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THE STATE OF THE UNITED STATES
ECONOMY AND FINANCIAL MARKETS

THURSDAY, FEBRUARY 14, 2008

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:10 a.m., in room SR-325, Russell Sen-
ate Office Building, Senator Christopher J. Dodd (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

Chairman DoDD. Good morning. Let me first of all welcome ev-
eryone here this morning to this hearing on the state of the econ-
omy and capital markets. A couple of things, if I may.

What I would like to do this morning, given the limited amount
of time—we have got a couple of hours. The Secretary has, I know,
an appointment at noon, or thereafter, and I am confident the
other two witnesses probably do as well. Normally what we would
do is allow everyone here to make opening statements. Needless to
say, the simple math, it would probably eat up the 2 hours. I see
smiles now appearing on the witnesses’ faces at the prospect of lis-
tening here for 2 hours to all of us make statements about the
state of the economy.

What I would like to suggest—and it is merely a suggestion
here—is that I make an opening statement, Senator Shelby make
an opening statement, and then we will get right to the statements
of our witnesses, and then go to questions and use the question pe-
riod to make any comments you would like to, as well as engage
in the questions you would like to ask of our witnesses. That may
allow us to move along in that period, which I think is probably
the most interest to most Members.

Second, when we end up with a quorum here, I want to apologize
to my colleagues, but we need to re-vote the ILC bill yesterday.
Under the rules of this Committee, if there is not a majority of the
majority present at the time the vote occurs, then the vote does not
count in the sense. We had only 12 people here. It was a 6-6 vote.
And so we have to re-vote the issue under the rules, and I apolo-
gize to my colleagues. We did not have 13 Members, so we did not
have a majority of the majority on that issue present at the time.
As soon as a majority arrives, we will do that. All statements, by
the way, will be included in the record. If people have any opening
statements or information you want to include in the record, I will
make sure that is all included.
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With that, let me proceed with some opening comments quickly,
turn to my colleague Senator Shelby, and then we will get right to
our witnesses this morning.

This is a historic room, of course. We were talking outside; there
have been many historic hearings that have been held in this room.
I remember as a child being here watching my father actually chair
hearings on violence in television back in the late 1950s, early
1960s. President Kennedy and Robert Kennedy announced their
candidacies for the Presidency in this room. The Watergate hear-
ings, Teapot Dome, the McCarthy hearings—this is a historic room,
so maybe some historic suggestions this morning here from our wit-
nesses might be an appropriate response.

Anyway, today the Committee meets to discuss the state of our
Nation’s economy and capital markets. We are very pleased to wel-
come before the Committee three of the country’s leading economic
figures: Secretary of the Treasury Hank Paulson, Federal Reserve
Chairman Ben Bernanke, and Securities and Exchange Commis-
sion Chairman Chris Cox. And we welcome all three of you.

Gentlemen, thank you for coming before us today, and I want to
note that the last time the heads of all three of these agencies ap-
peared jointly before this Committee to discuss the state of our Na-
tion’s economy was in the immediate aftermath of the tragic at-
tacks of September 11, 2001. And while the challenges that the Na-
tion’s economy faces today are very different from those we faced
then, today’s economic challenges are, unfortunately, no less seri-
ous. I think we would all agree on that.

The current economic situation is more than merely a slowdown,
in my view, or a downturn. It is more even than a mere recession—
or near recession, I might add. Instead it is a crisis of confidence,
I feel, among consumers and investors. Consumers are fearful of
borrowing and spending. Investors are fearful of lending. Financial
transactions which generate new businesses and new jobs are
shrinking in number and in size.

The incoming economic data shows how serious the problem is.
The Nation’s economy slowed to a near standstill in the fourth
quarter of last year, with overall GDP growth by less than 1 per-
cent, and private sector GDP growing only one-tenth of 1 percent.
The country had a net loss of jobs in January, the first time we
have had a loss of jobs of that nature in over 4 years. Incoming
data on retail sales have been very weak, and most projections for
economic growth this year have been revised down sharply. Credit
card delinquencies are on the rise, as consumers find themselves
increasingly unable to tap the equity in their homes to pay down
credit card debt and other bills.

Last, inflation increased by 4.1 percent last year, the largest in-
crease in 17 years, driven mainly by the rise in costs of energy,
food, and health care. Industrial production is falling, and we have
been hemorrhaging jobs in the construction and manufacturing sec-
tor. This decline has been reflected in falling stock prices and in-
creased volatility in the securities markets. Our economy is clearly
in trouble, in my view, and the most important thing we can do
right now is restore that consumer and investor confidence, which
is absolutely critical if we are going to get back on our feet again.
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To that end, I want to commend Fed Chairman Bernanke for
taking an active role in addressing the weakness in our economy,
for injecting much needed liquidity, and cutting interest rates. I am
also pleased that the administration and the Congress have been
able to reach agreement on a stimulus package that provides some
support for working families who are bearing the brunt of these dif-
ficult times. However, more needs to be done, in my view, to ad-
dress the root cause of our economic problems, and I say respect-
fully that includes by the three agencies led by our witnesses here
this morning.

The catalyst of the current economic crisis in my view is the
housing crisis. The housing starts are at their lowest levels in a
quarter of a century. The inventory of existing home sales is nearly
at 4 million units—almost double the number in January of 2005.
This is equal to about 10 months of supply. And while many of us
have experienced home price drops in our own States and regions,
overall 2007 was the first year since data has been kept that the
United States had an annual decline nationwide in home and hous-
ing prices. A recent Moody’s report forecasts that home sales will
drop in 2008 by as much as 10 to 15 percent—in fact, even in 2009
an additional drop. Others are predicting similar declines in 2009,
as I just mentioned. This will be the first time since the Great De-
pression that national home prices will have dropped in 2 consecu-
tive years.

If the catalyst of the current economic crisis is the housing crisis,
then the catalyst of the housing crisis is the foreclosure crisis. This
foreclosure crisis was triggered by what Secretary Paulson himself
has called “bad lending practices,” and I commend him for making
that statement. These are lending practices that no sensible banker
would ever engage in. Reckless, careless, and sometimes unscrupu-
lous actors in the mortgage lending industry essentially allowed
loans to be made that they knew hard-working, law-abiding bor-
rowers would not be able to repay. And they engaged in practices
that the Federal Reserve in previous years under different leader-
ship under the Bush administration had absolutely nothing—did
nothing effectively to stop, in my view.

The problems were compounded by inaccurate and misleading
corporate disclosures and asset valuations, inflated credit ratings,
and poor risk management, so investors could not act as a check
on these problems. As a result of failures throughout the chain of
mortgage finance from origination to securitization, foreclosures
are at record levels. There are 1.5 million homes that are seriously
delinquent or in foreclosure right now. And what we have seen—
and we have not seen the worst of it.

Economist Mark Zandi estimates that 3 million homes will de-
fault between 2007 and mid-2009, and 2 million of those homes will
end up in foreclosure. This crisis affects more than families who
lose their homes. Property values for each home located within one-
eighth of a square mile of a foreclosed home will drop by an aver-
age of $5,000. This will affect somewhere between 44 and 50 mil-
lion homes.

The foreclosure crisis could result or will result in an increased
demand for social services, obviously, police and fire and further
services to ameliorate the impact of increases in foreclosures and
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abandoned property. Yet State and local governments will have
fewer resources with which to meet these demands as property val-
ues and tax collections drop. Localities could lose as much as $4.5
to $5 billion in property taxes and other revenues due to this wave
of foreclosures.

Any serious effort to address our economic woes must include, in
my view, an effort to take on the foreclosure crisis. That is a crucial
step toward restoring the confidence of consumers and investors in
our economy.

We on this Committee have already taken several steps to ad-
dress these problems, and I want to thank Senator Shelby and
Members of the Committee for their efforts. We worked to reform
the FHA program and passed FHA modernization legislation
through the U.S. Senate by a vote of 93-1. Now we need to make
sure that this becomes law. We have appropriated close to $200
million to facilitate foreclosure prevention efforts by borrowers and
lenders. In addition, the recently enacted stimulus package in-
cludes a temporary increase in the conforming loan limits for GSEs
to try and address the problems that have spread throughout the
credit market into the jumbo mortgage market. While this is help-
ful, we still need to implement broad-based GSE reform, and I am
committed to doing just that. As I have told the Secretary and oth-
ers. Certainly Senator Shelby and Members of this Committee I
have mentioned that to as well. And I have spoken about my belief
in the need for additional steps to mitigate the foreclosure crisis in
a reasonable manner. These steps include targeting community de-
velopment block grants to communities struggling to counter the
impact of foreclosed and abandoned properties within their commu-
nities, and they include establishing a temporary homeownership
loan initiative, either using existing platforms or a new entity that
can facilitate mortgage refinancing.

But it is not just the Congress that needs to do more. The admin-
istration, including the agencies represented here this morning, I
think need to do more as well—much more. Almost a year ago, I
convened, with Senator Shelby, a summit of leading lenders and
servicers. The attendees at that summit agreed to a set of prin-
ciples that requires them to create a permanent, affordable solu-
tion, wherever possible, for at-risk borrowers. Unfortunately, the
administration has been working, in my view, at cross purposes
with us. Instead of helping us hold leaders and servicers to the
commitments that they made back in the spring of 2007, they have,
in essence, sanctioned backsliding from the kind of aggressive,
broad-based effort that is more urgently required by the day. The
latest administration effort, dubbed “Lifeline,” is a lifeline more to
lenders than to borrowers, in my view, and the Treasury Depart-
ment, HUD, and others in the administration need to do more.

Similarly, the Federal Reserve as the lead financial regulator
needs to break with its past and become more vigilant about polic-
ing indefensible lending practices. Now, I want to commend the
Chairman of the Federal Reserve when last year the Fed finally ac-
cepted its duty under the Homeownership and Equity Protection
Act to protect consumers from unfair and deceptive lending prac-
tices, and there were many steps taken and recommendations
made in those regulations which I strongly agree with. The Chair-
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man and I have talked about this. We have some disagreements
about some of those suggestions, and I applaud the efforts, but my
hope is that they will strengthen them in the coming days so that
we can deal with some of these problems that have persisted and
caused, as the Secretary of the Treasury has pointed out, bad lend-
ing practices that led us to this situation we are in today.

As for the SEC, I want to commend Chairman Cox—Chris—for
the oversight and credit rating agencies and for enforcement efforts
related to subprime-related cases. But here, again, I think greater
vigilance is urgently needed. The SEC needs to help restore inves-
tor confidence in the markets by more vigorous enforcement, by
more comprehensive regulation of credit rating agencies, and in-
creased accountability and transparency of publicly traded compa-
nies that are engaged in the mortgage finance system.

Despite these unprecedented challenges, I remain confident in
the future of the American economy. We may need to change some
of our policies, regulations, and priorities. But the ingenuity, pro-
ductivity, and capability of the American worker and entrepreneur
ought to never be underestimated. I look forward, of course, to
working with the Ranking Member, Senator Shelby, and other
Members of this Committee so we can move forward on some of
these critical issues, as well as working with the administration,
the Department of the Treasury, obviously the Federal Reserve,
and the SEC to restore that sense of confidence and optimism that
is so critical to economic growth and prosperity in our country.

With that, let me turn to Senator Shelby for some opening com-
ments, and then we will turn to our witnesses.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you. Thank you, Chairman Dodd, for
calling today’s hearing on our financial system and economy. This
is an opportune time to discuss the challenges that our economy
faces in our housing and financial sectors. We have a distinguished
panel here today to provide us with their perspectives regarding
the current and future economic conditions.

Mr. Chairman, one thing that is now clear to all of us is that the
subprime problems are not contained. Sectors of the global finan-
cial system have lost confidence largely due to the subprime mort-
gage problem. Financial institutions in the U.S. and abroad have
lost billions of dollars and have had to raise new capital as a re-
sult. Concerns about the valuation of assets have led financial in-
stitutions to become reluctant to borrow or lend money within the
system.

We are seeing signs of an economic slowdown. After several years
of rapid expansion, the housing sector is now paying the price. Res-
idential investments have declined for eight straight quarters. The
most recent Blue Chip Economic Survey forecasts growth for this
year at 1.7 percent when just a month ago they forecasted a 2.2-
percent growth. The blue chip forecasters now see the recession’s
odds at almost 50 percent, although the majority of them continue
to say a recession will be avoided.

The administration and our financial regulators have taken a va-
riety of actions intended to address the weakness in the housing
sector and the slowdown in our overall economy. The Congress has
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already enacted and the President has signed an economic stimulus
package. Even if every consumer spends their rebate check, I be-
lieve the impact to the overall economy will be negligible. I have
equated it to pouring a glass of water in the ocean and expecting
it to make a difference. I hope I am wrong.

It will have one effect that is undeniable, however. It will put
more debt on our children and grandchildren because we are bor-
rowing the money to pay for it. And, yes, a year from now it is
going to help balloon our deficits. Unfortunately, we may never
know whether the benefit was worth the cost.

Certainly, Mr. Chairman, the effects of these actions will take
some time to work their way through the economy. I look forward
to hearing from our witnesses this morning as to what factors they
will be watching to judge the success of these efforts.

Mr. Chairman, as we consider what action we may take, my hope
is that we will take the time to examine thoroughly all facets of
market conditions. Any Federal intervention I believe should be
carefully considered and targeted to encourage and reward the
right behavior. The market is already punishing certain risky be-
haviors at all levels, and it is not necessarily the American tax-
payers’ responsibility to mitigate those risks.

I thank our witnesses for being here today, and I look forward
to their views and other issues.

Chairman DopD. Thank you, Senator, very, very much.

I will turn to you, Secretary Paulson. Thank you for being with
us this morning.

STATEMENT OF HENRY M. PAULSON, JR., SECRETARY,
DEPARTMENT OF THE TREASURY

Secretary PAULSON. Thank you, Chairman Dodd, Senator Shelby,
Members of the Committee. Thank you very much for the oppor-
tunity to be here today. I am pleased to appear with my colleagues
Chairman Bernanke and Chairman Cox. I appreciate their leader-
ship on the challenges confronting our economy and capital mar-
kets and look forward to continued close, productive working rela-
tionships.

The U.S. economy is fundamentally strong, diverse, and resilient,
yet after years of unsustainable home price appreciation, our econ-
omy is undergoing a significant and necessary housing correction.
The housing correction, high energy prices, and capital market tur-
moil are weighing on current economic growth. I believe that our
economy will continue to grow, although its pace in coming quar-
ters will be slower than what we have seen in recent years.

Four weeks ago, recognizing the downside risks to our economy
and that the short-term cost of doing nothing was too high, Presi-
dent Bush called for an economic growth package to provide a tem-
porary boost to our economy as we weather the housing correction.

The Congress responded with bipartisanship, cooperation, and
speed to pass an economic growth package that is temporary,
broad-based, and will assist our economy quickly. We have dem-
onstrated to the Nation and the world that we can come together
to address the needs of the American people as we weather the
housing downturn.
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Yesterday, the President signed the economic package into law,
and Treasury is already working to send payments out to more
than 130 million American households. The IRS will manage the
current tax filing season and simultaneously prepare to issue these
additional payments starting in early May. Payments will be large-
ly completed this summer, putting cash in the hands of millions of
Americans at a time when our economy is experiencing slower
growth. Together, the payments to individuals and the investment
incentives for businesses will help create more than half a million
jobs by the end of this year.

In addition to this growth plan, the Administration will continue
to focus on aggressive action to try to provide alternative options
to foreclosures. This includes encouraging the Hope Now Alliance,
a coalition representing over 90 percent of the subprime servicing
market, and nonprofit mortgage counseling organizations, trade as-
sociations, and investors.

This industry-wide effort employs multiple tools to reach and
help struggling homeowners, including streamlining able subprime
borrowers into refinancings and loan modifications.

The Hope Now effort is making progress. According to updated
statistics, in the second half of 2007 the industry assisted 869,000
homeowners, including 545,000 subprime borrowers who received
loan modifications and repayment plans. The progress rate is accel-
erating; the number of subprime modifications in the fourth quar-
ter doubled over the rate in the third quarter. In Q4 alone, of the
estimated 1.5 million homeowners of all types delinquent 60 or
more days, over 470,000 received help from their servicer, and al-
most 30 percent of those received a loan modification.

I expect that this progress will accelerate in 2008. In January,
the industry began implementing a new framework to streamline
mortgage modifications for able but struggling subprime borrowers.
As announced by the American Securitization Forum, this frame-
work will greatly speed the financial evaluation process. Borrowers
who have made their initial payments but cannot afford the inter-
est rate reset may be fast-tracked for modification or refinance, al-
lowing mortgage counselors and servicers to devote more time and
resources to the more difficult cases.

Currently, I am focusing on two aspects of this effort: first, on
ensuring that the ASF framework is adopted throughout the indus-
try so that the industry is better prepared to deal with the rising
volume of subprime mortgage resets; and, second, on ensuring that
the Hope Now Alliance produces timely metrics so that policy-
makers and industry participants can evaluate progress and make
adjustments as needed.

I appreciate this Committee’s leadership and specific efforts to
address issues that have arisen during the housing downturn. Fi-
nalizing the FHA modernization bill will provide additional tools to
help homeowners, and I encourage you and the House to reach con-
sensus as soon as possible. Enactment of GSE regulatory reform is
also a very high priority for Treasury and the Administration, and
I commend the Chairman and the Committee Members for your
willingness to move forward promptly. While not under this Com-
mittee’s jurisdiction, the Administration has also proposed legisla-
tion that will allow States to issue tax-exempt bonds for innovative
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refinancing programs. This tax proposal is in addition to that
signed into law in December, which provides temporary tax relief
for homeowners facing increased taxes due to forgiven mortgage
debt. All of these initiatives may help mitigate the housing
headwinds, and we remain open to other good ideas as we move
forward.

Treasury continues to monitor capital markets closely and to ad-
vocate strong market discipline and robust risk management.
While we are in a difficult transition period as markets reassess
and re-price risk, I have confidence in our markets. They have re-
covered from stressful periods in the past, and they will do so
again.

Working through the current stress is our first concern. Through
the President’s Working Group on Financial Markets, we are also
reviewing underlying issues ranging from enhancing risk manage-
ment to market infrastructure, to reporting and disclosure, to rat-
ings and investor practices. We know a short-term boost to our
economy is needed. We also know that it is just as important to get
the long-term policy response right.

Thank you and I look forward to taking your questions later.

Chairman DoDD. Thank you very much, Mr. Secretary.

Chairman Bernanke, thank you for being with us.

STATEMENT OF BEN S. BERNANKE, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. BERNANKE. Thank you. Chairman Dodd, Senator Shelby, and
other Members of the Committee, I am pleased to be here to offer
my views on financial conditions, the near-term economic outlook,
and related issues.

As you know, financial markets in the United States and in a
number of other industrialized countries have been under consider-
able strain since last summer. Heightened investor concerns about
the credit quality of mortgages, especially subprime mortgages with
adjustable interest rates, triggered the financial turmoil. However,
other factors, including a broader retrenchment in the willingness
of investors to bear risk, difficulties in valuing complex or illiquid
financial products, uncertainties about the exposures of major fi-
nancial institutions to credit losses, and concerns about the weaker
outlook for the economy, have also roiled the financial markets in
recent months.

As the concerns of investors increased, money center banks and
other large financial institutions have come under significant pres-
sure to take onto their own balance sheets the assets of some of
the off-balance-sheet investments that they had sponsored. Bank
balance sheets have swollen further as a consequence of the sharp
reduction in investor willingness to buy securitized credits, which
has forced banks to retain a substantially higher share of pre-
viously committed and new loans in their own portfolios. Banks
have also reported large losses, reflecting marked declines in the
market prices of mortgages and other assets that they hold. Re-
cently, deterioration in the financial condition of some bond insur-
ers has led some commercial and investment banks to take further
markdowns and has added to strains in the financial markets.
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The banking system has been highly profitable in recent years
and entered this episode with strong capital positions. Some insti-
tutions have responded to their recent losses by raising additional
capital. Notwithstanding these positive factors, the unexpected
losses and the increased pressure on their balance sheets have
prompted banks to become protctive of their liquidity and balance
sheet capacity and, thus, to become less willing to provide funding
to other market participants, including other banks.

Banks have also become more restrictive in their lending to firms
and households. For example, in the latest Senior Loan Officer
Opinion Survey conducted by the Federal Reserve, banks reported
having further tightened their lending standards and terms for a
broad range of loan types over the past 3 months. More expensive
and less available credit seems likely to continue to be a source of
restraint on economic growth.

In part as the result of the developments in financial markets,
the outlook for the economy has worsened in recent months, and
the downside risks to growth have increased. To date, the largest
economic effects of the financial turmoil appear to have been on the
housing market, which, as you know, has deteriorated significantly
over the past 2 years or so. The virtual shutdown of the subprime
mortgage market and a widening of spreads on jumbo mortgage
loans have further reduced the demand for housing while fore-
closures are adding to the already elevated inventory of unsold
ﬁ){nies. Further cuts in home building and related activities are
ikely.

Conditions in the labor market have also softened. Payroll em-
ployment, after increasing about 95,000 on average per month in
the fourth quarter, declined by an estimated 17,000 jobs in Janu-
ary. Employment in the construction and manufacturing sectors
has continued to fall while the pace of job gains in the service in-
dustries has slowed. The softer labor market together with factors
including higher energy prices, lower equity prices, and declining
home value seem likely to weigh on consumer spending in the near
term.

On the other hand, growth in U.S. exports should continue to
provide some offset to softening in domestic demand, and the re-
cently approved fiscal package should help to support household
and business spending during the second half of this year and into
the first part of next year.

On the inflation front, a key development over the past year has
been the steep run-up in the price of oil. Last year, food prices also
increased exceptionally rapidly by recent standards, and the for-
eign exchange value of the dollar weakened. All told, over the four
quarters of 2007, the price index for personal consumption expendi-
tures, or PCE, increased by 3.4 percent, up from 1.9 percent during
2006. Excluding the prices of food and energy, PCE price inflation
ran at a 2.1-percent rate in 2007, down a bit from 2006.

To date, inflation expectations appear to have remained reason-
ably well anchored, but any tendency of inflation expectations to
become unmoored or for the Fed’s inflation-fighting credibility to be
eroded could greatly complicate the task of sustaining price sta-
bility and reduce the central bank’s policy flexibility to counter
shortfalls in growth in the future. Accordingly, in the months
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ahead we will be closely monitoring inflation expectations and the
inflation situation more generally.

To address these developments, the Federal Reserve has moved
in two main areas:

To help relieve the pressures in the inter-bank markets, the Fed-
eral Reserve, among other actions, recently introduced a term auc-
tion facility through which pre-specified amounts of discount win-
dow credit can be auctioned to eligible borrowers. And we have
been working closely and cooperatively with other central banks to
address market strains that could hamper the achievement of our
broader economic objectives.

In the area of monetary policy, the Federal Open Market Com-
mittee, or FOMC, has moved aggressively, cutting its target for the
Federal funds rate by a total of 225 basis points in September, in-
cluding 125 basis points during January alone. As the FOMC noted
in its most recent post-meeting statement, “The intent of these ac-
tions is to help promote moderate growth over time and to mitigate
the risks to economic activity.”

A critical task for the Federal Reserve over the course of this
year will be to assess whether the stance on monetary policy is
properly calibrated to foster our mandated objectives of maximum
employment and price stability, and in particular, whether the pol-
icy actions taken thus far are having their intended effects.

Monetary policy works with a lag. Therefore, our policy stance
must be determined in light of the medium-term forecast for real
activity and inflation, as well as the risks to that forecast.

At present, my baseline outlook involves a period of sluggish
growth, followed by a somewhat stronger pace of growth starting
later this year as the effects of monetary and fiscal stimulus begin
to be felt. At the same time, overall consumer price inflation should
moderate from its recent rates, and the public’s longer-term infla-
tion expectations should remain reasonably well anchored.

Although the baseline outlook envisions an improving picture, it
is important to recognize that downside risks to growth remain, in-
cluding the possibilities that the housing market or the labor mar-
ket may deteriorate to an extent beyond that currently anticipated
or that credit conditions may tighten substantially further.

The FOMC will be carefully evaluating incoming information
bearing on the economic outlook and will act in a timely manner,
as needed, to support growth and to provide adequate insurance
against downside risks.

Thank you, Mr. Chairman.

Chairman DopD. Thank you very much, Mr. Chairman.

Chris Cox, we welcome you to the Committee.

STATEMENT OF CHRISTOPHER COX, CHAIRMAN,
SECURITIES AND EXCHANGE COMMISSION

Mr. Cox. Thank you, Mr. Chairman, Senator Shelby, and Mem-
bers of the Committee. I appreciate the opportunity to be here
today to update you on the work that the Securities and Exchange
Commission is doing in this area.

The deterioration of credit and liquidity conditions stemming
from problems in the U.S. residential mortgage market has posed
a number of challenges for our agency. We have been working
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closely with the other members of the President’s Working Group
on Financial Markets, including, of course, Secretary Paulson and
Chairman Bernanke, with whom it is my privilege to appear today.
We have also been working closely with our international regu-
latory counterparts, which is a reflection of the global impact that
these U.S. market events have had.

To coordinate the Commission’s subprime efforts across each of
our divisions and offices, Erik Sirri, who is the Director of the Divi-
sion of Trading and Markets, is leading an agency-wide task force.
As you know, the Commission is not a front-line regulator of the
mortgage lending business, the derivatives industry, or the
monoline insurance industry. But the securities markets and the
market participants that the Commission does regulate—not to
mention the investors whom it is our mission to protect—have been
deeply affected by the problems with residential mortgage-backed
securities and collateralized debt obligations.

Among the questions that have been raised within our jurisdic-
tion are the accounting treatment of the special purpose trusts and
their assets; the adequacy of capital and liquidity at the Nation’s
major investment banks, and the strength of their risk manage-
ment practices; the impact on money market funds from the de-
valuation of what had previously been presumptively safe assets;
the quality of issuer disclosure by public companies involved in
structured finance; the role of the credit rating agencies, over
which the SEC gained regulatory jurisdiction 8 months ago; and
the possibility of violations of the securities laws by subprime lend-
ers, investment banks, broker-dealers, and other market partici-
pants.

The accounting issues have centered around the questions of bal-
ance sheet consolidation and valuation. Twice in recent months—
first in July of 2007 and again in January of this year—the SEC
has provided guidance on the application of current accounting
rules in the case of limited modifications for loans where default
is reasonably foreseeable. In that circumstance, we have said, the
limited modification would not invalidate off-balance-sheet treat-
ment. This guidance has allowed refinancings and other work-out
arrangements to proceed, with the advantage of keeping people in
their homes and maximizing the value of the securitized assets.
This is, however, a short-term response. For the longer term, the
Commission’s Chief Accountant has asked the Financial Accounting
Standards Board to revisit the underlying accounting issues to de-
termine whether or not the experience of the last several months
points to the need not only for further clarifying guidance, but also
for changes in the applicable rules.

Another important aspect of our oversight responsibility is our
Consolidated Supervised Entities program. Through this program
the Commission supervises five of the systemically important U.S.
securities firms on a consolidated, or group-wide, basis. Those firms
are Bear Stearns, Goldman Sachs, Lehman Brothers, Merrill
Lynch, and Morgan Stanley. This prudential supervision of the Na-
tion’s largest investment banks is designed to be broadly consistent
with Federal Reserve oversight of commercial bank holding compa-
nies, and its overarching purpose is to monitor for any weakness
in any part of the firm that might place the regulated bank or
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broker-dealer at risk. In particular, the Commission focuses on cap-
ital adequacy, liquidity, and liquidity risk management at the CSE
firms.

Subprime issues have also had an impact on the mutual fund in-
dustry, and, in particular, we have been active in working with the
managers of money market funds as they cope with the down-
grading of ratings and the declines in value of securities in which
their funds have invested. We are also working in the area of pub-
lic company disclosure to improve the quality of disclosure by
banks and other financial institutions about subprime-related
issues.

In December 2007, the Commission wrote to 25 leading financial
institutions, highlighting several disclosure areas that they should
consider in relation to their exposure to off-balance-sheet entities
and structured finance products.

Last summer, using the new statutory authority that the Con-
gress gave the SEC effective in June of 2007, the Commission
began examinations of the role of the credit rating agencies in the
subprime market turmoil. These examinations are focused on
whether the rating agencies diverged from their stated methodolo-
gies for determining credit ratings in order to publish higher rat-
ings, and whether their role in bringing residential mortgage-
backed securities and collateralized debt obligations to market im-
paired their ability to be impartial in their ratings.

Beyond these ongoing examinations, we are also taking a fresh
look at the wisdom of the legislative and regulatory provisions that
grant a central role to the rating agencies in our markets.

During the past 30 years, regulators, including the Commission,
have increasingly used credit ratings as a proxy for objective stand-
ards in a variety of contexts. In addition, a number of Federal,
State, and foreign laws and regulations today use credit ratings in
this and analogous ways. The recent market disruptions have
shown the limitations of this arrangement. As a result, I have di-
rected the Commission staff to explore alternatives to the existing
regulatory reliance on credit ratings where feasible. I have also di-
rected the staff to develop proposals for new rules under the Credit
Rating Agency Reform Act that respond directly to the short-
comings we have seen through the subprime experience.

Finally, but perhaps most importantly, policing our markets to
ensure compliance with the securities laws is also a critical aspect
of borrower responsibility in connection with the subprime market
turmoil. Our Division of Enforcement currently has over three
dozen cases that are related to subprime activity. These investiga-
tions involve several areas of potential violations of the securities
laws, but because they are still ongoing, the specific details remain
confidential. Each of the actions we are taking and each of those
that we are contemplating is designed to safeguard the health of
our capital markets, to protect investors, and to promote capital
formation.

I appreciate the opportunity, Mr. Chairman, to describe the main
aspects of the Commission’s work in this area, and I would be
happy to answer the Committee’s questions.

Chairman DopD. We thank you very, very much, and we appre-
ciate your testimony, all three of you, here this morning.
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First, let me announce that there has been an objection ex-
pressed, so we will have to take this vote on the ILC issue at an-
other time, and I will schedule a time for that at the convenience
of Members. I again apologize for the glitch yesterday on a tech-
nical matter in terms of how that vote occurred.

What I would like to do now is I am going to have the clock on
for about 8 minutes per Member. I counted up here. We have got
a tremendous turnout here, almost the entire membership of the
Committee, and that should make it possible for us to complete at
least one round here before our witnesses have to leave at noon or
a little after noon. So I will try and keep an eye on the clock myself
as we go forward.

Let me begin, if I can, with our witnesses. When this problem
first began to emerge, I think it was expressed by some of you here
at the witness table and I think many people certainly hoped that
this problem would be contained within the housing sector, be lim-
ited to that. Obviously, we are learning as each week and month
goes by that this problem is spreading, and your testimony this
morning reflects the recognition of that.

It has been deeply troubling—and I am sure my colleagues from
New York and New Jersey are going to want to focus on this as
well, but I could not help but note yesterday the lead story in the
Wall Street Journal talking about how this credit crunch issue now
could affect student loans, that some—I forget the number—col-
leges in the State of Michigan may be adversely affected as a result
of the lack of availability of credit, forcing families to rethink how
they are going to finance their children’s education.

The decline in home values, certainly we have seen, as I men-
tioned in my opening comments, the first time since the Great De-
pression we have had nationally a decline in values occurring, and
the predictions of where those values may go. Literally, as people
are watching, their values are declining. That equity they had built
up over the years with the hopes of utilizing that equity for many
different ideas, certainly not the least of which is possibly to fi-
nance their children’s higher education, is certainly disappearing.
So that pressure is mounting here, both the availability of credit
and the lack of equity in homes.

Then this morning’s news about the headline, “Train Pulls Out
of New Corner of Debt Market,” talking about the Port Authority
of New Jersey and New York, that increase from 4.2 percent to 20

ercent, raise in the weekly interest rates to something around

5300,000, this is one example—I presume there are many more
around the country—to just once again highlight how this is ex-
panding, this problem, beyond just a housing issue.

And so my first basic question is: What are you going to do about
it? I mean, this is a—what are we going to do about it? What are
we going to do about it? This is not an issue that can—we can dis-
cuss it and the details of it, but this is growing. Should parents,
for instance, be thinking about alternative means of financing their
children’s education as a result of this credit crunch and student
loan availability? Is it that serious here? And I would be very inter-
ested in hearing some response as to what you think else can be
done, what actions Congress should or should not be taking, what
steps further the administration could be taking, and what admoni-
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tions or warnings should be given to the American public. As we
try to rebuild that confidence, it is also important, I think, at hours
like this that we express to them the steps they ought to be think-
ing about in light of some of these facts we are seeing.

Mr. BERNANKE. Mr. Chairman, the examples that——

Chairman DoDD. You have to push that button, I think, Mr.
Chairman.

Mr. BERNANKE. Sorry. Mr. Chairman, the examples that you are
referring to illustrate the complex chains of causality that we are
seeing promulgating throughout the financial markets at this
point. The sequence in this event is that the losses in housing af-
fected the value of CDOs, which in turn has hurt the bond insur-
ance corporations, which in turn has reduced the value of their
guarantees for these particular securities that make up municipal
bonds and student loans and has disrupted that market, as you
point out. So there is this very complex chain.

I think with respect to municipal bonds and student loans, the
good news is that the underlying quality of those credits is gen-
erally very good. No one is really doubting that the Port Authority’s
credit quality is any worse than it was before or thinking that it
was worse than it was before. So I do not think that this is a long-
term situation. I think it is going to require some adjustment, some
rethinking in terms of how best to market these securities in ways
that will be attractive to investors. It illustrates, though, the unex-
pected effects and consequences.

I think the best thing we can do—there are a whole number of
measures that we can do, but from the Federal Reserve’s point of
view, one of the best things we can do, of course, is to try and
maintain a strong economy that will help cause, you know, eventu-
ally stabilization in the housing markets, stabilization in the credit
markets, and that will allow these unexpected consequences to re-
verse themselves.

Chairman DoDD. Mr. Secretary.

Secretary PAULSON. Yes, I very much agree with that and would
just make a couple of additional points here.

What we are seeing is, although it was subprime that maybe pro-
duced the spark that got this going, we had a dry forest out there,
because for some time we had a lot of seemingly excess liquidity,
low levels of inflation around the world, and investors reached for
yield and mispriced risk in a number of markets. Now what we are
seeing is a reaction, and the areas of the market that are under
the most stress today are those that are the most complex products
or auction products for municipals, preferreds, and so on.

The example you have given is one that will solve itself pretty
easily because the Port Authority will refinance, they will not pay
20-percent interest rates. But it is indicative of a broader problem.
And to me, in addition to what the Chairman said, the other thing
that needs to be done is to keep encouraging our financial institu-
tions to recognize their losses, let the market work, and raise cap-
ital. And if there is any doubt they need capital, they need to go
and raise capital, recapitalize so that they get the capital base they
need. We do not want to see them shrink their balance sheets and
pull back from doing the things they need to do in the economy.
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So, again, as risk is being re-priced, these things are not pretty
while you are going through them, but these adjustments are nec-
essary, and I believe the markets are going to work. But again, if
we do anything, it is encouraging institutions to recognize the
losses and raise capital.

Chairman DopD. What about the student loan issue here? The
same answer? Would you have the same answer regarding the
availability of student loans?

Secretary PAULSON. I would say, Mr. Chairman, I believe it is
the same answer, but this is something we are looking at carefully.
I think the underlying credits, I agree with the Chairman, are
good. But there have been a number of changes, regulatory changes
and others, that have impacted some of these companies. They
have reduced profit margins. There are a number of things working
here, and so this is something that we at Treasury are going to
look at very carefully in the next couple of months. But I agree
with the Chairman’s general comment.

Chairman DobDD. Is it a legitimate matter of concern, however,
in light of what we——

Secretary PAULSON. Of course. Every one of these issues as we
work our way through the markets impact real people. So we are
talking about it in terms of the institutions and the markets, but
they impact real people. And even when we are talking about
things like some of these auction prefers and municipal auctions,
if the auction fails and there is a 20-percent interest rate, then
there will be a refinancing. There will be some auctions that may
fail where there is a lower interest rate and there will not be a refi-
nancing, and individual investors will end up losing money.

So, yes, they are all legitimate concerns, and student loans is
something that we need to watch very carefully.

Chairman DoDD. Let me jump quickly, if I can, in the time re-
maining here, to these projections regarding economic growth. And,
again, I looked at yesterday—was it yesterday that the Philadel-
phia Federal Reserve Bank released an estimate of economists that
revised their projections for economic growth to 1.8 percent in
2008. The Congressional Budget Office is projecting 1.7 percent as
the growth rate for 2008 as what they call their blue chip econom-
ics report.

I would like to ask both the Chairman of the Federal Reserve
and the Secretary of the Treasury: One, is it fair to conclude—and
I think you suggested this, maybe, in your testimony, but let me
ask it again. Is it fair to conclude then that the Fed’s economic pro-
jections that were made earlier—and correct me if I am wrong, Mr.
Chairman. Somewhere between 1.8 and 2.5 percent I think were
the earlier projections, that range. Is it fair then to conclude today
that the projections for 2008 need to be downgraded in your view?
And, second—Ilet me just ask the questions together to save time.
The administration had a 2.7-percent growth rate. Again, I realize,
look, predictions are exactly what they are. No one has an absolute
crystal ball here. But that seems to be an excessively high projec-
tion in light of even the ones made earlier, Mr. Secretary. What
was the purpose of that? It is not even close to being the reality
of what you projected then.
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Secretary PAULSON. That was made in November, and as you
will recall, Mr. Chairman, as we watched—and we have been
watching this economy very, very carefully—that consumer spend-
ing and business spending held up right into the fall. You will re-
call that the GDP growth was almost 5 percent in the third quar-
ter, and then spending fell off very quickly. We would not have a
similar forecast today.

Chairman DopD. What would be your forecast today? What do
you

Secretary PAULSON. I do not have a single-point forecast, but I
will tell you it would be less, but I do believe we are going to keep
growing here. I think that the risks are to the downside. We are
watching it carefully. I think it is very important, this economic
growth package. We are all focused on this, and there are no guar-
antees. But I continue to believe this economy is going to keep
growing.

Chairman DopD. Will there be an adjusted number the Treasury
will be coming out with shortly here that we can look to?

Secretary PAULSON. This was not a Treasury forecast. This was
a forecast that was a joint forecast by CEA, the Treasury, OMB,
and we come out with those periodically.

Chairman Dopp. Mr. Chairman?

Mr. BERNANKE. Mr. Chairman, the Federal Reserve has recently
changed to making quarterly projections, so you are referring to
the October projection.

Chairman DoDD. Right.

Mr. BERNANKE. In about a week, we will have a new set of pro-
jections, and it will show lower projections of growth, and they will
be reasonably consistent with what we are seeing with private fore-
casters and so on. They do show, as I suggested in my testimony,
that growth looks to be weak but still positive during the first half
of the year, and with some expectation of strengthening later in the
year. But, again, that is a baseline, and there are risks to that fore-
cast.

Chairman DobDD. Thank you very much.

Senator Shelby.

Senator SHELBY. Thank you.

Chairman Bernanke, Congress is facing a range of choices in ad-
dressing housing market conditions. Some of my colleagues seem to
be suggesting that we should protect the entire home market from
a decline in value, while others suggest allowing market forces to
provide the solution.

What do you think as Chairman of the Fed that our goal should
be as we consider how or even if we should respond to current con-
ditions?

Mr. BERNANKE. Well, Senator Shelby, first of all, I think we
should all be open-minded and creative and keep thinking about
different options. For the moment, we are working trying to sup-
port the Treasury in getting the private sector to be aggressive, to
scale up its activities, to try to be more effective in meeting this
large number of delinquencies that they are facing. The Federal
Reserve is also working in communities, working with community
groups and supporting counseling efforts and so on. So I think that
is the first line of defense, is to make sure that the private sector
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is scaling up and is being aggressive and effective in dealing with
these delinquencies.

I think immediately what I would commend to the Congress in
terms of making further progress would be to address the FHA and
GSE bills. The FHA provides an opportunity to refinance troubled
borrowers into more stable, long-term, Government-supported
mortgages. And an effective reform of supervision of the GSEs
would allow the GSEs faithfully to expand their activities and to
support the housing market, you know, more effectively.

Senator SHELBY. Are you still concerned about the long-term sys-
temic risks that our GSEs have out there?

Mr. BERNANKE. I do think that is the concern. I would like to see
a reform bill, a supervisory bill that addresses those concerns, that
creates a strong, world-class regulator, that provides for adequate
capital, receivership, and a public purpose for the portfolios. But I
do believe that if that were all done, then the GSEs would be much
better placed to raise capital, which they need to do, and with more
capital to assist the housing market in particular by securitizing
more mortgages.

Senator SHELBY. Chairman Bernanke, we appear to have swung
from a cycle of credit being too freely available to the possibility
that credit is now priced too highly or not available at all.

You noted in your testimony, and I will quote, “considerable evi-
dence that banks have become more restrictive in their lending to
firms and households. The Fed has attempted to counter this prob-
lem in part through its term auction facility.”

Do you believe that financial institutions are now in a position
of overly stringent underwriting? And if so, what are your bank ex-
aminers doing to counter any overly stringent action by financial
institutions in the current—due to the current situation?

Mr. BERNANKE. Senator, well, first you are correct, as Secretary
Paulson mentioned, that we started out in a period probably where
risks were underpriced and where credit was too freely available.
We are going through a retrenchment, and it is a painful retrench-
ment. Some of that is certainly necessary to get back to a more nor-
mal level of underwriting and credit availability.

We do have some concerns that the combination of losses by
banks which reduced their capital and the expansion of their bal-
ance sheets as they took on off-balance-sheet vehicles or they are
unable to securitize some of their loans have made some of these
banks less able to extend credit than they would under normal cir-
cumstances. And we think that is going to be a drag on the econ-
omy. Our surveys show that terms and conditions have tightened.

I agree very strongly with Secretary Paulson that the best rem-
edy to that is for the banks to reveal their losses, to get them be-
hind them, then to go out and raise more capital so that they can
operate in a safe way and in a normal way.

With respect to the supervisors, we need to achieve an appro-
priate balance. On the one hand, we certainly in no way want to
sacrifice our important responsibility to maintain the safety and
soundness of the banks. And to the extent that they have less cap-
ital and they are facing a more risky situation, then it is appro-
priate from that perspective for them to be more careful in their
lending.
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On the other hand, we do not want to overreact so strongly to
go far beyond what is reasonable and balanced to create an unnec-
essary credit crunch, and we are trying to make sure that we bal-
ance those important objectives, maintaining safety and soundness
while not unnecessarily constricting credit to the American econ-
omy.

Senator SHELBY. Do you believe that there is a strong likelihood
that there will be more charge-offs, you know, downgrading of a lot
of our subprime securities, and even perhaps others, that will have
an effect on some of our banks’ capital?

Mr. BERNANKE. Well, it seems likely that there will be additional
charge-offs. But an important consideration at this point is the evo-
lution of the housing market and the economy. Many banks have
already written down their mortgage holdings, for example, essen-
tially under the assumption that the housing market will contract
considerably further. Should the housing market do better than ex-
pected, some of those writedowns might be reversed, potentially.
But I think it is a good guess, given recent trends, that we will see
some additional writedowns in banks, in investment banks, in the
coming quarters.

Senator SHELBY. As a bank regulator, do you see any possibility
that some of our big banks might fail? You know, the U.K. has had
the Northern Rock problem. Do you envision that here? Is that
something that capital will keep from happening?

Mr. BERNANKE. Senator, our concern is primarily about the abil-
ity of the banks to make credit available. The banks came into this
episode very well capitalized, with very strong earnings. They have
been able to go out and raise new capital, and so all the banks—
I will let Chairman Cox talk about the investment banks, but I be-
lieve it is the case there as well. But certainly all the banks that
we supervise remain at strong capital positions, and at this point
we do not see any imminent risk of any insolvencies.

Senator SHELBY. Secretary Paulson, given the importance of
bond insurance to the national economy—the Chairman alluded to
that earlier—what has been the Treasury Department’s involve-
ment with the New York Insurance Department’s efforts to rescue
the bond insurers that a lot of people believe we have got to bol-
ster?

Secretary PAULSON. OK, well, we have obviously a strong inter-
est in this because the bond insurers play an important role in the
markets. And as you know, these institutions are regulated at the
State level. So we, along with the Fed and others, have been ac-
tively monitoring what is going on there. We were supportive of the
efforts, which are private sector efforts, to get all of the relevant
people together—the parties: the rating agencies; the advisers, the
financial advisers to these companies; investors are involved. And
so we are watching this very closely.

Senator SHELBY. Can I ask one quick question?

Chairman DoDD. Yes.

Senator SHELBY. Chairman Cox, could you update the Committee
on the status of the SEC’s examination of the rating agencies and
whether the SEC has reached any conclusions about why the rat-
ing agencies appear to have grossly underestimated the riskiness
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of many securitized assets? I know you have talked to us about
that before. Is that an ongoing thing?

Mr. Cox. Yes, it is, and we are in the process of inferring lessons
even now. As you know, our authority given to us by the Congress
is months old, but we have aggressively used that authority. We
have ongoing investigations—I should say “inspections”—of the
credit rating agencies underway for the purpose of determining,
among other things, whether or not, first, they followed their own
procedures with respect to conflicts of interest, and then whether
those procedures, if properly followed, were sufficiently sturdy in
practice to prevent the conflicts which we know exist in the current
model from interfering with the ability of the analysts to be inde-
pendent.

My estimation is that we will have ideas based on this experi-
ence for making that process more sturdy in plenty of time to in-
form our planned rule writing this year.

Senator SHELBY. Are you looking at the possibilities of ways to
avoid the conflict of interest that looked so prevalent to so many
people between the rating agencies, the advice they give them, the
consulting they give them, and then rate the securities themselves?

Mr. Cox. We are. The issuer-pays model, and the subscription
model, all have potentials for conflicts of interest, and so what is
most important is designing structures, procedures to deal with
those conflicts. We cannot make them all go away. They are embed-
ded in the market.

One of the ways that the Congress, I think rightly, anticipated
in the Credit Rating Agency Reform Act that we can deal with
these conflicts is through competition. There are two kinds of com-
petition—bad and good—in this area. The bad kind of competition,
of course, would adhere in an issue where they are going first to
one rating agency, then another, then another, until finally they
get the high rating that they are willing to purchase. The good
kind of competition is one in which the track records of these rat-
ing agencies are ruthlessly compared in the marketplace, and the
SEC, I think, is going to be able to help facilitate that kind of head-
to-head comparison. Comparability is difficult to achieve given the
kinds of disclosure that currently are made.

Senator SHELBY. Thank you, Mr. Chairman.

Chairman DoDD. Thank you very much.

After speaking with Senator Shelby, I realized we are not going
to be able to get to everyone if I keep to 8 minutes. So we are going
to restrict that time down to 5 minutes. I will not bang down the
gavel, but so that everybody gets a chance here—and, obviously, if
we can get through one round, we will go back for a second round
with people. So I just did the math, and I realized we are not going
to get to everybody. And I want everybody to have a chance to raise
questions.

Senator Reed.

Senator REED. Thank you very much, Mr. Chairman, and thank
you, gentlemen, for your testimony today.

We are all engaged in dealing with a host of very complicated,
interrelated issues, but when you step back, one of the most sober-
ing factors that has been alluded to by the Chairman is that if we
just let things sort of work out over the next several months, there
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could be as much as a 20- to 30-percent devaluation in the value
of homes in the United States, which some people have estimated
to be on the order for $4 to $6 trillion on household wealth. That
is going to be a huge shock to the quality of life of most Americans.
It is going to translate into whether children go to college or which
college they go to. It is going to translate into whether they are
prepared for retirement. It is going to translate into whether or not
they can cope with a serious health crisis without insurance. And,
frankly, that is a concern on the minds of my constituents right
now, and the clock is ticking much faster, and I get the sense that
the market is moving to these corrections, which puts, I think,
huge pressure on not simply letting the market work out but to
take much more deliberate, much more focused, much more con-
centrated action, because at some point the American people will
demand it even more affirmatively than they are today.

That said, I think there are two major challenges: one, timely,
effective action to ease this liquidity crisis; but, second, a very
sober, careful review of how we got here by the regulatory agencies
so that we do not repeat these mistakes. And we have seen this
happen before. Enron collapsed. We had FASB produce rules about
special purpose entities. FASB got beaten back to move from a
more specific rule to more principles based, and now, as Chairman
Cox indicated, they are rethinking that. We have been there before,
and I will ask just a question to Chairman Bernanke.

First, you are not only the monetary policy leader in the country,
but you also are the major regulator of financial institutions. You
have on a daily basis, I would presume, hundreds of Federal Re-
serve examiners, agents in these institutions looking at everything
they are doing. Have you looked back now and begun a searching
review, an after-action report of the lapses that allowed these situ-
ations to develop?

Mr. BERNANKE. Senator, certainly we are looking at all those
issues. I think I should say that this is very much an international
issue, that other countries as well are very much involved in this,
and there is, in fact, an elaborate process underway which is in-
volving, first of all, each individual agency doing extensive anal-
ysis. We at the Federal Reserve have looked at our practices, have
looked at a variety of other issues. Those are being combined to-
gether in a joint analysis of the President’s Working Group, of
which we all three are members. That in turn is feeding into inter-
national bodies, such as the Financial Stability Forum and the
Basel Committee, which are trying to develop lessons learned not
just for the Federal Reserve or for the United States, but for the
entire world in terms of our regulatory processes and approaches.

So we have thought about it very extensively both in terms of
our own agency but there is, in fact, a very substantial inter-
national effort underway. And, in fact, the Financial Stability
Forum at the G—7 meetings last weekend just released a prelimi-
nary report. We expect to see an extensive report at the next meet-
ings in Washington, I think it is in April.

Senator REED. And these reports will be publicly distributed with
very specific analysis of the steps that might have been taken pre-
viously by the Fed, SEC, and the Treasury Department?
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Mr. BERNANKE. They will be very principles based. They will be
talking about the kinds of approaches we need to take in order to
make sure these problems do not happen again, but yes.

Senator REED. I appreciate that, Mr. Chairman, but I think at
some point you have got to drill down to the specifics of adequacy
of your procedures, adequacy of your staffing, cooperation from fi-
nancial institutions. You know, we were aware of these SIVs and
these SPEs for years and years and years. Suddenly, they are roar-
ing and, you know, unstable—destabilizing balance sheets.

Let me switch to a slightly related question. Both you and the
Treasury Secretary have said that the banks have to reveal very
quickly their losses. Have they revealed their losses to you? You
say in your statement there is still some uncertainty about what
they have on their balance sheets. I would think that would be the
ﬁfrst point of clarification. Do you feel that you are getting the kind
o

Mr. BERNANKE. We are getting very good information. The dif-
ficulty is that for many of these assets, a clear, succinct, sharp
measure of the loss is not always easy because many of them are
not traded frequently in markets, they are very idiosyncratic, and
their valuations can change from day to day depending on, for ex-
ample, how the market is valuing subprime mortgages. So it is not
an easy problem.

The FASB has set up a set of standards which divides measure-
ments into three levels: those assets which have a market value;
those which can only be addressed through modeling, which means
using some market information but also some assumptions and
models internally; and, third, those categories which are mostly
judgment. And so inherently it is very difficult to get sharp an-
swers, but—Chairman Cox can add to this, but we certainly are
getting good cooperation, and we are urging our institutions to dis-
close as promptly and as effectively as possible.

Senator REED. My time has expired, Mr. Chairman. Thank you.

Chairman DopD. Thank you very much.

Senator Allard.

Senator ALLARD. Thank you, Mr. Chairman. I serve on the Budg-
et Committee, and I am looking forward to getting our budget re-
ported out around the 1st of March, the first week in March, at
least. And we put out 5-year budgets, and in the next 5 years here
are some of the problems that I see facing our economy and facing
the Congress as a challenge. I would like to have you comment on
these, if you would.

First of all, if the surge continues to work in Iraq, then that
means that we will be pulling back troops to the United States
homeland, and we will probably see a cranking down of the indus-
trial-military complex. Historically, after a major conflict, you
know, unemployment goes up because of them returning home. We
also are looking at in the next 5 years, if Congress does nothing,
a tax increase that will happen that will amount to about a $1.3
trillion increase in taxes over the next 10-year period, I am told by
the Finance Committee. We are looking at growth in entitlements.
We are looking at persistent deficits and high energy costs.

Do you have any suggestions or any priorities that we should be
looking at when we put this budget together and those problems
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that need to be addressed? I thought I would start with Dr.
Bernanke and then perhaps Secretary Paulson and then hopefully
Chairman of the SEC, Chris Cox, would comment.

Mr. BERNANKE. Well, I will be quick. You have, obviously, a
number of difficult issues in the next 4 or 5 years. The alternative
minimum tax remains an issue. If you are going to eliminate that
permanently, how are you going to replace that revenue or reduce
the spending?

Domestic programs, the administration’s budget requires a very
tough lid on domestic spending. That is going to be very trying. It
is very demanding for the Congress.

4 Management of Iraq and Afghanistan spending, as that comes
own.

Those are some of the issues you will be facing in the near term,
but as I said on a number of previous occasions, it is likely to see
some—there is likely to be some near-term improvements in the
deficit over the next 5 years or so. As we move into the next dec-
ade, the entitlement issues are really going to begin to be seen in
the annual budgets, as, for example, Social Security stops pro-
ducing a surplus each year and begins to be a net drain on the Fed-
eral budget.

So from a longer-term fiscal perspective, I think the entitlement
issues are the dominant question. The CBO estimates that in 2030
the entitlement spending plus interest payments will essentially
take up the entire Government budget. And even so, the deficit
might be as high as 9 percent of GDP.

So the critical issue for the medium term and the long term is
the entitlement question.

Senator ALLARD. Secretary Paulson.

Secretary PAULSON. Yes, I will be brief because I agree with that.
There are some short-term issues, but they all pale with the
longer-term issues. When you look at our long-term competitive-
ness and financial flexibility and the big structural issues, No. 1 or
right up there has got to be entitlements. And I am sure we as a
country will come to some solution, but the longer we wait, the big-
ger burden we place on the next generation. And that is a huge
problem staring us in the face, and it is one that is solvable.

I would say energy security ranks right up there with that when
you are looking at big structural economic issues, and then we are
just going to have to continue to also look at other issues of com-
petitiveness, and I think we know what they are. When we look at
keeping our technology spending up, R&D spending, there are
some issues that very much relate to immigration and making sure
we have the talent here and that the people that are graduating
from our top universities with degrees in engineering and other
sciences, and we do not ship them out. Many of them are foreign
nationals, and we are shipping them back overseas

Senator ALLARD. I want to cut you short here because I want to
give Mr. Cox an opportunity to respond, too. When you were a
Member of Congress, you always concerned yourself about high tax
rates, and maybe you want to elaborate on what the other two said.
And then also I would like to hear what you think about the $1.3
trillion tax increase that we could be facing in the next 5 years be-
cause the temporary taxes will be expiring.
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Mr. Cox. Well, Senator Allard, at the Securities and Exchange
Commission, we look at things from the perspective of the investor,
and so, as you and the Congress formulate fiscal policy, I hope that
you will continue to be attentive to effects, both intended and some-
times unintended, on incentives for savings and for investment. It
is vitally important to our mission that Americans make proper
choices about how they spend their money. We, at your direction
and with your funding, spend a good deal of money on investor
education, all designed for these purposes. If Government policy in
other ways provides disincentives for what we all consider to be
wise and good behavior, then the country, the whole savings mech-
anism, intermediation, and ultimately our Nation’s and global eco-
nomic growth pay.

Senator ALLARD. Mr. Chairman, I see my time has expired.

Chairman DoDD. Thank you very much, Senator.

Senator Menendez. Bob.

Senator MENENDEZ. Thank you, Mr. Chairman. Thank you all for
your testimony.

You know, nearly a year ago, when we had one of the first hear-
ings on the foreclosure issue in this Committee, I said that we were
looking at a tsunami of foreclosures, and the response then by
members of the administration was—we had variations on the
theme that the mounting waves of foreclosure, it was not a crisis;
that it was contained; that it soon would be over. And instead of
warning bells from those who are supposed to keep tabs on the
pulse of the markets, we had timid responses. And instead of a
clarion call to securitizers, lenders, brokers, and everyone who had
a hand in the mortgage chain to take responsible action, we a let’s-
wait-and-see approach. And I think we have seen what the let’s-
wait-and-see approach has produced and where it has gotten us.

Now, certainly when it comes to our markets, a knee-jerk reac-
tion isn’t in the Nation’s interest, and that is certainly not what
I am talking about. But when there is a real crisis at bay, when
there is a storm brewing on the horizon, we count on those at the
top—and certainly that is all of you—to sound the alarm. And to
many of us, I think what we got was a snooze button. We have
been behind the curve.

And so I say that as a premise to two sets of questions that I
hope to get some honest answers on. One is that I know the topic
of this hearing is the economy. Mr. Secretary, are we headed to-
ward or in danger of being in a recession?

Secretary PAULSON. Senator, I do not know how to answer it any
more clearly than I did in my testimony, so I will say again I be-
lieve that we are going to continue to grow, albeit at a slower rate.
The risks are to the downside. I do not have a crystal ball, but we
did not sit back and wait. What we have done is move very quickly,
I believe—you know, Congress and the Administration—with a
stimulus package.

Senator MENENDEZ. Well, we appreciate the stimulus, but there
are those of us who believe that that in and of itself is not suffi-
cient. Let me just go through a few statistics. Last quarter, the
economy grew at six-tenths of a percent, too slow to promote robust
job growth. We lost 17,000 jobs last month. A number of Wall
Street firms—including your former firm, Mr. Secretary, Goldman
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Sachs, Morgan Stanley, Merrill Lynch—predict a recession this
year. A survey of the Federal Reserve Bank of Philadelphia re-
leased just this Tuesday, on average forecasters said there was a
47-percent chance the economy would shrink in the first quarter of
this year and a 43-percent chance that the economy would shrink
in the following quarter, the second quarter of 2008. Every time it
has risen above 40 percent, the economy has gone into a recession.
In a recent survey of economists by USA Today, more economists
are increasingly predicting a recession compared to last October
when only a third, now nearly half.

So my point is for us to be able to move forward, we have to have
some honest assessments and not be suggesting that—I do not
want to talk down the economy, but at the same time we need to
be able to work to build it up if we know we have challenges. And
part of that challenge is the housing crisis, as the Chairman so
aptly said at the beginning of his statement.

You know, Mr. Secretary, you characterize the administration’s
efforts as “aggressive action.” I have to be honest with you. I re-
main unconvinced. I do not know that Hope Now is aggressive ac-
tion when we are seeing foreclosures outpacing loan modifications
7 to 1. For subprime ARMs, which are at the root of the crisis, it
is even worse—13 to 1. That does not even deal with the payment
option ARMs that are looming on the horizon.

And so are you telling the Committee that what the administra-
tion has proposed to date, particularly on the foreclosure crisis,
which is at the root of our economic challenge where many of us
feel that either we are in or headed toward a recession, that the
voluntary actions are sufficient to stem the hemorrhaging and to
ultimately—not only the hemorrhaging and the losses of homes for
Americans, but at the same time the consequential effect it has on
the economy?

Secretary PAULSON. I would say to begin with, if you are trying
to talk the economy up, I would hate to see you try to talk it down.

Senator MENENDEZ. I am just not trying to hide my head in the
sand either.

Secretary PAULSON. I am not either. But I would say that the
Hope Now Alliance in my judgment has been an aggressive ap-
proach to stem avoidable foreclosures. To have 90 percent of the
subprime market covered for adjustable rate mortgages—and,
again, as I have said, I believe that what we are going to see as
we go forward here. We are going to see that those mortgage hold-
ers that have their interest rates reset and, if they have been able
to make the initial rates, they are going to be able to stay in their
home if they want to stay in their home.

Now, it took us until early January to get this group together.
There were all sorts of technical hurdles. As Chairman Cox said,
we obtained guidance from the SEC in early January. We are going
to be very transparent. We are going to look at how it is working
and if the industry is not performing, we will be all over them.

Now, that deals with one part of this, and one part only. And the
housing market is going through a correction. As you know, we
have a number of other things. We would like to get the FHA mod-
ernization legislation signed. We have some proposals for tax-ex-
empt financing. I am very open to looking at other ideas. I look at
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many ideas, look at them all the time, and it is a lot easier for peo-
ple to say, “Do something,” than to say what it is we should do.

So, again, we are going to keep looking at it and watching this
quickly and watching it carefully.

Senator MENENDEZ. Well, Mr. Chairman, my time is up. I just
want to say that there are several other initiatives. We look for-
ward to having you consider them because we believe that just the
voluntary aspect alone is not going to make us whole, either in
stopping the American dream from being an American nightmare
and too much debt that will result from that, too much loss in prop-
erty values across the landscape of the country, and at the same
time too much of a negative ripple effect in the economy.

Thank you, Mr. Chairman.

Chairman DoDD. Thank you, Senator Menendez. And I raise
this, as the Chairman knows and the Secretary knows, we started
this process last March with the industry, the stakeholders, Sen-
ator Shelby and I did when we had those meetings. And I think
other members may have shown up in those days, and we worked
on a set of principles. And I am hoping it works as well. We all
would like to see this work. You can understand Senator
Menendez’s skepticism and the skepticism we feel about it, just
worried this is not going to be enough or is too timid and not catch-
ing up, Mr. Secretary.

Secretary PAULSON. Yes. I would just simply say it will certainly
not be enough if the test we are using is going to somehow or other
prevent all foreclosures.

Chairman DobDD. No, no.

Secretary PAULSON. Or to prevent a necessary market correction.
Our principle here has been: How do we prevent a market failure?
How do we prevent those foreclosures that are avoidable? And so
we are open—and I am open, I know the Chairman is—for other
ideas. But, again, we are watching it carefully. I think we have
been pretty active and pretty proactive on this. And, again, we are
open to suggestions.

Chairman DobDD. I hear that.

Senator Hagel.

Senator HAGEL. Thank you, Mr. Chairman.

Gentlemen, welcome. Just a note regarding the line of ques-
tioning that Senator Allard reviewed with the three of you. We are
all aware that recently S&P and Moody’s warned that if we do not
deal with this entitlement issue, then our U.S. AAA bond ratings
are in jeopardy, and we could see that as recently over the next few
years. And I add that to the comments that you have made just
to reconnect with not only the urgency of this issue but the reality
of the consequences if we do not deal with these entitlement chal-
lenges that are ahead of us.

I would like to talk for a moment about infrastructure. Senator
Dodd and I have an infrastructure bill that we have introduced,
and it would essentially leverage public and private capital—a lit-
tle different approach than what we have seen in the past, and the
reason for that is it is very clear to me that with the kind of defi-
cits that we are running, will continue to run, with the obligations
that you have noted here over the last few minutes, and most
Americans are aware of, that the necessary capital for infrastruc-
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ture is not going to be there. I do not know where we are going
to get it.

I noted, Secretary Paulson, that you did not think it should be
included in the stimulus package—which I agree with, by the way.
I think it is far larger than dropping rebate checks from an air-
plane. And I would be very interested in first understanding if the
Treasury Department has looked at this infrastructure issue, will
be making recommendations on what we should be doing. We clear-
ly have an inadequate structure, and as we look down the road,
again I do not know where we are going to find that capital, when
the rest of the world is devoting an astounding amount of their re-
sources to their infrastructure. And in a time when we are living
at the most competitive time in the history of man, without an ade-
quate infrastructure it will certainly have consequences on our
ability to compete in the world. Secretary Paulson.

Secretary PAULSON. Yes, Senator, I agree that infrastructure is
a significant issue in this country and others over the intermediate
and longer term. This is not an issue that falls right within the
Treasury’s wheelhouse in the United States. We have other agen-
cies that have responsibility for that.

I would say to you, though, that, for instance, I was out late last
year in California at an event, a trade event, where there was a
good bit of discussion about infrastructure, because I think the in-
frastructure has a very important role to play. And, again, the
focus there was on the private sector/public sector partnerships and
how to structure infrastructure projects so there could be more pri-
vate capital involved. In this country and almost anywhere else
around the world, I have looked at it and the needs are so large
that it is going to be very difficult for the public sector to do it
alone.

So a big part of this is going to be structuring infrastructure
projects so that they attract private capital.

Senator HAGEL. Thank you.

I would also like to return to a line of questioning that, in par-
ticular, Senator Shelby has had regarding the GSEs. And we are
all familiar with the fact that Fannie and Freddie are currently
holding—either they own or are guaranteeing over $5 trillion in
mortgage-backed securities, which are not registered with the Secu-
rities and Exchange Commission.

I asked a question at a hearing last week on this, and I quoted
your response back to me, Chairman Cox, on whether it would be
important to have the GSEs registering their debt as well with the
SEC, and one of the Assistant Secretaries of Treasury noted it
would be helpful.

I would like to address that issue specifically with you, Chairman
Cox, as well as you, Secretary Paulson, on the importance of reg-
istering that debt and understanding what the securities are that
Fannie and Freddie own or guarantee, $5 trillion worth. Do we
really understand what they have? And would that registration
with the SEC help us understand it? Chairman Cox.

Mr. Cox. Well, I think you are absolutely right, Senator, that be-
cause GSEs sell securities to the public, they have public investors,
they do not have the full faith and credit of the Government back-
ing them, their disclosures should comply with the Federal securi-



27

ties laws. This has been done essentially on a voluntary basis here-
tofore. As you know, we had accounting problems at both Fannie
and Freddie that have resulted in delays in getting them into com-
pliance with respect to their 1934 Act compliance. Fannie is now
there. Their periodic reports are being filed on time. Their 10K is
expected on time this year. Freddie is not there yet.

I think there is no question about the benefit to the markets and
to investors from the maximum amount of transparency.

Senator HAGEL. Secretary Paulson, do you care to respond?

Secretary PAULSON. Yes. I do not have much to add to that. It
makes sense. I think Fannie has registered under the 1934 Act.
Freddie is working to do that. That is, I think, very important, and
I am also very focused on getting, as you all know, a GSE reform
bill, which is, I think, at least as important.

Senator HAGEL. Thank you.

Mr. Chairman, thank you.

Chairman DoDD. Thank you very much, Senator Hagel, and I ap-
preciate your raising the issue of the infrastructure bill that you
and I are working on.

In fact, we might ask the Treasury and others to take a look at
this proposal, Mr. Secretary. We have not asked, I do not think, for
comments on it. But this is one we worked on over the last 2%
years, putting together this idea of exactly what you are talking
about as a way to attract private/public capital, because you are
not going to do it on the Appropriations Committee.

Secretary PAULSON. Right.

Chairman DoDD. The needs are in the trillions of dollars.

Secretary PAULSON. Yes.

Chairman DoDD. And it is going to take much more creative fi-
nancing than what we have been accustomed to if we are going to
do something about it. So I would be interested in your comments.

Senator Brown.

Senator BROWN. Thank you, Mr. Chairman.

I remain a bit surprised and troubled, Secretary Paulson, that
your comments tend to gloss over some structural problems in our
economy. Every day 200 families in Ohio, for instance, lose their
homes to foreclosure, and none of that surprises you. And the trou-
bles—I mean, to be sure, the troubles are worse in my State than
perhaps the, quote-unquote, national average. But they are also not
much different—if different in magnitude, not much different from
the rest of the country’s. Wages have been stagnant. Chairman
Bernanke as long ago as 14 months talked about income equality
and how the industry has repeated that message and some ideas
about what to do about it. Job growth has been anemic in the last
7 years. You know about gas prices, home heating costs. The food
bank pantries around my State tell me it is worse than at any time
in the last quarter century. And for the first time, as we know, in
our lifetimes, families’ housing wealth across the country is
evaporating, as Senator Reed had pointed out.

The stimulus package that the President signed into law should
help somewhat, but even there we need to do much more. And I
want to ask you a specific question.

If T understand correctly, rebates will be issued only to people
who file tax returns, but millions of eligible Americans who receive
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railroad retirement or Social Security retirement or disability bene-
fits are not required to file tax returns. If they do somehow get
word and do go to the IRS free-file program, they will be kicked
out because the software is programmed to prevent them from fil-
ing.

I am sure you aware of this. I would just like to know, Mr. Sec-
retary, what steps you plan to take to ensure that everyone re-
ceives what Congress believes they are due.

Secretary PAULSON. That is the question we are really focused on
right now. There is going to be a huge effort getting those people
who normally do not file to file, and file as soon as possible. So in
addition to the IRS website, there is going to be a big outreach ef-
fort, and we are going to go to a number of agencies, and to Mem-
bers of Congress, because we have some experience in the past
with the telephone excise tax and doing things on a smaller scale.
But you have pointed your finger at an issue, because we have got
to get to 130 million people and a good number of those are not
normal filers.

Senator BROWN. And your job is both to find them and to make
sure the software does not kick them out when you do find them.
You can assure us of that?

Secretary PAULSON. Our idea is to find them, get to them, and
encourage them to file and make it easy for them to file, because
there should be a very easy basis for doing this.

Senator BROWN. OK. Thank you.

Chairman Cox, nice to see you again. I appreciate the attention
you are giving to sovereign wealth funds. I am curious why there
is not much concern attached to this issue as many think there
should be. As you will recall, President Clinton in, I believe, 1999

roposed to invest a quarter of the Social Security surplus, about
550 billion a year, in equity index funds. The reaction to that pro-
posal in some quarters was pretty energetic. The esteemed Chair-
man of the House Republican Policy Committee called it “the larg-
est nationalization in history, threatening the very soundness of
the economy.” A Presidential candidate at the time called it a bla-
tant Big Government power grab.

I do not want to relitigate the Social Security question, but when
we are looking at much greater amounts of money being invested
selectively by foreign governments, and often governments very
hostile, if not hostile to us certainly very different in their makeup
in terms of being democratic and sharing the values that we have,
we are looking at much greater amounts of money being invested
selectively by foreign governments. Shouldn’t there be a little more
concern about their investment in U.S. private concerns—banks,
other financial institutions, manufacturing companies, service com-
panies—in this country?

Mr. Cox. Well, these are important questions for the Congress,
for the markets, certainly for all of us in the President’s Working
Group, and in some special ways for the Securities and Exchange
Commission, because sovereign wealth funds, as any other large in-
vestors, come directly into contact with our regulatory system.

As you know, sovereign wealth funds have recently made invest-
ments in Citigroup, in Merrill Lynch, Morgan Stanley, UBS. These
investments from the standpoint of the Securities and Exchange
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Commission have been treated in the same fashion as would any
investments by any large investor. And I think the reason for that
cannot be said often enough in this context. It is because the
United States welcomes and will continue to welcome with open
arms both foreign investment in U.S. capital markets and the op-
portunity for Americans to invest beyond our borders. But in this
context it is certainly worth paying attention to the unique features
of sovereign wealth funds. They are not, first of all, all the same,
as you know. But, because they are fundamentally arms of govern-
ments, they raise all the familiar questions about government own-
ership of industry, to which you alluded in your statement. They
are growing in size, but they have been around for a long time.

And so, in one sense, there is certainly no cause for alarm. Ku-
wait started its first sovereign wealth fund, which was not called
that, over a half-century ago. Today one estimate from the Federal
Reserve of New York puts the size of all of these funds combined
at about $2.5 trillion. That is a lot of money. To be sure, it is more,
for example, than all the world’s hedge funds combined. On the
other hand, as a percentage of assets that are managed by SEC-
registered investment advisers, it is about 6.5 percent of that $38
trillion. And as a percentage of all of the world’s investable as-
sets—equities, bonds, and bank holdings—it is about 1.2 percent,
although the Federal Reserve of New York estimates it is going to
grow to about 4 percent.

So I think that we have the opportunity to watch this phe-
nomenon and to understand it. It is not something that we have
to deal with definitively this week. On the other hand, if the trends
that are being identified are correct, if they really do grow, as is
expected, to some 4 percent of global financial markets in 7 years,
that could at some point have a qualitative impact on our markets.
And I think you are right to focus on it, but I would also caution
that if what we do first is regulate and restrict, then we may have
the kinds of impacts on our own capital markets that we are con-
cerned about governments of other countries imposing upon us. So
the remedy can also be a problem. We have to be very thoughtful
about what we do in response. And, as you know, this question is
being looked at by a lot of people in a lot of ways, including a focus
on transparency I know that Secretary Paulson is leading as Chair-
man of the President’s Working Group, because we have all agreed
that both the sovereign wealth funds and the countries in which
they invest will all be better off if they behave like any other com-
mercial actors and if they are completely transparent.

Thank you.

Senator BROWN. I appreciate the work——

Chairman DoDD. Your microphone, please.

Senator BROWN. I appreciate the work of Senator Biden. I am
just still a little bit confused that there was such anger and out-
rage that the U.S. Government would consider investing, but there
is sort of tepid acceptance or indifference to investment by a Chi-
nese or Dubai fund. I just remain a bit confused by that. But thank
you.

Chairman DoDD. All right. Senator Bunning.

Senator BUNNING. Thank you, Mr. Chairman.
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I have got 5 minutes and lots of questions, so if you would keep
your answers short, I would appreciate it.

Chairman Bernanke and Secretary Paulson, how much of the
stimulus in the bill signed by the President yesterday needs to get
into the economy and how quickly does it need to get there to have
an impact in the second half of the year?

Mr. BERNANKE. Senator, I think that the provisions made for the
very quick action by Congress, the fact that the Treasury is work-
ing hard to get the IRS to send the money out very quickly, I think
it will have an impact as early as the third quarter, maybe even
a little bit in the second quarter. So it is a very timely bill in that
respect, and I think it will be helpful.

Senator BUNNING. But how much of the stimulus package—we
have got $160 billion. How much of that has to get in?

Mr. BERNANKE. Secretary Paulson could help me, but I believe
that the money is going to be disbursed—over about 10 weeks or
so?

Secretary PAULSON. Yes, it will get out quickly, Senator. We are
going to get the first payments out in the very beginning of May,
and I think the vast majority of the payments going out to individ-
uals will be out by mid-summer.

Senator BUNNING. So it can have a significant impact.

Secretary PAULSON. Yes, it will—we are going to get this out
quickly.

Senator BUNNING. There are a lot of us who worried that it was
not going to. OK.

Chairman Bernanke and Secretary Paulson, with Fed fund rates
at 3 percent and the President having just signed the economic
stimulus package, do you have the proper tools today to react to
an external energy shock or a disruption or a terrorist attack?

Mr. BERNANKE. Well, certainly, as I said, the monetary and fiscal
stimulus we have should give us a better second half than other-
wise would have been the case, and that should make the economy
more resilient in the face of some kind of external shock. It would
depend on the size of the shock, the nature of the shock, but it cer-
tainly makes us more resilient.

Secretary PAULSON. I would agree with that. We could all envi-
sion shocks that would be more severe than others. We are a bit
more fragile than we were before we went into this period because
the economy is slowing down and our institutions are not as well
capitalized. They are adequately capitalized, but they are a bit
more fragile. But I believe we are doing what we need to do, and
if there is a shock, we will figure out how to react to it.

Senator BUNNING. All right. Well, thank you.

Chairman Bernanke, our unemployment rate last month was 4.9
percent. The average rate has been from 4.5 percent to 5.5 percent.
How close do you consider that to full employment? What is the
natural rate of unemployment for our economy today?

Mr. BERNANKE. Senator, that is very contentious, and we are not
very sure. People differ considerably. But recently the U.S. econ-
omy has shown an ability to maintain an unemployment rate some-
what a little bit below 5 percent. So we are not far from what many
economists would call “the natural rate.” But I would really empha-
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size that there is an enormous amount of uncertainty about exactly
where that is.

Senator BUNNING. Well, 10 years ago, 6 percent was considered
full employment.

Mr. BERNANKE. Well, the economy has changed. I mean, the——

Senator BUNNING. That is why I am asking.

Mr. BERNANKE. Yes, and I think it is not a question of changing
estimates. I think it is the fact that the economy, the demographics
have changed, the ability to find jobs has improved, for example,
using the Internet. A number of other factors have gone in to bring
down that rate, and I think that is consistent with evolution of the
economy.

Senator BUNNING. You have, I believe, answered this before, Sec-
retary Paulson, but do you believe the banks and other financial
institutions are adequately stating their exposure relating to the
mortgage mess, including risks to prime in all types of other loans?

Secretary PAULSON. I believe that there is a big effort being
made to do that, and as Chairman Bernanke said, some of the se-
curities they are holding, there is not a——

Senator BUNNING. A free market or open market.

Secretary PAULSON. A market, and so what they are doing is
they are marking these securities based upon ratings and based
upon changes in the economy. And so this is difficult, but I think
a lot of progress has been made, and I think that I am doing every-
thing I can—and I know the Chairman is and Chairman Cox is—
to encourage banks to take the losses and raise capital.

Senator BUNNING. Chairman Bernanke, I just want to give you
a heads up. When you see something coming, don’t put it off as the
Chairman of the Fed. Take action immediately, because this hous-
ing market has been coming to us for a year, a year and a half,
and we did not react properly to it.

Thank you.

Chairman DoDD. Let me inquire—I appreciate it, Senator Casey.
Thanks very much.

Senator Schumer.

Senator SCHUMER. Well, thank you, Mr. Chairman, and I want
to thank my colleagues and my colleague from Pennsylvania as
well. I have a few questions.

First, you know, being from New York, I talk to a lot of people
who are involved in the credit markets, and more and more it
seems there is a disconnect. They are in a state of severe worry,
even some I talk to panic about the brittleness, the frozenness of
the credit markets, which affects everything. And the statements
that both Secretary Paulson and Chairman Bernanke have made
have said, well, this is a problem, but it will not even take us into
recession.

My question is: When we are now seeing credit really damaged
in corporate lending, lower-grade corporate lending, this 20 percent
that the Port Authority paid shows a brittleness and an inflexi-
bility. That is a good, safe investment, the Port Authority. I do not
know how many people think the Port Authority is going broke,
and you have got to pay 20 percent when the previous rate was 4.2
percent?
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Aren’t we reaching a point where the lack of confidence overall
in credit in this country—not just in housing, not just in student
loans, but throughout, with the combination of the complex credit
tools that have been used and the fact that people seem to have
a sort of rather happy attitude about all of this until the housing
crisis hit, aren’t you underestimating not paying enough attention
to the severity of the problem in the credit markets, which could
become a much greater problem to the economy than the lack of—
you know, the slowdown in consumer spending?

Secretary PAULSON. Yes, I would just say one thing, Senator.
Yesterday and today, I talked with six or seven CEOs of the major
firms in New York and continually get updates. I understand what
happened in the auction and looking at other auctions that are
coming up. It is one thing to identify a problem; it is another to
know exactly what to do about it.

I do believe, though, that what you are seeing here is the market
pulling back from complexity, from any kind of instrument that is
going to finance longer-term assets on a shorter-term basis.

Senator SCHUMER. Aren’t they more worried than your testimony
or Chairman Bernanke’s

Secretary PAULSON. Well, ——

Senator SCHUMER. I talked to them, too, and they seem much
more worried than you guys are.

Secretary PAULSON. Well, let me say some seem more worried
than others. I will tell you this: I have watched these things before,
and it will take a while to get through this, and it is something
we are watching carefully. But, again, the situations you talked
about, like, for instance, the 20-percent rate. That is an over-
reaction. It is more of a reaction against the structure than the
credit. It will be very quickly refinanced. And, again, I do not mean
to be overly complacent, but I do say that one of the things we are
going to have to do is re-price risk, mark securities to market, and
raise capital.

Senator SCHUMER. Right, OK. I am going to—since you and I
talked on the phone about this yesterday, Mr. Chairman, I will go
to my next question because I want to stay—the problem that we
have had with the mortgage insurance is a problem, of course, not
with mortgage insurance itself where the State regulators have
done a good job, but when these companies then went over and did
CDOs in—I am sorry, with bond insurance, with the Government
bond insurance. When these companies like MBIA stepped into
some new territory, CDOs, mortgage bonds, et cetera, led to their
problems, not necessarily the insuring of State and local risk. And
this brings in a problem of systemic risk. So I am considering intro-
ducing legislation that would regulate them when they do get in-
volved in other types of activities, at least have some kind of Fed-
eral oversight greater than we have now. I am not sure if it should
be by the Fed or by some other agency.

I would like, Chairman Bernanke, your opinion of that and, Sec-
retary Paulson, your opinion of whether there should be some
greater oversight, Federal, on the systemic risk side, not nec-
essarily on the insuring government side, of these bond agencies—
these bond insurers.
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Mr. BERNANKE. Senator, I am not quite sure what you have in
mind. From a microeconomic point of view, the State insurance de-
partment regulates them, and we have no complaints about their
regulation. But from a macroeconomic or from a market stability
point of view, we are obviously watching that situation very care-
fully.

I am not quite sure what additional powers you would have in
mind, but, you know, I think that it is important to note the
monoline problem is in some sense a reflection of the deeper under-
lying problem, which is the problems in the CDOs, the problems in
the underlying assets.

Senator SCHUMER. Yes.

Mr. BERNANKE. The best way to address this issue is to strength-
en the underlying economy, the housing market and so on.

Senator SCHUMER. Maybe they should not be able to buy such a
high percentage of these types of things in terms of systemic risk
without any regulation.

Secretary Paulson.

Secretary PAULSON. Yes, I would say something, Senator Schu-
mer, that addresses this, at least in part. One of the things we are
working on very diligently right now at Treasury is developing a
blueprint, a regulatory blueprint, for today’s world and today’s
markets, because if someone came down from Mars and you were
trying to explain the regulatory structure and how this works the
way, it does. The regulatory structure has not evolved with the
markets, and it is a patchwork quilt in many ways.

And so hopefully when we are ready to unveil this, we can have
some good discussion.

Senator SCHUMER. I think it is a good idea for you to look at
that, and I am, too.

Thank you, Mr. Chairman, and I thank my colleague from Penn-
sylvania.

Chairman DopD. Thank you very much, Senator. I appreciate it.

Senator Dole.

Senator DOLE. Yes, thank you, Mr. Chairman.

First, I certainly want to echo the favorable comments that we
have heard this morning regarding GSE reform. I have been a
sponsor of that legislation, a cosponsor with Senator Hagel, and am
very pleased to hear the strong support,and I hope we can move
on that expeditiously.

Chairman Cox, since the passage of Sarbanes-Oxley, there have
been a number of complaints from smaller companies, from finan-
cial institutions, with regard to Section 404 and the burdensome
nature of compliance, especially from the financial institutions be-
cause they are heavily regulated.

Has there been any thought of easing the Section 404 require-
ments for these institutions?

Mr. Cox. Most definitely, Senator. In fact, both at the Securities
and Exchange Commission and at the Public Company Accounting
Oversight Board, which implements the audit rules for SOX 404,
we have taken it upon ourselves to slay the 404 beast. It has been,
more than any part of Sarbanes-Oxley, the subject of criticism both
here in the United States and abroad, not so much because of what
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Congress intended this provision to do, but because of the way that
it was implemented.

And so, to begin with, the SEC issued guidance for companies
that had not existed before. The companies were having to use the
guidance that was intended for auditors so that they could do their
own internal assessment without the auditors under 404(a). And,
second, we repealed entirely the long and cumbersome and very ex-
pensive auditing standard that had been adopted under very ur-
gent conditions right after the passage of Sarbanes-Oxley, Audit
Standard No. 2, and replaced it with something that is shorter,
simpler, more principles based, top down, risk focused, guided by
materiality and scaled to companies of all sizes. That is now going
to kick in for this year, and we have a cost-benefit study underway
at the SEC to make sure that it is working as we intended.

Finally, with respect to the smaller public companies, we have on
multiple occasions extended their time for compliance, and we have
just done so one more time into 2009.

Senator DOLE. Thank you.

Secretary Paulson, on January 24th, Business Week reported
that sovereign wealth funds were the main topic of the Davos
World Economic Forum talks. This has been mentioned already
this morning, but I wanted to get you to reflect on this a moment
because I know that some countries, like Norway, have a more
transparent investment process while other countries, like China
and Russia, have less so.

What is the current status of the Treasury’s work in this area
with appropriate international entities to come up with a way that
these funds can be at least more transparent or better understood?

Secretary PAULSON. Senator Dole, thank you very much. We are
quite focused on this topic, and as Chairman Cox says, although
they are a growing part of the capital markets in terms of their
size, on a relative basis they are still fairly modest. But we are
quite focused, and what we are focused on is to make sure that
what they are driven by is commercial and economic purposes. We
have had a history for many years with sovereign wealth funds,
and for the most part, they are driven by getting a higher risk-ad-
justed return. They are driven by economic purposes.

We at Treasury have spent a lot of time meeting with the sov-
ereign wealth funds. We had a breakfast at Treasury where we had
25 or 30 of them there, and they all assure us that they are driven
by economic intent. But our purpose there is to come up, and we
are encouraging the IMF to work with them and others, with a set
of business practices, best practices, principles that have to do with
governance and transparency, and that will help them convince so
many of the countries that are going to be the recipients of their
investment that their intent is for economic purposes.

Again, I want to reiterate what Chairman Cox says. In this coun-
try, we welcome foreign investment. That is the highest vote of con-
fidence anyone can pay, is to make a direct investment in our econ-
omy. We want to be welcoming to that investment, but we also
want to be vigilant.

Senator DOLE. Thank you very much.

Chairman DoDD. Thank you very much, Senator.
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Senator CASEY. And thank you, Senator Casey, for yielding to
Senator Schumer. I appreciate it.

Thank you, Mr. Chairman. Thanks for calling this hearing, and
it is great to have these three individuals here—Secretary Paulson,
Chairman Bernanke, and Chairman Cox. We appreciate your testi-
mony and your service to the country.

I want to speak first with regard to the subprime prices. Sec-
retary Paulson, I wanted to just lay some Pennsylvania facts on the
table. Two overall facts for the State—three, really. When you look
at the third quarters of 2005 versus 2007, the number of delin-
quencies in our State has increased by some 40,000. Then if you
go forward and talk about foreclosures, full-blown foreclosures, the
projection is third quarter 2007 versus third quarter 2009, that is
supposed to go up by some 45,000. They are statewide numbers.

One number which I do not think many of us talk about is a
number that I just came across recently that was in a report by
the Keystone Research Center. I would ask, Mr. Chairman, consent
that this report be made part of the record.

Chairman DobD. It will be made a part of the record.

Senator CASEY. It is entitled, “A Building Storm: The Housing
Market and the Pennsylvania Economy.” It is by the Keystone Re-
search Center, Mark Price and Stephen Herzenberg.

An interesting fact in here, which I put on the table as a founda-
tion for my first question, is that we all know that subprime mort-
gages affect principally, in many cases, in many communities al-
most exclusively, low-income families. However, we sometimes
think about that as an urban issue.

This report found that the highest subprime mortgage rates are
at least in Pennsylvania, in addition to the city of Philadelphia, the
other eight in the top nine were rural counties. Overwhelming
numbers, almost half the mortgages subprime. I say that in the
context of my question in terms of the people we are worried about
here and that I know you are worried about, and to ask you how
you respond to some of the recent criticism that we have seen in
the press.

I know that, for example, the Wall Street Journal—not what I
would call a left-leaning newspaper—from yesterday, “Earlier
subprime rescue falters.” I know you have seen that story. That is
a national story that says in part in the first paragraph, “Earlier
efforts have done little to help the most troubled borrowers.” It
goes on to talk about criticisms of what has been happening so far.

And then just yesterday, as well, the Pittsburgh Tribune Review
newspaper—again, not a left-leaning newspaper—the headline is
“Mortgage lifeline falls short,” and it talks about the Allegheny
County Sheriff’s Department, a big county in Pennsylvania, second
largest county, saying that they are doing what the new initiative
sets forth to do. And I would ask you to respond to that because
I think people are worried that there is not the sense of urgency
and we are not getting the results that we should have in the last
couple of months.

Secretary PAULSON. Well, Senator, I understand that, and I
spent time myself going around visiting communities where there
are the most foreclosures. So I spent time on the ground. I have
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spent I would say a third of my time on this issue. And it is a dif-
ficult issue. It is not an easy issue.

Take the case of the initiative that was announced earlier this
week, Project Lifeline. There was a lot of criticism that it is not
enough, et cetera, et cetera. That effort is aimed at anyone in the
U.S. that has a mortgage and that is delinquent 90 days. So they
are right on the verge of losing their home. And one very sad fact
is that over 50 percent of the foreclosures take place where the
homeowner never talks to anyone.

Now, it is very difficult to help someone if they will not try to
help themselves or talk to anyone. So we have a hotline, 888-995—
HOPE, and we are urging people to call. This effort, again, is a
last-ditch effort to get to people and get to them with a mailing and
say here are some simple, pre-set procedures you can go through,
and if you go through them, there may be an opportunity to have
a modification in your loan agreement.

Now, some people criticize that, and I frankly do not understand
where their criticism comes from, because it is something we all
should be doing. Now, is that going to help all those people stay
in their homes? No. But it will help some people stay in their
homes.

The other effort that we have been working very, very hard on
is the number of adjustable rate mortgages. And you are right, the
next 2 years are going to be the toughest 2 years. The poorest qual-
ity mortgages in terms of underwriting procedures were made in
2006, so there are almost 2 million adjustable rate mortgages
where the rates are going to be reset and move up. So we have 90
percent of the industry working very hard overcoming many tech-
nical issues and accounting issues. We have the industry telling
us—and I believe they are very sincere in doing this—that they are
going to move very quickly to deal with those homeowners that are
able to make their initial payments and aren’t able to afford the
others, and help them avoid foreclosure. There are going to be fast-
track modifications which are interest rate freezes. There are going
to be refinancings. They are going to give us the information.

So I did not create this problem. I am working to try to do some-
thing about it. If this effort does not work, then we will make ad-
justments to it. I do not mean to sound heartless because, I will
tell you, when you are there and you look at the predatory lending
abuses it is heart-rending. But what we are doing is trying to deal
with it.

All T can say to you is if you have other ideas for me for Pennsyl-
vania, send them on in, because I think the tax-exempt financing
can be helpful if that gets passed. We are going to try to make all
of these programs work to the extent they can. And I agree with
you, it is not just an urban problem. It is a serious problem, and
we are doing everything we can to deal with it.

Senator CASEY. Well, and we are working on it here, too, as you
know, but I am out of time.

Chairman DoDD. Thank you, Senator, very, very much.

Let me turn to Senator Corker.

Senator CORKER. Mr. Chairman, thank you. And to our panel, I
want to say that I followed your careers and have tremendous re-
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spect for you being in the positions that you are in, and I am glad
that you are.

I will also say that I think the most discouraging moment of my
13-month career here has been this so-called economic stimulus
package. We spent most of our morning talking about credit, and
sprinkling $160 billion around the country and asking people to
spend it as quickly as possible to solve this problem to me was not
a solution worth debating or passing. But we have done that, and
I just—obviously, these entities that are losing billions of dollars in
the mortgage business, that is not a good thing for them either.
And we have seen that when you can make a little money doing
some conduit and securitized lending, you make a whole lot doing
more, and so excesses occur.

What do we see happening, Secretary Paulson, in the private sec-
tor to—obviously, the borrower and the lender are now separated.
In some cases, the files may be in a warehouse in Kansas or Eu-
rope someplace, and so it is very difficult to solve these individual
problems. What do we see the private sector—not today but over
time—doing adjustment-wise to keep this kind of thing from occur-
ring in the future?

Secretary PAULSON. Well, clearly there will be an aversion for
some period of time to complexity, because one of the real problems
we have here is complexity and an over reliance on credit ratings.
So that will be one reaction.

You pointed to the conduits and SIVs, which are very interesting.
There was a great deal of focus on private pools of capital, hedge
funds, and a lot of other issues. I think the regulators overall had
to be surprised to see that some of the biggest issues were in the
big regulated entities and the lack of transparency. And there is a
lot of work being done to address this.

I do not come from the school that says that the private sector
itself will deal with it. I believe there needs to be a regulatory re-
sponse, a policy response. The first thing we need to do is get
through this period with minimizing the impact on the real econ-
omy. But as both Chairman Bernanke and Chairman Cox have
mentioned, we are working and thinking about what the right re-
sponse is.

The last thing I would just say very quickly, which, without
being overly defensive on the stimulus, when you look at housing
overall, and you see estimates of the degree to which housing
prices in some areas of the country are overvalued, there are two
ways you can have a correction: housing prices going down or the
economy continuing to grow and growing into that.

So one way of minimizing the extent of the correction is to keep
our economy healthy and growing. The focus of this Administration
has been let us get in and do things aggressively to avoid those
foreclosures that are preventable, to prevent a market failure with
the kinds of things we have been doing, and let us do what we can
to keep the overall economy growing, recognizing that this correc-
tion is necessary.

So that is the response there.

Senator CORKER. Well, I did notice you said the focus of this Ad-
ministration. I still have to believe that at night you are receiving
cell phone calls from some of your former colleagues wondering
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what in the world we were doing. And I am sure that expla-
nation

Secretary PAULSON. Well, I will tell you: they have not.

Senator CORKER [continuing]. Has been developed.

Secretary PAULSON. The interesting thing is every colleague that
I have talked to or CEO of the financial services industry wanted
a response like the stimulus plan and believe it will be helpful, but
believe it is not sufficient.

When they say not sufficient, they all recognize that as helpful
as monetary policy is and as helpful as the stimulus is that those
programs alone will not be sufficient; that the industry is going to
need to re-price risk, recognize losses, raise capital, and that given
the degree of integration of our capital markets into the global cap-
ital markets and the degree of complexity means, it is going to take
time and some pain before we work through this.

Senator CORKER. Just—I know my time is up, just a quick one
word response from you and Chairman Bernanke, if we could.

But there have been a lot of descriptions about where we are in
the housing sector, whether it is a crisis or whether this is a correc-
tion. And I am wondering if each of you might chose a word to de-
scribe where we are today.

Secretary PAULSON. I do not use loaded words. And so I have
been using a correction, because it is a correction. And I would say
this: that 93 percent of the mortgage holders in this country are
making their mortgage payment on time. But what we have and
why we have different voices is again this is a nationwide issue.

There is a different degree of a problem in different areas of the
country. And at the end of December, I went around and I visited
a number of communities that had the highest rates of foreclosure.
And they fit into two categories.

They fit into—either those communities that may have a strong
underlying economy, but where there had been very, very rapid ap-
preciation of home prices, to the point that when you look back on
it, it is hard to even imagine home prices going up 15 percent, 18
percent a year and not sustainable.

When you look at parts of—I was in Orlando, Florida; I was in
Stockton, California, where you had home prices going up very
quickly. And then, you would go to a place like Kansas City, Mis-
souri, or you look at parts of Pennsylvania or Ohio or Michigan,
where you maybe did not have the same appreciation, lower appre-
ciation, but where we have a tough economy.

Where the economy is weaker and that, coupled with some of the
very bad lending practices, have put us where we are.

Mr. BERNANKE. I think the mortgage payment rate is probably
closer to 98 percent, but in any case it is—most people—obviously,
the great majority of Americans are paying their mortgages on
time.

I agree with what the Secretary said, in particular there is two
phenomena—on the one hand, in parts of the country where there
was enormous price appreciation, that has been vulnerable to cor-
rection. So that is really in some sense an offsetting of what hap-
pened over the last 5 to 10 years in those markets.

There are, however, other places in the upper Midwest, for exam-
ple, where they never got that much appreciation. Now, prices are
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falling because of general weakness in the economy, and that is one
of the reasons why there is a direct connection between broad eco-
nomic health and job creation and prices of housing, and there is
a link there.

Senator CORKER. Thank you, Mr. Chairman.

Chairman DopD. Thank you, Senator, very much. I was—I could
not help resist when you are asking whether it is a correction or
crisis. Where you stand on that issue depends on where you sit.

Senator CORKER. That is right.

Chairman DoDD. And if you are sitting there watching your
house get foreclosed, believe me, it is a crisis. And we can move
around with these numbers all we want. The fact is this is a big
problem. And I agree I do not want to see the—it would be inap-
propriate for the Secretary or the Chairman to start putting a label
of a word on there. That could have its own self-fulfilling prophecy
here, so we ought to be careful about language. Language has sig-
nificance and implications.

But needless to say, I think we all agree here. We would not be
sitting here if this were not a major issue we need to grapple with
here, and I do not want to—I am not trying to engage in hyperbole,
but I do not think we ought to underplay it either. I think you have
got to be honest with people about this is serious and requires a
lot of work. And I think that is the point worth making.

Secretary PAULSON. We have both said for some time by far the
biggest risk to the economy is the housing downturn.

Chairman DoDD. Thanks very much.

Senator Carper.

Senator CARPER. Thanks, Mr. Chairman. Gentlemen, welcome.
Thanks very much for joining us and for your testimony today.

I want to especially thank you, Mr. Secretary, for the good work,
for the leadership that you demonstrated in working with the
House and Senate to craft a stimulus package, which I think does
no harm and hopefully will do some good as we get into the sum-
mer and the latter part of this year.

I want to commend Chairman Bernanke. I want to commend you
and those with whom you work on the work that you have done—
lowering the Fed Funds rate I thought in an unprecedented way,
not once but twice last month.

But thank you for being there. And I think what you have done
is actually more important than what we have done in terms of the
stimulus side. And we—I am anxious to know when do you think
these—when will we know whether or not these steps are working?
And how will we know. Let us just start with that.

When will we know whether these steps are working and how
will we know?

Mr. BERNANKE. Well, Senator, we will be looking over the next
few quarters obviously at the general performance of the economy,
but as I mentioned in my testimony, I think there are a few areas
of particular sensitivity we need to watch. First is the housing mar-
ket. We need to begin to see some stabilization in starts and sales.
That would be very productive in terms of both of the economy and
the credit markets.
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Second is the labor market. We would like—we do not expect a
rip-roaring labor market by any means, but it would be nice if the
labor market would begin to stabilize close to current levels.

And third, the credit markets. Senator Schumer was correct that
there is a lot of concern among participants in the financial mar-
kets about the state of the credit markets. Much of that is con-
nected with uncertainty about the broad economy. A significant
worsening in financial conditions or in credit availability would cer-
tainly be a warning bell that we need to take further action.

Senator CARPER. OK. Good.

Treasurer Paulson, any—Secretary Paulson, anything you want
to add or take away to what the Chairman has said?

Secretary PAULSON. I would just simply say looking at the Hous-
ing Initiative, the HOPE Now Alliance, we are going to be getting
numbers every month. And so in terms of that initiative, we are
going to look at it and we are all going to see that they are doing
what they say they are going to do and how it is working.

Senator CARPER. All right. Thank you.

Mr. BERNANKE. Senator, if I could just add a word on that?

Senator CARPER. Please.

Mr. BERNANKE. I mean, one of the big problems with the fore-
closure issue is we have not had good numbers. We have had nu-
merous studies that are not comparable. We do not know exactly
Whit they refer to. It is hard to know how much progress is being
made.

So I think getting consistent numbers over time will be ex-
tremely helpful.

Senator CARPER. Good. There is an interest on both sides here,
Democrat and Republican, in doing more on the housing side and
trying to address one, the properties for which—which have been
foreclosed, the properties that are sitting vacant, then trying to
make sure that there—we somehow encourage homeowners to
come in, new owners to come in, purchase those properties, and
bring—and live in them.

And there is an interest in doing some other things to restore li-
quidity in this area of our economy. Among the steps that have
been suggested that would be helpful—one, reauthorize FHA. Do so
in a way that we bring the FHA into the 21st century and make
it relevant. There are a number of aspects of that that would be
helpful.

So our proposal to work with our State housing authorities to
give them greater flexibility to refinance troubled mortgages, be-
cause Senator Isakson has an idea that we provide a $5,000 tax
credit to anybody that would move into a home that has been fore-
closed and to live in that home.

Or there has been a suggestion that we enlarge, appropriate a
little more money to CDBG, Community Development Block Grant
funds(,i with a stipulation that those monies be used to help in this
regard.

There has been talk about us passing a strong GSC bill, strong
regulator, and somehow include in there the—make permanent or
more permanent the increase in the mortgage that can be financed
through GSEs. And also we have this idea about government-era—
or actually Depression-era government corporation, sort of a quasi-
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government corporation, to kind of revisit that and try to bring
that into the 21st century and see if it could be made relevant.

That is sort of a menu that has been suggested to us, and there
are other ideas, good and bad.

Of that list, which one or two seems to make the most sense to
you for us to take as a next step?

Secretary PAULSON. Well, first of all, I am familiar with all of the
ideas, and we review every idea and continually review them.

And clearly, among the things that we believe should be done
now is GSE reform. So put that at the top of the list right there
with the FHA modernization, and, of course, you have all said that.
So we just now need to get them into the law. We have a Senate
bill. We have a House bill. We need to get legislation passed that
can be signed.

So I put those at the top of the list, along with the tax exempt
financing authority for the State and municipal governments to let
them come up with their own programs to assist with mortgage fi-
nancing and help as the situation may warrant at the State and
local level.

I have been very interested and talked with Senator Isakson
about his bill. We continue to study it, think about it, think about
other alternatives, but the issues—the initiatives that we are for
right now are the ones that I mentioned.

Senator CARPER. Thank you. Last question for Chairman
Bernanke. Just give us a quick update on Regulation Z. Where we
are going? Where you are going? And when we can likely see that
so we will have better disclosure with respect to credit cards and
other items.

Mr. BERNANKE. Thank you. Senator, as you know, we did a very
extensive review of disclosures for credit cards. We have a new
Schumer box. Senator Schumer is not here.

Senator CARPER. Cannot we come up with a better name for it
than the Schumer box?

Mr. BERNANKE. Do you have a suggestion, Senator?

Senator CARPER. Carper box.

Mr. BERNANKE. Among the benefits are a much clearer disclosure
of penalties and other issues.

We have—the comment period has closed. We received lots of
comments. We are working through them now. So we expect to
have a final rule soon. And we are hopeful that it will be a major
help to making people better understand their credit cards and
what their responsibilities are.

Senator CARPER. When you say soon, today is the day that the
pitchers and catchers report for spring training. You think soon
might be opening day of baseball season?

Mr. BERNANKE. I am sorry?

Senator CARPER. I am trying to understand what soon might be.
I am in a baseball mode today.

Mr. BERNANKE. Yes. [—we will shoot for opening day.

Senator CARPER. Good. Thank you very much. That would be a
good way to start the season. Thank you.

Chairman DoDD. Thank you. Senator Bennett.

Senator BENNETT. Thank you much, Mr. Chairman.
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Chairman Cox, you and I have had a number of discussions
about naked short selling. I have a lot of opinions about the mort-
gage thing. We have beaten that horse to death. And I will move
on to another subject without sending the signal that I am not in-
terested in the other issues, the economy and so on. It is just that
it has all been plowed before.

Let me give—I have done some investigating on my own, and let
me give you some of the benefit of that and then ask you to com-
ment, and I have a suggestion for you.

Three months prior to the SHO Regulation, which you issued to
try to deal with naked short selling, the volume in Fails to Deliver
on NASDAQ was 150 million shares a day, and 3 months after, it
was 20 million shares, which would show great progress.

Unfortunately, there is an indication that all it shows is that the
people who are involved in naked short selling have hidden their
activities a little more carefully than they did before.

Let me give you some examples. First, for those listening in that
do not understand exactly what we are talking about, when a
broker dealer purchases the sale of a short share, he has 3 days
to deliver a borrowed share to the purchaser and the purchaser has
3 days to deliver his money.

And in the old days, when I was short selling and losing money
doing it, the buyer did not—if the buyer did not receive his shares
by settlement day, 3 days after the trade, he took his money back
and undid he transaction.

So he got a crinkly piece of paper that said I really do have these
shares. Well, we have done away with that now with the DTCC.
Everything is electronic, and what he gets in his account is an elec-
tronic blip that says you own that share, and he does not know
whether it is a real share or a counterfeit share.

And increasingly, it is easier in this electronic world to give you
a counterfeit share.

Now, many of the people who engage in short selling have mul-
tiple entities, many of them offshore, and they sell large naked
short positions from entity to entity. Position rolls is what they call
it, and they are frequently done broker to broker or hedge fund to
hedge fund in block trades that do not appear on any exchange.
And each movement resets the time clock for the naked position so
that the Fail to Deliver, which you monitor, never shows up.

And it is a way of keeping the company off the SHO threshold
list. And the stock lend of these kinds of counterfeit shares is enor-
mously profitable for the broker dealers who do it, because they
charge short sellers fees for the “borrowed” shares. They are really
manufactured shares, whether they are real or counterfeit.

And when the shares are loaned to a short, they are supposed
to remain with the short until he covers his position by purchasing
real shares.

Well, the broker dealers do 1 day lends, which enables the short
to identify to the SEC the account that the shares were borrowed
from and as soon as the report is sent in, the shares are returned
to the broker dealer to be loaned to the next short.

This allows eight to 10 shorts to borrow the same shares, reset-
ting the SHO Failed to Deliver clock each time, which makes the
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counterfeit shares look like legitimate shares and the broker dealer
charges each short for it.

We have the situation, which we have talked about before, that
illustrates this. Robert Simpson, an investor, in 2005 bought every
single issued and outstanding share of a company called Global
Links Corporation, every single one, and then filed with the SEC
his report that he now owned 100 percent of the shares and then
he watched that share—that stock trade 37 million shares the next
day and 22 million shares the day after that. They were obviously
trading counterfeit shares.

All right. My concern is with the DTCC, which is the clearing-
house that handles all of these electronic shares and through whom
the creation of counterfeit shares becomes possible. They are totally
opaque. It becomes impossible to find out what is going on.

I have had a number of conversations with you personally and
with your staff and I salute publicly the work that the SEC is
doing to try to curb this.

But I have seen companies in my own State see their share
prices driven down virtually to nothing when there are more shares
trading than there are shares outstanding. They have tried to solve
it by getting the DTCC to give them physical control of their
shares. The DTCC will not. One of the investment bankers in-
volved in this helping a new company that said we want to go pub-
lic said all right, I will help you go public on the condition that you
never allow physical control of your shares to disappear. You can-
not allow a single share to go to the DTCC because as soon as you
do, you expose yourself to the creation of counterfeit shares.

So my question to you is what can we do to get more trans-
parency over the DTCC? And do you have any authority to deal
with them to try to create transparency so that the creation of
counterfeit shares begins to stop?

Mr. Cox. Well, Senator, thank you for describing some of the
pathologies that surround this phenomenon of naked short selling
and also for your compliments to the Agency for the work that we
have been doing on this.

We take, as you know, illegal naked short selling very, very seri-
ously, and we are pursuing wrongdoing very seriously.

What you have described, in part, with the daisy chaining of
share lending and with resetting the Reg SHO clock and so on
could amount to market manipulation in violation of Rule 10(b)(5)
so that what we might have on our hands is not just insufficient
regulation, but outright fraud. And certainly, in those cases, the
Commission——

Senator BENNETT. I am convinced you do.

Mr. CoX [continuing]. Is equipped with tools to deal with this.

The net settlement aspect of the way that DTCC operates has
other consequences that we are trying to deal with in related con-
texts as well, as you know, such as over voting in elections and the
related question of broker voting. All of this relates, in turn, to the
way our proxy system works.

And so we have an abiding interest not only in the clearing and
settlement system, which is a fundamental piece of the infrastruc-
ture of the financial markets of the United States, but also we
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want to make sure that our proxy voting system works and that
people have confidence that the markets work as they are intended.

So we will continue to work with you on this.

I just want to update you on further amendments that we are
making to Reg SHO to make it work better, because each time we
have taken an aggressive step, we have solved part of the problem,
but we have seen it manifest in other ways.

We had a grandfather provision, as you know. It was thought,
once that went into effect, that the grandfathering was itself con-
tributing to the problem, so we have now repealed the grandfather
provision. The phase-in period for putting this new rule into effect,
which gets everything down to 13 consecutive days, was just 6
weeks ago.

And so, we are going to monitor very closely whether that has
been useful.

The other thing that we were doing is disclosing aggregate fail
to deliver data on our own Web site for the first time. And we hope
that that contributes to people getting at this problem.

So we look forward, Senator, to working with you and your staff
and being as public and open as we can about our fight to stop abu-
sive naked short selling.

Senator BENNETT. Thank you.

Chairman DobDD. Thank you very much, Senator, and I—just to
take before I turn to Senator Bayh, I just want to reiterate the con-
cern Senator Shelby has, I have as well, Chairman Cox, on the rat-
ing agency issues. We have had one hearing on it already. We may
want to do it again, but we are very interested in hearing—I know
you responded to Senator Shelby’s questions regarding this, but we
are very interested in following up with you; obviously, Secretary
Paulson as well, having almost a lifelong experience in this area;
and the publicly traded company issue, looking at these companies
to determine whether or not any wrongdoing occurred is something
I want to make a request of you to maybe report back informally,
at least initially to Senator Shelby and I in this area, and then pos-
sibly make it the subject for another hearing to focus on that spe-
cifically, the publicly traded companies and the rating agency
ideas, if any.

As you said in your testimony here, there are a number of ideas
out there. We want to make sure we do the right thing, under-
standing what is going on, what percentage; obviously a relatively
small percentage of the market, but nonetheless, a very important
and critical area.

So we will invite that comment from the SEC.

Mr. Cox. We will look forward to reporting back to you, Mr.
Chairman.

Chairman DopD. Thanks very much. Senator Bayh.

Senator BAYH. Thank you, Mr. Chairman. In fact, my first com-
ment was going to be about the rating agencies. But before I get
to that, I would like to thank all three of you for your public serv-
ice.

I have a high regard for each of you and you take your fair share
of criticism, but I think you also deserve a fair amount of praise
for what you do on behalf of all of us.
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Chairman Cox, I listened with interest to—and I am going to
look with interest for the recommendations that you have actually
come up with about how do we prevent these conflicts of interest
that were apparent.

And I think it is good that you are thinking about requiring
greater disclosure so that the discipline of the marketplace can
function.

But the losses here have been so staggering and the adverse con-
sequences to our economy have been so great, this may have—and
the damage to our global brand as a safe and secure place from
which investments originate that this may be one area where some
minimum standards for conduct mandated by regulation or law
may be in order.

So I encourage you to take a very rigorous look at this. Human
nature being what it is, abuses can tend to reoccur, and so more
information is great. The discipline of the market is great, but
some minimum standards for conduct may be in order here, and I
would just encourage you along those lines and along with the
Chairman and Senator Shelby await with interest your report be-
cause so many people bought what they thought was AAA rated
stuff, and it was infected with anything but. And we have got to
make sure that that kind of thing does not reoccur.

That said, I would like to turn to Chairman Bernanke and Sec-
retary Paulson.

I am—in follow up on something that both Senator Dole and Sen-
ator Brown raised, and that is the whole issue of the sovereign
wealth fund, and both of you encourage—you said one of the most
important things our financial institutions can do is to raise cap-
ital. They have been busy doing that. A good chunk of it has come
from the sovereign wealth fund area.

And, Secretary Paulson, I want to follow up on something that
you said and the President said, I think it is very important that
our country remain a safe and secure place for capital investment
from abroad, including from sovereign wealth funds.

As you had pointed out to date, and I think maybe the Chairman
mentioned this—oh, no the—Commissioner Cox mentioned this, to
date the experience has been a very positive one. The investments
have been passive. But a recent behavior by the Russian govern-
ment, China’s relentless pursuit of economic advantage, using any
number of levers to obtain that, does give some pause.

And I want to follow up on something that Senator Brown was
asking, and I am being somewhat of a devil’s advocate here, but
let me just put it to you this way: I am fascinated by the prospect
that this Administration could be standing for the proposition that
U.S. Government ownership of U.S. businesses is an acceptable
thing.

Chairman Bernanke, your predecessor came before the Congress
and stated very clearly that in his view, it was not an acceptable
thing because of unavoidable risk of political interference with eco-
nomic decisionmaking.

And, Mr. Secretary, one of your predecessors, Secretary O’Neill,
said the same thing. I think his direct quote was the U.S. Govern-
ment has no business owning U.S. businesses.
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And so my question to both of you is would you agree with those
statements? And, if not, the left wing of my party will be delighted.

And so I am kind of curious. If our own government, the Federal
Government, of our country let us say to solve the Social Security
problem, or any number of other things were proposing taking
major equity stakes in U.S. companies, would that be OK? If not,
what should we do to safeguard against the risk of political inter-
ference?

Secretary PAULSON. Well, Senator Bayh, clearly, I do not believe
that the U.S. Government should be owning our companies or parts
of the private sector. We are an economy that has been open for
a long time. We have privatized. But we are in a situation where
in various parts of the world, their economies are still privatizing
or they have huge pools of money.

And even in our economy, you know, we have State pension
funds. We have CALPERS. Alaska has its fund. There are different
forms of funds, and the overriding question is do we want our cap-
ital markets to be open and competitive. We do not want them
after having privatized, to be not open to market forces.

So I think the real question we are getting at is, are the invest-
ments coming into our country driven by market forces or are they
being driven by political forces? And that is where the focus is, and
being vigilant there. That is why the focus on best practices, trans-
parency, and so on.

Senator BAYH. If I could be indulged to just follow up, Mr. Chair-
man. Mr. Secretary, thank you for your response. I would observe
a couple of things.

First, our State pension funds, which are sometimes raised as an
analogy, as you know, are subjected to all sorts of transparency re-
quirements, governance restrictions, which I think the sovereign
wealth funds would probably bridle at.

So that is No. 1. It is sort of an imperfect analogy.

Second, some of the shareholder activism that our State pension
funds engage in proves the point that they are susceptible to some-
times having political agendas, which—and I think you would
agree that just as our own government would be susceptible to
that, foreign governments would be no less susceptible. So how do
we attract the capital and yet protect against the potential, not yet
the reality, but the potential as these become bigger and bigger
players for something other than economic motivations to be driv-
ing decisionmaking?

Secretary PAULSON. I think we are saying the same thing. And
what we are doing because we are approaching this at Treasury
from two angles, two ends.

First, we have been very actively engaging with sovereign wealth
funds, the newer ones and some of the established ones that have
some very good procedures, processes, transparencies, and we have
been talking with them about their motives, about their govern-
ance, about their processes and procedures, and we have been en-
couraging them and saying you want to make investments around
the world. There are these very natural and understandable con-
cerns. You can assuage these concerns by developing best practices
and by living by those best practices.
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And so there has been a lot of work done at Treasury and at the
G-7 and to do this right now. The IMF is helping lead an effort
to get more transparency.

Then, on the other side, we are working with the countries that
are going to be the recipients of a lot of this investment—the
OECD countries coming up with also best practices so countries
will not dress up protectionist sentiments as being, you know,
using the sovereign wealth funds as an excuse—to close their mar-
kets from investment.

There has been in this country for some time and in many coun-
tries in the world a concern about foreign investment.

I can remember back in the 1970s and 1980s, when Japanese
companies were buying the Rockefeller Center or golf courses or in-
vesting, and there was just this huge concern.

So there is a concern in our country that I think has been for
a long time somewhat unfounded, and there is a concern in many
other countries that would try to hold back foreign investment.

I think it is a two-pronged approach. We need to be vigilant, as
Chairman Cox says, although the amount of money has increased,
as a percentage of global wealth, it has not really increased that
much.

The trend lines say it is going to increase. Sovereign wealth
funds are going to increase. I never am quite sure I believe all the
trends, because the past is very seldom a great predictor of the fu-
flure, but we are watching it carefully, and we are very vigilant

ere.

Senator BAYH. My time has expired, Mr. Chairman. Chairman
Bernanke, you get off the hook here today, because we have ex-
hausted our time.

I would only observe, Secretary, that we are talking about gov-
ernment investment, not private. We would not even be having this
discussion if it was about private foreign investment.

And with regard to best practices and the IMF and all that sort
of thing, perhaps with some of the more traditional investors with
a long-term track record that might work well. Some of the newer
actors—let us take China, for example. I know you have worked
very diligently to try and convince them about the best practices
of allowing the marketplace to set exchange rates.

Their progress has been, let us say, halting to date. As a matter
of fact, it is that practice that has led to some of the reserves they
have accumulated which now lead us to the sovereign wealth fund
issue.

So some of us are a bit skeptical that moral suasion and best
practices alone will be enough to convince some of the new actors
on the stage to behave in a way that the American people would
view as good for our economy and yet insulating us from the poten-
tial for political abuse.

Secretary PAULSON. Can I make one other point that is related
to all of this? And, as Chairman of the CFIUS process, I work very
hard to look at national security and other issues and enforce the
law.

I would say the other thing that we have got going for us is once
any investment comes into this country, we have the full force of
the SEC, the Justice Department, all of the laws, all of the regula-
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tions we have to protect us, protect us against abuses and so on.
So, again, I think we need to be vigilant. I do not think we need
to be fearful, and I know you are not suggesting that. You are I
think in a very careful way raising the issues, and these are issues
we are all focused on.

Senator BAYH. Thank you.

Chairman DopD. Thank you very much. Let me just—you know,
since you have raised CFIUS and I thought this was important. I
want to thank Senator Bayh and others who raised this. We had
a very good hearing Senator Bayh chaired earlier in the year. This
is a very important subject matter for the very reason. The last
thing we want to be is xenophobic about this subject matter. It has
been a—there has been a great source of wealth creation in the
country to attract capital to come here.

On the CFIUS, I am having—we did a good job I think here
working with the Administration and writing that legislation. And
there is some, I think, maybe a little confusion about the question
of these bright lines, and you sort of alluded to it right there, which
provokes this point.

And that is we set a line on a certain amount of investment in
the country that would trigger CFIUS and the kind of examina-
tion—national security issues.

As T recall having written this, along with other members here,
that line is not that bright. I mean there are ways in which actu-
ally, as you point out, I think we need to be clear on this that we
are—the CFIUS process can actually be engaged far short of a min-
imum amount of investment in the country, where there are some
controlling interests, board members, other matters here that
would allow the Treasury and others to take a good hard look at
this.

And it might be helpful, Mr. Secretary, to clarify that a bit. In
light of Senator Bayh’s question, I think we might reduce some of
the concerns about the ability of us to actually make the very ex-
amination you just suggested in your last point.

Secretary PAULSON. Well, right. Well, first of all, CFIUS is

Chairman DobpD. National security motivated.

Secretary PAULSON. National security——

Chairman DobDD. I agree. And it is

Secretary PAULSON [continuing]. It is focused on national secu-
rity, so that is paramount.

Chairman DoDD. But Senator Bayh’s point here when you are
talking about some of these issues, that line gets blurred a bit be-
tween national security and economic investment.

Secretary PAULSON. It is so. It is focused on national security,
and then, as you said, when you look at control, what is control
and there we do not have bright lines. It can be different in dif-
ferent situations. So I think it is very important that we have the
flexibility when we look at this, because, as someone who has
worked in the capital markets for a long time, I can just tell you
depending on the size of the company, the composition of the share-
holder base, the composition of the board, control can take place at
different shareholding levels.

So, again, we have flexibility, and we are vigilant there.
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Chairman DobDD. I do not want to dwell on the point, but I think,
in fact, Senator Bayh talking the other day, we made the point that
it was recent major investment in a major bank in New York, and
then the—and then there was an investor that had less than 10
percent, but before they decided on the new CEO, they went out
and checked with that latest investor, which raises the issue.

Anyway, we are going to run out of time here. The last ques-
tioner is Senator Akaka, and then we are going to be through.
Thanks.

Senator AKAKA. Thank you very much, Mr. Chairman. I want to
add my welcome to Secretary Paulson, Chairman Bernanke, and
Chairman Cox to this Committee’s hearing on our economy and fi-
nancial markets.

I want you to know that the years I have been here, I have been
very interested in financial literacy and raising the level of infor-
mation to our people in this country so they may work with the fi-
nancial industry.

Mr. Secretary, the Fair and Accurate Credit Transactions Act
created the Financial Literacy and Education Commission, of which
you are the designated chairman. And because of my feelings, I feel
this is very, very important to our country.

Without a sufficient understanding of economics and personal fi-
nances, individuals would not be able manage their finances appro-
priately or evaluate credit opportunities successfully, invest in
long-term financial goals in an increasingly complex marketplace;
or to be able to cope with difficult financial situations.

It is essential that we work toward improving education, con-
sumer protections as well, and empowering individuals and fami-
lies through economic and financial literacy in order to build
stronger families and businesses and communities.

So I want to see the Commission improve the financial literacy
of all Americans.

The GAO has recommended that the Financial Literacy and Edu-
cation Commission incorporate additional elements into the na-
tional strategy to help, and these are the two: to help measure re-
sults and ensure accountability.

So my question to you is what has the Financial Literacy and
Education Commission done to address the issue of measuring re-
sults and ensuring accountability?

Secretary PAULSON. Senator, first of all, thank you very much for
the question, and thank you for your leadership in this area, which
is absolutely critical.

As you have said, I chair the Commission, and the President had
asked me to put together a plan, which we have put together,
which we have rolled out, and it is one that is aimed not just at
educational institutions, but it is aimed at the workplace. It is
aimed at communities, and it is really quite a comprehensive plan.

And I would very much welcome the opportunity to come up and
spend some time with you on this and really to talk to you about
this in some detail.

Senator AKAKA. Thank you.

Secretary PAULSON. Thank you.

Senator AKAKA. Thank you for that. I appreciate it.
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Chairman Bernanke, in my home State of Hawaii, remittances
are extremely important to many of my constituents, and a portion
of their hard-earned wages are sent to relatives abroad.

I am concerned that the fees that are often paid are too high.
And our banks and our credit unions often provide lower-cost re-
mittances.

So my question to you is what do you think must be done to en-
courage more people to utilize mainstream financial institutions for
remittances services?

Mr. BERNANKE. Senator, you are correct. That is a very impor-
tant question, one the Federal Reserve has been very much in-
volved in. I think there is, in some cases, a tendency for new arriv-
als to be distrustful of the banks or less willing to be involved in
the banking system. And it is incumbent on the banks and the
credit unions to reach out to a new group of customers who not
only will be remittance customers, but once they become ac-
quainted with the bank could become depositors or savers or bor-
rowers as well.

So we have encouraged banks and other financial institutions to
reach out, to get people, staff, who speak the relevant language, to
have community outreach, to try to bring people into their organi-
zations. As you point out, frequently they can offer remittance serv-
ices at reasonable prices.

The Federal Reserve has also been trying to support these efforts
by establishing relationships with, for example, banks in Mexico
that will help transmit remittances at the lowest possible cost.

So I think by, you know, through all these efforts, we will accom-
plish several goals. One is to increase competition and improve
service and reduce costs for remittances in particularly immigrant
neighborhoods; at the same time, bring more people into the main-
stream of our financial system and it relates, of course, to financial
literacy so they can be full participants in our economy.

Senator AKAKA. Thank you very much, Mr. Chairman. My time
has expired. I will submit a question for the record.

Chairman DobpD. Thank you very much, Senator. I appreciate it
very much.

And I am going to—this has been very patient. We have kept you
a long time today, but very, very important and very valuable.

Chairman Cox, Senator Shelby has a question for you, but I am
going to excuse our two other witnesses. I know they have other
appointments to make. I want to thank both of you. This is an on-
going obviously conversation. I think this is a very serious problem.
Obviously, language is important, but I think we need to empha-
size how important it is we work together to do everything we can
to get this moving in the right direction.

Let me just also suggest to you here—I am going to leave the
record open for written questions. I would ask that because we
have had some problem in getting answers back within 2 weeks,
and I would ask the respective offices of the Treasury and the Fed
if you could have the answers back within 2 weeks, it would be
very, very helpful. Thank you very much.

Senator Shelby.

Senator SHELBY. Chairman Cox, I will be brief. One of the factors
that has not helped the current crisis in our credit markets is our
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lack of transparency. There is no price reporting mechanism for
collateralized debt obligations in credit default swaps, for example.

One of the biggest shocks to our financial system was the rapid
loss of confidence in complex instruments like these that were sold
by banks to a handful of investors.

Do you believe it would be beneficial to our markets to allow the
investors to see the actual prices for these complex instruments?
And what steps could you take as a regulator, as the Chairman of
the SEC, to make that happen?

Mr. CoX. Senator, transparency is helpful in any market, and
certainly that is the case here.

Senator SHELBY. It helps set the market, does it not?

Mr. Cox. In particular, when one combines the lack of trans-
parency with complexity of the instruments

Senator SHELBY. Yes.

Mr. Cox [continuing]. Part of the reason that the ubiquity of
these products has resulted in consequences that one might not
have predicted on the face of it all is that there was a whole lot
of reliance on other parties, on other guarantors of quality, and
what the market now insists on doing is finding out for itself
whether or not investments are of sufficient investment grade that
funds and firms will make these investments themselves.

So all that we can do to help to provide transparency in this mar-
ket, the SEC will do.

Senator SHELBY. That is good. Thank you.

Chairman DoDD. Very good. Chairman Cox, we thank you very
much as well. Thanks for staying around a few extra minutes for
Senator Shelby’s question.

Mr. Cox. Thank you.

Chairman DoDD. It was a very good hearing. We had—I think
virtually every—almost member attend, indicating obviously the in-
terest in the broad subject matter here.

I want to thank my colleague, Senator Shelby, and other mem-
bers of the Committee, and the Committee will stand adjourned.

[Whereupon, at 1:02 p.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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Statement of Senator Tim Johnson
Senate Committee on Banking, Housing and Urban Affairs
“The State of the United States E y and Financial Markets”
February 14, 2008

Chairman Dodd, thank you for holding today’s hearing on the current state of the U.S. economy and
financial markets. I also want to thank today’s witnesses; I look forward to your testimony. This is an
important and timely hearing.

Each day we find mostly unwelcome messages about the state of the economy. On Monday, the White
House optimistically predicted that the economy will continue to expand, but at a slower rate; yet some
analysts contend that we are already in a recession; others believe the worse is yet to come in the
housing market and home prices could fall an additional 25% this year.

Credit for non-prime borrowers is nearly shut down, home-equity loans and lines of credit are limited,
jumbo mortgage rates are high, and nearly a third of planned home sales were canceled or delayed in the
last quarter of the year because of loan problems.

The only mortgages being securitized successfully are the ones bought by Fannie Mae and Freddie Mac
which accounted for about 87% of mortgage securitizations in December, and Fannie and Freddie
continue to tighten standards and raise fees. Banks and commercial firms continue to report record
losses and write-offs, and foreign countries continue to buy up that debt.

We are seeing further concerns regarding the role of credit rating agencies in the subprime mortgage
crisis. And now, there are significant troubles in the bond insurance market. As the number of
mortgage defaults increase, rating agencies have become worried that bonds backed by troubled loans
could also default, triggering payments from bond insurers and threatening the bond insurers’ credit
ratings. If bond insurers are downgraded, the rating of the bond it insures drops, causing the value of the
bond to fall. This could create even further problems for the economy. Additionally, I have serious
concerns about how well-equipped the state regulatory system for bond insurance is to deal with the
national and international implications of the weaknesses in this market.

1t is my hope that the $168 billion economic stimulus package that the President signed into law
yesterday will provide some relief to these looming economic concerns. While obviously not a
permanent fix for economic trouble, I hope the stimulus will go a long way toward reversing recent
downturns.

The Federal Reserve rate cuts, tax rebates, small business tax incentives and recent HOPE Now changes
to freeze certain foreclosures and broaden outreach effort to delinquent subprime borrowers are
necessary emergency measures, but it is also important that we work to protect the economic security of
Americans by looking for long-term solutions. Creating an environment that fosters good paying jobs,
investing in the public good, emphasizing entrepreneurship, addressing the costs of healthcare and
energy prices, and protecting Americans pocketbooks by promoting financial literacy all come to my
mind. I'hope that the panelists today can offer some ideas on how we can stabilize the economy and
financial markets in the short-term and long-term.
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Statement of U.S. Senator Elizabeth Dole
Banking Committee Hearing on “The State of the United States Economy and
Financial Markets”
10:00 a.m. Thursday, February 14, 2008 - 538 Dirksen
Opening Statement
Chairman Dodd and Ranking Member Shelby, thank you for holding this
important hearing on the state of our economy and financial markets. I appreciate this
committee’s careful consideration of this issue today, particularly in light of current

housing and financial unrest.

Since last August, our financial markets have experienced tremendous
uncertainty. Credit and capital markets around the world have struggled to comprehend
the ramifications of the U.S. subprime lending and housing crisis. Fortunately, the
Federal Reserve has been quick to act, lowering the federal funds rate from 5.25 percent

to 3 percent.

Congress is also working to help boost our economy. I am pleased that just last
week we passed an economic stimulus package that provides tax incentives to help
businesses invest and create jobs and that targets Americans, such as seniors and disabled

veterans, who need it most.

Over the past quarter, preliminary indications show that the growth in Gross
Domestic Product (GDP) was six-tenths of one percent. This is down from the third
quarter GDP growth of 4.9 percent. Another troubling statistic is the Labor Department’s
latest finding that while the U.S. unemployment rate for January 2008 actually declined,
the number of payroll jobs also declined. As a former Secretary of Labor, I find this
latest economic indicator troubling, and I will be watchful of a developing trend in the

coming months.

“In my home state of North Carolina, the unemployment rate in 2007 hovered
around 5 percent. This rate was a bit higher in the first part of last year; however, in

recent months North Carolina’s rate has remained close to the national average.
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In recent years, North Carolina has undergone a difficult economic transition, and
our state continues to evolve from a manufacturing and agriculture-based economy to a
more services-oriented economy. This transition in my home state highlights the need
across our country to address the growing gap between skilled and unskilled workers, so

that there are opportunities for all as our economy moves forward.

To this end, Senator Cantwell and I introduced the Trade Adjustment Assistance
Reform Act of 2007, which would allow more workers to receive TAA benefits, even
when their jobs relocate to countries without preferential trade agreements with the
United States. Eligible workers can obtain training, job search and relocation allowances,
income support and other reemployment services. TAA is critical to ensuring that
displaced workers don’t slip through the cracks and that they have the ability to train for
new careers. Since my time as Secretary of Labor, I have championed the TAA program,

and I strongly support its reauthorization.

Again, Chairman Dodd and Ranking Member Shelby, thank you for holding this
hearing. Ilook forward to hearing from our witnesses today and hearing their assessment

of the state of the U.S. economy.
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TREASURY SECRETARY HENRY M. PAULSON, JR.
OPENING STATEMENT BEFORE THE
SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS

WASHINGTON- Chairman Dodd, Senator Shelby, Members of the Committee:

Thank you for the opportunity to be here today. | am pleased to appear with my colleagues Chairman
Bernanke and Chairman Cox. 1 appreciate their leadership on the challenges confronting our economy
and capital markets, and look forward to continued close, productive working relationships.

The U.S. economy is fundamentally strong, diverse and resilient, yet after years of unsustainable home
price appreciation, our economy is undergoing a significant and necessary housing correction. The
housing correction, high energy prices and capital market turmoil are weighing on current economic
growth. 1 believe that our economy will continue to grow, although its pace in coming quarters will be
slower than what we have seen in recent years.

Four weeks ago, recognizing the downside risks to our economy and that the short-term cost of doing
nothing was too high, President Bush called for an economic growth package to provide a temporary
boost to our economy as we weather the housing correction.

The Congress responded with bipartisanship, cooperation and speed to pass an economic growth
package that is temporary, broad-based and will assist our economy quickly. We have demonstrated to
the nation and the world that we can come together to address the needs of the American people as we
weather the housing downturn,

Yesterday, the President signed the economic package into law and Treasury is already working to send
payments out to more than 130 million American households.

The IRS will manage the current tax filing season and simultaneously prepare to issue these additional
payments starting in early May. Payments will be largely completed this summer, putting cash in the
hands of millions of Americans at a time when our economy is experiencing slower growth. Together,
the payments to individuals and the investment incentives for businesses will help create more than half
a million jobs by the end of this year.

[n addition to this growth plan, the Administration will continue to focus on aggressive action to try to
provide alternative options to foreclosures. This includes encouraging the HOPE NOW alliance, a
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coalition representing over 90 percent of the subprime servicing market, and non-profit mortgage
counseling organizations, trade associations and investors.

This industry-wide effort employs multiple tools to reach and help struggling homeowners, including
streamlining able subprime borrowers into re-financings and loan modifications.

The HOPE NOW effort is making progress. According to updated statistics, in the second half of 2007
the industry assisted 869,000 homeowners, including 545,000 subprime borrowers who received loan
modifications and repayment plans. The progress rate is accelerating; the number of subprime
modifications in the fourth quarter doubled over the rate in the third quarter. In Q4 alone, of the
estimated 1.5 million homeowners of all types delinquent 60 or more days, over 470,000 received help
from their servicer and almost 30 percent of those received a loan modification.

{ expect that this progress will accelerate in 2008. In January, the industry began implementing a new
framework to streamline mortgage modifications for able but struggling subprime borrowers. As
announced by the American Securitization Forum, this framework will greatly speed the financial
evaluation process --- borrowers who have made their initial payments but cannot afford the interest rate
reset may be fast-tracked for modification or re-finance, allowing mortgage counselors and servicers to
devote time and resources to the more difficult cases.

Currently, 1 am focusing on two aspects of this effort: first, on ensuring that the ASF framework is
adopted throughout the industry, so that the industry is better prepared to deal with the rising volume of
subprime mortgage resets; and second, on ensuring that the HOPE NOW alliance produces timely
metrics so that policy makers and industry participants can evaluate progress and make adjustments as
needed.

{ appreciate this Committee’s leadership and specific efforts to address issues that have arisen during the
housing downturn. Finalizing the FHA modernization bill will provide additional tools to help
homeowners and T encourage you and the House to reach consensus as soon as possible. Enactment of
GSE regulatory reform is also a very high priority for Treasury and the Administration, and I commend
the chairman and committee members for your willingness to move forward promptly. While not under
this committee’s jurisdiction, the Administration has also proposed legislation that will allow states to
issue tax-exempt bonds for innovative refinancing programs. This tax proposal is in addition to that
signed into law in December, which provides temporary tax relief for homeowners facing increased
taxes due to forgiven mortgage debt. All of these initiatives may help mitigate the housing headwinds,
and we remain open to other good ideas as we move forward.

Treasury continues to monitor capital markets closely and to advocate strong market discipline and
robust risk management. While we are in a difficult transition period as markets reassess and re-price
risk, | have confidence in our markets. They have recovered from stressful periods in the past, and they
will do so again.

Working through the current stress is our first concern, Through the President’s Working Group on
Financial Markets, we are also reviewing underlying issues ranging from enhancing risk management to
market infrastructure, to reporting and disclosure, to ratings and investor practices. We know a short-
term boost to our economy is needed. We also know that it is just as important to get the long-term
policy response right.

Thank you and | am pleased to take your questions.

-30-
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Chairman Dodd, Senator Shelby, and other members of the Committee, I am pleased to
be here to offer my views on financial conditions, the near-term economic outlook, and related
issues.

As you know, financial markets in the United States and in a number of other
industrialized countries have been under considerable strain since late last summer. Heightened
investor concerns about the credit quality of mortgages, especially subprime mortgages with
adjustable interest rates, triggered the financial turmoil. However, other factors, including a
broader retrenchment in the willingness of investors to bear risk, difficulties in valuing complex
or illiquid financial products, uncertainties about the exposures of major financial institutions to
credit losses, and concerns about the weaker outlook for the economy, have also roiled the
financial markets in recent months.

As the concerns of investors increased, money center banks and other Jarge financial
institutions have come under significant pressure to take onto their own balance sheets the assets
of some of the off-balance-sheet investment vehicles that they had sponsored. Bank balance
sheets have swollen further as a consequence of the sharp reduction in investor willingness to
buy securitized credits, which has forced banks to retain a substantially higher share of
previously committed and new loans in their own portfolios. Banks have also reported large
losses, reflecting marked declines in the market prices of mortgages and other assets that they
hold. Recently, deterioration in the financial condition of some bond inéurers has led some
commercial and investment banks to take further markdowns and has added to strains in the
financial markets.

The banking system has been highly profitable in recent years and entered this episode

with strong capital positions. Some institutions have responded to their recent losses by raising
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additional capital. Notwithstanding these positive factors, the unexpected losses and the
increased pressure on their balance sheets have prompted banks to become protective of their
liquidity and balance sheet capacity and, thus, to become less willing to provide funding to other
market participants, including other banks. Banks have also become more restrictive in their
lending to firms and households. For example, in the latest Senior Loan Officer Opinion Survey
conducted by the Federal Reserve, banks rgponed having further tightened their lending
standards and terms for a broad range of loan types over the past three months. More-expensive
and less-available credit seems likely to continue to be a source of restraint on economic growth.

In part as the result of the developments in financial markets, the outlook for the
economy has Worse;led in recent months, and the downside risks to growth have increased. To
date, the largest economic effects of the financial turmoil appear to have been on the housing
market, which, as you know, has deteriorated significantly over the past two years or so. The
virtual shutdown of the subprime mortgage market and a widening of spreads on jumbo
mortgage loans have further reduced the demand for housing, while foreclosures are adding to
the already-elevated inventory of unsold homes. Further cuts in homebuilding and in related
activities are likely.

Conditions in the labor market have also softened. Payroll employment, after increasing
about 95,000 per month on average in the fourth quarter, declined by an estimated 17,000 jobs in
January. Employment in the construction and manufacturing sectors has continued to fall, while
the pace of job gains in the services industries has slowed. The softer labor market, together
with factors including higher energy prices, lower equity prices, and declininé home values,
seem likely to weigh on consumer spending in the near term. On the other hand, growth in

U.S. exports should continue to provide some offset to the softening in domestic demand, and the
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recently approved fiscal package should help to support household and business spending during
the second half of this year and into the first part of next year.

On the inflation front, a key development over the past year has been the steep run-up in
the price of oil. Last year, food prices also increased exceptionally rapidly by recent standards,
and the foreign exchange value of the dollar weakened. All told, over the four quarters of 2007,
the price index for personal consumption expenditures (PCE) increased 3.4 pefcent, up from
1.9 percent during 2006. Excluding the prices iof food and energy, PCE price inflation ran at a
2.1 percent rate in 2007, down a bit from 2006. To date, inflation expectations appear to have
remained reasonably \‘vell anchored, but any tendency of inflation expectations to become
unmoored or for the Fed's inflation-fighting credibility to be eroded could greatly complicate the
task of sustaining price stability a.nd reduce the central bank's policy flexibility to counter
shortfalls in growth in the future. Accordingly, in the months ahead we will be closely
monitoring inflation expectations and the inflation situation more generally.

To address these developments, the Federal Reserve has moved in two main areas. To
help relieve the pressures in the interbank markets, the Federal Reserve--among other actions--
recently introduced a term auction facility (TAF), through which prespecified amounts of
discount window credit can be auctioned to eligible borrowers, and we have been working
closely and cooperatively with other central banks to address market strains that could hamper
the achievement of our broader economic objectives.

In the area of monetary policy, the Federal Open Market Committee (FOMC) has moved
aggressively, cutting its target for the federal funds rate by a total of 225 basis points since

September, including 125 basis points during January alone. As the FOMC noted in its most
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recent post-meeting statement, the intent of these actions is to help promote moderate growth
over time and to mitigate the risks to economic activity.

A critical task for the Federal Reserve over the course of this year will be to assess
whether the stance of monetary policy is propetly calibrated to foster our mandated objectives of
maximum employment and price stability and, in particular, whether the policy actions taken
thus far are having their intended effects. Monetary policy works with a lag. Therefore, our
policy stance must be determined in light of the medium-term forecast for real activity and
inflation, as well as the risks to that forecast. At present, my baseline outlook involves a period
of sluggish growth, followed by a somewhat stronger pace of growth starting later this year as
the effects of monetary and fiscal stimulus begin to be felt. At the same time, overall consumer
price inflation should moderate from its recent rates, and the public’s longer-term inflation
expectations should remain reasonably well anchored.

Although the baseline outlook envisions an improving picture, it is important to
recognize that downside risks to growth remain, including the possibilities that the housing
market or the'labor market may deteriorate to an extent beyond that currently anticipated, or that
credit conditions may tighten substantially further. The FOMC will be carefully evaluating
incoming information bearing on the economic outlook and will act in a timely manner as

needed to support growth and to provide adequate insurance against downside risks.
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Chairman Dodd, Senator Shelby, and Members of the Committee:

Thank you for the opportunity to update you on the work of the Securities and Exchange
Commission in light of recent market events. Beginning last summer, U.S. and overseas markets
have been roiled by the deterioration of credit and liquidity conditions in the U.S. residential
mortgage market, especially the subprime portion of that market. As mortgage delinquencies
rose, other financial instruments tied to the value of those mortgages declined in value, placing
pressure on large financial institutions — both those that had packaged and marketed these
securities and those that had purchased them based, at least in part, on the high credit ratings.
The resulting large losses for some market participants, the concern in the markets about the
future performance of a range of complex structured finance instruments, and the more
generalized concern about the effects on credit markets overall have led to a more risk-averse
environment, and have contributed to a slowdown in the rate of the nation’s economic growth.

For the SEC, these recent market difficulties have posed a number of challenges. In
addressing them, the Commission has worked closely with the other members of the President’s
Working Group on Financial Markets — including Secretary Paulson and Chairman Bernanke,
who are testifying with me here today. We have also worked closely with our international
regulatory counterparts, a reflection of the global impact that the U.S. market events have had,
and the increasingly interconnected nature of today’s worldwide capital markets.

The Commission’s priorities in using the powers within our jurisdiction is to protect
investors, keep our markets healthy and vibrant, and promote capital formation. Given the scope
and complexity of the issues connected to the problems in the subprime securities market, the
Commission’s efforts in this area have involved nearly every major SEC division and office, and
every area of emphasis — including monitoring systemic risk, guarding against market abuses,
and clarifying the application of accounting rules concerning the restructuring of mortgages. To
coordinate the efforts of all of the Commission’s Divisions and Offices, Erik Sirri, the Director
of the Division of Trading and Markets, is leading an agency-wide Task Force composed of
senior leadership from each of the relevant disciplines within the SEC.
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While the Commission is not a front-line regulator of the mortgage lending business, the
derivatives industry, or the monoline insurance industry, as has been widely reported the
securities markets and the market participants that the Commission does regulate — not to
mention the investors whom it is our mission to protect — have been deeply affected by the
problems stemming from the widespread packaging and selling of residential mortgages as
securities issued by special purpose trusts that qualify for off-balance sheet treatment under
current accounting rules. Among the questions that have been raised within our jurisdiction are
the accounting treatment of these trusts and their assets; the adequacy of capital and liquidity at
the nation’s major investment banks, and the strength of their risk management practices; the
impact on money market funds from the devaluation of presumptively safe assets; the quality of
issuer disclosure by public companies involved in structured finance; the role of the credit rating
agencies, over which the SEC gained regulatory authority eight months ago; and the possibility
of violations of the securities laws by subprime lenders, investment banks, broker-dealers, and
other market participants.

The accounting issues have centered around the questions of balance sheet consolidation
and valuation. Current accounting rules limit the discretion of firms to actively manage special
purpose trusts (and the underlying loans they hold) once a loan has been sold, if they wish to
continue to maintain off-balance sheet treatment. Twice in recent months, first in July 2007 and
again in January 2008, the SEC has provided guidance on the application of these rules in the
case of limited modifications for loans where default is reasonably foreseeable. In that
circumstance, we have said, the limited modification would not invalidate off-balance sheet
treatment. This guidance has allowed refinancings and other work-out arrangements to proceed
that otherwise would have been forestalled due to highly unfavorable accounting consequences,
with the advantage of keeping people in their homes and maximizing the value of the securitized
assets. This is, however, a short-term response. The Commission’s Chief Accountant has also
asked the Financial Accounting Standards Board to revisit the underlying accounting
pronouncements to determine whether the experience of the last several months points to the
need not only for further clarifying guidance, but also for changes in the applicable rules.

The members of the President’s Working Group on Financial Markets, which includes
the Commission, play an active role in overseeing the stability of the financial system. One
important aspect of that oversight is our Consolidated Supervised Entities (CSE) program,
through which the Commission currently supervises five of the systemically important U.S.
securities firms on a consolidated, or group-wide, basis. The CSE program currently includes
Bear Stearns, Goldman Sachs, Lehman Brothers, Merrill Lynch, and Morgan Stanley. This
prudential supervision of the nation’s largest investment banks is designed to be broadly
consistent with Federal Reserve oversight of commercial bank holding companies. The purpose
of the CSE program is to monitor for, and act quickly in response to, financial or operational
weakness in a CSE holding company or its unregulated affiliates that might place regulated
entities (including U.S. and foreign-registered banks and broker-dealers), or the broader financial
system, at risk.

The Commission subjects the CSE firms to a number of requirements, including monthly
computation of a capital adequacy measure consistent with the Basel II Standard; maintenance of
substantial amounts of liquidity at the holding company level; and documentation of a
comptrehensive system of internal controls. Further, the holding company must provide the
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Commission on a regular basis with extensive information regarding its capital and risk
exposures, including market and credit risk exposures. Under the CSE program, liquidity and
liquidity risk management are also a critical focus. This is because the ability of a firm to
withstand market, credit, and other types of stress events is linked not just to the amount of
capital the firm possesses, but also to the sufficiency of liquid assets to meet obligations as they
arise. The Commission seeks to determine whether each CSE firm has adopted and follows
procedures to ensure that the holding company has sufficient stand-alone liquidity and financial
resources to meet its expected cash outflows in a stressed liquidity environment for a period of at
least one year.

In addition to monitoring capital adequacy, liquidity, and liquidity risk management at
the CSE firms, Commission staff meet regularly with senior managers of critical control
functions at the firms who are focused on market and credit risk exposures. These include senior
financial controllers, treasury personnel, internal audit personnel, and risk managers.
Commission staff also meet periodically with the top management of the CSE firms. As aresult
of this regular interaction, the Commission has been able to identify emerging trends — for
example, the CSE program provided an early window for our accounting professionals into the
challenge facing all financial firms in valuing assets for which the secondary market was no
longer liquid.

Another aspect of our oversight is the mutual fund industry. Here, too, the Commission
staff has been active in working with the managers of money market funds as they cope with the
downgrading of ratings and the declines in value of securities in which their funds have invested.
Commission rules limit money market funds to investing in high-quality, short-term investments
in an effort to ensure that these bedrocks of the financial system are reliable in all market
conditions. Losses by a money market fund would be reflected by the fund re-pricing its
securities below $1.00 (known as “breaking the buck™). Only one fund, and that of very modest
size, has ever broken the buck since the development of money market funds in the 1970s. The
Commission is closely monitoring the fund industry and while we have seen some instances of
funds requiring infusions of capital from the corporate parents of fund advisers, we are not aware
of any money market fund that is threatened with having to reprice below $1.00.

We are also working to increase the transparency of the key publicly-traded financial
institutions in their disclosures to markets and investors. In December 2007, Commission staff
wrote to 25 leading financial institutions that are publicly owned companies, highlighting
specific disclosure issues that the firms should consider in relation to their exposure to off-
balance-sheet entities and certain structured finance products. Better illuminating the facts
concerning these exposures should give counterparties increased confidence in the fundamental
soundness of the financial system.

Last summer, using the new statutory authority that gave the SEC regulatory jurisdiction
over the credit rating agencies effective in June 2007, the Commission began examinations of the
role of the rating agencies in the subprime market turmoil. The rating agencies have been
publicly criticized regarding the accuracy of their ratings of certain structured finance products,
especially subprime residential mortgage-backed securities and collateralized debt obligations.
Critics have faulted the rating agencies for initially assigning ratings to those securities that were
too high; for failing to adjust those ratings as the performance of the underlying assets
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deteriorated; and for not maintaining appropriate independence from the issuers and underwriters
of those securities.

Our examinations are focused on whether the rating agencies diverged from their stated
methodologies and procedures for determining credit ratings in order to publish higher ratings.
They are also focusing on whether the rating agencies followed their stated procedures for
managing conflicts of interest inherent in the business of determining credit ratings for
residential mortgage-backed securities. In this regard, the examinations will seek to determine
whether the credit rating agencies’ role in the process of bringing residential mortgage-backed
securities and collateralized debt obligations to market impaired their ability to be impartial in
their ratings. I expect to receive preliminary reports from these examinations in the coming
months, with a final report in the early summer. In the meantime, we will keep you apprised of
our progress and ongoing lessons from these examinations.

In addition to the Commission’s examinations of credit rating agencies, President Bush
has directed the President’s Working Group on Financial Markets to examine more generally the
role of credit rating agencies in lending practices, how their ratings are used, and how
securitization — the repackaging and selling of assets — has changed the mortgage industry and
related business practices. As a member of the President’s Working Group, the SEC is taking a
leading role in this study.

Beyond these ongoing reviews, we are also re-examining the wisdom of the legislative
and regulatory provisions that have granted a central role to the rating agencies in our markets.
More than just providing the markets one view of the likelihood of default, the past several
months have demonstrated the power of credit ratings to move markets, and their potential to
create cascading effects in those markets. For example, the precipitous downgrade of the ratings
of residential mortgage-backed securities and CDOs affected not only the rated securities but the
funds and institutions that held and sponsored them; and now, the actual and anticipated ratings
downgrades of the monoline insurers has impacted the ability and willingness of money market
funds to hold certain assets, and contributed to a retrenchment from risk as some market
participants have lost faith in the ratings.

This sensitivity to changes in credit ratings (which extends to the monoline insurers,
whose own ratings determine the degree to which investors and issuers are willing to rely on
them) is perhaps nowhere more pronounced than in the municipal securities market. In the
municipal market, the lack of uniform, timely, and robust disclosure can leave investors with
little more than a credit rating to rely on when making an investment decision. In a letter to the
Chairman and Ranking Member of this Committee in July 2007, 1 proposed a more
comprehensive disclosure regime to ensure that investors have access to the same high-quality
disclosure from municipal issuers that is already required of corporate issuers. The recent
problems reinforce the need for such disclosures. 1 hope the Committee will seriously consider
those proposals to provide investors with better information in this important sector of the
market.

Government’s contribution to the widespread market reliance on credit ratings, by
incorporating them into the regulatory and legal framework, has a long history. But the need to
revisit the issue was recognized several years ago. In the Sarbanes-Oxley Act of 2002, the
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Congress rightly focused on whether the government imprimatur for the ratings agencies was
wise. The Sarbanes-Oxley Act required the Commission to study and report on the role of the
rating agencies — and that report, in turn, contributed in part to the Credit Rating Agency Reform
Act, which has now given the SEC the opportunity to write new rules that can create greater
competition and transparency in this area.

During the past 30 years, regulators, including the Commission, have increasingly used
credit ratings as a proxy for objective standards for monitoring the risk of investments held by
regulated entities. We have also used them as a shorthand in describing an appropriate
disclosure framework for securities of differing risks. For example, since 1975 the Commission
has relied on credit ratings to distinguish among grades of investment safety in various
regulations under the federal securities laws. In addition, a number of federal, state, and foreign
laws and regulations today use credit ratings in this and analogous ways. The recent market
disruptions highlight the limitations of this arrangement. As a result, I have directed the
Commission staff to explore alternatives to Commission regulatory reliance on credit ratings
where feasible. :

I have also directed the staff to develop proposals for new, more detailed rules under the
new Credit Rating Agency Reform Act that respond directly to the shortcomings we have seen
through the subprime experience. Among the proposals that the Commission may consider as
carly as this spring are rules that would require credit rating agencies to make disclosures
regarding past ratings, in a format that would improve the comparability of track records and
promote competitive assessments of the accuracy of the agencies’ past ratings. In addition, new
rules could be aimed at enbancing investor understanding of important differences between
ratings for municipal and corporate debt and for structured debt instruments.

Policing our markets to ensure compliance with the securities laws is also a critical aspect
of our jurisdictional responsibility in connection with the subprime market turmoil. Our Division
of Enforcement currently has more than three dozen subprime-related investigations underway.
The Division formed a subprime working group in the spring of 2007 to coordinate the
investigations in this area. They are coordinating with banking regulators as appropriate. The
investigations involve several areas of potential violations of the securities laws, including
securitization issues by underwriters and other firms involved in the process of bringing
subprime securities to market, as well as disclosures, valuations, and sales to investors. Because
these law enforcement investigations are underway, specific details remain confidential. It has
not yet been determined in any particular case whether or not securities laws were broken.

Finally, the Commission has been actively working with our international counterparts to
deal with the global market aspects of the recent market disruptions. In just the past two weeks, [
have met to discuss these issues with my European Union counterpart, with securities regulators
from over two dozen countries at the International Organization of Securities Commissions
meetings in Amsterdam, and with the chairmen of securities regulatory agencies in China, Brazil,
South Africa, and South Korea this week in Washington. The SEC is also working with the
Financial Stability Forum, an international grouping of financial regulators, international
financial institutions, and government officials, to develop a common understanding of the root
causes of the market turbulence, and to develop responsible solutions.
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There are two I0SCO projects of particular relevance to today’s discussion. First, I am
co-chairing IOSCO’s Subprime Task Force, which was created to systematically study the recent
financial market turmoil and make appropriate recommendations to better protect public markets
from the spillover effects of mortgage underwriting practices and securitization activities.
Specifically, this Task Force is looking at four areas:

» enhanced transparency by issuers of structured products and appropriate due diligence
from investors;

¢ the risk management process for intermediaries;

¢ valuation and accounting issues; and

* the roles and duties of credit rating agencies.

The Task Force is due to publish its final conclusions in May 2008.

Second, reporting to the Subprime Task Force is an JOSCO Task Force focusing
exclusively on the role of credit rating agencies in the structured finance market. This Credit
Rating Agencies Task Force, which the SEC also chairs, is examining various advancements in
the I0SCO Code of Conduct Fundamentals for credit rating agencies. IOSCO plans to produce a
consultation paper on proposed changes to the model Code of Conduct.

Each of the regulatory actions we are taking and each of those that we are contemplating,
both here and abroad, is designed to promote the health of our capital markets, to protect
investors, and to promote capital formation. I appreciate the opportunity to describe the main
aspects of the Commission’s work in this area, and I would be happy to take your questions.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR AKAKA
FROM HENRY M. PAULSON

A. RESOURCES FOR FLEC ACTIVITIES

In its review of the Financial Literacy and Education Commis-
sion (FLEC), the GAO indicated that effective national strategies
should include discussions of cost, the sources and types of re-
sources needed, and where those resources should be targeted.

Q.1. What resources will be needed to ensure that FLEC can ade-
quately fulfill its mandates?

A.1. The Commission is presently fulfilling its mandates through
the existing resources of the 20 agencies that comprise the Com-
mission.

Q.2. What additional resources will be required to support the
President’s Financial Literacy Council?

A.2. Additional resources to support the President’s Advisory Coun-
cil on Financial Literacy are not required. It is expected that the
Council will work closely with the private sector to accomplish its
objectives.

Q.3. Will you commit that this new council will not take resources
away from the Commission?

A.3. The President’s Advisory Council on Financial Literacy will
not divert resources away from the Financial Literacy and Edu-
cation Commission.

B. THE UNBANKED

Secretary Paulson, approximately 10 million households in the
United States do not have accounts at mainstream financial insti-
tutions. Unfortunately, too many of these households depend on
high-cost fringe financial services. The unbanked lose too many re-
sources to check cashers and refund anticipation loan providers.
They also miss out on opportunities to save and borrow at credit
unions and banks.

Q.4. In addition to efforts to increase financial literacy, what is the
Department of the Treasury doing to help bring the unbanked into
mainstream financial institutions?

A.4. On behalf of the Financial Literacy and Education Commis-
sion, Treasury held four regional conferences entitled “How to
Bank the Unbanked” in 2006 and 2007. The conferences were held
in Chicago, New York, Seattle, and Edinburg, Texas. Treasury is
using findings from these conferences to implement its Community
Financial Access Pilot. This new initiative will provide assistance
to eight demonstration sites throughout 2008 and 2009. In each
pilot location, Community Consultants (Treasury staff) will provide
technical assistance to implement community initiatives. At the
conclusion of the pilot Treasury will release to the public informa-
tion on effective practices. As of February 2008, the Community
Consultants have begun the process of assessing community needs,
facilitating partnerships, working with local organizations to de-
velop financial products to bring the unbanked into mainstream fi-
nancial institutions, and implementing financial education services.
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C. CFA RECOMMENDATIONS FOR THE COMMISSION

During a financial literacy oversight hearing held in April, Mr.
Steve Brobeck from the Consumer Federation of America outlined
several strategies to achieve significant and measurable improve-
ments in specific financial decisions made by most Americans. Ex-
amples of these include encouraging self-measurement of net per-
sonal wealth, use of automatic savings opportunities, periodic
checking of credit records, and on-time repayment of loans. He also
recommended that the Commission develop an online tool that
could be widely promoted as an annual financial checkup instru-
ment. This was a very interesting recommendation that could lead
to the development of concrete proposals that would result in posi-
tive behavioral change.

Q.5. Will the Commission be developing similar strategies to
achieve significant and measurable improvement in the decision
making of consumers?

A.5. The Commission tracks its progress in two ways: Completion
of tasks listed in Taking Ownership of the Future: The National
Strategy for Financial Literacy (“National Strategy”), and the level
of distribution of financial education information.

The Commission’s National Strategy includes enumerated “Calls
to Action” to improve the nation’s financial literacy. The primary
method used by the Commission to measure its progress is the
completion of the Calls to Action. Of the 32 Calls to Action, 22 of
them require implementation by the Federal government. Of the 22
Calls to Action for the Federal government, 12 have been com-
pleted.

The Commission also records the volume of its material distribu-
tion. Since April 2006, more than 2,140,000 English-language pub-
lications and 41,700 Spanish-language publications have been or-
dered through the My Money Web site and 1-888-My Money hot-
line. In addition, approximately 106,500 combined English- and
Spanish-language versions of the Commission’s National Strategy
have been distributed.

The Commission has also measured approximately 35,000
monthly visits to the My Money Web site (or 1,150 per day), with
a total of nearly 1.5 million visits since the site launched in Octo-
ber 2004.

Additionally, during the first meeting of the newly created Presi-
dent’s Advisory Council on Financial Literacy (Council), the Coun-
cil advised the Treasury Department to consult with the Financial
Industry Regulatory Authority Investor Education Foundation
(Foundation) on an upcoming baseline survey the Foundation will
be conducting on the financial knowledge, attitudes and behaviors
of the adult population in the United States. Treasury and the
Council will use the results of the survey to assess the nation’s cur-
rent level of financial literacy and to measure future changes in fi-
nancial literacy. The survey will be helpful in targeting and moni-
toring the effectiveness of both the Council’s and the Commission’s
financial literacy initiatives.
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D. STIMULUS ANTICIPATION LOANS

I am concerned that working families will have their stimulus
checks unnecessarily diminished by payday lenders. With a com-
pleted 2007 tax form, payday lenders will be able to provide a stim-
ulus anticipation loan to taxpayers. The interest rates on payday
loans are outrageously high.

Q.6. What will the Department of the Treasury do to prevent pred-
atory lenders from exploiting working families?

A.6.

Weblink: On behalf of the Financial Literacy and Education Com-
mission, the Department of the Treasury has provided a link on the
front page of MyMoney.gov leading to a fact sheet on the economic
stimulus package on the IRS website. This information contains
stimulus payment scenarios, answers to frequently asked ques-
tions, and a rebate scam alert.

Mailing: Also, for 20.5 million recipients of Social Security or
Veterans Affairs benefits the Internal Revenue Service has mailed
informational packages on the stimulus payment to help them get
their payment. Many of these recipients receiving the informational
package are unlikely to have filed a tax return for 2006 but must
file for 2007 to receive the stimulus payment. The tax package con-
tains everything the recipients will need to file a 2007 tax form im-
mediately. The package is specially designed for people who may
qualify for a stimulus payment but who normally aren’t required
to file a tax return. The mailing is separate from the more than
130 million other economic stimulus letters that were sent to tax-
payers who filed tax returns in 2006. Both of these mailings list
the IRS website as a resource to visit with any questions or con-
cerns regarding the stimulus payment.

Pilot Outreach Campaign: In the second half of 2008, the Depart-
ment of the Treasury will develop messages to educate adults on
how to determine actual lending needs, consider total lending costs,
and comparison shop for the best alternatives. These materials will
be delivered in selected markets through a number of channels
such as targeted radio announcements, printed materials, and
Internet advertisements. Adults will be directed to educational ma-
terials available at MyMoney.gov. These materials will focus on
how to avoid predatory loans and obtain low-cost financial services.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR TESTER
FROM HENRY M. PAULSON

Q.1. As many have noted, the strength of a country’s economy dic-
tates the strength of its currency. As the dollar has rapidly de-
clined in currency markets—down almost 30% over the last five
years—what will continued stagnation in growth mean for the dol-
lar? And will the recent interest rate cuts strengthen or lessen the
dollar’s position? What will it mean for American consumers?

A.1. As T have stated before, a strong dollar is in our nation’s inter-
est. Economies have their ups and downs, but I am confident that
the long-term strength and vitality of the U.S. economy will even-
tually be reflected in currency markets.
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Q.2. In the course of previous critical economic situations—reces-
sions—we have witnessed a wave of bank failures due to a variety
of factors. Do you have any concern that banks will be in similar
situations in the coming months? Or will the failure of non-bank
mortgage lenders (finance companies) that operate outside the
banking reserve system be the only casualties from the housing
and credit crunch that we are currently facing?

A.2, Our financial institutions entered this period of turmoil well-
capitalized. A number of financial institutions have experienced
problems associated with the current dislocation in mortgage and
other credit markets. To date, most of the failures have been con-
centrated in non-bank mortgage lenders, although there have been
a few failures of federally-insured depository institutions. I have
encouraged financial institutions broadly to continue raising capital
should they think it necessary, so they can continue to lend and
support our economy.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM HENRY M. PAULSON

Q.1. Considerable work has already been done establishing that
our capital markets are at risk of falling behind and providing spe-
cific regulatory, tax, and liability reforms to revive the leadership
position of the U.S. capital markets. Do you agree that it is past
time for all of us to resolve these outstanding issues and action is
required now?

A.1. A strong financial system is vitally important—not for Wall
Street, not for bankers, but for working Americans. When our mar-
kets work, people throughout our economy benefit—Americans
seeking to buy a car or buy a home, families borrowing to pay for
college, innovators borrowing on the strength of a good idea for a
new product or technology, and businesses financing investments
that create new jobs.

The current regulatory framework for financial institutions is
based on a structure that has been largely knit together over the
past 75 years. It has evolved in an accretive way in response to
problems without any real focus on overall mission: Congress es-
tablished the national bank charter in 1863 during the Civil War,
the Federal Reserve System in 1913 in response to various episodes
of financial instability, and the federal deposit insurance system
during the Great Depression. Changes were made to the regulatory
structure in the intervening years in response to other financial cri-
ses (e.g., the thrift crises of the 1980s) or as enhancements (e.g.,
the Gramm-Leach-Bliley Act of 1999 (“GLB Act”)), but for the most
part the underlying structure resembles what existed in the 1930s.

Q.2. What are the top initiatives that your agency is pursuing to
meet this need, when will you propose them, and have you set
deadlines for implementation?

A.2. Last March, Treasury convened a blue-ribbon panel to discuss
U.S. capital markets competitiveness. Industry leaders and policy-
makers alike agreed that the competitiveness of our financial serv-
ices sector and its ability to support U.S. economic growth—is con-
strained by an outdated financial regulatory framework. As the
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conclusion to a process that began in June 2007, on March 31,
2008, Treasury released its “Blueprint for a Modernized Financial
Regulatory Structure.”

In this report, Treasury presents a series of short, intermediate
and long-term recommendations for reform of the U.S. regulatory
structure. The short-term recommendations present actionable
changes to improve regulatory coordination and oversight imme-
diately. The intermediate recommendations focus on eliminating
some of the duplication of a functional regulatory system, but more
importantly try to modernize the regulatory structure for certain fi-
nancial services sectors within the current framework. Finally, we
also include a long term model for discussion. This model holis-
tically addresses the inadequacies of the current functional regu-
latory system.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR DOLE
FROM HENRY M. PAULSON

Q.1. Secretary Paulson, I want to commend you for this Adminis-
tration’s efforts to assist distressed borrowers—Treasury’s collabo-
ration with the HOPE NOW coalition, Project Lifeline, the coopera-
tion with the private sector on the 30-day foreclosure freeze—these
are all important initiatives. But I would like to ask you if there
is even more we could be doing to provide distressed borrowers
with refinancing options, too, so we can get them back into mort-
gages that are appropriate for them?

A.1. Treasury recognizes the critical importance of refinancing as
an option to help distressed borrowers avoid foreclosure; several
key actions have been taken in this area.

In September, HUD announced FHA Secure, a program targeted
at helping borrowers with adjustable-rate mortgages refinance into
a lower-rate loan. Since the announcement of the program, FHA
has closed more than 140,000 refinancing loans, and expects to
close 300,000 loans by the end of 2008. FHA Modernization is es-
sential to allow FHA to achieve even further progress, and Treas-
ury urges Congress to enact this legislation.

In December, the American Securitization Forum announced the
ASF fast-track framework for streamlining the refinancing and
modifying of subprime loans facing rate resets. The ability to iden-
tify loans that qualify for refinancing is a key element of the frame-
work, and Treasury has encouraged Hope Now Alliance members
to make refinancing an even more central part of their toolkit in
addressing the needs of distressed borrowers.

We have also called on Congress to complete GSE reform and
pass legislation to encourage states to encourage refinancing by
issuing tax exempt bonds.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM BEN S. BERNANKE

Q.1. Considerable work has already been done establishing that
our capital markets are at risk of falling behind and providing spe-
cific regulatory, tax, and liability reforms to revive the leadership
position of the U.S. capital markets. Do you agree that it is past
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time for all of us to resolve these outstanding issues and action is
required now?

Q.2. What are the top initiatives that your agency is pursuing to
meet this need, when will you propose them, and have you set
deadlines for implementation?

A.1. and A.2. The Federal Reserve currently is engaged in diag-
nosing the causes of financial market turmoil and developing regu-
latory responses to address the problems that have been identified.
Efforts to put markets and market participants on a sound footing
are our top priorities, and they will remain so for some time. That
said, however, these efforts also are consistent with the long-term
goal of ensuring that U.S. markets deliver financial services in a
competitive and efficient manner. Regulatory policies are being
evaluated carefully to ensure that they do not exacerbate strains
on markets or market participants. In addition, responses are
being coordinated with authorities in other jurisdictions to main-
tain a level playing field for global market participants going for-
ward.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR TESTER
FROM BEN S. BERNANKE

Q.1. As many have noted, the strength of a country’s economy dic-
tates the strength of its currency. As the dollar has rapidly de-
clined in currency markets—down almost 30% over the last five
years—what will continued stagnation in growth mean for the dol-
lar? And will the recent interest rate cuts strengthen or lessen the
dollar’s position? What will it mean for American consumers?

A.1. In the long run, exchange rates tend to be set by markets on
the basis of an economy’s fundamental strengths. Over shorter ho-
rizons, however, a wide array of factors may influence the exchange
rate, including movements in interest rates here and abroad, expec-
tations of future economic policies, and the evolution of the nation’s
trade and current account balances. For much of the period since
2002, the U.S. economy has expanded solidly, even as the value of
the dollar has declined in foreign exchange markets. Most recently,
the dollar has weakened alongside indicators of U.S. economic
growth.

Recent cuts in U.S. interest rates have reduced the rate of return
on liquid, dollar-denominated debt instruments, and thus, all else
equal, may have had some effect on the near-term trajectory of the
dollar. However, we believe that responding to slowing economic
activity through monetary policy actions helps to safeguard the
economy’s essential dynamism and thus, in the medium and long
run, should be reflected in the exchange value of the dollar. Such
a development, in turn, would restrain increases in the cost of liv-
ing that owe, in part, to rising import prices.

Q.2. In the course of previous critical economic situations—reces-
sions—we have witnessed a wave of bank failures due to a variety
of factors. Do you have any concern that banks will be in similar
situations in the coming months? Or will. the failure of non-bank
mortgage lenders (finance companies) that operate outside the
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banking reserve system be the only casualties from the housing
and credit crunch that we are currently facing?

A.2. While most banking institutions continue to perform well
amidst the ongoing financial turmoil, a few institutions—some
larger, some smaller—are facing difficulties. These difficulties could
be exacerbated by weakening economic fundamentals. As in past
periods of financial distress, some banks will fail should challenges
presented by the current environment continue.

One must put any discussion of possible bank failures in perspec-
tive and recognize that even in good times, banks can fail. For
more than a decade we have experienced few bank failures—no
more than ten in any given year since 1995 and none in 2005 and
2006.

In general, U.S. banks entered the current period of financial dis-
tress with strong capital ratios, which should reduce any potential
threats to their solvency. Through our examination, monitoring and
surveillance programs we will work diligently to identify problem
institutions and take the appropriate supervisory response. When
bank failures do occur we will strive to minimize the risk to the
deposit insurance fund.

RESPONSE TO WRITTEN QUESTIONS OF CHAIRMAN DODD
FROM CHRISTOPHER COX

Q.1. Concerns have arisen that some NRSROs use the same letters
for credit ratings for municipal debt, corporate debt and structured
debt instruments which have different default rates. For example,
one NRSRO’s cumulative five-year default rate for CDOs rated at
its minimum investment grade was between eight and ten times
higher than its default rate for corporate bonds that it similarly
rated.

Do you feel that this is a subject of concern? Do you think that
investors would benefit from requiring clearer or different credit
ratings scales or designations for municipal debt, corporate debt
and structured debt instruments?

A.1. Yes. Because a number of commenters have indicated that
there should be greater differentiation of ratings of securitized
products from corporate ratings, the Commission recently proposed
new rules that would require credit rating agencies either to use
distinct ratings symbols for structured products, or to make special
disclosure of the differences between ratings for structured prod-
ucts and other securities, such as corporate bonds.

Q.2. The full Committee held a hearing on “The Role and Impact
of Credit Rating Agencies on the Subprime Credit Markets” on
September 26, 2007, only a few days after the SEC’s new authority
took effect under Public Law 109-291, the Credit Rating Agency
Reform Act of 2006. At the Committee’s September hearing, Co-
lumbia University Professor Jack Coffee recommended that “the
SEC . . . calculate the five year cumulative default rates on dif-
ferent classes of financial products and disclose this data on one
centralized web site.”
What is your view of this recommendation?
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A.2. 1 believe that credit ratings performance measurement statis-
tics are vital to users’ ability to understand how well a credit rat-
ing agency has assessed the creditworthiness of issuers and obli-
gors. The rules that we proposed on June 11, 2008, include new
disclosure requirements to facilitate reliable comparisons of per-
formance between NRSROs. The disclosure of performance statis-
tics for NRSROs would provide better comparability of ratings per-
formance across the NRSROs. This could include specifying the
time periods to be covered by the statistics (e.g., 1, 3, and 10 years)
and requiring statistics for different ratings classes. As with Pro-
fessor Coffee’s recommendation, the goal is to make the NRSROs’
performance statistics more useful and transparent. I have also
asked the Commission staff to carefully review the recommenda-
tions suggested by Professor Coffee in considering possible future
rulemaking. The staff is also reviewing what additional perform-
ance measurement statistics, including historical downgrade and
default rates within each rating grade, would be useful to users of
ratings.

Q.3. Since the time of the hearing, what has the SEC learned
about the NRSROs, including their ability to manage conflicts of
interest and their role in the subprime crisis? Do you feel NRSROs
should be subject to additional regulatory requirements, such as
due diligence requirements or an obligation to update past ratings
when rating model assumptions are changed? Does the SEC need
more statutory authority to perform its mission in this area?

A.3. Beginning last fall, using the new statutory authority that
took effect in September 2007, the Commission began examinations
of the role of the rating agencies in the subprime market turmoil.
We have just released the findings from these exams and the Com-
mission staff has provided a detailed briefing on our findings to
your staff. A copy of the report has been separately provided to
you. Given the recent enactment of the Rating Agency Reform Act,
I believe the Commission has sufficient authority to address any
problems that are identified through our examinations, including
those relating to conflicts of interest and whether firms followed
their stated procedures with respect to keeping ratings up to date.
As I have indicated, the Commission staff is also preparing addi-
tional rulemakings using that new authority. If we should find that
we lack needed authority, we would, of course, work with you to
address any deficiency.

Q.4. A key factor in restoring and maintaining investor confidence
is having a Federal securities regulator that is fully funded and
has sufficient authority to protect large and small investors while
facilitating fair and efficient capital markets.

The President’s proposed Budget would fund the SEC for FY
2009 at $913 million, an increase of less than 1% over FY 2008
($906 million). The Enforcement Division’s proposed budget for FY
2009 ($318 million) is about 1% more than the budget for FY 2008
($315 million). This year, the SEC will ramp up the examination
and regulation of the NRSROs, investigate conduct related to the
subprime crisis, review late filings for options backdating, review
corporate disclosures, oversee rules for new markets and engage in
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other important activities. Will this budget be sufficient to effec-
tively perform your duties?

A.4. As you know, the SEC has an enormous task, overseeing the
nearly $44 trillion traded on U.S. equity markets; the disclosures
of almost 13,000 public companies; and the activities of about
11,000 investment advisers, nearly 1,000 fund complexes, and
5,700 broker-dealers, among others. Given the size and complexity
of the markets we regulate, even if the SEC’s budget were to dou-
ble or triple, the agency still would need to carefully set priorities.
The SEC must continue to think strategically about which areas of
the market pose the greatest risk, and which areas of potential im-
provement hold the greatest benefit for investors. And given the
fast pace of today’s capital markets, we must remain agile and
flexible enough to redirect our resources with little notice.

* The FY 2009 request would result in 4% overall increase over
two years, which is sufficient for the SEC to fulfill its mission,
continue its major initiatives, and deploy resources as needed
to emerging issues. Nonetheless, any additional money that the
Congress saw fit to provide would be put to good use.

Q.5. Would you recommend that Congress make any statutory
changes to allow the Commission to resolve the current subprime
crisis or face the next crisis more effectively?

A.5. Yes. As I testified to the Committee, the Consolidated Super-
vised Entities program should be authorized in statute and made
mandatory for investment banks, as opposed to today’s voluntary
program. In addition, last year, the Commission proposed numer-
ous authorization proposals that would improve the functioning of
the SEC, including by enhancing our enforcement authority. Fi-
nally, in July 2007 I wrote to the Committee’s leadership calling
for improvements in the statutory regime governing municipal se-
curities in order to improve the functioning of that important mar-
ket, where we can expect further subprime and derivatives-related
problems.

Q.6. Public companies, including banks and securities firms, are re-
quired to make full and fair disclosures in their securities filings
about collateralized debt obligation holdings and their valuation.
As the subprime crisis has progressed, some investors have com-
plained that corporations filed inadequate disclosures and inac-
curate valuations about their holdings in certain mortgage-backed
securities. In December 2007, the SEC staff asked public compa-
nies with investments in structured investment vehicles and other
collateralized debt obligations to make specific types of disclosures
in their filings.

Will the SEC staff increase the frequency and thoroughness of its
reviews of corporate filings, or take other appropriate steps, to
make certain that investors are given appropriate information
about such investments?

A.6. Yes. Through its regular and systematic review of public com-
pany disclosure, the Division of Corporation Finance reviews, at a
minimum, the financial statements of each public company at least
once every three years. Also, consistent with the requirements of
Sections 408 of the Sarbanes-Oxley Act of 2002, the Division of
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Corporation Finance reviews the disclosure of the largest compa-
nies more frequently. Over the past eight months, Division of Cor-
poration Finance staff noted that a number of large financial insti-
tutions could improve their disclosure regarding off-balance sheet
arrangements by providing additional information to their inves-
tors. As a result, and in recognition of changing economic cir-
cumstances, the staff sent letters to certain large financial institu-
tions in early December highlighting disclosure points that the
staff recommended the institutions consider when responding to
the Commission’s disclosure requirements relating to exposure to
off-balance sheet arrangements. The staff posted a sample of the
December 2007 letter on the Commission’s website so that all com-
panies with material off-balance sheet arrangements could consider
the disclosure suggestions. A similar effort is contemplated with re-
spect to firms’ disclosure of how they are valuing complex and il-
liquid securities.

The staff will continue to monitor the disclosure these financial
institutions provide and will, as appropriate, make suggestions on
how they can continue to improve their disclosure. The Division of
Corporation Finance will also continue its regular and systematic
review of public company disclosure and consider whether addi-
tional action is warranted.

Q.7. Some large U.S. financial firms that took major write-downs
resulting from their subprime holdings have raised capital by sell-
ing securities to sovereign wealth funds, which are owned by for-
eign governments. The partial ownership of U.S. companies by for-
eign governments offers additional sources of capital but also has
raised questions involving conflicts of interest, transparency, mar-
ket efficiency and the enforcement of securities laws abroad. These
funds could invest for purely economic reasons or could attempt to
influence a corporation’s policies and practices—such as location of
business operations, allocation of credit or capital, hiring decisions
or lobbying agenda.

Chairman Cox, in a recent speech you raised two good questions:
“What are the logical and likely outcomes of growth in this kind
of activity? Could the rise of sovereign business ultimately change
the character of U.S. markets? How should we go about answering
these questions? What are your views on these matters?

A.7. Our market economy is not premised on government owner-
ship of commercial enterprises. Governments have other important
roles to play in the economy, including as regulators, and an arms-
length relationship to commercial and competitive concerns is
healthy to the functioning of a genuine market. Nonetheless, in
other nations government ownership of business, including increas-
ingly through equity investments, is the norm. When such govern-
ments make portfolio investments in the U.S. capital market, there
are—as with cross-border investment generally—potential benefits.
Through their competition for investments in the United States,
sovereign wealth funds can help offer U.S. companies a lower cost
of capital and a more liquid market for their securities than might
otherwise be available. But those same benefits would likely accrue
to U.S. companies and markets if the foreign investment were pri-
vately directed, rather than government directed. A sovereign in-
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vestor in a number of potential concerns for regulators and other
market participants:

» Because investor is a government, the incentives that normally
drive private sector marketplace participants to make decisions
may be absent, or at least very different. Sovereign wealth
funds, and sovereign businesses, may therefore have a dis-
torting effect on markets, the pricing of assets, and the alloca-
tion of resources.

e In addition, neither sovereign wealth funds nor sovereign busi-
nesses are typically transparent in their motives or operations.
Generally, the level of transparency is related to the degree to
which the government itself is transparent to its citizens and
to the public. Overall, disclosure by sovereign wealth funds
leaves much to be desired, while public disclosure surrounding
sovereign business tends to stop at the level of the company’s
interaction with the government itself.

* Another concern about sovereign wealth funds and sovereign
businesses is not that they are foreign, but that their man-
agers are sovereign. Conflicts of interest necessarily arise when
government is both the regulator and the regulated. Rules that
might be rigorously applied to private sector competitors will
not necessarily be applied in the same way to the sovereign
who makes the rules.

» Governments that control sovereign wealth funds and sov-
ereign businesses, because they are governments, can in some
cases control certain economic events, and they may have in-
formation advantages over private market participants. Gov-
ernments routinely are privy to certain types of information
that most private investors are not.

e In addition, there is the increased opportunity for political cor-
ruption. Graft, bribery, and other forms of financial corruption
by governments and political figures is an unfortunate fact of
life throughout the world—as the Commission’s enforcement
responsibilities under the Foreign Corrupt Practices Act re-
mind us on a daily basis. When individuals with government
power also possess enormous commercial power and exercise
control over large amounts of investable assets, the risk of mis-
use of those assets, and of their conversion for personal gain,
rises markedly.

Q.8. Congress approved our CFIUS reform law last year to address
national security threats that might arise from a foreign agents’ ac-
cess to sensitive U.S. technology, critical infrastructure, or impor-
tant defense supplies. It is not necessarily meant to address some
critics’ concerns over foreign companies’ potential use of passive in-
vestment as economic leverage on U.S. capital markets.

In a speech at Harvard University’s Kennedy School of Govern-
ment on October 24, 2007, you stated “the rise of sovereign wealth
funds challenge our regulatory model in a number of ways...if gov-
ernment-owned investments lack transparency, they could con-
tribute to market volatility stemming from uncertainty about the
allocation of their assets.” What tools and enforcement authority
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are currently available to the SEC to protect investors from such
market volatility and to ensure fair and orderly markets?

A.8. The SEC currently has rules that impose disclosure obliga-
tions on all large investment funds, including sovereign wealth
funds. The primary disclosure requirements applicable to unregis-
tered funds arise under Sections 13 and 16 of the Exchange Act.
These provisions require the reporting of beneficial ownership of
securities if the owner acquires more than a certain threshold per-
centages of the stock of an issuer. These provisions apply to fund
advisers as the beneficial owners of the securities in the funds they
manage. For example, if a fund adviser has acquired more than 5%
of the stock of an issuer, Section 13 applies and the adviser must
file a Form 13D or 13G. If a fund adviser has acquired more than
10% of the stock of an issuer, Section 16 applies and the adviser
must file a Form 3 or 4. The forms require the fund adviser to state
whether the fund has any intent to change control of the company,
or whether the acquisition is instead a passive investment.

Investment advisers having investment discretion over $100 mil-
lion or more in Section 130 securities (generally any equities reg-
istered pursuant to Section 12 of the Exchange Act) also must also
file a Form 13F, which is a quarterly report of all the Section 13(f)
securities positions held by the adviser. In filing Form 13F, an ad-
viser to multiple clients may aggregate all of his clients’ positions
in a particular security. The required filings provide the SEC and
the public with a quarterly “snapshot” of the fund’s Section 13(f)
securities holdings.

The SEC has brought enforcement actions for violation of these
disclosure requirements. See, e.g., In re Quattro Global Capital,
LLC, Adv. Act Rel. No. 2634 (Aug. 15, 2007) (action against reg-
istered investment adviser having investment discretion over at
least $100 million in relevant assets for failure to file quarterly
Form 13F disclosing its Section 13(f) securities for a period of over
three years); SEC v. Scott R. Sacane, et al., Lit. Rel. No. 20258
(Aug. 29, 2007) (SEC settled action for disclosure violations under
Sections 13 and 16 of the Exchange Act as part of a market manip-
ulation scheme). If a fund were not complying with its reporting ob-
ligations, the Division of Investment Management would likely
bring the filing requirements to the funds’ attention. If further
steps are necessary to obtain the necessary disclosures, the En-
forcement Division may file an injunctive action in federal court, or
an administrative proceeding within the SEC, to compel compliance
with the disclosure requirements. The difficulty with opaque inves-
tors such as sovereign wealth funds, of course, is that the SEC has
no way of knowing whether they have failed to comply in the first
place.

Q.9. The press reports that there is growing uncertainty regarding
the ability of bond insurers to meet their financial obligations in
the event of downgrades to collateralized debt obligations, asset-
backed securities, and other structured finance products containing
subprime loans. In recent weeks, several bond insurers have seen
their credit ratings lowered and analysts have speculated that bond
insurers may face future ratings downgrades. These events could
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have serious implications for banks and other financial institutions
which hold insured bonds or credit default swaps.

What is your assessment of this situation and the efforts of State
regulators and the private sector to address this?

A.9. As a threshold matter, the Commission does not regulate these
financial guarantors, known colloquially as monoline insurers;
rather this is the domain of state insurance regulators. There are,
however, various ways that the securities markets and their par-
ticipants, which the Commission does regulate, may be impacted by
ratings downgrades of monoline insurers.

These bond insurers began by insuring against defaults on bonds
issued by municipalities—a market that has not historically experi-
enced many or sizable defaults. During the 1990s, some bond insur-
ers migrated to insuring complex securities backed by home mort-
gages, including subprime instruments. In insuring such structured
products, many of these bond insurers assumed that losses on
mortgage-backed securities would stay within historical ranges. As
the housing boom continued for many years, defaults were indeed
low and housing-related assets were considered relatively safe.
During 2006, however, there was increasing evidence of the dete-
rioration in home prices and a related rise in mortgage default
rates. As the deterioration has continued, market participants are
questioning whether such bond insurers will in fact be able to pay
on their bond guarantees and credit protection that they
underwrote.

Fortunately, the underlying credit of many insured municipal
bonds is quite strong. Indeed, the municipal issuers are beginning
to question the desirability of obtaining municipal bond insurance
at all. Demand for municipal bond insurance is reportedly shrink-
ing at the fastest pace in the industry’s 36-year history. State and
local governments bought protection on only 26 percent of the $40.8
billion in bonds they sold in January and February 2008, down
from 53 percent a year earlier, according to data compiled by
Bloomberg.1

The Commission staff recognizes that a significant downgrade in
a monoline insurer’s rating could result in the securities becoming
ineligible under rule 2a—7 for investment by money market funds.
Also, in the long term, the inability of bond insurers to maintain
high credit ratings may restrict the supply of high-quality paper for
tax-exempt money market funds.

There are other possible effects that a significant downgrade in
a monoline insurer’s rating could have on money market funds.
The municipal securities they hold include variable rate demand
notes (“VRDNSs”) and tender option bonds (“TOBs”) that typically
have liquidity backstops, or “puts,” that are provided by a financial
institution. These liquidity features serve to provide a source of
cash to satisfy redemptions by fund shareholders, and also to short-
en the municipal bonds’ maturities and make them eligible invest-
ments for a money market fund. A significant downgrade could ter-
minate the put, and thus result in money market funds holding
long-term securities that would be inappropriate for funds main-

1 Michael McDonald and Christine Richard, “Insurance Drops for Municipal Debt, Undermines
MBIA,” Bloomberg News, March 13, 2008.
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taining a stable net asset value. The Commission staff has been in
regular contact with fund management companies, which are
aware of these risks and have taken steps intended to protect
funds and thus fund investors from the loss of these puts.

Monoline insurer downgrades also potentially affect systemically
important securities firms. SEC staff have discussed frequently the
various exposures to monolines with risk managers, treasurers,
and business unit personnel at these firms. While the monolines
are important market participants, the systemically important se-
curities firms are highly aware of and actively manage their expo-
sures to the monoline sector. The Commission staff is also in reg-
ular communication with other financial services supervisors, par-
ticularly the Federal Reserve Board, which directly oversees the
holding companies of the most of the systemically important com-
mercial banks, the OCC, which oversees nationally charted com-
mercial banks, and the UK’s Financial Services Authority. Through
a variety of formal and informal channels, the staff has worked
with these other supervisors to understand the possible impact of
downgrade or financial distress on individual institutions and on
the broader financial system.

Q.10. Does it appear to you that there will result potentially sig-
nificant problems involving the securitization of credit card debt?

A.10. The SEC does not regulate credit card debt markets and
these securities are generally offered in private placements outside
the Commission’s purview. Through the SEC’s supervision of sys-
temically important securities firms the Commission does monitor
the investment firms’ risk exposure to and risk management of
securitized products supported by a range of assets, including cred-
it card receivables. In our ongoing and frequent discussions with
senior risk officers and market participants, the firms have rep-
resented that they are aware of their risk exposures to such prod-
ucts and have risk controls for managing such exposures.

Q.11. What lessons has the Commission learned from the current
subprime crisis?

A.11. While the Commission is not a front-line regulator of the
mortgage lending business, the derivatives industry, or the
monoline insurance industry, the securities markets and the mar-
ket participants that the Commission does regulate—not to men-
tion the investors whom it is our mission to protect—have been
deeply affected by the problems stemming from the widespread
packaging and selling of residential mortgages as securities. Among
the problems that have surfaced are the deterioration in lending
standards that led to the creation of so much low-quality mortgage
debt; the abuses stemming from the prevalence of the originate-to-
distribute model that diminished incentives to control risk, the ac-
counting treatment of the trusts created to hold this risky debt in
securitized form; the adequacy of commercial banking measures of
capital and liquidity for determining the proper levels of assets at
the nation’s major investment banks; the impact on money market
funds from the devaluation of presumptively safe assets; the qual-
ity of issuer disclosure by public companies involved in structured
finance; and the adequacy of the standards for evaluating struc-
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tured products employed by the credit rating agencies, over which
the SEC gained regulatory authority last summer.

The deterioration of lending standards that led to the creation of
so much risky paper, as well as the role of commercial banks in
originating and securitizing mortgage credit, falls outside the
SEC’s jurisdiction. The accounting issues have centered around the
questions of balance sheet consolidation. Current accounting rules
limit the discretion of firms to manage special purpose trusts (and
the underlying loans they hold) once a loan has been sold, if they
wish to continue to maintain off-balance sheet treatment. Twice in
recent months, first in July 2007 and again in January 2008, the
SEC has provided interpretive guidance on the application of these
rules in the case of limited modifications for loans where default
is reasonably foreseeable. In that circumstance, we have said, the
limited modification would not invalidate off-balance sheet treat-
ment. As a result, these financial institutions were not required to
consolidate these trusts—which would have had negative ramifica-
tions on the bank’s regulatory capital requirements. As a result,
refinancings and other work-out arrangements have proceeded,
with the advantage of keeping people in their homes and maxi-
mizing the value of the securitized assets. This is, however, a
short-term response. The Commission’s Chief Accountant has also
asked the Financial Accounting Standards Board to revisit the un-
derlying accounting guidance to determine whether recent experi-
ence points to the need not only for further clarifying guidance, but
also for changes in the applicable rules.

The members of the President’s Working Group on Financial
Markets play an active role in overseeing the stability of the finan-
cial system. One important aspect of that oversight is our Consoli-
dated Supervised Entities (CSE) program, through which the Com-
mission supervises the systemically important U.S. securities firms
on a consolidated, or group-wide, basis. In my testimony to the
Senate Banking Committee on April 3, 2008, I described in signifi-
cant detail the CSE program as it related to the events leading up
to the merger between Bear Stearns and JP Morgan Chase. We
have learned from the Bear Stearns experience that investment
banks can be subject to a “run” similar to the way deposit-taking
institutions have been, and we have learned that the 2004 decision
to apply commercial bank metrics for capital and liquidity to in-
vestment banks was inadequate to prevent such a run.

Another aspect of our oversight is the mutual fund industry.
Here, the Commission staff has been active in working with the
managers of money market funds as they cope with the down-
grading of ratings and the declines in value of securities in which
their funds have invested. Commission rules limit money market
funds to investing in high-quality, short-term investments in an ef-
fort to ensure that these bedrocks of the financial system are reli-
able in all market conditions. Losses by a money market fund
would be reflected by the fund re-pricing its securities below $1.00
(known as “breaking the buck”). The Commission is closely moni-
toring the fund industry and while we have seen some instances
of funds requiring infusions of capital from the corporate parents
of fund advisers, no money market fund has repriced its shares
below $1.00.
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In light of recent events, we are also working to increase the
transparency of the key publicly-traded financial institutions in
their disclosures to markets and investors. In December 2007,
Commission staff wrote to 25 leading financial institutions that are
publicly owned companies, highlighting specific disclosure issues
that the firms should consider in relation to their exposure to off-
balance-sheet entities and certain structured finance products. Bet-
ter illuminating the facts concerning these exposures should give
counterparties increased confidence in the fundamental soundness
of the financial system. We are planning a similar initiative to in-
crease the transparency with respect to how firms are valuing their
assets.

Using the new statutory authority that took effect in September
2007, the Commission recently concluded examination of the role
of the rating agencies in the subprime market turmoil. A copy of
our examination report has been separately provided to you. This
examination is important, because more than just providing the
markets one view of the likelihood of default, the past several
months have demonstrated the power of credit ratings to move
markets, and their potential to create cascading effects in those
markets. Beyond these ongoing examinations, we have recently
proposed rules aimed at reducing the extent to which our regu-
latory system grants a central role to the rating agencies.

We have also proposed detailed rules under the new Credit Rat-
ing Agency Reform Act that respond directly to the shortcomings
we have seen through the subprime experience. Our proposals
would require credit rating agencies to make disclosures regarding
past ratings, in a format that would improve the comparability of
track records and promote competitive assessments of the accuracy
of the agencies’ past ratings. In addition, the rules would enhance
investor understanding of important differences between ratings
for municipal and corporate debt and for structured debt instru-
ments.

Each of the regulatory actions we are taking and each of those
that we are contemplating, both here and abroad, is designed to
promote the health of our capital markets, to protect investors, and
to promote capital formation.

Q.12. The public expresses concern when they perceive that cor-
porate executives receive excessive compensation, particularly
when the corporation is losing money or its stock is falling value.
For example, there was public concern last October, when the CEO
of a large securities firm left with reportedly over $160 million in
stock, options and retirement benefits a week after the firm re-
ported its largest-ever quarterly loss, which included write-downs
of $7.9 billion across CDOs and U.S. subprime mortgages, and the
firm’s stock price fell significantly.

In 2006, the SEC required public companies to disclose more in-
formation about executives’ compensation in annual filings, but
that does not seem to have controlled the problem. Shareholders
have offered proposals regarding executive compensation at the an-
nual meetings of public companies. Recently, the SEC developed an
Internet tool for investors to compare executives’ compensation on-
line.
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What are the Commission’s views and plans on how to address
the executive compensation issue in the future?

A.12. Shareholder proposals asking boards to implement advisory
shareholder votes on executive compensation—commonly called
“say on pay” proposals—are one way that investors can use the en-
hanced information provided under the SEC’s new executive com-
pensation rules. The Commission’s rules concerning such share-
holder proposals allow ordinary shareholders meeting modest eligi-
bility requirements to submit proposals that may be considered at
the company’s annual meeting through the company’s proxy mate-
rials. The staff received 28 no-action requests to exclude “say on
pay” proposals during the 2006—2007 proxy season and received 19
during the 2007-2008 proxy season. Generally, the “say on pay”
proposals request that shareholders be allowed to cast non-binding
votes on executive compensation at the companies’ annual meet-
ings. In most cases, the staff has found that companies must in-
clude these proposals in their proxy materials.

The Commission staff is also working to ensure that the execu-
tive compensation rules are being applied in company proxy state-
ments as intended. In an effort to both evaluate compliance with
the new rules and provide guidance on how companies could im-
prove their first-time disclosures in this area, the Division of Cor-
poration Finance reviewed the 2007 proxy statements of 350 com-
panies and published its “Staff Observations in the Review of Exec-
utive Compensation Disclosure.” This report provides an overview
of the significant areas of comment on the first-year disclosures.
Subsequently, the Division of Corporation Finance issued second
comment letters to approximately 70% of the companies. Following
its normal procedures, the Division of Corporation Finance is post-
ing the correspondence relating to its completed reviews on the
SEC website. This should provide greater information on the actual
comments and how companies responded to them, and assist com-
panies in enhancing future executive compensation disclosure.

The Executive Compensation Reader on the SEC website was de-
signed to alleviate the power of XBRL data tagging for making the
compensation paid to top executives understandable to investors. It
was a demonstration based on one year’s data for 500 of the largest
American companies. We are currently working to develop XBRL
data tags for general use by all public companies so that investors
can do industry comparisons or perform analyses of particular
forms of compensation, such as stock options, on a permanent
basis.

This will provide quicker and more efficient analysis of executive
compensation and will enable all shareholders to be better-in-
formed.

Q.13. The SEC recently reported a significant decrease in the total
dollar amount of penalties and disgorgements it ordered against
violators in fiscal year 2007 when compared to fiscal year 2006, de-
clining to $1.6 billion from $3.3 billion—a decline of about 50 per-
cent. In 2007, the Division of Enforcement initiated only slightly
fewer total investigations, civil proceedings, and administrative
proceedings in fiscal year 2007 than in fiscal year 2006.
What are the reasons for this decrease?
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A.13. Last year the Commission filed the second highest number
of enforcement cases in the agency’s history (655), resolving 92% of
these cases successfully. The majority of the cited decline in mone-
tary remedies is due to differences in the levels of disgorgement,
a remedy requiring the securities law violator to forfeit all ill-got-
ten gains. Thus, the amount of disgorgement obtained depends on
the circumstances of the specific case, not the discretion of the
Commission. While legal, factual, and mathematical analyses are
required to determine the appropriate amount of disgorgement in
some cases, the amount of disgorgement is generally not subject to
change by the Commission. When further sanctions are appro-
priate, the Enforcement Division and the Commission normally
consider the amount of the disgorgement in determining the correl-
ative size of a civil money penalty. It should be noted that in Fiscal
2007, the Commission imposed more corporate penalties (15) than
in any prior year in the agency’s history. The ratio of penalty to
disgorgement was essentially the same in fiscal years 2006 and
2007.

In the years after the Enron scandal, the country witnessed a se-
ries of massive accounting frauds involving enormous amounts of
disgorgement and penalties. These cases, including WorldCom,
Qwest, AOL, Healthsouth, AIG, Fannie Mae, and Tyco, were
brought in SEC fiscal years 2003 through 2006. Since these cases
have made their way through the enforcement process, the level of
penalties is still much higher than it had been previously, includ-
ing throughout the 1990s, and as noted, corporate penalties are
now much more frequent.

Q.14. Proxy Access was the subject of a November 1, 2007 letter
from several colleagues on this Committee and me and of a hearing
held by this Committee on November 14, 2007.

On November 28, 2007, the SEC in a split vote deprived share-
holders of the right to offer proposals on proxy access. At the time,
you stated “I believe we can move forward and re-open this discus-
sion in 2008 to consider how to strengthen the proxy rules to better
vindicate the fundamental state law rights of shareholders to elect
directors.”

Please describe your plans and timetable for reconsidering the

shareholder proxy access issue at the Commission this year.
A.14. The Commission’s careful and extensive review of the proxy
process, which has included three Roundtables in 2007 that focused
on the relationship between the federal proxy rules and state cor-
poration law, proxy voting mechanics, and shareholder proposals, is
ongoing. The November 2007 Commission action codified the staff’s
longstanding interpretation of the “election exclusion” in Rule 14a—
8(i)(8), but as I have stated then and subsequently, I will ask the
full Commission to further consider these questions this year. It is
my firm belief that we can better align the federally-regulated
proxy system with the state-authorized rights of shareholders to
determine the directors of the companies they own.

Q.15. The SEC is budgeted nearly one billion dollars per year with
which to protect investors, maintain fair, orderly, and efficient
markets, and facilitate capital formation. The Commission is con-
sidering the concept of “mutual recognition” in which U.S. citizens
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could purchase or trade securities directly with foreign broker-deal-
ers or on foreign exchanges and be regulated not by the SEC but
by the foreign regulator. When considering a mutual recognition
framework that would allow U.S. citizens to directly invest in for-
eign markets and be solicited by foreign brokers, will the SEC con-
sider not only the comparability of a foreign regulator’s regulations,
but also the foreign regime’s enforcement and inspection resources,
independence from the government, respect for the rule of law, cul-
ture of fair dealing, tradition of investor protection, impartial regu-
lation over market participants, and related factors?

A.15. Yes. Any mutual recognition arrangement must begin with
comprehensive assessment of the foreign regulatory regime, includ-
ing its enforcement and inspection resources, independence from
the government, respect for the rule of law, culture of fair dealing,
tradition of investor protection, and impartiality. Given the Com-
mission’s investor protection mandate, the assessment would, of
course, focus on the key regulatory principles underlying the U.S.’s
own regulatory regime, and would entail a consideration of the re-
sults achieved by the foreign securities regulatory system in ad-
dressing these core securities regulatory principles. In addition, the
assessment of the foreign regulatory regime would consider the
principles and the regulatory system of a foreign regime overall.
Comprehensive arrangements for both enhanced enforcement and
supervisory cooperation would also be an important component of
an approach to mutual recognition. Such arrangements would fa-
cilitate robust enforcement in the event of a cross-border violation
of securities laws.

Q.16. In response to a question about Section 404 of the Sarbanes-
Oxley Act, you stated that “we do have a cost study underway at
the SEC to make sure that it’s working as we intended.”

A careful assessment of the benefits can provide a useful perspec-

tive from which to view the costs. Will this study also include an
assessment of the benefits to public companies that have resulted
from Congressional passage of the Sarbanes-Oxley Act, such as
consideration of: improved access to capital, lower cost of capital,
increased stock market valuation of public companies listed in the
U.S., improved internal controls, improved accounting, reduction or
prevention of certain types of frauds, increased investor confidence
in the information published by public companies, increased inves-
tor trust of the securities markets, more effective boards of direc-
tors, enhanced corporate governance and improved executive re-
sponsibility?
A.16. Yes. The study will consider both the benefits and costs asso-
ciated with Section 404 of the Sarbanes-Oxley Act. In reviewing the
sources of benefit, the study will take into account such consider-
ations as you have listed.

Q.17. The Commission has pursued a number of investigations and
enforcement actions to address the improper backdating of stock
options issued to corporate executives.

On September 6, 2006, you testified to the Committee: “Not only
must option grants be reported now within two business days, but
this information was among the first that’s now required to be re-
ported to the SEC using interactive data. Thanks to this new data-
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tagging approach, economists, researchers, law enforcement and
the investing public now have almost instant access to information
about stock option grants in a form that they can immediately
download into spreadsheets, analyze and compare.”

During Fiscal Year 2007, over 2,900 Forms 4 reporting executive
stock options grants were filed late with the Commission, including
over 1,500 Forms 4 that were filed more than 21 business days
late. Of these, over 1,100 Forms 4 were filed more than 100 busi-
ness days late, and over four hundred Forms 4 were filed more
than 300 business days late.

Please confirm that the Commission staff on an ongoing basis re-
views late filings reporting options grants to assess whether there
has been improper options backdating. Please describe the Com-
mission’s actions to deter improper options backdating.

A.17. The Division of Enforcement currently has approximately 80
open investigations regarding possible fraudulent reporting of stock
option grants, including options backdating. The companies in-
volved in the investigations are located throughout the country, are
of various sizes, and span multiple industry sectors. The investiga-
tions arose from several sources, including staff investigations
(with the assistance of the Office of Economic Analysis) in conjunc-
tion with late-filed Forms 4. Other sources of enforcement inves-
tigations are companies that self-report following internal inves-
tigations; companies that announce potential restatements; staff re-
views and assessments of suspicious grants identified in analyses
that were performed by independent research organizations, insti-
tutional investors, or analysts; and tips from the public. Although
the staff cannot review all late-filed Forms 4 due to volume, the
staff does review these forms in the context of specific investiga-
tions and does routinely review egregious and non-trivial cases.
Also, the staff continues to review and evaluate other sources of in-
formation for indications of improper backdating.

The SEC has taken many steps to stamp out backdating of em-
ployee stock options. The revised executive compensation disclosure
rules the Commission adopted in 2006 include a number of provi-
sions that address backdating of options. For example:

* A company must now disclose how it determines when it will
make equity awards. This requires a company to disclose how,
and why, it backdates for its executives.

* A company must disclose the grant date of equity awards. If the
grant date is different than the date on which the board took
action, the company must disclose the date of the board’s action.

* A company must disclose the exercise or base price of an option
if it is less than the market price of the underlying security on
the grant date. If it is less than the market price on the grant
date, the company must disclose the market price on the grant
date. This disclosure is intended to provide an investor with a
complete picture of the true terms of each option award by al-
lowing the investor to compare the grant date market price to
the in-the-money exercise price.

* Further, if the exercise or base price of an option grant is not
the closing market price per share on the grant date, a company
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must describe its methodology for determining the exercise or
base price.

Q.18. At the Banking Committee hearing on September 6, 2006,
Professor Erik Lie testified ased on his then-unpublished research,
conducted with Professor Randy Heron, in which they examined a
sample of 39,888 stock option grants to top executives across 7,774
companies between 1996 and 2005. They estimated that “14% of all
grants to top executives dated between 1996 and 2005 were
backdated or otherwise manipulated.”

How many cases involving improper backdating of stock options

granted to executives has the Commission staff reviewed or inves-
tigated?
A.18. The Commission’s Division of Enforcement currently has ap-
proximately 80 open investigations involving possible fraudulent
reporting of stock option grants, including options backdating. The
companies are located throughout the country, and include Fortune
500 companies as well as small cap issuers. The companies span
multiple industry sectors.

Q.19. How many such cases have been the subject of enforcement
proceedings or criminal referrals?

A.19. As of March 19, 2008, the Commission has filed enforcement
actions against eight public companies and 31 former executives
(associated with 17 different companies) alleging securities law vio-
lations in connection with backdating stock options. Parallel crimi-
nal charges have been brought against 15 former executives, three
of whom have been sentenced to serve, or have agreed to a plea in-
volving, time in prison. The executives charged include former
CEOs, general counsels, chief financial officers and other account-
ing personnel, human resources personnel, and a former compensa-
tion committee member.

Q.20. What is your evaluation of this research of Professor Lie?

A.20. The research of Professors Lie and Heron draws information
from publicly available data concerning stock option awards to top
executives from 1996 through 2005 and suggests that a large num-
ber of companies had an uncanny ability to choose grant dates that
coincided with low stock prices. The research suggests that pat-
terns of potential backdating significantly decreased after 2002,
when the Sarbanes-Oxley Act shortened the time period for report-
ing option grants to two business days.

Before the Sarbanes-Oxley Act, officers and directors were not re-
quired to contemporaneously disclose their receipt of stock option
grants or exercise of their stock options. In many cases, the disclo-
sure of this information—via a Form 5 filed by the company—was
not required until after the end of the fiscal year in which the
transaction took place, which, in some cases, meant an individual
had more than a year to disclose a grant.

This delay in reporting provided the opportunity for companies
to misrepresent the date of an option award to make it appear that
the option was granted at an earlier date, and at a lower price,
than when the award was actually made. The intent of backdating
option grants is to allow the option recipient potentially to realize
larger eventual gains, but still characterize the options as having
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been granted “at-the-money”—disguising the fact that the company
actually granted the options “in-the-money.” In this way, compa-
nies were able to give the option recipient a larger “upside” benefit
while at the same time minimizing the compensation expense of
the award to the company.

Sarbanes-Oxley made these kinds of abusive practices much
harder to conceal. Section 403 of the Sarbanes-Oxley Act, and the
Commission’s rules governing ownership reports by company insid-
ers, now require that officers and directors disclose any trans-
actions in their companies’ equity securities within two business
days. Not only must option grants now be reported within two busi-
ness days, but this information is required to be filed electronically
through the Commission’s EDGAR filing system. This allows the
public almost instant access to information about stock option
grants. The need to report option grants no later than two business
days after the event, combined with the enhanced transparency of
electronic filing, now make it exceptionally harder for companies to
manipulate the grant date of option awards.

The empirical evidence we have seen indicates that in combina-
tion, these steps have dramatically reduced if not eliminated back-
dating abuse, and they have effectively eliminated any easy oppor-
tunities for companies to secretively grant options.

Q.21. If there is a significant difference between the number of
cases estimated by Professor Lie’s research and the number of
cases investigated by the Commission, please explain your under-
standing of the reasons for the difference.

A.21. The estimates in the Lie/Heron research are based on statis-
tical analysis. However, the determination of whether a particular
company engaged in illegal backdating or other stock grant manip-
ulations depends on the facts and circumstances of each case. For
the government to make a successful case in a court of law, far
more is required. The Commission has made an extraordinary com-
mitment of resources to address the problem of stock option grant
manipulation and to determine whether illegal backdating has ac-
tually occurred in specific cases. The Commission has focused its
efforts on identifying intentional misconduct and alleged mis-
conduct that postdates the executive compensation and option
grant reforms enacted by Sarbanes-Oxley and the Commission’s ex-
ecutive compensation rules.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR AKAKA
FROM CHRISTOPHER COX

A. MUTUAL FUNDS

A. Mutual Funds are so important because they are the invest-
ment vehicle utilized by millions of middle-income Americans to
prepare for retirement investment or other long-term financial
goals and dreams.

Q.1. When do you expect the Commission to move forward on its
proposals to improve mutual fund disclosures?

A.1. The Commission will consider final rulemaking on these pro-
posals this summer. The Commission voted unanimously in No-
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vember 2007 to propose rule amendments that would require every
mutual fund to provide investors with a concise, plain English sum-
mary of key facts about the fund. The proposals would permit
funds to harness the power of the Internet in order to provide in-
vestors with information that is easier to use and more readily ac-
cessible, while retaining the comprehensive quality of the informa-
tion that is available today.

B. FINANCIAL LITERACY

Chairman Cox, I have been impressed by your commitment to
protecting senior investors from fraud. I also appreciate the Com-
mission’s willingness to work with the North American Securities
Administrators Association and the Financial Industry Regulatory
Authority on this important issue.

Q.2. In addition to senior fraud related initiatives, what else is the
SEC doing to ensure that average investors can make informed fi-
nancial decisions?

A.2. On June 25, 2008, the Commission voted to propose a new
rule that would define most equity-indexed annuities as securities.
This would permit ordinary investors to have the protections of the
securities laws governing the sales practices and suitability re-
quirements for these products that are so often the subject of inves-
tor complaints.

The Commission’s Office of Investor Education and Advocacy
(OIEA) provides investors with the foundational information they
need to make informed investment decisions. In addition to special-
ized information geared towards seniors, the military, and online
investors, OIEA’s webpages provide answers to Frequently Asked
Questions on popular investor inquiries, including how to change
the name on a stock certificate, how to check on the credentials of
investment professionals, and how to file a complaint with the
SEC. There’s also a mutual fund cost calculator, links to viewers
that makes it easier for investors to analyze public companies’ and
mutual funds’ financial results, and links to other financial edu-
cation websites.

OIEA’s advocacy function has contact with nearly 100,000 inves-
tors and other constituents annually. Our investor advocates re-
search, resolve, or redirect common complaints, including com-
plaints involving allegations of fraud or unsuitable sales practices
and complaints about specific types of securities products. To ex-
pand the communication into more preventative and educational
messages, OIEA is implementing technology to enable more direct
communication with investors, including “mass customized” mes-
sages of interest to investors, interactive webpages, and opt-in
email/phone alerts. OIEA is also developing an audio library tar-
geted to those without internet access that will give investors tele-
phone access to a range of recorded messages on investing topics.

OIEA also plays a role in the Commission’s regulatory policy and
disclosure agenda. OIEA is conducting focus groups on the pro-
posed mutual fund summary prospectus that highlights key infor-
mation in a concise, user-friendly format. This spring, OIEA is con-
ducting a survey of 1,000 investors to gain insights into how under-
standable and how useful they find other SEC-mandated disclo-
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sures, such as proxy materials and annual reports. These are first
steps in OIEA’s increasingly robust effort to test “usability”—en-
compassing disclosures and interactive media—to ensure that what
is delivered to investors is as effective as possible.

As noted above, the Commission voted unanimously in November
2007 to propose rules to authorize a “summary prospectus” for mu-
tual funds—a short, investor friendly document that discloses a
mutual fund’s investment objectives, as well as all of the informa-
tion about fees, risks, performance, and other vital subjects that
customers need to understand to make a sound investment deci-
sion. Using the Internet, investors could drill down from the sum-
mary prospectus to more detailed information, depending on their
interests and needs.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM CHRISTOPHER COX

Q.1. Considerable work has already been done establishing that
our capital markets are at risk of falling behind and providing spe-
cific regulatory, tax, and liability reforms to revive the leadership
position of the U.S. capital markets. Do you agree that it is past
time for all of us to resolve these outstanding issues and action is
required now?

A.1. Yes. The Commission’s statutory missions are to protect inves-
tors, keep our markets healthy and vibrant, and promote capital
formation. Each of the policy areas you cite can and does impact
the accomplishment of these missions, and there are opportunities
for improvement in each of them. Our regulatory system needs to
be consistently reexamined with a view to the rapidly changing
conditions of the global marketplace. As the SEC works to improve
its rules and the implementation of our rules to better achieve
t}flfese goals, we welcome any assistance other policymakers can
offer.

Q.2. What are the top initiatives that your agency is pursuing to
meet this need, when will you propose them, and have you set
deadlines for implementation?

A.2. Rationalizing the implementation of section 404 of the Sar-
banes-Oxley Act remains the most important action the SEC can
take to help American businesses remain competitive in the global
marketplace. To make sure that the U.S. capital markets remain
robust and competitive, the SEC repealed the costly Auditing
Standard No. 2, which had made Sarbanes-Oxley compliance so dif-
ficult, and replaced it with a completely new standard that is top-
down, risk-based, materiality-focused, and scalable for companies of
all sizes. The new standard was used for the first time with annual
reports filed this spring. We are now monitoring implementation of
the new standard to ensure that the desired cost efficiencies are
being achieved. The SEC has also delayed application of the section
404 audit requirement for smaller public companies while we con-
duct a benefit-cost study to ensure that the expected efficiencies
from the new auditing standard and guidance for management are
being realized. The study will be completed by the fourth quarter
of 2008.



92

Additionally, in November of 2007, we adopted new rules de-
signed to make it much simpler and easier for smaller companies
to raise capital. We expanded the number of companies who can
use the Commission’s scaled disclosure and reporting requirements
for smaller companies. Now, companies with a public float of up to
$75 million can use these simpler rules, compared to the $25 mil-
lion cap that was in place under the old rule. That means another
1,500 public companies will be eligible to use our simplified disclo-
sure and reporting requirements. We also further simplified the
rules themselves. We eliminated five forms, and 36 separate items
that used to make up Regulation S-B. We made it more economical
for smaller companies to sell restricted securities under Rule 144
of the Securities Act. We reduced the holding period from one year
to six months, and eliminated many of the other restrictions on
using Rule 144. And non-affiliates won’t have to file forms any
more—a change we expect will reduce the number of Form 144s
filed with the Commission by nearly 60%. This is a way to cut the
cost of capital for smaller companies without sacrificing investor
protection. In taking these steps, we were responding to several
key recommendations of the SEC’s Advisory Committee on Smaller
Public Companies, which issued its final report in April 2006.

We have also undertaken an initiative to reduce complexity in fi-
nancial reporting. I appointed an Advisory Committee on Improve-
ments to Financial Reporting which will recommend improvements
that will keep America’s financial reporting system as the gold
standard for the world. They have already issued interim rec-
ommendations, and their final recommendations are expected this
August.

Last year, the Commission voted unanimously to take the next
step on the SEC’s International Financial Reporting Standards
“Roadmap” first announced three years ago. As a result, foreign
issuers can now file their financial statements with the SEC using
IFRS, without need of keeping a second set of books under U.S.
GAAP. The Commission is also examining whether U.S. companies
should be able to file with the SEC using International Financial
Reporting Standards as published by the International Accounting
Standards Board. Having a set of globally accepted accounting
standards will be critical to the rapidly accelerating global integra-
tion of the world’s capital markets. We will consider proposed rules
on IFRS this summer.

Q.3. It is my understanding that the Commission is working on a
rule proposal that would expedite the SEC’s processing of rules
submitted by exchanges and is engaged in efforts to update the
current regulatory structure including initiatives to foster a num-
ber of new approaches to cross-border regulation. Please describe
the Commission’s efforts to update mutual recognition and expedite
the processing of rules submitted by exchanges.

A.3. On June 25, 2008, the Commission adopted a new rule of in-
ternal procedure to speed up the handling of SRO rules. Now, rules
will be published and take effect within 15 days of filing and in
non-controversial cases, rules can take effect immediately. This will
make the rule approval process vastly more efficient. As to mutual
recognition, the SEC is currently in various stages of discussions
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with Australia, Canada, and the European Union concerning how
cross-border activities of broker-dealers and markets are regulated
in that country. On March 29, I met with Kevin Rudd, the Prime
Minister of Australia, to announce that the SEC and the Aus-
tralian government had begun initial discussions as a prelude to a
possible formal mutual recognition arrangement for the two coun-
tries’ securities markets. Those discussions are continuing. We are
also engaged in similar discussions with Canada. With the Euro-
pean Union we are discussing the establishment of a framework
that would permit the U.S. and individual EU members to engage
in bilateral talks. While countries vary widely in their approaches
to securities regulation, we are exploring the extent to which the
protections that particular foreign jurisdictions offer investors
produce similar outcomes to our own regulatory system.
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The Housing Market and the Pennsylvania Economy
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OVERVIEW

In the nation and in Pennsylvania, a building storm of home foreclosures, falling home prices, and
tightening credit markets has put the brakes on economic growth, and led to mounting concern that the
country may face a deep recession. To date, however, no one has examined in detail the housing market in
Pennsylvania or the impact of housing marker developments on the Pennsylvania economy.

This briefing paper fills that gap. It examines housing market trends, in Pennsylvania and in each

of the commonwealth's major economic regions. It also considers recent trends in job growth and
unemployment in the Pennsylvania construction industry and in the overall Pennsylvania economy. Our
analysis sets the stage for a discussion of what policymakers can and should do—in Pennsylvania as well as
the nation—in response to the housing crisis and a slowing economy.

We find that:

¢ Contrary to many perceptions, Pennsylvania, particularly in certain regions, did experience
a housing bubble. To be sure, the recent run-up in housing prices began two years later in
Pennsylvania than in the nation as a whole, in 2001 rather than 1999, Nonetheless:

o Housing prices in Pennsylvania from 2001 to 2006 mirrored the national trend, rising by
54% compared to an overall inflation rate of only 13%.

o Pennsylvania housing prices between 2001 and 2006 grew much faster than rental prices
and the cost of construcrion, strong evidence that the uptick in housing prices stemmed
from a speculative bubble.

o Just as Pennsylvania housing prices followed the national trend on the way up, in the
first three quarters of 2007 they began to follow the national trend down. If Pennsylvania
housing prices continue to follow the national trend, they can be expected to fall over the
rest of this year. (National housing prices are projected to fall 6% to 13% from August
2007 to August 2008.)

® Rising mortgage foreclosures are also hitting Pennsylvania as well as the nation.

© The Center for Responsible Lending projects that the foreclosure rate on Pennsylvania
subprime loans issued in 2006 will exceed by 53% the foreclosure rate on loans issued
from 1998 to 2001.

o The Joint Economic Committee of the U.S. Congress projects that, from the third
quarter of 2007 to the end of 2009, there will be an estimared 45,470 subprime mortgage
foreclosures in Pennsylvania, representing a loss of $2.4 billion in property values.
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e Recent developments in the housing market have already contributed to a decline in
employment in the Pennsylvania construction industry.

o Seasonally adjusted employment in the Pennsylvania construction industry declined by
6,000 jobs between March and November of 2007,

o Unemployment of construction workers in the summer months of July to September
(months in which construction employment usually peaks) rose from 4% in 2006 to 7.5%
in 2007.

The vulnerability of different parts of Pennsylvania to rising foreclosure rates depends on three main
factors: (1) the extent to which families rely on subprime mortgages; (2) the extent to which the area
experienced 2 housing bubble, a rough predictor of how much property values may now fall; and (3) the
state of the regional cconomy—when unemployment rises, so do foreclosure rates.

¢  Families in low-income communities rely most heavily on subprime mortgages. In nine
counties—eight rural ones (Cameron, Clearfield, Fayette, Forest, Jefferson, Monroe, Venango,
and Warren Counties) and Philadelphia—subprime mortgages make up more than 35% of
all mortgages.' In some neighborhoods, subprime mortgages make up 60% to 80%, or more
than 80%, of the total.

e From 2001 to 2006, housing prices escalated the most within the Philadelphia metropolitan
area.? To a lesser extent, prices also rose in the Lehigh Valley and South Central Pennsylvania.

o Currently, unemployment rates are somewhat higher in some rural parts of Pennsylvania, but
no area of the state has very high unemployment rates. This is, of course, subject to change
based on the national economy.

To see maps showing the share of subprime mortgages within each census tract of each county
in Pennsylvania, visit http://www keystoneresearch.org/housingmarket.

Based on the most recent economic statistics, the housing crisis so far appears to have had limited impact
on overall Pennsylvania job and output growth. Relative to Michigan and Ohio to our west (where
reliance on subprime mortgages interacts with the recent loss of auto industry jobs) and New Jersey and
New York to our east and north (which experienced more severe housing spikes), Pennsylvania has dodged
a bullet. Yer there is ample reason to think that more bullets will be coming that Pennsylvania may not be
able to dodge.

e From 2001-06, Pennsylvania depended on the booming construction sector for nearly a third
of total job growth. That source of economic stimulus is now evaporating.

!"The universe of mortgages here is limited to owner-occupicd, first lien home mortgages. Subprime is defined as loans with 2
rate spread in Federal Financial Institutions Examination Council (FFIEC) data. The FFIEC defines a first-lien home mortgage
ag having a rate spread if the difference between the annual percentage rate on the loan exceeds by three percentage points the
interest rate on Treasury securities with comparable maturity periods.

*The Philadelphia metropolitan area is defined here to indlude the Philadelphia-Camden-Wilmington region spanning parts of
PA-NJ-DE-MD.
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Nationally and in some Pennsylvania regions, falling house prices mean that families can no
longer use their homes as ATM machines, thereby sharply curtailing household consumption.

Investors have grown extremely nervous about investments in financial institutions that
hold—or are feared to hold—significant numbers of subprime loans (in the form of mortgage-
backed securities). Lending standards have already tightened in many markets, and a more
severe credit crunch could lead to a situation in which business investors and households who
are normally good credit risks suddenly find themselves unable to borrow.

Home mortgage foreclosures, the bursting of the housing bubble, and the slowdown in the economy are
national problems that demand national solutions. The thrust of the last section of this report, however, is
that Pennsylvania’s governor and legislature need not and should not simply pass the buck to Washingron.
Prompt and creative action by Pennsylvania policymakers could also help Pennsylvania families and the
state’s economy weather the next few years—as well as inject into Washington debates a badly needed dose
of outside-the-box thinking.

Turning to specifics, to limit the impact of the housing market crisis, Pennsylvania policymakers need to
respond at four levels.

]

To reduce the number of future mortgages that end in foreclosure, Pennsylvania lawmakers should
{a) enact a package of six proposed reforms that protect against predatory lending in the
mortgage market and (b) establish regulations that require lenders to take into account the
affordability of a mortgage interest rate after the rate on an adjustable rate mortgage (ARM)
rises above an initial low rate. Since these regulations would reduce the access of families

to mortgages that they cannot afford, legislators should couple them with the creation of a
Housing Trust Fund thar helps more low-income families to buy homes that they can afford.

16 protect families currently at risk of losing their homes, Pennsylvania should enact policies equal
to the scale of the current foreclosure problem. To do this, Pennsylvania will need additional
funds from the federal government to expand two new programs that offer refinancing
assistance, or loans, to homeowners who cannot afford their current payments. (These
programs are the REAL (Refinance to an Affordable Loan) and HERO (Homeowner Equity
Recovery Opportunity) programs.) Pennsylvania should also explore the subprime borrower
protection plan proposed by Dean Baker of the Center for Economic and Policy Research.
Baker suggests that giving homeowners who face foreclosure the option to rent the home
indefinitely at the fair market rent would lead lenders to renegotiate some mortgages, but at
lower cost to the government than subsidized refinancing,

To provide near-term, state-level economic stimulus, state and local governments and school
districts should accelerate the schedules for public and publicly subsidized construction
projects already underway or about to launch.

16 prepare for the possibility of a deeper national recession, the Rendell Administration, with
input from the private sector and the legislarure, should develop contingency plans for larger-scale
investment in the future—in our neglected infrastructure (sewer, water, roads, bridges, public
transit and high-speed rail, etc.), in energy efficiency, and in education and training (the
human capiral or skills infrastructure of the future). Through a Commission on Investment
in the Future, required to report to the governor and the legislature by the end of April,
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Pennsylvania should consider (a) how state government and the private sector can maximize
investments that will deliver a double benefit of short-run economic stimulus and long-run
improvements in productivity; (b) how w enable unemployed workers to access skills training
and income support, avoiding the waste and psycholegical costs that result from traditional
unemployment, and positioning Pennsylvanias workforce to compete for the long term; and
(c) what the federal government needs to provide, through revenue sharing and innovarive
skills, energy; and infrastructure policies, to complement creative state action. The work of

a Pennsylvania commission should be informed by and complement that activity of a new
bipartisan “Building America’s Future” coalition of state and local officials unveiled on January
19. {Governor Ed Rendell serves as a co-chair of the group along with California Governor
Arnold Schwarzenegger and New York Mayor Michael Bloomberg.) This Coalition will make
the case for increased federal investment in infrastructure.

Today's economic troubles stem from an over-reliance on the deregulated market and an under-reliance
on government and creative public policy. By responding effectively and creatively to these troubles
Pennsylvania policymakers can restore growth more quickly. They can also think in an open-minded and
pragmatic way about how new state and federal policies could make Pennsylvania’s economy more robust,
competitive, environmentally sustainable, and equitable for the long term.

THE HOUSING BUBBLE IN PENNSYIVANIA

Figure 1 displays inflation-adjusted housing prices in the United States and Pennsylvania between 1975
and 2007. Figure 2 magnifies the last 15 quarters of data so that the rurnaround in price trends can be
seen more easily.

Figure 1. Pennsylvania Housing Prices Peaked
The figures show that in the First Quarter of 2007
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¢ From their low point to high point over the same decade (1996 to the end 2006), U.S. housing prices increased by 67%.
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indeed a variation on the

national rend.® Figure 2. Pennsylvania Housing Prices Peaked
in the First Quarter of 2007

If Pennsylvania continues a

to follow the national

trend, prices will fall

a good deal further.

U.S. housing prices, on

which we have maore

recent information

inflation-Adjusted Housing Price Index 1S, and Pennsylvania 2005 to 2007 (1975, OT1 = 100

S—_

than Pennsylvania 150

housing prices, fell 10% UsA-inflation-Normalized
berween October 2006 essemmsss PA-Inflation-Normalized
and October 2007.

® In testimony before

Congress, Harvard

University economist 100 : i ; L
Robert Shiller projected 2004-Q7T1 2608-QT1 2006-QT1 2007-QT1
anather 7% to 13% Note. Data are for sales and refinance ra tons. Inflation-Adfustment based on the CPRU-A iterns
decline in }muging pricgs less shefter, Data for 2007 Is through the third quarter,
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Shiller's testimony also contains compelling evidence that recent housing price trends reflect a speculative
bubble, not a real trend in the underlying costs of construction. He paints out thar, for the last century in
the United States until the mid-1990s, housing prices roughly followed the overall rate of inflation. Since
the late 1990s, housing prices have diverged by over 50% from the overall inflation rate. If housing prices
were tising because of higher costs, Shiller adds, rents and construction costs since 2001 would also have
gone through the roof. They have not. Rents in the Philadelphia metropoliran area, for example, have
increased by juse 20% since 2001, while housing prices in the region, not adjusting for inflation, grew by
73%.% Likewise, berween 2001 and 2006, building costsincreased by only 22% in the nation and 20% in
Philadelphia.’

Just as housing price escalation varies among states, it also varies within Pennsylvania. Housing prices
since 2001 rose the most, by 52% (this time adjusting for inflation) in the Philadelphia metropolitan avea.

* Pennsylvania housing pric

since the first quaceer of this year have been growing more slowly than prices for all ether goods,
up tust 1.4% berween the 1% and 3 quarter of this year. After adjusting for inflation housing prices berwsen the first and third
quarter of 2007 fell by 1%,

¢ Auther’s estimates based on the S&P/Case-Shilier Home Price Indices adjusted for inflation using the consumer price index
for all urban consumers, all items less housing.

7 Roberr J. Shiller, Testimony before the Joint Economic Commitwee, September 19, 2007,

#The ratio of housing prices to rens in the Philadelphia area is the largest since we have data—1.6 in 2006 compared 1o an
average since 1983 of 1.17. Housing prices and renss have also diverged in Pennsylvania as a whole since 2001, For mote on

the price-to-rent vatio see John Krainer and Chishen Wei, “House Prices and Fundamental Value,” Federal Reserve Bank of San
Francisco Economic Letrer, Number 2004-27, Gcrober 1, 2004,

 MeGraw-Hill Construction/Engineering News Record Building Cost Index. The index does not distinguish between residen-
5 8 &
tial and non-residential building costs, Data from the index for only captures trends in building costs in the City of Philadel-
g Y cap £ 3
phia not the metropolitan area.
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(Figure 3). Housing prices in the Lehigh Vailey increased by 49% adjusting for inflation. Housing prices
in the western and central parts of the state grew much more slowly.

Figure 3. Percent Change in Mousing Prices in Fourteen
Metropolitan Areas, 2001 1o 2006

i
60 4] Parcent Change in inflation-Adjusted Housing Prices in Fourteen Metropelitan Areas
2% Fram the 4th Quarter of 2001 to the 4th Quarter of 2006
490

38% 37

7% 93% g

Note. Data are for sales and refinance transactions. inflation-Adjustment based on the CPHU-AN iterns fess shelter
Source, KRC estimates based data from the Office of Federal Housing Enterprise Oversight {OFHED)

THE HOUSING MARKET IN PENNSYLVANIA
The Housing Bubble

The U.S, housing bubble was fueled in part by the creation of exotic mortgages thar made consumers
without sufficient savings for a conventional down payment eligible for a home loan, and by the bundling
of these mortgages into securities, or bonds, thar promised high rates of rerurn.'® Money from investors
who bought mortgage-backed securities went back tw morigage lenders o finance more home purchases.
Like any bubble, rapid housing price Increases at a certain point fed on themselves, with increased
demand from speculative home purchases sustaining high price increases. The bubble went along with
robust growth in new home construction, originally to satisfy demand from an expanded mortgage
market, and then financed by developers speculating that demand would continue to expand.!!

Moertgage Foreclosures

The mortgage foreclosures that first grabbed the media headlines were the growing number of foreclosures
in the “subprime” lending market. Subprime loans are high interest mortgages, the rates of which are

1 Exotic mortgages include those with low introductory or teaser rates, hoans requiring no down payment, and loans requiring
=S P} i
ne pYQOfOFiDCOXT\C.

Y Dean Baker, Midsummer Meltdown: Prospects for the Stock and Howsing Markets, Center for Economic and Policy Research,
August 2007, online at w
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justified by lenders based on the “high risk” of the borrowers." In practice, however, as many as half of
subprime borrowers could afford more conventional fixed-rate mortgages.' They may have purchased
subprime mortgages despite this because they did not fully understand that a subprime mortgage becomes
less affordable once an initial low (or “teaser”) rate resets at a higher level.

Subprime borrowers go into foreclosure more than other borrowers because their mortgage obligations
represent a high portion of their incomes and because they are less likely to have savings. Any change in
circumstances, such as a jump in the rate of an adjustable rate mortgage (ARM), or an illness or job loss,
creates the risk of foreclosure. When housing prices are rising rapidly, homeowners unable to pay their
mortgage can escape foreclosure by refinancing their mortgage, taking out 2 home equity loan to cover
their mortgage payments, or sclling their home. But when housing prices are flat or falling, as they often
are now following the bursting of the housing bubble in many markets, borrowers unable to afford their
mortgage payments are much less likely to be able to avoid foreclosure. '

Reflecting, in part, the impact of the down shift in housing prices, the Center for Responsible Lending
estimates that the foreclosure rate on subprime loans issued in 2006 in Pennsylvania will increase by 53%
over the rate for subprime loans issued from 1998 to 2001." The Joint Economic Committee of the

U.S. Congress estimates that there will be 45,470 subprime foreclosures in Pennsylvania from the third
quarter of 2007 to the end of 2009. That number represents a loss of $2.4 billion in property value.'® The
subprime foreclosure wave could continue all the way to 2010. In 2010, the rate on subprime mortgages
issued in the first part of 2007, with a low initial rate for three years, will adjust upwards. (Since the first
part of 2007, the subprime market has dried up.)

In some cases, families lose significant accumulated wealth in a house on which a mortgage is foreclosed.
Auctions of foreclosed homes often ferch lower prices than equivalent homes sold by owners themselves

or by their real-estate brokers. In addition, prices can spiral downwards quickly in neighborhoods where
many foreclosures have occurred. As a result, homes that would ordinarily sell at a price greater than the
value of the mortgage plus transition costs—and allow the homeowner to extract accumulated wealth—
sell for less than this amount.

12 In the 2 quarter of 2007 over two-thirds of all loans in foreclosure were subprime loans. Julia Reade, “Foreclosures in
Vermont and New England,” Federal Reserve Bank of Boston, September 2007, online at :/, 8, regf/commdev/
foreclosures/state%20packets%20VT %2012 31 07.pdf

¥ In analysis of subprime mortgages originated in 2005 and in 2006, and bundled into securities for sale to investors, the Wal/
Street Journal found that more than half of these loans were made o borrowers with credit scores which would have qualified

them for lower cost conventional mortgages. Rick Brooks and Ruth Simon “Subprime Debacle Traps Even Very Credit-Wor-
thy,” Wall Street Journal, December 3%, 2007, p. Al

" In analysis of the relationship between home prices and foreclosure activity from the third quarrer of 2006 to 2007, states
with declining housing prices also tended to have the most foreclosure filings. Office of Federal Housing Enterprise Oversighe,
“House Prices Weaken Further In Most Recent Quarter,” November 29, 2007, pages 11-17, online ar hup://www.otheo.gov/
media/pdf3q07hpi.pdf. With respect to subprime loans, the Center for Responsible Lending, (“Losing Ground: Foreclosures
in the Subprime Market and Their Cost to Homeowners” December 2006) found that even when housing prices were rising
there were large numbers of subprime borrowers who were paying off their mortgages while being delinquent on their pay-
ments, indicating they were avoiding foreclosure by using rising home prices to refinance their mortgages or by selling their
homes outright. With housing prices falling, these options are no longer available.

' Ellen Schloemer, Wei Li, Keith Ernst, and Kathleen Keest, Losing Ground: Fnretlo;ure in the Subpﬂme Market and Tbezr Cost
o Homeowners, Cenver for Responsible Lending, December 2006, online at nsiblelending
foreclosure-rpre-1:-8.pdf.

*Joint Economic Committee of the United States Congress, The Subprime Lending Crisis: The Economic Impact on Wealth,

Property Vaiues and Tax Revenues, and How We Got Here, October 2007, online at http:/jec.senate.gov/Documents/Repores/10.
25.070ctoberSubprimeReporepdf.
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Subprime mortgage holders are not the only families suffering in the current housing market. In some
markets, with home prices declining and access to credit contracting, foreclosures that starred with
subprime borrowers have spread to the rest of the mortgage market. In addition, foreclosures of mortgages
on properties occupied by renters—who are disproportionately low-income—often require families to
move and leave them searching for alternative affordable housing.

THE IMPACT OF THE HOUSING MARKET ON THE PENNSYLVANIA ECONOMY
The housing marker will affect Pennsylvanians and the Pennsylvania economy through several channels:

® by decreasing consumption spending
¢ by reducing housing-related employment
® by restricting access to credit.

Falling Housing Prices Constrain Consumer Spending

During the housing bubble, “equity withdrawals”—cash generated when people sell their homes or open
home equity lines of credit or refinance their mortgages—became an increasingly important source of
consumer spending. Equity withdrawals represented 9% of disposable income in 2006.77 As of November
of last year the national decline in housing prices had already reduced the amount of consumption
financed by these sources by nearly one-fourth.’® An erosion of housing prices in Pennsylvania and the
nation will further lower consumer spending.

More Mortgage Foreclosures Could Depress Housing Prices—and Consumption—Further

A rapid increase in foreclosures would further contribute to falling housing prices by depressing the values
of nearby homes. In analysis of data on home sales in the city of Philadelphia, researchers from Temple
University found that the presence of an abandoned property on a block lowered sales prices on that block
by 9.1% on average, with sales prices declining by 15% when there were five abandoned properties on the
same block.”

The larger the number of subprime loan holders in a neighborhood, the greater the risk that an initial
round of foreclosures will put further downward pressure on housing prices, potentially setting off a new
round of foreclosures.

One way of gauging vulnerability to foreclosure is by examining the number of subprime mortgages as a
share of all mortgages.”® At the county level, data on new home mortgages originated in 2006 show that

V7 Peter S. Goodman “Homeowners Feel the Pinch of Lost Equity,” The New York Times, November 8, 2007,
18 Thid.

¥ A, Shlay and G. Whitman “Research for Democracy: Linking Community Organizing and Research to Leverage Blight
Policy,” City & Community, Vol. 5, No. 2, June 2006.

2The universc of mortgages here is limited to owner-occupied, first lien home mortgages. Subprime is defined as loans with
a rate spread in Federal Financial Institurions Examination Council (FFIEC) data. Where the FFIEC defines a first-lien home
mortgage as having a rate spread if the difference berween the annual percentage rate on the loan exceeds by three percentage
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Figure 4. Subprime Mortgages as a Share of All Mortgages, 2006

o
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Source. KRC Estimates based on Federal Finanical Institutions Examination Council data
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the counties with the greatest share of subprime mortgages were Forest (46%), Carmeron (40%), Venango
(3996) and Fayerte {38%) (Figure 6). To see maps showing the share of subprime mmtgams in 200( in
each census tract within each Pennsylvania county, visic www.keystoneressarch/ pahousingerisis.com 2

Vulnerability to foreclosuse is alse related to how much property values over-inflated and how much the
construction market over-heated during the housing bubble. Lastly, vulnerability is crirically influenced by
unemployment: areas that did not have a large housing price increase may nonetheless face high rates of
foreclosure because families lose jobs and income. (See Box 1),

Bow 1.
Hmismg Crisis and a Stagnant Ecmsomy :
A Qnern Punch The Case of Ohioand Mrch:gczn

i > o 1 nnﬁy&vamans, the
Tesson should bes clear & recessmn tha‘ ger : job lose mﬁar to !hase in Oheo and
Mss:hxgan muid iead toa ftsrthar sp;ke in home foreciusures,

1 Assoriated Press,"Ohio, Michigan face different foreclosiire crisis:Econoniy not speculators and adistable
‘maortgages, is depressing market " December 17,2007 The exact igures for Fannie Mas losses were 185 million in

Michigan, $107 million in Ohio; $30 million In California, and $21 million in Florida. :
C S S

Declines in Housing-Related Jobs

The 2001 recession precipitated a period of unusually low job growth in Pennsylvania and the nation,
In part because overall growth was slow during the 2001-06 period, a robust residential construction
industry contributed substantially w job growth. Between 2001 and 2006, a full 29% of job growth

in Pennsylvania occurred in three housing-related industries, even though, in 2001, only 2.5% of the
stare’s employment was in these industries ® * (In the stronger economy of 1996-2001, housing-related

points the interest rate an Treasury securities with comparable maturity periods.

* Tra Goldstein of The Reinvestment Fund has produced estimates of the number of prime and subprime loans in delinquency
P P 3 quency

and presale foreclosure by zipcode in Pennsylvania as of July 2007, See Ira Geldstein, “Update On Mortgage Delinquencies

and Foreclosures in Pennsylvania,” Seprember 25, 2007; online at www.m‘und.com/'rcscurcc/dmvnimads{'smeritings/PAR”

Presentation.pdf.

* Housing-related industries include real estere (NAICS S31), residential building construcsion (NAJCS 2361), and residential

specialty wrade conractors (NAICS 238XX1). s definition does not include thi martgage banking sector, which was likely a

3 gag & 3

big factor in job growth since 2000 but is not identifiable in current employment data sources. Qur estimates thus understase
the contribution of housing-related jobs to total job growth.

*# Some economists use the term “net job growth” to describe the increase in the tosal number of jobs in the economy or in a
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industries accounted for 5% of Pennsylvania Figure 5. Housing-Refated Job Growth Has Slowed
job growth.) in Fennsylvania
‘ 2.0% -

In the first half of 2007, howeves, trend o
n the first half of 2007, however, trends 1.0%

in housing-related employment abrupdy 0.5%
reversed. Between January and June 2007, the  0.0% —

number of housing-related jobs declined by "Q-SZ/" ~ “ Sanuary-June 3008 to
3% (Figure 5). In the previous year, housing- ~1.0% - . ety Jine 2008
X 2% -1.5% - G T denuary-lune 2008 ta
related employment increased by 1.9%. 2.0% . T ey e 2007
2.5%
Nationally, between March and December  -3.0% -
of 2007, the economy shed 203,000 ing-Retated Total

construction jobs. (Employment figures are
seasonally adjusted unless otherwise stated.)
Most of the jobs lost—161,000-—were in
residential construction. In a worrisome
development, however, employment in non-residential construction was down by 41,800 from March wo
December (Figure 6).

Note. Housing-Refated industrie
canstruction (NAICS 2

i estate (MAICS 5311, residantial bullding
1) andd residential spasiaity tradde contractors (NAICS 238XX1).

Source. KBC analysis of QCEW data

I Pennsylvania, data on total construction employment are available for more recent months than is
“housing-related” employment. (However, we cannot separate residential and non-residendal construction

Figure 6. The Sharp Downturn in U5,
Residential Construction Employment
Is Driving Down Total U.S, Construction Employment
8,000 1 5,000

All Gther Construction

Ry
%ﬂﬁmﬁtﬁr@xﬁuih:ﬁ:mﬁmmﬁ

4,000

7,000 [~ Total Construction

Residential Construction

3,600

Total Construction Employment [1000s}

6’000 L i IENER SRR IEEEREE IR ANEREEERERANERGERRE RN NN A LLLLL FERRREER 27000
2001-1  2002-1  2003-1  2004-1 20051 20081 20071

(5000} ) suPRAGLE UORINASUSD IO HR PUR [ERUSPISTY

Source. KRC estimates based on Current Employment Statistics (CES)

sectos. They do this to distinguish nec job growth from “gross job growth’—i.e., the rotal increase in employment av expand-
ing companies. Net job growth is gross job growth minus the total of job losses at shrinking or closing companies. We use job
growth rather than net job growth because job growth is commonly used in the media and policy discusses of job wrands and

also because the term “net” may confuse some readers.

* One in four housing related jobs is in residential building construction. Employment in this sector declined by 2,527 jobs or
6.9% berween March 2006 and Macch 2007. Residential specialty trade contracting, which accounts for 46% of all housing
related employment, declined by 1,766 jobs, or 2.7% berween March 2006 and March 2007. Real estate, which accounts for
29% of housing-related employment, shed 100 jobs between March 2006 and March 2007,
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in the most recent Pennsylvania
data.) Total construction
employment in Pennsylvania
declined by 6,000 jobs berween
March and December 2007,
roughly following the national
trend.

Overall Job Growth Slows

Because construction related
employment was such an
important portion of

overall job growth in
Pennsylvania, as employment
growth in the state’s

housing sector has slowed, it has
lead to slower overall employment
growth. According to the most
current data available, total
employment increased by 0.9%
between first half of 2006 and the
first half 2007, down froma 1.1%
increase between the first half of
2005 and the first half of 2006
(Figure 5).

Construction Unemployment
Turns Back Up

The unemployment rate in

the Pennsylvania construction
industry fell to 6.5% in 2006,

a low average annual rate in an
industry with high unemployment
in the coldest months. The
unemployment rate jumped back
up 10 9% during the first three
quarters of 2007.2¢ Examining just

Box2. )

How the Mortgage Crisis Can Trigger a Credit Crunch

When institutions, investors, and individuals withdraw their assets

from lending institutions that hold mortgage-backed securities,

those lending institutions can no longer provide credit, and a

credit crunch can result. Here in more detail is how a credit crunch
 -happens.

Mortgage-backed securities are like a massive carton that holds
thousands of eggs, where each egg represents a home mortgage.
Bundling mortgages together was thought to lower the risk to

. investors who bought the securities, based on the assumption
that no more than a few mortgages would go bad. While housing
‘prices were'rising; these securities did-provide high returns at what

| appeared tobe low risk. But as more and more mortgages have
gone intoforeclosure, it has become apparent that these securities
are much-higher risk than first thought. Furthermore;as housing
prices continue to decline, and as increasing numbers of the Tow
introductory rates-on subprime loans expire, fear has grown than
some mortgage-backed securities will plunge in value,

This fear, inturn, can lead lenders to withdraw funds or restrict
lending to institutions holding significant numbers of mortgage-
backed securities, or even toinstitutions feared to-hold substantial
mortgage-backed securities.For example, an investment pool
operated by the State of Florida on behalf of local governments and
school districts invested a relatively small portion of its assets in the
mortgage market:When local officials from all over Florida learned
this, they scrambled to withdraw from the fund.Like a bank run of
the 19305, the rush of investors to withdraw money nearly caused
the fund to collapse.! On a global scale, the reluctance of investors
toloan money to-financial institutions out of concern about those
institutions’ exposure to housing related losses canlead to a credit

crunch. This threatens the broader economy to the extent that

- it translates into less investment capital available—forexample,

| from the State of Florida investment pool——to finance business
investment.

-1 Michael M, Grynbaum; "Fund Crisis in Florida Worrisome to States,” New

Qork Times, December: 5%, 2007,

* Total construction employment from March to November 2007 was down 2.2% in Pennsylvania and 2.6% nationally. It
is likely that national estimates of construction employment—and national estimates of recent construction employment
declines—are understated due to the prevalence of undocumented immigrants in the construction labor force.

% Unemployment estimates are not

Iy adj

in the P ia construction labor market is

A Unemnl
U PROY yhv

highly seasonal, with rates typically peaking in the first quarter, declining chmugh the end of the third quarter, and trending

up through the end of the year. The biggest increase in unemployment rates in 2007 compared to the same period in 2006 oc-
curred in the third quarter at the height of construction demand. In the third quarter of 2006 the construction unemployment
rate was 4%; in the same period in 2007 the unemployment rate was 7.5%,
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the most recent quarter of data—the normal seasonal peak of construction demand in Pennsylvania from
July to Seprember—the unemployment rate among construction workers was 7.5%, nearly twice the 4%
rate that prevailed in same period in 2006.

A Credit Crunch Threatens All Sectors of Pennsylvania’s Economy

Another critical danger to the broader economy from the housing crisis is that it will lead to a shortage of
credit (Box 2 explains how). If it does, some manufacturers with increased export opportunities because of
the falling dollar may be unable to finance expansion to meet this increased demand. Other credit-worthy
businesses and individuals will also find it harder in some cases to borrow for investment or consumption.

Central banks around the world, including the U.S. Federal Reserve, have moved aggressively on several
occasions to increase the availability of credit to financial institutions. A credit shortage is the most
uncertain and the largest of all the threats facing the economy because it affects every sector of the
economy.

POLICY RECOMMENDATIONS

The subprime mortgage crisis, the bursting of the housing bubble, and the slowdown in the economy

are problems that affect the entire nation, not just the state of Pennsylvania. Moreover, when it comes to
crafting solutions, the federal government has more power than state officials; it can, for example, deficit
spend and set interest rates through the Federal Reserve Bank. In the weeks just prior to the publication of
this report, the Federal Reserve Bank, U.S. Congress, and Bush Administration recognized these realities
and awakened to the need for action to stimulate the national economy.

We can expect an extended debate about the scale of stimulus needed to boost the national economy and
the specifics of thar stimulus.”” Basic economics suggests a number of guidelines:

e First, direct government spending stimulates the economy more than tax cuts. The basic
reason: government injects every dollar of an increase in its spending into the economy,
whereas consumers typically inject only a portion of what they receive in tax cuts.

» Second, tax cuts—or other approaches to putting money in the pockets of consumers—
stimulate the economy more if they target low- and moderate-income families. Why? Because
these families spend more of any increase in income than higher-income groups.” Two ways
to target low-income families would be through increased or extended unemployment benefits
or more generous food stamps.

s Third, increases in government spending should include revenue sharing for states and
localities so states and localities do not have to slash services sorely needed in an economic
downturn.

 Good sources for the most up-to-date information on the national stimulus debate are the web pages of the Center for Eco-
nomic Policy and Rescarch (www.ceprorg). the Economic Policy Instituce (www.epipet.org), the Center on Budget and Policy
Priorities (wwwi.chpp.org), and the Center for American Progress (www.americanprogress.org).

* For evidence from the 2001 tax cuts, see D.J. Johnson and N. Souleles, “Household Expenditure and the Income Tax Rebates
of 2001,” American Economic Review 96, December 2006, pp. 1589-1610.
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¢ Fourth, increases in government spending should also focus on public goods that make
sense independent of the short-run need for stimulus—investments that pay off in the form
of higher productivity and living standards, a cleaner environment, a better quality of life.
Examples include many infrastructure investments, investments {or tax credits) that pay
for energy conservation, and investments in human capital—improving the skills of the
workforce.

The importance of the national stage does not preclude action at the state level. State government also has

powers and creativity that can help keep Pennsylvania’s homeowners and economy above water. In light of

this, the rest of this section focuses primarily on the state level. In addition to acting directly on the state

stage, Pennsylvania policymakers have the ability to shape national debates—as already recognized by the
jrp o P . :

new “Building America’s Future” coalition that brings together state and local officials to make the case for

federal investments in infrastructure.

Turning to specifics, the discussion below outlines four areas in which Pennsylvania policymakers should
take action.

Reducing the Number of Future Mortgages at Risk of Foreclosure

Even before housing prices began to stagnate and fall, the Department of Banking and state legislators
developed regulatory and state legislative proposals to reduce “predatory” (unethical) lending and the
growing number of Pennsylvania families with exotic mortgages that they could not afford.

o In 2005, a study commissioned by the State Deparrment of Banking estimated that the
foreclosure rate on prime loans in Pennsylvania was the ninth highest in the nation, and
the foreclosure rate on subprime loans the fourth highest.?” To lower foreclosure rates, the
Department of Banking proposed new regulations that would create new requirements for
lenders to disclose terms to mortgage borrowers and consider borrowers’ ability to pay.

® In addition, the Pennsylvania General Assembly introduced a reform package of six bills.®
This package would require licensing of mortgage brokers and prohibit penalties for paying
off loans early {(which can lock homeowners into adjustable rate mortgages with high rates).
It would tighten the regulation of appraisers to reduce the chance of appraisers colluding
with brokets and valuing homes at more than their market value. The reform package would,
further, require mortgage holders to notify the borrower and the state about impending
foreclosures.

The worsening subprime mortgage situation underscores the importance of enacting these regulatory and
legislative reforms immediately.

It should also be recognized that the subprime lending explosion in the state and the nation was, in part, a
symprom of the lack of affordable housing. Many homeowners relied on exotic mortgages because homes
available in their area were too expensive to be affordable with more conventional mortgage products. By
design, regulatory reforms would restrict the access of some low-income families to exotic mortgages that
expose them to undue risk and the possibilicy of devastating losses. But these reforms must be coupled

#The Reinvestment Fund, “Mortgage Foreclosure Filings in Pennsylvania” <www.trfund.com/resource/downloads/policypubs/
Mortgage-Forclosure-Filings.pdf>.

1i

35 For more on these bills, see www.housi epa.org/news/view.phpnews id=185
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é Box 3.

The Subprime Borrower Protection Plan

Under Dean Baker's Subprime Borrower Protection Plan; the federal government or Pennsylvania
legislature would give homeowners facing foreclosure the right to rent their home'indefinitely at the
fair market rent. This rent would be determined by an independent appraiser, appointed by a court. The
appraiser would determine the fair market rent in the same way that appraisers detérmine the market
value of a home before a bank issues a mortgage. (Especially in markets where housing prices have risen
much faster than rents, fair market rents'could end-up substantially fessthan the monthly payment on
an ARM, so that the former homeowners could afford the rent even though they could no longer afford
the original mortgage payment.)

In some cases, Baker’s plan would ensure that current homeowners could at least keep a roof over their
head.if they like the-home, the neighborhood, and the schools for their children, they would have the
option to stay in their home as long as they wanted, More importantly, this change in the foreclosure
rules would give lendersa strong incentive to renegotiate the terms of mortgages. Most lenders will not
want to become landlords. They would have the option to sell the home, but the buyer would remain
bound by the commitment to accept the former homeowner as a tenant indefinitely, reducing the resale
value, Since a lower resale value would make the foreclosure option less attractive, lenders will be more
likely to negotiate terms that allow current homeowners to remain in their houses as homeowners,

According to Baker, his plan requires no taxpayer dollars or new bureaucracies. It would be-administered
by a judge in the same way that foreclosures are already.overseen by;judges.it simply-changes the rules
under which forecfosures:can be put into effect. in-addition, the proposal does not in-any way bail out
lenders who made predatory mortgages or risky.gambles in the secondary market. The plan could be
capped atthe valueiof the medianhouse price in-a metropolitan area, so that it does not benefit high='
income homebuyers but only the-middle class. By allowing homeownersto stay in their house as renters,
this plan also aims to prevent the sort of blight that often afflicts neighborhaods with large numbers of
foreclosures. : ‘

J

with an expansion of affordable family housing—for example, through the creation of the Housing Trust
Fund proposed by the Pennsylvania Housing Alliance. This fund could be financed by a 2% charge on
homeowners’ property insurance—an average cost of $1 or less per month that would raise an estimated
$85 million. (If federal-state revenue sharing were re-instituted, that might also provide resources to set up
a housing trust fund.)

Protecting Families Currently ar Risk of Foreclosure

Reform to avoid future abuses is important, but reform should also include a plan to deal with the

nearly 50,000 subprime mortgage holders who will face foreclosure by the end of 2009, The financial
threat posed by these foreclosures extends well beyond individual homeowners losing their homes. It
encompasses entire neighborhoods. The Joint Economic Committee (JEC) of the U.S. Congress estimates
that foreclosures cost up to $80,000 for all stakeholders combined: $7,200 in administrative charges to
the borrower, $50,000 to the lenders, $20,000 to the city or locality, and thousands of dollars in lost
property values of neighboring homes.*' Foreclosures can also be contagious, with “For Sale” signs at one
or two foreclosed properties depressing nearby property values and leading to a wave of other foreclosures,

 The Joint Economic Commmittee of the Congress of the United States, Report on the 2007 Economic Report of the Presidens:
Majority Staff Reports—Shelsering Neighborhoods from the Subprime Foreclosure Storm, Washington D.C., December 18, 2007,
pp. 39-41.
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as has already happened in neighborhoods in Cleveland, Ohio.” The JEC estimates that foreclosure
prevention costs about $3,300 per household, compared to the $80,000 cost of each foreclosure. In light
of this, federal and state governments should not be penny-wise and pound-foolish; they should act wisely
to help families avoid foreclosure,

The Bush administration has secured an agreement with mortgage lenders to freeze interest rates for up

to five years for a subset of subprime loans that had low introductory interest rates but were set to adjust
upward in 2008.% For those eligible to participate in this rate freeze, this proposal represents important
relief. Estimates suggest, however, that the plan would benefit only some 90,000 of the two million people
across the nation who need help. Many who benefit would still be at risk of foreclosure as soon as the
freeze is lifted.

In Pennsylvania, at the end of October 2007, Governot Ed Rendell unveiled two new programs to

help homeowners near foreclosure: REfinance to an Affordable Loan (REAL); and Homeowner Equity
Recovery Opportunity (HERO). The REAL program offers refinancing to homeowners whose adjustable-
rate or other exotic mortgage has become unaffordable. A network of 72 lending institutions handles
REAL program loans for the Pennsylvania Housing Finance Agency (PHFA). HERO offers loans for
homeowners who, because of credit or other issues, cant afford their current mortgage payments and are
not eligible for other programs that could save their homes from foreclosure. Unlike the REAL program,
HERQ loans are directly made by PHFA, which may negotiate with current mortgage holders to reduce
the amount owed on applicants’ properties. But as currently funded, these programs are projected to
help a total of only 500 homeowners, roughly 1% of those Pennsylvanians holding subprime mortgages
and expected to suffer foreclosure beeween now and 2009.3 REAL and HERO must be much more
adequately funded to meaningfully cushion the impact of the mortgage crisis. (Again, perhaps, funding
could come from federal-state revenue sharing.)

Another option whose legality should be explored ar the state level is the “subprime borrower proection
plan” proposed by Dean Baker of the Center for Economic Policy and Research (Box 3). The goal of
this proposal is to create a situation in which lenders have an incentive to renegotiate mortgages at risk
of foreclosure, but there is no government bailout of lenders. Baker’s plan seeks to do this by giving
homeowners in foreclosure the option to rent the home indefinitely at the fair market rent. He suggests
that this would lead mortgage lenders and homeowners headed toward foreclosure to work out mortgage
terms that reflect current market conditions, rather than the inflated prices that prevailed during the
housing bubble.

Accelerating the Timetable for Public Construction

A common-sense response to falling construction employment would be for public agencies at the state
and local levels to move up their planned construction so that more of it falls during the next several years
of likely recession and slow job growth. Coordination of accelerated public construction could be overseen
by a new statewide Construction Industry Partnership staffed by the Pennsylvania State Workforce
Investment Board (see Box 4).

% Nelson D. Schwartz “Can the Mortgage Crisis Swallow a Town?” The New York Times, September 2, 2007

» Edmund L. Andrews and Vikas Bajaj, “Lenders Agree to Freeze Rates on Some Loans,” The New York Times, December 6,
2007.

#WHYY reported on 11/30/2007 that the Pennsylvania Housing Finance Agency has received 1200 applications for assistance
under its two programs designed to help homeowners heading toward foreclosure. The agency has refinanced 112 loans since
the programs were annournced at the end of October.



111

KEYSTONE RESEARCH CENTER « A Building Storm 17
7

Box 4
Pennsylvania’s Industry Training Partnerships: A Resquce for Creative Responses to the
Construction industry Downturn and for Broader Skill Upgrading in Recession

Since the 2005-06 state budget, the Commonwealth of Pénnsylvania has ihvested in building énd
delivering trainiing througha network of 86 Industry Partnerships (IPs)—workforce training consortia
connected to regional industry clusters:(suchas construction, health care;logistics and transportation,
metals, and other manufacturing clusters) and governed by industry itself (sometimes with unions).
These Industry Partnerships provide a vital and previously missing link between educators and trainers
and the economy. They continually assess the real skill gaps and workforce challenges (e.g., high
turnover, lack of career advancement opportunities) of key Pennsylvania industries and design training
or other interventions to plug skill gaps or solve workforce challenges. About 10 of these Industry
Partnerships link with regional construction industries. Some of these currently focus on recruiting

and training diverse populations to qualify for construction apprenticeship programs, filling skill gaps
created by the retirement of older workers.

As the construction industry confronts a possible recession, the state’s Industry Partnerships could be

a powerful toel for cushioning the impact on workers and the industry. Industry Partnerships could

help with workforce planning 1o accelerate the timetable of public projects, in‘the process boosting

a slow economy. IPs could develop and diffuse tools for assessing the skills of displaced residential
construction workers and incorporating thiem, with credit for past work-based learning, into high quality
apprenticeship programs,IPs could assist with skill- development for.energy conservation retrofits on
Pennsylvania public buildings, businesses, and residences. They could work with-community groups

and local government to identify infrastructiire improvement and community enhancement programs
that can ramp up quickly to keep conistruction workers gainfully employed in sacially useful work.To
facilitate the collaboration of regional construction Industry Partnerships with recession response efforts
the Commonwealth should establish a statewide Construction Industry Partnership staffed by State
Workforce Investment Board personnel.

Industry Partnerships in other industries could also-assist a comprehensive human capital initiative
during arecession. IPs could get employer input on how to fund such an initiative, They could assist
with implementing new programs once funded, enabling employers to end the recession with more of
the skills they heed for global competitiveness. If a deep recession requires direct public job creation,
Industry-Partnerships in many industries, not just construction, could help with the identification,
\planning, and implementation of projects that deliver social benefits and also upgrade workers’skills.

Maintaining stable construction demand is particularly important over the nexr several years because the
construction industry faces a long-term shortage of skilled workers. A sharp downturn could decimate
emerging new initiatives to attract and train a new and more diverse young workforce, leaving the
industry with a more severe shortage of skilled labor when recovery takes place. Expanding near-term
public construction could provide employment security for older workers while maintaining investment
in new outreach, assessment, and pre-apprenticeship programs that rarget minorities and women and feed
into high-quality apprenticeship programs. Another benefit of counter-cyclical construction for the public
sector is that prices come down sharply during periods of slack demand-—roughly 20% based on one
large-scale national study of school construction costs.®

* Hamid Azari-Rad, Peter Philips, and Mark Prus, “Making Hay When It Rains: The Effect Prevailing Wage Regulations, Scale
Economies, Seasonal, Cyclical and Local Business Patterns Have on School Construction Costs,” Journal of Education Finance
27 (Spring 2002): 997-1012.
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A Pennsylvania C jssion for I t in the Future

‘What if our national downturn turns into a deep recession, as an increasing number of economists
predict?

To plan for this contingency, we propose the formation of a Pennsylvania Commission for Investment
in the Future charged with assembling a list of key infrastructure, energy efficiency, and human capiral
investments that could be made over the next several years. Such investments would enhance the long
term competitiveness of the state’s economy while lowering the human costs of a deep downturn.

It is no secret that Pennsylvania’s infrastructure is in disrepair and that additional investments in the future
need to be made. According to a study released a year ago by the Pennsylvania Economy League (PEL),
“Pennsylvania’s transportation systems are in bad shape — both physically and financially.” ¥ The same is
true of the state’s water and sewer infrastructure in many parts of the state. The state also needs to repair
dilapidated schools, upgrade the campuses of community colleges (and build new ones in rural areas),

and invest in energy efficiency (as proposed in the Energy Independence Initiative). The case for increased
infrastructure investment, in Pennsylvania and nationally, is outlined in the initial materials released by
the Building America Coalition at its January 19, 2008 unveiling *

As well as infrastructure and energy efficiency, a Pennsylvania Commission for Investing in the Future
should consider how to fund expanded education and training during a recession, including income
support for trainees. It makes no sense to have many Pennsylvanians who need to upgrade their skills sit
at home during a recession. In the past, eligibility for unemployed benefits and for training programs
have been handled separately. Many workers receiving unemployment benefits cannot access affordable
training. Many workers eligible for training programs have no access to income during training. This
often limits them to short-term programs less likely than one- or two-year programs to raise their incomes
or improve their value to employers. The current disconnect between training and income for the jobless
originated because many unemployed factory workers return to their old jobs after a downturn; they
were thought not to need training. But what might have made sense in the 1930s does not make sense
in a skill-intensive 21 century economy. Now is the time for Pennsylvania to serve as a laboratory for
the policy innovations and programs that will replace “unemployment insurance” with “employment
insurance”—skills training and income support, a trampoline rather than a safety net.

In light of the urgency of the current economic situation, the Pennsylvania Commission for Investment
in the Future should form by the end of February and issue a first report by the end of April. This report
should consider (a) how Pennsylvania government and the private sector can finance, in a recession,
investments that will deliver a double benefit of economic stimulus and long-run improvements in
preductivity; (b) how to enable underemployed workers to access skills training and income support,
avoiding the waste and psychological costs that result from traditional unemployment while positioning
Pennsylvania’s workforce to compete for the long term; and (c) what the federal government needs to
provide—in the form of revenue sharing and innovative skills, energy, and infrastructure policies—to
complement creative state action.

36

%7'The Pennsylvania Economy League, Investing in Transportation: A Benchmarking Study of Transportation
Funding and Policy, Harrisburg, October 2006

3 Building America’s Future, Building America’s Future and accompanying “Fact Sheets” on infrastructure needs in the United
States, Pennsylvania, California, and New York Cicy, January 19, 2008.
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Be Prepared

Now, even more than in usual times, the economic picture is uncertain. The resilience of the Pennsylvania
and U.S. economies, and the increased demand for U.S. exports, because of the decline of the dollar, may
enable us to weather the housing storm without slipping into a recession.

On the other hand, a recession is a clear possibility. Given that realiry, policy makers should, like the Boy
Scouts, “be prepared.”

They should put in place policy responses equal to the scale of the challenge.

They should put in place policy responses that leave Pennsylvania’s infrastructure, workforce, and
economy stronger at the end of an economic downturn—and poised to compete in ways that deliver to
Pennsylvanians rising living standards, flourishing communities, and high profits for the next generation.

In this sense, a potential downturn presents an opportunity as well as a challenge—Pennsylvania can
not only reduce the human cost of a recession bur also bring more of the state’s public policies and
infrastructure up to date with the needs of 2 21% century economy. A Pennsylvania Commission for
Investment in the Future can help the Commonwealth to seize this opportunity.
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APPENDIX A

Yo Vo
Subprime County Subprime County
22% Adams 28% Lackawanna
25% Allegheny 18% Lancaster
29% Armstrong 31% Lawrence
29% Beaver ! 20% Lebanon
_32% |Bedford 25%  Lehigh
24% | Berks 30% _ Luzeme
28% Blair 26% Lycoming
27% Bradford 31% Mckean
16% Bucks 28% Mercer
7% Butler 5% Mifflin
24% Cambyria 38% Monroe
40% Cameron 16% Montgomer
_30% Carbon 19% Meontour
16% Centre 22% Northampton
14% Chester 35% Northumberland
35% Clarion 22% Perr
36% Clearfield 36% Philadelphia
33% Clinton 35% Pike
27% Columbia 35% Potter
29% Crawford 35% Schuylkilt
17% Cumberland 28% Snyder
24%  Dauphin | 30% | Somerset
24% Delaware 22% Sullivan
30% Elk 29% Susguehanna
25% Erie 26% Tioga
_38% Fayette 24% Union
46% Forest 39% Venango
25% Frankiin 37% Warren
27% Fulton 26% Washington
30% Greene 29% Wayne
29% Huntingdon 25% Westmoreland
30% indiana 25% Wyoming
38% Jefferson 23% York
__18% __[juniata ; ,
Note. Data limited to first lien, owner-pccupied mortgages
Source, KRC estimates based on Federal Financial Institutions Examination
Council data
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