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THE ROLE OF FANNIE MAE AND FREDDIE
MAC IN THE FINANCIAL CRISIS

TUESDAY, DECEMBER 9, 2008

HOUSE OF REPRESENTATIVES,
COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM,
Washington, DC.

The committee met, pursuant to notice, at 10:04 a.m., in room
2154, Rayburn House Office Building, Hon. Henry A. Waxman
(chairman of the committee) presiding.

Present: Representatives Waxman, Towns, Kanjorski, Maloney,
Cummings, Kucinich, Davis of Illinois, Tierney, Clay, Lynch,
Yarmuth, Braley, Norton, Cooper, Van Hollen, Murphy, Sarbanes,
Speier, Burton, Shays, Mica, Souder, Platts, Turner, Issa, West-
moreland, McHenry, Foxx, Bilbray, Sali, and Jordan.

Staff present: Phil Barnett, staff director; Kristin Amerling, chief
counsel; Karen Lightfoot, communications director and senior pol-
icy advisor; David Rapallo, chief investigative counsel; John Wil-
liams, deputy chief investigative counsel; Michael Gordon and
David Leviss, senior investigative counsels; Russell Anello, Stacia
Cardille, and Margaret Daum, counsels; Alison Cassady and Anna
Laitin, professional staff members; Earley Green, chief clerk; Jen-
nifer Berenholz, assistant clerk; Alexandra Golden, investigator;
Caren Auchman, communications associate; Zhongrui “JR” Deng,
chief information officer; Leneal Scott, information officer; Miriam
Edelman, special assistant; Mitch Smiley and Matt Weiner, staff
assistants; Lawrence Halloran, minority staff director; Charles
Phillips, minority senior counsel; Brien Beattie, Molly Boyl, Chris-
topher Bright, Alex Cooper, Adam Fromm, Todd Greenwood, and
John Ohly, minority professional staff members; Larry Brady and
John Cuaderes, minority senior investigators and policy advisors;
Mark Lavin, minority Army fellow; Patrick Lyden, minority parlia-
mentarian and Member services coordinator; and Brian McNicoll,
minority communications director.

Chairman WAXMAN. The committee will please come to order.

Today, we are holding the committee’s sixth hearing on the fi-
nancial crisis. To date, we have examined the bankruptcy of Leh-
man Brothers, the fall of AIG, and the role of credit-rating agen-
cies. We held a hearing with Federal regulators and one with the
Nation’s most successful hedge fund managers. Today’s hearing
will focus on the collapse of two government-sponsored mortgage fi-
nancing enterprises, Fannie Mae and Freddie Mac.

On September 7th, the Treasury Department took control over
Fannie and Freddie. The companies have now been given access to
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$200 billion in capital from the Federal Government. Our job today
is to examine why Freddie and Fannie failed.

As part of our investigation, the committee obtained nearly
400,000 documents from Fannie Mae and Freddie Mac. These docu-
ments show that the companies made irresponsible investments
that are now costing Federal taxpayers billions of dollars.

One key document is a confidential presentation from the files of
Fannie Mae’s CEO, Daniel Mudd. According to this document, the
company faced a strategic crossroads in June 2005. The document
states, “We face two stark choices: one, stay the course; or, two,
meet the market where the market is.” Staying the course meant
focusing predominantly on more secure, prime and fixed-rate mort-
gages. The presentation explained that this option would “maintain
our strong credit discipline and protect the quality of our book.”

But, according to the confidential presentation, the real revenue
opportunity was in buying subprime and other alternative mort-
gages. To pursue this course, the company would have to “accept
higher risk and higher volatility of earnings.” This presentation
recognized that homes were being utilized like an ATM. It acknowl-
edged that investing in subprime and alternative mortgages would
mean higher credit losses and increased exposure to unknown
risks, but the lure of additional profits proved to be too great.

The documents make clear that Fannie Mae and Freddie Mac
knew what they were doing. Their own risk managers raised warn-
ing after warning about the dangers of investing heavily in the
subprime and alternative mortgage market, but these warnings
were ignored.

In 2004, Freddie Mac’s chief risk officer sent an e-mail to CEO
Richard Syron urging Freddie Mac to stop purchasing loans with
no income or asset requirements as soon as practicable. The risk
officer warned that mortgage lenders were targeting borrowers who
would have trouble qualifying for a mortgage if their financial posi-
tion were adequately disclosed and that the “potential for the per-
ception and the reality of predatory lending with this product is
great.” But, Mr. Syron did not accept the chief risk officer’s rec-
ommendation. Instead, the company fired him.

A year later, on November 10, 2005, a top Fannie Mae official
warned, “Our conclusion has consistently been that the lowering of
risk in many of these private-label securities has not adequately
been reflected in their pricing.”

On October 28, 2006, Fannie’s chief risk officer sent an e-mail to
company CEO Daniel Mudd warning about a serious problem at
the company. He wrote, “There is a pattern emerging of inadequate
regard for the control process.” In another e-mail on July 16, 2007,
the same risk officer wrote to Mr. Mudd again, this time complain-
ing that the Board of Directors had been told falsely that “we have
the will and the money to change our culture and support taking
more credit risk.” The risk officer wrote, “I have been saying that
we are not even close to having proper control processes for credit
market and operational risk. I got a 60 percent budget cut. Do I
look stupid?”

But, these warnings were routinely disregarded. In one 2007
presentation, the management of Fannie Mae told the Board, “We
want to go down the credit spectrum. Subprime spreads have wid-
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ened dramatically to their widest level in years. We do not feel
there is much risk going down to AA and A. We don’t expect to
take losses at AA and A level. Eventually, we want to go to BBB.
We want to move quickly while the opportunity is still here.”

Taking these risks proved tremendously lucrative for Fannie and
Freddie’s CEOs. They made over $40 million between 2003 and
2007. But, their irresponsible decisions are now costing the tax-
payers billions of dollars.

At an earlier hearing, the minority, Republicans, released a re-
port that called Fannie and Freddie “the central cancer of the
mortgage market, which has now metastasized into the current fi-
nancial crisis.” The next day, John McCain made a similar state-
ment during a Presidential debate in Nashville, stating that,
“Fannie and Freddie were the catalyst, the match that started this
forest fire.”

The documents do not support these assertions. The CEOs of
Fannie and Freddie made reckless bets that led to the downfall of
their companies. Their actions could cost taxpayers hundreds of bil-
lions of dollars. But, it is a myth to say they were the originators
of the subprime crisis. Fundamentally, they were following the
market, not leading it.

It is also a myth to blame the Nation’s affordable housing goals.
The bulk of Fannie and Freddie’s credit losses, nearly $12 billion
so far this year, are the result of their purchases of Alt-A loans and
securities. Because many of these risky loans lack full documenta-
tion of the borrower’s income, they did not help the companies meet
their affordable housing goals.

At today’s hearing, we will have the opportunity to question four
former CEOs of Fannie Mae and Freddie Mac, and I thank them
for their cooperation. I also want to thank the companies them-
selves for cooperating with the committee’s investigation.

But, I especially want to thank and congratulate the members of
this committee for their work in this Congress. This will be the last
full committee hearing we will hold this year, and it will be the last
Oversight Committee hearing that I will chair.

It has been a tremendous honor to chair this committee. We
began our oversight efforts in February 2007, with 4 days of back-
to-back hearings on waste, fraud, and abuse in Federal spending.
We investigated the missing $8 billion in cash handed out in Iragq,
the actions of Blackwater’s private security guards, the
politicization of Federal science, high drug prices, and CEO pay.
We took testimony from Valerie Plame and Condoleezza Rice,
Kevin Tillman and Donald Rumsfeld, Roger Clemens and Brian
McNamee, and dozens of corporate and government leaders. And
our actions were the catalyst for legislative changes that will save
the taxpayers billions of dollars.

It has been a busy schedule, but the one constant of all of this
has been the dedication and commitment of the members of the
committee. Oversight is not easy. To have an impact, you have to
work hard and know your facts, and that is what the Members
have done in hearing after hearing. I will always be proud of the
work of this committee and even prouder of the Members with
whom I have had the great fortune to serve.
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I know that this committee will do great things next year under
the leadership of your new chairman and your new ranking mem-
ber. And I want you to know that I will miss being here, and it
has been a tremendous privilege for me to serve with you.

And I want to recognize the ranking member of the committee,
Mr. Issa, for his opening statement.

[The prepared statement of Hon. Henry A. Waxman follows:]
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Opening Statement of Rep. Henry A. Waxman
Chairman, Committee on Oversight and Government Reform
The Role of Fannie Mae and Freddie Mac in the Financial Crisis
December 9, 2008

Today we are holding the Committee’s sixth hearing on the
financial crisis. To date, we have examined the bankruptcy of
Lehman Brothers, the fall of AIG, and the role of credit rating
agencies. We held a hearing with federal regulators and one

with the nation’s most successful hedge fund managers.

Today’s hearing will focus on the collapse of two
government sponsored mortgage financing enterprises: Fannie

Mae and Freddie Mac.

On September 7, the Treasury Department took control
over Fannie and Freddie. The companies have now been given
access to $200 billion in capital from the federal government.

Our job today is to examine why Fannie and Freddie failed.



6

As part of our investigation, the Committee obtained nearly
400,000 documents from Fannie Mae and Freddie Mac. These
documents show that the companies made irresponsible
investments that are now costing federal taxpayers billions of

dollars.

One key document is a confidential presentation from the
files of Fannie Mae CEO Daniel Mudd. According to this
document, the company faced a “strategic crossroads” in June

2005. The document states:

We face two stark choices: (1) Stay the course; or (2) Meet

the market where the market is.

“Staying the course” meant focusing predominantly on
more secure, prime and fixed-rate mortgages. The presentation
explained that this option would “maintain our strong credit

discipline” and “protect the quality of our book.”
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But according to the confidential presentation, the real
“revenue opportunity” was in buying subprime and other
alternative mortgages. To pursue this course, the company
would have to “accept higher risk and higher volatility of

earnings.”

This presentation recognized that homes were “being
utilized ... like an ATM.” It acknowledged that investing in
subprime and alternative mortgages would mean “higher credit
losses” and “increased exposure to unknown risks.” But the lur

of additional profits proved to be too great.

The documents make clear that Fannie Mae and Freddie
Mac knew what they were doing. Their own risk managers
raised warning after warning about the dangers of investing
heavily in the subprime and alternative mortgage market. But

these warnings were ignored.
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In 2004, Freddie Mac’s chief risk officer sent an e-mail to
CEO Richard Syron urging Freddie Mac to stop purchasing
loans with no income or asset requirements “as soon as
practicable.” The risk officer warned that mortgage lenders
were targeting “borrowers who would have trouble qualifying
for a mortgage if their financial position were adequately
disclosed” and that the “potential for the perception and the
reality of predatory lending with this product is great.”

But Mr. Syron did not adopt the chief risk officer’s

recommendation. Instead, the company fired him.

A year later, on November 10, 2005, a top Fannie Mae
official warned: “our conclusion has consistently been that the
layering of risk in many of these private-label securities has not

adequately been reflected in their pricing.”
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On October 28, 2006, Fannie’s chief risk officer sent an e-
mail to company CEO Daniel Mudd warning about a “serious
problem” at the company. He wrote: “There is a pattern

emerging of inadequate regard for the control process.”

In another e-mail on July 16, 2007, the same risk officer
wrote to Mr. Mudd again, this time complaining that the board
of directors had been told falsely that the “we have the will and
the money to change our culture and support taking more credit

risk.” The risk officer wrote:

I have been saying that we are not even close to having
proper control processes for credit, market, and operational

risk. I geta 16 percent budget cut. Do I look so stupid?

But these warnings were routinely disregarded. In one
2007 presentation, the management of Fannie Mae told the
board:
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We want to go down the credit spectrum. ... Subprime
spreads have widened dramatically to their widest level in
years. We do not feel there is much risk going down to AA
and A. ... We don’t expect to take losses at AA and A
level. Eventually, we want to go to BBB. ... We want to

move quickly while the opportunity is still there.

Taking these risks proved tremendously lucrative for the
Fannie and Freddie CEOs. They made over $30 million
between 2003 and 2007. But their irresponsible decisions are

now costing the taxpayers billions of dollars.

At an earlier hearing, the minority released a report that
called Fannie and Freddie “the central cancer of the mortgage
market, which has now metastasized into the current financial
crisis.” The next day, John McCain made a similar statement
during a presidential debate in Nashville, stating that “Fannie
and Freddie were the catalysts, the match that started this forest

fire.”
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The documents do not support these assertions. The CEOs
of Fannie and Freddie made reckless bets that led to the
downfall of their companies. Their actions could cost taxpayers
hundreds of billions of dollars. But it is a myth to say they were
the originators of the subprime crisis. Fundamentally, they were

following the market, not leading it.

It is also a myth to blame the nation’s affordable housing
goals. The bulk of Fannie and Freddie’s credit losses — nearly
$12 billion so far this year — are the result of their purchases of
Alt-A loans and securities. Because many of these risky loans
lack full documentation of income, they did not help the

companies meet their affordable housing goals.

At today’s hearing, we will have the opportunity to
question four former CEOs of Fannie Mae and Freddie Mac, and
I thank them for their cooperation. I also thank the companies

themselves for cooperating with the Committee’s investigation.
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But I especially want to thank and congratulate the
members of the Committee for their work this Congress. This
will be the last full Committee hearing we will hold this year.
And it will be the last Oversight Committee hearing that I will

chair.

It has been a tremendous honor to chair this Committee.
We began our oversight efforts in February 2007 with four days
of back-to-back hearings on waste, fraud, and abuse in federal
spending. We investigated the missing $8 billion in cash handed
out in Iraq ... the actions of Blackwater’s private security guards
... the politicization of federal science ... high drug prices ...
and CEO pay. We took testimony from Valerie Plame and
Condoleezza Rice; Kevin Tillman and Donald Rumsfeld; Roger
Clemens and Brian McNamee; and dozens of corporate and

government leaders.

And our actions were the catalyst for legislative changes

that will save the taxpayers billions of dollars.
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It has been a busy schedule, but the one constant has been
the dedication and commitment of the members of the
Committee. Oversight is not easy. To have an impact, you have
to work hard and know your facts. And that is what you have

done in hearing after hearing.

I will always be proud of the work that this Committee has
done — and even prouder of the members with whom I have

had the great good fortune to serve.

I know you will do great things next year under the
leadership of your new chairman and your new ranking member.
But I want you to know that I will miss being here and that it has

been a tremendous privilege to serve with you.
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Mr. IssA. Thank you, Mr. Chairman.

Before I begin, I would ask unanimous consent that my col-
leagues from Financial Services, the ranking member, Mr. Bachus,
and Mr. Garrett of New Jersey, would be permitted to participate
in this hearing today.

Chairman WAXMAN. Without objection, that will be the order.

Mr. IssA. Mr. Chairman, I additionally ask unanimous consent
that documents produced pursuant to the request by the commit-
tee, including certain e-mails, memorandum, and presentations of
Fannie Mae and Freddie Mac, be inserted into the record of this
hearing.

Chairman WAXMAN. If you gentlemen would withhold that unan-
imous consent request, we just want to be sure we are talking
about the same documents.

Mr. IssA. Of course, Mr. Chairman.

Chairman WAXMAN. Thank you.

Mr. IssA. Mr. Chairman, also before I begin, on behalf of Rank-
ing Member Tom Davis, who, as you know, has now left the Con-
gress just slightly early, I have had the honor of serving with you
and serving with Mr. Davis for these last 2 years. Although we
have not always agreed—as a matter of fact, we have not often
agreed—the elevation of this committee by your tireless effort has,
in fact, put this committee where it should be: at the center of
Congress’s oversight of this large economy, both public and private.

And, for that, this committee will owe you—and hopefully, the
picture to be hung soon—a debt of gratitude, because to elevate a
committee is one of the hardest things in the world to do. Many
chairmen spend years at the helm of a committee and see it re-
duced or, at best, held the same. But, you truly have left this com-
mittee much stronger than when you found it. And, for that, both
sides of the aisle will always be grateful.

[Applause.]

Mr. MicA. Mr. Issa, would you yield to me?

Mr. IssA. And I would yield to the gentleman.

Mr. MicA. You know, I think one of the reasons Mr. Waxman has
probably sought the position on Energy and Commerce was to es-
cape the claws of Mr. Issa and Mr. Mica. But we wish him well in
his new endeavor.

Two things. One, there is no substance, as I told you before, to
the fact that our steering committee is moving the two of us over
to that committee. So, that will be very good. And, also, could you
please keep me posted on the exact date of the hanging of Henry
Waxman? Because I want to be here for it.

Thank you.

Mr. IssA. Thank you.

Thank you for your indulgence, Mr. Chairman.

Chairman WAXMAN. The gentleman’s time has expired—no.
[Laughter.]

Mr. IssA. Thank you, Mr. Chairman, for scheduling this impor-
tant hearing. And thank you, again, for the second panel of expert
witnesses. That shows a great deal of bipartisan cooperation, and,
for that, again, I am grateful.

As we attempt to deal with the ongoing financial crisis, it is criti-
cal that we look at all the factors that caused the collapse of the
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financial system. The one thing we know for certain is that the
overinflated housing market and defaulting subprime loans are at
the center of the problem. And it is no secret that I believe that
Fannie Mae and Freddie Mac had either the primary role or cer-
tainly a primary cause of this failure.

The analogy of the Chicago fire and Mrs. O’Leary’s cow is par-
ticularly appropriate here. The cow was the immediate cause of the
fire, but there were a number of factors that made the fire inevi-
table. The fire spread quickly because homes were densely packed
and made of wood. It wasn’t a question of whether the disaster
would happen, but when. I believe that Freddie and Fannie had a
great deal to do with packing that great deal of wood close together
for a number of years.

These two government-sponsored enterprises were repeatedly
urged by politicians to deliver affordable housing to the American
people. There was an inevitability in this policy, just as the events
that led to the Chicago fire. Traditional home loans were replaced
with easy credit, no-document, and no-downpayment loans. Instead
of human judgment assessing risk, those responsibilities were shift-
ed to rely on computer modeling. Outright fraud and greed wasn’t
isolated to just Wall Street, although I appreciate the chairman’s
work on uncovering the portion that was on Wall Street. Fannie
and Freddie shared in this disgrace as it drove much of the poor
decisionmaking that have led us to where we are here today.

Mr. Chairman, the time for double talk, not in this committee
but outside this committee, is over. Mr. Chairman, the election is
behind us. So, let us get to the bottom of this crisis and find out
what really happened. We must work together to get to the root
causes of this crisis, not just a root cause, but all root causes. It
is important that we find out what factors interacted with each
other to bring about the degree of financial destruction.

Of all the work we have done to date, it is inconceivable that we
have not had any discussion of the role that we played, the role
that congressionally mandated policies played in this crisis. We
must ask ourselves, did Congress advocate policies that fermented
this crisis? Did individual Congressmen and/or -women advocate
because, in fact, it was a convenient relationship, both politically
and perhaps personally?

Some will consider what I am about to say not politically correct.
A few weeks ago, when the topic of Fannie Mae and Freddie Mac
affordable housing loans were raised as a cause of this crisis,
Chairman Barney Frank said it was racist to suggest as much. I
will say here today, it is not racist to suggest anything and every-
thing as a cause of this problem until it is properly eliminated by
those who are not affected directly by it but, in fact, can dispassion-
ately and objectively analyze what was or was not a cause of this
problem.

In a recent Senate hearing on the automobile bailout, Chairman
Christopher Dodd continued to point a finger at Wall Street as the
culprit of the current crisis and many crises. Those two men are
chairmen of the two most important committees, notwithstanding
ours, dealing with the financial crisis, yet they appear to be wear-
ing blinders in not wanting to discuss the full range of issues un-
derlying this crisis.
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Mr. Chairman, the goal of affordable housing is one of the most
laudable goals we, as legislators, should seek to attain. But, we
should do it in a way that does not destroy the whole financial sys-
tem, which is, in fact, what has happened.

Let me draw a contrast. For decades, under the GI Bill of Rights,
we allowed and encouraged servicemen to get VA home loans with
little or no money down. And that program, Mr. Chairman, works
well. What I am saying is that affordable housing is a desirable
goal, and it can be done the right way.

But, in the case of the GSEs, how we encourage the program is
something we have to come to grips with. We have to recognize
that what we have done with the GSEs hasn’t worked. Rather, it
has allowed the most vulnerable in our society to be subject to
predatory lenders. We gave hope to people with the promise of
homeownership without telling them the American dream could
turn into their personal nightmare. Mr. Chairman, we in the Con-
gress have to look in the mirror because part of the blame clearly
lies at our footsteps.

I have introduced legislation to establish a 9/11-type independ-
ent, nonpartisan commission composed of experts, not politicians,
to assess what went wrong and how the system should be rem-
edied. Mr. Chairman, in your new role, I would hope that you
would sign on in the next Congress as a cosponsor of this legisla-
tion.

I believe that this committee and others should continue to ac-
tively look into the causes. We should, in fact, do our oversight
role. But, the worst thing Congress can do now is to start legislat-
ing or advocating for regulation without a clear, nonpartisan analy-
sis of what went wrong, including a look inward.

Business Week just ran an article indicating that many of the
current reworked FHA loans will default in the near future and a
second bailout will be necessary. Mr. Chairman, for all the commit-
tees in the Congress, this committee has a unique obligation and
opportunity to work in a bipartisan way to follow the causes of this
crisis, both independently and through a commission that can pro-
vide us with additional insight in all directions, including that
which comes to our footsteps.

Mr. Chairman, I would hope that we will continue in the next
Congress to make sure that the Financial Services Committee does
not supplant this committee in making sure that government does
what it should do, not only to encourage and allow homeownership
to all, but, in fact, to protect the financial system that today is tee-
tering on the edge of yet another precipitous fall.

If the Congress cannot do this in an objective and dispassionate
way, then I assure you the minority will continue to pull at every
possible lever to ensure that we can play a constructive role in en-
suring that the wood will not be piled up again, that homes, wheth-
er in Chicago or throughout America, will not be built close to-
gether and of wood in order to have yet another Mrs. O’Leary’s fire.

Mr. Chairman, thank you again for holding this important hear-
ing. And I look forward to perhaps you being an original cosponsor
of the legislation calling for a nonpartisan commission in the next
Congress.

Chairman WAXMAN. Thank you, Mr. Issa.
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I'm pleased to introduce our witnesses today.

We have Leland Brendsel, the former CEO of Freddie Mac. He
worked at Freddie Mac for 21 years and left the company in June
2003.

Daniel Mudd, former CEO of Fannie Mae, served as the presi-
dent and chief executive officer of Fannie Mae from June 2005
until September 2008. Mr. Mudd was also a member of the Fannie
Mae Board of Directors from February 2000 until September 2008.

Franklin Raines is the former chief executive officer of Fannie
Mae from 1999 until his retirement in December 2004. He pre-
viously served as Fannie Mae’s vice president from 1991 until
1996.

And Richard Syron, a former CEO of Freddie Mac, served as the
chairman and CEO from December 2003 to September 2008.

I want to welcome each of you to our hearing today.

It is the custom of this committee that all Members that testify
do so under oath. So, I would like to ask, if you would, please stand
and raise your right hands.

[Witnesses sworn.]

Chairman WAXMAN. The record will indicate that each of the wit-
nesses answered in the affirmative.

Your prepared statements will be in the record in their entirety.
We will have a clock that will indicate a time for 5 minutes. At 4
minutes, it will be green. The last minute, it will turn orange. And
then, when the 5 minutes is up, it will turn red. That will be an
indication to you that we would like you then to conclude your com-
ments. Even though it may not be the complete testimony, the
whole testimony will already be in the record.

We will start with you, Mr. Syron. Why don’t we start with you?
There is a button on the base of the mic. Be sure to push it and
have the mic close enough so that it can be picked up.

STATEMENTS OF RICHARD SYRON, FORMER CEO, FREDDIE
MAC; DANIEL MUDD, FORMER CEO, FANNIE MAE; LELAND
BRENDSEL, FORMER CEO, FREDDIE MAC; AND FRANKLIN
RAINES, FORMER CEO, FANNIE MAE

STATEMENT OF RICHARD SYRON

Mr. SYRON. Thank you, Chairman Waxman and members of the
committee. Good morning. I appreciate the opportunity to testify
today and address your issues of concern in light of the current fi-
nancial crisis. As you know, I served as CEO of Freddie Mac essen-
tially from 2004 to September of this year.

Let me start with a very basic proposition. Freddie Mac was, is
and, by law, must be a nondiversified financial services company,
limited to the business of residential mortgages. Given the recent
severe nationwide downturn in housing market, the only nation-
wide housing decline in housing values since the Great Depression,
any company limited exclusively to that line of business alone
would be severely impacted. As Treasury Secretary Paulson re-
cently noted, given that GSEs were solely involved in housing, and
given the magnitude of the housing correction we have had, the
losses by the GSEs should come as no surprise to anyone.
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With respect to the housing market, the prolonged glut of credit
certainly was one factor that contributed to the housing bubble and
its subsequent collapse. Another important factor was the shift
from a system in which mortgage originators held loans to matu-
rity to a system in which mortgage originators immediately sold or
securitized a loan and retained no risk. In more recent years, in-
creasingly complex financial techniques were also applied to the
process with the objective of minimizing, shifting, or, some be-
lieved, virtually eliminating risk.

We all recognize that homeownership provides benefits and gen-
erates substantial social advantages beyond just shelter. We have
learned the hard way, however, that the rapid expansion of home-
ownership is not without risk and ultimately not without cost if the
choices made by individual homeowners are unaffordable.

What was the role of Fannie Mae and Freddie Mac in the credit
crisis? These institutions were established by Congress to promote
liquidity, affordability, and stability in housing finance. They do so
primarily by guaranteeing the timely payment of principle and in-
terest on mortgages originated by banks in order to facilitate the
purchase of those mortgages by institutional investors, thereby en-
abling banks to make new loans. Congress has reaffirmed this role
for Fannie and Freddie many times, including quite recently.

When the dramatic and widespread downturn in housing prices
occurred, the pressures on Freddie Mac and Fannie Mae were enor-
mous. The GSEs are a nondiversified business focused solely on
residential housing in the United States. As the guarantor of al-
most half the home mortgages in the country, it is not surprising
that these two firms would get hit hard by the biggest housing col-
lapse in 75 years. This lack of diversification was extremely chal-
lenging for the GSEs, even though their credit standards were
higher than other lenders.

There has been a lot of attention in the media and elsewhere to
the problems associated with the nontraditional or subprime mar-
ket. There is no question that Freddie Mac has incurred losses as-
sociated with nontraditional loans. But, it is important to remem-
ber that Freddie and its sister institution, Fannie, did not create
the subprime market, I think as the chairman said. Freddie was,
in fact, a late entrant into the nontraditional, i.e. non-30-year-
fixed-rate conventional market, such as Alt-A.

The subprime market was developed largely by private-label par-
ticipants, as were most nontraditional mortgage products. Freddie
Mac entered the nontraditional slice of the market because, as the
private lending sector shifted toward those type of loans, Freddie
needed to participate in order to carry out its public mission of pro-
moting affordability, stability, and liquidity in housing finance. In
addition, if it had not done so, it could not have remained competi-
tive or even relevant in the residential mortgage market we were
designed to serve. Moreover, if you're going to take the mission of
providing low-income lending seriously, then, by definition, you’re
going to take a somewhat greater level of risk.

Freddie’s delinquency rates and default rates, both overall and
for each type of loan, were much lower than those of the market
overall and were especially lower than for mortgages underwritten
by purely private institutions, many of which were severely im-
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paired for some of the same reasons as Fannie and Freddie. Every

institution with significant exposure to residential mortgages has

been negatively impacted by the generally unforeseen magnitude

1a{nd volatility and rapidity in the collapse of the housing price mar-
et.

Before I conclude, I just want to take a moment to recall the pub-
lic mission of the GSEs. As everyone is aware, Freddie Mac is a
shareholder-owned corporation, chartered for the purpose of sup-
porting America’s mortgage finance markets and operating under
government mandates. We had obligations to Congress and to the
public to promote our chartered purposes of increasing afford-
ability, liquidity, and stability in housing finance, which included
some very specific low-income housing goals. But, we also had obli-
gations to our regulator to pursue our goals in a manner that was
prudent and reasonable. At the same time, we had the fiduciary ob-
ligation to our shareholders that were identical to any other pub-
licly traded company.

Freddie Mac always worked hard to balance these multiple objec-
tives, and for decades, the company was effective. There is much
to be said about the success of the GSE model, and those successes
should not be totally overlooked because of the current crisis. As
Congress looks to the future of residential housing finance, the
GSEs can and should play an important role.

I would be pleased to answer your questions about my time at
Freddie Mac and any lessons that might be learned. Thank you,
sir.

[The prepared statement of Mr. Syron follows:]



20

Statement of
Richard F. Syron
Before the Committee on Oversight and Government Reform
United States House of Representatives
December 9, 2008

Thank you, Chairman Waxman, Ranking Member Davis, and members of the
Committee. Good morning. I appreciate the opportunity to testify today and address your issues
of concern in light of the current financial crisis. As you know, I served as CEOQ of Freddie Mac

from 2004 to September of this year.

Let me start with a very basic proposition: Freddie Mac was, is, and—by law-—must be, a
non-diversified financial services company, limited to the business of residential mortgages.
Given the recent severe, nationwide downturn in the housing market—the only nationwide
decline in home values since the Great Depression—any company limited exclusively to that line
of business alone would be severely impacted. As Treasury Secretary Paulson recently noted,
given that the GSEs were “solely involved in housing,” and given the “magnitude of the housing

correction we’ve had,” the losses by the GSEs should come as no surprise to anyone.

With respect to the housing market, the prolonged glut of credit certainly was one factor
that contributed to the housing bubble and its subsequent collapse. Another important factor was
the shift from a system in which the mortgage originators held loans to maturity, to a system in
which mortgage originators immediately sold or securitized a loan and retained no risk. In more
recent years, increasingly complex financial techniques were also applied to this process with the
objective of minimizing, shifting, or—as some believed-—virtually eliminating risk. We all
recognize that homeownership provides benefits that generate substantial social advantages
beyond just shelter. We have learned the hard way, however, that rapid expansion of
homeownership is not without risk and, ultimately, not without cost if the choices made by

individual homeowners are unaffordable.

What was the role of Fannie Mae and Freddie Mac in the credit crisis? These
institutions were established by Congress to promote liquidity, affordability and stability in
housing finance. They do so primarily by guaranteeing the timely payment of principal and
interest on mortgages originated by banks in order to facilitate the purchase of those mortgages

by institutional investors, thereby enabling banks to make new loans. Congress has reaffirmed
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this role for Fannie and Freddie many times, including quite recently. When the dramatic and
widespread downturn in housing prices occurred, the pressures on Freddie Mac and Fannie Mae
were enormous. The GSEs are in a non-diversified business focused solely on residential
housing lending in the United States. As the guarantor of almost half the home mortgages in
the country, it is not at all surprising that these two firms would get hit hard by the biggest
housing collapse in 75 years. This lack of diversification was extremely challenging for the

GSEs, even though their credit standards were tighter than other lenders.

There has been a lot of attention in the media and elsewhere to problems associated with
the non-traditional or “subprime” market. And, there is no question that Freddie Mac has
incurred losses associated with non-traditional loans. But, it is important to remember that
Freddie, and its sister institution, Fannie Mae, did not create the subprime market. Freddie was
in fact a late entrant into non-traditional (i.e., non-30-year fixed interest/traditional
underwriting) markets, such as Alt-A. The subprime market was developed largely by private
label participants, as were most non-traditional mortgage products. Freddie Mac entered the
non-traditional slice of the market because, as the private lending sector shifted toward those
types of loans, Freddie needed to participate in order to carry out its public mission of
promoting affordability, liquidity and stability in housing finance. In addition, if it had not
done so, it could not have remained competitive or even relevant in the residential mortgage
market we were designed to serve. Moreover, if you are going to take the mission of promoting
low-income lending seriously, then you are, by definition, going to take on a somewhat greater

level of risk.

Freddie’s delinquency rates and default rates, both overall and for each type of loan,
were much lower than those of the market overall and were especially lower than for mortgages
underwritten by purely private institutions—many of which were severely impaired for some of
the same reasons as Fannie and Freddie. Every institution with significant exposure to
residential mortgages has been negatively impacted by the generally unforeseen magnitude and

rapidity in the collapse of housing prices.

Before I conclude, I just want to take a moment to recall the public mission of the GSEs.

As everyone is aware, Freddie Mac is a sharecholder-owned corporation, chartered for the public
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purpose of supporting America’s mortgage finance markets, and operating under government
mandates. We had obligations to Congress and to the public to promote our chartered purposes
of increasing affordability, liquidity and stability in housing finance, which included some very
specific low-income housing goals. We also had obligations to our regulator to pursue our
goals in a manner that was prudent and reasonable. And, at the same time, we had fiduciary
obligations to our shareholders that were the same as any other publicly traded company.
Freddie Mac always worked hard to balance these multiple obligations, and for decades the

company was effective.

There is much to be said about the successes of the GSE model, and those successes
should not be overlooked because of the current crises. As Congress looks to the future of
residential housing finance, the GSEs can and should play an important role, I would be
pleased to answer your questions about my time at Freddie Mac and any lessons that might be

learned.

Thank you.
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Chairman WAXMAN. Thank you very much, Mr. Syron.
Mr. Mudd.

STATEMENT OF DANIEL MUDD

Mr. MupD. Mr. Chairman, Representative Issa, members of the
committee, thank you all for the opportunity to appear before you
this morning. My name is Daniel Mudd. I joined Fannie Mae in
2000, following a decade at General Electric. I served consecutively
as chief operating officer and interim chief executive officer of
Fannie Mae.

In June 2005, the Board of Directors, with the approval of our
regulator, asked me to stay on as CEO, complete the accounting re-
statement, work cooperatively with our regulator, remediate a
number of control weaknesses, and restore the company’s position
and standing in the capital markets. The company made significant
progress in these areas, returning to timely and current filings
with the SEC, settling matters with OFHEO and the SEC, meeting
housing goals, and earning $13.3 billion of net income from 2005
through mid-2007. I also worked with Members of this Congress to
support legislation passed into law in July to create a strong world-
class regulator for the GSEs.

As background, I believe the roots of this crisis go back to the
enormous increase in consumer and commercial leverage in the
1990’s. The trend built up through 2007, when the financial sector
entered what most observers view as the worst conditions ever seen
in the capital markets.

The GSEs were chartered by Congress to provide liquidity, af-
fordability, and stability to the mortgage market at all times. In
fact, in the midst of the present turmoil, when other companies de-
cided not to invest, the GSEs were specifically charged to take up
the slack. This had worked in several recessions, the Russian debt
crisis of 1998, the aftermath of 9/11, but not—not—in 2008. The
housing market went into a free-fall, with some predicting a de-
cline now of as much as 30 percent from peak to trough. A business
model requiring a company to continue to support the entire mar-
ket could not work.

Through the spring and summer of this year, my colleagues and
I worked with government officials, regulators, our customers in
the banking system, housing advocates, and others to maintain
what was really an excruciating balance between providing liquid-
ity to keep the market functioning, protecting Fannie Mae regu-
latory capital, and advancing the interest of the company’s owners.
At the time the government declared conservatorship over the com-
pany, we were still maintaining regulatory capital in accord with
all relevant standards, and we were still, along with Freddie Mac,
the principal source of financing to the mortgage market.

While I deeply respect the myriad challenges facing the Treasury
Department and the regulator, I did not believe that conservator-
ship was the best solution in the case of Fannie Mae. I believe that
more modest government support, basically a program something
like the banks are now eligible for, would have maintained a better
model. Admittedly, it would not have been a magic bullet, but this
market seems to defy magic bullets, whether they are fired by the
private sector or by the government.
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In any case, I think that is now water under the bridge, and the
GSEs, like many other institutions, are stuck mid-crisis. I would,
therefore, advocate moving the GSEs out of no man’s land. Events
have shown—events have certainly shown me—how difficult it is to
balance financial, capital, market, housing, shareholder, bond hold-
er, homeowner, public and private interests in a crisis of these pro-
portions. We should examine whether the economy and the mar-
kets are better served by fully private or fully public GSEs. I hope
we have a debate on the future structure of the housing finance
market in the country before events themselves produce a fait
accompli that answers this question.

It is possible, I think, in all of this, to forget the many positive
achievements of the GSEs. We finance tens of millions of homes to
Americans of low to moderate income. We made mortgages fairer,
more transparent, and available to a broader spectrum of society.
We developed colorblind underwriting. We assured the banking
system that their loans would garner a predictable price, around
the globe, 24 by 7. When asked by Congress and the administra-
tion, we stepped up and provided the only source of funding for
loans in high-cost areas and elsewhere.

Let me end by suggesting that homeownership does remain a
central dream for many Americans. I believe that, once the present
crisis resolves itself, owning a home will again be a way for Ameri-
cans to express confidence in their future.

Thank you.

[The prepared statement of Mr. Mudd follows:]
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Written Statement of
Daniel H. Mudd
Before the
Committee on Oversight and Government Reform
U.S. House of Representatives
December 9, 2008

Mr. Chairman, Representative Issa, and Members of the Committee, thank you for the
opportunity to appear before you this morning. My name is Daniel Mudd. I joined Fannie Mae
in 2000, following a decade at General Electric. I served consecutively as Chief Operating
Officer and interim Chief Executive Officer of Fannie Mae. In June of 2005, the Board of
Directors, with the approval of our regulator, asked me to stay on as CEQ, complete the
accounting restatement, work cooperatively with our regulator, remediate a number of control
weaknesses, and restore the company’s position and standing in the capital markets. The
company made significant progress in these areas, restating ten quarters of financial filings,
returning to timely and current filings as an SEC registrant, settling matters with the SEC and
OFHEO, meeting all housing goals and three of four subgoals in 2005, all subgoals in 2006, and
two of four subgoals in 2007, and earning $13.3 billion of net income from 2005 through mid-
2007. 1 also worked with Members of Congress to support legislation, passed and signed into
law in July, to create a strong, world-class regulator for the GSEs.

Fannie Mae, as a GSE, is required by law to support the housing finance market under all
conditions, good or bad. As this market—the only one Fannie was permitted to operate in—
went through an unprecedented depression, the company bore commensurate and unprecedented

losses; hence we are here today to examine the causes and prescriptions.
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By way of background, I believe the roots of the current crisis go back to the enormous
increase in consumer and commercial leverage in the 1990s. Indeed, as we entered that decade,
there was a significant lag in the supply of homes, particularly for working class and professional
families. This lag drove a run-up in home prices, followed by an increase in supply, both of
which drove a notable growth in the rate of US homeownership from 1998 to 2006. While
Fannie Mae certainly participated in this expansion, others did as well. Interestingly, Fannie’s
market share fell from its historical level around 40%, to below 20% as competitors including
banks, Wall Street, and mortgage specialists entered the market.

Starting in 2007, with the turmoil in the monoline insurance industry, the failure of
subprime mortgage originators, and the first nationwide decline in average US home prices since
the Great Depression, the financial sector grappled with what most observers view as the worst
conditions ever seen in the modern capital markets. While Fannie Mae had made much progress
in strengthening its routines, controls, procedures, and practices before this so-called tsunami hit,
the business model itself was not immune to the shocks of 2008. To be sure, no financial
institution was—and firms that survived both World Wars and the Great Depression were swept
under as market conditions continued to worsen throughout 2008.

I will be pleased to elaborate later, but in short, the GSEs were chartered by Congress to
provide liquidity, affordability, and stability to the mortgage market at all times. In fact, in the
midst of turmoil, when other companies decided not to invest, the GSEs were specifically
required to take up the slack. This had worked through several recessions, in the Russian debt
crisis of 1998, in the aftermath of 9/1 1—but not in 2008. The housing market went into a free
fall, and with some predicting a decline of as much as 30% from peak, a business model

requiring a company to continue to support the entire market could not flourish.

[
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Through the spring and summer of this year, my colleagues and I worked with
government officials, regulators, our customers in the banking system, housing advocates, and
others to maintain an excruciating balance between providing liguidity to keep the market
functioning and protecting Fannie Mae’s regulatory capital. At the time the government declared
conservatorship over the company, we were still maintaining capital in accord with the relevant
regulatory standards, and we were still-—along with Freddie Mac—the principal source of
lending to the mortgage market. Based on ongoing examinations and frequent, if not daily
meetings, our regulator had declared us in full compliance with our capital requirements
throughout the period. We were also balancing our HUD housing goals, our role in the global
capital markets, our fiduciary responsibility to our shareholders, and critically, our need to help
individual homeowners afford their mortgages, stay in their homes, and avoid unnecessary
foreclosures. We sought this balance consistent with a strict interpretation of our Congressional
charter.

While I deeply respect the myriad challenges facing the Treasury Department and the
regulator, I did not believe that conservatorship was the best solution in the case of Fannie Mae.

[ made that argument at the time and proposed that more modest government support could be
used to encourage private investment capital—basically something more like the program many
banks are now eligible for, That approach would have maintained the GSE model; admittedly it
would not have been a magic bullet, but this market seems to defy magic bullets whether they are
fired by the government or the private sector.

[ did not prevail with my viewpoint, and events took their course; the issue now presented
is how to fashion a more durable solution for the market, the taxpayers, and homeowners. On

that topic, I hope there is an opportunity to engage in a debate on the future structure of the US
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housing finance markets and to develop consensual solutions accordingly. It should be possible
to specify a modernized role for the GSEs.

I think it would be a mistake to back into the future by making decisions or eliminating
options in the present. [ would advocate moving the GSEs out of No Man’s Land. Events have
shown how difficult it is to balance financial, capital, market, housing, shareholder, bondholder,
homeowner, private, and public interests in a crisis of these proportions. We should examine
whether the economy and the markets are better served by fully private or fully public GSEs.

It is possible, in all this, to forget the many positive achievements of the GSEs. We
financed tens of millions of homes to American families of low-to-moderate income. We
provided a set of standards to the industry that made mortgages fairer, more transparent, and
available to a broader swath of society. We developed a color-blind underwriting system that
became the industry standard. We assured the banking system that their loans, packaged into
Fannie and Freddie securities, would garner a predictable, liquid price, around the globe, 24x7.
When asked by Congress and the Administration in the spring of 2008, we stepped up and
provided the only source of funding for loans up to 125% of local price medians. And, in years
when the company did well, we were proud to support organizations that revitalized
communities, helped the homeless, sheltered hurricane refugees, and provided our veterans with
homes to return to. [ hope the good that was done will not be forgotten as we weigh the lessons
of 2008.

Let me end by suggesting that homeownership remains a central dream for many
Americans. I believe that once the present crisis resolves itself, the fundamental and solid

economics of homeownership will be reasserted. Hopefully, there will be a new framework that
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will encompass comprehensive and judicious reform of the origination and disclosure structure
of the mortgage industry, as well as the secondary market where Fannie Mae’s role is executed.

Thank you for your attention.
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Chairman WAXMAN. Thank you very much, Mr. Mudd.
Mr. Brendsel.

STATEMENT OF LELAND BRENDSEL

Mr. BRENDSEL. Thank you, Mr. Chairman, Representative Issa,
and other distinguished members of the committee. I am Leland
Brendsel, and I was formally the chairman and chief executive offi-
cer of the Federal Home Loan Mortgage Corp., more commonly re-
ferred to as Freddie Mac. And I want to thank you for the oppor-
tunity to address this committee as you consider the future of the
government-sponsored enterprises and their importance to housing
finance system in the United States of America.

I believe that we have had the best housing finance system in
the world and that Freddie Mac and Fannie Mae have been vital
to its success, and they are vital to its future. In particular,
Freddie Mac and Fannie Mae have been instrumental in ensuring
the continued availability of long-term fixed-rate mortgage loans.
And T hope this hearing and future examinations will examine the
critical importance of those mortgage loans and Freddie Mac’s and
Fannie Mae’s essential role.

Before I do go further, I want to provide a little information on
my background. I joined Freddie Mac in 1982 and devoted 21 years
of my life to it. I left Freddie Mac in June 2003 after more than
two decades of service, and I have not had any role in the company
now for over 5%2 years.

I do feel very fortunate to have been the leader of such a great
company with such an important public mission. I was raised on
a family farm in South Dakota, attended public schools in the
Sioux Falls area. And after that, I graduated from the University
of Colorado and ultimately earned a Ph.D. in financial economics
from Northwestern University in Illinois in 1974. I spent 8 years
teaching and working as an economist, first at the Farm Credit Ad-
ministration here in Washington and later at the Federal Home
Loan Bank in Iowa.

But, as I mentioned, I spent the bulk of my career at Freddie
Mac. When I joined it in 1982, I served as Freddie Mac’s chief fi-
nancial officer, and then I assumed the role of chief executive offi-
cer in 1985. I was elected chairman of the Board beginning in 1989
at the time that Freddie Mac became publicly owned and listed on
the New York Stock Exchange.

By the time I left Freddie Mac in 2003, the secondary mortgage
market had become a major source of stability and reliability for
financing housing and homeownership. Indeed, this is a tribute to
the wisdom of Congress in chartering Freddie Mac with the mis-
sion of increasing the availability and affordability of mortgage
credit by tapping the world’s capital markets.

Today, many homeowners and the secondary markets certainly
are in distress. Congress is rightly considering many proposals for
restoring stability. And, in doing so, I hope that Congress will take
steps, as it has in the past, to assure the continued availability and
affordability of long-term fixed-rate mortgage loans. These mort-
gages have not contributed in any meaningful way to the present
crisis, but their survival is in jeopardy because of it.
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Freddie Mac was chartered in 1970 by Congress to provide sta-
bility and liquidity to the secondary market for residential mort-
gages. When I began at Freddie Mac in 1982, the secondary market
was an embryonic market, and the company was still a small par-
ticipant in it. At that time, in 1982, savings and loan associations
and thrift institutions were still the primary mortgage lenders,
they were portfolio lenders, but many of them had recently failed
or were failing. The housing and mortgage markets were in tur-
moil, and the homeownership rates, in fact, were declining at that
time.

A family trying to buy a home was faced with mortgage rates
that swung between 13 and 17 percent alone for 30-year fixed-rate
mortgage loans over the course of 1982. Because there was not
widespread access to the national financial markets, the availabil-
ity of mortgages depended on the amount of local bank deposits
that could be loaned. In addition, the mortgage application and un-
derwriting process was arbitrary, inconsistent. There were large re-
gional disparities in the mortgage market, and too frequently, the
process disfavored minority and rural communities.

During the 1980’s and 1990’s, Freddie Mac played a major role
in addressing the deficiencies in the mortgage markets. Freddie
Mac broadened the potential sources of financing for residential
loans. We helped preserve the 30-year fixed-rate mortgage, which
had fallen out of favor with many portfolio lenders. We drove down
origination costs, made it more efficient. We improved the speed,
reliability, and fairness of the underwriting process. And we in-
creased access to mortgages for minorities and underserved com-
munities. As a result, one of which I am proud, by 2001, 2 years
before I left, Freddie Mac had answered Congress’s call by financ-
ing homes for 30 million Americans.

I still care deeply about Freddie Mac and its mission, and I share
the committee’s concern about how to best protect America’s home-
owners and communities. I thank the committee for the oppor-
tunity to be here today.

[The prepared statement of Mr. Brendsel follows:]
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Mr. Chairman and Distinguished Members of the Committee,
my name is Leland Brendsel and I was formerly the Chairman and Chief
Executive Officer of the Federal Home Loan Mortgage Corporation, more
commonly referred to as Freddie Mac.

I want to thank you for the opportunity to address this
Committee as you consider the future of the government sponsored
enterprises and their importance to the housing finance system in the United
States of America. I believe that we have had the best housing finance
system in the world, and that Freddie Mac and Fannie Mae have been vital
to its success.

In particular, Freddie Mac and Fannie Mae have been
instrumental in ensuring the continued availability of long-term fixed rate
mortgages. Ihope this hearing will examine the critical importance of those
mortgages and Freddie Mac’s and Fannie Mae’s essential role.

Before 1 go further, I want to provide a little information on my
background. I joined Freddie Mac in 1982 and devoted 21 years of my life

to it. Ileft Freddie Mac in June of 2003, after more than two decades of

service, and I have not had any role in the company for over 5 years.
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Before 1 came to Freddie Mac, I was raised on a family farm in
South Dakota and attended public schools in the Sioux Falls area. After that,
1 graduated from the University of Colorado and ultimately earned a Ph.D in
financial economics from Northwestern University in 1974.

1 spent the next eight years teaching and working as an
economist, first at the Farm Credit Administration and later at the Federal
Home Loan Bank of Des Moines. But as I mentioned, I spent the bulk of
my career at Freddie Mac.

When I joined Freddie Mac in 1982, I served as its Chief
Financial Officer. I assumed the role of Chief Executive Officer in 1985. 1
was elected Chairman of the Board beginning in 1989 when Freddie Mac
became publicly owned and listed on the New York Stock Exchange.

By the time I left Freddie Mac in 2003, the secondary market
had become a major source of stability and reliability for financing housing
and home ownership. Indeed, this is a tribute to the wisdom of Congress in
chartering Freddie Mac with the mission of increasing the availability and
affordability of mortgage credit by tapping the world’s capital markets.
Today the secondary market is in distress. Congress and others are rightly
considering many proposals for restoring stability. In doing so, I hope that

the Congress will take steps, as it has in the past, to ensure the availability
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and affordability of the 30-year fixed rate mortgage. These mortgages have
not contributed in any meaningful way to the present crisis, but their survival
is in jeopardy because of it.

Freddie Mac was chartered by Congress in 1970 to provide
stability and liquidity to the secondary market for residential mortgages.
When I began at Freddie Mac in 1982, the company was still a small
participant in what was an embryonic secondary mortgage market. At that
time, savings and loan associations and thrifts were still the primary
mortgage lenders, but many of them had recently failed or were failing. The
housing and mortgage markets were in turmoil, and homeownership rates
were declining. A family trying to buy a home was faced with mortgage
interest rates swinging between 13% and 17% for thirty-year mortgages over
the course of 1982. Because there was not widespread access to national
financial markets, the availability of mortgages depended on the amount of
local bank deposits that could be loaned. The application process was
arbitrary. This resulted in huge regional disparities and disfavored minority
and rural communities.

During the 1980s and 1990s, Freddie Mac played a major role
in addressing the deficiencies in the mortgage markets. Freddie Mac

broadened the potential sources of financing for residential loans; helped
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preserve the 30-year fixed-rate mortgage, which had fallen out of favor with
many portfolio lenders; improved the speed, reliability, and cost of
underwriting; and increased access to mortgages for minorities and
underserved communities. As a result—one of which I am proud—by 2001,
Freddie Mac had answered Congress’ call by financing homes for thirty
million Americans.

I still care deeply about Freddie Mac and its mission, and I share the
Committee’s concern about how to best protect America’s homeowners and

communities. I thank the Committee for the opportunity to share my views.
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Chairman WAXMAN. Thank you very much, Mr. Brendsel.
Mr. Raines. Wait a second, until the bell stops. OK, now.

STATEMENT OF FRANKLIN RAINES

Mr. RAINES. Thank you. Chairman Waxman, Mr. Issa, and dis-
tinguished members of the committee, my name is Franklin
Raines. And I would like to thank the chairman for accepting my
longer written testimony as part of the record.

I've worked in the financial services and investment industry for
27 years. I have had 12 years’ experience in investment banking
and 11 years of experience in the mortgage industry as vice chair-
man and chairman and CEO of Fannie Mae. I was appointed chair-
man and CEO by an independent board of directors, with 13 of its
18 members elected by public shareholders.

In my 6 years as chairman and CEO, Fannie Mae provided over
$3.4 trillion of financing, serving more than 30 million low-,
moderate- and middle-income families. The company’s revenue,
book of business, and economic value more than doubled during
this period, and the stock outperformed the S&P 500.

On December 21, 2004, I announced my retirement from Fannie
Mae, and I've had no management role at the company since that
time. My experience in financial services, along with my tenure as
the Director of the Office of Management and Budget, will form the
basis for much of my testimony today.

The current financial crisis has a variety of complex sources.
However, in my view, it did not result from Fannie Mae’s recent
risk management decisions or from its accounting practices 4 years
ago. There is no doubt that the crisis afflicting the national and
international financial system is without precedence since the
Great Depression. Yet, the Federal Government’s response, while
large in dollars, has had limited success.

Financial market convulsions are not a new phenomena. The
past quarter-century alone has witnessed the junk bond meltdown,
the Internet stock implosion, and several others, including the
present mortgage and credit derivatives crisis. These separate
events have many features in common that I have outlined in my
written statement.

Fannie Mae managed to avoid the major causes of the current
crisis through 2004. The company had significant experience dur-
ing the 1980’s and early 1990’s with the impact of falling housing
prices on the value of mortgages. The company was also quite fa-
miliar with the different credit performance characteristics of mort-
gages with certain features, such as adjustable rates or negative
amortization; with certain underwriting approaches, such as no
documentation of assets or income; and with certain borrower
types, such as marginal credit or housing speculators. The company
undertook the quantitative research in the 1990’s that showed all
these features created greater credit risk.

As a result, Fannie Mae developed tools to evaluate and manage
the new types of mortgages that had begun to come on the market
in the early part of this decade. As subprime and Alt-A loans began
to grow as a share of the overall mortgage market, the risk man-
agement restrictions Fannie Mae had in place limited the compa-
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ny’s involvement with those products. And, as a result, in 2004, the
company’s share of the overall secondary market plummeted.

The company’s public disclosures demonstrate that the credit
risk profile of Fannie Mae changed after 2004. Fannie Mae, like a
lot of smart investors, expanded its appetite for credit risk. How-
ever, it is important to note that, rather than lead the market to-
ward looser credit standards, Fannie Mae generally resisted pres-
sures to significantly lower its standards until about 2006.

There have been many assertions by commentators about the
role of affordable housing lending regulation and financial services
regulators as causes of the current financial crisis. There was no
regulation that forced banks or GSEs to acquire loans that were so
risky they imperiled the safety and soundness of the institution.
The riskiest loans in the system tended to be originated by lenders
not covered by the Community Reinvestment Act or the GSE af-
fordable housing goals. On the other hand, the absence of consumer
protection regulation allowed many bad loans to be made to the
detriment of consumers.

The question remains, why did the regulators of banks and the
GSEs not criticize or restrict the acquisition of risky loans by regu-
lated institutions? It is remarkable that, during the period that
Fannie Mae substantially increased its exposure to credit risk, its
regulator made no visible effort to enforce any limits. This was true
even though the regulator only oversaw two companies, had greatly
increased its budget, and was then enforcing a form of quasi-con-
servatorship on the company.

Preventing future crises in the financial services industry and
their attendant damage to consumers will require three things, in
my judgment. First, executives will have to exercise greater dis-
cipline in managing risk. Second, there needs to be a better-in-
formed regulation of large, leveraged financial entities. And third,
there must be greater protection of consumers from financial prod-
ucts they cannot be reasonably expected to understand.

Finally, Mr. Chairman, the GSE model is not perfect. However,
if we maintain the public goal of marshalling private capital to
achieve the public purpose of homeownership and affordable rental
housing, it will be hard to find a model that has more benefits and
fewer demerits than the model that worked reasonably well for al-
most 70 years at Fannie Mae.

It has been almost 4 years since my decisions have had any im-
pact on Fannie Mae, the housing market, or the global market for
mortgages and mortgage-backed securities. Even so, I continue to
believe in the mission Congress gave to Fannie Mae and Freddie
Mac. I also believe these companies can play an important role in
helping to solve today’s mortgage financing crisis.

Thank you, Mr. Chairman. I would be happy to answer any ques-
tions the committee might have.

[The prepared statement of Mr. Raines follows:]
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Chairman Waxman and distinguished Members of the Committee, my name is Franklin D.
Raines. Although I have had the opportunity to testify before congressional committees on many
occasions, this is my first testimony before this committee. Let me introduce myself.

In the 32 years since I graduated from law school, I'have practiced law for less than one year,
served in government for four years, and worked in the financial services and investment
industry for 27 years.

I have 12 years of experience in investment banking, having served as a financial advisor to state
and local governments and agencies while a General Partner at Lazard Freres & Co. in the 1980s.
Many of these clients faced financial crisis or needed to borrow large sums of money for
investment projects. I assisted the cities of Chicago, Washington, D.C., and Cleveland and the
states of lowa and Texas to eliminate deficits, to finance their operations, and to restore their
credit ratings. I advised on some of the largest public infrastructure projects in the country, such
as the redevelopment of airports in Chicago, Washington, D.C., and San Francisco, and of the
water, sewer, electric power, and transit systems in Seattle, Cleveland, and Milwaukee.

1 have 11 years of experience in the mortgage industry as a Vice-Chairman and then as Chairman
and CEO of Fannie Mae. I was appointed Chatrman and CEO by the independent Board of
Directors of Fannie Mae. This Board included Republicans, Democrats, and Independents, with
13 of 18 directors elected by shareholder vote.

In my six years as Chairman and CEO, Fannie Mae provided over $3.4 trillion of financing,
serving more than 30 million low-, moderate-, and middle-income families. The company’s
revenue, book of business, and economic value more than doubled during this period, and the
stock outperformed the S&P 500. The company became a leader in e-cominerce with more than
$1.6 trillion in transactions over the internet in 2004. Fannie Mae was cited as a Forfune
magazine Most Admired Company, a Business Ethics 100 Best Corporate Citizen, and as a Best
Company to Work For in several publications, including those reporting on minorities, women,
working mothers, and information-technology employees. In 2003, the company received the
Ron Brown Award from the U.S. Department of Commerce for corporate leadership.

1 announced my retirement on December 21, 2004, and I have had no management role at the
company since that time. For the past four years, I have been an investor in start-up businesses
in the fields of health and financial services.
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My national partisan political experience during my 32-year career is limited to having
volunteered on the issues staff of Michael Dukakis when he was the Democratic nominee for
President in 1988. 1 had no role in the recent presidential election. I did not contribute money to
any candidate’s presidential campaign nor did I advise any candidate.

My government experience includes service in the administrations of two Presidents. I was the
Director of the Office of Management and Budget in the Cabinet of President Bill Clinton. In
that position I was able to play a role in creating the first balanced federal budget in a generation.
Earlier, [ was a member of the Domestic Policy Staff and an Associate Director of the OMB
under President Jimmy Carter. My service to these Presidents totaled four years.

As is readily apparent from this summary, my predominant career experience has been in
business, and, in particular, in financial services. My experience in financial services, along with
my tenure at OMB, will form the basis of much of my testimony today.

Causes of the Current Financial Crisis

The current financial crisis—which has now been confirmed as a recession—has a variety of
complex sources. It did not result from Fannie Mae’s recent business decisions or its accounting
practices of four years ago. 1 will discuss my view of the separate causes of the financial crisis
before I address the recent losses and conservatorship at Fannie Mae,

The crisis afflicting the national and international financial system is without precedent since the
Great Depression. Everyone from large financial institutions to the families and businesses of

Main Street has suffered dramatic reductions in net worth, and many face insolvency. Credit has
dried up for banks, large corporations, small businesses, and consumers alike. The country faces

a significant contraction in economic activity and perhaps the deepest and longest recession in a
generation.

The federal government’s policy in response has been large in dollars but limited in its success.
As a former budget director, I can attest that the interventions by the Congress, the Treasury, and
the Federal Reserve System involve staggering amounts. But the tepid response of the markets
to the various rescue plans is not surprising given the lack of coordination between the plans.

Financial market convulsions are not new phenomena. The past quarter century alone has
witnessed the Third World debt crisis, the junk-bond meltdown, the savings-and-loan collapse,
the oil-patch debt bubble, the overextension of financial-derivatives trading, the municipal-
market crunch, the international foreign-currency-reserve run, the internet-stock implosion, and
the present mortgage and credit-derivatives crisis. These separate events have many features in
common.

First, these cases all began when the financial markets discovered a new asset class that was not
well understood. Because it was not well understood, the asset class was illiquid. The new asset
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class was usually growing or capable of great growth, and had profit margins that far exceeded
those of other assets.

The lack of understanding about the asset class allowed financial-services companies to offer
customers a differentiated product that had not yet been turned into a commodity. Banks and
investment banks increased the asset’s liquidity by making a market in the securities and by
supporting the market with their own balance sheets. In this way, the banks could add value to
the market, for which they would be handsomely compensated. While traditional asset classes
tend to grow with the economy, the new class could be made to grow more quickly. Moreover,
because there was initially less competition in trading in the new asset, the profit margin was
wider than in commoditized asset classes.

The second common element is that the new asset class soon morphed from a prosaic formto a
more exotic form, with greater potential for explosive growth. For example, junk bonds were
originally corporate bonds issued by creditworthy companies that had fallen on hard times.
These corporate debt securities were nicknamed “fallen angel” bonds because the debt, although
backed by substantial assets and rated investment grade at issuance by the credit rating agencies,
was now rated below investment grade. The track record for these bonds created a small but
consistent market among specialist investors. Certain Wall Street entrepreneurs went one step—
and then several steps—further. They reasoned that if investors would buy the junk bonds of
established industrial companies, then perhaps they would buy the debt of companies with far
fewer assets, or they would buy junk bonds issued as part of mergers or acquisitions. The
entrepreneurs grew their new market by advertising the performance track record of fallen angel
bonds as applying to these far riskier junk bonds. After a period of explosive expansion, this
market caved in on itself.

The third commonality is financial leverage. An investment firm’s use of a small base of equity
capital and a large component of debt magnifies the returns derived from buying or trading in the
new asset class but simultaneously magnifies the firm’s exposure. A derivative trade, for
example, might lead to a profit of only a few basis points and to a small return on equity if equity
was the only source of funding. But if the firm uses financial leverage, those basis points would
be multiplied into quite substantial sums of money. Long Term Capital Management employed
this model to significant profit until the markets turned on its investments and the firm collapsed.
Periods of easy credit and monetary liquidity amplify the temptation to add leverage.

The fourth and final commonality is commission-based compensation on Wall Street and in
financial-services firms generally. Financial entrepreneurs are often paid by the volume of
securities in a deal, rather than by the ultimate success of the transaction. Bankers who
specialize in mergers, for example, are paid a percentage of the overall deal’s value.
Underwriters of bonds and stocks are paid similarly. This compensation structure causes the
professionals to focus on the size and volume of deals, often to the exclusion of the deal’s
quality. The flow of deals, rather than their ultimate business success, is also the primary driver
for many financial executives. Only an executive’s own sense of professionalism and longevity
tempers this attention to deal flow rather than to deal success. In periods in which a firm is
making money-positioning deals on its own books, this focus on volume to the exclusion of
success is exacerbated, and the “carry trade” needs constant nourishing through new deals.
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It has been often said, and is generally true, that it is hard to spot a bubble contemporaneously.
But it is my view that when these four common elements are present, history suggests a bubble is
occurring and a bust is coming.

So how does this analysis explain the current subprime mortgage meltdown?

Subprime mortgages predate this current crisis. Mortgage-finance companies have long issued
such mortgages to “house poor” homeowners who cannot find affordable credit elsewhere. The
loans were almost always refinances because they were based on the assumption that the
homeowner had substantial equity in their home. Lending under these circumstances at a 25 to
50 percent loan-to-value ratio, at very high interest rates, was a good business. If the borrower
defaulted, the lender could seize and sell the house for more than the amount owed. To the
financial entrepreneurs of the later part of the 1990s, this looked like a new, illiquid asset class.
Not only did the profit margins look healthy, but, with a few innovations, this class of mortgages
could be made to grow more rapidly than the sleepy conforming-mortgage market.

Similar to the transformation of fallen angel bonds into riskier junk bonds, subprime mortgages
soon morphed from loans backed by substantial assets into loans used to buy new assets, with
little in the way of equity or down payment. The whole theory of subprime loans had been that
payment was assured by the low loan-to-value ratio. But the new subprime loans were backed
by nothing but the credit of the borrower. And although the history of traditional subprime loans
showed predictable performance, that performance was based on the strength of the collateral
and not on the credit score of the borrower, someone who had already demonstrated an inability
to manage consumer credit.

The mortgage originators who first offered this new form of subprime mortgage were not
depository institutions with large balance sheets, and their lack of financial leverage restrained
the growth of the asset class. The ratings agencies solved this problem when they agreed to give
investment-grade ratings to mortgage-backed securities, or MBS, backed by these subprime
loans—ratings equivalent to those given to MBS backed by prime loans. As subprime
origination changed from asset-based lending to lending based on a credit score, the credit
agencies did not substantially toughen the criteria for a triple-A rating on MBS backed by such
riskier mortgages. With triple-A ratings and the creative financing of so-called “support”
tranches, the entrepreneurs now had almost unlimited liquidity and leverage.

Finally, traditional subprime mortgages always had high interest rates, which lenders employed
to offset the inherent credit risk of the loans. But the entrepreneurs behind the new subprime
mortgages thought that if ratings agencies and MBS investors could be convinced that the credit
risk was not in fact that high, then profits from the high interest rates consumers paid could be
diverted from MBS investors to the loan originators and their intermediaries. The ratings
agencies obliged, which resulted in a turbo-charging of volume for the new asset class. The
rewards of originating a subprime loan versus a prime loan were so high that originators had a
financial incentive to convince consumers to take a subprime loan even when they qualified for a
prime loan. Indeed, lenders securitizing their subprime loans would boast in their offering
documents that many of the loans were really of prime quality, and the lenders were often
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correct. The commissions on these MBS, in turn, were so large for Wall Street traders and
salespeople that there was an enormous incentive to convince their asset-buying customers to
load up on these new securities with impressively high credit ratings.

The same analysis explains the rise in origination and securitization of Alternative-A mortgages
and option-adjustable-rate mortgages.

There is little new in the underlying causes of the current mortgage crisis. The global financial
markets have seen such financial-product bubbles before and are likely to see them again, in the
absence of any change in regulatory practice.

But note that prior financial-product dislocations did not have the widespread impact of the
current mortgage meltdown. There are several reasons for the difference.

First, the market for residential property is enormous in this country, and residential mortgages
are one of the nation’s biggest asset classes. The value of American residential mortgages
outstanding far exceeds the value of corporate bonds, consumer credit cards, or commercial
loans. Even so, a meltdown affecting a discrete $500 billion market will not infect the entire
international financial system. But the nation’s mortgage market, even in normal times, requires
substantial leverage in the origination, servicing, securitization, and guarantee of individual
mortgages. A meltdown involving trillions of dollars of mortgage products closely tied to the
asset-backed securities, commercial paper, bank deposits, and derivatives markets will have an
effect several orders of magnitude larger than a problem in a discrete market alone. Beyond size,
the interconnectedness of the residential-mortgage market and its supporting markets contributed
to the breadth of the crisis.

A second reason for the magnitude of this crisis is that regulators significantly loosened the
capital requirements for international banks and investment banks holding American mortgage
assets. The Basel 11 capital standards first applied only to international banks, and the Securities
and Exchange Commission’s later decision to apply them to investment banks substantially
reduced the amount of capital a bank was required to hold for each dollar of U.S. mortgages in
its portfolio. This capital change greatly increased a bank’s leverage to acquire American
mortgage assets. The decision to apply Basel II to investments banks was based on the credit
experience of Fannie Mac and Freddie Mac with these assets. But the GSEs employed strict
credit standards for the mortgage assets they held, while, by contrast, banks and investment
banks were not limited to holding mortgages that met those credit standards.

Third, the country’s monetary policy also contributed to the size of the present financial crisis.
Before 2005, central bankers in the United States and other industrialized nations were
concerned about the prospect of deflation. To combat deflation, monetary policy leaned toward
lower interest rates, which made it possible for commercial and mvestment banks to engage in a
carry trade: borrowing at low, short-term rates and investing in higher-interest-rate bearing
mortgages and mortgage securities. Mortgage originators began to alter the terms of the
mortgages they offered to take advantage of these secondary-market investors. Adjustable-rate
mortgages, with very low interest rates in the first two years that jumped to market rates for the
next 28 years, became very popular with income-stretched consumers and with speculators in
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residential housing. Upon securitization, the secondary-market investors obtained assets with
nominal, short maturities matching their short-term funding, and the borrower received a
bargain-basement interest rate for two years with the clear expectation of refinancing before the
higher, 28-year rate kicked in. (Of course, many borrowers found refinancing impossible as the
financial crisis spread in 2007 and 2008.)

There is a fourth and final reason for the enormity of the present financial crisis emanating from
the mortgage market meltdown. A large number and wide range of the financial institutions that
invested in private-label MBS were new to the market, not natural holders of 30-year obligations,
and unfamiliar with how to value the assets underlying the securities they purchased. When the
market began to drop, these players panicked, drove down the prices of MBS, and dried up the
liquidity of the market.

Fannie Mae and the Current Financial Crisis

This hearing is focused on Fannie Mae and Freddie Mac, so I should explain how my analysis of
the causes of the financial crisis applies to those firms. 1 will focus on Fannie Mae.

Fannie Mae is, of course, not new to the mortgage business. Residential mortgages in the United
States are the only asset class in which it is permitted to invest. The company had significant
experience during the 1980s and early 1990s with the impact of falling housing prices on the
value of mortgages. In the 1980s, the company experienced significant credit losses as a result
of the economic meltdown in the oil patch areas of the Southwest. In the early 1990s, the
overheated housing markets in California and New England also caused significant losses.

The company also studied the different credit performance characteristics of mortgages with
certain features, such as adjustable rates or negative amortization; mortgages with certain
underwriting approaches, such as no documentation of assets or income; and mortgages with
certain borrower types, such as those with marginal credit or housing speculators. These features
create greater credit risk. Furthermore, the layering of more than one of these characteristics on
an individual loan greatly magnifies the risk. In many cases, there is no precedent to rely on to
calculate the performance of such risk layering.

As aresult of its experiences and research, Fannie Mae developed tools to evaluate and manage
the new types of mortgages that began to come into the market in the early part of this decade.
The automated underwriting system that Fannie Mae developed allowed the company to evaluate
more precisely the risk of mortgage products and borrowers. Risk-based pricing insured that the
company was compensated for the risk it took. Economic capital requirements and caps on the
aggregate amount of risk limited the number of risky loans the company took onto its books.
This risk management structure was put into place over a number of years and was formally
adopted by the Board of Directors of the company in 2003, while I was CEO.

As subprime and Alt-A loans began to grow as a share of the overall mortgage market, the risk
management restrictions Fannie Mae had in place limited the company’s involvement with those
products. Indeed, during 2004 the company’s share of the overall secondary market in
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residential mortgages plummeted. Commercial banks and investment banks saw their share
grow significantly as private-label MBS flourished.

So, before 2005, Fannie Mae had a limited market presence in promoting or investing in
subprime or Alt-A loans. It had certainly not taken the lead in “morphing” these loans into
riskier types.

Fannie Mae was certainly leveraged. The company typically held only 2.5% of capital for each
dollar of assets it held on its books, and, over the last decade, regulators, commentators, and
company executives paid an extraordinary amount of attention to Fannie Mae’s leveraged
investments held in its mortgage portfolio. However, the company avoided the largest problem
with excess leverage, namely, a wide “duration gap,” which is the gap between the duration of
assets and liabilities. For example, the typical thrift institution might hold two or three times the
percentage of capital as Fannie Mae, but it also might have a duration gap of a two- to three-year
mismatch between its assets and liabilities, compared to a gap of one to six months for Fannie
Mae. By holding down its duration gap, Fannie Mae significantly reduced the risk of its
leverage, but at a great cost to its margins. This discipline held true both before and after 2005.

Fannie Mae’s risk profile was not as affected by its compensation structure as were the risk
profiles of most participants in the mortgage industry. Importantly, very few Fannie employees
received commissions or deal-related compensation. While market share was one part of a
comprehensive compensation scheme, Fannie Mae rewarded profitability of the book of business
both in the short-run and the long-run and weighed risk management as a major factor in pay.

As explained below, the credit risk profile of Fannie Mae changed after 2004 because Fannie
Mae, like a lot of smart investors, changed its appetite for credit risk in response to the changing
market. Fannie Mae was a late entrant to the market for these risky mortgages, and, rather than
lead the market in the direction of looser credit standards, Fannie Mae initially resisted pressures
to relax its credit standards until 2006 to 2007. This helps to explain why Fannie’s losses, while
large in absolute dollar amount, are relatively small compared to mortgage credit losses suffered
by the market as a whole. Indeed, even among the risky Alt-A loans the company acquired after
2004, the loans held by Fannie Mae performed better than Alt-A loans in general.

Causes of Conservatorship, 2005-2008

Fannie Mae did not cause the current crisis. By the time the GSE began its most significant
investments in riskier loans in 2005, the roots of the present crisis had long taken hold. If
anything, Fannie Mae played catch-up to the banks and investment banks who drove the
securitization of the most toxic subprime mortgages. In fact, o this day, Fannie Mae has
invested relatively little in subprime mortgages, which account for less than one percentage point
of Fannie Mae’s guaranty book of business. Most of Fannie Mae’s losses are related to credit
losses on Alt-A loans, not subprime loans, as I will explain.

Despite the size of its overall book of business, Fannie Mae is a small player in the present crisis.
For example, the Troubled Asset Relief Program (“TARP”), the government’s plan to purchase
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the nation’s illiquid mortgage assets, is funded at $700 billion. Fannie Mae’s total provision for
credit losses in the first three quarters of this year are no more than $20 billion, less than 3% of
TARP.

Fannie Mae did incur losses in the first three quarters of 2008, and its financial performance
ultimately caused the federal government to step in and place the entity under the control of the
newly-established Federal Housing Finance Agency (“FHFA™.! 1will give my understanding of
the nature and cause of this situation, but I note at the outset that the losses Fannie Mae has
reported, and the actions and events that resulted in those losses, occurred after I announced my
retirement from Fannie Mae in December 2004. Since [ retired from Fannie Mae, I have not
been a manger, consultant, or employee of Fannie Mae. Accordingly, what [ say today is based
solely on what I have gleaned from my review of the public disclosures made by Fannie Mae.

A significant part of Fannie Mae’s business is its so-called “guaranty business,” also known as
the “credit” business—that is, the business of assuming the credit risk of mortgages in exchange
for a fee. Fannie Mae typically does so by taking a pool of mortgage loans from mortgage
lenders and providing the lenders with Fannie Mae-issued mortgage-backed securities (known as
“Fannie Mae MBS”), which are backed by the pool of mortgage loans and represent a beneficial
ownership interest in each of the loans in the pool. Fannie Mae guarantees the timely payment of
principal and interest on the mortgages underlying the Fannie Mae MBS. As of September 30,
2008, Fannie Mae’s total guaranty book of business was $2.94 trillion, nearly all of that
representing the unpaid principal on loans underlying Fannie Mae MBS or held in Fannie Mae’s
portfolio.? The vast majority of the loans in Fannie Mae’s guaranty book of business are single-
family conventional mortgages, which represented approximately $2.7 trillion of Fannie Mae’s
guaranty book of business as of September 30, 2008.°

The most serious losses reported by Fanmie Mae in 2008 have stemmed from its guaranty book
of business. Specifically, in the first three quarters of 2008, Fannie Mae was forced to recognize
nearly $18 billion in credit-related expenses, of which nearly $17 billion was the result of
provisioning for credit losses associated with its guaranty book of business. By way of
comparison, in 2004—my last year at Fannie Mae—the entity recognized only $352 million in
credit-related expenses due to provisioning for credit losses, and only approximately $1 billion in
total over the last rhree years of my tenure.” Similarly, as of September 30, 2008, Fannie Mae

! «Statement of FHFA Director James B. Lockhart,” FHFA News Release (Sept. 7, 2008)
(attached as Ex. 1).

2 Fannie Mae 2008 Q3 10Q, at 17-18 (attached as Ex. 2).

32008 Q3 10Q, at 111-12; Fannie Mae 2008 Q3 10Q Credit Supplement, at 5,

http://www fanniemae.com/media/pdf/newsreleases/2008_Q3_10Q_Investor_Summary.pdf
(attached as Ex. 3).

42008 Q3 10Q, at 56-57.

* Fannie Mae 2004 10K (restated), at F-4 (attached as Ex. 4).
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estimated that, using its Credit Loss Performance Metrics—terms not defined within Generally
Accepted Accounting Principles (“GAAP™), it had incurred approximately $4.3 billion in actual
credit losses during the first three quarters of 2008.° By contrast, in 2004, Fannie Mae estimated
only $221 million in credit losses, and only $550 million in total for 2002, 2003, and 2004.7

These losses are attributable in large part to Fannie Mae’s gnaranteeing of certain high-nisk
loans, largely so-called “Alt-A” loans, and, to a lesser extent, subprime loans. Although the
public record is not entirely clear, it appears that at some point in 2005 or 2006, Fannie Mae
began to increase substantially the mumber of Alt-A loans in its guaranty book of business.? In
its report to Congress in 2007, Fannie Mae’s regulator, the Office of Federal Housing Enterprise
Oversight (“OFHEO”), noted that “[h]igher risk products such as interest-only, sub-prime, Alt-A
and negative amortization loans are growing,” although the regulator did not express any
particular concerns.’ By year-end 2006, Fannie Mae’s guaranty business included approximately
$257 billion in Alt-A loans, and by year end 2007 that number had grown to $318 bitlion."
Moreover, it appears that in taking on these loans, Fannie Mae had altered its underwriting
standards by, for example, not running many of those loans through its DesktopUnderwriter
(“DU”) system, an automated tool that helps lenders evaluate and price credit risk. ! Perhaps not
surprisingly, Fannie Mae has now reported that its serious delinquencies are disproportionately
represented by Alt-A loans from its 2006 and 2007 vintages, and that default rates for 2005
vintage Alt-A loans are increasing.*

The high-risk loans—in particular Alt-A loans—that Fannie Mae guaranteed from 2005 to 2007
have driven the losses the company has experienced this year. Over 70% of Fannie Mae’s 2008
credit losses are attributable to high-risk loans.”® Nearly half of Fannie Mae’s 2008 single-
family credit losses are attributable to its Alt-A loans even though those loans make up less than
11% of Fannie Mae’s single-family conventional guaranty book of business.” Similarly,

62008 Q3 10Q, at 6465
72004 10K (restated), at 151-52.

8 Chares Duhigg, “Pressured to Take More Risk, Fannie Reached Tipping Point,” N.Y. Times
(Oct. 5, 2008) (attached as Ex. 5).

® OFHEO, Report to Congress 24 (March 2007) (attached as Ex. 6).
' Fannie Mae 2007 10K, at F-83 (attached as Ex. 7).

! Fannie Mae 2008 Q2 Investor Conference Call, at 25 (Aug. 8, 2008) (T. Lund: “Well just to be
clear. A significant portion of Alt-A doesn’t go through DU.”),
http://www.fanniemae.com/media/pdf/webcast/080808transcript.pdf (attached as Ex. 8); 2008
Q3 10Q, at 13 (discussing Underwriting Changes).

22008 Q3 10Q, at 58.
132008 Q3 100Q, at 65.

2008 Q3 10Q, at 115; 2008 Q3 10Q Credit Supplement, at 5.
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approximately 2% of Fanme Mae’s 2008 single-family credit losses are attributable to subprime
loans, which make up only a third of a percent of its single-family book."”

These high-risk loans were mostly placed on Fannie Mae’s books after 2004. Nearly three-
quarters of the Alt-A loans in Fannie Mae’s single-family book were originated from 2005 to
2007, as were over 80% of the subprime loans.'® Similarly, of the non-Alt-A or subprime
categories of high-risk loans, between approximately 60% to 80% were originated from 2005 to
2007.7 Moreover, it appears that the loans generated in the 2005 to 2007 time period were
riskier than their pre-2005 counterparts. For example, over 95% of the credit losses attributable
to Alt-A loans this year are attributable to Alt-A loans guaranteed after 2004.® And, more
generally, between 70-85% of the credit losses incurred in the first three quarters of 2008 are
attributable to loans (of whatever quality) originated after 2004, even though only approximately
60% of the single-family book of business consists of post-2004 loans."® In short, it appears that
the credit-loss expenses that Fannie Mae has recognized in the first three quarters of this year—
nearly 17 times the total credit loss expenses incurred in the last three years of my tenure at
Fannie Mae—are the result of a significant increase in the number of high-risk loans, and in
particular Alt-A loans, guaranteed by Fannie Mae from 2005 to 2007.

In addition to the loans it guarantees, Fannie Mae also owns a portfolio of “private-label” MBS
issued by third parties. As of September 30, 2008, Fannie Mae held approximately $117 billion
of such securities.® Approximately $55 billion of those securities were backed by either Alt-A
or subprime mortgages.” In the first three quarters of 2008, Fannie Mae recognized other-than-
temporary impairment of approximately $2.4 billion related to its available-for-sale private-label
MBS backed by Alt-A and subprime.”* (Fannie Mae has not quantified publicly the extent to
which fair value losses on trading securities are attributable to private-label MBS backed by Alt-
A or subprime mortgages.23)

Although these losses do not appear to be as significant as the losses in the guaranty business, it
is clear that, like the credit losses, these securities losses are principally attributable to

152008 Q3 10Q Credit Supplement, at 5.
162008 Q3 10Q Credit Supplement, at 5.
172008 Q3 10Q Credit Supplement, at 5.
82008 Q3 10Q Credit Supplement, at 11.
192008 Q3 10Q Credit Supplement, at 6.
22008 Q3 10Q, at 74.

212008 Q3 10Q, at 183.

222008 Q3 10Q, at 161-62.

232008 Q3 10Q, at 159-62.
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investments made after 2004. Over 75% of Fannie Mae’s holdings in private-label MBS backed
by Alt-A or subprime mortgages are from a 2005 or later vintage.24 Similarly, Fannie Mae has
observed that its private-label Alt-A and subprime-backed MBS from 2005 to 2007 were subject
to “relaxed underwriting and eligibility standards,” and that the 2006 to 2007 loans underlyin%
those securities “have experienced significantly higher delinquency rates than other vintages.”™

Role of Regulation and Regulators

There have been many assertions made by commentators about the role of financial services
regulation and regulators in the causation of the current financial crisis. While much of this
commentary is erroneous, there are legitimate criticisms that can be made of the regulatory
system.

A very common allegation that has been made is that the Community Reinvestment Act
(“CRA”) forced mortgage originators to make loans that were too risky and burdened banks with
assets that would later default. This claim is incorrect. The most risky loans in the system
tended to be originated by lenders not covered by the CRA. Also, both Ben Bernanke, the
Chairman of the Federal Reserve, and, John Dugan, the Comptroller of the Currency, have stated
that they have found no evidence that the CRA contributed in any substantive way to the current
mortgage difficulties or is in any way to blame for causing the subprime loan crisis”? Indeed, an
analysis by the Federal Reserve found that only a small portion of subprime mortgage
originations are related to the CRA and that most foreclosure filings have taken place in middle-
or higher-income neighborhoods.?

A variation on this accusation is that affordable housing goals caused Fannie Mae and Freddie
Mac to acquire loans made to low- and moderate-income households that subsequently went bad.
However, as presented earlier, the majority of losses at Fannie Mae came from Alt-A loans. Alt-
A loans were disproportionately nof made to low- and moderate-income borrowers. As such,

22008 Q3 10Q, at 81-83.
252008 Q3 10Q, at 78.
262008 Q3 10Q, at 80.

27 L etter from Ben S. Bernanke, Chairman, Bd. of Governors of the Fed. Reserve Sys., to Hon.
Robert Menendez, U.S. Senate (Nov. 25, 2008),
http://menendez.senate.gov/pdf/112508ResponsefromBernankeonCRA pdf (attached as Ex. 9);
John C. Dugan, Comptroller of the Currency, Remarks Before the Enterprise Annual Network
Conference (Nov. 19, 2008), http://www.occ.gov/fip/release/2008-136a.pdf (attached as Ex. 10).

28 Randall S. Kroszer, Bd. of Governors of the Fed. Reserve Sys., “The Community
Reinvestment Act and the Recent Mortgage Crisis,” Speech at the Confronting Concentrated
Poverty Policy Forum (Dec. 3, 2008)

http://www federalreserve. gov/newsevents/speech/kroszner20081203a . htm (attached as Ex. 11).
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Alt-A loans purchased actually hurt the ability of the GSE to meet its affordable housing goals,
which were expressed as a percentage of Fannie Mae’s total business. Moreover, a recent study
by researchers at the University of North Carolina of a subset of affordable housing loans
guaranteed by Fannie Mae found that these loans had performed as expected, with losses close to
those of prime loans and substantially lower than subprime loans.”®

No regulation or law forced banks or the GSEs to acquire loans that were so risky they imperiled
the safety and soundness of the institutions. The acquisition of such loans was a business
judgment made by management and the boards of directors. However, there remains the

question of why regulators did not criticize or restrict the acquisition of such loans by regulated
institutions.

Fannie Mae was clearly under close regulatory scrutiny from 2003 through 2008. In early 2004
the company entered into a series of agreements with its regulator, OFHEO, subjecting the
company to unprecedented supervision of its business activities.’® In the 2005 to 2007 time
period, as Fannie Mae acquired the vast majority of the loans that caused its subsequent
problems, OFHEO did not seek to restrict the amount of credit risk taken on by the company.
The regulator limited its intervention to the size of the on-balance sheet mortgage portfolio and
the attendant interest rate risk.’ Indeed, right up until the time Fannie Mae was placed into
conservatorship, the Director of OFHEO maintained that the company was well capitalized to
withstand the losses it would face.*

While it is primarily the responsibility of the regulated financial institation to manage its own
credit risk, it is remarkable that during the period that Fannie Mae substantially increased its
exposure to credit risk its regulator made no visible effort to enforce any limits. This was true

even though that regulator oversaw only two companies and was then enforcing a form of quasi-
conservatorship.

While regulations did not force financial institutions to make bad loans, the absence of consumer
protection regulation allowed many bad loans to be made to the detriment of consumers. The
mortgage finance system does not have just one consumer protection regulator. That
responsibility is divided among the Federal Reserve Board, the other bank regulators, the Federal

2 Lei Ding et al., “Risky Borrowers or Risky Mortgages?” at 11, Presentation at the HUD
Tuesday Series (Oct. 28, 2008), http://www.cce.unc.edw/documents/HUD_Oct2008_final pdf
(attached as Ex. 12); Lei Ding et al., Risky Borrowers or Risky Mortgages: Disaggregating
Effects Using Propensity Score Models 16 (Ctr. for Cmty. Capital, UNC, Working Paper, Oct.
27, 2008), http://www.ccc.unc.edw/documents/RiskyBorrowers_RiskyMortgages 1008 pdf
(attached as Ex. 13).

02004 10K (restated), at 1—4.
312007 10K, at 17.

32 «Statement of OFHEO Director James B. Lockhart,” OFHEO News Release (July 10, 2008)
(attached as Ex. 14).
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Trade Commission, the Department of Housing and Urban Development, and state and local
officials. Fannie Mae and Freddie Mac exercise quasi-regulatory authority through the
promulgation of their Seller/Servicer Guides. During the height of the mortgage boom the only
entities actively seeking to protect consumers from abusive mortgage practices were the state and
local officials and the GSEs. Fannie Mae began trying to improve consumer protection for
impaired-credit borrowers as early as 1999. The company issued rules restricting the types of
subprime loans it would purchase, and these rules led to major reforms in the market, such as the
elimination of mandatory credit life insurance. The Federal Reserve Board did not exercise its
statutory authority to regulate subprime loans until 2008.

Preventing future financial-services industry crises and the attendant damage to consumers will
require three things. First, executives will have to exercise greater discipline in managing risk.
Second, there will need to be increased and better informed regulation of large, leveraged
financial entities, regardless of charter, by a single regulator. And third, there must be greater
protection of consumers from financial products they cannot reasonably be expected to
understand.

Accounting Restatement, 2004-2006

On December 15, 2004, the SEC announced that certain of Fannie Mae’s accounting practices
did not comply with GAAP.> The SEC required Fannie Mae both to restate its financial
statements to eliminate the use of hedge accounting and to reevaluate other information prepared
undergAAP for possible restatement.>* Fannie Mae completed its restatement on December 6,
2006.

My understanding is that this restatement did not contribute to Fannie Mae’s recent losses. The
main result of the restatement was to eliminate hedge accounting, and this accounting change did
not affect the credit-risk management function at Fannie Mae.

The large losses that Fannie Mae has reported so far in 2008 derive from its credit-guaranty
activities. By contrast, the financial restatement announced in 2004 and completed in 2006
primarily related to accounting concerning Fannie Mae’s mortgage portfolio. Indeed, most
criticism of the company and of the risks it was undertaking before 2008 related to the portfolio,
and some commentators even suggested that the company should solely focus on its financial
guaranty activities as the safer of the two. >

33 “Office of the Chief Accountant Issues Statement on Fannic Mae Accounting,” SEC Press
Release 2004-172 (Dec. 15, 2004) (attached as Ex. 15).

.
352004 10K (restated).
38 Peter 1. Wallison, “Regulating Fannie Mae and Freddie Mac: Now It Gets Serious,” Financial

Services Outlook (AEI May 2005), http://www.aei.org/publications/pubID.22514/pub_detail.asp
(attached as Ex. 16).
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‘While the actual restatement took two years, Fannie Mae had mitigated the economic
consequences by the end of 2004. Just before I departed the company, Fannie Mae initiated the
sale of $5 billion of new preferred stock that, together with a sur;;lus of $6 billion on the books,
restored the company’s capital to meet regulatory requirements.”’ The company reported in its
2004 annual report to the SEC that it had capital surplus at year-end of $2.4 billion.*® The stock
price remained at about $70 per share both before and after the SEC ordered the restatement,
proof that the restatement did not indicate a fundamental economic problem for Fannie Mae.
The stock price did not decline until mid-January 2005 when the company—without my input or
advice—made the business decision to cut its dividend in half and, later, when OFHEO placed
additional restrictions on the company’s business. In a related securities suit, a federal judge
recently held that the relevant information about the restatement was available to investors
shortly after the SEC decision was made public, when Fannie Mae filed an 8-K on December 22,
2004, advising investors that they should no longer rely on previously filed financial
statements.*

Even under the restated financials, on a marked-to-market basis the fair value of Fannie Mae’s
assets and liabilities actually rose during the period I ran the company.*®

Accountability

On September 20, 2004, OFHEO delivered to Fannie Mae’s Board of Directors a report of the
findings to date of its “Special Examination.” The report raised questions about Fannie Mae’s
use of two accounting standards, FAS 91 and FAS 133. Fannie Mae requested that the SEC
review Fannie Mae’s accounting practices with respect to these two standards.

On October 6, 2004, I testified before the House Subcommittee on Capital Markets, Insurance,
and Government Sponsored Enterprises, of the Committee on Financial Services, and answered
questions about the allegations in the OFHEO report. [ told that Subcommittee that if “after a
thorough review of all the facts, it is determined that our company made significant mistakes, our
board and our shareholders will hold me accountable.” 1 also said that “I will hold myself
accountable. That comes with being a CEO. 1 accepted that burden on the day I took the job,
and I accept it today.”™"!

372004 10K (restated), at 182,
%2004 10K (restated), at 180.

3 Mem. Op. 11, In re Fed. Nat'l Mortgage Ass’n Sec., Derivative, and “ERISA™ Litig., MDL
No. 1668 [Dkt. No. 568] (RIL Jan. 7, 2008) (attached as Ex. 17).

02004 10K (restated), at 72.
* The OFHEO Report: Allegations of Accounting and Management Failure at Fannie Mae:

Hearing Before the Subcomm. on Capital Markets, Insurance, and Government Sponsored
Enterprises of the H. Comm. on Fin. Servs., 108th Cong. 76 (2004) (attached as Ex. 18).
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On December 15, 2004, the SEC’s Office of the Chief Accountant announced that its “review
indicate[d] that during the period under [its] review, from 2001 to mid-2004, Fannie Mae’s
accounting practices did not comply in material respects with the accounting requirements” of
FAS 91 and FAS 133. The SEC advised Fannie Mae that it should (i) restate it financial
statements to “eliminate the use of hedge accounting,” (ii) evaluate the accounting under FAS 91
and restate its financial statements “if the amounts required for correction are material,” and (iii)
reevaluate the information prepared under GAAP and non-GAAP information that Fannie Mae
previously provided to investors.*

Following the SEC’s announcement, | held myself accountable even though I never had personal
knowledge that Fannie Mae’s accounting practices failed to comply with GAAP, as was
confirmed by the $80 million independent investigation of the accounting controversy. In
February 2006, Senator Warren Rudman and the law firm of Paul, Weiss, Rifkind, Wharton &
Garrison LLP, hired by Fannie Mae’s independent Board members and approved by OFHEO,
completed their investigation into OFHEQ’s allegations. Senator Rudman and his team “did not
find that [Raines] knew that the Company’s accounting practices departed from GAAP in
significant ways.” In particular, Sen. Rudman “saw no indication that {Raines} knew that the
Company’s application of FAS 133 contained substantial departures from GAAP*

Although I never had personal knowledge or independent reason to believe that Fannie Mae’s
accounting practices failed to comply with GAAP, I nevertheless announced my retirement from
Fannie Mae on December 21, 2004, one week after the SEC’s announcement regarding the
Company’s accounting. Through Fannie Mae, I released a public statement making clear that I
was holding myself accountable:

I have advised the Board of Directors today that I am retiring as Chairman and
Chief Executive Officer of Fannie Mae.

1 previously stated that T would hold myself accountable if the SEC determined
that significant mistakes were made in the Company’s accounting. Although, to
my knowledge, the Company has always made good faith efforts to get its
accounting right, the SEC has determined that mistakes were made. By my early
retirement, I have held myself accountable.

4 «Office of the Chief Accountant Issues Statement on Fannie Mae Accounting,” SEC Press
Release 2004-172 (Dec. 15, 2004).

4 paul, Weiss, Rifkind, Wharton & Garrison LLP & Huron Consulting Group Inc., 4 Report to
the Special Review Committee of the Board of Directors of Fannie Mae, Executive Summary 5
(Feb. 23, 2006) (attached as Ex. 19)

“1d at9.

4 «Statement by Franklin D. Raines, Chairman and CEO, Fannie Mae,” Fannie Mae Press
Release (Dec. 21, 2004) (attached as Ex. 20).
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I have held myself accountable for the accounting practices that led to the restatement because 1
was CEO during the time those practices were in use. I told the House Subcommittee in 2004
that I would hold myself accountable if the SEC found significant problems, and I acted on this
commitment by announcing my retirement from Fannie Mae in December 2004.

I have been held accountable financially, as well.

OFHEO has stated that I was paid $90 million as Chairman and CEO of Fannie Mae, a period
when the company earned in excess of $20 billion on a restated basis. At least $36 million, or
about 40 percent, of the $90 million amount has been rendered worthless because the company’s
recent financial problems make the stock options awarded to me worthless. In addition, I gave
up or did not receive approximately 351,127 of the shares of Fannie Mae common stock that
were reported in the company’s annual proxy statements as target Long-Term Incentive Plan
Awards to me. According to those proxy statements, the expected payout of these stock awards
would have totaled approximately $27 million. In addition to these amounts, 1, along with other
investors, lost millions of dollars on the shares of Fannie Mae stock that I held.

The large discrepancy between the reported expected value of my compensation and the
compensation that I actually realized demonstrates that the Fannie Mae compensation system
functioned as designed—to tie executive compensation to Fannie Mae’s performance over a
blend of short-term, medium-term, and long-term horizons, thereby ensuring that an executive’s
financial interest would never be disproportionately tied to any single period. When the
company’s performance faltered—in this case, years after my departure—the value of my
previously awarded compensation was likewise reduced or clawed-back. It should not be
surprising that Fannie Mae tied executive compensation to corporate performance—Congress
mandated that the company do so. The company’s charter requires “a significant portion of
potential compensation” for its officers to be “based on the performance of the corporation,” and
the company complied.*® The charter also requires the company to pay compensation
“comparable with compensation for employment in similar businesses (including publicly held
financial institutions or major financial services companies) involving similar duties and
responsibilities.”

OFHEQ itself confirmed the reasonableness of Fannie Mae’s compensation policies. OFHEQ
periodically reviewed Fannie Mae’s executive compensation because OFHEO?s statute required
the agency to prohibit Fannie Mae from providing excessive compensation to any executive
officer of the GSEs.*” While I was CEO of Fannie Mae, OFHEO in fact retained expert
consultants to help assess the GSEs’ compensation. As OFHEO reported to Congress in 2003,
“[1]n 2002, an executive compensation consultant retained by OFHEO completed a study
initiated in 2001, which compared the components and levels of executive compensation of
executive officers at the Enterprises with those of executive officers in other similar businesses

12 US.C. § 1723a(d)(2) (attached as Ex. 21).
712 US.C. § 4518(a) (attached as Ex. 22).
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involving similar duties and responsibilities.™® The study assisted OFHEO in its supervisory

review of executive compensation, and OFHEQ reported no problems to Fannie Mae or to
Congress with the level of executive compensation while I was CEO.

OFHEQO has also stated that it believes it has held me financially accountable. Aspartofa
settlement of litigation that the agency initiated against me, OFHEO announced earlier this year
that it had required me to forfeit or pay a total of $24.7 million. The bulk of this amount
involvc?g my surrendering and relinquishing claims to some of the stock and options referenced
earlier.

Role of Government Sponsored Enterprises

A number of commentators have suggested that there are inherent flaws in the government
sponsored enterprise model. Some suggest these flaws merely lead to a lack of transparency
regarding risk. Others have alleged that the GSE model caused the current financial crisis. I
believe these views to be mistaken.

‘What exactly is a government sponsored enterprise? Originally that term was created merely as
a convenient way to refer to a variety of entities in the federal budget process. These entities had
in common a corporate form and the use of private shareholder capital to carry out, for profit,
business activities that also advanced public policy objectives. The Federal National Mortgage
Association was a subsidiary of a government-owned corporate entity at its birth in 1938. Over
time, lenders who transacted business with the association were required to buy stock. In 1968,
the government sold its remaining interest in Fannie Mae and the activities of the company were
removed from the unified federal budget. The federal budget continued to report on Fannie
Mae’s activities in its appendix, therein referring to it as a government sponsored enterprise.

Once the government sold its interest in Fannie Mae, the company looked a lot like other
government-chartered national associations—for example, national banks—except that the
government retained the right to appoint members to the Fannie Mae board. The company did
not have a safety and soundness regulator until 1992, lacked any explicit guarantee or insurance
from the government, and had the ability to borrow up to $2.5 billion from the Treasury. Despite
the lack of a formal guarantee of Fannie Mae’s debt, the market assumed that the government
would take steps to keep the company functioning if Fannie Mae threatened to fail. The
ambiguity of this assurance meant that the company did not receive the full benefit of a
guarantee in lower interest rates on its debt and that buyers of the company’s debt were at risk
for some unknown percentage of their investment.

8 OFHEO, Report to Congress 5 (June 2003) (attached as Ex. 23).

# «OFHEO Issues Consent Orders Regarding Former Fannie Mae Executives,” OFHEO News
Release (Apr. 18, 2008) (attached as Ex. 24).
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Federal legislation in 1992 moved Fannie Mae closer to the traditional model of a regulated
financial institution and made explicit that its public policy role went beyond providing liquidity
to the general mortgage market to making affirmative efforts specifically to serve households
below the median income. (A similar expansion of public responsibility was applied to
depository institutions much earlier, through the Community Reinvestment Act.)

1t has been argued that this mixing of public purpose with a for-profit enterprise leads to
irreconcilable conflicts. However, such an admixture is not new or unique. As mentioned,
depository institutions operate under government charters and receive substantial benefits from
the government, including a full faith and credit guarantee of deposits. In return, they have been
given certain obligations to serve their communities. Defense contractors primarily serve a
public purpose with their production, but are, in most cases, ordinary, for-profit corporations.
Deregulated electric energy companies can exercise certain governmental powers, such as
eminent domain, while also earning private profits. This is not to say there are not conflicts to be
resolved; only that the need to resolve those conflicts exists in many businesses whose work
significantly affects public policy objectives. (The issue of conflicts does not go away simply by
changing the ownership of the entity from common shareholders to a cooperative-type structure.)

It has also been argued that Fannie Mae receives a subsidy that is not adequately reflected in the
budget or paid for by the company. First, there is no doubt that Fannie Mae receives a benefit
from its status as a GSE. Second, if those benefits are treated as a subsidy there is already a
mechanism for recording them in the federal budget. Under credit reform, the present value cost
of a government guarantee is supposed to be recorded as an outlay in the budget. To date, this
has not been done with Fannie Mae. One reason for that may be that, until recently, under the
economic assumptions of the government and the risk-based capital rules imposed on Fannie
Mae, the likely outcome of the calculation would be that there was no present value cost of the
implicit guarantee. Finally, as a federal taxpayer, Fannie Mae was subject to the corporate
income tax, which would bave more than compensated the government for any reasonable cost
of its implicit guarantee in the pre-financial-meltdown period. Obviously, no level of fee from
Fannie Mae, commercial banks, investment banks, or insurance companies could have
compensated the federal government for the extraordinary costs it has incurred in dealing with
the financial crisis.

In light of the costs the federal government may incur in addressing the financial problems of
Fannie Mae and Freddie Mac, some people have said that the GSEs had a deal where the profits
they made were privatized and the costs were socialized. That, of course, can be said of any
situation where the government bails out a for-profit enterprise. But the assertion is not entirely
correct in the cases of Fannie and Freddie. When the government sold its interest in Fannie Mae
in 1968, the company had less than $2 billion of equity capital. When I announced my
retirement as CEO at the end of 2004, the company had $38.9 billion of equity capital. By the
end of 2007, shareholder equity had risen to $44 billion. This capital, all the property of private
shareholders, stood between the losses of the company and the U.S. Treasury as the company
incurred losses in 2008.

Some might allege that stockholders prospered by receiving dividends from the company, which
is true. However, the company paid out dividends equal to less than 25 percent of its after-tax
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income. That means that three-quarters of the profits remained in the company to absorb the
risks of the business.

Moreover, at the end of 2004, the common stock of Fannie Mae had a market value of about $70
billion despite the accounting controversy. The stock value was 1.8 times the book value of the
company measured by shareholder equity. That multiple indicated that common stock
shareholders had high expectations for the future profitability of the company. The value of the
company’s stock has moved down over the last four years and is currently worth less than $1
billion. Thus, Fannie Mae shareholders can argue that they, not the government, have been the
biggest losers from the company’s current problems.

The GSE model is a far from perfect way to achieve the goal of using private capital to achieve
the public purpose of homeownership and affordable rental housing, However, if the public
policy goal remains the same, it will be hard to find a model that has more benefits and fewer
demerits than the model that worked reasonably well for almost seven decades at Fannie Mae.

Conclusion

It has been almost four years since my decisions have had any impact on Fannie Mae, the
housing market, or the global market for mortgages and mortgage-backed securities.

1 continue to believe in the mission for which Congress created Fannie Mae and Freddie Mac, to
expand middle- and low-income home ownership by providing liquidity to the primary mortgage
market. This function frees capital so that lenders can help prospective home buyers into homes.
1 believe that, properly regulated, these entities have a more important role than ever to play in
increasing the liquidity in the mortgage market and innovating solutions to today’s mortgage-
financing crisis.

Thank you, and I would be happy to answer any questions.
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Chairman WAXMAN. Thank you very much, Mr. Raines. We ap-
preciate your testimony.

Before we go to questions by the members of the committee, I
would like to ask unanimous consent that all Members may be per-
mitted to enter an opening statement into the record. And, without
objection, that will be the order.

By a previous agreement with the minority, I would ask unani-
mous consent that we start off the questioning with 12 minutes on
the Democratic side and 12 minutes on the Republican side before
we then go to the 5-minute rule. And, without objection, that will
be the order.

The Chair, starting the questions for our side, would yield 10
minutes to the gentleman from Massachusetts, Mr. Tierney.

Mr. TIERNEY. Thank you, Mr. Chairman.

And before I start my questions, I just want to take one moment
and appreciate your services here as chairman. I share with Mr.
Issa the observation that you have lifted the stature of this com-
mittee substantially, and all the Members and the staff are grate-
ful for that.

When you were in the minority as the ranking member, you cer-
tainly made every attempt and were successful in refocusing the
Congress and the committee on important matters. As chairman,
you have focused on a number of important matters that were es-
sential to the country and to the Congress. Now, you bring your du-
ties and your skills over to the Commerce Committee at our loss
but, I think, the Nation and Congress’s benefit.

And so we thank you very much, and I've been proud to serve
with you.

Chairman WAXMAN. The gentleman will be given the full 10 min-
utes. [Laughter.]

Mr. TiERNEY. I thank all of you gentlemen for being here this
morning and working with us on this.

Mr. Mudd, if you might, I would like to ask you a couple of ques-
tions, in particular about a document that we found in your inter-
nal files at Fannie Mae. It says, “A single family guarantee busi-
ness facing strategic crossroads,” dated in June 2005. And it is list-
ed as confidential and highly restricted.

I'd like to get your responses to it. We have some slides up there,
if you find that helpful, sir.

The first slide in this says, “The risk in the environment has ac-
celerated dramatically,” and the bullets under that say that there
has been a proliferation of higher-risk alternative mortgage prod-
ucts, there is a growing concern about housing bubbles, there is a
growing concern about borrowers taking on increased risk and
higher debt, and lenders have engaged in aggressive risk layering.

The next slide, if we switch over on that, says the growth in ad-
justable-rate mortgages continues at an aggressive pace. And here
the presentation says that there has been an emphasis on the low-
ZSt possible payment, and homes are being utilized more like an

TM.

It appears, Mr. Mudd, that you were aware of both the accelerat-
ing risk in this environment, as well as the concerns about housing
bubbles as far back as 2005. Is that correct?

Mr. MuDD. Yes.
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Mr. TIERNEY. The next slide says, “We are at a strategic cross-
roads, and we face two stark choices. One is stay the course, and
the other is meet the market where the market is.” The next slide
shows the benefits of staying the course. It says, “Fannie could
maintain our strong credit discipline, it would protect the quality
of the book, it would intensify our public voice on concerns about
the housing bubble and accelerating risk, and, most importantly, it
would preserve capital.”

The next slide shows the other alternative, meet the market
where the market is. In other words, you would meet current con-
sumer and customer demands for alternative mortgage products.
This was viewed as a revenue opportunity and a growth area. But,
under the alternative, you accept higher risk and higher volatility
of earnings.

And the next slide puts these pros and cons side by side. If you
stay the course, you’ll have lower revenues and slower growth, but
you will have more security. On the other hand, if you invest in
riskier mortgages, you have potential for high revenues and faster
growth. But, as the slide says, you also have increased exposure to
unknown risks.

Based on these slides, Mr. Mudd, you faced a fundamental deci-
sion in 2005: Do you keep your focus on the more secure fixed-rate
mortgages but potentially lose out on some profits, or do you com-
pete with private lenders by entering into riskier sectors of the
market?

It doesn’t seem that there was any real question that you were
aware that you were increasing your risk significantly by entering
the market. Is that correct?

Mr. MuDD. No, it is not exactly correct, Congressman.

Mr. TIERNEY. Now, the document indicates that you were aware
that you were increasing your risk. You're saying that you weren’t
aware you were increasing your risk?

Mr. MubpDp. Well, if I might give you a response in context, the
process and what we were doing at that time was thinking through
what our various alternatives were, in terms of the marketplace.
The choice, as you do in corporations or other institutions, was pre-
sented relatively starkly in order to identify what the key issues
were, but, in fact, the real choice that was made on the ground was
not, do you do A, do you do B, do you do black, do you do red. The
choice was, rather, what are the pros and cons of this decision, to
make clear what the choices were.

Mr. TIERNEY. And that is reflected in that document.

Mr. MuDD. Yes, sir.

Mr. TIERNEY. And one of those is that you are increasing your
risk significantly by entering that market, if you were to enter that
market.

Mr. MupD. If you were to make the full B decision—and that is
not, in fact, what we did. So, your choice was, how far do you ad-
just from where you are to meet the market, ultimately?

Mr. TIERNEY. It looks as if you made the choice to enter the al-
ternative market. But, let me put up two more slides, and we’ll dis-
cuss it.

The first slide we are going to put up is the recommendation that
was made in 2005 based on all the factors you just talked about.
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It starts by admitting that realistically we are not in a position to
meet the markets, and that is because you had less experience with
the riskier loans and you didn’t have enough data to evaluate the
credit risk. The slide says, “Therefore, we recommend that we pur-
sue a stay-the-course strategy.” However, the slide at the bottom
recommends that you dedicate resources and funding to, “under-
ground efforts” to develop a subprime infrastructure and modeling
for alternative markets.

The last slide says this: “If we do not seriously invest in these
underground-type efforts, we risk becoming a niche player, becom-
ing less of a market leader, and becoming less relevant to the sec-
ondary market.”

So, Mr. Mudd, I reviewed your written statement, and I listened
to what you had to say here today. You didn’t seem to take any
acknowledgement that you may have made some mistakes. And
looking back in hindsight and directed by the slide that we just
saw, you may not have led the market—and I really believe that
is true; you didn’t lead the market into the situation—but you
faced a choice of whether to enter it, and it appears to me that you
made the choice to enter that market, and that was a wrong deci-
sion.

Do you agree that was the wrong decision to make?

Mr. MuDD. No, sir. And what I would point to on this slide is
the phrase that says we need to invest in these efforts if—and if
the market changes prove to be secular. And the context I would
point out to you on that was: We weren’t sure. We weren’t sure
whether those changes in the marketplace were secular or whether
they were cyclical, was it temporary or was it a permanent change
in the market.

And we thought it was important that we couldn’t afford to make
the bet that the changes were not going to be permanent. We
couldn’t afford to make the bet that somebody who has a subprime
mortgage, who, at the end of the day, is simply an American with
a credit blemish, would never be able to get a loan in the country
if the Fannie Mae approach, Fannie Mae standards, Fannie Mae
qualities couldn’t be applied there.

So, when we looked at the market, we made a tradeoff between
the choices, and we said, no, we are going to focus back on our
bread and butter, but we’re going to do this work to make sure we
understand these new emerging markets and we can develop a bet-
ter view of them.

Mr. TIERNEY. But, in actuality, starting in 2005, you actually
purchased hundreds of billions of dollars of those loans, correct?

Mr. MuDD. No, sir. I think it is important in that to break out
the various categories of loans, because, in your question, you were
asking about ARM loans, which were adjustable-rate mortgages,
which many of us have; Alt-A loans, which are an alternative to an
A loan, different documentation than an A loan; and subprime
loans, which are a different matter entirely.

Going back through those, 85 percent of the book at Fannie Mae
was standard A loans, the basic loans that had been done through-
out time. A percentage around 10 percent or so was in the Alt-A
category. And a much smaller percentage that never amounted to
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more than a percent or two of this total book was actually in
subprime.

Mr. TiErRNEY. I think, Mr. Mudd, that it’s important that we
make a distinction between the Alt-A and the subprime on that.
And I think because some of the rhetoric that we have heard back
and forth here, the subprime, as you said, was a very small part
of the portfolio?

Mr. MUDD. Yes.

Mr. TIERNEY. All right. Explain for us the Alt-A. You didn’t real-
ly get any credit, did you, on meeting your goals for affordable
housing by buying the Alt-As because, in my understanding, they
are not really clarified as to just what the basis of those loans are?

Mr. MUDD. I'm sorry. I missed the end of your question.

It would depend on whether the actual character of the loan met
the socio-economic categories that would count toward a goal per
se. On their face, they might or might not count. The Alt-A loans
were essentially a subset of overall A loans. As I indicated, Alt-A
means an alternative to an A loan. So, they bear many of the same
characteristics. Otherwise, they qualified or counted—they might
or might not count toward those affordable housing goals.

The market produced those loans, and Fannie Mae’s participa-
tion in those loans, in fact, goes all the way back to 2000. We were
doing, starting in the year 2000, $10 billion, up to 2003 about $100
billion, of Alt-A loans, down to $79 billion in 2005. I could go on.
But, those loans varied in terms of what the market was producing,
as did the balance between fixed-rate loans.

Mr. TIERNEY. June 2005 was when you decided to go into Alt-A’s
a little more heavily, right?

Mr. MuDD. We decided to examine the market more carefully. In
2004, we were doing a rate of about $63 billion. In 2006, we were
up to $106 billion, and in 2007, $198 billion.

Mr. TierNEY. Up in 2005. And in this year, substantially the
largest part of your losses come from your Alt-A loans, right?

Mr. MuDD. I am not completely up to date on the figures, Con-
gressman. But, I think that, of a single segment of the book—the
largest losses come from Alt-A. But, the predominance of the book,
the old A rate, 85 percent of the book is also producing about half
of the loans, as the housing market has gone down by 35 percent.

Mr. TIERNEY. Let me sum up. I don’t think that Fannie Mae or
Freddie Mac caused the slide, but the facts also indicate that you
bear some responsibility for aggravating it, some responsibility for
accepting those risks, knowing that those risks were not insignifi-
cant—in fact, they were substantial—and plunging into that mar-
ket, sort of following the Wall Street gang into that market. I think
we are all going to pay the price for that, and we are going to have
to deal with that now.

Chairman WAXMAN. Thank you, Mr. Tierney.

Mr. Issa.

Mr. IssA. Thank you, Mr. Chairman.

I look at all four of you, and the one thing that I seem to find
is that all four of you still seem to be in complete denial that
Freddie and Fannie are in any way responsible for this. Your testi-
mony says you are not accepting any blame for this at all. You are
either standing behind the mandate of the Congress or the man-
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date of your stockholders, perhaps the mandate of your bonus pack-
ages.

And you are telling us that, in fact, everyone was doing it. Your
whole excuse for going to risky and unreasonable loans that are de-
faulting at an incredibly high rate is, “Everyone is doing it. If we
don’t do it, we will be left out.” Well, I am sorry that you wanted
to be the most popular girl in the school, and you forgot what your
mother told you about your activities.

Mr. Mudd, you seem to have the clearest reason. And with Mr.
Tierney’s questions, you seem to be able to clearly articulate some-
thing I would like to have all four of you acknowledge today: that,
in fact, there are compliant A conventional—I met the criteria
loan—and then there were all others, Alt-A and subprime being the
two best known of those. Is that correct?

Mr. MupDp. What I was hoping to describe, Congressman, was
that the loans exist in a spectrum. And at the, sort of, core, heart
and soul of the spectrum would be A loans. And the market oper-
ates, if you might imagine, in a series of concentric circles around
that. The further out you go, the riskier the loans are.

Mr. IssA. What I would like to do today—and we’ll grapple with
this for the next 2 years—is, Alt-A and subprime are substantially
the same. You get credit if they are in underserved areas. And, in
fact, since my understanding of a subprime is, if you have a FICO
score of less than 660, you are essentially subprime, and a great
many of Alt-A not only had a credit score of less than 660’s but
they didn’t tell you what their income was, or they told you, but
they didn’t prove it.

Now, that creates an Alt-A that is an Alt-A, but it is also a
subprime. Isn’t that true?

Mr. MuDD. The way I would answer the question, Congressman,
is that the combination of features in the loan defines the type of
loan it is. So, yes, in the market, there are Alt-A subprime loans,
and in the market, there are high-FICO subprime loans. Any of
those things is possible, depending on the combination of the bor-
rowers and the product features.

Mr. IssA. So, it is relatively fair, for those of us who don’t do this
every day, that this is a distinction without a real difference, rel-
ative to the default, relative to the problem, to the extent that
these practices are part of the problem. They are reasonably equal-
ly part of the problem, because today they are equally part of the
default; is that reasonably fair?

Can I get a consensus that—remembering that none of you said
that you were part of the problem, but they are defaulting at sub-
stantially the same rate. Is that correct?

Mr. Mudd.

Mr. MuDD. I believe that it is more likely that the more variable
features or the more credit characteristics that apply to a loan,
those things can aggregate to increase the risk in that loan, yes.

Mr. IssAa. Mr. Raines, in your testimony, you said that Fannie
Mae did not contribute significantly to the housing collapse. You
acknowledge that your former company holds $300 billion of Alt-
A, which do not verify the borrower’s income.

Now, if those are defaulting and, in fact, were defaulting at a
time in which unemployment was still at a historic low, then
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wouldn’t the failure to verify income be a leading part of why you
would have a default in a loan that, if the person’s income was, in
fact, honestly stated, they would be able to maintain? Meaning, if
they didn’t lie, they would make the payments and they wouldn’t
be in default. Isn’t that true?

Mr. RAINES. It is a very complex question that you

Mr. IssA. Trust me, I spent a lot of time making sure it was as
simple as can be.

If, in fact, unemployment was still at a historic low level when
Alt-A’s began defaulting but housing had stopped its precipitous
rise, wouldn’t you say, by any reasonable assessment, that, in fact,
the liars getting loans was a significant part of it? Because those
people, records are showing more and more, counted on a rise in
value to make those loans, rather than a falsely stated income.

Mr. RAINES. I think that is correct. I think that the experience
with Alt-A loans in that period—again, this is after I had left—and
the period 2006-2007 was affected by fraud, where people did not
tell the truth about their assets or their income and they obtained
mortgages that they otherwise wouldn’t have qualified for.

Mr. IssA. So, here, today, if we take with us one take-with, if you
will, wouldn’t it be fair to say, in retrospect—and I appreciate the
fact that you had mixed signals sent from Congress and others. If
you had it to do all over again, particularly Alt-A, but to a certain
extent subprime, wouldn’t you, if you could have, ensured that peo-
ple who were looking for a home greater than, in retrospect, they
could afford, if it didn’t go up in value, had been sent back to go
find a home they could afford rather than the one they chose? Isn’t
that at the root of why we are here today?

You know, the demise of various financial institutions didn’t
start until the default started. We can appreciate the default is the
beginning of this problem. So if default is the beginning of this
problem, and default began—and I was with Mr. Kucinich in Cleve-
land well before this became described as a crisis: unemployment
low, housing prices simply no longer going up, defaults begin to es-
calate.

In retrospect, would each of you say, both as observers and al-
most current CEOs, that, in fact, had people been told to go back
and find a home they could better afford, thus not ratcheting down
people to a liar mortgage, that this crisis could have been reduced
or averted?

And I will take a “yes” from everyone and walk away happy.

Mr. BRENDSEL. I would like to comment on that.

Mr. Issa. Although I will take first, the yeses.

Mr. BRENDSEL. I think the failure to underwrite a mortgage loan
properly is certainly at the core of what could be default on that
mortgage loan. So, the question is, to what are the underwriting
requirements?

So, certainly makin