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THE FINANCIAL HEALTH OF THE FEDERAL
HOUSING ADMINISTRATION’S SINGLE FAMILY

MUTUAL MORTGAGE INSURANCE FUND

TUESDAY, MARCH 20, 2001

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON HOUSING AND COMMUNITY OPPORTUNITY,

COMMITTEE ON FINANCIAL SERVICES,
Washington, DC.

The subcommittee met, pursuant to call, at 2:05 p.m., in room
2128, Rayburn House Office Building, Hon. Marge Roukema,
[chair of the subcommittee], presiding.

Present: Chair Roukema; Representatives Green, Bereuter,
Kelly, Cantor, Grucci, Rogers, Tiberi, Frank, Carson, S. Jones of
Ohio, Waters, Sanders and Watt.

Chairwoman ROUKEMA. Good afternoon. We will call this hearing
to order. And we do appreciate everyone who is here today. I am
Congresswoman Marge Roukema, the Chair of the subcommittee.
And, of course, we have Mr. Frank, the Ranking Member, here.

I guess I have to say to our panelists that I hope you don’t take
it personally that there are relatively few people here. It was unfor-
tunate that in scheduling this as far ahead as we had to schedule
it, we did not realize that this would not be a voting session until
late this afternoon, and unfortunately, many Members are still en
route back to Washington today.

That does not mean, however, that our membership is not inter-
ested in this subject, and I am sure that there is considerable staff
attention being brought to it. And I certainly, and I am sure Mr.
Frank will be doing the same, will be informing our Members of
the importance and getting to them the record of this hearing, par-
ticularly since we are using it to build a foundation on which to
handle a number of other important housing issues this year.

So, again, don’t take it personally. We shall be certain that your
very essential and relevant information is passed on to all the sub-
committee Members and certainly to the staff as we deal with
them.

As you probably recognize, this is the first hearing of the Hous-
ing Subcommittee in this 107th Congress, and I am pleased to be
the new Chair of the subcommittee. And as many of you know, or
you may remember, I am not a stranger to housing issues, having
served as the Ranking Member of the subcommittee from 1987 to
1994.

However, given the dynamic changes over the last 6 years, par-
ticularly related, for example, to the economy, whether it is a bull-
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ish economy or a bearish economy, and the demographic population
shifts, and certainly the evolution of financial markets through in-
novation and technology and of course the legislation that we
passed, Gramm-Leach-Bliley last year, there appeared to be a lot
of developing issues confronting the Congress, and certainly we will
give them all a fresh look.

But I guess I must refer back to an old saying in this context and
acknowledge that saying. Quote: ‘‘The more things change, the
more they remain the same.’’ So we will see how that applies to
our housing issues.

Having said that, I look back on July 27th, 1993 at a sub-
committee hearing where FHA Commissioner Nicholas Retsinas—
have I pronounced that correctly? I hope so—Retsinas testified that
the 2 percent capital ratio targets mandated by the statute: ‘‘Are
arbitrary to some extent since no one can define with precision
what constitutes a completely sound and healthy fund.’’

Mr. Retsinas’ statement sparked an almost decade-long debate
on this very issue as to whether or not the 2 percent capital ratio
requirements are adequate for the Mutual Mortgage Insurance
Fund and to protect it from financial collapse.

Today’s hearing, in which we are going to address this subject,
is entitled ‘‘The Financial Health of the Federal Housing Adminis-
tration’s Mutual Mortgage Insurance Fund.’’ And it was certainly
prompted in part by the statement from Mr. Retsinas almost 8
years ago.

And in 1998, as a consequence of those continuing questions, it
was requested that we have a GAO study. And the February 28th
GAO report is a product of 2 years of work, and I am certain it
will, or at least I fully expect, that it will resolve some questions.
But at the same time, it may raise others regarding the simple
issue of how to measure and adequately protect the FHA Mutual
Mortgage Insurance Fund from adverse economic conditions.

And of course we have heard the reports of this past week, al-
though I haven’t yet heard what Chairman Greenspan is announc-
ing today. And I hope no one let us walk in here today if that an-
nouncement is being made. I understand that it will probably be
sometime mid-afternoon.

Anyway, this hearing is going to focus, regardless of what Green-
span’s action is or whether we are bullish or bearish, this hearing
is going to focus on essential elements of the questions that are be-
fore us.

The HUD Inspector General’s FHA financial audit for the year
2000, we are going to examine that. And there will be an examina-
tion of the explanation and review by the Congressional Budget Of-
fice of the Fund as it relates to its estimated economic value and
what that means to the Mutual Mortgage Fund.

While there may be some who have a different perspective or
perhaps disagree with these witnesses who are before us and their
findings, these are the Federal agencies most knowledgeable of the
intricate accounting and actuarial analyses necessary to assess the
viability of the FHA program.

However—and I want to stress this for all who are here—how-
ever, as the subcommittee moves forward on specific issues, there
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will be an opportunity to hear other experts who may present a dif-
ferent point of view from today’s panel.

Questions most likely to be raised in this Congress, for example,
are whether the fund is healthy enough to absorb home ownership
programs tailored to municipal employees and/or teachers; should
the FHA provide premium refunds to those borrowers who paid too
much?

Another question: should the premium structure be risk-based?
Is the FHA encroaching—and this is a question that comes up

from time to time—is the FHA encroaching on the private sector
and its ability to provide low cost mortgage insurance for potential
borrowers historically left out of the traditional lending market?
That is an essential question.

Ultimately I believe that this debate will also turn on whether
or not the Mutual Mortgage Insurance Fund should sustain or con-
tribute to proposed housing production programs.

While we can all agree that there is some extent a housing af-
fordability or availability problem, we are far less certain on the so-
lution to those problems or what the available tools may be of a
public policy nature.

I am planning to begin a series of hearings addressing those spe-
cific topics. The first hearing is scheduled for April 5th. By the
way, again, let me repeat what I said at the beginning. This panel
is laying the foundation for future consideration of a whole range
of issues.

But anyway, the first hearing is scheduled for April 5th and will
focus on two panels. The first panel will be academic experts who
have researched this issue and can help define the problem of af-
fordability and/or availability.

The second panel will consist of local practitioners who are pro-
viding affordable housing.

Today we do know, however, that the financial soundness of the
Mutual Mortgage Insurance Fund is crucial to the FHA single-fam-
ily program, the cornerstone of our country’s single-family mort-
gage market.

I am hopeful that this hearing will provide a foundation for fu-
ture hearings on legislative remedies such as:

1. The GAO’s recommendation for Congress to specify the eco-
nomic conditions under which the FHA Mutual Mortgage Fund is
expected to be actuarially sound;

2. The impact of new programs and initiatives on the soundness
of the Fund; and/or

3. The impact of rebates to borrowers who pre-pay their mort-
gages, also known as distributive shares.

These are among other issues that may arise.
I am certain that my colleagues will agree that we begin the

process today of improving a great home ownership program that
will advance the pursuit of the American Dream. And I don’t think
that we have abandoned or neglected nor should we neglect that
fundamental promise of our age, and that is, the American Dream
of home ownership.

And with that, I will yield to Mr. Frank, the Ranking Member.
[The prepared statement of Hon. Marge Roukema can be found

on page 30 in the appendix.]
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Mr. FRANK. Thank you, Madam Chairwoman. And I appreciate
your calling this hearing, because it is a very useful one.

There is a terrible housing crisis in this country. Increasingly, it
is both a social and an economic problem. In many parts of the
country, the voucher program, which has been the major form of
housing assistance for the past number of years, is rendered inef-
fective, as the Chair herself noted in her original memo, because
the price of rental housing in so many markets has simply gone be-
yond what the Federal Government is prepared to support.

And indeed, in areas of very tight supply, the voucher program
is flawed on good conservative economic principles. It adds to the
demand for housing in a way that is guaranteed to have no positive
impact on supply. And the result is inevitably price increase.

It is worth supporting in the absence of an alternative, because
it provides some equity. But it clearly has an upward price move-
ment.

So we have got to find ways to increase the supply of affordable
housing. And the FHA Fund clearly is one such potential source.

Now there are two issues here: How it is scored and how in fact
we decide to deal with it. The scoring is an important piece of the
action, but accounting does not dictate policy. Accounting should be
accurate. Accounting should give people an accurate discussion of
what policy is.

But, we in the Congress have a policy decision to make. There
does now appear to be in the Fund more money than can reason-
ably be expected to be needed, and it is a growing surplus. The
question is, what do we do with that growing surplus?

I believe that it makes sense to use some of it to deal with this
affordable housing crisis. What we have is the Federal Government
as an entity making some money off the FHA, more even than had
been anticipated by many. And it is entirely reasonable to look to
this housing crisis and try to deal with it.

Now I did note that according to what we were told by the score-
keepers that some use of these funds within the FHA could be done
without it being a charge against the surplus.

For example, we had a very successful program years ago, and
I think we did more through the Federal Government to create
home ownership in the economic levels where we don’t easily get
it through these programs.

It was selling off part of the inventory that the Federal Govern-
ment took over from bank failures, both savings and loan failures
through the RTC and bank failures through the FDIC, and for low-
end housing, we sold it off, not to the highest bidder, but to people
who met income qualifications, and it became home ownership.

If I read correctly some of the material I was given, if the FHA
were to decide at Congressional direction to take some part of the
inventory of recovered houses and put some of that into a program
whereby low-income people, people who were below a certain
level—80 percent of median is often the number we have used to
subsidize housing—if they were allowed to get that housing at a
less than highest bidder price, that that would not be a scoring
problem.

Now I would be interested in further comments on that. But if
that is the case, there is a way for us to get to what is a commonly



5

subscribed goal around here—home ownership for low-income peo-
ple—using some of these FHA funds in a way that does not impli-
cate the surplus.

That doesn’t mean that we shouldn’t do other things as well. But
we have a surplus being generated, and we have a terrible afford-
ing housing crisis, and I think it is incumbent on the Housing Sub-
committee to see, as the Chair referred to in her remarks, how
these two could fit together.

Now obviously as part of that, I would also be interested in the
disaster scenarios and how likely people think they are. And obvi-
ously, a disaster scenario would mean that you couldn’t touch it.

But I would think that at the very least, the disaster scenario
we are told could endanger the FHA mortgage fund, would have an
even more important impact. It would probably make it unreason-
able by anybody’s standards to enact the President’s tax cut.

So if we are in fact to govern on the basis of the worst case sce-
nario, it is not just potential uses of the FHA surplus that would
be at risk. I think some elements of the President’s tax cut would
be at risk. And I think we can prudently dismiss some of the more
extreme possibilities of disaster. People were asked to tell us what
they are.

But I believe if we can show that in all likelihood we are going
to have a significant surplus continuing, that it is then our respon-
sibility as the entity in this Congress charged with dealing with
our growing housing crisis to try and put that to the best use.

Thank you, Madam Chairwoman.
Chairwoman ROUKEMA. All right. Thank you.
Now I will say to the other Members of the subcommittee that

we are open for opening statements from you.
We will first have one, if Mr. Green, the Vice Chairman of the

subcommittee, has an opening statement. But for all Members, I
want you to know that the opening statements are restricted to 3
minutes by the rules of the Committee.

Mr. Green.
Mr. GREEN. No.
Chairwoman ROUKEMA. All right. Are there any opening state-

ments on the other side of the aisle? All right.
Mr. Sanders.
Mr. SANDERS. Thank you, Madam Chairwoman, and thank you

for holding what is in fact a very important hearing.
I would hope that this subcommittee starts off all of its work

with the premise that we have a major housing crisis in this coun-
try and that this subcommittee is going to do its best to address
it. Certainly that is the case in the State of Vermont where we
have many, many people who are paying 50 or 60 percent of lim-
ited income for their housing.

It seems to me that one way that we can begin approaching this
crisis is to use a portion of the FHA and Ginnie Mae surplus to in-
crease affordable housing in this country by creating an affordable
housing trust fund. And I will be introducing legislation soon, and
I hope Members of the subcommittee will join me in co-sponsoring
that legislation.

I think as you know, Madam Chairwoman, according to Deloitte
& Touche, FHA profits are expected to exceed $26 billion over the
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next 7 years. Yet apparently the Congressional Budget Office has
testified today that Congress cannot use this funding to increase
affordable housing in this country, and I would like to ask why not.

Over recent years, Congress has said that money that is put into
the highway trust fund can only be used for highways. Money that
is put into the Social Security trust fund can only be used for So-
cial Security. Money in the airway trust fund can be used for avia-
tion needs. But when it comes to the FHA surplus, we are appar-
ently being told that this money must be put back into the Treas-
ury.

I think the time has come for Congress to, at the very least, put
a portion of the FHA profits into an affordable housing trust fund
to be used only for the purposes of increasing affordable housing
opportunities for the American people.

And I thank the Chair.
Chairwoman ROUKEMA. I thank Mr. Sanders.
Mr. FRANK. Madam Chairwoman?
Chairwoman ROUKEMA. Yes?
Mr. FRANK. Can I get unanimous consent to put into the record

the statement of the Ranking Member of the Full Committee, Mr.
LaFalce?

Chairwoman ROUKEMA. Without objection, so ordered.
[The prepared statement of Hon. John LaFalce can be found on

page 33 in the appendix.]
Chairwoman ROUKEMA. Are there any other opening statements?
Yes, Ms. Kelly. You are restricted to 3 minutes for an opening

statement. Thank you.
Ms. KELLY. Thank you, Madam Chairwoman. I thank both you

and Ranking Member Frank for holding the hearing today on the
Mutual Mortgage Insurance Fund.

I think that the FHA has been charged with a mission to assist
families of lesser means to realize the American Dream of home
ownership, and that is a noble mission.

By accomplishing this through the programs that allow families
to put less money down when they purchase their home, that is an
important way we get these people into the mainstream. And be-
cause of that low downpayment, the program carries a higher risk
to the Government.

I think the FHA has highly laudable goals that require the Gov-
ernment assistance to realize, and because of this, the program en-
joys really broad bipartisan support.

I hope that we will continue to have that broad bipartisan sup-
port. But we also do need to monitor the safety and soundness of
the programs, and I do thank you, Madam Chairwoman, for having
this hearing today.

I think this issue is a very important one, and I look forward to
discussing with the witnesses whether there is, in fact, any real
surpluses here that can be used for other programs, as my col-
league suggested.

I think obviously we all want to make sure that HUD is doing
everything it can to provide safe and clean, affordable housing to
people who have lesser means. But I think we also have to ensure
that we are not increasing the risk to the American taxpayers that
these high risk programs already entail.
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So I thank you very much, and I yield back the balance of my
time.

Chairwoman ROUKEMA. All right. I thank you. Yes? Is there an-
other opening statement? Yes, Congresswoman?

Ms. CARSON. Yes. I, too, appreciate very much the conveners of
this very vital discussion today with respect to the Federal Housing
Administration Mortgage Insurance Fund of the Department of
Housing and Urban Development. I am probably one of the few
people to sit on this panel who received FHA mortgage insurance
when I bought my first house. So I am very sensitive to the value
of having FHA there as an instrument to ensure that people in low
income status with families have an opportunity to embark upon
home ownership.

To date, I guess the FHA has insured mortgage loans for over 30
million American families and currently insures around one million
new mortgage loans each year with a total principal of around $100
billion, for which I am very proud.

FHA’s portfolio of insured loans, as I understand it, now stands
at $480 billion, with $6.7 million outstanding loans. I understand
that FHA’s financial health is always called into question, and that
it is measured by the FHA Fund.

According to the General Accounting Office, the Fund’s balance
is sufficient to withstand moderately severe economic conditions
based on historical conditions, and even more severe economic sce-
narios would have to be accommodated in the event that that oc-
curs. So I would simply echo what my dear friend from Vermont,
colleague from Vermont has pointed up. That we don’t need to use
any of FHA’s funds for anything other than for the intent of FHA
resources.

It is a good program. It should be maintained. And I did have
some concerns about what happened in Baltimore when some 1,400
persons went into foreclosure when they were insured by FHA, and
whether or not there has been any experience from that situation
that can be used in the future to counteract similar circumstances.

So thank you very much, Madam Chair, and I yield back the bal-
ance.

Chairwoman ROUKEMA. Thank you, Ms. Carson. I appreciate
that. Other opening statements on either side?

All right. With that, I would have hoped that Mr. Frank would
be back by this time. And if not—I don’t want to kill any time. Is
he coming? Is he on his way? All right.

Just for the record, 2 or 3 minute opening statement, Ms. Jones.
Thank you.

Ms. JONES. Thank you, Madam Chairwoman. I am pleased to
have an opportunity to be here to discuss the Federal Housing Ad-
ministration. I am a sophomore in the Congress, and I serve as the
Chair of the Housing Committee for the Congressional Black Cau-
cus in Housing, a very important issue as we come on the 107th
Congress, and I look forward to the opportunity to hear from each
of the presenters that are here today and to make inquiry as well.

Thank you very much, Madam Chairwoman. See, I am a good
filler for you.

Chairwoman ROUKEMA. Thank you very much. That is very coop-
erative. And with that, I would make that note that without objec-
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tion, all Members’ opening statements will be made part of the
record.

Now I will turn to our panel now and note for them, I will intro-
duce each one of you individually, but I would like to note for the
panel that your full written statements will be made part of the
record.

However, in the interest of time and recognizing that we have a
lot to do this afternoon with many Members who are interested in
asking questions, that you will be recognized for 5 minutes to sum-
marize your testimony, but that the full statement of your testi-
mony will be part of the record.

So I will recognize first Mr. Thomas J. McCool, who is presently
Managing Director of Financial Markets and Community Invest-
ment of the General Accounting Office, the GAO. We are very
pleased to have you here today with your testimony regarding the
Mutual Mortgage Insurance Fund and the balance of that and the
economic conditions that we are currently facing.

I introduce Mr. McCool, and we look forward to your testimony,
because it is central to what the future holds for us in this subject.

Thank you. Mr. McCool.

STATEMENT OF THOMAS J. McCOOL, MANAGING DIRECTOR,
FINANCIAL MARKETS AND COMMUNITY INVESTMENT, GEN-
ERAL ACCOUNTING OFFICE

Mr. MCCOOL. Thank you, Madam Chairwoman and Members of
the subcommittee. We are pleased to be here today to discuss the
results of our analysis of the financial health of the Mutual Mort-
gage Insurance Fund of the Department of Housing and Urban De-
velopment’s Federal Housing Administration.

Through the Fund, FHA operates a single family insurance pro-
gram that helps millions of Americans buy homes, particularly low-
income families and first-time home buyers.

In fiscal year 1990, the Fund was estimated to have a negative
economic value and its future was in doubt. Congress enacted legis-
lation that required the Secretary of HUD to take steps to achieve
a capital ratio of 2 percent by November 2000 and to maintain or
exceed that ratio at all times thereafter.

As a result of these reforms, the Fund must not only meet the
capital ratio requirements, it must also achieve actuarial sound-
ness. That is, the Fund must contain sufficient reserves and fund-
ing to cover estimated future losses resulting from the payment of
claims on foreclosed mortgages and administrative costs.

However, the legislation does not define actuarial soundness.
The 1990 reforms require that an independent contractor conduct

an annual actuarial review of the fund. These reviews have shown
that during the 1990s, the estimated economic value of the fund,
its capital resources plus the net present value of future cash flows,
grew substantially.

As you can see from the figure to your left, by the end of the fis-
cal year 1995, the Fund attained an estimated economic value that
slightly exceeded the amount required for a 2 percent capital ratio.

On that graph, the gray area represents 2 percent of the
unamortized insurance-in-force. The white area represents the ac-
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tual economic value. As you can see, after 1995, the economic value
is greater than 2 percent for all years.

In fact, this past year, for fiscal year 2000, Deloitte & Touche es-
timated the economic value of the Fund to be about $17 billion,
which was 3.51 percent of the Fund’s insurance-in-force.

You asked us to estimate the economic value of the Fund and
also to determine the extent to which a 2 percent capital ratio
would allow the Fund to withstand worse-than-expected loan per-
formance.

I am going to talk first a little bit about our measure of the value
of the Fund, which is actually quite comparable to Deloitte & Tou-
che, so I won’t spend too much time on that, and then move onto
the potential stressors that we put the Fund through, at least in
a theoretical sense.

The economic value of the Fund consists of current capital re-
sources and the net present value of future cash flows. Investments
in non-marketable Treasury securities represent the largest compo-
nent of FHA’s current capital resources.

Estimating the net present value of future cash flows is a com-
plex actuarial exercise that requires extensive professional judg-
ment. Cash flows into the Fund from premiums and the sale of
foreclosed properties, as you can see again in the diagram to your
left. Cash flows out of the Fund to pay claims on foreclosed mort-
gages, premium refunds, and administrative expenses.

We estimate that the Fund had an economic value of about $15.8
billion at the end of fiscal year 1999. This estimate implies a cap-
ital ratio of 3.2 percent of the unamortized insurance-in-force.

Although we did not evaluate the quality of Deloitte’s estimates,
which were prepared using a different method of analysis, we be-
lieve that our results and Deloitte’s are comparable because of the
uncertainty inherent in forecasting and the professional judgment
made in this type of analysis.

Much of the difference seems to be a result of performing the
analyses at different times. Deloitte had to do its analysis a little
earlier, before the fiscal year was over, and therefore had to esti-
mate the capital resources, and Deloitte admits that it probably
overestimated the 1999 number by about $1 billion.

The Fund’s economic value principally reflects the large amount
of capital resources that the Fund has accrued. These capital re-
sources are the result of previous cash flows which reflect the
robustness of the economy.

The estimated value of future cash flows also contributed to the
strength of the Fund at the end of fiscal 1999. Many of the loans
in the current portfolio were insured in recent years under condi-
tions of low interest rates and a robust economy.

As a result, our models predict low levels of foreclosure and pre-
payment and that cash flowing into the Fund for mortgages al-
ready in the portfolio will be more than sufficient to cover the cash
outflows associated with these loans.

Now this again is all under certain assumptions about the eco-
nomic future, that is the expected economic future.

However, to provide a framework within which actuarial sound-
ness can be assessed, we need to move beyond estimates of the cap-
ital ratio under expected economic conditions. We believe that to
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determine actuarial soundness, one should measure the Fund’s
ability to withstand worse-than-expected conditions, although how
much worse is a more difficult judgment.

We generated economic scenarios that were based on economic
events in the last 25 years, and other scenarios that could lead to
worse-than-expected loan performance in the future.

Most of the scenarios we looked at had only a small impact on
the capital ratio. For example, the worst historical scenario we test-
ed, one based on the 1981-82 national recession, lowered the cap-
ital ratio by less than 4⁄10 of a percentage point, that is from about
3.2 to about 2.8, about 20 percent of the required 2 percent capital
ratio.

To see how the economic value of the Fund would change as the
extent of adversity increased, we extended regional scenarios based
on historical economic downturns experienced in three States to the
Nation as a whole. In two of these cases, the estimated capital
ratio was about 1 percentage point lower than in the base case,
which again was 3.2 percent.

However, our models estimated that extending the New England
downturn to the country as a whole would reduce the capital ratio
by almost 2.4 percentage points; again, this means from 3.2 to
about .8.

In another scenario in which we specify that interest rates fall
substantially, inducing refinancing, and a substantial recession
sets in that leads to increased foreclosures, the estimated capital
ratio also fell substantially, by over 1.8 percentage points.

Now in our economic scenarios, we didn’t always generate fore-
closure rates that were as high as those that were actually experi-
enced in the 1980s. So in one of our exercises, we actually imposed
historical foreclosure rates from the 1986 to 1990 timeframe on the
years 2000 through 2004. And again, historical foreclosure rates at
that level would reduce the capital ratio by over 2 percentage
points.

Chairwoman ROUKEMA. Mr. McCool, can you summarize your
testimony?

Mr. MCCOOL. Sure. I’m sorry. I’m just getting to the end here.
Chairwoman ROUKEMA. You’ve gone through 5 minutes, but this

is very important, so I’m going to be a little liberal with the time
commitment to you.

Mr. MCCOOL. That’s OK. I’m sorry I’m taking so long. I guess the
two final points that I’d like to make with respect to our results
are, first of all, while we think our models make good use of histor-
ical experience, there are some limitations that people need to be
aware of.

In particular, a lot of the portfolio, the current FHA portfolio, is
composed of fairly recent loans, and we have very little experience
with those loans, and so we don’t know how they’re going to per-
form in the future.

The second point is that there are changes that are being under-
taken by the FHA program that could have effects on, again, the
performance of the portfolio, but they’re fairly recent changes, and
again, we don’t know how they’re going to affect the portfolio.
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Also, we are not estimating the effect of new loans, that is to say,
loans made after the end of fiscal year 1999, which again will affect
the portfolio in the future.

And then the last point I’d like to make is simply that whether
actions should be taken to change the value of the Fund depends
on whether the Fund’s capital resources and expected revenues ex-
ceed the amount needed to meet its expected cash outflows under
designated stressful conditions, that is, whether the Fund is actu-
arially sound. Because we believe that actuarial soundness depends
on a variety of factors that could vary over time, setting a min-
imum or target capital ratio will not guarantee the Fund will be
actuarially sound over time.

We believe that to evaluate the actuarial soundness of the Fund,
one or more scenarios that the Fund is to withstand would need
to be specified. Then it would be appropriate to calculate the eco-
nomic value of the Fund or the capital ratio under the scenarios.

As a result, we believe the Congress may wish to consider taking
action to specify criteria for determining when the Fund is actuari-
ally sound. More specifically, Congress may want to consider defin-
ing the type of economic conditions under which the Mutual Mort-
gage Insurance Fund would be expected to meet its commitments
without borrowing from the Treasury.

Madam Chairwoman, this concludes my statement. I would be
pleased to answer any questions.

[The prepared statement of Thomas J. McCool can be found on
page 43 in the appendix.]

Chairwoman ROUKEMA. I thank you. I’m sure there will be a
number of questions. You have given a full menu of analyses there,
and I thank you.

Now we have Ms. Susan Gaffney, Inspector General of the U.S.
Department of Housing and Urban Development. Welcome, Ms.
Gaffney. You’ve been here before, and we appreciate your attend-
ance today.

STATEMENT OF HON. SUSAN GAFFNEY, INSPECTOR GENERAL,
U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

Ms. GAFFNEY. Thank you, Madam Chairwoman. As I’ve pointed
out in my written statement, we in the HUD OIG are not actu-
aries. And so my testimony is going to be a little to the side. It’s
going to be based on our audit and investigative work in the HUD
OIG.

Whatever the forecasts and assumptions are, I think we can all
say that the MMI Fund is in terrific shape relative to where it has
been.

What I want to talk to you about today is, please, don’t let that
disguise some of the problems that exist in the MMI. I would say
that Single Family has been our major preoccupation over the last
2 or 3 years in terms of audits and investigations.

We now have—these won’t sound like big numbers to you, but
they are big numbers for us—more than 250 criminal investiga-
tions ongoing involving more than 2,000 single family loans. And
what we are finding is that we cannot keep up with the number
of cases that keep coming to us.
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Fraud seems to be growing in the Single Family Program. You’ve
heard about this. I’m telling you our numbers are small here, but
as we increase staff, we increase the cases.

What happens is that the people who are being victimized by this
kind of fraud are often the people that we’re trying to help with
the FHA program. And the other thing you see with this fraud, and
it was alluded to before, is that it tends to be concentrated in cer-
tain cities in certain neighborhoods.

So, you have seen the stories about Baltimore, where there is a
big problem, and Harlem, where we had 203(K) fraud really de-
stroying major communities.

We have done a lot of audit work on the Single Family Program.
You can’t stop all fraud. Someone will always find a way to commit
fraud. But we believe that there are internal controls in the pro-
gram that need to be tightened up to prevent it and to protect the
people we’re trying to help with FHA-insured mortgages.

If you look at the FHA financial audit that was just prepared by
KPMG and just issued by our office, what you see is that FHA has
been making progress. They’ve done a lot of good things, but they
still have some big problems.

To summarize that, they got an unqualified opinion, but they
have a material weakness in their information systems. They have
three other reportable conditions, which are other serious internal
control weaknesses. But, on the other hand, since last year, they’ve
corrected four other reportable conditions.

What I would like you to focus on, if not now, then in one of your
future hearings, is that there are two basic problems in FHA that
persist as shown in the financial audit. One is they have informa-
tion systems that are 10 to 20 years old. They are locally based.
They are not integrated. It is very difficult to run a program of this
magnitude involving this amount of money without up-to-date in-
formation systems.

FHA has a plan to bring their information systems up to speed
by 2005. But if you look at the progress that has been made to
date, I think you would have to question that goal.

The second issue in FHA is personnel. In Single Family, their
personnel have been cut by half. But more than that, FHA Single
Family is big business. This isn’t like processing widgets. This is
big business. We need people who know the business, who are paid
so that we can attract them, and we need to know that we have
the right number of people.

The trouble is, neither FHA nor HUD knows right now how
many people they need.

So, I would ask you, as you consider FHA and MMI, to keep in
mind that FHA needs some flexibility. They need some flexibility
to solve their problems, to get their information systems up to
speed, to hire the right kind of people, to train them right, get
them on board. And with those attributes, I am convinced that we
can overcome the problems that the OIG audits and investigations
keep finding.

[The prepared statement of Hon. Susan Gaffney can be found on
page 73 in the appendix.]

Chairwoman ROUKEMA. Thank you, Ms. Gaffney. I appreciate
that testimony.
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And now the final panelist is Mr. Marvin Phaup, Deputy Assist-
ant Director for Microeconomic and Financial Studies, the Congres-
sional Budget Office. We welcome you.

STATEMENT OF MARVIN PHAUP, DEPUTY ASSISTANT DIREC-
TOR FOR MICROECONOMIC AND FINANCIAL STUDIES, CON-
GRESSIONAL BUDGET OFFICE

Mr. PHAUP. Thank you, Madam Chairwoman. I am pleased to
participate in today’s hearing on the FHA’s Mutual Mortgage In-
surance Fund.

Chairwoman ROUKEMA. Excuse me. Could you move the mike up
closer? We are not able to hear you.

Mr. PHAUP. I’m pleased to participate in this hearing.
Chairwoman ROUKEMA. That’s much better.
Mr. PHAUP. Your letter of invitation asked CBO to address a fair-

ly narrow question. The question was, does the MMIF have a sur-
plus that can be spent on meeting new housing needs? The answer
to that question is no.

Under current rules governing the budget process, rules to which
the Congress has at least tacitly agreed, it is absolutely clear that
MMIF balances do not constitute new budgetary resources avail-
able for new spending.

The rule that there are no free lunches applies fully here, be-
cause accumulations of premiums in excess of the required min-
imum are available under current law only for paying insurance
claims.

If the Congress decides to spend money to meet new housing
needs, it should do so independently of the estimated net position
of the MMIF. But, of course, if the Congress takes such action, this
would probably have a cost and reduce the budget surplus.

Fund balances do not constitute authority to enter into any new
obligations, not even for new guarantees. Appropriation action is
required before FHA can issue new commitments. Through the
budget process, the Congress approves the making of new FHA
loan guarantees by setting an annual limit on the loan volume. In
2001, that limit is $160 billion.

But it is that process and not the existence of any estimated net
balance in the Fund that provides the resources for FHA to make
new loan guarantees.

I would close my brief statement by making three additional ob-
servations. The first is that the MMIF provides policymakers with
information, not budgetary resources. Even though the MMIF is
not a source of funding for new housing needs, it can be a useful
accounting device. And accounting itself is not everything. As Mr.
Frank said, at best, it can only inform policy decisions.

The second point I would make is that these estimates of the eco-
nomic value, or net position, of the MMIF provide policymakers
with information about the performance of these programs in terms
of an important objective; namely, that program costs under some
reasonable long-term economic scenarios will be covered by pre-
miums. That is useful and important information.

The third thing I would say is that even though these long-term
estimates of Fund balances are uncertain and move around a lot—
you have heard much about re-estimates and estimates of the Fund
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balances—and even though they’re not a source of new budgetary
resources, for a variety of good management and good policy rea-
sons, they’re well worth making and monitoring carefully.

So while my answer to the narrow question is negative, but
based on the rules under which the Congress operates, I want to
emphasize that the FHA actuarial reviews have important program
and policy value nonetheless.

That concludes my statement.
[The prepared statement of Marvin Phaup can be found on page

87 in the appendix.]
Chairwoman ROUKEMA. All right. I thank you very much. I’ll tell

you, you’ve given us a lot to think about here and a lot of detail.
I will ask one or two questions, and I’m not sure, but that your tes-
timony didn’t give me a full answer. But if it did, I didn’t hear it.
And I’m going to begin with Mr. McCool.

You did talk extensively about the actuarial soundness and the
questions of the reserve ratios. But may I ask the question this
way. Do you believe that Congress should take action? Is there an
action required here for Congress in terms of whether or not the
existing system meets your recommendations as to what should be
done with various types of economic conditions? You postulated a
few different circumstances. But I wasn’t quite sure as to whether
or not you absolutely agreed that the existing system is adequate,
or does Congress need to require a ratio that would cover cata-
strophic conditions that might be projected out there?

Mr. MCCOOL. Well, I think the answer is that 2 percent, as I
think everyone knows, is a fairly arbitrary number.

Chairwoman ROUKEMA. Yes. That is what we are trying to get
at here.

Mr. MCCOOL. Two percent could be actuarially sufficient under
certain circumstances, and it may not be sufficient under others,
both in terms of the composition of the portfolio and also with re-
spect to, again, the risks that Congress is trying to ensure against.

Our recommendation is that Congress think about setting forth
some actuarial soundness criteria. What sort of scenarios the Con-
gress wants the FHA Fund to be able to withstand, I think, is what
we’re asking for.

Just as an example, it’s not necessarily the perfect example. But
in the 1992 Act that set up OFHEO, the regulator of Fannie Mae
and Freddie Mac, Congress did set forth, maybe some would say,
a very specific set of scenarios that were to be the basis for a cap-
ital ratio for Fannie Mae and Freddie Mac. Again, it may have
been overly specific in some people’s mind or maybe not specific
enough. But it certainly is much more of a rigorous actuarial safety
and soundness standard, rather than just say 2 percent or put in
some number.

So I think what we’re looking for is something that sets forth a
little bit more criteria about what you mean by actuarial soundness
for the Fund.

Chairwoman ROUKEMA. What do you mean by actuarial sound-
ness for the Fund?

Mr. MCCOOL. Well, again, we don’t know whether you want the
Fund to be able to protect against the Great Depression or to pro-
tect against a moderate downturn or a small downturn.



15

Chairwoman ROUKEMA. I see.
Mr. MCCOOL. You have to protect the taxpayers’ money. You

have to decide what the Fund should be—how big it should be to
protect that and what the risks are you are concerned about.

Chairwoman ROUKEMA. So there is a lot of discretion here and
a lot of—all right. All right. We will look over that again in some
detail.

Ms. Gaffney, I do have question for you. And I am not quite sure
whether—I don’t think you were explicit in your testimony. If so,
I kind of missed it. But you made inferences. In the context of the
fraud that you talked about, I am not quite sure how you account
for this increasing fraud.

But it raised in my mind the question is HUD contracting out
too much of its oversight responsibilities to private companies? Is
that what you were inferring here, or does that have no relation-
ship to the increasing fraud questions that you are talking about?
And how that relates to the internal controls that you have existing
now.

Ms. GAFFNEY. I don’t think there is a right answer to how much
you contract out, but it’s clear that you shouldn’t contract out from
weakness. I think what all of us have learned is that when you
contract work out, you had better have people on your own staff
who know that work better than the contractors do—so they can
monitor and hold the contractors accountable.

I think what has happened sometimes in HUD is, because of the
downsizing of the staff, that we have contracted out without having
that component of in-house staff truly able to monitor and hold the
contractors accountable.

Chairwoman ROUKEMA. All right. You have alluded to the second
question that I had in mind. That was the question as to whether
or not we have provided adequate—have enough full time, qualified
employees to provide that lender oversight, adequate lender over-
sight. And you are indicating maybe we don’t.

Ms. GAFFNEY. We believe from what we have seen that FHA does
not have sufficient trained staff to provide adequate lender over-
sight. The problem, though, is that neither HUD, nor have we,
done a tight analysis to know what that right staffing level should
be.

I understand, though, that something may be in the works now
to do that. It is really very important.

Chairwoman ROUKEMA. Or maybe we should be giving more at-
tention to how we select those private companies and what criteria
they have to meet.

Ms. GAFFNEY. That is also true.
Chairwoman ROUKEMA. Yes. All right. Thank you.
Mr. Frank.
Mr. FRANK. I want to begin by expressing my appreciation for

General Gaffney’s acknowledgement that sometimes we can cut too
far, and that this notion that less Government is always better and
that staff who are pejoratively called bureaucracy, can always be
cut and that you can have the private sector make it up.

I mean, I appreciate your pointing out the fallacy of that kind
of thinking. And I agree that we have cut the HUD staff too far,
and we then wind up blaming HUD, because having cut the staff
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too far, we have an agency that is not able to fully carry out its
responsibilities.

I also do have to note that with all the problems, it does appear
that with the concerns we had about the FHA, that the previous
Administration did leave it in pretty good shape, and now the ques-
tion is, how do we preserve and build on that?

And we have gotten some negative economic scenarios here
about, you know, what it would take to cause this fund to go nega-
tive. So, Mr. Phaup, I would be interested, CBO is in the business
of doing economic projections. According to CBO’s economic projec-
tions, how likely are we to see the disaster scenario in the economy
that would wipe out this fund?

Mr. PHAUP. Well, Mr. Frank, it is very unusual for us to predict
cyclical downturns. Our long-term budget projections almost al-
ways show some trend rate of growth, even for forecasts that look
1 and 2 years ahead. I can’t remember the last time that we pre-
dicted a recession that we weren’t already in.

Mr. FRANK. Is this some inherent institutional optimism that we
have here? What is this?

Mr. PHAUP. I think it is a matter of professional intellectual limi-
tation. That it’s just very difficult.

Mr. FRANK. I’m reminded of our late colleague, former colleague,
Jake Pickle’s question, and maybe I would reform it: ‘‘Is Rosy Sce-
nario the highest ranking woman at the CBO?’’

Mr. PHAUP. I’m not sure our scenarios are rosy with respect to
where we end up in the long run.

Mr. FRANK. All right. Well, now that you’ve discounted the CBO
forecasting, let me repeat my question.

Mr. PHAUP. All right.
Mr. FRANK. Given the inherent optimistic bias to which, for the

first time in my experience, CBO has now confessed, what in CBO’s
projections is the likelihood of the kind of disaster scenario that
would wipe out this Fund?

Mr. PHAUP. As far as I know, we do not have any projections that
would be sufficiently severe to do so.

Mr. FRANK. OK. In CBO’s range, I know we’ve all seen that
range of projections.

Mr. PHAUP. Or distribution projections.
Mr. FRANK. And even at the low end of CBO’s projections, you

would not see this Fund——
Mr. PHAUP. I could not say that. We generally focus on the mid-

point.
Mr. FRANK. You’ve seen the projection. Let me say, I would be

interested at the low end of the projections whether you think
that’s like that. But you think it’s very unlikely, according to your
projections?

Mr. PHAUP. Certainly the ones that we base our baseline projec-
tions on, yes.

Mr. FRANK. All right. I appreciate that. And I think this. If you
look at this Fund and you look at the way things are going, not
only is it unlikely that we would have the kind of level of disaster
that would wipe us out, but if we were to legislate the FHA Fund
on that basis, it would be the only element in the Federal Govern-
ment where we legislated on that basis.
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That is, the extremely pessimistic assumptions that it would take
to see this being wiped out would be applied only for the purposes
of dealing with that.

Let me ask through the GAO to Mr. McCool, you’ve given on
page 18 some of the historical periods, but they were regional, sec-
tional. Has there been in recent times—or let me put it this way.
When was the last time the economy was at the point overall
which would represent a scenario that would wipe out the Fund?

Mr. MCCOOL. That would wipe out the Fund? I’m not sure that
in the postwar period it has occurred.

Mr. FRANK. It’s never happened since the postwar period?
Mr. MCCOOL. No.
Mr. FRANK. Thank you. That reassures me that we can now

think about how to spend it. So let me now go back to Mr. Phaup
and the CBO. Nobody is projecting it. It has never happened, so I’ll
let somebody else worry about it.

If we were in fact to do some adjustment of prices within the
FHA’s inventory, is it possible to do that without triggering a scor-
ing and and so forth?

Mr. PHAUP. My answer would be that if the Congress directed a
particular action, it would be scorable. If the Secretary took some
action under existing authority, it would not be a scorable act; we
would just adjust our baseline for it.

Mr. FRANK. What if Congress—you said if we directed it, it’s
scorable, and if it’s done under existing authority, it’s not scorable.
What if we changed existing authority to empower, but not direct
the Secretary?

Mr. PHAUP. We have some budget analysts here. They say they
would like to read the legislation before they offered an opinion.

[Laughter.]
Mr. FRANK. Oh, well, see, you want to read the legislation before

you decide whether to score it, and we want to read the opinion be-
fore we write the legislation.

[Laughter.]
Mr. PHAUP. I understand that.
Mr. FRANK. So we may get into it.
Thank you, Madam Chairwoman.
Chairwoman ROUKEMA. Isn’t that, giving that kind of discretion,

isn’t that—that’s rearranging all the chairs on the Titanic, isn’t it?
No?

Mr. FRANK. But we’re not on the Titanic, as we’ve just seen.
Chairwoman ROUKEMA. I’d like to ask the OMB Director that,

please. Is it?
Mr. FRANK. You’d better summon him, then, because he’s not

here.
Chairwoman ROUKEMA. I’m sorry. I’m sorry. You know who I’m

talking about. CBO. CBO. I’m sorry. I meant CBO.
Mr. PHAUP. Under existing law, the Secretary has the authority

to take certain actions that, as Mr. McCool can testify more fully,
would affect the net position of the fund, including actions such as
changing the premium, which he did in January of this year. And
he also can take action to resume the distributive shares program,
if he takes into account four or five statutorily imposed criteria
first.
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So these possibilities are already a part of existing law.
Chairwoman ROUKEMA. All right. We will have to think about

that.
Mr. Green, please, the Vice Chairman.
Mr. GREEN. Thank you, Madam Chairwoman.
Ms. Gaffney, in your testimony you made reference to the in-

creasing use of foreclosure avoidance techniques. I’m intrigued by
that. Can you tell me what those techniques include?

Ms. GAFFNEY. Well, the simplest, most straightforward one is the
lender would call the borrower and try to see what the problem is,
see whether there is a short-term fix, some kind of short-term hia-
tus in payments; whether there is a longer term fix, such as ex-
tending the term of the mortgage or counseling about how to budg-
et funds in order to pay the mortgage, that kind of reaching out.

Mr. GREEN. So very much what is done in the private sector with
conventional lenders?

Ms. GAFFNEY. Exactly. That is what the Federal Government is
trying to emulate, yes.

Mr. GREEN. Can you tell me why it is that those techniques or
the use of them appear to be a recent occurrence with FHA?

Ms. GAFFNEY. I don’t know, but that is very much the case that
when we looked at this 2 years ago. FHA was really just starting.
We’re going to be looking at them again. But I’ll ask a colleague,
if you don’t mind.

Mr. GREEN. Sure.
Ms. GAFFNEY. Oh, the assignment program.
Chairwoman ROUKEMA. Excuse me. Could you speak into the

microphone, please?
Ms. GAFFNEY. Sorry. I should have known the answer to that

one. You’ll remember the assignment program under which de-
faulted loans were assigned to HUD, and then HUD kept them for-
ever and ever and ever, and it created a huge problem, and then
the Congress finally stopped the assignment program.

It was at that time that we started loss prevention.
Mr. GREEN. OK. Is that also why FHA has had a much higher

foreclosure rate over the years than some of its private sector coun-
terparts?

Ms. GAFFNEY. That’s one possibility. But FHA is trying to fill a
niche in the market that the private sector doesn’t. And I think all
the statistics show that FHA is meeting that need.

It’s the higher loan-to-value ratios, it’s targeting minority bor-
rowers, it’s targeting portions of cities where other lenders fear to
go.

Mr. GREEN. I’m sure that may have some effect, but obviously
there are housing authorities around the Nation that serve those
sectors of the market very well and don’t have a higher foreclosure
rate. So I mean I think it’s a little bit dangerous to say that just
because you’re serving that sector of the market that you’re nec-
essarily going to have a higher foreclosure rate.

Ms. GAFFNEY. No, absolutely. I didn’t mean to imply that. I
meant that HUD is—HUD/FHA—is willing to accept somewhat
lower standards in order to offer mortgage insurance to these
groups of people, particularly first-time homeowners.

Mr. GREEN. Thank you.
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Mr. McCool, I guess I’m going to try to get at the same issues
or conditions that the previous questioners have had.

We’ve heard reference to something between the Great Depres-
sion and a moderate downturn in the economy. Given that breadth
there, is there anything you can do to help us learn more about
what kind of conditions the Fund at its current level could in fact
withstand?

Mr. MCCOOL. Well, again, within the scenarios that we played
out, the Fund, at least at 3.2 percent, was able to withstand the
shocks.

Now again, remember that a lot of what that results from is the
fact that we’re starting from a very good starting place. And so
we’re introducing shocks that are shocks of 4 or 5 years.

And what happened in the 1980s that actually caused the Fund
to become negative in 1990 was a series and a sequence of shocks
that also were played out in an economy that wasn’t in the same
situation to start with. It was an economy with very high interest
rates in the early 1980s, a national recession followed by some re-
gional shocks.

So none of the individual shocks we introduced starting from
where we are was able to deplete the Fund. But again, that doesn’t
mean that a sequence of shocks, starting from a slightly different
place, couldn’t deplete the Fund.

Mr. GREEN. Could you help me a little bit?
Mr. MCCOOL. I’m sorry.
Mr. GREEN. Define a little bit more what a ‘‘shock’’ is.
Mr. MCCOOL. Well, again, in our scenarios, or in this case it’s ef-

fectively a substantial downturn in the economy, and in particular
one that generates falling housing prices and higher unemploy-
ment, and, as a result, leads to higher foreclosures for the FHA.

Mr. GREEN. OK. Madam Chairwoman, that’s it for my questions.
Chairwoman ROUKEMA. I thank the Vice Chairwoman.
Congresswoman Waters.
Ms. WATERS. Thank you very much, Madam Chairwoman. Most

of the questions have been raised I think. Most of us are interested
in knowing how we can take this good information about a surplus
and turn it into housing opportunities for the people who are in
such desperate need.

I’ve heard it described recently as a housing crisis out there in
America where we have people who are living four and five families
to one residence. We have people who have been waiting in line for
housing. We have underfunded Section 8, on and on and on.

So while we are very conscious that we must comply with the
law relative to the use of the surplus, we are looking for options
that can take us to the kind of outcomes that we are desirous of
having in order to deal with this crisis.

So I’m just wondering if I can hear some positive speculation
about how can we do this. I know we may have uncertain out-
comes, but as you think about this, you think about the good and
you think about the bad. I want to hear what thoughts you may
have about what we can do to use this opportunity to increase
housing for people who are in desperate need. Anybody?

Mr. PHAUP. Well, Ms. Waters, I think my message is so limited
that I’m not sure it’s going to be responsive. But what I would say,
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based on this statement, is simply that given these needs that you
describe, the right surplus to think about doing something with is
not the surplus in the MMIF but the on-budget surplus.

In other words, it’s the whole budget surplus that’s the right
number to look at in terms of what you want, what policy actions
you may want to take, rather than these balances in this Fund.
That’s a very narrow answer, but that’s the best I can do.

Ms. WATERS. What would you suggest, if the surpluses continue
to grow in this Fund, what would you suggest we do? Just watch
it grow and grow and grow? I mean, what would you suggest?

Mr. PHAUP. Well, I think that the 1990 Act actually envisioned
some downward adjustments. Perhaps one of the others here would
disagree, but it seems to me that the 1990 Act envisioned the use
of distributive shares as a way of keeping the balance from build-
ing up—the use of lower premiums to prevent the balance from
building up—and I think those actions are already authorized for
the Secretary.

Ms. WATERS. Well, it appears from my reading that we have
taken some of those actions, and we still have a growing surplus.
Are there any other thoughts about how we can utilize this for the
good of the consumers out there? For people—what else can we do?
Even if you do it on the front end.

For example, I’m listening to Ms. Gaffney talk about the fraud
and talk about people who are being qualified for loans who are not
able perhaps to pay back, some of those descriptions here.

But what we have learned about creative thinking in this area
is you can do no downpayments. As I understand it, there is noth-
ing that has proven that people who make downpayments pay their
mortgages any better than people who perhaps would not make
any downpayments.

We are talking about, as you described, the processes that are
being used to try and keep people out of foreclosure. And you say
in your report that you are not sure it is working, that maybe it
may extend the length of time, but the foreclosure takes place any-
way. What can we do with these funds on the front end to help peo-
ple early who come in under special arrangements? What can we
do to help them avoid foreclosure, not waiting until they get in
trouble?

I mean, are there ways that we can assist first-time home buyers
and others so that we can do a better job that we are doing today
with this?

Ms. GAFFNEY. Ms. Waters, the answer to that is, absolutely, you
know that there are a number of things we can do.

I really lack expertise in what Marvin is talking about, which is
the legality of how you can use these funds. But, I always thought
that the Congress enacted laws, revised laws, and assuming that
the President signed those laws, that that’s what governed how we
operate.

Ms. WATERS. You are not incorrect. We look to those of you
who——

Chairwoman ROUKEMA. Excuse me. Will you conclude your ques-
tion now? You’re long over your 5 minutes, Congresswoman.

Ms. WATERS. All right. Then I’ll yield back.
Chairwoman ROUKEMA. No, no. Just finish your last statement.
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Ms. WATERS. OK. We look to those of you who have some respon-
sibility in these areas to help us understand as best we can what
is happening out there so we can try and fix it, we can try and pro-
mote ways by which to be more effective, all of that. So that is why
we inquire of you and query you in such ways so that we can gain
information about what we can do to be helpful to the American
citizens.

And when I said that I was looking for some discussion on posi-
tive incomes, I am very serious about that, because we want to
know how to be cost effective and effective period in helping con-
sumers and people who want homes and loans and mortgages.

Ms. GAFFNEY. Right. I am restrained—those are all policy deci-
sions, and I’m not supposed to be involved in policymaking deci-
sions.

Obviously, everyone knows there is a crisis in affordable housing.
In my limited world of audits and investigations, there is a need
to help people from being the victims of fraud. And people really
are being victimized.

Ms. WATERS. We can use the surplus to do some of that.
Ms. GAFFNEY. Yes.
Ms. WATERS. All right. Thank you.
Chairwoman ROUKEMA. All right. Thank you.
Excuse me. May I just make the point for all Members that if

anyone has additional questions that you haven’t had time for,
aside from maybe a second round here, you may submit those ques-
tions to the panelists in writing for their response.

Congressman Bereuter, please.
Mr. BEREUTER. Thank you, Madam Chairwoman. Between trying

to do some things on the House floor and attending a hearing, this
has not been most successful day at a hearing. So I’m sorry I didn’t
hear all the testimony.

I’ve been trying to read some of the written material provided to
us. I’m wondering if I could cut through to what seems to me to
be a basic question, Mr. Phaup, if I could address you.

With respect to the Fund’s estimated economic value and the in-
surance-in-force, we’re at 3.66 in the 1999 economic value. That is
well over the requirement. And I am looking at the headline items
in the GAO report provided to us and seeing that the 2 percent
capital ratio appears sufficient to withstand some worse-than-ex-
pected loan performance.

What is ‘‘worse than expected’’? What kind of an economic down-
turn would give us something that would still say the 2 percent
capital ratio is sufficient? For example, are we talking about some-
thing more severe than the period between 1983 and 1985? Or how
steep an economic downturn would we have to have to find that 2
percent was not adequate? Can you help me with that, Mr. Phaup?

Mr. PHAUP. Mr. Bereuter, I am usually not reluctant to answer
questions, but I believe Mr. McCool should speak to that. Those are
his model simulations.

Mr. MCCOOL. Again, I think that when we put our models
through individual historical stresses, because of where we’re start-
ing from, they did not generate the defaults and foreclosures that
we actually experienced in the mid-1980s. So part of it is a slight
disconnect.
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If we look at the actual foreclosure rates that we experienced in
the 1980s, those rates can bring the Fund down, according to our
estimate, by more than 2 percent.

Mr. BEREUTER. Brings it down by more than 2 percent?
Mr. MCCOOL. By more than 2 percent. It would bring it down

from 3.2 to .9 in our scenario where we expose the Fund to the
same foreclosure rates that we experienced, the economy experi-
enced in the 1986 to 1990 timeframe.

Again, that is just one scenario. It is not necessarily the right
scenario or the best scenario, but it is one scenario.

Mr. BEREUTER. Let me proceed to the next step. And maybe it
is you, Mr. Phaup, that ought to get this question. Maybe it is Mr.
McCool. I know that, Mr. Phaup, you’re not in a position where you
can give us policy recommendations.

But is there any out-of-the-box thinking about how we can bring
down the ratio and still provide adequate protection by a change
in legislation or some other mechanism that will enable us to bring
down those resources and to use them for other purposes and still
have a failsafe kind of approach in case we have a very severe eco-
nomic downturn?

Have you done a survey which suggests that there is thinking
out there which gives us any kind of alternative to the current sys-
tem that we have in place by statute?

Mr. PHAUP. We have not. I would like to pass on offering an an-
swer to that.

Mr. BEREUTER. I think that Ms. Gaffney is not the person to an-
swer this, unless she just happens to have run into something. But
Mr. McCool?

Mr. MCCOOL. Again, I think that our view is that it’s up to the
Congress to decide what minimum ratio it wants, what target ratio
it wants and then, again, what it wants to do with anything that
it feels is—I won’t say left over. That’s not the right way to think
about. But again, there is no right answer for minimums. There is
no right answer for targets. It depends on the riskiness of the port-
folio.

Mr. BEREUTER. Well, we could set a different target if we under-
stood that there was a different system that could be checked in
when we run into a really severe economic downturn. And I am
wondering if you can give us any guidance as to what people might
think as an alternative to relying strictly on the current statutory
mechanism we have in place.

Mr. MCCOOL. Well, again, our view is you should try to set the
Fund at a level that will protect you from a downturn that you
fear.

Mr. BEREUTER. That is almost a waste of resources in the mean-
time.

Mr. MCCOOL. Well, I understand that. But the problem is that
once things start to turn down, then it’s hard to build up the re-
sources. That’s the reason why you, in a sense, prefund these sys-
tems.

I understand that that’s not necessarily the easiest way to think
about it. But part of the problem is that when things do start to
turn sour, it’s hard to build up funds.
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Mr. BEREUTER. Madam Chairwoman, I hope we might look at
some less conventional approaches as a failsafe on this. I don’t
know what they might be, but surely someone must have thoughts
about this subject.

It seems to me this is a waste of resources to keep an excessive
amount here during all this period of time and yet in the possibility
that we’re going to have a very severe economic downturn.

Chairwoman ROUKEMA. Yes. There are pros and cons to that.
Mr. BEREUTER. And I yield back.
Chairwoman ROUKEMA. And I guess underlying all of it is what

someone said earlier on, and that is, there are no free lunches. But
we have to make some sound fiscal judgments about these things.

Mr. FRANK. If the gentleman would yield.
Chairwoman ROUKEMA. This hearing today opens up a whole

number of questions which we will take up in subsequent—I don’t
know whether or not you were here earlier. I know you were here
initially, but when I made the statement that this will be the foun-
dation for probably a series of hearings maybe from others in the
field who have different perspectives.

So we’ll look to you to work with you on that.
Mr. BEREUTER. I did hear that, and that’s a good basis. If I had

time, I would yield to the gentleman.
Mr. FRANK. I think we’re well beyond it not being any free lunch.

At this point, we’re buying lunch for about 2077, and we’re putting
the money aside. And I think we’re not talking about free lunch,
we’re talking about, or alternatively, the most expensive lunch I
ever saw, or we’re assuming the price will go up.

But I think it’s not a case of a free lunch. I think the gentleman
from Nebraska is right. We’ve put aside far more money than by
any rational justification we’ve heard seems necessary.

Chairwoman ROUKEMA. Well, the question is, what do you do
with insurance policies? How broadly or how in-depth do you need
insurance policies?

We’ll go on now to our Congresswoman Jones here who is wait-
ing patiently.

Ms. JONES. Thank you, Madam Chairwoman.
My first question goes to Ms. Gaffney. I was in my Congressional

district last week where I attended an event where a community
development corporation participated in the grant program to take
over HUD housing that had been in the community kind of stand-
ing on its own—not standing on its own—but was dilapidated, and
accepted a grant to be responsible for the oversight of rebuilding
and remodeling these homes.

And I want you to know, it was such a wonderful feeling to see
a woman, a single woman with five children, excited that she had
a chance to have a home of her own.

And the other thing that made it so good for me, it was in the
neighborhood that I live, but I also grew up in, but to walk into
this home. It was a five bedroom home in a low-, middle-income
neighborhood.

But the woodwork was mahogany. The third floor was wood slat-
ed from the floor to the ceiling with windows all around. I said a
lot of people would love to be able to get in these neighborhoods
and get these homes.
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But my point is that your conversation about loans, trying to
work on loan mitigation with foreclosure—before it got to fore-
closure—excuse me. Wouldn’t it make sense that we spend some of
these dollars on programs that educate people about what it means
to buy a home and how their credit will be spent and perhaps re-
duce the cost of high risk mortgages down the line?

Ms. GAFFNEY. I’m going to get myself in big trouble if I say how
these funds should be used.

Ms. JONES. I’m asking you a question so when you go back, tell
them I asked you the question so you were forced to answer. Then
you won’t have to worry about it.

Ms. GAFFNEY. Let me tell you, the educational part of it is so ab-
solutely key. You know, really, the people who are being victimized
by this fraud, they are people who are being offered deals that you
and I would say, ‘‘Hey, that’s so crazy. That can’t possibly be true.’’

These people don’t know that.
Ms. JONES. And let me cut you off for a moment. Wouldn’t it

even make sense to spend some of these dollars dealing with the
predatory lenders that are preying on our communities and let
some of those dollars be used to pull them back in?

Because it’s clear that many of the foreclosures occur under cir-
cumstances where people who understood financing and who had
a little more education, and it doesn’t mean they shouldn’t be in
a home, but if they had a little more education, would never enter
into these loan agreements anyway.

Ms. GAFFNEY. I could not agree with you more.
Ms. JONES. Let me take it a little bit further. My experience as

a prosecutor doesn’t let you answer. I just ask the questions.
[Laughter.]
Ms. JONES. Wouldn’t it also be important that HUD spend some

time—and I see you made this in your statements somewhere—
with regard to looking at the lenders themselves and saying you
cannot put them out of business.

When they enter into agreements that are causing the kind of
losses that you suggest might occur under the circumstances, that
they ought not be able to lend at all, and that way, some of us
wouldn’t be in the dilemma that we are in.

Ms. GAFFNEY. For sure.
Ms. JONES. Let me ask you, Mr. McCool. I’m not quite under-

standing—do I have your statement? Is this you? Yes, Mr. McCool.
On page 13 it says, ‘‘If, for example, FHA loosens underwriting

standards, future loans may perform worse than past experience
suggests. In addition the recent reduction in up-front premiums
could reduce cash inflows into the Fund, although it could also
lower the riskiness of the loans that FHA insures.’’

Upon what basis do you say that future loans may perform worse
that past experience suggests just because they loosen under-
writing standards?

Mr. MCCOOL. Only in the sense that if you do lower underwriting
standards, you increase the pool and you increase the potential
riskiness of that pool. It doesn’t necessarily mean it’s a bad thing.

Ms. JONES. Well, let me ask you this. If the underwriting stand-
ard was—and at some point this is what it was in many African-
American communities—is you couldn’t be black and get a loan,
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that didn’t cause any greater loss for people when African-Ameri-
cans had a chance to purchase homes, right?

Mr. MCCOOL. No, no. Again, we’re talking about legitimate un-
derwriting standards.

Ms. JONES. Well, I’m questioning the legitimacy of some of the
underwriting standards that denied low-income and minority per-
sons opportunities to purchase homes that are still in place. The
race is not there, but it’s there still.

Mr. MCCOOL. I understand. I think that, again, we would pre-
sume that the underwriting standards were based on true esti-
mates of financial risk. If they’re based on arbitrary rules of
thumb, that’s a very different issue.

Ms. JONES. Give me an example of what are true underwriting
standards for the record, please.

Mr. MCCOOL. Well, again, there are relationships between net
worth and income and likelihood of being able to maintain loans of
a particular size. Those sorts of things.

Ms. JONES. I mean we’ve very recently——
Chairwoman ROUKEMA. Mr. McCool, would you speak more close-

ly into the microphone, please?
Ms. JONES. This is my question, Madam Chairwoman.
Chairwoman ROUKEMA. Please.
Ms. JONES. More recently last year HUD decided to allow Section

8 dollars to be used for downpayment for purchase of homes. By
them doing that, does that lower the underwriting standard, be-
cause these people previously didn’t have downpayment dollars to
buy homes?

Mr. MCCOOL. I wouldn’t think it would, no.
Ms. JONES. OK. So that’s a good program. Maybe we could use

some of the surplus then to allow for no downpayment loans. I
think someone else suggested that. But maybe we could use some
of these funds where we’ve got people in a dilemma where they
can’t afford to buy a home. I didn’t hear that answer.

Mr. MCCOOL. There’s lots of——
Ms. JONES. You’re like my son who’s 17. I say ‘‘Hello, Marvin,

how are you?’’ He’ll go——
Mr. MCCOOL. There’s lots of ability to increase flexibility, I’m

sure. And I don’t mean to be personal.
Chairwoman ROUKEMA. Excuse me.
Ms. JONES. I’m just trying to get some real issues, thank you,

Madam Chairwoman, on the record, with regard to the inability of
people to buy homes. I thank you very much for your time.

Chairwoman ROUKEMA. And I would remind the members of this
panel that you do have the opportunity to come back for the record
with fuller explanation or amplification if you feel you haven’t had
time.

But we will go on to Mr. Frank.
Mr. FRANK. Thank you, Madam Chairwoman. I got the distinct

impression from at least Mr. McCool and Mr. Phaup that a desire
to answer more fully is not one of the things that is greatly moti-
vating them at this point.

[Laughter.]
Mr. MCCOOL. It depends on the question.
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Mr. FRANK. I don’t think either one of them felt deprived. My
question, because it’s relevant to the kind of policy judgments that
might be made, in the pricing policies of FHA, they get revenues
from at least three sources. There’s the up-front premium, there’s
the annual payment and there’s sales, auction sales when they re-
possess.

How precisely is the internal pricing? That is, my impression is
that there might very well be elements of cross-subsidy and that
the goal is to produce an overall balance and that it’s not very care-
fully done from an internal pricing standpoint. Am I accurate on
that, Mr. Phaup, Mr. McCool?

I mean, when they say, you know, this class of property—is each
class of property sort of standing on its own or is it as long as it
comes out well in the end is that OK?

Mr. McCool.
Mr. MCCOOL. Well, again, my understanding is they have certain

flexibility, but it’s with respect to types of loan programs and the
extent of, for example, the loan-to-value ratio affects the premiums.
They are fairly broad categories though.

Mr. FRANK. Mr. Phaup.
Mr. PHAUP. I agree. That there are cross-subsidies in the FHA

program, no doubt.
Mr. FRANK. I appreciate that, Madam Chairwoman, because that

seems to me to give us some flexibility to urge the FHA adminis-
trator to——

Mr. PHAUP. Urge?
Mr. FRANK. Not us. I understand, Mr. Phaup, we can’t do it.

Only the Executive can do it by itself. But it does give us some
flexibility to urge the FHA administrator to take advantage of his
ability or her ability to cross-subsidize and have a different policy
outcome since there are cross-subsidies now.

That’s all. Thank you. And don’t elaborate on that in writing. I’m
happy with what you said.

[Laughter.]
Chairwoman ROUKEMA. If you can ask a real short question and

then I’ll conclude.
Ms. JONES. Mr. Phaup, I didn’t get to ask you this. And I’m new

at this. Who makes a decision as to how the funds of the MMI are
invested to make returns on those dollars?

Mr. PHAUP. The U.S. Congress. Current law requires that those
balances be held in Treasury securities.

Ms. JONES. Would you suggest that they be done somewhere else
to make it advantageous for the Fund or not?

Mr. PHAUP. I would not as a special case for FHA. That’s a big
overall question that the Congress now has before it and will deal
with further.

Ms. JONES. Anything but Social Security. Anyway, go ahead.
Mr. PHAUP. Yes. I’m thinking about Social Security. But there

are plenty of other cases where people have exactly the same inter-
est, and that’s an important policy question that deserves careful
weighing. I wouldn’t make the change for one program only.

Ms. JONES. Thank you, Madam Chairwoman.
Chairwoman ROUKEMA. All right. Thank you. I do want to thank

this panel and also remind them that according to the rules of our
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Committee, Members who have additional questions will have up
to 30 days to submit them to the panel members.

I would simply submit one more question to you, not for answer
now, but for you to supplement what was said in the panel con-
cerning my question regarding the fraud that you have indicated
has been increasing and what we do with the private companies
that are dealing with these issues. Are they part of this fraud ques-
tion? And how we deal with this growing problem and whether it
needs additional legislation or whether it’s strictly administrative
ways that we can do it.

Because I think it was indicated that fraud is increasing and
that there are more needs for internal controls, and I did acknowl-
edge what you stated about the need for more full-time employees
to deal with this.

But I think we have to deal with the private sector as well, and
if we could get the advantage of your experience on the ground and
in the real world, whether or not it’s purely administrative or
whether there’s a need for legislative corrections.

And with that, I thank you very much, and we appreciate your
contribution. And as I said, it will be the foundation for future ac-
tion. Thank you.

[Whereupon, at 3:35 p.m., the hearing was adjourned.]
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