who work in a public
service job to qualify for loan forgiveness after 10 years.

Sharing the risk of investing in higher education has many
benefits for borrowers and the broader economy. Borrow-
ers who repay through IDR plans have default rates that are
roughly half those of borrowers in repayment plans with fixed
payments because the required IDR payments are tied to
what they can afford.* Borrowers who avoid default and the
collections process have higher credit scores and will not be
disqualified from future borrowing. Indeed, IDR plans have
been found to increase the likelihood of repayment, improve
borrowers’ credit scores, and increase the likelihood of their
taking out a mortgage to purchase a home.5

4. Congressional Budget Office, Income-Driven Repayment Plans for Student
Loans: Budgetary Costs and Policy Options (February 2020), www.cbo.gov/
publication/55968.

5. See, for example, Daniel Herbst, “The Impact of Income-Driven Repayment
on Student Borrower Outcomes,” American Economic Journal: Applied
Economics, vol. 15, no. 1 (January 2023), https://doi.org/10.1257/
app.20200362; and Holger Mueller and Constantine Yannelis, “Increasing

when a loan is disbursed) as well as to loan guarantees
(for which cash flows to and from the government occur
gradually over the life of the commitment).

One of two approaches to accrual accounting is used
to estimate the cost to the federal government of credit
programs:

® The accounting procedures currently used in the
federal budget, as prescribed by the Federal Credit
Reform Act of 1990, or

® The fair-value method—an alternative approach in
which costs are estimated on the basis of the market
value of the federal government’s obligations.*

60. The FCRA approach is specified in section 501 of the Federal
Credit Reform Act of 1990, PL. 93-344 (codified at 2 U.S.C.
§ 661, hteps://tinyurl.com/4u3e59ev). For CBO’s most recent

Sharing the risk of student loans is costly for the government.
On average, IDR plans reduce the total amount that borrowers
repay. In the Congressional Budget Office’s June 2024 base-
line projections, the loans disbursed in 2025 for borrowers
enrolled in IDR plans have a FCRA subsidy rate of 34 percent,
whereas other loans have a subsidy rate of —13 percent (that
is, they generate budgetary savings), a difference of 47 per-
centage points.® Measured on a fair-value basis, the difference
was smaller, 43 percentage points: The fair-value subsidy rate
for loans in IDR plans was estimated to be 39 percent, and that
for other loans, -4 percent. As more generous IDR plans have
been introduced over time, the number of borrowers who have
enrolled in IDR plans has been greater than the Administra-
tion expected, and borrowers’ earnings have been less than
expected. As a result, estimates of the cost of the student loan
program have been revised upward.

Enrollment in Income-Driven Student Loan Repayment Plans: Evidence
from the Navient Field Experiment,” Journal of Finance, vol. 77,
no. 1 (February 2022), pp. 367-402, https://doi.org/10.1111/jofi13088.

6. Congressional Budget Office, “Details About Baseline Projections for
Selected Programs: Student Loan Programs” (June 2024), www.cho.gov/
publication/51310.

7. See, for example, Department of Education, Fiscal Year 2022 Budget
Summary (May 2021), www?2.ed.gov/about/overview/budget/budget22/
index.html.

The Federal Credit Reform Act of 1990 specifies an
accrual-based budgetary treatment for federal loans and
loan guarantees. That treatment was largely intended

to measure the costs of federal credit programs more
accurately than they would be measured on a cash basis
so that they could be readily compared with the costs of
other activities and the allocation of budgetary resources
could be improved.®" FCRA estimates represent the aver-
age projected effect of a given credit program on federal

debt.

comparison of estimates of the costs of federal credit programs
under the FCRA and fair-value approaches, see Congressional
Budget Office, Estimates of the Cost of Federal Credit Programs in
2025 (August 2024), www.cbo.gov/publication/60517.

61. Congressional Budget Office, Cash and Accrual Measures
in Federal Budgeting (January 2018), www.cbo.gov/
publication/53461.
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In accordance with FCRA, the budget reflects the antici-
pated subsidy cost of loans and loan guarantees—that is,
the estimated net present value of the cash flows to and
from the federal government that stem from the credit
commitment over the life of the loan or guarantee. To
calculate the subsidy cost, analysts use whatever informa-
tion is available at the time of the commitment to inform
judgments about the risk of default and the likelihood of
recoveries in the event of default.

Subsidy costs can be positive or negative. A positive
subsidy rate indicates that a credit program has a net
cost; funding must be available to cover the costs of such
a program.®” But when income from interest, recoveries,
and fees is expected to exceed the government’s outlays
on a net present-value basis, a program’s subsidy rate is
negative. A program with a negative subsidy rate results
in budgetary savings.®

Under FCRA, subsidy rates are typically revised annually
to bring them into alignment with actual and expected
cash flows and to account for changes in financial
conditions and the performance of credit programs. A
revised estimate that is lower than the initial subsidy cost
means that credit losses have been or are projected to

be less than expected or that fees and other cash inflows
have been or are projected to be more than anticipated;
a higher estimate indicates changes in the opposite
direction. Subsidy rates are also revised to account for
differences between the discount rates that were pro-
jected when the initial estimates were made and the
actual interest rates that prevail when the the credit is

disbursed.

CBO measures the costs of most government credit pro-
grams on a FCRA basis, as required by law, but it uses
the fair-value approach to calculate costs for Fannie Mae
and Freddie Mac (as well as the Troubled Asset Relief
Program) by approximating market prices for those
programs’ guarantees. In CBO’s view, fair-value estimates
are a more comprehensive measure than FCRA estimates
of the costs of federal credit programs, and thus they

62. For discretionary credit programs, the Congress appropriates
funds to cover the subsidy cost.

63. If a program has a negative subsidy rate, the program’s financing
account—an account that is used to track cash flows stemming
from credit commitments and is excluded from calculations
of budget deficits—generates more income than expenses
and makes a payment to a receipt account; such payments are
recorded as negative outlays in the budget.

allow lawmakers to better compare the advantages and
drawbacks of various policies.®* The fair-value approach
reflects the market value of the government’s obligations
by accounting for market risk. The fair value of a liabil-
ity, such as a loan guarantee, is the price that would have
to be paid to induce a private financial institution to
assume that liability.

CBO uses two different approaches to estimate the
effects of Fannie Mae’s and Freddie Mac’s activities on
the federal budget: It projects the costs of their mortgage
guarantees in future years on a fair-value basis, treating
the GSEs as governmental entities, and estimates their
transactions with the Treasury in the current year on a
cash basis.® The agency uses the second approach so that
its estimates of the budget deficit for the current year are
consistent with the Administration’s accounting for the
GSEs’ activities in the budget.*

The budgetary effects of risk sharing depend on how the
sharing provisions affect the present value of cash flows
and whether market risk is measured. The effects vary
among programs and depend in part on whether a pro-
gram has a positive or negative subsidy cost. Risk sharing
generally results in savings when it is done for programs
that have a positive subsidy rate because it transfers
portions of the risk and its expected costs to the private
sector. If the lifetime decreases in outflows for credit
losses stemming from the risk-sharing provisions exceed
the decreases in inflows from interest payments and fees,

64. Congressional Budget Office, Measuring the Cost of Government
Activities That Involve Financial Risk (March 2021),
www.cbo.gov/publication/56778; and Testimony of Douglas W.
Elmendorf, Director, Congtessional Budget Office, before the
House Committee on Financial Services, Estimates of the Cost of
the Credit Programs of the Export-Import Bank (June 25, 2014),
www.cbo.gov/publication/45468.

65. After consulting with the House and Senate Committees on
the Budget, CBO concluded that using a fair-value approach to
estimate the GSEs’ federal subsidy costs would give lawmakers
the most accurate and complete information about the budgetary
cost of supporting Fannie Mae and Freddie Mac. Testimony
of Deborah Lucas, Assistant Director for Financial Analysis,
Congressional Budget Office, before the House Committee on
the Budget, 7he Budgetary Cost of Fannie Mae and Freddie Mac
and Options for the Future Federal Role in the Secondary Mortgage
Market (June 2, 2011), www.cbo.gov/publication/41487.

66. OMB treats the GSEs as nongovernmental entities for budgetary
purposes. It records only the cash transactions between the
Treasury and the GSEs in the budget. See Congressional Budget
Office, Accounting for Fannie Mae and Freddie Mac in the Federal
Budget (September 2018), www.cbo.gov/publication/54475.
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then the risk sharing results in savings when its effects
are measured on a FCRA basis. If the reverse occurs, and
the decrease in inflows exceeds the decrease in outflows,
then risk sharing will have a cost on a FCRA basis. That
sometimes occurs when risk sharing is used for programs
that have a negative subsidy rate. When the fair-value
approach is used, whether transactions have a cost or not
depends solely on whether they are conducted at market
prices.

CBO'’s Baseline Projections for Federal
Programs That Guarantee Mortgages

CBO projects that some federal mortgage programs
result in budgetary costs and that others result in bud-
getary savings (see Table 3). The agency projects subsidy
rates, credit volumes, and budgetary costs for the current
year and the next 10 years for new mortgage guaran-
tees issued by Fannie Mae and Freddie Mac, the FHA’s
Mutual Mortgage Insurance program, VA, and Ginnie
Mae. For the 2024-2034 period, those projections—
which reflect the assumption that current laws governing
revenues and spending generally remain unchanged—are
as follows:

® Fannie Mae and Freddie Mac have positive subsidy
rates (less than 1.0 percent) and guarantee a total
of $16.1 trillion of mortgages over the projection
period, resulting in a subsidy cost of $51.8 billion
over 11 years.”

® The FHA’s Mutual Mortgage Insurance program has
a negative subsidy rate (roughly -2.0 percent in most
years) and guarantees $4.8 trillion of loans, resulting
in savings of $93.5 billion over 11 years.

® VA’s home loan program has a positive subsidy rate
(fluctuating around 1.0 percent in most years) and
guarantees $2.5 trillion of loans, resulting in a subsidy
cost of $26.3 billion over 11 years.

® Ginnie Mae has a negative subsidy rate (about
-0.3 percent annually), and its guarantees result in
savings of $22.4 billion over 11 years.

Partial Guarantees

The subsidy rate and how costs are measured affect
whether partial guarantees result in costs or savings. For
example, VA's mortgage guarantee program has a positive

67. CBO projects that in 2024, cash payments from Fannie Mae
and Freddie Mac to the Treasury will total $6.3 billion, on net.
Congressional Budget Office, “Details About Baseline Projections
for Selected Programs: Federal Programs That Guarantee
Mortgages” (June 2024), www.cbo.gov/publication/51297.

subsidy rate.®® The partial guarantees limit the losses
borne by VA, and though they also probably reduce the
guarantee fees collected, the budgetary costs are lower
than they would be if the program provided a full federal

guar antee.

For programs that have negative FCRA subsidies, partial
guarantees may increase budgetary costs above what
they would be if there was no risk sharing. In a previ-
ous report, CBO analyzed policy options to reduce the
FHA’s exposure to the risk of losses on its single-family
mortgage guarantees. Those options included creating a
larger role for private lenders and restricting the availabil-
ity of the FHA’s guarantees.®” Adopting a partial guaran-
tee, for example, would reduce the volume of guarantees
and decrease the average loss per loan. Changing the
FHA’s guarantee to a partial one could make credit less
available because lenders might be unwilling to accept
their share of the risk on certain borrowers, or they
might charge borrowers a higher interest rate or higher
fees, which would discourage those borrowers from
taking out an FHA mortgage. The FHA’s guarantees
currently have a negative subsidy rate, and changing to a
partial guarantee would decrease projected cash inflows
more than outflows; thus, evaluated on a FCRA basis,
that option would have a cost.”

Providing guarantees—whether partial or full—is not
necessarily less costly than direct lending. The relative
costs mostly depend on the structure of the credit and its
terms.

68. VA loans have lower default and delinquency rates than
FHA loans. Researchers and industry participants have given
several explanations for the differences, including VA’s partial
guarantee, its stronger underwriting standards, and its more
rigorous measures to avoid foreclosure. See Laurie Goodman
and others, Housing Finance at a Glance: A Monthly Chartbook,
February 2022 (Urban Institute, February 2022), p. 29,
https://tinyurl.com/yrsdmxka; and Congressional Budget Office,
The Role of the Department of Veterans Affairs in the Single-Family
Mortgage Market (September 2021), p. 10, www.cbo.gov/
publication/57024.

69. Congressional Budget Office, Options to Manage FHA’
Exposure to Risk From Guaranteeing Single-Family Mortgages
(September 2017), www.cbo.gov/publication/53084.

70. On a fair-value basis, the FHA’s new single-family guarantees
would show costs each year because the estimated market value
of insurance losses is projected to exceed the market value of fees
and premiums. That is because the FHA's losses tend to be larger
when overall economic conditions are weak. CBO routinely
provides fair-value estimates of the FHA’s mortgage guarantees
to lawmakers on a supplemental basis, as required by the
Concurrent Resolution on the Budget for Fiscal Year 2016.
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Table 3.

CBO’s June 2024 Baseline Projections for Federal Programs That Guarantee Mortgages

Billions of dollars

Total,
2024-
2024 2025 2026 2027 2028 2029 2030 2031 2032 2033 2034 2034
Total annual volume of mortgage originations® 1,869 2,349 2,802 3,606 3,722 3,712 3,764 3,889 4,033 4,179 4,330 38,255
Fannie Mae and Freddie Mac
Annual volume of loans 785 987 1,177 1,515 1,563 1,559 1,581 1,634 1,694 1,755 1,819 16,069
Share of originations (percent) 420 420 420 420 420 420 420 420 420 420 420 42.0
Annual subsidy costs® n.a. 0.1 2.0 4.0 4.8 5.2 5.4 5.7 59 9.4 9.4 51.8
Subsidy rate (percent) na. 0.01 017 026 031 033 034 035 035 053 052 0.34¢
Federal Housing Administration’s MMI program®e
Annual volume of loans 233 293 350 449 464 464 468 485 503 522 540 4,771
Share of originations (percent) 125 125 125 125 125 125 125 125 125 125 125 12.5
Annual subsidy costs 31 61 69 86 -93 93 94 97 -101 -104 -108 -935
Subsidy rate (percent) -1.32 -208 -196 -191 -200 -200 -200 -200 -2.00 -2.00 -2.00 -1.96
Department of Veterans Affairs’ home loan program®
Annual volume of loans 157 190 188 216 224 233 242 251 261 271 281 25515
Share of originations (percent) 8.4 8.1 6.7 6.0 6.0 6.3 6.4 6.5 6.5 6.5 6.5 6.6
Annual subsidy costs 0.3 2.1 1.1 2.1 24 2.6 2.7 2.7 33 35 3.6 26.3
Subsidy rate (percent) 021 110 058 09 106 111 111 109 126 127 129 1.05¢

Ginnie Mae’s mortgage-backed securities program?
Annual subsidy receipts 14 15 47 21 21 21 22 22 23 24 25 224

Data source: Congressional Budget Office. See www.cho.gov/publication/59408#data.

The subsidy rate is the estimated cost of a credit program divided by the amount disbursed. A positive subsidy rate indicates a government subsidy and
therefore a cost to the government, and a negative rate indicates budgetary savings.

FCRA = Federal Credit Reform Act of 1990; FHA = Federal Housing Administration; MMI = Mutual Mortgage Insurance; VA = Department of Veterans Affairs;
n.a. = not applicable.

a. Includes nonfederal mortgages.

b. The projections for 2025 to 2034 include projected subsidy costs of new mortgage guarantees made by Fannie Mae and Freddie Mac in each year, estimated
on a fair-value basis. For fiscal year 2024, the baseline includes an estimate of $6.3 billion in mandatory cash payments from Fannie Mae and Freddie Mac
to the Treasury. For more information about how CBO accounts for the two government-sponsored enterprises’ activities in its budget projections, see
Congressional Budget Office, CBO’s Budgetary Treatment of Fannie Mae and Freddie Mac (January 2010), www.cbo.gov/publication/41887.

c. The value shown is the average annual subsidy rate, weighted to account for differences in the annual volume of loan originations.

d. CBO uses the subsidy rates estimated by the Administration for home loans guaranteed or made by the FHA and VA in fiscal year 2024 because the
Administration will use those rates when it records the net present value of subsidy costs for such loans. The subsidy rates for all other years are CBO’s
estimates, which may diverge from the Administration’s projections.

e. Excludes home equity conversion mortgages. MMI subsidy receipts are recorded in the budget as offsetting collections to discretionary appropriations. The
subsidy rate for the MMI program is calculated using FCRA methods.

f. Includes guaranteed loans and direct loans made by VA on homes sold by the department; excludes loans acquired from other lenders and guarantees on
securities of direct loans originated by VA. Costs associated with VA's home loan program are recorded in the budget as mandatory spending. The subsidy
rate for the program is calculated using FCRA methods.

g. Ginnie Mae securitizes more than 90 percent of the FHA’'s MMI loan guarantees and 98 percent of VA's loan guarantees, resulting in additional offsetting
collections. The subsidy rate for Ginnie Mae, which is calculated using FCRA methods, is estimated to be —0.32 percent in 2024, -0.29 percent in 2025, and
-0.30 each year from 2026 to 2034.
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Project Financing

The budgetary effects of risk sharing for project financ-
ing vary depending on the specific project. Risk sharing
often supports projects that might not be able to obtain
full financing from private sources, and the projects typ-
ically benefit the public in some way. For example, the
Department of Energy’s Title XVII loans and loan guar-
antees have supported innovative technologies for energy
that were too risky—that is, the timing and amount of
future revenue streams were too uncertain—for private
financing to support. The government’s support of such
projects has allowed sponsors to obtain partial private
financing at lower costs and move forward with innova-
tive, yet risky, technologies. OMB’s revised subsidy rates
for most Title XVII loans and loan guarantees have been
lower than the original subsidy rates.”!

Over the 2009-2019 period, infrastructure projects
financed through the TIFIA and WIFIA programs
received close to half of their financing from state and
local governments and about 20 percent from private
entities; the federal government provided the rest. In
2023, the balances of outstanding loans under the TIFIA
program totaled $20 billion, and those under the WIFIA
program totaled $3.3 billion.”” On a FCRA basis, the
estimated cost of the TIFIA program is much lower than
CBO’s estimates of the cost to the federal government of
20-year financing through tax-exempt bonds and state
bank loans, even though TIFIA loans tend to have longer
repayment periods of 30 to 35 years.”

71. An exception is loans for renewable energy systems, electricity
transmission, and biofuel projects that were originated in
2009 under section 1705 of the Energy Policy Act of 2005.
OMB’s original subsidy rate for those loans was 7.57 percent, but
as of 2024, the revised subsidy rate for them is 97.65 percent.
‘That change in the subsidy rate is attributable to the bankruptcy
of Solyndra—a private company that received funds through
the Title XVII program in 2009 but later declared bankruptcy
in 2011. See Office of Management and Budget, Budger
of the U.S. Government, Fiscal Year 2025: Federal Credit
Supplement (March 2024), p. 49, www.govinfo.gov/app/details/
BUDGET-2025-FCS.

72. Department of Transportation, Agency Financial Report, Fiscal
Year 2023 (November 2023, updated December 2023),
heeps://tinyurl.com/ctypskjh; and Environmental
Protection Agency, Fiscal Year 2023 Agency Financial Report
(November 2023), www.epa.gov/planandbudget/results.

73. For comparisons using fair-value accounting, see Congressional

Budget Office, Federal Support for Financing State and Local

The estimated cost of the WIFIA and TIFIA programs
has changed over time. Revised estimates for the WIFIA
program have been much higher than the original esti-
mates for loans originated in 2020 and 2021 but much
lower for loans originated in 2022 and 2023. Similarly,
revised estimates for the TIFIA program have been both
significantly lower and higher than the original estimates,
reflecting how uncertain the costs of projects were when
the loans were originated.

Credit-Risk-Transfer Transactions

CRT transactions do not change the projected bud-
getary cost of the GSEs measured on a fair-value basis
because those transactions are executed at market prices.
Market-priced transactions have a fair-value subsidy rate
of zero because the payments made to investors equal the
value to the GSEs of their reduction in expected credit
losses. Although administrative expenses are incurred

to carry out the CRT transactions, those expenses are
not included in CBO’s fair-value estimates of the GSEs’
subsidy cost.

The CRT transactions also do not change the GSEs’

cash payments to the Treasury, which are set by law.”*
The transactions affect their reported profits because the
GSEs must pay a risk premium over a short-term interest
rate to induce investors to take on the credit risk.”” In
addition, investment banks conduct CRT transactions
on behalf of the GSEs, and Fannie Mae and Freddie Mac
must pay them for those transactions.

The GSEs use a competitive process in orderly markets
to determine the price that they pay private investors to

Transportation and Water Infrastructure (October 2018), pp. 4 and
16-20, www.cbo.gov/publication/54549.

74. Under the Temporary Payroll Tax Cut Continuation Act of
2011, the GSEs pay a fee of 10 basis points (or 0.1 percent) of
the total amount of their MBS guarantees to the Treasury. The
GSEs are not required to pay dividends to the Treasury, as they
did for several years in conservatorship, until their net worth
exceeds the amount of total capital necessary to meet their
capital requirements. If the dividend payments resume, the CRT
transactions will affect those payments.

75. The FHFA's projections of cash flows from CRT transactions
support that conclusion under various scenarios. See Federal
Housing Finance Agency, Performance of Fannie Mae’s and Freddie
Macs Single-Family Credit Risk Transfer (May 2021), pp. 21-23,
heeps://tinyurl.com/2p8dm3y.
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Box 3.

The Market for the GSEs’ Credit-Risk-Transfer Transactions

To share the credit risk of their mortgage portfolios, the
government-sponsored enterprises (GSEs) Fannie Mae and
Freddie Mac issue credit-risk-transfer (CRT) securities. Although
they are traded in competitive markets, those CRT securities
may not be as efficient a means of transferring risk as they
were intended to be. The design of CRT securities and the
complexity and other limitations of the markets in which they
are traded are important considerations for policymakers!

Although under normal market conditions the supply of
investors who are willing to assume credit risk remains stable,
during periods of market stress, when the need for credit pro-
tection is greater, enticing private investors to take on that risk
can be more difficult. The coronavirus pandemic illustrates that
possibility. During the pandemic, the market for CRT securities
was disrupted as investors demanded greater compensation,
liquidity decreased, and the GSEs stopped issuing CRT secu-
rities for several months.? Freddie Mac returned to the market

1. For a discussion about the limitations of CRT securities, see Edward Golding
and Deborah Lucas, Credit Risk Transfer and the Pricing of Mortgage
Default Risk (October 2022), https:/tinyurl.com/asf7v5se.

2. During the pandemic, the spread on CRT securities (that is, the additional
premium above the benchmark short-term interest rate that is required
to induce investors to purchase the securities) widened in the secondary
market, and liquidity diminished. One contributing factor was that investors
were uncertain how leniency for GSE-backed mortgages provided by
the Coronavirus Aid, Relief, and Economic Security (CARES) Act would

take on some of their credit risk.”® No significant barriers
to entry exist in the market other than investors” having
to understand the product—a prerequisite for any com-
plicated security for which transactions are conducted at
fair market prices. Most large asset managers are aware of
the market, and buyers include sophisticated investors.
(For further discussion about the market for CRT securi-
ties, see Box 3.)

76. For analyses suggesting that the CRT market is competitive and
that the GSEs have not overpaid investors in CRT securities,
see Don Layton, 7he FHFA’ Report on Credit Risk Transfer:
Another Controversial Document Further Erodes Confidence
in the Agency (Joint Center for Housing Studies, Harvard
University, May 2021), p. 9, https://tinyurl.com/26xbe548, and
Demystifying GSE Credit Risk Transfer: Part III—Special Interests
and Politicization (Joint Center for Housing Studies, Harvard
University, July 2020), hteps://tinyurl.com/bde48ut8; and Mark
Zandi and others, Who Bears the Risk in Risk Transfers? (Moody’s
Analytics, August 2017), p. 7, https://tinyurl.com/3y8expks.

in the third quarter of 2020, a year before Fannie Mae, but it
provided more protection to investors than it had before the
pandemic by taking a larger first-loss position—that is, Freddie
Mac restructured its CRT securities to increase the size of the
most junior tranche, which it retains. But even with greater
protection, investors demanded higher yields.

With their current structure, CRT securities may not transfer

as much of the risk of losses to private investors as intended,
which could result in the GSEs’ bearing more losses than
anticipated. That scenario could play out if, for example, a
large number of borrowers prepaid their mortgages and then a
large number of borrowers whose mortgages remained in the
reference pool underlying the CRT securities defaulted. The
risk is that prepayments could decrease the principal of the
CRT securities held by private investors, thereby reducing the
amount of risk those investors bore. Early in the pandemic, as
interest rates fell, many borrowers refinanced their mortgages,
resulting in prepayment of their original loans. By Septem-

ber 2020, almost all the middle tranches issued before 2020
had been paid off. Because the riskiest mortgages were less
likely to be prepaid, they accounted for a disproportionate

affect the performance of the CRT securities. Andrew Netter, The GSE
CRT Market Reopens Post COVID-19 Disruption: A New Normal? Or More
Troubles on the Horizon? White Paper (Milliman, September 2020),
https://tinyurl.com/45rzb2tz.

Continued

Other Forms of Risk Sharing Related to
Mortgage Guarantees

The GSEs lower their budgetary costs when they force
private lenders to repurchase loans that do not meet
their underwriting standards. Likewise, the FHA lowers
its budgetary costs when it settles cases under the False
Claims Act. In those cases, the private lenders bear the
credit losses instead of the federal government.

The GSEs’ requirement that borrowers with small down
payments on their loans purchase private mortgage
insurance reduces the amount of credit risk borne by
Fannie Mae and Freddie Mac and thus lowers the esti-
mated budgetary costs of the GSEs. Because the GSEs
lower their up-front guarantee fees for loans with private
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share of the mortgages remaining in the reference pools.?
According to one study, the GSEs were retaining roughly two to
three times as much credit risk as they reported.*

CRT securities are priced in competitive markets, and the risk
premium that investors demand to invest in them is high.®
One factor contributing to the large spreads is that the pool

of investors is limited by the complicated design of the CRT
securities, which makes it difficult to reliably estimate the cash

3. Federal Housing Finance Agency, Performance of Fannie Mae’s and
Freddie Mac’s Single-Family Credit Risk Transfer (May 2021), pp. 5 and
25-26, https://tinyurl.com/2p8dm3y. Some analysts found that although
more than 60 percent of the credit risk would be transferred to private
investors through CRT securities in a typical recession (or severe-stress
scenario), under almost all other scenarios, the most senior tranche held by
private investors would be mostly paid off before it could absorb any credit
losses. See Mark Zandi and others, Who Bears the Risk in Risk Transfers?
(Moody’s Analytics, August 2017), p. 3, https://tinyurl.com/3y8expks. Other
analysts have noted that a change in policy could address that issue. CRT
securities could be structured so that investors forgo prepayments for a
few years and, instead, principal payments are amortized over a specified
period. See Laurie Goodman and others, FHFA’s Confused Critique of
Fannie and Freddie’s Transfer of Credit Risk (Urban Institute, June 2021),
https://tinyurl.com/4e3tyz35.

4. Edward Golding and Deborah Lucas, Credit Risk Transfer and the Pricing of
Mortgage Default Risk (October 2022), https://tinyurl.com/asf7v5se.

5. lbid.; and J. Timothy Howard, “Risk Sharing, or Not,” Howard on Mortgage
Finance (blog entry, March 9, 2016), https://tinyurl.com/5n7sttr6.

mortgage insurance, the savings are reduced.”” If the
private mortgage insurers fail, those credit costs would
be borne by the GSEs. As their credit losses mounted
during the financial crisis, three of the eight PMIs
stopped issuing new insurance and were unable to fully
pay out claims. Their losses were due in part to a rapid
expansion in coverage—a nearly 50 percent increase in
2007—and a reduction in underwriting standards at the
height of the housing boom without an increase in rates
to reflect the higher risk.”® Because the PMIs did not pay

77. Currently, the fees charged by the GSEs do not cover the fair-
value cost of the guarantees for the average borrower.

78. The PMIs had incentives to take excessive risks because their
ratios of debt to equity were high. During the housing boom, the
PMIS denial rates on mortgage applications also dropped, in part
because they allowed delegated underwriting, meaning lenders
could approve the private mortgage insurance on the basis of the

flows from prepayments and credit losses among the various
tranches. The pricing of CRT securities has moved in line with
general credit conditions and has thus provided little additional
information about the credit risk of the underlying mortgages.
Uncertainty about policy changes that might affect the underly-
ing loans may also have contributed to the high risk premiums.

Investors in some of the more senior classes in the middle
tranches bear little credit risk. (The GSEs retain the most junior
and most senior tranches, so all the CRT securities held by
investors are in the middle tranches.) To date, none of the
middle tranches have experienced losses because home
values increased over the past 10 years, and as a result, rates
of default (and thus the losses incurred in all tranches) were
low. The middle tranche with the most seniority has, on aver-
age, provided a return that was more than 1 percentage point
greater than the benchmark short-term interest rate. Indeed,
the realized returns on most of the tranches for the first four
and a half years that the GSEs issued CRT securities—a period
of generally rising house prices and low defaults—were greater
than those of comparable benchmarks (high-yield bonds) and
even than those of stocks.®

6. Chao Gao and John J. McConnell, “Investment Performance of Credit
Risk Transfer Securities (CRTs): The Early Evidence,” Journal of Fixed
Income, vol. 28, no. 2 (Fall 2018), pp. 615, https://doi.org/10.3905/
jfi.2018.28.2.006.

the full amount of claims on time—or, in some cases, at
all—the GSEs ended up bearing the uncovered losses.”

automated underwriting systems of the GSEs, even when the
loans failed to meet the PMIs’ own published guidelines. Because
the two GSEs benefited from an implicit federal guarantee,
Fannie Mae and Freddie Mac had less incentive to impose market
discipline on the PMIs. See Neil Bhutta and Benjamin J. Keys,
“Moral Hazard During the Housing Boom: Evidence From
Private Mortgage Insurance,” Review of Financial Studies, vol. 35,
no. 2 (February 2022), pp. 771-813, https://doi.org/10.1093/
rfs/hhab060.

79. Laurie Goodman and Karan Kaul, Sixty Years of Private Mortgage
Insurance in the United States (Urban Institute, August 2017),
https://tinyurl.com/4yfjyc4p.
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