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TURMOIL IN THE U.S. CREDIT MARKETS:
EXAMINING RECENT REGULATORY
RESPONSES

THURSDAY, OCTOBER 23, 2008

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

The Committee met at 10:08 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Christopher J. Dodd (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

Chairman DoDD. The Committee will come to order.

Let me, first of all, thank our witnesses and my colleagues for
being here, and thank the audience that has joined us here this
morning for this hearing. This hearing is entitled “Turmoil in U.S.
Credit Markets: Examining Recent Regulatory Responses,” and I
am very grateful to all of you for taking the time out. I know you
have other matters to be doing, so we are going to try and move
along as rapidly as we can. I particularly want to thank Sheila
Bair and Neel Kashkari. We have got you working overtime, obvi-
ously, and so we don’t want to tie you up all day here with this.
We will try and move along as quickly as we can.

With that in mind, I am going to make a quick opening state-
ment, turn to Senator Shelby for any opening comments, and then
I would ask my colleagues if they could be very brief in their open-
ing comments. Sheila Bair has her board meeting today in town,
and so we want to be able to get her back to that meeting, and I
understand that, but we have some very important questions.

Senator SHELBY. It could be an important meeting.

Chairman DoDD. It could be important. So I will ask my col-
leagues if they could be very brief or reserve their opening state-
ments for the questioning period when they get to it as a way to
get right to our witnesses and have a chance to hear from them,
which is critically important to all of us.

With that, let me begin with some brief opening comments and
then turn to Senator Shelby.

This morning, we consider the recent regulatory responses to the
ongoing turmoil in our national and global credit markets. Those
responses have included a series of measures that are in many re-
spects without precedent in our Nation’s history. These measures
began, for the most part, with the decision in March of this year
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to commit $30 billion in taxpayer-backed funds to facilitate the ac-
quisition of Bear Stearns by JPMorgan Chase.

They also include the decision by the Federal Reserve through
the spring, summer, and fall to establish various facilities and ini-
tiatives to promote liquidity in the markets, including in the com-
mercial paper markets. They include the takeover of the Nation’s
largest insurer, AIG, committing over $120 billion to this effort
thus far. They include the decision to put Fannie Mae and Freddie
Mac into conservatorship and provide them with $200 billion in
Federal backstop.

They include the decisions to guarantee non-interest-bearing de-
posit accounts at insured depository institutions and to guarantee
senior unsecured bank debt for a period of 3 years. And, most re-
cently, they include the decision to invest $250 billion into lending
institutions, including some $125 billion in just nine large lenders,
in an effort to promote financial stability and liquidity.

According to one report, decisions taken or implemented by Fed-
eral regulators in the past 7 months have committed no less than
$5 trillion in taxpayer money to stemming the tide of the credit cri-
sis. Five trillion dollars—that is an astounding sum, equivalent to
roughly one-third of our annual economy. Taken together, these de-
cisions have made the American taxpayer a guarantor, owner, and
shareholder in the financial sector of our economy to a degree
never before seen in our Nation’s history and rarely seen in any
free market economy.

Certainly in recent months, no one can accuse Chairman
Bernanke, Secretary Paulson, Chairman Bair, and others of timid-
ity in the face of this crisis. Nearly 15 months ago, Chairman
Bernanke pledged to me that he would use all of the tools at his
disposal to maintain order, in a meeting we had in my office in Au-
gust of 2007, in order to maintain order, stability, and liquidity in
our capital markets. He has been true to his word. Likewise, Sec-
retary Paulson, Chairman Bair, and Chairman Cox have all acted
aggressively in recent weeks. And while the jury is still out regard-
ing the ultimate impact of their actions, few if any doubt that those
actions have forestalled the worst-case scenario of a complete sei-
zure in the financial markets.

Nevertheless, one cannot escape hard truths about these regu-
latory actions. First and foremost is the truth that they have large-
ly addressed the symptoms of the credit crisis rather than its
cause. For nearly 2 years, since I became Chairman of this Com-
mittee, I have urged forceful and definitive action to reverse the
rising tide of foreclosures that began to wash over our economy in
2007. I have not been alone in this call. Colleagues on both sides
of the political aisle here have been sounding that same note for
almost the same period of time. So have economists and analysts
from across the political spectrum, including such distinguished in-
dividuals as former Carter and Reagan Fed Chairman Paul
Volcker, Nobel Prize winners Joseph Stiglitz and Paul Krugman,
former Reagan Chief Economic Adviser Martin Feldstein, and
Chairman of President Bush’s Council of Economic Advisers Glenn
Hubbard, and American Enterprise Institute Resident Fellow Alex
Pollock.
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These and other experts all agree that the key to our Nation’s
economic recovery is the recovery of the housing market, and that
the key to the recovery of the housing market is to reduce fore-
closures. Without a solution to this central problem, the record-set-
ting foreclosure rate, more Americans will continue to lose their
homes and see the value of their largest asset plummet to the point
where homeowners owe more on their mortgages than their homes
are worth. Declining home values, vacant properties, and reduced
revenues will destabilize more and more neighborhoods. As econo-
mist Mark Zandi noted in March of this year, and I quote him,
“Only if more homeowners are able to remain in their homes will
the negative cycle of foreclosures begetting house price declines be-
getting more foreclosures be short-circuited. This in turn is nec-
essary to ending the downdraft in the housing market that is
weighing so heavily on the economy and financial system.”

Without addressing the cause of the crisis as swiftly, aggres-
sively, and decisively as the administration has tackled the symp-
toms of the crisis, house prices will continue to fall or stagnate, and
the value of assets based on mortgages, trillions of dollars of which
are on the books of our major financial institutions, will continue
to be virtually unknowable. To date, with few exceptions, we have
not seen, in my view, the required dedication.

The longer we allow foreclosures to erode family wealth, neigh-
borhood stability, and financial market liquidity, the longer our
economy will take to recover from this crisis. The result will be the
continuation of volatility and paralysis that our regulatory leaders
are working so feverishly to address today.

A number of us have been working very hard on this problem.
The Hope for Homeowners Initiative that we created in the Hous-
ing Economic Recovery Act was a good start. Ultimately, it holds
the promise of helping as many as 400,000 to a million more Amer-
icans obtain safe, secure, affordable mortgages. Similarly, the
Emergency Economic Stabilization Act, which was signed into law
October 3rd, obligates the Treasury to implement a plan to prevent
foreseeable and avoidable foreclosures. Very importantly, Section
109 of that legislation authorizes the Secretary to use loan guaran-
tees and credit enhancements to facilitate loan modifications to
prevent avoidable foreclosures. This slender provision alone could
help countless deserving Americans escape the foreclosure trap set
up by predatory lenders.

This morning we look forward to asking our witnesses what steps
they are taking to implement these and other provisions designed
to stop the hemorrhaging in our housing markets that has bled out
into the wider economy of our country and across the globe.

We also look forward to asking them what steps they are taking
to ensure that the American taxpayer is not just bankrolling the
banking industry, but benefiting as well in the form of expanded
lending activity. It is beyond troubling to read in recent news re-
ports that those lenders who will be receiving billions of dollars
from U.S. taxpayers are considering using those dollars not to
make loans but, rather, to pursue some acquisition opportunities
and to create a capital cushion, on which they will comfortably sit
while the American consumer and small business person struggles.
Reading such a report, it is no surprise that a majority of Ameri-
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cans surveyed in a CNN/Opinion Research Corporation poll this
past weekend disapproved of the regulators’ actions that focus on
the banking industry. Doing more for homeowners is the one policy
solution that a majority of those Americans said they would sup-
port. If there were ever a time that demanded that we think anew,
this is it. Now that the administration has taken strong measures
to stabilize financial institutions, it is absolutely imperative, in my
view, that we apply the same sharp and urgent focus to help the
individual homeowners whose plight is at the root cause of this cri-
sis and to the small business owners who are valiantly struggling
to stay afloat in these times.

We are very fortunate, as I said at the outset, to have a very dis-
tinguished panel of witnesses with us this morning. We look for-
ward, as always, to hearing their thoughts on what steps we can
and must take to turn from the failed policies and flawed thinking
of the past and instead turn to our hopeful and prosperous future
for our country.

With that, let me turn to Senator Shelby.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Mr. Chairman.

I believe today’s hearing provides an important opportunity for
this Committee to conduct much needed oversight of the adminis-
tration’s efforts to address the considerable problems in our finan-
cial markets. Foremost among these efforts is the Treasury Depart-
ment’s Troubled Asset Relief Program, or TARP. When first an-
nounced, this program was to be used to purchase troubled assets
from financial institutions. As market conditions have changed,
however, the program has evolved considerably.

On October the 14th, the Department of the Treasury announced
that it was going to use $250 billion from the program to purchase
equity stakes in financial institutions. Half of this amount has al-
ready been used to take positions in nine of the largest domestic
financial companies. The remaining $125 billion, it is my under-
standing, has been set aside and is available for use by thousands
of other smaller financial institutions. And while we all recognize
that markets move with incredible speed and that circumstances
can change dramatically, in purchasing equity stakes in publicly
held companies Treasury has deviated significantly from its origi-
nal course.

We need here to examine closely the reason for this change and
to understand how and why the nine specific firms were chosen to
receive the initial $125 billion. We also need to understand here in
this Committee how the remaining funds are going to be made
available to the thousands of firms who may be eligible to receive
them. Finally, we must also ensure, I believe, that the appropriate
oversight scheme is in place because hundreds of billions of dollars
of taxpayer money are at risk here.

The hearing here also gives us an opportunity to examine other
recent initiatives intended to address the troubled marketplace.
Senator Dodd has already mentioned Hope for Homeowners, but I
can tell you—I believe he is on point here—that unless we do some-
thing or can do something to address the underlying fundamentals
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of dealing with the mortgage foreclosures and real estate, we are
going to be wasting perhaps a lot of money.

Mr. Chairman, I look forward to the hearing, and I appreciate
your calling it.

Chairman DopD. Thank you very much.

Let me turn to Senator Johnson.

STATEMENT OF SENATOR TIM JOHNSON

Senator JOHNSON. Thank you, Chairman Dodd, for holding this
important hearing. In addition to the passage of the Emergency
Economic Stabilization Act, there has been a rash of other actions
by the Treasury, Fed, FDIC, and others to stabilize our economic
situation. Today, we will take a closer look at these actions.

There is a common thread between all of the actions taken in re-
cent weeks: they are temporary. While I believe the Government’s
actions should be “emergency” measures, these are no small efforts.
Within a few months, our country will have a new administration,
and within a year these measures will expire. These actions make
significant changes to our financial services regulatory structure,
and this Committee needs to know what the end game is for these
steps.

Going forward, it is important to begin reviewing the structure
of our financial system and developing regulation to create the kind
of transparency, accountability, and consumer protection that now
is lacking. I will continue fighting for good, effective regulation that
balances consumer protection and sustainable economic growth.

I am concerned we are not yet at the end of the road in terms
of financial difficulties, but I am hopeful that the many actions
taken in the past weeks will help stem our economic troubles.

Chairman DobpD. Thank you very much, Senator.

Senator Crapo.

Senator CRAPO. Thank you very much, Mr. Chairman. As you
have requested, I will withhold until the question period.

Chairman DobDD. I thank you for that.

Senator Schumer.

STATEMENT OF SENATOR CHARLES E. SCHUMER

Senator SCHUMER. Thank you, Chairman Dodd, for holding this
important hearing to focus on the financial crisis and the adminis-
tration’s response.

As we made clear in our negotiations with the administration
over the Emergency Economic Stabilization Act, congressional over-
sight is essential in order to make sure the taxpayers’ money is
being used well and wisely, and these hearings are a vital and im-
portant element of that oversight, and I salute you for having them
in a timely way.

The unfortunate truth is that the financial crisis we are facing
today is not the result of an act of God or a natural disaster, some
completely unforeseeable set of entirely unpredictable cir-
cumstances. It is the product of two completely avoidable failures:
the failure of regulatory agencies to do their job and properly over-
see the industries and firms under their purview, and the failure
of banks, mortgage brokers, rating agencies, and other financial in-
stitutions to appropriately measure risk and to act accordingly.
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The collapse of the housing bubble, which is at the root of all of
this, as Senator Dodd has mentioned, was not the shock that many
people want to make it out to be. There was plenty of evidence we
were in the midst of a bubble and plenty of warning from a lot of
smart people that it was going to pop sooner or later. But what it
comes down to is that too many people were making too much
money too easily and too quickly. Mortgage and financial firms
started to behave like spoiled teenagers whose parents were on va-
cation. Once the party started, they didn’t want it to end. And if
they trashed the house in the process, well, maybe the maid would
come and clean it up tomorrow. And they were right about one part
of it. Their parents weren’t home, because with the exception of
Chairwoman Bair, who has been the adult voice in all of this, the
regulators who should have put a stop to all of this nonsense before
it got out of hand were nowhere to be found.

This was not an accident. The problem at its root was the lack
of regulation. Certainly the Government can overregulate and snuff
out all entrepreneurial vigor for which this country is known. But
that was not the problem of this administration. The explicit policy
of this administration for the last 8 years has been the view “De-
regulate, deregulate, deregulate.” The administration even ap-
pointed an SEC Commissioner and tried to elevate him to Chair-
man of the FTC who wanted to repeal New Deal regulations. And
when that is not possible, the administration tries not to enforce
the regulations that are on the books all too often.

We need thoughtful, smart, tough, and more unified regulation,
which I know under Chairman Dodd and Senator Shelby’s leader-
ship we will endeavor to put in place early next year.

Now, of course, we know who is stuck with the cleaning bill for
this mess: the American taxpayers. If each of us was left to our
own devices, each of us would have designed a different rescue
plan. Unfortunately, when left with the choice between acting on
this package or doing nothing, there wasn’t really a choice at all.
We had to act. And Secretary Paulson, Chairman Bernanke, and
Chairwoman Bair all deserve credit for not letting the ideology of
do nothing, complete laissez-faire, get in the way of working to
bring us back from the brink of absolute disaster.

But that does not mean my colleagues and I are happy about
what we have had to do, nor does it mean we do not have serious
questions remaining about how we are proceeding. I applaud Sec-
retary Paulson for recognizing, despite his initial opposition, that
the best approach to this crisis is the direct injection of capital into
banks. I have argued from the very beginning that this is clearly
the most effective way to support the banks and the financial sys-
tem more generally. The history of our own Depression Era agency,
the RFC, as well as experiences of both Japan and Sweden in the
past decades have shown that, when done properly, capital infu-
sions provide the best bang for the buck.

But doing it properly is the key, and I continue to have a number
of serious questions about how this program is being implemented.
I remain especially concerned that in the Treasury’s zeal to make
the capital injection program easily digestible for the banks, we are
feeding them a little too much dessert and not making them eat
enough of their vegetables.



7

Though you and I have spoken about this, Mr. Kashkari—and I
very much appreciate your position and your rising to take this job
at this crucial time—I am still not convinced that it makes much
sense for banks that accept capital from the Government to con-
tinue paying dividends on their common stock. There are far better
uses of taxpayer dollars than continuing the dividend payments to
shareholders. And the program will only be effective if it is put to
good use.

With that in mind, I, along with my colleagues Senator Jack
Reed and Senator Menendez, have been urging the Treasury De-
partment to issue guidelines—not hard rules, not legal regulations,
but standards that will help guide institutions’ behavior now that
taxpayer money has been invested. First and foremost, I believe
there should be guidelines on the use of this capital. I would like
the Treasury to set out goals, perhaps based upon an institution’s
previous lending history, for the amount of lending that each insti-
tution that receives capital injection should be doing. This will help
prevent institutions from hoarding Government capital against fu-
ture losses and get the money quickly out to Main Street, which
has been our stated goal all along.

On the flip side of that coin, I think Treasury and the financial
regulators should issue guidance to discourage institutions from
using this funding to engage in the kinds of risky and exotic finan-
cial activities that got us into this mess. We are not investing in
these institutions just to see the financial wizards go back to play-
ing their high stakes game, this time with some taxpayer money.

Third, and finally, stronger standards of care for loan modifica-
tions are needed. Chairman Bair has led the charge on this front,
and the rest of the regulators and Treasury should follow her lead.
There should be a requirement that any institution receiving as-
sistance under the TARP should have to adopt a systematic and
streamlined approach to loan modifications, modeled on the ap-
proach that the FDIC has utilized in institutions that it controls.
Declining home prices are the root cause of this economic crisis,
and avoiding foreclosures through loan modifications is perhaps the
single greatest step we can take to alleviate the current situation.

Finally, last but not least, I would like to see stronger guidance
issued to companies with regard to executive compensation. Even
under the rules issued by Treasury, in some cases a great deal of
discretion is left in the hands of the compensation committees of
each institution. The Treasury Department should provide clari-
fication and oversight for the implementation of its own rules and
also begin the process of determining compensation best practices
on a broader scale.

Thank you, Mr. Chairman.

Chairman DoDD. Thank you, Senator.

Senator Hagel.

Senator HAGEL. No, sir.

Chairman DoDD. Senator Menendez.

STATEMENT OF SENATOR ROBERT MENENDEZ

Senator MENENDEZ. Thank you, Mr. Chairman.
You know, Mr. Chairman, I woke up this morning and read a
quote from Secretary Paulson that said, “I could have seen the
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subprime problem coming earlier, but I am not saying I would have
done anything differently.”

Not done anything differently.

As one of the Members on this Committee who in March of last
year said at a hearing that you held we are going to have a tsu-
nami of foreclosures and the administration said that was an exag-
geration, I am concerned now that we are not dealing with this
much differently. The spark that led to this economic fire was the
housing market, and unless we attack it at its root, it is not going
to stop the wildfire that we are in.

In the month of August, over 9,800 homes entered foreclosure
every day. If this statistic was that 9,800 Wall Street jobs were
being lost every day, we would have ended this a long time ago.

And today we learn that the number of foreclosure filings grew
by more than 70 percent in the third quarter of this year compared
with the same period in 2007. And, unfortunately, Mr. Chairman,
in New Jersey the news was even worse. It rose to 95 percent in
foreclosure filings in the same period.

I believe, Mr. Chairman, we can no longer sit back and hope that
lenders do the right thing. We can no longer simply encourage loan
modifications. That clearly does not work. We cannot ask them
nicely to do this. That does not work. I had one case in which a
community development entity went to save a home of someone.
There was $175,000 owed on it. They made an offer to the bank
for $160,000. The bank turned it down. They went to the fore-
closure sale with the $175,000 check, certified check to pay it off
in full, and the bank bid it up to $180,000.

The Securities and Exchange Commission expected Wall Street
to regulate itself and got burned. Now we are expecting lenders to
modify loans on their own. Do we really expect a different result?

I do not believe Treasury is doing what is necessary to modify
loans in exchange for the infusion of taxpayer dollars. And I think
banks have to understand that these funds are not a gift. If they
do not want to play by our rules, then they certainly do not need
to cash the check. That is one set.

And then, finally, Mr. Chairman, the other set is people and
businesses on Main Street are counting on the banks to use their
capital that we have infused to free up lending, to prevent fore-
closures, and to stimulate the economy. If used correctly, they are
going to help small businesses stay open, keep their employees on
the payroll, help students get college loans, families get auto loans,
and homeowners modify mortgages. But if, in fact, they do not use
it as we hope and unless we give them direction, if they stuff it
under the mattress, then ultimately we may have made a CEOQO’s
sleep at night comfortable where we have done nothing about stim-
ulating Main Street.

Finally, Mr. Chairman, I do appreciate Mr. Kashkari’s efforts on
minority participation here. I think it is critically important, and
we are going to continue to monitor that.

And, last, I am gravely concerned about a situation where banks
are taking advantage of AIG’s low credit rating to make a windfall
off of transactions they have with the Nation’s mass transit agen-
cies. And we are asking Treasury—and we will submit a question
for the record, but because of the urgency of it—to have someone
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senior work with our Nation’s transit agencies to make sure that
they and the taxpayers’ money are being protected.
And with that, Mr. Chairman, I look forward to the witnesses.
Chairman DoDD. Thank you very much, Senator.
Senator Corker.

STATEMENT OF SENATOR BOB CORKER

Senator CORKER. Mr. Chairman, I will honor the not making a
long statement. I am troubled by some of the comments that I have
heard. I do appreciate the way some of the witnesses have
interacted with us over time, and I do not think we would be hav-
ing these hearings if it was solely because the housing market had
collapsed, which any reasonable person would have expected that
to do. The exuberance here was ridiculous. I think it is because of
the financial wizardry, and I hope that we will not move off of fo-
cusing on that and try to focus on the wrong things.

I am very concerned about many of the statements that have
been made, and I hope this hearing will shed light on the direction
that we ought to be going. But thank you very much for having
this hearing.

Chairman DobpbD. I thank you, Senator.

Let me thank our colleagues, by the way, on both sides of the
aisle for making the effort to be here today, too, as well, only 12
days away from our national election. The fact that people are back
from their States and participating in this very important hearing
is something I appreciate, taking time away from their campaigns
in the case of several people, actually candidates on a ballot. So
being here is something that I am deeply grateful to my colleagues
for as well.

With that, Sheila, we will begin with you, and let me just briefly
introduce everybody so we can move quickly. Sheila Bair, as every-
one knows, is the Chair of the Federal Deposit Insurance Corpora-
tion, no strange to this Committee at all. As Chair of the FDIC,
she has taken a very proactive and very helpful role. I think sev-
eral Members have made this point, and I want to add my words
as well. Everyone has been working very hard, but in addition to
hard work, you have been very creative and imaginative, I think,
in terms of ideas that are coming forward, and I am going to be
focusing my questions to you on the ideas you have, talking with
Mr. Kashkari as well, about Treasury’s response, the legislation we
adopted, the authorities given. So just to have you be thinking
about this, there are a lot of issues, and Bob Corker is absolutely
correct. That is not the only subject matter. But certainly in my
view, dealing with foreclosure issues is a critical one, so we thank
you very, very much for being here.

Neel Kashkari is the Interim Assistant Secretary for Financial
Stability and Assistant Secretary for International Affairs at the
U.S. Department of the Treasury. That is a long title, for the fact
that you have been asked to sort of handle this large issue and the
Troubled Asset Relief Program, the TARP program. And I want to
note that Mr. Kashkari played a very critical role in negotiating
the details of these. We spent a lot of hours together over 13 days
beginning on September 17th to October 1. The 13 days of Sep-
tember are ones that none of us will ever forget in terms of what
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happened, and you were very influential and supportive of those ef-
forts that Senator Schumer has talked about earlier this morning.

Our next witness is the Honorable Brian Montgomery, again, no
stranger to the Committee—Brian, we thank you for being here—
the Federal Housing Commissioner and Assistant Secretary at the
U.S. Department of Housing and Urban Development. Mr. Mont-
gomery is currently responsible for the FHA program, which cre-
ates stable homeownership opportunities. He oversees FHASecure
and Hope for Homeowners as well, designed to help families avoid
foreclosure. I spoke yesterday to the Bristol, Connecticut, Chamber
of Commerce, and several people stood up and had great reviews
to say about the modernization of FHA and how FHA is working
today. So people out in the street across the country are reacting
to what has been going on. So we thank you for your work as well.

Jim Lockhart is the Director of the Federal Housing Finance
Agency, assumed that position with the signing of the Housing and
Economic Recovery Act in July of this year; and prior to that, he
was the Director of the Office of Federal Housing Enterprise Over-
sight, or OFHEO. I would be remiss if I did not mention that Mr.
Lockhart is also a native of Connecticut. Politics is always local,
Mr. Lockhart, right? I welcome you here.

And our last witness, Elizabeth Duke, is the Governor of the
Board of Governors of the Federal Reserve System. She took her
office on August 5, 2008, and is serving out a term that expires on
January 31, 2012, and we thank you as well, Ms. Duke, for being
with us this morning.

We will begin with you. All statements, all supporting documents
will be included in the record, and we welcome your statements.

STATEMENT OF SHEILA C. BAIR, CHAIRMAN, FEDERAL
DEPOSIT INSURANCE COMPANY

Ms. BAIR. Thank you, Mr. Chairman, Senator Shelby, and mem-
bers of the Committee. I appreciate the opportunity to testify on re-
cent efforts to stabilize the Nation’s financial markets and to re-
duce foreclosures.

Conditions in the financial markets have deeply shaken the con-
fidence of people around the world in their financial systems. The
events of the past several weeks are unprecedented, to say the
least. The Government has taken a number of extraordinary steps
to bolster public confidence in the U.S. banking system.

The most recent were the measures last week to recapitalize our
banks and provide temporary liquidity support to unlock credit
markets, especially interbank lending. These moves match similar
actions taken in Europe. Working with the Treasury Department
and other bank regulators, the FDIC is prepared to do whatever it
takes to preserve the public’s trust in the financial system.

Despite the current challenges, the bulk of the U.S. banking in-
dustry remains well capitalized. What we now face is a confidence
problem, largely caused by uncertainty about the value of mortgage
assets, which has made banks reluctant to lend to each other, as
well as to consumers and businesses.

Our efforts at the FDIC have been focused on liquidity. Last
week, the FDIC Board and the Federal Reserve Board rec-
ommended that the Secretary of the Treasury invoke the “systemic
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risk exception,” which he did, after consulting with the President.
The FDIC Board then used the authority to create a Temporary Li-
quidity Guarantee Program. This program has two features. The
first guarantees new, senior unsecured debt issued by banks and
thrifts and by most bank and thrift holding companies. This will
help the banks fund their operations. Both term and overnight
funding of banks have come under extreme pressure in recent
weeks, with interest rates for short-term lending ballooning to sev-
eral hundred basis points over the rate for comparable U.S. Treas-
uries. The guarantee will allow banks to roll maturing senior debt
into new issues fully backed by the FDIC.

The second feature of the new program provides insurance cov-
erage for all deposits in non-interest bearing transaction accounts
at participating institutions. These accounts are mainly for pay-
ment processing, such as payroll accounts used by businesses. Fre-
quently, they exceed the $250,000 insurance limit and many small-
er, healthy banks had expressed concerns about major outflows
from these accounts. This guarantee, which runs through the end
of next year, should stabilize those accounts and help us avoid hav-
ing to close otherwise viable banks because of deposit withdrawals.

This aspect of the program allows bank customers to conduct
normal business knowing that their cash accounts are safe and
sound. This is the fundamental goal of deposit insurance, safe-
guarding people’s money, and it is vital to public confidence in the
banking system.

It is important to note that the new program does not use tax-
payer money or the Deposit Insurance Fund. Instead, it will be
paid for by direct user fees.

We also remain focused on the borrower side of the equation. Ev-
eryone agrees that more needs to be done for homeowners. We need
to prevent unnecessary foreclosures and we need to modify loans
at a much faster pace. Preventing unnecessary foreclosures will be
essential to stabilizing home prices and providing stability to mort-
gage markets and the overall economy.

As you know, a number of steps have already been taken in this
direction, but I think it is clear by now that a systematic approach
is needed to help us finally get ahead of the curve. The FDIC is
working closely and creatively with Treasury on ways to use the re-
cent rescue law to create a clear framework and economic incen-
tives for systematically modifying loans. The aim is for loan
servicers to offer homeowners more affordable and sustainable
mortgages.

In sharing ideas with Treasury, we have drawn from the pro-
gram that we are using for modifying loans at IndyMac Federal
Bank since we took control of that bank in July. We have intro-
duced a streamlined process to systematically modify troubled
home mortgages owned or serviced by IndyMac. As we have done
in some past bank failures, we initially suspended most fore-
closures in order to evaluate the portfolio and to identify the best
ways to maximize the value of the institution.

Through this week, IndyMac has mailed more than 15,000 loan
modification proposals to borrowers. More than 70 percent have al-
ready responded to the initial mailings in August. More than 3,500
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borrowers to date have accepted the offers and thousands more are
being processed.

The hope is that our mortgage relief program can be a model and
a catalyst to spur loan modifications across the country. It is a
process that most servicers can use under existing legal arrange-
ments.

In conclusion, the FDIC is fully engaged in preserving trust and
stability in the banking system. The FDIC remains committed to
achieving what has been our core mission since we were created 75
years ago in the wake of the Great Depression, protecting deposi-
tors and maintaining public confidence in the financial system.

Thank you very much.

Chairman DoDD. Thank you very much.

Mr. Kashkari.

STATEMENT OF NEEL KASHKARI, INTERIM ASSISTANT SEC-
RETARY FOR FINANCIAL STABILITY AND ASSISTANT SEC-
RETARY FOR INTERNATIONAL AFFAIRS, DEPARTMENT OF
TREASURY

Mr. KASHKARI. Chairman Dodd, Senator Shelby, and members of
the Committee, good morning and thank you for the opportunity to
appear before you today.

I would like to provide you with an update on the Treasury De-
partment’s progress implementing our authorities under the Emer-
gency Economic Stabilization Act of 2008. My written testimony in-
cludes a much more detailed description of where we are, but I am
going to give a summary right now.

Every American depends on the flow of money through our finan-
cial system. They depend on it for car loans, for home loans, for
student loans, and to meet their basic family needs. Employers rely
on credit to pay their employees. In recent months, as you know,
our credit markets froze up and lending became extremely im-
paired.

Congress, led by this Committee and others, recognized the
threat the frozen credit markets posed to Americans and to our
economy as a whole. Secretary Paulson is implementing the De-
partment’s new authorities with one simple goal: to restore capital
flows to the consumers and businesses that form the core of our
economy.

The Treasury has moved quickly since enactment of the bill to
implement programs that will provide stability to our markets, pro-
tect the taxpayers to the maximum extent possible, and help our
financial institutions to support our consumers and businesses
across the country.

Since the announcement of our capital purchase program, we
have seen numerous signs of improvement in our markets and in
the confidence of our financial institutions. While there have been
recent positive developments, our markets remain fragile.

I would like to spend just a quick few moments outlining steps
we have taken to implement the TARP. We have seven policy
teams driving forward and they are making rapid progress.

First, our mortgage-backed securities purchase program. We se-
lected the Bank of New York Mellon to serve as a custodian and
expect to hire asset managers in the coming days. A Treasury team
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has been working around the clock to design the auction, identify
which mortgage-backed securities to purchase, and to determine
how best to reach the thousands of financial institutions who may
be bidding.

Two, whole loan purchase program. This team is working with
bank regulators to identify which types of loans to purchase first,
how to value them, and which purchase mechanism will best meet
our policy objectives. They also expect to hire asset managers very
soon.

Third, insurance program. We are establishing a program to in-
sure trouble mortgage-related assets. We have submitted a request
for comment to the Federal Register and are seeking the best ideas
on structuring options for that program.

Four, equity purchase program. Treasury worked very closely
with the four banking regulatory agencies to design and announce
a voluntary capital purchase program to encourage U.S. financial
institutions to raise capital to increase the flow of financing to U.S.
businesses and consumers and to support the U.S. economy. Treas-
ury will purchase up to $250 billion of senior preferred shares on
standardized terms. This is an investment. The Government will
not only own shares that we expect will result in a reasonable re-
turn, but will also receive warrants for common stock in partici-
pating institutions.

The program is available to qualifying U.S. depository institu-
tions. We are working very hard to publish the legal documentation
required so that private banks can participate on the same terms
as public institutions. We have allocated sufficient capital so that
all qualifying banks can fully participate.

Treasury and the banking regulatory agencies have announced a
streamlined and systematic process to apply for the capital pro-
gram. Financial institutions should first consult with their primary
Federal regulator and then use the single standardized application
form that’s available on their regulator’s website. Once the regu-
lator has reviewed the application, they will send the application
to the Treasury Department. Treasury will give considerable
weight to the recommendations of the regulators and decide ulti-
mately whether or not to make the capital purchase. All completed
transactions will be announced to the public within 48 hours, but
we dWill not announce any applications that are withdrawn or de-
nied.

No. 5, homeownership preservation. We have begun working
with the Department of Housing and Urban Development and
HOPE NOW to maximize the opportunities to help as many home-
owners as possible while also protecting the taxpayers. We have
hired Donna Gambrell, who is the Director of the Community De-
velopment Financial Institution Fund and former Deputy Director
of Consumer Protection and Community Affairs at the FDIC to
oversee this effort and serve as our interim Chief of Homeowner-
ship Preservation.

When we purchase mortgages or mortgage-backed securities, we
will look for every opportunity possible to help homeowners.

No. 6, executive compensation. Companies participating in Treas-
ury’s programs must adopt the Treasury Department standards for
executive compensation and corporate governance.
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And No. 7, compliance. Treasury is committed to transparency
and oversight in all aspects of this program. We have been meeting
regularly with the Government Accountability Office to monitor the
program and GAO is establishing an office onsite at Treasury. The
Financial Stability Oversight Board has already met several times
and they selected Chairman Bernanke to serve as Chairman of the
Oversight Board. The Administration is also working to identify po-
tential candidates to serve as Special Inspector General. In the in-
terim, Treasury is working with our own Inspector General to mon-
itor our progress.

Now let me spend just a moment on procurement. Our approach
to procurement is based on the following strategy: first, in order to
protect the taxpayers, we will seek the very best private sector ex-
pertise to help us execute this program.

Second, to the extent possible, opportunities to compete for con-
tracts and to provide services should be available to small busi-
nesses, veteran-owned businesses, minority, and women-owned
businesses.

And third, we are taking appropriate steps to mitigate and man-
age potential conflicts of interest. Firms competing to provide serv-
ices must disclose their potential conflicts of interest and rec-
ommend specific steps to manage those conflicts. Treasury will only
hire firms when we are confident in our ability and their ability to
successfully manage those conflicts. Our Chief Compliance Officer
will be responsible for making certain that firms comply with the
agreed upon mitigation steps.

Chairman, as you can see, we have accomplished a great deal in
a short period of time, but our work is only beginning. A program
as large and complex as this would normally take months or even
years to establish. But we do not have months or years. Hence, we
are moving to implement the TARP as quickly as possible while
working to ensure high quality execution.

Thank you.

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

Mr. Montgomery.

STATEMENT OF BRIAN MONTGOMERY, FEDERAL HOUSING
COMMISSIONER AND ASSISTANT SECRETARY, DEPARTMENT
OF HOUSING AND URBAN DEVELOPMENT

Mr. MONTGOMERY. Chairman Dodd, Senator Shelby, members of
the Committee, thank you for the opportunity to address you this
morning on the role of the Department of Housing and Urban De-
velopment and, more particularly, the Federal Housing Administra-
tion, in addressing the mortgage crisis.

I would like to focus my brief remarks this morning on the re-
cently launched Hope for Homeowners program, as well as a
counter cyclical role that FHA plays in the market, starting with
the latter.

It was just 2 years ago that FHA was viewed as all but irrele-
vant. Subprime and Alt-A loans were the products of choice and we
at FHA were left standing on the sidelines, hoping that the first
time home buyers, who would have been better served by FHA,
would find the means to survive the risky and costly products they
chose instead.
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As you well know, we voiced our concerns throughout this period,
publicly asserting that families who could not qualify for prime
rate mortgage products should access market rate financing
through the FHA rather than paying more in their interest rates.

As you know, unfortunately, the crisis overtook the market and
FHA became important once again as a result of the overall tight-
ening and private conforming and the evaporation of non-prime
products.

As a result of this contraction, in just the last 2 years FHA’s
market share has grown from 2 percent to 17 percent of the mort-
gage market. That is overall mortgage market. Specific to new con-
struction, our market is now 25 percent. Let me put this increase
in perspective with real numbers. In fiscal year 2007, we endorsed
about 425,000 single family loans, including purchase loans, by the
way, and refis. In fiscal year 2008, we endorsed more than 1.2 mil-
lion, including 632,000 purchase loans. If you think about it, in the
middle of this turmoil, we did 632,000 purchase loans last fiscal
year.

In other words, our overall business has more than doubled this
year. And we project that next year that number will be about 1.4
million. In fact, we have pumped close to $200 billion of much
needed liquidity into the mortgage market during that time.

Let me just also say that our application rate is on a trajectory
of 3 million applications a year, and these are levels that we have
not seen in more than 10 years.

A lot of this business has been coming in through the FHASecure
product, which many of you are familiar with. I remember testi-
fying before this Committee about a year ago that I thought we
might reach 240,000 borrowers in fiscal year 2008. I was off with
that estimate. Since we announced the FHASecure product a little
more than a year ago close to 400,000 families have refinanced out
of a burdensome mortgage into a safe, affordable FHA product. We
think that number will push close to 500,000 by the end of the cal-
endar year.

Let me just talk briefly about what we have done to help our
FHA-insured borrowers who are experiencing troubles. In fiscal
year 2008, FHA servicers completed more than 100,000 loss mitiga-
tion actions. Of these, 96,500 are currently retaining homeowner-
ship. This is an 11.5 percent increase in homeownership retention
over 2007. And overall the expected retention rate of these bor-
rowers is 87 percent. In fact, our loss mitigation efforts by HUD
have helped more than 300,000 families over the last 3 years.

I am happy to say that we also now have the Hope for Home-
owners refinance rescue product available. The Oversight for H4H,
as we call it, composed of the agencies represented here today, ac-
complished the goal of getting this program up and running by Oc-
tober the 1st, only 60 days after passage of the law.

As a result of this tremendous team effort, we now have the ad-
ditional rescue program available to the lending community and to
borrowers alike.

I'm sure you are wondering when we will see the first loan in-
sured, the first family saved, and another tool to help us see the
beginning of the end of this crisis. Let me say that I know that all
of us up here today testifying before you feel the same sense of ur-
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gency. But it will take time for the lending community to get the
program up and running. The unique statutory requirements make
the program very different from any other FHA product and re-
quire lenders to take additional time and care to set up the pro-
gram and the operations in a way that supports the program fully.

We have devoted a lot of resources over the last 2 weeks, reach-
ing out and educating the lending community and counselors about
this program. This is what we have heard from them: while they
are all very interested in offering the product, they need to be vigi-
lant and want to be vigilant about the implementation process.
Lenders and counselors alike need to train staff. They need to
change protocols, modify systems, and take other steps to ensure
that their companies are complying with the terms of the new pro-
gram.

In addition, lenders must modify their internal IT systems and
protocols to ensure that they support the product fully before they
move to full implementation. This kind of activity is time con-
suming and we should all embrace the efforts by the lending com-
munity to handle this program in a way that ensures its success.

I feel very confident that FHA will continue to play a critical role
in helping families in need of refinance loans to save their homes,
anﬁl also families who need safe market rate financing to purchase
a home.

I thank you for the opportunity to testify here today.

Chairman DobpD. Thank you very much, Mr. Montgomery.

Mr. Lockhart.

STATEMENT OF JAMES B. LOCKHART, III, DIRECTOR,
FEDERAL HOUSING FINANCE AGENCY

Mr. LOCKHART. Chairman Dodd, Senator Shelby, and members of
the Committee, thank you for the opportunity to testify on the Fed-
eral Housing Finance Agency’s response to the turmoil in the credit
markets.

I will begin by talking about our activities as the regulator of
Fannie Mae, Freddie Mac, and the Federal Home Loan Banks, and
then turn to TARP.

There is no doubt that the mortgage market pendulum swung ex-
tremely widely toward easy credit, poor underwriting, risky mort-
gages, and even fraud. The market had to correct. But we need to
prevent the pendulum from swinging too far in the other direction.
Fannie Mae, Freddie Mac, and the 12 Federal Home Loan Banks
have played a critical role in dampening that pendulum swing.

In mid-2006, their market share of all new mortgage originations
was less than 40 percent. With the demise of the private label
mortgage-backed security market, their share is now 80 percent.

On September 6th, FHFA placed Fannie Mae and Freddie Mac
into conservatorship. Market conditions, compounded by a weak
regulatory capital structure, meant that they were unable to fulfill
their mission of providing stability, liquidity, and affordability to
the mortgage market.

A critical component of the conservatorship was the three Treas-
ury facilities that were put in place. The most important one is a
Senior Preferred Agreement, which ensures that the Enterprises
always will have a positive net worth. These $100 billion each fa-
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cilities, which have not been withdrawn on yet, are well over three
times the statutory minimum capital requirements and last until
all liabilities are paid off. Effectively, it is a government guarantee
of their existing and future debt in mortgage-backed securities.
Both can grow their portfolios by over $100 billion, which will fur-
ther support the mortgage market, as will Treasury’s mortgage-
backed security purchase facility.

Treasury has also provided the Enterprises and the Federal
Home Loan Banks credit facilities to provide liquidity if needed.
The Federal Home Loan Banks counter-cyclical capital structure
has allowed them to play a critical role in supporting financial in-
stitutions and mortgage lending over the last year. Their secured
advances to financial institutions have just reached $1 trillion,
which is about 58 percent up from June of last year.

The new legislation added the Enterprises affordable housing
goals and mission enforcement to the responsibilities of the agency.
I have instructed both CEOs to examine their underwriting stand-
ards and pricing. Earlier this month, Fannie Mae and Freddie Mac
canceled a planned doubling of an adverse market delivery fee. I
expect future changes to reflect both safe and sound business strat-
egy and attentiveness to their mission.

A critical component of stabilizing the mortgage market is assist-
ing borrowers at risk of losing their homes by preventing fore-
closures. Keeping people in their homes is critical, not only for the
families and the neighborhoods, but for the overall housing market.

Through August, the Enterprises have done $130,000 in loss
mitigation activities, but they have to do a lot more. A more sys-
tematic approach to loan modifications is essential. Well before the
conservatorship actions, we had asked the Enterprises to accelerate
their loan modifications with features that included potential prin-
cipal write downs and forbearance. We encouraged them to join the
FDIC’s IndyMac loan modification program. I expect loan modifica-
tions to be a priority, both as a matter of good business and sup-
porting their mission.

During this difficult time in our financial markets, the FHFA has
been working with the Treasury, the Fed, the SEC, and the Fed-
eral banking agencies to monitor market conditions and coordinate
regulatory activities. We have been assisting the Treasury Depart-
ment as it develops ideas for the TARP. I also serve as a Director
on the Financial Stability Oversight Board.

Foreclosure mitigation is an important objective under the TARP
program. The objective applies to all Federal agencies that hold
troubled assets, including FHFA as conservator of Fannie Mae and
Freddie Mac. In support of the TARP, and as a Federal property
manager, FHFA will work to ensure the successes of these fore-
closure minimization programs.

In conclusion, FHFA and the housing GSEs have a critical role
in returning the mortgage market to stability and preventing fore-
closures. It will take time but I believe the many steps that have
been taken will provide a much more solid foundation for creating
a stable future for the mortgage markets and, most importantly,
American homeowners, renters, workers, and investors.

I look forward to working with the Committee and all of Con-
gress in achieving this goal.
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Thank you.
Chairman DobDD. Thank you very much, Mr. Lockhart.
Ms. Duke, welcome to the Committee.

STATEMENT OF ELIZABETH A. DUKE, GOVERNOR, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Ms. DUKE. Thank you.

Chairman Dodd, Senator Shelby, and other members of the Com-
mittee, I appreciate this opportunity to discuss recent actions taken
to stabilize financial markets and foreclosure prevention efforts.
My oral remarks today all focus primarily on actions taken by the
Federal Reserve. My colleagues are all focusing on other important
initiatives at their agencies.

Financial markets have been strained for more than a year, as
house prices declined, economic activity slowed and investors
pulled back from risk taking. These strains intensified in recent
weeks. Lending to banks and other financial institutions beyond a
few days virtually shut down. Withdrawals from money market
mutual funds and prospects that net asset values would fall further
severely disrupted commercial paper and other short-term funding
markets. Longer term credit became much more costly as credit
spreads for bonds jumped and interest rates rose.

These problems and increasing concerns about the economy
caused equity prices to swing sharply and decline notably. Policy-
makers here and in other countries have taken a series of extraor-
dinary actions in recent weeks to restore market functioning and
improve investor confidence.

The Federal Reserve has continued to address ongoing problems
in interbank funding markets by expanding its existing lending fa-
cilities and recently increased the quantity of term funds at auc-
tions to banks and accommodated greater demand for funds from
banks and primary dealers.

We also increased our currency swap lines with foreign central
banks. To alleviate pressure on money market mutual funds and
commercial paper issuers we implemented several important tem-
porary facilities, including one to provide financing to banks to pur-
chase high quality asset-backed commercial paper for money funds,
and another to provide a backstop to commercial paper markets by
purchasing highly rated commercial paper directly from businesses
at a term of 3 months.

On Tuesday of this week we announced another program in
which we will provide senior secured financing to conduits that
purchase certain highly rated commercial paper and certificates of
deposit from money market mutual funds.

The financial rescue package recently enacted by Congress, the
Emergency Economic Stabilization Act (EESA), provides critically
important new tools to address financial market problems. EESA
authorized the Troubled Asset Relief Program (TARP), which al-
lows Treasury to buy troubled assets, to provide guarantees, and
to inject capital to strengthen the balance sheets of financial insti-
tutions. As provided in the Act, the Federal Reserve Board and its
staff are consulting with Treasury regarding the TARP and Chair-
man Bernanke serves as Chairman of the Oversight Board for
TARP.
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Last week the first use of TARP funds was announced. The
Treasury announced a voluntary capital purchase program and
nine of the Nation’s largest financial institutions agreed to partici-
pate. A second complementary use of TARP funds will be used to
purchase mortgage assets in order to remove uncertainty from
lenders’ balance sheets and to restore confidence in their viability.

Another objective is to improve the modification efforts of serv-
ices on these loans to prevent more avoidable foreclosures.

The Federal Reserve System is also working to develop solutions
to rising foreclosures. For example, the Federal Reserve has
worked with other agencies to put in place the standards and pro-
cedures for the new Hope for Homeowners program, and I serve on
that Oversight Board. These loans can help borrowers who might
otherwise face foreclosure because the new loan payments are af-
fordable and the homeowner gets some equity in their homes.
Lenders and servicers are analyzing their borrowers for good can-
didates for the H4H program. The FHA and its authorized lenders
are poised to process applications.

We do appreciate the additional flexibility provided in the pro-
gram by Congress in EESA, in particular allowing up front pay-
ments to junior lien holders that agree to release their claims.

In addition, the Federal Reserve System is strategically utilizing
its presence around the country through its regional Federal Re-
serve Banks and their branches to address foreclosures. We have
employed economic research and analysis to target scarce resources
to the communities most in need of assistance.

The Federal Reserve System has sponsored or cosponsored more
than 80 events related to foreclosures since last summer, reaching
more than 6,000 lenders, counselors, community development spe-
cialists, and policymakers. For example, we sponsored five “Recov-
ery, Renewal, Rebuilding” forums this year in which key experts
discuss the challenges related to REO inventories and vacant prop-
erties and explored solutions.

We also cosponsored an event at Gillette Stadium in August that
brought together more than 2,100 borrowers seeking help with
servicers and housing counselors.

In conclusion, the Federal Reserve has taken a range of actions
to stabilize financial markets and to help borrowers and commu-
nities. Taken together, these measures should help rebuild con-
fidence in the financial system, increase the liquidity of financial
markets, and improve the ability of financial institutions to raise
capital from private sources.

Efforts to stem avoidable foreclosures, I believe, will also help
homeowners and communities. These steps are important to help
stabilize our financial institutions and the housing market and will
facilitate a return to more normal functioning and extension of
credit.

Thank you.

Chairman DobDD. Thank you, Ms. Duke.

We have been joined on the Committee by Senator Bob Casey of
Pennsylvania as well. Bob, we thank you for being here this morn-
ing.

I will begin the questioning here. I want to have the clock on for
5 minutes, so we will try to be brief in our questions here so every-
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one gets a chance to participate, knowing full well we have got a
couple of people who are going to have some other demands.

Let me begin. I want to pick up—Bob Menendez, I thought—
whether anyone wants to agree with his conclusions or not, I think
the fact that he has framed it well in terms of getting action, get-
ting things moving. We have had a lot of strong rhetoric, a lot of
urging. As my colleague from New Jersey will recall on this Com-
mittee, this is the 76th hearing, by the way, we have had, a third
of which have been on this subject matter alone in the last 20
months, but sitting here urging people to meet, having meetings,
in fact, in this room with stakeholders, urging them to do workouts
when it came to mortgage foreclosure issues. And as he points out,
we have not seen as much as we would like.

I appreciate the testimony that there still is some movement, and
others may disagree. But I have felt for the last 20 months, since
this effort began, that the foreclosure issue is still very much at the
heart of all of this, that we have got to get to the bottom of this.
Until you find that bottom, while credit is beginning to move, it is
still going to be timid, to put it mildly. And so this is really an es-
sential element, in my view, of this effort.

So I want to focus a little bit on that. It is not the only issue,
obviously, and there are other questions we have to get to. But I
want to start with this one, if I can. And let me begin with you,
Ms. Bair, if I can.

You note in your testimony that EESA grants authorization to
Secretary Paulson to use loan guarantees and credit enhancements
to facilitate loan modifications. In fact, this is not just—this is Sec-
tion 109 of EESA. We cannot always say this. I am familiar with
it because we wrote it, you and I did. As the author of the language
specifically, I know exactly what I intended with that language.

One of the concerns we had at the time in writing the bill on
September 20th, 24 hours after receiving the bill on September
19th, was to make sure that, in addition to the accountability ques-
tions, dealing with the golden parachutes, dealing with taxpayer
protections, was the foreclosure issue. What could we write in this
bill that would give the authority to get more than just rhetorical
response to the foreclosure issue?

And so Section 109 was written to give that kind of power and
authority, broad authority, which is what we intended with this
bill. One of the things we all felt strongly about was to make sure
we gave the needed regulatory agencies the broad authority and
the resources they needed in order to respond, without Congress
trying to write them for them. That certainly is beyond our capac-
ity as an institution of 5635 members to start dictating specifically.
But wrote the language specifically for broad authority here.

And so I feel very strongly about that language because I know
how important you felt it was and I felt it was to include it as part
of the bill.

So I wonder if you might, first of all, since you have been talking
about this over the last couple of days, just answer some very quick
questions on this. One, could you describe briefly, if you can, how
the program might work? Do you think the FDIC has the capacity
to get such a program up and running quickly? And would the
FDIC be willing to take on this task?
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And then, Mr. Kashkari, I want to come back to you. I spoke
with the Secretary of the Treasury this morning, as you may know,
about this very matter, and, again, understanding there are some
details to be worked on, but I certainly was left with the impres-
sion that Treasury likes this idea, would like to get it going. And
I am going to make some comments about Section 102 in a minute
because I know there is some pushback on that section of the bill,
which I am also very familiar with. But the idea that Section 102
relates to Section 109 of the bill is baloney, in my view. But, none-
theless, would you please respond to my questions?

Ms. BAIR. Well, we are having very good discussions with Treas-
ury, and I think Treasury is doing their due diligence, and we are
sharing some ideas. And they are looking at some other things as
well, and we want to respect that process and adhere to that proc-
ess because, at the end of the day this would be a Treasury pro-
gram, an Administration program. It would not be an FDIC pro-
gram, though we are certainly willing to serve as contractor, under
another provision of the bill. And, consistent with discussions we
had earlier during the consideration of this legislation, yes, we
think credit enhancements certainly should be looked at as a policy
option because you can leverage them. With whole loan purchases,
you have got to buy the whole loan. With some type of credit en-
hancement program, you can perhaps leverage your resources to
reach a broader array—reaching a larger number of loans by pro-
viding incentives for modifications.

We think, in looking at credit enhancements, one area to look at
in particular is uncertainty regarding the redefault rate, and that
gets a little bit into the weeds of the loan modification process. But,
based on our experience at IndyMac, we are finding a lot of inves-
tor pushback, and some of the economic analysis that servicers do
to justify loan modification is complicated by uncertainty about re-
defaults. So once they modify the loan, what happens if the bor-
rower still defaults on payments subsequently? And then they have
to try to liquidate, and the losses are greater. So I think that is
one area where greater certainty could be provided, which would
make the economic decision to modify a lot more powerful, if not
irresistible. So that is one area.

And I think this kind of authority should be coupled with a sys-
tematic infrastructure to do this. I think another impediment to
private servicers doing these loan modifications is—they are just
doing it ad hoc. They are doing it borrower by borrower. There is
no industry-wide framework. I think with the IndyMac protocols
we have helped that along, and the Countrywide-Bank of America
agreement with the State Attorneys General is a protocol very
similar to ours. So I think we have a workable model.

Also, I think another reason to look at credit enhancements is be-
cause a lot of these loans are in securitization trusts. Under the
REMIC rules, I am not sure you can buy the whole loan out. So
for portfolio lenders, perhaps whole loan sales or purchases would
be more of an option. For loans in securitization trusts, however,
you can refinance them out, which is the FHA program, but this
approach has got some limitations. You have to try to provide in-
centives to get these loans modified while they stay in the trusts.
It is very difficult to buy them out.
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So, those are the general areas we are looking at. Again, I think
we are having very good discussions with Treasury. Treasury and
the Administration want to be careful with this, but I know Sec-
retary Paulson is very committed. And I do not want to speak for
him. Neel can. But I know from my discussions with him, he is con-
cerned about this as much as anybody. He wants to leverage re-
sources to the extent he can to prevent unnecessary foreclosures.
I think the entire Administration feels that way. So there is a pol-
icy process underway. I think it will happen quickly, and hopefully
we will be able to make some public announcements in the not too
distant future.

Chairman DoDD. You have the resources to do this, and FDIC is
willing to do this.

Ms. BAIR. Yes, we would be happy to serve as contractor, abso-
lutely.

Chairman DoDD. Now, let me just—because I wanted to make
that record. In talking about—I want to talk about 109 and 102.
You can glaze over the eyes of people, but just to make it clear
what we are talking about. Section 109 of the bill was to use loan
guarantees and other credit enhancements to facilitate loan modi-
fications. It is very separate and apart, in my view, from Section
102. The 102 provision was intended to serve as a potential alter-
native to the old idea of purchasing toxic assets. The provisions of
this section were not meant to apply to the authority provided in
109. As the author of the loan modification provisions, I want to
make it clear that this was not the intent of the law, nor do we
read it as the letter of the law. So in terms of at least for legislative
history, for those of us engaged in the crafting of it, those two sec-
tions were very separate. One came much later. Section 102 came
afterwards, 109, in the order of how these were brought up. So I
raise that with you.

Now, Mr. Kashkari, let me—and, again, I do not believe in re-
vealing details of conversations I have had with the Secretary, but,
nonetheless, we talked about this, this morning at some length.
And as I understand it—and you have heard Ms. Bair say this as
well—it is the intent of the Treasury to get this program up and
working. There are things you need to work through. I am not sug-
gesting that is done yet. But is that the position of the Treasury
Department?

Mr. KASHKARI. Chairman, we are passionate about doing every-
thing we can to avoid preventable foreclosures and encouraging
loan modifications. We are, I would call us at this stage, in a policy
process, understanding the proposal, understanding the details. As
you know, this Committee played a real leadership role in the Hope
for Homeowners program. We need to understand how this new
proposal would interact, for example, with existing programs that
are in place to make sure we have a thoughtful, comprehensive so-
lution.

So we are in a policy process. We are moving very quickly, and
we are looking very hard at it at this point.

Chairman DoDD. We are still getting around 10,000 foreclosures
a day, so every day we wait, another 10,000 families end up in
tough shape. So I appreciate wanting to do it carefully, but there
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is a sense of urgency that I think needs to be demonstrated here
in order to get this really moving.

I am not asking you not to be lacking prudence in all of this, but
I hope there is a deep appreciation of what is happening far re-
moved from this city alone, across this country, and we need to get
moving on this to get to the heart of all of this.

Mr. KASHKARI. Absolutely, Chairman. We share your sense of ur-
gency.

Chairman DoDD. Now let me jump quickly to the issue of the—
the banks issue. On October 20th, Monday, the Secretary said that
the infusion of capital through preferred stock—talking about the
equity investment here—“to increase the confidence of our
banks”—I am quoting him now—“so that they will deploy not
hoard their capital, and we expect them to do so.”

Many have assumed that this new capital would be used to make
more loans which are necessary to enable business to operate.
However, recently the press has reported that several banks receiv-
ing the taxpayers’ money intend to use it to buy other banks. The
Washington Post reported, and I quote, “JPMorgan Chase, BB&T,
and Zions Bancorporation have all said in recent days that they are
considering using some of their Federal money to buy other banks.
About 10 financial institutions belonging to the Financial Services
Roundtable, which represents 100 of the Nation’s largest financial
services firms, are also considering making acquisitions with the
money.”

Now, I don’t want to rule out acquisition as a step, and I think
the word “hoarding” is the word that I sort of glomp onto. I appre-
ciate the Secretary’s comments because I can just tell you there
will be a vehement response up here if that is what is perceived
with these dollars is hoarding this money, providing that kind of
cushion. So I appreciate the comments, but I think Senator Menen-
dez said it well.

What can you tell us, what guarantees, what assurances, what
commitments are Treasury going to extract from these lending in-
stitutions that they are not going to do this other than rhetorically
begging them not to do it? I think we need more than just begging
at this point.

Mr. KASHKARI. Chairman, we share your view. It is a very impor-
tant point. We want our financial institutions lending in our com-
munities. It is essential. And so if you look at some of the details—
terms around the preferred stock purchase agreement, there are
specific contractual provisions on how they can and cannot use the
capital.

As an example, we are preventing increases in dividends because
we do not think it is appropriate to take Government capital, the
taxpayers’ money, and then increase dividends. That does not in-
crease capital in the financial system, so that is prohibited.

Second, share repurchases are also prohibited. We do not want
to put Government capital in and then boost the stock price by
buying back a bunch of shares. That is contractually prohibited.

In addition, we have got other language in there focusing on com-
mitments around increasing lending, working hard to help home-
owners. Some of them are contractual provisions. Others are more
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guidance in nature. But we share your view 100 percent. We want
these institutions in our communities lending.

Chairman DoDD. Are we going to insist upon it, not want it?

Mr. KASHKARI. Well, we are insisting upon it through all of our
actions, through all of our—every dialog we have with these insti-
tutions. If you take the example of mergers and acquisitions that
people have raised in the past week or so, we should look very
carefully at that, because if we have a small bank, a failing bank
in a community, that bank is not in a position to write loans for
its small businesses, its homeowners. If a larger bank, a stronger
bank, is able to acquire that and capital is put into that combined
entity, that community is now better served. And so we have to be
very careful about not discouraging prudent acquisitions because
that can actually help us get through this troubled time that we
are in right now.

Chairman DobD. I agree. They said that. I am not ruling out ac-
quisitions. The hoarding notion is the one that really is distracting.

Senator Shelby.

Senator SHELBY. Thank you.

Secretary Kashkari, why did Treasury not attach a requirement
to increase lending as a price for receiving the Government money?
In other words, we are talking about lending to keep our economy
going, are we not?

Mr. KASHKARI. We are, Senator. Again, we completely agree with
the spirit of that, and we want our banks to lend. But we also did
not want to be in a position of micromanaging our banks. We want-
ed to create a program where thousands of institutions across our
country would volunteer to participate, and if we came in with very
specific guidance on “you must do this, you must do that,” we were
afraid that we would discourage firms, discourage healthy institu-
tions from participating. And it is the healthy institutions that we
want to take the capital because they are going to be in the best
position to lend.

Senator SHELBY. One of the big rationales from Treasury in in-
jecting this money into these nine large banks was to make them
perhaps more solvent and have more capital to lend. Is that central
to the whole scheme here?

Mr. KASHKARI. It is central, Senator.

Senator SHELBY. So if it is central to the whole scheme, why
aren’t you insisting on in a macro sense that they not hoard the
money, as Senator Dodd said?

Mr. KASHKARI. I would return, Senator, to the provisions I talked
about, about prohibiting share repurchases and increasing divi-
dends. If you put a bunch of capital in a bank and they cannot re-
turn the capital through a share repurchase or dividend——

Senator SHELBY. We understand.

Mr. KASHKARI [continuing]. The return on capital reduces. There
are strong economic incentives for them to take that capital and
put it to good use. Their own shareholders will demand it; other-
wise, their own returns are going to come down. So we feel that
the provisions we put into the agreements provide the economic in-
centives for them to lend.
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Senator SHELBY. Another question. It is my understanding under
the capital program nine banks will receive a total of $125 billion.
Is that correct?

Mr. KASHKARI. That is correct.

Senator SHELBY. The remainder of the $250 billion that Treasury
intends to spend on capital purchases is to be allocated among the
thousands of other banks.

Mr. KASHKARI. That is correct.

Senator SHELBY. It has been suggested that some of the banks
receiving funds under the program of the $125 billion do not need
it and did not want it. Was requiring participation by the nine
banks simply a symbolic gesture intended to mask the financial
weaknesses of some of the banks? In other words, why would you
want to push money on people that did not need it? In fact, if they
did need it, that is what the program was about.

Mr. KasHKARI. Well, Senator, if you will allow me to say a couple
points, first of all, the terms for the first nine are identical for the
terms for number 10, number 100, and number 1,000. There is a
range of capital that a firm can take down, 1 percent of risk-
weighted assets up to 3 percent of risk-weighted assets.

Senator SHELBY. OK.

Mr. KASHKARI. So the 125 seems like a lot for nine institutions,
but those nine institutions have 50 percent of the deposits in the
country. So it is the same proportion for the first nine and number
4,000. There is no preference, first of all.

Second, again, this is a program, we want healthy institutions to
use the capital. And we encourage the institutions to participate so
that there would be no stigma. The healthy institutions who were
in a strong position today can become even stronger and make even
more loans. That is better for our system as a whole, Senator.

Senator SHELBY. But the Comptroller of the Currency, FDIC, the
Federal Reserve—we have Governor Duke here—these are all regu-
lators of the banking system. When one bank acquires another one,
you have to get approval from the regulator. So you still have that
whip in there to deal with any acquisition of any bank, either kind
of suggested, forced, or voluntary, do you not? All of you. Is that
fair, Chairman?

Allowing firms to fail, Mr. Secretary, over the past year, Treas-
ury, the Fed, and FDIC have devised a broad array of programs to
help prevent the failure of various financial institutions, including
banks, money market funds, broker-dealers, and insurance compa-
nies. To what extent have these programs propped up insolvent
firms and prolonged the current economic crisis by delaying their
inevitable failure? Because some firms are going to fail whatever
you do to them. How long can we—the Government, the taxpayer—
continue to prop up so many institutions? And at what point does
it become more cost-effective to allow firms to fail? Chairman Bair,
you have to do that from time to time, and you have. First, you.

Ms. BaIr. Well, we do, and it is always a difficult decision, and
the primary federal regulator actually is one that makes the deci-
sion. We have back-up authority to close banks, but we almost al-
ways defer to the primary regulator. The primary regulator makes
the decision.
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I think banks are a little different than other sectors of the fi-
nancial services system. I think it needs to be repeated, reiterated
that banks overall are very well capitalized. Yes, we have some
banks with some challenges, but the vast majority are well capital-
ized. This is not a solvency crisis along the lines of what we saw
during the S&L days. We are dealing with liquidity issues right
now, and liquidity issues are harder. Sometimes the liquidity issue
is the market signaling a longer-term capital solvency problem. But
as the confidence problem has grown and grown, irrational fear has
overtaken us somewhat. So we see institutions that otherwise are
viable being threatened with closure because they cannot meet
their obligations.

So that is the balancing act we are trying to strike here. With
the additional liquidity guarantees and the additional capital infu-
sion, we are trying to keep banks, that are otherwise viable,
healthy and lending and to prevent unnecessary closures because
of liquidity drains for institutions that otherwise have plenty of
capital.

Senator SHELBY. But there are still going to be plenty of failures
out there——

Ms. BAIR. There will be.

Senator SHELBY [continuing]. Whatever you do. Correct?

Ms. BAIR. And we agree with you, Senator. When it is there and
it is clear, we want them closed early, because if we wait it will
increase our resolution costs. We absolutely agree with that.

Senator SHELBY. Secretary Kashkari, as the Treasury moves as-
sets from institutions by way of the TARP program, the partici-
pating institutions will have already taken out insurance on those
assets in the form of credit default swaps. Will Treasury allow
firms to retain the credit default swaps that they have used to
hedge the securities that they sell to the Government?

Mr. KASHKARI. Senator, at this point we do not have a firm pol-
icy on what to do with any hedges associated with the assets. I
think that those are complex issues that we are working through
with the regulators. Once we identify exactly which assets we are
going to buy and the purchasing mechanism, those are important
details that we are going to work through.

Senator SHELBY. But the firms that sell their assets to the Gov-
ernment under the plan you are talking about, TARP, they would
stand to profit if those assets default under the credit default
swaps, would they not?

Mr. KASHKARI. That is true in the credit default swap market
broadly. Many participants are writing insurance contracts on as-
sets they may or may not own. So I think that that is a very impor-
tant issue that we are sensitive to. I think it is an issue that we
all need to wrestle with more broadly.

Senator SHELBY. Last question. What specific factors will the
Treasury consider when determining whether it will make an eq-
uity purchase in a bank? What types of banks do you expect to be
the best candidates for equity purchases? Those with solid balance
sheets? Those with a high percentage of trouble assets? And will
insolvent banks be prohibited from participating in your program?

Mr. KASHKARI. Senator, we have spent a lot of time working with
the four banking regulators for them to come up with a standard-
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ized process that they are going to be reviewing applications and
then making a recommendation to the Treasury Department. The
regulators in many cases have their professionals in these institu-
tions and have been working with them for years. So the regulators
are best positioned to judge the viability of an institution and how
healthy it is. Ultimately, it will be the Treasury Department’s de-
termination, but we are going to rely very heavily on the judgment
of the regulators.

Senator SHELBY. Thank you.

Thank you, Mr. Chairman.

Chairman DobpD. Thank you very much, Senator.

Senator Johnson.

Senator JOHNSON. Ms. Bair, thank you for coming by my office
to discuss deposit insurance issues yesterday. Throughout the next
year, Congress will have to make some decisions on permanent
changes regarding deposit insurance coverage. Should the new
$250,000 level be made permanent? And will banks be able to af-
ford the higher premiums?

Ms. BaIR. That is a very good question. Congress sets our deposit
insurance limits, and the base limit has been temporarily increased
by Congress to $250,000 through the end of 2009.

I think that we will need to gauge the situation at that point.
I am concerned if we still are working through our challenges that
we would not want to create a cliff effect where there would be a
massive exodus of money because of the drop down. So I think that
is an issue that is going to have to be handled very carefully. If
Congress would like to take it back down perhaps it should be done
in a phased approach. But certainly I think if you keep the higher
limit it needs to be built into the premium structure, and we can
do that over a period of time to ease the premium impact. While
we are industry-funded, we do have wide latitude to borrow from
Treasury for short-term liquidity needs if we need it. We have not
had to do that, and I hope we will not have to do that. But I think
to maintain the principle of industry funding, it should be built
into the premium structure if Congress decides to make the
$250,000 permanent.

Senator JOHNSON. Continuing on, we have seen over a million
loans reworked by HOPE NOW, and efforts are underway for the
Hope for Homeowners program. But there are some concerns that
these programs are not making a large enough difference for those
facing foreclosure. How would you change what the Government
and institutions are currently doing to make modifications more
meaningful?

Ms. BAIR. I think we have been having excellent discussions with
Treasury and our fellow bank regulators and the housing authori-
ties about this. I think there are lots of authorities to explore. One
which Chairman Dodd mentioned earlier, using credit guarantees
or credit enhancements, may be an additional tool we should use.
But we are behind the curve. There has been some progress, but
it has not been enough. We need to act, and we need to act quickly
and dramatically to have wide-scale systematic modifications with
standard industry metric applied across the board. And if economic
incentives need to be provided to help make the economics of those
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modifications work, especially for these loans that are in
securitization trusts, then I think that is what we need to do.

It can be done. I think we are showing at IndyMac it can be
done. I am very grateful that the Bank of America settlement also
uses a protocol similar to ours. The trick is to provide the appro-
priate incentives, the carrots and the sticks, if you will, to make
sure it is done on a more industry-wide basis.

Senator JOHNSON. This is a question for all the panel. Beginning
to restructure the financial services regulatory structure is a com-
plicated undertaking. What do each of you believe is the starting
point for restructuring? What is the No. 1 structural regulatory de-
ficiency in your opinion that needs to be corrected by Congress?
Ms. Bair?

Ms. BAIR. At the top of my list would be regulatory arbitrage,
which I think has taken a number of forms. There is uneven regu-
lation. And it is true with mortgage lending standards. We did not
have across-the-board mortgage lending standards, and we ended
up seeing negative competition, with non-banks being very aggres-
sive with their loan originations and that created competitive pres-
sure on the banks to start doing the same.

I think another area is capital standards. We have had relatively
strong capital standards for insured depository institutions, less so
with other parts of the financial services sector. Where you are see-
ing the most profound distress at the institutional level is with the
institutions that are most leveraged. So, again, ending that uneven
regulatory treatment and having some consistency across the board
and leverage constrained is another area that I hope Congress will
be looking at next year. We need to have more even regulation ap-
plying to a wide range of institutions, and we also need to have res-
olution mechanisms—which we have for banks, but currently not
for these other institutions. This is why Treasury and the New
York Federal Reserve Bank had to develop a process for the Leh-
man Brothers and AIGs of the world, because the process for it
right now just does not exist.

Senator JOHNSON. Mr. Kashkari, can you add anything to that?

Mr. KASHKARI. I agree with Chairman Bair and would add two
things. One is, in March, the Treasury Department published a
comprehensive proposal on how to restructure the regulatory sys-
tem. It is a long-term approach.

I would also add to what she said and comment on mortgage
origination standards, not just in the banks but mortgage brokers,
which right now it is not done on the national level and there is
not consistency. And I think bringing some type of national Federal
oversight and consistent would be helpful.

Senator JOHNSON. Mr. Montgomery?

Mr. MONTGOMERY. Yes, sir. While not a banking regulator, I can
say going forward that reform of the Real Estate Settlement Proce-
dures Act—RESPA, as it is known—which, after a 6-year effort, we
are on the verge of getting that out in the next 2 to 3 weeks, I
think that will bring more closely into the light of day what con-
sumers pay at the closing table, what are the terms of their loans,
what are the settlement costs, things of that nature. And we think
that will definitely help the process going forward.

Senator JOHNSON. Mr. Lockhart?



29

Mr. LOCKHART. I certainly support the Treasury blueprint and,
actually, Congress in July, when they passed the law combining
OFHEO with the Federal Housing Finance Board and also taking
the HUD mission, it was a major step forward in the housing area
of pulling the regulators together and having a much more com-
prehensive approach.

One thing that was left off in that legislation, as it moved
through, was we were going to be put on as a member or a partici-
pant with the financial regulators and their FFIEC activity. I be-
lieve that that should be added at some point.

Senator JOHNSON. Ms. Duke?

Ms. DUKE. I think I would echo the need to draw regulation more
widely, to look at probably the business models as they will de-
velop, because I don’t think the business model that we used in the
past of originate to distribute will continue; but to make sure that
all participants in the financial transaction chain are regulated in
the same manner. Also, I think supervision and enforcement in ad-
dition to regulation are key pieces of it. And I would echo the need
to have some resolution protocols for institutions that fall outside
of the insured depositories. I think it is an important point that we
have a mechanism for insured depositories, but we did not have
anything for those that were outside of it. And the bankruptcy
court did not seem to be the right place to try to deal with some
of those issues.

Senator JOHNSON. Thank you, Mr. Chairman.

Chairman DobDD. Thank you very much, Senator.

Sheila Bair, I just could not resist that idea of that across-the-
board regulation, and for those of us who were involved in 1994
with the crafting of the HOEPA legislation, that legislation re-
quired all lenders—State-chartered, federally chartered institu-
tions—to apply standards against deceptive and fraudulent prac-
tices. Not a single regulation was ever promulgated under that law
for 15 years. And more than any other single thing I can think of,
had that regulation been promulgated and someone enforcing them
on lenders across the board, I think we would be in a very different
place today.

Senator Crapo.

Senator CRAPO. Thank you very much, Mr. Chairman.

Mr. Kashkari, I want to direct my first question to you, and I
want to follow up on the line of questioning that our Chairman and
our Ranking Member went into with regard to the $250 billion of
liquidity that has been provided to the banks. Their focus there
was to make sure that those dollars were not hoarded and that the
actual result would be the lending that we would like to see hap-
pening. And I understand that, and I appreciate your answers with
regard to that part of the program.

The question I have goes to the toxic asset purchase issue. It
seems to me that the plan to utilize these resources that Congress
has provided for the purchase of toxic assets has the opposite im-
pact. In other words, it creates an incentive for investors to stay
on the sidelines for a while and watch what the Government is
going to do and then maybe step in at some later date and either
buy or finance purchases from the Government. And I just wonder
what your thoughts are on that aspect of the proposal.
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Mr. KASHKARI. Senator, thank you for the question. The question
you ask is fundamental to the design of the program. The program
is intended not only to buy troubled assets, but in doing so to pro-
vide price transparency to the market, because our view is that
there is a lot of money on the sidelines who are interested in in-
vesting in our institutions and in these assets themselves. And our
hope is that by the Federal Government taking the first step
through a very open, transparent process, that will encourage pri-
vate capital to come in. That is the exact intention of the program.
So we agree with the spirit that you raise.

Senator CRAPO. But isn’t the fact that the Federal Government
is going to step in in such a major way going to create just the op-
posite result, namely that the private capital will sit back, stay on
the sidelines, and watch for a while to see what will develop?

Mr. KasHKARI. I think it is a very good question, and I think
there is some merit to that point up until we get started. And that
is why we are moving as fast as we can. But once we get started—
and we are going to get started slowly, methodically, let people and
let the markets see what we are doing. We expect them to under-
stand it very quickly and then start to come in.

Senator CRAPO. All right. Thank you.

Chairman Bair, I also am concerned that the direction we are
heading with this, particularly with the numbers of guarantees
that we are now seeing put into place, has essentially driven us far
down the road toward a situation in which financial institutions
are basically becoming disconnected from the risk of lending. Could
you address that?

Ms. BaIr. I agree with you. These guarantees make me uncom-
fortable. We had a compressed timeframe to make a decision. We
evaluated the pros and cons, the risks and the benefits. But at the
end of the day, especially given what was going on in Europe, we
did not think we had an alternative. We needed to move ahead.

I am aware of the additional moral hazard, obviously, with ex-
panded guarantees. We have in place a heightened supervisory
process on the use of these, and very tight controls over weaker in-
stitutions using these, if they use them at all. So we can com-
pensate through the supervisory process for some of the additional
moral hazard. The other key is to make sure they are temporary.
And, believe me, I am determined that these will be temporary.
And we are charging a premium, I would hasten to add. This is not
just something we are providing. We are charging a premium for
it.

Senator CRAPO. Your point on the temporary nature I think is
very important. In fact, one of my questions was going to be, How
do you take the guarantee away?

Ms. BAIR. Well, we are. We are out there now saying that it is
going away June 30th. And I understand there might be some pres-
sure to continue it. I do not think anybody should assume it is
going to be continued. It is not. My every expectation is that it will
go away.

There are things, if you needed to have some type of phased proc-
ess as opposed to a clipped process, I think you can do that by re-
ducing the cap, ratcheting up the premiums, so there are ways to
ease out if we want to have a slower process. But I am resolved
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to end these expanded guarantees because of the additional moral
hazard that they create for us.

Senator CRAPO. Thank you.

And, Mr. Kashkari, back to you. With regard, again, to the toxic
asset purchase—and I am focusing now on the underlying mort-
gages and the question I have is: How will the servicing of the
loans be handled? Will it be handled by the current servicing man-
agers? Or are we going to create a new system or a new—I was
going to say “bureaucracy”—a new set of managers and re-create
the system that we have now?

Mr. KASHKARI. At this point, Senator, our intention is, where
possible, to keep the servicing with the existing servicer, but send
to them very specific instructions, a plan on how we want them to
conduct the servicing consistent with our objectives.

Senator CRAPO. All right. Thank you. And another question I
have is I appreciate the fact that Treasury has submitted a request
for ideas on how we can establish the insurance program that was
involved in the legislation that we had. And as you know, the li-
quidity crisis is not limited to the residential mortgage arena. It is
expanding into a number of other areas, and the one I am thinking
of right now is the commercial mortgage arena.

Has Treasury considered using the insurance program to provide
a Government guarantee or an insurance for the safest part of or
for some part of the commercial mortgage market?

Mr. KASHKARI. Senator, that is a very good point. We have heard
a lot of the same perspectives that you raise, both from the bank-
ing regulators and from individual institutions. If you look out in
the regional bank market, in particular, they have a lot of mort-
gages, whole loans, commercial mortgages on their balance sheets.
So we think that the insurance program may well be applicable
there, and these are just the very ideas that we are soliciting right
now.

Our initial focus is on residential, but we are very aware of and
focused as a second step on commercial

Senator CrRAPO. All right. Thank you very much. And one last
question I wanted to ask is you had talked a moment ago about
credit default swaps and the fact that there are a number of those
in which one of the swapping parties does not have an ownership
interest in the underlying asset. That has been an issue that we
have discussed in hearings in the Agriculture Committee on deriva-
tives. And the question I have is: Is there no purpose for those
types of swaps? I understand one of the arguments that is being
made is that even though the swapping parties may not have an
ownership interest, they may have a very strong financial interest
in the outcome of—or in the strength of the company that is en-
gaged in the underlying transaction, or some other type of reason
for wanting to be sure that that transaction is insured.

Mr. KASHKARI. Senator, I will say, first of all, I am not an expert
in the credit default swap market, so let me just set expectations.
But I think you are right. I think that there are many reasons why
financial institutions or financial counterparties may want to hedge
certain risks that they may or may not own directly the underlying
asset. So I think that is right, and I think that we need to have
the experts take a hard look at that.
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Senator CRAPO. All right. Thank you very much.

Chairman DobpD. Thank you, Senator. Good questions. I appre-
ciate it very much.

Senator Schumer.

Senator SCHUMER. Thank you, Mr. Chairman.

My first question is for Mr. Kashkari. I would just like to follow
up on my opening statement. I know Senator Dodd talked a little
bit about this, to ensure that the capital that TARP provides to
banks is effective in achieving the joint goals—stability in the fi-
nancial markets, but also the unfreezing of the credit markets to
deal with Main Street. So I have asked you for a while, and Sen-
ators Reed and Menendez joined me in this. What about the idea
of setting some guidelines? If you have public guidelines out
there—now, I realize you cannot do one size fits all, nor do I think
you can mandate these things. But the idea of guidelines to help
importune banks which are sensitive institutions to public—given
that they are a regulated industry to public pressure would make
sense. Can you please tell us if you intend or Treasury intends to
put out such guidelines on, first of all, a general, a ballpark figure
of how much of this capital should be lent out? You know, obvi-
ously, it would accelerate—there is a multiplier effect because for
every dollar of capital you can, obviously, more than a dollar or two
of lending.

Mr. KAsHKARI. Well, Senator, as you and I have discussed, we
share the spirit of your question completely and want these institu-
tions to lend and provide credit to our communities. In fact, it is
not published yet, but when the final purchase agreement is put
out there between the Treasury and the individual institutions,
there is specific language in the purchase agreement about lending
and about taking aggressive steps on foreclosure mitigation. It is
not a legally binding contract.

Senator SCHUMER. Right.

Mr. KASHKARI. Neither would guidelines be. But it does consider-
ably more

Senator SCHUMER. Is it more than just a general exhortation?

Mr. KasHKARI. Well, forgive me, I am not an attorney so I cannot
tell you

Senator SCHUMER. I am not asking you as an attorney. I am just
saying if it says we encourage the banks to lend the money, it is
not going to be much. If we say, you know, for every dollar of cap-
ital they get, we would expect there would be two or three or four—
you know, something like that, we would expect, not mandate.

Mr. KASHKARI. Again, we do expect, but we are hesitant to put
a specific dollar figure because these financial institutions—again,
as you know, Senator, we are talking about very large financial in-
stitutions and very small. One size fits all is

Senator SCHUMER. What are you going to do for banks that do
not increase their lending at all that take this capital?

Mr. KASHKARI. Sure. As I mentioned previously, Senator, I think
that the provisions on preventing dividend increases and stopping
share buybacks provides very strong incentive for these institutions
to want to lend again.

Senator SCHUMER. But we have had a couple of leading execu-
tives talk about they think that the banks—and they were talking
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not about their own specific institution alone—are going to just sort
of hoard the money for a while, and they thought was in their best
interest, and that worries me.

Mr. KASHKARI. It worries us, too. We want these institutions to
lend, absolutely, but also recognize the situation we are all in right
now is the situation of unprecedented lack of confidence in the sys-
tem.

Senator SCHUMER. Understood

Mr. KASHKARI. And so the immediate reactions may be more re-
served. I think as things—as the markets begin to sort themselves
out, I would expect to see these institutions lending.

Senator SCHUMER. I would urge you to consider putting out these
guidelines. And then there is one that may be easier. What about
guidelines inveighing against new investments in these exotic fi-
nancial instruments that brought so many of the institutions down
to begin with? That is an easier one for you to write.

Mr. KASHKARI. It is a very good point, and we certainly do not
want institutions taking undue risks. But, candidly, Senator, I
think that my banking regulator colleagues are probably in the
best position to help guide their regulated entities in the actions
and steps that they should be taking.

Senator SCHUMER. Well, that is about all institutions. I am talk-
ing specifically about institutions that are benefiting from the cap-
ital injection.

Mr. KASHKARI. Yes, and, again, I think our perspective has been
we want as many institutions as possible to participate and not
wanting to be overly prescriptive in keeping away the healthy:

Senator SCHUMER. I know. But as I said, I think you are leaning
too far in giving them dessert and not enough in making them eat
their vegetables. So I hope you will consider that.

For Ms. Bair—you know, as I mentioned in my opening state-
ment, I have tremendous respect for you. Here is something that
befuddles me. We have for a year been sort of chasing our tail in
terms of relieving the foreclosure problem with all these kinds of
voluntary programs. And they just do not work, by and large. If the
institution has the whole mortgage, they work. But for the majority
of mortgages and the majority of subprime and all these that are
chopped up in 40 pieces, you have the problem of one of the
tranche holders—probably the riskiest piece—saying, “I am not
going to participate.” And we have tried and tried—Secretary
Paulson, I salute Senator Dodd and Chairman Frank for their ef-
forts. But everyone will agree none of them are really going to
work. And yet we still come back to this exhortation process, and
then 3 or 4 months later, we are disappointed that it has not
worked.

Isn’t it really true—and help me understand this—that the only
way we are going to make major, major progress in limiting fore-
closures and getting refinancings is changing the bankruptcy law,
which is the only constitutional way to require that 40th tranche
holder to come to the table and say, “Hey, under bankruptcy, I will
get zero, so I will negotiate for 5 cents on the dollar or 10 cents
on the dollar,” or whatever. I am befuddled by the fact that that
fact, which seemed so obvious to me, is not governing our actions
on this. It seems almost—you know, I forgot who said, but it is
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hope over reality if you do it the other way in any kind of voluntary
way.

Could you please address that for me?

Ms. BAIR. Well, I would agree, I think some of the voluntary ef-
forts have helped, but they have clearly not helped enough. We are
falling badly behind.

Senator SCHUMER. As you said.

Ms. BAIR. And more needs to be done. I would agree with that.
I think there are authorities in EESA that can be used with a car-
rot as well as a stick approach to get this done on a more broad-
scale basis.

We have not taken a position on the Bankruptcy Code change.

I do think, though, that whether that is or is not a good tool to
put into the arsenal, hopefully we would also have a process that,
prior to a borrower having to threaten bankruptcy or go into bank-
ruptcy, we could get that loan modified.

Senator SCHUMER. Do you have any hope for—I am sorry. My
time is up. Just a last question. Do you have any hope for a vol-
untary model? I do not.

Ms. BAIR. No. No, there needs to be a package of carrot and stick
incentives. I agree with that.

Senator SCHUMER. Thank you, Mr. Chairman.

Chairman DoDD. And let me say to my colleague from New York,
I mentioned this before, but we may end up in a lame-duck session,
and there may be various proposals. I think we have come to the
point once again where I think legislatively we have to try this
again as part of some other ideas. And so I am putting together
a package of ideas that I will ask my colleagues to take a look at,
obviously all of us here in November, as part of—whether it is a
stimulus package or whatever else, but some steps we might take
instead of waiting until after January to get back to maybe deal
with some of these issues. And that is one of them.

Senator Hagel.

Senator HAGEL. Thank you, Mr. Chairman.

Secretary Kashkari, in your statement you noted that Treasury
announced recently a streamlined, systematic process for all banks
wishing to assess the $250 billion infusion program. And you fur-
ther noted that qualified and interested publicly held financial in-
stitutions will use a single application form. You talked a little bit
about that. You will factor in the recommendations of the regu-
lators, and you will publish the required legal documents so private
banks can participate as well as the same economic terms as the
public—on the same economic terms as public banks. And you talk
about allocating sufficient capital, which you believe $250 billion is
enough, so that all qualifying banks can participate.

My question is, then: What is the criteria that you are going to
use? Because as I understand it, it will get down to a final judg-
ment, essentially an arbitrary judgment. You are factoring in quali-
fications to start with. You are factoring in input from the regu-
lators. But, in essence, it will be yours or Paulson’s or someone at
Treasury’s decision who gets the money and who does not. So here
are a couple of the points that I would hope that you could address
for me.
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Do all the qualifying banks that apply, will they get into the pro-
gram? If they qualify, will they get in? Is bank consolidation a fac-
tor when you start deciding who gets the money? For example,
bank consolidation could be used as a lever, it could be used as a
threat to force consolidation. Will you take those first two issues
and give us what you can on this? Thank you.

Mr. KASHKARI. Yes, Senator, thank you for the question. The reg-
ulators are going to be the first screen for institutions, so, for ex-
ample, a bank may send an application to the FDIC as an example,
and the FDIC may review that application and determine that this
bank is not a good candidate for a capital purchase program and
may send that back to the institution, and Treasury will never see
that application.

For the applications that we see with the recommendations of
the regulators, in most cases I would imagine, we are going to take
the guidance of the regulators because they are the ones who know
these institutions very well.

There could be other factors that are also considered. So, for ex-
ample, if an institution had a private capital raising at the same
time that they were also seeking public capital, that would also
weigh into our analysis as we determine is this a good use of tax-
payer resources.

At the end of the day, this is a program that is meant for healthy
institutions. We want them to lend. And so working very closely
with our colleagues in the regulatory agencies, we think that that
is the right approach.

To the point of consolidation, I do not think we have any specific
program focus on consolidation. Again, I think it will be a case-by-
case analysis with our regulatory colleagues. The example I gave
I think is a good one. If you had a small failing institution that was
being acquired by a much healthier, stronger institution, the idea
of putting Government/taxpayer dollars into that combined entity,
we think that is a good use of taxpayer dollars because that com-
munity is well served now by that combined stronger institution.

Senator HAGEL. Could you envision a scenario, with the regulator
or without the regular, where you would offline in private con-
versations—because I suspect there will be some private conversa-
tions on these things. I have been told, as a matter of fact, that
there have been by banks inquiring, checking in, how do we apply,
on what basis are you going to make these determinations. Could
you envision a situation where you say to a bank if you would be
willing to seriously look at consolidation on whatever terms with
whichever institutions, then we might well look favorably on your
participation in the program?

Mr. KASHKARI. I would imagine that those types of conversations
may happen between the regulators and the entities, but I would
defer to my regulatory colleagues more so than

Senator HAGEL. Chairman Bair, can you help us on this?

Ms. BAIR. Well, as Neel alluded to earlier, I think you need to
distinguish between an acquisition that stabilizes a bank having
some challenges versus using the additional capital to build your
empire, as opposed to making loans. The former I think is some-
thing we want to encourage, and I think there may be some insti-
tutions where, on a stand-alone basis, it may not be a good invest-
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ment for the Treasury, but on an acquisition basis, it might be very
good. So I think that kind of healthy acquisition activity is some-
thing that should be encouraged. And, again, to the extent it would
prevent failures or the risk of failure for institutions later on, that
can help protect the deposit insurance fund.

Senator HAGEL. When do you think that this program will actu-
ally be in place so that you will start to make some decisions?

Mr. KASHKARI. It is in place now.

Senator HAGEL. Aside from the nine big banks.

Mr. KASHKARI. On Monday, the regulators posted application
forms on their websites.

Senator HAGEL. So the banks, the institutions are now filling out
the application, three pages, is that right?

Mr. KASHKARI. It is two or three pages.

Senator HAGEL. Filling out applications, working through their
regulators. They are now coming into your office.

Mr. KASHKARI. And then the regulators have already begun sub-
mitting recommendations to us today on institutions that we are
going to evaluate and make decisions.

Senator HAGEL. Have you made any discussions beyond the nine
big banks?

Mr. KaSHKARI. I do not believe at this point we have made any.

Senator HAGEL. I have not seen any. Have you made any—when
would you make the next group of decisions?

Mr. KASHKARI. We are in the process within Treasury of for-
malizing our review process and procedures and finalizing those
and begin processing those applications immediately. But I will
also comment, the announcement that I talked about within 48
hours is when the contracts are finally signed. An initial approval
to an institution will not trigger the official announcement. It is
only when we get further down the process and we are actually
signing contracts with the institutions. That is what will trigger
the formal announcement within 48 hours.

Senator HAGEL. When would you think that the first additional
banks beyond the first nine might be announced? A week? Two
weeks?

Mr. KasHKARI. Well, announcement, again, forgive me, an-
nouncements of the actual transaction

Senator HAGEL. Well, just get me to where we need to be, and
that is, money on the street. When will they get their money?

Mr. KASHKARI. Our goal is to have the $250 billion out the door
by the end of the year.

Senator HAGEL. But give me a better answer than that. You tell
me the process is already underway. You are accepting applica-
tions. When, then, can you tell this Committee that we will have
some money in the hands of this next series of banks? A week?
Two? You will make decisions. Contracts, whatever the process is.
Not your intent, your hope.

Mr. KASHKARI. Understood.

Senator HAGEL. But where are we?

Mr. KASHKARI. My expectation is a few weeks because it will
take time for the banks themselves to do their work, work with
their attorneys, meet with their boards as necessary, before they
are in a position to sign the final contracts with Treasury. So we
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are going to give them initial indications very quickly so they can
do all the legal work they need to do on their end before we can
fund these transactions.

Senator HAGEL. But you are looking at a few weeks at best be-
fore the final deal is made. Then I assume that that means the
bank gets the money?

Mr. KASHKARI. Correct.

Senator HAGEL. Over the next few weeks.

Mr. KASHKARI. I think it will be a few weeks before the next
batch are actually funded.

Senator HAGEL. Thank you.

Chairman DoDD. Thank you for that, Senator. I appreciate it.

Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman, and thank you
all for your service, and I hope you all understand the questions
and the line—we all have a common goal here, and maybe some
of us are trying to spur you to look at some things that either you
are looking at but maybe not with the intensity that many of us
think you should, in fact, look at it. And so I hope you are taking
them in that spirit.

Mr. Kashkari, you said in your statement you expect that all par-
ticipating banks—expect all participating banks to continue to
strengthen their efforts to help struggling homeowners avoid pre-
ventable foreclosures. We expect that, too, but that has not hap-
pened. And we have servicers who seem to be incentivized in a dif-
ferent direction. My office has been dealing with a whole host of
people in foreclosure, and the servicers—you know, we have one
case in which one servicer said, “Absolutely not, can’t do anything
to help you,” and then we called back and got a different entity
within that servicing entity, and they offered a deal that actually
was something that could save the home. We have other that seem
to be incentivized to go to foreclosure.

So, you know, I have a real problem in saying that we expect as
we are infusing large amounts of capital. What would be wrong
with, for example, Treasury promulgating guidelines on loan modi-
fications for institutions that are participating in the capital pur-
chase program, you know, similar to what the FDIC’s existing loan
modification program is?

Mr. KasHKARI. Well, Senator, we share your concern and your
focus on this issue. I personally have spent the past 14 months
working with servicers and with counselors to try to reach home-
owners and encourage loan modifications, and we have made a lot
of progress. The industry is now at a pace of around 200,000 work-
outs a month, which is a huge increase from where they were when
we started. But we agree with you, it is not enough. We need to
do more.

So I think that the actions that we have taken and we continue
to take working with these companies and with servicers, we con-
tinue—we just need to press them and push them to do everything
that they can.

The hardest part about a loan modification is not the calculation.
A first-year finance student could do the calculus of which is better.
It is getting to the homeowner. It is getting them to pick up the
phone and call. And we have worked very hard.
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For example, if you will indulge me for a moment, if there is any
homeowner out there that is concerned about losing their home,
the worst thing they can do is do nothing. They should pick up the
phone. We have got a hotline, a national hotline, 888-995-HOPE.
They should call.

Chairman DoDD. Mr. Secretary, could I interrupt you 1 second?
Why can’t the lender make that call, too? They know they have got
a customer, a borrower in trouble. They know that. Why don’t they
pick up the phone and call that borrower and try and track them
down. Why doesn’t it work that way as well?

Mr. KASHKARI. Well, they absolutely are, and we are pushing
them to do that. In fact, over the summer—I believe it was in
June

Chairman DoDD. Sorry, Bob. I didn’t mean to

Mr. KASHKARI [continuing]. We worked with the servicers and
the counselors together in HOPE NOW to create guidelines and
standards for loss mitigation for the industry that said exactly
that, Chairman. They need to be sending letters in advance of rate
resets. They need to be making these phone calls in advance of bor-
rowers going in delinquency. A lot of times what you will find is
there is a real challenge we have. The bank is doing their duty to
their investors by making calls saying, “You are behind in your
payments. You are behind in your payments.” That is the collec-
tion

Senator MENENDEZ. But what about—Mr. Secretary, I hate to
have all my time eaten up by this, but let me just ask you this:
What about the bank that I told you about? And this is—we have
a lot of people coming to seek help. I tell you, my office is inun-
dated. We have had five foreclosure clinics that I have conducted
myself in the State of New Jersey. We have got a lot of people seek-
ing help, so maybe there are some who are hiding or afraid and in
the bunker. But we have got a lot of people seeking help. And so
we have got Reverend Soaries in New Jersey who does a very good
job through a community development financial institution, and he
is trying to help constituencies to be able to keep their homes. He
goes and offers the bank $160,000 out of $175,000. They say no. He
goes to the foreclosure with a full certified check, and then the
bank bids up. Tell me how that is in keeping with the spirit that
we are trying to work out these mortgages. It is not. And so I do
not quite understand what is wrong with issuing guidelines by
Treasury, particularly for those participating in these programs,
that does similar to the FDIC.

And, second, you know, about hoarding the money, I am con-
cerned about it. I know that you say that the inability to buy back
shares or to issue dividends is enough an incentive. But, you know,
they are going to pay—what?—5 percent dividend in the shares
that we have purchased from them—I mean that we have lent to
them. So I am not quite sure that that is the incentive to ulti-
mately not sit on their money as they build their overall standing.
I think you need to have some set of very clear guidelines. They
are not mandatory. But it is the expectation. You know, I cannot
judge an employee if I do not tell them what the standards are.
And I cannot tell the banks whether or not they have fairly used
the collective money of the people of the United States in achieving
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the goal that we all want for them and to create liquidity in the
marketplace, particularly for Main Street, if I do not give them a
set of standards of what I am looking for to accomplish. I do not
quite understand what the reticence of that is.

Mr. KASHKARI. Senator, we share your perspective, and we want
these banks to lend, and I do not think we have reticence to it. I
think we will look at this with our regulatory colleagues. Ulti-
mately, the regulatory

Senator MENENDEZ. Why not set a standard, then? Why not set
a set of standards by which people could judge by?

Mr. KASHKARI. Again, I think a set of standards could be a very
useful tool. We need to be careful not to be too prescriptive. Again,
we are trying to strike the right balance, not just getting the big
banks to participate, but getting the 1,000th bank, the 3,000th
bank in our communities to participate. And setting a one-size-fits-
all standard may not be the right approach, but we need to look
at it.

Senator MENENDEZ. All right. One last question. It goes to both
you and Governor Duke. You know, we gave AIG $85 billion and
then—lent it, I should say, not gave it. And then we further agreed
to extend an additional $38 billion in credit. Now, our Nation’s
public transit agencies are potentially liable in payments in the
hundreds of millions of dollars to banks due to the downgrading of
AIG through LILO and SILO leverages leases.

Does the Treasury and the Fed think it appropriate for these
banks to be in a position to make a windfall at the expense of these
public agencies which ultimately would have a huge consequence—
a huge consequence—to the ridership and to the States that ulti-
mately operate these public agencies? Without action by the Treas-
ury’s banks, you know, to intervene, they stand to gain all of the
benefits the IRS has declared to be inappropriate and, you know,
it seems to me that we have a very huge and pending challenge
here. And I hope that both the Federal Reserve and the Treasury
Department are going to look at this, or else we are going to see
a very huge consequence to hundreds of public transit agencies
across the country, and that would be devastating at a time in
which we are seeking to move more people into the opportunities
that exist today in the marketplace, that we are trying to do some-
thing about our energy questions, and at a time in which State en-
tities would ultimately be faced with even greater amounts of mon-
eys that have to come up front. I think it is wrong, and certainly
the banks that we are lending to here should not take advantage
at the same time that we are propping up AIG.

Mr. KASHKARI. Senator, this is an issue that came to my atten-
tion very recently, and my colleagues and I at the Treasury are
going to look at it. I would be happy to get back to you on it.

Senator MENENDEZ. I appreciate it. If you would get back to me,
I would be very interested.

Mr. KASHKARI. Absolutely.

Senator MENENDEZ. Thank you, Mr. Chairman.

Chairman DopD. Thank you, Senator, very much.

Senator Corker? And let me just say for the record, too, I want
to thank Bob Corker. During those 13 days, there were a number
of people—obviously, everyone was involved, but some more ada-




40

mantly and directly than others, and Bob Corker was one of them.
I just say, we would not have gotten to that final result without
your help and support, so I appreciate it personally and I want to
say publicly how much I appreciate your involvement.

Senator CORKER. Thank you, Mr. Chairman. I very much enjoyed
it and want to work with other Members of this Committee all the
way through this process. I know the implementation is equally im-
portant to the legislation, and then coming back in January to reg-
ulate appropriately. We have a 20th century regulatory system and
I think we understand that and we will be focused on the 21st. I
look forward to being hopefully equally constructive, and I thank
you.

I do want to maintain the focus on the fact that certainly housing
prices have shown problems in our financial industry. I think the
exuberance, if you will, that we had in the housing industry for so
many years, you know, most people could probably see that at some
point, this had to fall. I mean, it was crazy, what was happening,
especially in some of the States like California and others where
people were paying three and four times just over a few years what
they were paying before.

We knew there was going to be a decline, and I hope we will
maintain our focus on the fact that, really, this whole issue around
foreclosures today has to do with the way financial markets work
now. It is no longer the case of people going into their local finan-
cial institution and having a loan with their local banker that they
see at the Rotary Club or other places and maintaining that rela-
tionship, and if they get behind, they have the opportunity to talk
with them about that. That just doesn’t exist now, and so that is
one of the frustrations, I know.

The other huge issue, obviously, are these exotic derivatives and
other kinds of things that exist that no one knew existed, and can-
didly, we wouldn’t be having this hearing today, I don’t think, if
it weren’t for that. So that is really, when we are talking about the
root of the problem, it is sort of the chicken and egg, I guess, but
I hope that that is where we will maintain our focus over the next
year or so.

Now, having said that, this foreclosure issue, I listened to Sen-
ator Schumer’s comments, and candidly, in fairness, I do think
most of what we are doing is hope. I mean, the way the disconnect
exists right now between the borrower and the lender is so con-
fusing that the average citizen who gets up every day having to
work and raise kids, I mean, it is hope, and I understand that, and
I think at some point we will be looking at this in a different way
than we are right now.

I appreciate so much your efforts, Ms. Bair. In the conversations
we have had, I think you have addressed the FDIC insurance
issues appropriately all the way through. I did hear you mention
stabilizing. I think foreclosure is a problem and I think we need to
figure out a way to deal with that. Stabilizing, I don’t know. That
bothers me some. I think, unfortunately, there is a ways for that
to fall now. We still have not hit bottom and I think anything we
do that is stabilizing in ways that don’t make sense really just
caused the market to be sluggish for a long, long time.
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And I am wondering if just very briefly you might respond to
that. Maybe you were just talking about foreclosures. Stabilizing—
the word “stabilizing” bothers me some because I think we move
into a prolonged time of sort of fictitious prices that don’t allow us
to hit bottom as quickly as we should, and I wonder if you might
expand on that.

Ms. BAIR. Yes. The markets need to correct. We do need to find
the bottom. And markets will eventually find the bottom. What I
am concerned about is that we are going to overshoot because we
are in this self-reinforcing cycle now where economic decisions to
modify loans are not being made. It may be in everyone’s economic
self-interest to modify that loan, but it is still going into foreclosure
because of skewed economic incentives, in large part stemming
from the different interests in the securitization trust. So loans
that economically should not be going into foreclosure are, which
is creating more downward pressure on home prices, which is cre-
ating more distress in the housing market, which is creating more
need for foreclosures

Senator CORKER. So it is really more on the foreclosure point——

Ms. BAIR. It is absolutely.

Senator CORKER. OK.

Ms. BAIR. That is exactly right.

Senator CORKER. And I think we have had a lot of discussions.
I know even Chairman Dodd alluded to some of the meetings we
had. There are some politically—there have been in the past some
politically unacceptable ways of dealing with that for both sides to
come together, but I think at present, we all understand even pre-
scriptive things are not going to solve this until we get to a point
where the lender has some ability to quickly deal with this issue,
and I don’t want to expand on that right now. We might do that
some more privately.

Ms. Duke, we are going to be dealing with a lot of unintended
consequences. I mean, at the end of the day, any time there is gov-
ernment intervention, there are unintended consequences, and I
think that is going to be one of the biggest issues we deal with dur-
ing implementation and even beyond.

I know you have already been asked one question about that
from Senator Menendez, but we are having some issues where, let
us face it, manufacturing is a very important part of our country’s
employment. We have had stress on manufacturing for years now.
We have actually had a little bit of a breakthrough over the last
6 or 8 months just because the value of the dollar is changing some
now.

But at the end of the day, you all are doing some good things
and you are taking A1/P1 paper here, I think, beginning very
shortly. You have just set up a facility to do that. What that means
is that manufacturers that have A2/P2 paper are getting nailed,
and all of a sudden, they have got like a 500 basis point problem
that they are dealing with. I have talked to Chairman Bernanke
about that.

I wonder if you could just bring us up to date as to what might
be happening, because we have one manufacturer that has A1/P1
and all of a sudden they are good because you are taking them. We
have A2/P2, and all of a sudden they are at a 500 basis point dis-
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advantage and basically getting ready to lay people off. And I am
sure you have some way of solving that very soon. I am looking for-
ward to hearing what that is.

Ms. DUKE. Senator, I wish I could tell you I had a way to solve
it immediately. The objective behind the commercial paper pro-
grams and the A1/P1 are to get the markets for commercial paper
moving again. The objective is that once they start moving, then
that will move the other parts of the market, as well. But we are
monitoring all parts of the financial markets and looking for ways
to unclog the pipes, if you will, on all parts of the market. We are
aware of A2/P2. We are aware of a number of different markets
where they are having difficulty.

The other thing I would say, unfortunately, for many years, risk
was not priced, and so I think for all borrowers and all issuers,
even when financial flows return to normal, pricing is going to be
higher than it was a couple of years ago, but we are working

Senator CORKER. For both A1/P1 and A2/P2?

Ms. DUKE. For all borrowers. And as I said, we are watching
them. We are operating within our own restrictions in terms of
credit risk that we can take. We are addressing that in terms of
collateral that we take at our discount window borrowings in every
way that we can.

Senator CORKER. We think you have the ability to take the A2/
P2. T hope that very soon you will figure out a way to deal with
that appropriately, and I very much understand what you are say-
ing about the risk and I think it is very good that you send that
signal out now, that at the end of the day, risk wasn’t being priced
and borrowing costs probably are going to have greater spreads in
them than they have had in the past.

Just briefly with Mr. Montgomery, I know we are running out of
time and Ms. Bair has a board meeting. Mr. Montgomery, I think
it is really great that we are increasing through FHA the amount
of lending that is occurring. I hope that that is not occurring be-
cause banks are dumping their worst loans on the FHA and that
we are going to have another hearing down the road dealing with
that. I don’t know if you would take 15, maybe 10 seconds to re-
spond to that, but I just want to throw that flag out there and
thank you for your actions but hoping that you are not taking us
down the road of other problems down the road.

Mr. MONTGOMERY. Well, that is one of ten things that wake us
all up in the middle of the night. The reason why FHA didn’t take
part in the boom, there are a lot of them. One is we did not lower
our underwriting criteria. We had this crazy notion that people
should verify their income. They should produce tax returns. They
needed to have at least 2 years with their current employer. And
we have not lowered those standards. And our ratios, our front-end
ratios, our back-end ratios exist for a reason. I think because of
that, I think you will see FHA continue to perform admirably over
here on the long term.

If I could just interject one thing here real quick, sir, on the serv-
icing, FHA, and I referenced this number before, the last 3 years,
we have saved 300,000 FHA borrowers from foreclosure, 300,000.
That is a number you have not read anywhere. You don’t see that,
and it is because our loss mitigation program, which Congress put
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into place 10 years ago, is working, and the main reason it works
is because we require it. Lenders and servicers know this. The bor-
rowers know this. The investors know this. They are required to do
loss mitigation. If they don’t do that, they face treble damages from
FHA and I think that is one of the keys to why this has been suc-
cessful. You have not read about those borrowers going to fore-
closure because they have not been.

Senator CORKER. Thank you, and if I could just—we have all
traveled a long ways to be here and we thank you for having this
hearing.

Mr. Kashkari, I have to tell you that the concern about the—first
of all, thank you for what you are doing and I appreciate the con-
versations that we have had. I do think the concern about the loans
is somewhat unfounded. I mean, at the end of the day, people are
paying 5 percent for this money. I know it raises at some point to
9 percent. At some point, the banks have to make a profit. I mean,
they can’t just hoard cash. I mean, it is pretty self-evident, is it not,
that the way that money is going to be made is lending that
money, and while there may be an initial hoarding, at some point,
this money has to go out. Otherwise, these enterprises are not
making money. I mean, that is just sort of self-evident.

I wonder if you could just take maybe 10 seconds to address that
issue. It concerns me. Obviously, I supported this measure and was
involved in it. One of the things in the back of my mind was, once
the camel nose goes under the tent and you get a bunch of Sen-
ators and a bunch of House members involved in the business of
banking, all of a sudden, we are telling the banks what to do,
which, let us face it, part of our problem with Fannie and Freddie,
and I don’t want to go into that now, we will deal with it after the
election, but was that very thing, OK. And so I am very concerned
about us making prescriptive arrangements with these banks. I
don’t think you are going to get many participants in that regard,
but we are going to destroy our banking system if we do that.

I appreciate the balance you are trying to create, but is it not
self-evident that with paying for these through dividends—it is ba-
sically a loan, let us face it, that they can show as equity—they
have got to make loans to make money and be in business. Is that
a yes or no answer?

Mr. KasHKARI. Yes. I think the economic incentives are strong
and clear.

Senator CORKER. OK. So I understand it is nice to raise these
concerns. Let me just, speaking of sort of the camel nose under the
tent, and none of us know what is going to happen into the future.
We don’t know who the next Treasury Secretary is. Hopefully, it
will be someone who understands what derivatives are and mort-
gage-backed securities and all of that.

But the allocation process today as you see it going forward, you
are talking about $250 billion for senior preferred. Do you have any
sense now—I know we talked 10 days or so, maybe a week or so
ago about this—do you have any greater sense of the allocation of
this $700 billion today? And the second part of the question, since
I am way over time, how much of it do you think may be actually
spent by January 20 or so?
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Mr. KASHKARI. Senator, obviously, we have already allocated
$250 billion. We have sent a notification to Congress for another
$100 billion to take us to $350 billion. The allocation has not been
determined between more equity or mortgage-backed securities or
whole loans at this point. We are trying to design the tools and we
will use them and adjust them as we go forward. And there has
been no determination made on when any notification would be
sent to Congress on the final $350 billion. We would work with the
committee at the appropriate time to look at that.

Chairman DobpD. Thank you, Senator.

Senator CORKER. Thank you. I think if I were in your case, I
would probably be vague on that, too. I would, offline, like to get
a better sense of what you think that may actually be. I will not
repeat it publicly if you tell me that.

Mr. Chairman, thank you for this hearing and thank you for let-
ting me play a role in the shaping of this.

Chairman DobDD. Not at all, and let me just say to my colleague
from Tennessee, we raise these issues about—the word “hoarding”
was used by the Secretary of the Treasury. That wasn’t my word,
it was his word, and I didn’t raise it to be nice. There have been
articles about it. And I don’t disagree with the acquisition notion.
I don’t want to prohibit that. But there is a concern, not to just sit
on it—obviously, that is not going to happen—but how those dol-
lars are being used. There are a number of ways you can use the
dollars, and obviously lending is critical and that is what we are
looking for here. But that is not the exclusive use of the money. We
want to make sure we channel that to the extent we can encourage
that is part of the goal in mind.

Let me turn to Senator Casey.

Senator CASEY. Mr. Chairman, thank you for calling this hearing
in the midst of both an election and a financial crisis for the coun-
try. I want to thank our witnesses for your testimony and your
work, your public service.

There are a lot of ways to describe the challenge we have with
regard to foreclosures. The numbers keep coming in. We saw today
in one story that foreclosure filings for the third quarter are up 71
percent. In Pennsylvania, the third quarter foreclosure filings were
up 73 percent from the 2007 third quarter to 2008. Maybe the most
difficult number for Pennsylvanians to look at with regard to this
is Pennsylvania filings rose 18 percent from second quarter to third
quarter of this year, whereas the national number was a lot lower
than that, 3.5 percent.

I was struck by a number of parts of the testimony. Chairman
Bair, this probably describes this better than numbers, your state-
ments about the impact of foreclosures, and these are descriptions
that others have used and said in different ways, but I thought it
was important to highlight them, and I am quoting from page
eight. “Foreclosure is often a very lengthy, costly, and destructive
process that puts downward pressure on the price of nearby
homes.” Later on page eight, you say, “Foreclosures may result in
vacant homes that may invite crime and create an appearance of
market distress, diminishing the market value of other nearby
properties.” Well said.
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I guess in light of that problem that we have, which is a
foundational problem for why we are all here, I wanted to ask As-
sistant Secretary Kashkari about Section 109 that our Chairman
pointed to earlier. Section 109(a) of the Emergency Economic Sta-
bilization Act has a “shall” and a “may.” The shall part says the
Secretary shall implement a plan that seeks to maximize assist-
ance for homeowners and use the authority to encourage the
servicers of the underlying mortgages to take advantage of Hope
for Homeowners, the program we have to modify mortgages. Sec-
tion 109(a) also says the Secretary may use loan guarantees and
credit enhancements to facilitate modifications.

I am struck by the contrast between especially the mandatory
language, the “shall implement a plan” language of 109, versus
your testimony where—and I am being critical here, but I don’t
want to be casual about this—your testimony is about four-and-a-
half pages. You cover what you have a responsibility to implement,
principally the Troubled Asset Relief Program, and I realize that
is a difficult challenge for anyone and any group of people.

But the homeowner preservation section is one small paragraph.
You talk about maximizing opportunities to help as many home-
owners as possible. You talk about appointing an interim Chief of
Home Ownership Preservation. That is good. We appreciate that
you did that. And looking for other opportunities to help home-
owners. I am summarizing a brief paragraph.

But I am struck by the contrast between that seeming, at least
in the testimony, the verbiage of the testimony, the seeming deem-
phasis or lack of detail on home ownership preservation versus the
mandatory language of 109. I want to just get your reaction to my
assessment of that.

Mr. KAasHKARI. Thank you, Senator. As I have said previously, we
are very, very focused on this issue of avoiding preventable fore-
closures. The testimony was written in a manner to give an update
to the Congress, to this committee, and to the people on our
progress, and different paths identified seven work streams, have
made further progress, and others, there is a lot of work being done
but we haven’t made major announcements yet. So most of the tes-
timony is focused on the capital program because we have already
announced that program and are executing it.

We have a team of people working interagency on the home own-
ership preservation piece led by Donna Gambrell, and when their
work product is complete, we are going to come out in just as much
detail as we did on the capital program.

Senator CASEY. Let me ask you this, a couple of very specific
questions. The statute says that you shall implement a plan. Tell
me when you think that plan will be completed and what progress
you are making toward that, when the plan will be completed and
when will it be implemented.

Mr. KaSHKARI. The plan is under development now with Donna
and our team working with HUD, with the FDIC and others to look
at these different alternatives. The first implementation of that
plan is going to be put into place when we have bought mortgages
and mortgage-backed securities as instructions that we are going
to be sending to the servicers. So that is going to be the vehicle for
implementing that plan.
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Senator CASEY. And when would that be?

Mr. KASHKARI. As soon—we are running—working around the
clock to get these programs up and running. I think it is weeks,
it is not days, but it is also not several months. So we are working
very hard to get that up and running.

Senator CASEY. So you are talking about weeks in terms of im-
plementing the plan contemplated by Section 109(a)?

Mr. KASHKARI. I think it is weeks in terms of when we are going
to have mortgages and mortgage-backed securities, and then we
will be submitting detailed instructions to the servicers of those
loans on the aggressive loss mitigation techniques we want them
to take.

Senator CASEY. I want to get back to you in a second. I also want
to ask Chairman Bair, with regard to the “may” section, may use
loan guarantees, I am assuming that the language that is in 109—
on page 11 of your testimony, you speak to, in the last paragraph
under the foreclosure section, loan guarantees could be used as an
incentive for servicers to modify loans. The government could es-
tablish standards for loan modifications. You go on from there.

I am assuming you are saying, A, that there is authority under
Section 109(a) to do this, and B, that you would recommend it, is
that right?

Ms. BAIR. Yes, our lawyers think there is authority to do it, and
yes, we definitely think it is a policy option. We are in discussions
with Treasury. There is a policy process underway. But yes, we
think there are a number of advantages in combination with other
tools, especially for loans that are in securitization trusts, to use
a guarantee as leverage to get the loans modified. It is also advan-
tageous to implement systemwide protocols to streamline this proc-
ess and get it going on a much broader scale.

Senator CASEY. And I think people around the country are happy
that you are discussing this. Tell me—either of you can answer, or
both—tell me, what is the time line for the completion at least of
discussions which may lead to the implementation of a loan guar-
antee strategy?

Ms. BAIR. Well, I understand—quickly. I think there are meet-
ings and discussions actively going on right now and——

Senator CASEY. When you say “quickly,” do you mean weeks?

Ms. BAIR. The Treasury Department is the implementor of the
TARP program, so we are sharing ideas with them about this par-
ticular aspect. It is an Administration process and we want to be
respectful of that, but I really think that Neel and Secretary
Paulson are very committed to this and moving in a very timely
way.

Senator CASEY. Mr. Assistant Secretary, is that an accurate char-
acterization of the Treasury Department’s position at this point,
that you are in agreement with what Chairman Bair has proposed
on page 11 of her testimony with regard to loan guarantees?

Mr. KasHKARI. We are looking at it very closely and working
with our colleagues around the administration to understand the
plan, understand how it would be implemented, what effect we
think it would have, and how it would interact with the other pro-
grams. And so it is something we are very seriously considering.
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Senator CASEY. When will we know the results of your serious
consideration?

Mr. KASHKARI. It is hard to give a specific date, Senator. We are
working on it, as the Chairman said, Chairman Bair said, in real
time right now, and as soon as decisions are made and we are in
a position to make any announcements, we will do so.

Senator CASEY. So are we talking weeks in terms of this deter-
mination you have to make?

Mr. KASHKARI. Again, Senator, I am not trying to be evasive. It
is hard to predict the policy process. I don’t know if it is days or
if it is weeks. It is something we are very focused on right now.

Senator CASEY. Well, I would urge you and I would urge the ad-
ministration to move with dispatch, because one thing, as Senator
Dodd has said and others, is that there is a sense of a lack of ur-
gency. I realize this stuff takes—this work, I should say, takes a
lot of close examination and it is not easy to develop new programs.
But when you juxtapose the foreclosure filing reality, the impact
that is having on neighborhoods, the jobless rate numbers, which
keep spiking up—we are headed to maybe a million job losses this
year. In Pennsylvania, we have got 67 counties, almost half of them
have unemployment rates above 6 percent. About 15 of them have
unemployment rates above seven as of the last monthly county-by-
county number.

And then you also have a lot of taxpayers looking to Washington
and they don’t—and I am just saying this as an opinion of mine,
but I think it is shared by a number of people—they don’t have a
lot of confidence in the current President to be able to deal with
this. We have two candidates for President, neither of which has
the authority to deal with this. They look to the Congress and they
are not sure they can identify one person there.

So what Treasury does and what every institution represented at
this table does is critically important in any context, but especially
in the context of the juxtaposition of big problems in people’s lives
and a vacuum or a lack of leadership that is focused on a singular
person or a single institution. So your actions and your decisions
and your sense of urgency is critically important to inspiring—I
know you have got to worry about market confidence, but I think
also taxpayer confidence has worn pretty thin.

Thank you, Mr. Chairman.

Chairman DopD. Thank you very much, Senator Casey.

Let me underscore the point that Senator Casey has made, and
Bob, I think maybe before you walked in, this was the very first
issue I raised, as well, in a conversation between Sheila Bair and
Neel Kashkari, and I talked to the Secretary of the Treasury this
morning about this, as well. And again, we don’t need to go back
and forth on asking you specific questions and trying to get it, but
I think you leave here—I hope you leave here—I left the conversa-
tion this morning, as I heard, without getting into the details of it,
that the Secretary of the Treasury is determined to get this pro-
gram up and running. Now, that is what I was left with. Again,
I know there are things to work out, but I want you to go back,
Mr. Assistant Secretary, and convey the reactions here about our
determination to get this up. It is very important.
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And I didn’t raise this earlier, but when you ran down your list
of priorities, one through ten or 11 or whatever it was, No. 5 was
foreclosure mitigation. I wrote it down here on my notepad. None
of us want to sit here and go back and flyspeck, and this may seem
trivial, but to people out there with that 10,000 a day losing their
homes, it is not trivial at all. And the idea that that is No. 5 on
our list—I understand you have got a lot of things to do. It would
help a lot to have a heightened sense of urgency about this issue,
and there is a plan. We wrote it into the law specifically.

We worked hard to write 109 into the law. That was not just
throw-away language. It was very specifically written. And I know
where 102 comes from and I know what that was intended to do.
I was involved in every dotted “I” and crossed “t” in that bill, as
you know, and as Sheila Bair knows. And so when people come
back to me and say, well, 102 impacts on 109, no, it doesn’t. I know
the history of that. That is a ruse to delay the import of Section
102, in my view.

S(Z1 I would really hope that having heard this, you will go for-
ward.

I have one question before we let both of you go, and then I have
got a couple of questions for our remaining panelists. It was raised
by Senator Corker—I will give you a chance to respond to my last
point, Secretary, if you want to, as well—and that is this idea, the
auction process and the taking equity position, and again, I am not
going to ask you to give me an exact percentage, but I was sort of
left with the impression as of the beginning of last week when
there was a shift and it was the source of the major headlines in
the country that we were moving toward the capital infusion idea
and moving further away from the auction idea, not abandoning it
at all.

And, in fact, I know in my conversations with the Treasury De-
partment, I think there was a deep appreciation that when we
wrote the legislation, the EESA legislation, we wrote a lot of flexi-
bility and broad authority. The original proposal which you sent up
to us that Saturday on the 19th of September only allowed the auc-
tion process, the authority for that. And we responded by saying,
that is not the only idea. There are others. We have other ideas.
We ought to give you broader authority. That is where that lan-
guage came from.

I was left with the impression that there has been a major shift
at least away from the auction process toward the equity side of
this. Am I wrong in reading that, without apportioning a percent-
age to how the 350 gets used?

Mr. KASHKARI. Mr. Chairman, we, first of all, agreed with you
and worked very hard with you to design that flexibility, and I
think that as the Secretary has said, we moved toward the capital
program first because markets deteriorated much more quickly
than we had expected, and putting in capital was a faster way—
buying equity was a faster way to put capital in the system.

Nonetheless, we think that there are multiple complementary
tools to get at this fundamental capital problem and purchasing as-
sets, whether it be through an auction mechanism or it is buying
whole loans, is another important complementary tool, especially to
attract private capital to come in and help capitalize our system.
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So, again, as you said, we are not going to put percentages on
each, but we are pushing very hard on all fronts so that we have
all the tools available as we need and deem appropriate.

Chairman DobDD. I think the reason was raised—and, again, you
have spent your adulthood working on these issues. But the old
idea, in the auction process you are getting a dollar one for in, you
buy an asset for one dollar, you get a dollar value out of it—or
hopefully you do; whereas in the equity side you put that dollar in,
you may leverage $10 or $100 off that. And so it seems like a more
attractive idea if the goal is here to excite the capital markets to
begin moving. And as between the two—and I understand the
value of having the option of dealing with the auction process. But
in terms of the overall goal to provide that kind of—that shock, the
electro-shock to the system, to get that circulatory process working,
the auction—excuse me, the equity position seems to be more de-
signed to do that than the auction process.

Mr. KASHKARI. Well, there is no question, Senator. A dollar of eq-
uity goes a lot further than a dollar of asset purchases.

Chairman DobDD. Right.

Mr. KASHKARI. That is why we started there. But we think that
they all have a complementary role to play.

Chairman DoDD. Yes, I agree with that as well. You both have
been very, very—the last one I wanted to make to you on this, and
it goes back to the question of Senator Menendez. I just want to
read you something. This is from a lawyer in Staten Island. I
should probably have let Senator Schumer read this because it is
from his constituent. But we worked with this family regarding the
mitigation problems, and this is just a quote. He said, “One of the
biggest hurdles”—this is a lawyer representing some people on
foreclosure. “One of the biggest hurdles we encounter is the lend-
ers” inability to respond to our requests in a timely manner. The
other problem is the lenders assign new negotiators and loan miti-
gation specialists several times over the course of the negotiations,
thereby starting the review process all over again. Our office has
a staff working on these files 7 days a week, and it may still take
us months to get any sort of response from lenders. It is virtually
impossible for homeowners to deal with these negotiations on their
own. The lenders are creating such a time constraint that by the
time they issue the approval, the buyer has walked away from the
deal. The system is designed to fail.”

Now, again, this is one we worked on, and they spend their law
firm doing this. Again, I just want you to take that kind of back
with you, because I presume it is not an isolated case of what is
going on, the practicalities of this. And that is why I think it is so
important that that lender—you mentioned earlier—I did not mean
to jump in a sense, but obviously the borrower should step up. I
agree with you. But also that lender needs to understand that that
borrower in that situation of a highly distressed mortgage probably
has 20 other problems going on. They may be in the process of los-
ing their job. They have got all sorts of other things occurring. It
is not sort of a stovepipe; I have got just a foreclosure problem. I
will almost guarantee you that family has a lot of other issues they
are grappling with.
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And so the idea that they are going to kind of pick up that phone
casually as if somehow it is as if they need a new set of tires on
their care I think is different. And I think the borrower—or the
lender, rather, has to understand that. If we are really going to get
at this, it seems to me there has to be a deeper appreciation of
what is going on with that family that is about to lose their home.
So I would hope you would just take that back and work on that.

Let me ask, Tim, do you have any questions for either Sheila
o}1;—or, Bob, do you have any quick questions for either one before
the—

Senator JOHNSON. For the entire panel, do you think our econ-
omy needs another economic stimulus? Yes or no. Sheila.

Ms. BAIR. Well, that is a little bit outside my bailiwick. I think
I will defer on that. It is really not a type of issue that the FDIC
really weighs in. I think you probably have much greater expertise
than I in making

Senator JOHNSON. The President and the Fed Chairman have, as
you know, said yes to the concept. Neel.

Mr. KASHKARI. Respectfully, Senator, I also am not an expert on
that. I am spending 100 percent of my time on implementing the
TARP, so I would defer to some of my colleagues.

Senator JOHNSON. Brian.

Mr. MONTGOMERY. I assume we are going down the line here. A
little out of my world. I can assure you we have our own economic
stimulus that we are doing through FHA. You heard some of the
numbers I referenced earlier.

Thank you, sir.

Mr. LOCKHART. What we need to me from the mortgage markets
in particular is to get the capital markets working again, and that
is the bank liquidity being put in. We need to be able to bring down
mortgage rates. We need to be able to borrow longer term for some
of these financial institutions. The key thing to me is to stimulate
the financial institutions so they can start lending again.

Ms. DUKE. And given that it is my turn to defer, I will defer to
the Chairman of the Federal Reserve, who on Monday did express
support.

Senator JOHNSON. Mr. Lockhart, what guidance have you given
Fannie Mae and Freddie Mac regarding loan restructuring? And
fvhat?efforts are being made by Freddie and Fannie to restructure
oans?

Mr. LoCKHART. We have been extensively talking with——

Chairman DoDD. Could I just interrupt just for 1 second? I prom-
ised Sheila Bair I would get her out an hour ago, and it is an hour,
and I apologize to you. Also, Neel, we have held you up now. It is
2% hours, and we are grateful for your being here. Let me under-
score the points that were made by Bob Menendez. Our questions
are not—if there seems to be an edge on them, it is only because
that is what our constituents and the country are feeling. And so
it is not pointed at anyone except a sense of urgency that people
are feeling about all of this. But we are very grateful to all of you
for the work you are doing and grateful to have you here this
morning.

Do you mind, Tim, if they

Senator JOHNSON. Yes.
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Chairman DoDD. I promised them they could go. So thank you
both very much.

Mr. KASHKARI. Thank you, Chairman.

Chairman DoDD. Go ahead, Tim. I am sorry.

Senator JOHNSON. Mr. Lockhart, that was the last question I
had.

Mr. LOCKHART. Do you want me to continue answering the ques-
tion, Mr. Chairman?

Fannie and Freddie have loan servicers working on their loans.
They hold over $30 million loans in this country, so they have prob-
ably have the majority of the loans in this country. The good news
is that their book of business is significantly better than the aver-
age book of business. Their delinquencies are less. But just because
of the amount of loans that they have, there is a tremendous
amount of activity going on in loan modifications and foreclosure
prevention.

We are continuing to work with them. Fannie Mae just an-
nounced a program earlier this week called “Second Look,” where
the idea is to contact the people that are about ready to be fore-
closed and give them one more chance to work it out.

A key thing here is really to get to the people, and it may be
more than a phone call. You may have to actually go to the door
of the house to find these people. It really is critical to contact the
people and work with them. They are going to continue to do that,
and they will be cranking that effort up significantly.

Senator JOHNSON. Thank you.

Chairman DoDD. Thank you very much.

Let me ask just a couple of quick questions. Mr. Montgomery, I
want to compliment you again as well. Keeping those underwriting
standards may have been a painful process. Everyone was probably
saying, “Why aren’t we doing more to get more of this business?”
But we are all very grateful you stuck to the principles on that.
And you are rightly proud as well to have been able to launch the
Hope for Homeowners plan in such a short time. That is really
rather amazing going from July to October 1, and I want to com-
mend you for it. And I hope it is just more than hope as well, but
we hlave plan here that could really make a difference with some
people.

In the end, of course, the goal is to help homeowners. Please just
update us on what you are doing to maximize the use of this pro-
gram. What steps have you taken to sign up lenders? What steps
have you taken to ensure borrowers know about the program? And
what impediments do you see in the use of this program?

And let me just add anecdotally, again, going back to people we
are hearing from, when they make that call, the first advice is
“Call your lender.” Now, I appreciate that, but too often what hap-
pens then is you get into that calling your lender and you end up
along the lines that lawyer in Staten Island talked about, rep-
resenting a number of people facing foreclosure. So would you
please respond to those?

Mr. MONTGOMERY. Absolutely. We are proceeding on a hundred
different fronts as far as outreach, between our call center, between
direct mail, homebuyer events across the country, working with our
lenders. You know, certainly I suppose we could always use more
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funds for it, but luckily the H4H program did give us some funds
to do education and outreach, and I can assure you we are using
those funds.

As to the impediments, we hosted a roundtable on Monday with
lenders, and they told us some of the impediments they are hearing
about. I would say probably the one at the top would be the cost
of it. The 3-percent up-front premium, the 1.5-percent annual pre-
mium, just to put that 1.5-percent annual premium in perspective,
on a $180,000 loan that is about $225 a month. And by the time—
the other concern they had is explaining the shared equity and ex-
plaining the shared appreciation. This is something a lot of them
do not have experience in doing. They are concerned with con-
sumers, and this is to my earlier point about the training. They
take it very seriously. They want to get the training correct. But
imagine sitting down with a consumer and trying to explain the
shared equity, that they would owe 50 percent of that, and also ex-
plaining the shared appreciation that in year 7 and year 20 and
year 25, you will still owe Uncle Sam at least 50 percent of the ap-
preciation on that loan.

That is not to say it cannot be workable. That is not to say that
we do not want to continue to work with you on some fixes, be-
cause we do. But I am just letting you know from their perspective,
this is what lenders are telling us.

Chairman DoDD. I appreciate that, and that is not easy and so
we thank you. We want you to keep us—we will be working with
you as well, and if you have these kinds of concerns, we ought to
stay in close touch, the Committee staff and others, with you.

Let me, if I can, Ms. Duke, let me ask you, we talked about all
the other Federal entities that own a significant number of mort-
gages that are receiving resources and backing. In the financial
rescue legislation that Congress passed, we require each of your
agencies to actually work to modify mortgages here. Governor
Duke, the Fed owns a significant number of these mortgages, many
of which are subprime and delinquent as a result of the $30 billion
of the assets that the Fed acquired from Bear Stearns back in
March. And yet I notice that you do not mention those mortgages
in your testimony.

What specific steps has the Fed undertaken to conduct mortgage
workouts of those loans that the Fed acquired as a result of the
Bear Stearns issue? And how many of the loan modifications or
workouts have been done?

Ms. DUKE. Mr. Chairman, I am going to have to confess I do not
know about the assets that are in that $30 billion portfolio. It is
my understanding that they are pledged as collateral and that they
would be actually mortgage-backed security assets. If I could re-
spond to you in writing?

Chairman DobDD. I appreciate that, but I was a little dis-
appointed that we did not get something on that. This is, again,
one of these—that was the first step back in March, and that $30
billion is out there. And, again, a lot of it is hope, and in the long
term, there will be a payback on that. But in the meantime, it
seems to me these loan modifications are critically important as
well.
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Last, I want to ask you about the oversight of AIG. Senator Mar-
tinez of this Committee and Senator Feinstein were the authors of
a provision in the legislation dealing with the licensing of brokers
as part of the bill. Last week, the Wall Street Journal reported,
and I quote, “Even after receiving an emergency loan that gave the
Government an 80-percent ownership stake, AIG is spending
money to lobby States to soften new controls on the mortgage in-
dustry. AIG is currently working to ease some provisions in the
new Federal law establishing strict oversight of mortgage origina-
tors.”

Now, I presume they are referring to the provision here dealing
with the licensing requirements in the bill that was passed in July,
the Housing and Economic Recovery Act, signed into law in late
July.

So the question I have for you is this: Has the Federal Reserve
taken any action to suspend AIG’s lobbying activities and other ac-
tivities of the company, such as the spa trip, which was detailed
in the press? And I want to ask the other panelists as well, what
has been done to ensure that entities receiving Federal assistance
and are continuing to lobby against—and I should have asked this,
of course, of Mr. Kashkari, but I will ask him in writing—against
the important protections for borrowers? And did we put any lob-
bying restrictions in all of these activities?

This is the kind of thing that just sends the American public
through the ceiling, the idea that they are using their tax money
all of a sudden to turn around and undermine a provision in the
law specifically designed to try and plug up a gaping hole that al-
lowed an awful lot of these bad lending practices to go forward.
And the idea that any part of taxpayer money is being used to un-
dermine the very provisions which did not exist that contributed
significantly to this problem is, to put it mildly, infuriating.

Ms. DUKE. I absolutely understand that concern, and we have
had conversations with management of AIG. We do not manage
AIG day to day. We have had those conversations, and I believe
yesterday or the day before, management of AIG has come out with
a series of steps that they have taken to curb that sort of spending,
to set up a special governance committee, and to limit their lob-
bying activities to monitoring of legislation rather than active

Chairman DobDD. Well, I appreciate what AIG—but what is the
Fed doing? I need to know what you are doing. Are we insisting
upon this? We do not have to have the stories come out, but it
seems to me that rather than reading about this, why isn’t there
some demand occuring even before that happens?

Ms. DUKE. I understand that frustration. The loan to AIG came
up very quickly. It is not something that we were accustomed to
doing. We have had people inside AIG primarily monitoring the fi-
nancial flows and the valuation of assets. In the last couple of
weeks, we have actually stepped up our conversations with man-
agement, which is new management, as you know, and they are
very much concerned about this as well, and take——

Chairman DoDD. Well, staff reminds me that the second loan
was made after the spa story. It would seem to me that that story
might have been enough to provoke the Fed to take some action,
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that second tranche was at least going to be conditioned better
than it was. Well, I wish you would carry this back.

Ms. DUKE. I will. T will

Chairman DoDD. Because this is really important, again.

Ms. DUKE. Yes, sir.

Chairman DoDD. We are trying to build public confidence in the
direction we are trying to head, and it doesn’t help—Ilet me put it
to you very bluntly here. The confidence of the American public
that we are on the right track with all of us this is going to be crit-
ical. And if they hear their money is being used for these kinds of
things, we lose that confidence, and that makes this all the more
difficult to move forward on.

Well, again, I thank you for—the GSE loan modifications you
sort of addressed with Senator Johnson’s question, Mr. Lockhart.
Did you want to add anything to that at all? What steps has FHFA
taken to require enterprises to do these loan modifications?

Mr. LOCKHART. It has been an ongoing activity. We are now put-
ting out a quarterly report, which will move to a monthly report.
This will put a lot of transparency around that. Everybody will be
able to tell what is going on in their modifications.

Up to now, it has not been as rigorous as we would have hoped.
Now that they are in conservatorship, these activities will increase
significantly. As I said in my testimony, they are working with the
FDIC IndyMac program so that they are looking at that technique.
They are actually running an experiment where they are doing
some on their program and some on the FDIC program to see
which are more successful.

They have a whole series of different loan modification activities
going on. It is critical to prevent those foreclosures. The new CEOs
have made it a very high priority. As I said, Fannie Mae has this
new Second Look program that before they move to foreclosure,
they are opening up those files again, trying to contact the people
in the houses, and seeing if there is anything they can do to pre-
vent foreclosures.

We will be working very closely with them. We are a Federal
property manager under the legislation. We are going to be ap-
pointing people within the organization to have that specific duty
to work in the conservatorship.

Chairman DoDD. I should have asked the others this question,
too, but I will ask it of you and submit it in writing to the others.
Are you lacking any authority that you would otherwise need from
us here? Are there existing statutory or regulatory provisions you
have that would make it possible for you to demand more account-
ability in this area?

Mr. LOCKHART. In that we are the conservator now over Fannie
and Freddie, we have the authority, yes, sir.

Chairman DopD. Well, we are going to have you back up here
in a few weeks. This is not the last time we are going to see each
other on these matters. So when you come back up again, at least
as one Member of the Committee, I want to hear more about what
we are expecting and more of what is happening.

Mr. LOCKHART. I will be more than happy to.

Chairman DobDD. I appreciate that.

Senator Corker.
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Senator CORKER. Mr. Chairman, thank you. I appreciate the op-
portunity to ask a few additional questions.

Ms. Duke, on the AIG issue, I know there has been a lot of con-
sternation about the fact that AIG is paying—look, by the way, I
agree with all the concerns that have been raised about their be-
havior and think it is reprehensible based on where they are. But
then on the flip side of that, as far as moving them away from Gov-
ernment, I know there has been a lot of speculation about actually
this is a pretty usurious arrangement in some ways and that they
might be better off, if you will, either in bankruptcy or seeking
other ways out of this.

Any sense of where we are? They are a public company. You are
a public entity. I am sure you can talk about those pretty freely
with us. Where are we as it relates to an exit strategy and moving
them away from where they are today?

Ms. DUKE. AIG has a plan and had from the very beginning a
plan to sell assets to repay the loans from the Federal Reserve——

Senator CORKER. And let me just ask you, I mean, I understand
about selling assets so, in essence, you end up with sort of nothing
left. There is a growing concern there. I would love any editorial
comments as to whether that is even the best result or whether
seeking equity in other ways at this point, now that people can as-
certain what the real risk is and have had time to do that, I would
love editorial comments as to whether their plan is even the right
plan.

Ms. DUKE. Let me try to answer your question without getting
into any non-public information about the company. We have been
working with them ever since the loan was made. First of all, the
reason the loan was made originally was a concern about systemic
risk and risk to the financial markets. And we did not at that time
fully know or understand exactly where all of those risks might be
and what the magnitude of them might be. And so we are spending
a lot of time trying to understand exactly what the risk is. If we
are going to hold up the tent, if you will, we want to find out ex-
actly what the risk is that we are protecting against. And then
what steps it will take to get us to the other side. How quickly are
those risks unwinding? And also what steps will it take to bring
this to a conclusion to have AIG take the steps that it needs to
take to repay the——

Senator CORKER. And is the best step for them to sell off all the
parts? Or is the best step for them, now that people have a better
sense of what the real risk is, a different type of equity injection?

Ms. DUKE. I think our best effort is to make sure that the overall
outcome to the public is the best outcome to the financial markets
generally, not necessarily for the single institution.

Senator CORKER. And I understand that, and that is why we are
all up here. So I guess what you are saying is your are semi-agnos-
tic in that regard, and if selling assets pays the $85 billion back
plus the additional injection you just made, or the other, either
way, that we get away from the immediate taxpayer risk, but then
on top of that, maybe even more importantly, or equally impor-
tant—I should not say “more”—is the system risk.
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Ms. DUKE. The systemic risk is the key to it, and while we are
certainly mindful of having our loan repaid, it is not just a pure
credit decision. This is also one of trying to monitor the——

Senator CORKER. And since you can’t give publicly some of the
discussions that you are having, is there a sense that there is
something working right now that will move them away from your
institution and into a different scenario that does alleviate that
systemic risk?

Ms. DUKE. The sense is that there are an awful lot of people
working toward that end, and the company is so large and there
are so many subsidiary companies, and the markets in which they
operate are so complex that I think it is going to take quite a bit
of working through to that conclusion.

Senator CORKER. Thank you.

Mr. Lockhart, I just could not resist with you being here. How
much time is left in your term?

Mr. LOCKHART. The law passed in July made me the Director of
FHFA until another Director was nominated and approved by the
Senate.

Senator CORKER. It could be long, could be short.

Mr. LOCKHART. It could be long, could be short.

Senator CORKER. It is my goal that—or it is my hope that you
will work yourself out of a job pretty quickly. I know the biggest
part of your portfolio is Fannie and Freddie; the others sort of less-
er, if you will.

Is there any need for—I have a strong prejudice in this regard,
but is there any need for Federal involvement in Fannie and
Freddie? My sense is absolutely not. I know we have had some con-
versations in our office about that, and I am just wondering what
your answer to that might be. And if not, if the markets can deal—
I mean, housing finance is not particularly complex. It really is not.
Any sense as to how soon we might be out of the business, if you
will, of having these Government-sponsored entities and you maybe
being on the beach someplace?

Mr. LOCKHART. That would be nice. Certainly, there needs to be
Federal involvement from the standpoint of there needs to be su-
pervision.

Senator CORKER. No doubt supervision. I am glad you finally
have the ability to supervise and have powers to do that.

Mr. LOCKHART. Right, and we obviously did not, before the law
was passed, have strong enough powers. Going forward, it is going
to be up to Congress to make a decision about what the future of
these companies should be.

Senator CORKER. Of course, but is there any need for that—I
know Congress likes to play in these things, and that is what has
created the problem.

Mr. LOCKHART. There is a need for a secondary mortgage market
player in this country. There is a very significant need. Hopefully,
it could be provided by the private sector. The private label secu-
rity market failed in doing that, in fact. I am hopeful it will be re-
created over time.

Senator CORKER. And also the GSEs failed in that, too, right? So
both the public and private sector failed, if you will—
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Mr. LOCKHART. The GSEs continued to provide liquidity in the
secondary mortgage market.

Senator CORKER. Because of us.

Mr. LOCKHART. They failed because they had an inadequate cap-
ital structure and an inadequate regulatory structure. The law that
set up our old agency was not strong enough. Their structure, no
doubt, Senator, needs to be rethought going forward. Whether it
should be a GSE structure or a purely private sector structure, I
believe is a very important issue that should be addressed.

Senator CORKER. Senator Dodd, Mr. Chairman, if you need to go
to lunch or something, we need to close this out. Please let me
know. Or I will chair the meeting for a while if you wish. [Laugh-
ter.]

Senator CORKER. I would never do that.

Chairman DoDD. We are in a pro forma session. You may decide
to do something here. I have got to keep an eye on you.

Senator CORKER. Is there any need for the Federal Government
whatsoever to be involved in the secondary market? It is a simple,
easy—I mean, it makes our exotic derivatives look like, you know,
elementary stuff. Is there any reason whatsoever for the Federal
Government to be involved in the secondary market?

Mr. LOCKHART. First, they are through FHA. My colleague to my
right

Senator CORKER. Through the GSEs. Through the GSEs. Is there
any reason whatsoever for the Federal Government to be involved
in—other than we like to be, some of us like to be.

Mr. LOCKHART. The mortgage structure in this country is built
around a 30-year mortgage. There needs to be some mechanism to
bring a 30-year mortgage to the marketplace. That can again be
through a GSE structure. It could be through a private sector
structure. The secondary mortgage market is extremely important
to get these mortgages off balance sheets of the banks so that they
can relend money going forward and liquify themselves. There
needs to be a mechanism to bring them off the banks’ balance
sheets and spread them out to investors around the world. Again,
that can be done through a private sector mechanism or a govern-
ment mechanism.

Senator CORKER. From what you are saying in your supervisory
role, almost as a bystanding for some time because you did not
really have the authority you needed; now you have it. And

Mr. LOoCKHART. We took some authority we did not have, actu-
ally, and we kept their capital requirements much higher than the
law said. We kept their portfolios shrunk.

Senator CORKER. Since, in fact, there are ways for the private
sector to deal with 30-year mortgages, and since, in fact, there is
a way for there to be a secondary market totally through the pri-
vate sector, is there any real sense that the borrower has benefited
really that much from the slightly lower rate, if you will, the GSEs
get because of this implied backing—and as it has turned out, real
backing—that the Federal Government has given? Has there been
really enough of a benefit there for us to be mucking it all up by
being involved in the way we are?
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Mr. LOCKHART. There have been studies and there is back and
forth in those studies, as most academic studies are. There is de-
bate. I really haven’t seen the definitive answer on the question.

Senator CORKER. Well, if you, the regulator and the supervisor
and now the conservator—that is a pretty stunning comment to
make, and I hope the world is listening to you at this moment. I
understand there are some other interesting hearings happening,
but that is a pretty stunning comment.

Mr. LoCcKHART. What they do do, and this is the important thing,
is that they provide liquidity to the mortgage market. Without
them, our mortgage market would be in total chaos.

Senator CORKER. But they monopolize, and obviously if they were
not in the business, somebody would be filling that vacuum. But
the question I asked

Mr. LOCKHART. In this market, I am not so sure.

Senator CORKER. Well, maybe not in this market

Chairman DobpD. Who fills the vacuum? Where would it be today
without this right now? You just said it. I would like to repeat that.
What would happen if this did not—what condition would we be in
today in the absence of that?

Mr. LOCKHART. They are providing 80 percent of:
| kC?airman DoDD. And in the absence of that, what would this be
ike?

Mr. LOCKHART. In the absence of that, we would have an ex-
tremely, extremely serious problem providing liquidity. We would
just have to buildup a much, much bigger TARP.

Chairman DoDD. So while theoretically talking about some alter-
native is a great idea, but, nonetheless, the suggestion somehow
that we would be better off today without it I think needs to be em-
phasized.

Mr. LOCKHART. They do hold over $5 trillion worth of mortgages
in this country. There would have to be some other mechanism. At
this point, it is not there.

Senator CORKER. If I could, since the Chairman jumped in on my
questioning—and I appreciate that. The fact is, though, that there
is nothing to—there i1s no reason to believe that other private enti-
ties that were in the middle of this right now that were not, on the
other hand, dealing with all these other issues we are talking
about would not continue to be doing the same thing. There is no
reason not to believe that. But I think the most stunning comment
that has been made, if I understand it correctly, is the supervisor,
the Director now of this new organization, does not—he cannot
really tell whether there is any benefit whatsoever to the borrower.
That is pretty stunning to me, and that the purpose of this was to
allow these two GSEs to borrow money less expensively in order to
make homeownership more affordable. And I guess—and this is, I
am sure, an ongoing dialog we will have in the ensuing years.

What worries me is that by having these organizations, we prob-
ably did encourage, because we were sponsoring them, if you will,
we encouraged them to do things that were not good. And at the
same time, we had that ability—excuse me, Congress had that abil-
ity, but really the borrower was not necessarily benefiting from
lower rates. OK? We will talk about this at another time, but I
thank you for——
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Chairman DobpD. Well, in fairness to Mr. Lockhart, as I under-
stood you to say, you were talking about the academics.

Mr. LOCKHART. Right.

Chairman DoDD. There was division back and forth. And I think
what you were saying and suggesting is that there has been a de-
bate about that particular question.

Mr. LOCKHART. That is what I was saying.

Chairman DobDD. That is the way I thought you answered the
question.

Mr. LOCKHART. Right.

Chairman DoDD. Is there any other——

Senator CORKER. Well, he himself has not been able to discern
as to whether the borrowers had benefited in any way. That to me
is a pretty strong——

Chairman DoDD. That is called a diplomatic answer to your
question.

Senator CORKER. Well, I do not think it is diplomatic. We have
had meetings in our office. I think it is a realistic answer. But I
would love for him to answer for himself since we are doing a good
job of answering for him.

Mr. LOCKHART. I think the Chairman is right that there are
some dueling academic studies on the issue and, frankly, I have not
spent a lot of time on that issue. I have been really full out trying
to regulate them and trying at this point to rehabilitate them.

I believe it is critical at this point that we need to fix them up.
We need to get them out of conservatorship. It is a very critical,
important issue that you raise, Senator, what the future of these
two companies should be. I feel that will be a debate in Congress.
We will certainly provide all the information we can to help that
debate.

Senator CORKER. Well, I think—and I can tell by the body lan-
guage of the Chairman out of the corner of my eye it is time for
this meeting to end. But let me just say we have worked together
on numbers of things very constructively. I know that on this issue
in particular we probably have a philosophical difference

Chairman DoDD. Not necessarily

Senator CORKER. But I do hope that as you are working through
this and there is transition occurring, I do hope there is a vision
in the very, very near future that these two organizations have
nothing whatsoever to do with Government. And I hope that is at
least one of the plans that we are working on. I know a lot of peo-
ple like to attribute everything that is happening to this. That is
obviously unfair. But the fact is that this is—as we move ahead,
we have the camel’s nose under the tent here already, and obvi-
ously, the camel occupies the tent now because of where we are.
We have the camel’s nose under the tent occurring right now with
the—I guess we are calling it “the rescue plan” now. I hope that
we will not edge into areas that we are not supposed to be edging
into there, and I look forward to your leadership as hopefully we
move these organizations off, cause them to be lofted on their own
into the future and we figure out other ways for the private sector
to deal with the secondary market. And I hope that finds you re-
tired very soon.

Thank you for your service.
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Mr. LOCKHART. Thank you.

Chairman DopD. Well, thank you. Let me just end on that note.
As you point out, Mr. Lockhart, a lot of our problems was the pri-
vate secondary market here that contributed significantly to bad
lending practices. Clearly, we need to change this notion. But as
I understand it, the only country in the world that has provided a
30-year fixed-rate mortgage was the United States. I do not know
of any example around the world. And to attribute all of the prob-
lems, in fact, as you point out, in the absence of the liquidity pro-
vided today by this, we would be in a very, very difficult, far more
difficult situation than we are in.

Now, clearly, we are going to change. We are going forward.
What replaces this? That will be a debate. There are various ideas
on how to do it. But one of the things I take exception to is the
notion somehow that it has been a bad idea to take relatively poor
people and make it possible for them to get into homeownership.
We have greatly benefited as a country, what it has meant to a
family, a neighborhood, what it has meant to our economy. And as
long as you have got good, strong, underwriting standards that de-
mand accountability by that borrower in the process, it has worked.
And I hope we do not retreat from that. It has been a great wealth
creator for many millions of people in this country over the years,
and providing the means by which we do it.

Now, there are a variety of means by which you can do it, but
one of my fears will be, as we see here, the assumption somehow
because there is a Government-sponsored enterprise of one kind,
whether it is a utility idea, as Secretary Paulson has suggested, or
others, clearly the present model does not work. And that has to
change without any question whatsoever. And there is a legitimate
debate about whether or not—which side you replace it with. But
I just want to point out that we would not be in the mess we are
in today were it not for the fact that there was an improper or lack
of regulation in that private secondary market as well. So I want
to be careful before people jump to that option without some seri-
ous considerations as well as the way we are headed.

This has been a very worthwhile hearing, and we thank you. We
are going to come back again and again, obviously, on this, and
some of the issues involving foreclosure we want to continue to
raise with you as well. But I am very grateful to all of you, and
I appreciate the work that you are doing.

The Committee will stand adjourned.

[Whereupon, at 1:10 p.m., the hearing was adjourned.]

[Prepared statements and responses to written questions sup-
plied for the record follow:]
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Chairman Dodd, Senator Shelby, and Members of the Committee, I appreciate the
opportunity to testify on behalf of the Federal Deposit Insurance Corporation (FDIC)
regarding recent efforts to stabilize the nation’s financial markets and reduce

foreclosures. The events of the past several weeks are unprecedented.

Conditions in the financial markets in recent weeks have shaken the confidence of
people around the world in their financial systems. Losses in the stock markets have
reduced the valuations of publicly-traded companies and have imposed losses on
individual investors. Credit markets have not been functioning properly, threatening

grave harm to the economy.

The loss of confidence created by the cumulative impact of these events has
required the government to take extraordinary steps to bolster public confidence in our

financial institutions and the American economy.

Achieving this goal requires a sustained and coordinated effort by government
authorities. Congress is to be commended for passing the Emergency Economic
Stabilization Act of 2008 (EESA), which provides authority for the purchase of troubled
assets and direct investments in financial institutions, a mechanism for reducing home
foreclosures, and a temporary increase in deposit insurance coverage. Working with our
colleagues at the Treasury Department and our fellow bank regulators, the FDIC is

prepared to do whatever it takes to preserve confidence in the financial system.
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Despite what we hear about the credit crisis and the problems facing banks, the
bulk of the U.S. banking industry is healthy and remains well~capitalizéd. What we do
have, however, is a liquidity problem. This problem is largely caused by uncertainty
about the value of mortgage assets, which is making banks reluctant to lend to each other

or lend to consumers and businesses.

In my testimony, I will detail recent actions by the FDIC to restore confidence in
financial institutions. 1 also will discuss the FDIC’s continuing efforts to address the root
cause of the current economic crisis — the problems caused by the failure to effectively

deal with unaffordable loans and unnecessary foreclosures.

Recent Actions to Restore Confidence

The FDIC has been a participant in several actions by Congress, the Treasury
Department and the federal regulators in recent weeks designed to restore confidence in
insured financial institutions. These have included temporarily increasing deposit
insurance coverage and providing guarantees to new, senior unsecured debt issued by
banks, thrifts or holding companies. These measures will help banks fund their

operations.
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Increased Deposit Insurance

With the enactment of the EESA, deposit insurance coverage for all deposit
accounts was temporarily increased to $250,000, the same amount of coverage previously
provided for self-directed retirement accounts. Temporarily raising the deposit insurance
limits should bolster public confidence and provide additional liquidity to FDIC-insured

institutions.

~ The FDIC implemented the coverage increase immediately upon enactment of
EESA. The FDIC website and deposit insurance calculators were updated promptly to
reflect the increase in coverage and ensure that depositors understand the change. The
two bank failures since the change in the coverage level were resolved by healthier banks
acquiring all of the failed institutions’ deposits. These two failures did not require
individual deposit insurance determinations, although the FDIC was fully prepared to

implement the $250,000 coverage limit.

1t is important to note that the increase in coverage to $250,000 is temporary and
only extends through December 31, 2009. The FDIC will work closely with Congress in
the coming year to ensure that consumers are fully informed of changes to the deposit

insurance coverage level and understand the impact on their accounts.
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Temporary Liquidity Guarantee Program

Last week, the FDIC Board of Directors approved a new Temporary Liquidity
Guarantee Program (TLGP) to unlock inter-bank credit markets and restore rationality to
credit spreads. This voluntary program is designed to free up funding for banks to make

loans to creditworthy businesses and consumers.

The program has two key features. The first feature is a guarantee for new, senior
unsecured debt issued by banks or thrifts and bank holding companies and most thrift
holding companies, which will help institutions fund their operations. Eligible entities
include: 1) FDIC-insured depository institutions, 2) U.S. bank holding companies, 3)
U.S. financial holding companies, and 4) U.S. savings and loan holding companies that
engage only in activities that are permissible for financial holding companies under

section 4(k) of the Bank Holding Company Act.

The guarantee applies to all newly-issued senior unsecured debt issued by
participating entities on or after October 14, 2008 through and including June 30, 2009,
including fed funds purchased, other interbank funding, promissory notes, and
commercial paper. In general, issuers will be limited in the amount of guaranteed debt
they raise, which may not exceed 125 percent of senior unsecured debt that was
outstanding as of September 30, 2008 and scheduled to mature before June 30, 2009. For
eligible debt issued on or before June 30, 2009, coverége is only provided until June 30,

2012, even if the liability will not have matured.
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Eligible entities will automatically participate in the FDIC’s TLGP unless they
opt out by November 12. Participating institutions will be subject to supervisory
oversight, including to prevent rapid growth or excessive risk-taking. The FDIC, in
consultation with the entity’s primary Federal regulator, will determine continued

eligibility and parameters for use.

Both term and overnight funding of banks have come under extreme pressure in
recent weeks, with the interest rate for short-term funding ballooning to several hundred
basis points over the rate for comparable U.S. Treasury bills. The new temporary FDIC
guarantee will allow banks and their holding companies to roll maturing senior debt into

new issues fully backed by the FDIC.

The second feature of the new program provides insurance coverage for all
deposits in non-interest bearing transaction accounts at institutions unless they choose to
opt out. These accounts are mainly payment processing accounts such as payroll
accounts used by businesses. Frequently, such accounts exceed the current maximum
insurance limit of $250,000. Many smaller, healthy banks have expressed concerns about

deposit outflows based on market conditions.

This temporary guarantee will expire December 31, 2009, consistent with the
temporary statutory increase in deposit coverage. This aspect of the program allows bank

customers to conduct normal business knowing that their cash accounts are safe and
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sound. This guarantee should help stabilize these accounts, and help the FDIC avoid

having to close otherwise viable banks because of large deposit withdrawals.

It is important to note that the TLGP does not rely on taxpayer funding or the
Deposit Insurance Fund. Instead, both aspects of the program will be paid for by direct
user fees. Coverage for both parts of the program is automatic for the first 30 days,
without charge. After that, the FDIC will begin assessing premiums or user fees for the
coverage unless an institution opts out of one or both elements of the program. Prior to
the end of this period, eligible entities must inform: the FDIC whether they will opt out of
the guarantee program. If an entity does not opt out of the program within the 30 days, it
must participate in the program. If an institution opts out, the guarantees are good only

for the first 30 days.

Premiums will be structured as follows. All newly issued senior unsecured debt
will be assessed an annualized fee equal to 75 basis points multiplied by the amount of
debt issued under the program. This assessment will generally be at the time of issuance
or shortly thereafter. For non-interest-bearing transaction deposit accounts, a 10 basis
point surcharge would be applied to non-interest-bearing transaction deposit accounts not
otherwise covered by the existing deposit insurance limit of $250,000 and implementing
rules or other guarantee. This surcharge will be added to the participating bank's existing

risk-based deposit insurance premium paid on those deposits.
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The TLGP parallels actions by European and Asian nations. If the FDIC had not
acted, guarantees for bank debt and increases in deposit insurance by foreign
governments would have created a competitive disadvantage for U.S. banks. Along with
Treasury’s actions to inject more capital into the banking system, the combined
coordinated measures to free up credit markets, sﬁou)d give banks the self-assurance to

resume normal lending.

Since these measures were implemented at the beginning of last week, we have
seen steady progress in reducing risk premiums in money and credit markets. Yields on
short-term Treasury instruments, which had approached zero in mid-September, have
now risen back in line with longer-maturity instruments. Quotes for Libor, the London
Interbank Offer Rate, also have declined in relation to Treasury yields -- indicating a
slow thaw in the interbank lending market. Interest rates on short-term commercial paper
have fallen back to their lowest levels since mid-September, indicating that liquidity is
also starting to return to that market. While it is clearly too early to declare the end of the
crisis in our financial markets, as a result of the coordinated response of the Fed, the
Treasury, the FDIC and our counterparts overseas, we are making steady progress in

returning money and credit markets to a more normal state.

The FDIC’s action in establishing the TLGP is unprecedented and necessitated by
the crisis in our credit markets, which has been fed by rising risk aversion in financial
markets and serious concerns about the effects this will have on the real economy. The

FDIC’s action is authorized under the systemic risk exception of the FDIC Improvement
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Act of 1991. In accordance with the statute, the Secretary of the Treasury invoked the
systemic risk exception after consultation with the President and upon the
recommendation of the Boards of the FDIC and the Federal Reserve. The systemic risk
exception gives the FDIC flexibility to provide such guarantees which are designed to

avoid serious adverse effects on economic conditions or financial stability.
Efforts to Reduce Unnecessary Foreclosures

Minimizing foreclosures is important to the broader effort to stabilize global
financial markets and the U.S. economy. Foreclosure is often a very lengthy, costly and
destructive process that puts downward pressure on the price of nearby homes. While
some level of home price decline is necessary to restore U.S. housing markets to
equilibrium, unnecessary foreclosures perpetuate the cycle of financial distress and risk

aversion, thus raising the possibility that home prices could overcorrect on the downside.

The continuing trend of unnecessary foreclosures imposes costs not only on
borrowers and lenders, but also on entire communities. Foreclosures may result in vacant
homes that may invite crime and create an appearance of market distress, diminishing the
market value of other nearby properties. In addition, the direct costs of foreclosure
include legal fees, brokers’ fees, property management fees, and other holding costs that
are avoided in workout scenarios. These costs can total between 20 and 40 percent of the

market value of the property.’ The FDIC has strongly encouraged loan holders and

' Capone, Jr., C. A., Providing Alternatives to Mortgage Foreclosure: A Report to Congress, Washington,
D.C.: United States Department of Housing and Urban Development, 1996.
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servicers to adopt systematic approaches to loan modifications that result in affordable

loans that are sustainable over the long term.

Over the past year and a half, the FDIC has worked with mortgage lenders, the
securitization industry, servicers, consumer groups, other regulators and Congress to
identify and correct barriers to solving current market problems while establishing

controls to guard against their reappearance in the future.

As we all know from events over recent months, no single solution or “silver
bullet” can address the adverse effects of the deficiencies that have contributed to the
current market turmoil. Rather, a number of approaches emphasizing different solutions

for the different segments of the market are required.

HOPE for Homeowners Act

The FDIC has been playing a role in the implementation of the HOPE for
Homeowners Act. As a member of the Board of Directors of the HOPE for Homeowners
Program (Oversight Board), which oversees implementation of the Act, the FDIC has
Joined the Departments of Housing and Urban Development (HUD) and Treasury and the
Federal Reserve in establishing requirements and standards for the Program that are not
otherwise specified in the legislation, and prescribing necessary regulations and guidance

to implement those requirements and standards.
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By working cooperatively together to address the many issues necessary to
achieve implementation, the Oversight Board was able to meet the October 1, 2008
statutory deadline for implementation. The final rules, as well as other guidance
documents and disclosures, were posted on the Program’s website on October 1. The
final rules were published in the Federal Register on October 6. They will soon be
updated to reflect amendments to the HOPE for Homeowners Act made by EESA.

Ontreach efforts to servicers, investors, housing counselors and borrowers are underway.

The statutory approach for the Program made effective use of existing
governmental and market structures. By modeling the proposal on existing FHA
programs, the time and expense of implementing the Act have been significantly reduced.
The Program incorporates many of the principles the FDIC considers necessary to be
effective. It converts current problematic mortgages into loans that should be sustainable
over the long-term and subsequently convertible into securities. It also requires that
lenders and investors accept significant discounts and prevents borrowers from being

unjustly enriched if home prices appreciate.
Emergency Economic Stabilization Act

The EESA, recently passed by Congress, includes a number of provisions to
encourage loan modifications. In particular, EESA addresses the issue of foreclosure

mitigation and provides authority that could hold significant promise for future loan

modifications. The statute grants authority to the Secretary of the Treasury to use loan

10
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guarantees and credit enhancements to facilitate loan modifications to prevent avoidable

foreclosures.

Loan guarantees could be used as an incentive for servicers to modify loans.
Specifically, the government could establish standards for loan modifications and provide
guarantees for loans meeting those standards. By doing so, unaffordable loans could be
converted into loans that are sustainable over the long term. The FDIC is working

closely and creatively with Treasury to realize the potential benefits of this authority.
IndyMac Federal Bank Loan Modifications

As the Committee knows, the former IndyMac Bank, F.S.B., Pasadena,

‘ California, was closed July 11. The FDIC is conservator for a new institution, IndyMac
Federal Bank, F.S.B. (IndyMac Federal), to - which the accounts and assets of the former
IndyMac Bank, F.S.B. were transferred. As a result of this arrangement, the FDIC has
inherited responsibility for servicing a pool of approximately 712,000 mortgage loans,
including more than 60,000 mortgage loans that are more than 60 days past due, in
bankruptcy, in foreclosure, and otherwise not currently paying. As conservator, the FDIC
has the responsibility to maximize the value of the loans owned or serviced by IndyMac
Federal. Like any other servicer, IndyMac Federal must comply with its contractual
duties in servicing loans owned by investors. Consistent with these duties, we hope to
convert as many of these distressed loans as possible into performing loans that are

affordable and sustainable over the long term. We are now actively evaluating distressed

11
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mortgages for refinancing through FHA programs, including FHA Secure and HOPE for
Homeowners, and are sending letters proposing refinancing through FHA to more than

2,000 borrowers this week.

As we have done in some past failures, the FDIC as conservator for IndyMac
Federal initially suspended most foreclosure actions for loans owned by IndyMac Federal
in order to evaluate the portfolio and identify the be;t ways to maximize the value of the
institution. While not all mortgages can be successfully modified, and foreclosures will
be necessary in some cases, I have long advocated streamlined loan modifications. In the
case of IndyMac Federal, the FDIC has begun a program of loan modifications for
delinquent and at-risk borrowers. The FDIC as conservator for IndyMac Federal is
systematically identifying loans in the portfolio that are currently delinquent or in default,
or where borrowers are unable to make their payments due to interest rate resets or other
reasons. Where it will improve the value of the loan, Indyi\dac Federal is offering loan

modifications to eligible borrowers.

Specifically, on August 20, the FDIC announced a loan modification program to
systematically modify troubled residential loans for borrowers with mortgages owned or
serviced by IndyMac Federal. Of the more than 60,000 mortgages éerviced by IndyMac
Federal that are more than 60 days past due, in bankruptcy, in foreclosure, and otherwise
not currently paying, approximately 40,000 are potentially eligible for our loan
modification program. Initially, the program was applied only to mortgages either owned

by IndyMac Federal or serviced under IndyMac Federal’s pre-existing securitization

12
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agreements, which provided sufficient flexibility. However, with their agreement, we are
now applying the program to many delinquent loans owned by Freddie Mac, Fannie Mae,
and other investors. We are working with the owners of the remaining mortgages to gain
approval to apply the new modification program to those loans as well. Let me
emphasize that securitization agreements typically provide servicers with sufficient
flexibility to apply the IndyMac Federal loan modification approach. In fact, the
agreements at IndyMac Federal were more restrictive than those that apply to many other

securitizations.

By achieving mortgage payments for borrowers that will be ‘both affordable and
sustainable, these distressed mortgages will be rehabilitated into performing loans and
avoid unnecessary and costly foreclosures. We expect that by taking this approach,
future defaults will be reduced, the value of the mortgages will improve, and servicing
costs will be cut. The streamlined modification program will achieve the greatest
recovery possible on loans in default or danger of default, in keeping with our statutory
mandate to minimize impact on the insurance fund and improve the return to uninsured
depositors and creditors of the failed institution. At the same time, we can help many
troubled borrowers remain in their homes. Under the program, modifications are only
being offered where doing so will result in an improved value for IndyMac Federal or for
investors in securitized or whole loans, and where consistent with relevant servicing

agreements.
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Applying workout procedures for troubled loans in a failed bank scenario is
something the FDIC has been doing since the 1980s. Our experience has been that
performing loans yield greater returns than hon-performing loans. In recent years, we
have seen troubled loan portfolios yield about 32 percent of book value compared to our

sales of performing loans, which have yielded over 87 percent.

Through this week, IndyMac Federal has mailed more thaﬁ 15,000 loan
modification proposals to borrowers, and has called many thousands more in continuing
efforts to help avoid unnecessary foreclosures. While it is still early in our
implementation of the program, over 3,500 borrowers have accepted the offers and many
more are being processed. We are still working to verify incomes, but thousands of
borrowers are already making their modified payments. I am pleased to report that these
efforts have prevented many foreclosures that would have been costly to the FDIC and to
investors. This has been done while providing long-term sustainable mortgage payments
to borrowers who were seriously delinquent. On average, the modifications have cut

each borrower’s monthly payment by more than $380.

Our hope is that the program we announced at IndyMac Federal will serve as a

catalyst to promote more loan modifications for troubled borrowers across the country,
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Conclusion

In recent weeks, the FDIC has engaged in unprecedented actions to maintain
confidence and stability in the banking system. Although some of these steps have been
quite broad, we believe that they were necessary to avoid consequences that could have
resulted in sustained and significant harm to the economy. The FDIC remains committed
to achieving what has been our core mission for the past 75 years ~ protecting depositors

and maintaining public confidence in the financial system.

I will be pleased to answer any questions the Committee might have.
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U.S. TREASURY DEPARTMENT OFFICE OF PUBLIC AFFAIRS

EMBARGOED UNTIL 10 am. (EDT), October 23, 2008
CONTACT Jennifer Zuccareili, (202) 622-8657

INTERIM ASSISTANT SECRETARY FOR FINANCIAL STABILITY NEEL KASHKARI
TESTIMONY BEFORE THE SENATE
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS

WASHINGTON - Chairman Dodd, Senator Shelby, members of the committee, good morning and thank
you for the opportunity to appear before you today. | would like to provide an update on the Treasury
Department's progress implementing our authorities under the Emergency Economic Stabilization Act of
2008.

Every American depends on the flow of money through our financial system. They depend on it for car
loans, home loans, student loans and household needs. Employers rely on credit to pay their
employees. In recent months, our credit markets froze up and lending became extremely impaired.

The President asked Congress to move rapidly last month to grant the Treasury Department
extraordinary authority to address this unprecedented situation. Congress, led by this Committee and
others, recognized the threat frozen credit markets posed to Americans and to our economy as a whole.

The Treasury has moved quickly since enactment of the bill to implement programs that will provide
stability to the markets and help enable our financial institutions to support consumers and businesses
across the country. We are focused on applying the authorities you provided in ways that are highly
effective and protect the taxpayer to the maximum extent possible.

Secretary Paulson is implementing the Department’s new authorities with one simple goal - to restore
capital flows to the consumers and businesses that form the core of our economy. To achieve this goal,
Treasury is pursuing steps that are intended to help financial institutions remove illiquid assets from
their balance sheets and to attract both private and public capital. Our programs are being designed to
help financial institutions of all sizes so they can grow stronger and provide crucial funding to our
economy.

Since the announcement of our capital purchase program, we have seen numerous signs of improvement
in our markets and in the confidence in our financial institutions. While there have been recent positive

developments, the markets remain fragile.

Implementation
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I’d like to spend a few minutes outlining the steps we have taken to implement the EESA. In the three
weeks since Congress passed the new law, we have accomplished a great deal on many fronts. We are
moving quickly - but methodically - and I am confident we are building the foundation for a strong,
decisive and effective program.

As I have previously described, we have seven policy teams driving forward. They are making rapid
progress:

1) Mortgage-backed securities purchase program: This team has made tremendous progress. We have
announced that the Bank of New York-Mellon has been selected to serve as our master custodian. A
Treasury team has been working with the Bank of New York to design the auction, identify which
mortgage-backed securities to purchase and determine how best to reach thousands of potential bidders,
quickly and effectively. This team is completing its review of more than 100 securities asset manager
solicitations and expects to hire asset managers in the coming days.

2) Whole loan purchase program: This team is working with bank regulators to identify which types of
loans to purchase first, how to value them, and which purchase mechanism will best meet our policy
objectives. They also have made tremendous progress in reviewing over 100 whole loan asset manager
proposals and expect to hire asset managers very soon.

3) Insurance program: We are establishing a program to insure troubled assets. On Friday, October 10
we submitted a request for comment to the Federal Register seeking the best ideas on structuring options
for the insurance program. That request posted on Thursday, October 16 and responses are due by
Tuesday, October 28. We already have received responses and expect to receive many more before the
comment period closes. We will begin designing and establishing the program immediately.

4) Equity purchase program: On Tuesday, October 14, Treasury announced a voluntary Capital Purchase
Program to encourage U.S. financial institutions to build capital to increase the flow of financing to U.S.
businesses and consumers and to support the U.S, economy. Throughout the process of developing this
comprehensive and effective program, we worked very closely with the four banking regulatory
agencies.

Under the program, Treasury will purchase up to $250 billion of senior preferred shares on standardized
terms. The program is available to qualifying U.S. controlled banks, savings associations, and certain
bank and savings and loan holding companies engaged solely or predominantly in financial activities
permitted under the relevant law.

The minimum subscription amount available to a participating institution is 1 percent of risk-weighted
assets. The maximum subscription amount is the lesser of 325 billion or 3 percent of risk-weighted
assets. Treasury intends to fund the senior preferred shares purchased under the program by the end of
this year.

As Secretary Paulson noted on Monday, this is an investment. The government will not only own shares
that we expect will result in a reasonable return, but also will receive warrants for common shares in
participating institutions. And we expect all participating banks to continue to strengthen their efforts to
help struggling homeowners avoid preventable foreclosures.

On Monday, October 20, Treasury announced a streamlined, systematic process for all banks wishing to
access this program. We worked with the four banking regulatory agencies to finalize the application
process. Qualified and interested publicly-held financial institutions will use a single application form to
submit to their primary regulator — the Federal Reserve, the FDIC, the OCC or the OTS. These
regulators have posted this common application form on their websites. We are working hard to finalize
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and publish the required legal documents so private banks can participate as well on the same economic
terms as public banks.

The terms for this program are the same for all institutions that apply before the capital purchase
program deadline of November 14, 2008. We have allocated sufficient capital, $250 billion, so that all
qualifying banks can participate. Therefore, it is important to note that Treasury will not implement this
program on a first-come-first-served basis.

[ would like to walk you through the application process, which we made very simple so that all banks
can apply. To apply for the capital program, banks should review the program information on the
Treasury website and consult with their primary federal regulator. They can go to the regional office of
their primary federal regulator anywhere in the country, be it California, Kansas or Texas. After this
consultation, the institution should submit an application to that same regulator. Treasury worked with
the regulators to establish an evaluation process; this means that all regulators will use a standardized
process to review all applications to ensure consistency.

Once a regulator has reviewed an application, it will send the application and its recommendation to the
Office of Financial Stability at the Treasury Department. Treasury will give considerable weight to the
regulators’ recommendations and decide whether or not to make the capital purchase. All completed
transactions will be publicly announced within 48 hours of execution, as per the requirements of the law.
We will not, however, announce any applications that are withdrawn or denied.

5) Homeownership preservation; We have begun working with the Department of Housing and Urban
Development and HOPE NOW to maximize the opportunities to help as many homeowners as possible,
while also protecting taxpayers. We have hired Donna Gambrell, Director of the Community
Development Financial Institutions Fund and former Deputy Director of Consumer Protection and
Community Affairs of the FDIC, to oversee this effort and to serve as interim Chief of Homeownership
Preservation. When we purchase mortgages and mortgage-backed securities, we will look for every
opportunity possible to help homeowners.

6) Executive compensation: Companies participating in Treasury’s programs must adopt the Treasury
Department's standards for executive compensation and corporate governance, for the period during
which we hold equity issued under this program. These standards generally apply to the chief executive
officer, chief financial officer, plus the next three most highly compensated executive officers. We do
not believe senior officers should be rewarded for failure. Treasury issued executive compensation
guidelines on Tuesday, October 14, for three TARP programs:

A. Troubled Asset Auction Program- As prescribed by the Act, any financial institution that sells
more than $300 million of troubled assets to the Treasury via an auction would be prohibited
from entering into new executive employment contracts that include golden parachutes for the
term of the program. Treasury released Treasury Notice 2008-TAAP regarding this restriction.
Furthermore, under the Act, (1) the financial institution may not deduct for tax purposes
executive compensation in excess of $500,000 for each senior executive, (2) the financial
institution may not deduct certain golden parachute payments to its senior executives and (3) a
20-percent excise tax will be imposed on the senior executive for these golden parachute
payments. Treasury released L.R.S. Notice 2008-94 regarding these new tax rules.

B. Capital Purchase Program- Any financial institution participating in the Capital Purchase
Program will be subject to more stringent executive compensation rules for the period during
which Treasury holds equity issued under this program. The financial institution must meet
certain standards, including: (1) ensuring that incentive compensation for senior executives does
not encourage unnecessary and excessive risks that threaten the value of the financial institution;
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(2) required clawback of any bonus or incentive compensation paid to a senior executive based
on statements of carnings, gains, or other criteria that are later proven to be materiaily inaccurate;
(3) prohibition on the financial institution from making any golden parachute payment to a senior
executive based on the Internal Revenue Code provision; and (4) agreement not to deduct for tax
purposes executive compensation in excess of $500,000 for each senior executive.

C. Programs for Systemically Significant Failing Institutions- The Treasury Department may have
to provide direct assistance to certain failing firms on terms negotiated on a case-by-case basis.

Treasury issued guidance for the executive compensation standards that will apply to the firms
participating in such programs and their senior executives (Treasury Notice 2008-PSSFI). These
standards are similar in all respects to the Capital Purchase Programs executive compensation
standards described above, with one significant difference. In situations where Treasury provides
assistance under the systemically significant failing institutions programs, golden parachutes will
be defined more strictly to prohibit any payments at all to departing senior executives.

7) Compliance: Treasury is committed to transparency and oversight in all aspects of the program and
has taken several important steps to meet the letter and spirit of our important compliance requirements.

A. Government Accountability Office;: We have been meeting regularly with the Government
Accountability Office to monitor the program. [n addition, GAOQ is establishing an office at
Treasury.

B. Financial Stability Oversight Board: The Financial Stability Oversight Board was established
and the group selected the Chairman of the Federal Reserve Board to chair the group. While
the law requires the Oversight Board to meet once a month, the Board had its second board
meeting only six days later, on Monday, October 13 to review the Capital Purchase Program.
The Board met again on Wednesday, October 22 to review progress of the TARP work-
streams, as well as to appoint staff to the Board, including William Treacy as Executive
Director, Kieran J. Fallon as General Counsel, and Jason A. Gonzalez as Secretary.

C. Special Inspector General: The Administration is working to identify and interview potential
candidates to serve as Special Inspector General for potential nomination and confirmation in
November. In the interim, Treasury’s Inspector General has been monitoring our progress.

Recruitment

Recruiting the right people is essential to the success of this program and we continue to move quickly.
[t will obviously take time to bring on board permanent members of the team that will manage this
program over the long term and provide stability during the transition. While the permanent team is
being identified for tomorrow, we are tapping the very best, seasoned, financial veterans from across the
government to help launch the program today. We have been successful in recruiting outstanding
interim leaders for key positions in the Office of Financial Stability and the team continues to grow
daily.

Procurement
Now, let me turn to procurement.
Our approach to procurement is based on the following strategy. First, in order to protect the taxpayers,

we will seek the very best in private sector expertise to help execute this program. Second, to the extent
possible, opportunities to compete for contracts and provide services should be available to small
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businesses, veteran-owned businesses, and minority and women-owned businesses. Third, we are taking
appropriate steps to mitigate and manage conflicts of interest.

We have established formal procurement processes, to ensure that selections are fair and in the best
interest of the taxpayers. In many cases, we have established expert review panels, comprised of
Treasury employees, employees of other federal agencies and expert consultants who review
submissions and make recommendations regarding the quality of the proposals. The review committees
make recommendations for a final decision to a senior career officer in the Treasury.

As announced, Treasury has retained: The Bank of New York Mellon as our lead custodian;
EnnisKnupp as our investment adviser; Simpson, Thacher and Bartlett as our legal adviser for the equity
program; Pricewaterhouse Coopers and Ernst & Young for internal control and accounting services. In
the coming weeks we expect to issue additional procurement requests.

Taking aggressive steps to manage conflicts of interest is essential because firms with the relevant
financial expertise may also hold assets that become eligible for sale into the TARP or represent other
clients who hold troubled assets. Firms competing to provide services must disclose their potential
conflicts of interest and recommend specific steps to manage those conflicts. Treasury’s review team
evaluates firms’ conflicts and their plans and ability to impose procedures to manage them. Treasury
will only hire firms when we are confident in our and their ability to successfully mitigate any conflicts.
Furthermore, the Office of Financial Stability has a Chief Compliance Officer who will be responsible
for making certain that firms comply with agreed upon mitigation procedures.

Secretary Paulson and | believe that it is essential that the TARP be structured in a manner that
encourages participation of small businesses, veteran-owned businesses, and minority and women-
owned businesses. We asked vendors to demonstrate their ability and commitment to working with
small, veteran, minority and women-owned businesses as sub-contractors. And we are evaluating their
submissions in part on their capability to do this. In addition, we announced on Friday, October 17
subsequent guidelines for solicitations with specific opportunities for these businesses.

As you can see, we have accomplished a great deal in a short time. But our work is only beginning. A
program as large and complex as this would normally take months - or even years - to establish. We
don't have months or years. Hence, we are moving to implement the TARP as quickly as possible while
working to ensure high quality execution.

-30-
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Thank you for the invitation to come before you today to discuss what the Department of
Housing and Urban Development is doing, and plans to do, at this time to support our nation’s
homeowners and communities. As all Americans have come to learn in recent months, the
housing market is central to our economy, and economic confidence is critical to the availability
of credit.

As the nation’s lead housing agency, the Department is uniquely qualified to offer
valuable insight into many of today’s current market conditions. HUD takes its homeownership
mission very seriously and remains focused on sustaining responsible homeownership. HUD
continues its support of the broader efforts by Congress and the Administration through the
Housing and Economic Recovery Act (HERA) and the Emergency Economic Stabilization Act
(EESA) to help restore confidence in the housing and financial sectors of our economy.

HUD’s Federal Housing Administration (FHA) has been at the forefront of many of the
Agency’s efforts during these daunting economic times. Just in the last two years, FHA has seen
its market share grow from 2 percent to 17 percent and its loan volume is running at three to four
times last year’s level. FHA guaranteed more than $181 billion in mortgage loans in FY 2008.
In the midst of all this, FHA has been a leader in contacting FHA-insured homeowners in trouble
to work out solutions. In 2008, FHA servicers completed more than 100,000 loss mitigation
actions. Of these actions, 96,500 are currently retaining homeownership. This represents an
11.5 percent increase in home ownership retention over 2007. Overall, the expected retention
rate for these borrowers is 87 percent.

In fact, loss mitigation efforts by HUD have helped about 300,000 families keep their
homes over the last three years. Over a year ago, HUD noted an alarming number of American
homeowners heading toward foreclosure and took action. Specifically, on August 31, 2007,
acting through the FHA, HUD launched FHASecure. This initiative offers certain homeowners
with adjustable rate mortgages, current or delinquent, the ability to refinance into a FHA-insured
mortgage.

I am pleased to report that, since FHASecure was launched, FHA has helped nearly
400,000 families, many of whom were facing the loss of their homes, refinance into a safe, more
affordable FHA-insured mortgage. We believe a total of about 500,000 families will refinance
into more affordable FHA mortgages by the end of the calendar year.

HUD also worked diligently through its approved housing counseling agencies to provide
loss mitigation, mortgage delinquency, and default counseling services to assist homeowners
facing foreclosure. HOPE NOW has also streamlined the loan review process to speed up loan
modifications and refinancings, and established best practices to deal with difficult situations like
second liens. At the moment, 27 of the nation’s largest mortgage companies are participating,
companies that service about 90 percent of all subprime loans. With the help of HOPE NOW,
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nearly 2.3 million loans have been reworked since July 2007. An industry-wide problem
requires an industry-wide solution.

With the enactment of the Housing and Economic Recovery Act, Congress provided
HUD with additional tools to strengthen the housing market. These critical changes have proven
beneficial to American families. In addition to FHA Modernization, two new programs were
placed under HUD’s leadership to help distressed homeowners as well as state and local
governments confronting high foreclosure rates and abandoned propertics within their
jurisdictions.

First, the HOPE for Homeowners (H4H) program was created to help those at risk of
default and foreclosure refinance into more affordable and sustainable loans. Working closely
with an Oversight Board comprised of the Treasury Department, Federal Reserve Board, Federal
Deposit Insurance Corporation, and HUD, H4H is being administered by HUD’s Federal
Housing Administration. I speak for all four agencies when I tell you that we are proud to have
launched this program on October 1, 2008, just 60 days after the bill being signed into law and
the first date allowable under the legislation. We expect the first loan guarantees by the first of
the year, This program presents an additional financing option to families facing some of the
most difficult mortgage debt situations.

Second, HUD launched the Neighborhood Stabilization Program on September 29, 2008.
This program provides emergency assistance to state and local governments, in the form of
Community Development Block Grant (CDBG) funds, to acquire and redevelop foreclosed
properties that might otherwise be abandoned and become blight within their communities. State
and certain local communities can also use these funds to purchase abandoned homes and to
rehabilitate, resell, or redevelop those homes in order to stabilize neighborhoods and stem the
decline in home values.

On October 3, 2008, Congress and the President took another significant step, by
enacting the Emergency Economic Stabilization Act. The passage of this economic assistance
package was essential. Credit must begin to flow again to businesses and American families.
When credit is frozen, American families can’t access the capital they need to pay for education,
buy homes, or pay for emergencies. Businesses can’t get the capital they need to invest in ways
that grow our economy, thereby creating jobs and expanding opportunity for all Americans.

The President recognizes that government action is essential to get credit flowing again to
businesses and American consumers. Of course, stabilizing the system and restoring confidence
to the markets is not going to happen overnight but I remain confident that our thriving economy
will return because of the optimistic and entrepreneurial spirit of the American people and our
workers.

The central feature of the EESA is the establishment of the Troubled Assets Relief
Program (TARP). Through this program, the Secretary of the Treasury is authorized to
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purchase, and make and fund commitments to purchase, troubled assets from any financial
institution, on such terms and conditions as determined by the Secretary within the parameters of
the Act. HUD serves on the Financial Stability Oversight Board (FSOB) for TARP, which is
already being used to re-capitalize financial institutions and restore liquidity to credit markets.
In fact, the FSOB met on Wednesday of this week to begin framing up the practical means by
which oversight will be conducted.

Conclusion

1 appreciate having this opportunity to update you on the various efforts being undertaken
at HUD to ensure that the bedrock of America’s economy, the housing market, remains strong
and vibrant.
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Chairman Dodd, Ranking Member Shelby and members of the Committee, thank you for the
opportunity to testify on the Federal Housing Finance Agency’s (FHFA) responses to the turmoil
in the U.S. credit markets. I will begin by discussing the activities of the FHFA, as the regulator
of Fannie Mae, Freddie Mac and the Federal Home Loan Banks (FHLBanks), including how we
are addressing the foreclosure crisis, and then turn to my role as Board member to the Troubled

Asset Relief Program (TARP) pursuant to the Emergency Economic Stabilization Act.

There is no doubt that the mortgage market pendulum swung extremely widely towards easy
credit, poor underwriting, risky mortgages and even fraud. The market had to correct, but what I
want to discuss with you today is how to prevent the pendulum from swinging too far in the

other direction of too tight credit standards.

Fannie Mae, Freddie Mac and the 12 Federal Home Loan banks have played a critical role in
dampening that pendulum swing. In mid-2006, when you approved my nomination, their market
share of all new mortgage origination was less than 40%. The private label Mortgage Backed
Securities (“MBS”) created by Wall Street were beginning to dominate. By the third quarter of

2007, the excessiveness of these PLS were apparent to everyone and the housing GSEs support
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to the market became critical. They supported 92% of all mortgages originated in that quarter

and continue to remain above 80%.

Update on FHFA Activities/Fannie Mae and Freddie Mac Conservatorships

While we will mark the formal transfer of all personnel to FHFA on Monday, October 27" the
work of the new agency is well underway and there is much going on. I will report on a few key

matters here, particularly those that will have an impact on stabilizing the U.S. markets.

On Saturday, September 6, 2008, FHFA placed Fanniec Mae and Freddie Mac into
conservatorships. This was not undertaken lightly. Despite considerable recent progress on the
part of the Enterprises to rectify past problems, market conditions, compounded by a weak
regulatory capital structure, overwhelmed those improvements. The result was that the
Enterprises were unable to fulfill their mission of providing liquidity, stability, and affordability

to the housing market. It was evident that regulatory action was needed.

Intense supervisory reviews in July and August led to the conclusion that the companies each
presented critical safety and soundness concerns. We were convinced that we needed to act
immediately before the conditions of the Enterprises worsened, and the markets for the
Enterprises’ securities became too unstable to permit normal business activity and threatened the
financial health of other institutions. We consulted with Federal Reserve Chairman Bernanke
and Treasury Department Secretary Paulson. Both concurred with FHFA that conservatorship

needed to be undertaken.
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The conservatorship was only possible because of the Housing Economic and Recovery Act of
2008 (“HERA”) provision authorizing the Treasury Department to finance the GSEs. The three

critical facilities put in place are:

1. A secured credit facility for Fannic Mae, Freddie Mac and the Federal Home Loan

Banks. This facility has not been used.

2. A Treasury funded facility to buy Fannie Mae and Freddie Mac MBS. Treasury is
actively buying MBS as are the two Enterprises. These purchases are designed to help

reduce MBS spreads and mortgage rates.

3. The most important facilities are the $100 billion each Senior Preferred Agreements,
which ensure that the Enterprises have a positive net worth. This facility is well over
three times the statutory minimum capital requirements and lasts until all liabilities are
repaid or it is exhausted. Effectively, it is a government guarantee of their debt and
MBS. Under this facility, they can grow their portfolios by about $100 billion each,

which will further support the market.

Conservatorship is intended to stabilize a troubled institution with the aim of maintaining normal
business operations and restoring its safety and soundness. In this case, the goal is to help
restore confidence in Fannie Mae and Freddie Mac, enhance their ability to fulfill their mission,
and mitigate systemic risk. FHFA will act as conservator of the Enterprises until they are
stabilized. The conservatorship and the access to credit from the U.S. Treasury provide an
effective guarantee to existing and future debt holders of Fannie Mae and Freddie Ma as there is

an explicit commitment by the U.S. Treasury to provide up to $100 billion in senior preferred
3
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stock for each Enterprise. FHFA appointed two new Chief Executive Officers and two new non-
executive Chairmen, whom I worked with very closely over the last 7 weeks to help stabilize the

mortgage market.

Since Monday, September 8, FHFA examiners, lawyers, and other experts have been onsite
continuously at Enterprise headquarters and locations of other key operations to ensure a smooth
transition. Their role has been to reassure Enterprise employees about the continued business
operations objective of the conservatorships, support the needs of the new leadership at the
Enterprises, and facilitate resolution of questions and issues as they arise. I am pleased to report

that we are finished with this transition period.

Federal Home Loan Bank Oversight

The counter-cyclical capital structure of the FHLBanks has allowed them to play a critical role in
supporting financial institutions and mortgages lending over the last year. Their secured

advances just reached one trillion dollars, up 58 percent from the $640 billion at June 30, 2007.

FHFA has been very busy carrying out mandates of HERA, for supervising the FHLBanks. We
published a regulation implementing amendments to the Federal Home Loan Bank Act
concerning the composition and election of boards of directors of the FHLBanks. The FHLBanks

have begun elections to establish boards in line with regulation by January 2009.

As an early synergy of HERA combining OFHEO and FHFB, I approved the Federal Home
Loan Bank of Chicago’s “MPF Xtra” initiative. Under this agreement the Chicago FHLBank

gathers conforming, fixed-rate mortgages from participating financial institutions, and then
4
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immediately sells them to Fannie Mae for securitization. This partnership provides an
opportunity for smaller members to sell conforming mortgages to Fannie Mae at a competitive

price and retain the mortgage servicing.

FHFA staff worked with the FHLBanks, the Treasury Department, and the Federal Reserve Bank
of New York (FRBNY) to create the GSE Credit Facility using the authorities in HERA to
promote financial market stability and liquidity. Establishment of the GSE Credit Facility
enhances the safety and soundness of the FHLBanks by reducing the potential for illiquidity in
the debt market. Although we do not expect the FHLBanks to use the facility, its existence
provides assurance that they will be able to meet debt obligations in full as they come due,
thereby mitigating rollover risk for investors in the FHLBanks’ consolidated obligations. FHFA
has also developed guidance for the FHLBanks to increase their daily liquidity positions. The
liquidity and market risk areas have been critical in recent weeks, both for the Enterprises and
the FHLBanks. We have seen here the benefits of collaboration in supervision that FHFA
affords. Market risk experts from both supervision teams have been meeting and sharing market
updates daily, which has enhanced our ability to monitor and to help the GSEs respond to the
volatile market conditions. The mortgage market rally after the conservatorship has dissipated
with the continuing turmoil in the market. Spreads have widened for the GSEs and many other
issuers of securities. As confidence returns and investors understand the strength of the Treasury
agreements, we would expect these spreads to narrow. Lower mortgage rates combined with

falling house prices should help bring affordability back to the markets.

Another example of early collaboration among the supervision teams has been in accounting
policy, where the accounting teams have worked together in moving towards a unified approach

to assessing other than temporary impairments of market securities held by all the GSEs.
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Affordable Housing, Mission and Loan Modifications

The new legislation, added the responsibility for the Enterprises’ affordable housing goals and
mission enforcement to the responsibilities of the safety and soundness regulator. The Federal
Housing Finance Board already had responsibility for both areas of supervision for the
FHLBanks. While FHFA has had these responsibilities over the Enterprises for only a short
time, they ranked among our most immediate concerns in making the determination to place the
Enterprises into conservatorship. A key reason for moving quickly to conservatorship was that
the companies’ abilities to serve their mission had been impaired. Ceasing new business activity

and shedding assets was not acceptable.

As the companies operate in conservatorship, 1 have already instructed each new CEO to
examine their underwriting standards and pricing, and they have begun to do so. Earlier this
month, for example, Fannie Mae and Freddie Mac cancelled a planned doubling of an adverse
market delivery fee, an action that should lower costs to potential borrowers. I expect any future
changes to reflect both safe and sound business strategy and attentiveness to the Enterprise’s

mission.

Fannie Mae and Freddie Mac are critical to the secondary market for multifamily loans, and
multifamily lending is critical to the affordable housing mission of the Enterprises. I am
determined to ensure that in conservatorship both Enterprises remain dedicated to and actively
involved in multifamily lending. Last month, I released a statement to all market participants
that the Enterprises will continue to be a source of underwriting and financing for multifamily

loans.
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Enforcement of the affordable housing goals established for the Enterprises by the Congress,
once HUD’s responsibility, is now up to FHFA. While ensuring liquidity in the mortgage
marketplace has necessarily been a primary focus in recent weeks and months, ensuring that low
and moderate income persons and underserved areas have ready access to affordable mortgage
loans remains a critical responsibility of the Enterprises. In the near-term, the Enterprises are
charged with meeting the very ambitious goals set by HUD back in 2004, a year in which the
mortgage market looked far, far different than it does today. In 2007, they missed two subgoals.
Based on our discussions with the Enterprises, the miss may be larger in 2008, but we can expect
that roughly half of the units financed this year will qualify for the low and moderate income
housing goal, more than a third of those financed will qualify for the underserved area goal and
more than one out of five units will qualify for the special affordable goal. With the Enterprises
now in conservatorship, even if some or all of the goals set for this year by HUD are found to be
unattainable, I will expect each Enterprise to develop and implement ambitious plans to support

the borrowers and markets targeted by the goals. They know this and are acting accordingly.

The most critical components of stabilizing the mortgage market are assisting borrowers at risk
of losing their homes and reducing foreclosures. Keeping people in their homes is critical, not
only for their families and their neighborhoods, but also for the overall housing market. A more
systematic approach to loan modification is essential. Well before the conservatorship actions,
we had asked the Enterprises to accelerate their loan modifications with features that included a
principal write-down or forbearance. As IndyMac Federal Bank services mortgages for both
Enterprises, we have encouraged them and they have agreed to join the FDIC’s loan

modification program. I expect the ongoing work on loan modifications being done there, and
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with other seller servicers, to continue to be a high priority for the Enterprises, both as a matter

of good business and as a matter of supporting the Enterprises’ mission.

Through August 2008 of this year, the Enterprises completed a total of 130,971 loss mitigation
actions which included 36,847 loan modifications. Year-to-date, modifications have averaged
4,606 per month versus 2,884 per month in 2007 -- an increase of 60 percent. For all loss

mitigation actions completed, 92 percent resulted in borrowers being able to keep their homes.

The two new CEOs are committed to increase loan modification and foreclosure prevention
activities. Both Enterprises are focused on addressing challenges to completing more workouts.
Those challenges include successfully contacting the borrower, responding to the high volume of
workout requests and offering modification terms that create an affordable payment. The
Enterprises have expanded resources internally and have added onsite personnel to assist in
servicers’ shops. Contracting with “on the ground” solicitors to go door-to-door to deliver
borrower assistance materials and to speak with borrowers is making a difference. Both
Enterprises have lowered the minimum interest rate and extended the maximum term for a loan
modification. Fannie Mae has expanded workouts by providing bridge loans to delinquent
borrowers in temporary difficulty (the HomeSaver Advance program), and targeting borrowers
with as few as one missed payment. Both Enterprises are compensating foreclosure attorneys not
only for completing the foreclosure, but for assisting borrowers with a workout. Finally, the
Enterprises have delegated more authority to servicers to decision loss mitigation requests. As [
stated, we need to have the Enterprises remain active in the markets and these actions that they

have taken are aimed at keeping the market liquid and avoiding an over-tightening of credit.
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This year, FHFA started collecting and publicly reporting on loss mitigation activities, which
have been disclosed in our first and second quarter Mortgage Metrics Reports. Starting
November 1, we will supplement these quarterly reports with monthly updates on loss mitigation
activity. The quarterly report includes a loss mitigation performance metric that measures the
number of loans worked out by the number of loans for which foreclosure was likely. Year-to-
date, the results were 49 percent. While FHFA commends the Enterprises for their efforts, it is

evident more can be done.

Loan servicers are a critical component to the loan modification process. The Enterprises have
recently agreed to pay the servicers more for their loan modifications, and incentives have
increased from an average of $450 to $750. In addition, they are working with servicers to
develop and pilot new approaches for loan modifications. As these pilots are successful, they

will be expanded.

Finally, I am pleased to report that on October 17" FHFA published a regulation in the Federal
Register to implement Section 1218 of HERA, which provides temporary authority for the
FHLBanks to use a portion of the subsidy money in the Affordable Housing Program to
refinance mortgages for families at or below 80 percent of area median income. This regulation
supports the refinance program in HERA’s Hope for Homeowners program by permitting
funding of additional principal write-downs or payment of closing costs. The use of such funds
will ensure that a full range of federal assistance is available to homeowners quickly. We’ve
discussed this initiative with the Federal Housing Administration, which is very supportive of the

prospect of added support on this initiative.

Support of Treasury and Other Regulators
. ’ 9

4
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The Enterprises and the FHLBanks share the critical mission of providing stability, liquidity, and
affordability to the housing market. During this difficult time in our financial markets, FHFA has
been working with the Treasury Department, the Federal Reserve Board, the Federal Reserve
Bank of New York, the Securities and Exchange Commission, and the federal banking agencies
to monitor market conditions and coordinate regulatory activities. In particular, we have been
assisting the Treasury Department as it develops ideas for its TARP. I serve as a director on the

TARP Oversight Board. FHFA’s role in TARP is discussed more fully below.

In coordination with Treasury Secretary Paulson’s efforts to add liquidity to mortgage markets,
in September we directed the Enterprises to provide additional funding to mortgage markets
through the increased purchase of mortgage backed securities. As the Enterprises increase their
portfolios, and provide direct support to the mortgage market though ongoing securitization
activities, our safety and soundness supervision of those activities, support for the

conservatorships and oversight of the FHL Banks continues apace.

FHFA'’s Role in TARP

Let me now turn to a discussion of the TARP and FHFA's role. On October 3, 2008, the
President signed the Emergency Economic Stabilization Act (“EESA”). The new law provides
authority and facilities for the government to restore liquidity and stability to the financial
system. In particular, the EESA authorizes the Treasury establish a TARP, to purchase troubled
assets from financial institutions, as well as a Troubled Assets Insurance Financing Fund, or

TAIFF, to guarantee troubled assets. Congress has authorized the purchase or guarantee of up to

10
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$700 billion of troubled assets (any guarantee premiums accumulated in the TAIFF offset the

$700 billion).

The FHFA has a significant role to play under the EESA. As I said, I am one of five members of
a Financial Stability Oversight Board established to ensure the implementation of EESA is
consistent with the purposes of the act, in the economic interest of the U.S., and consistent with
protecting the taxpayers. The Oversight Board is specifically charged with reviewing the TARP
and TAIFF programs, including the financial agents appointed to implement them, the classes of
troubled assets to be purchased, and the structure of vehicles used to purchase them, as well as
their effect on promoting financial market stability, preserving home ownership, and protecting
the taxpayers. The Board makes recommendations to the Secretary of the Treasury, reports any
suspected illegalities to the new Special Inspector for the TARP or the U.S. Attorney General,

and may appoint a credit review committee to evaluate assets purchased.

Foreclosure mitigation is an important objective under EESA. The objective applies to all federal
agencies that hold troubled assets, including the FHFA as conservator of Fannie Mae and
Freddie Mac. In this capacity, the FHFA is termed a federal property manager, as are the FDIC,
with respect to mortgage assets held by bridge depository institutions, and the Federal Reserve
Board, with respect to mortgage assets other than those held, owned, or controlled in connection
with open market operations or as collateral for a current advance or discount. Treasury, FHFA,
and the other federal property managers, must each implement a plan that maximizes assistance
for homeowners to minimize foreclosures, encouraging mortgage servicers, considering net
present value to the taxpayer, to use the HOPE for Homeowners program and other available
loan modification programs. Loan guarantees and credit enhancements under the TAIFF

insurance program may be used to facilitate loan modifications. The plans must consider
' 11
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troubled multifamily mortgages as well as those on single family homes. In modifications to
multifamily mortgages, the plans must consider, where permissible, steps to allow renters who
are current on their rent to stay in their homes, and endeavor to protect governmental rent

subsidies and protections while ensuring smooth operations.

Where Treasury or the property managers own securities backed by residential loans rather than
the loans themselves, and securities contracts may constrain the abilities of the servicer, they are
encouraged to work to facilitate modifications of the underlying loans. Treasury is to coordinate
with FHFA and other federal property managers to identify opportunities to acquire classes of
troubled assets to improve the loan modification and structuring process. Treasury is specifically
charged, where appropriate, to consent, while considering the effect on the taxpayer, to requests

for loss mitigation measures arising under existing investment contracts.

Along with the other federal agencies, FHFA will report to Congress information on loan
modifications and foreclosures. We have already been working with Fannie Mae and Freddie
Mac to find new ways to prevent foreclosures, and we have begun reporting their foreclosure

prevention activities publicly, as noted earlier.

In conclusion, FHFA and the 14 Housing GSEs that we supervise have a critical role in returning
the mortgage markets to stability. It will take time, but I believe the many steps that have been
taken including the creation of FHFA, the Fannie Mae and Freddie Mac conservatorships, the
multiple actions by the Federal Reserve and TARP as well as strong actions to address the
foreclosure crisis provide a solid foundation for creating that stable future for the mortgage and

financial markets and most importantly, American homeowners, renters, workers and investors.

12
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1 look forward to working with this Committee and all of Congress in achieving this goal.

1 would be pleased to answer any questions the Committee may have.

Clarification:
A sentence in a paragraph found on page 3 of this document was reworded for clarity on October
23, 2008, at 5:30 p.m.

13
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Chairman Dodd, Senator Shelby, and other members of the Committee, I appreciate this
opportunity to discuss recent actions taken to stabilize financial markets and foreclosure
prevention efforts.

Financial markets have been strained for more than a year, as house prices declined,
economic activity slowed, and investors pulled back from risk taking. These strains intensified
in recent weeks. Lending to banks and other financial institutions beyond a few days virtually
shut down. Withdrawals from money market mutual funds and prospects that net asset values
would fall further severely disrupted commercial paper and other short-term funding markets.
Longer-term credit also became much more costly as credit spreads for bonds jumped and
interest rates rose. The problems in credit markets and increasing concerns about the state of the
economy caused equity prices to swing sharply and decline notably.

Policymakers here and in other countries have taken a series of extraordinary actions in
recent weeks to restore market functioning and improve investor confidence, with the aim
ultimately to increase the availability of credit and the value of savings. The Federal Reserve has
continued to address ongoing problems in interbank funding markets by expanding its existing
lending facilities, and recently increased the quantity of term funds it auctions to banks and
accommodated greater demand for funds from banks and primary dealers. We also increased our
currency swap lines with foreign central banks. To alleviate pressures on money market mutual
funds and commercial paper issuers, we implemented several important temporary facilities,
including one to provide financing to banks to purchase high-quality asset-backed commercial
paper from money funds, and another to provide a backstop to commercial paper markets by
purchasing highly rated commercial paper directly from businesses at a term of three months.

On Tuesday of this week, we announced another program in which we will provide senior
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secured financing to conduits that purchase certain highly rated commercial paper and
certificates of deposit from money market mutual funds.

The financial rescue package recently enacted by Congress, the Emergency Economic
Stabilization Act (EESA), provides critically important new tools to address financial market
problems. EESA authorized the Troubled Asset Relief Program (TARP), which allows the
Treasury to buy troubled assets, to provide guarantees, and to inject capital to strengthen the
balance sheets of financial institutions. As provided in the Act, the Federal Reserve Board and
its staff are consulting with the Treasury regarding the TARP. In addition, Chairman Bernanke
serves as the Chairman of the oversight board for TARP that will, among other things, review the
policies that are implemented and make recommendations, as appropriate, regarding the use of
authorities under TARP. EESA also temporarily raised the limit on the deposit insurance
coverage provided by the Federal Deposit Insurance Corporation (FDIC) from $100,000 to
$250,000 per account.

Last week, the first use of TARP funds was announced. In particular, the Treasury
announced a voluntary capital purchase program, and nine of the nation’s largest financial
institutions have agreed to participate. The program is open to financial institutions of all sizes.
Under the program, the Treasury would acquire capital of financial institutions on terms that are
attractive to the institutions and with features that protect the taxpayer. At the same time, the
Federal Reserve Board, the FDIC, and the Secretary of the Treasury in consultation with the
President, determined that there were significant risks to the stability of the financial system.
With this determination, the FDIC used its authority to expand for a specified period, insurance

to non-interest-bearing transactions accounts, such as payroll accounts, and a guarantee for
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newly issued senior unsecured debt of FDIC-insured depository institutions, including their
associated holding companies.

A second, complementary, use of TARP funds will be to purchase mortgage assets,
including mortgage-backed securities and whole loans. These purchases are designed to remove
uncertainty from lenders’ balance sheets and to restore confidence in their viability. Another
objective is to improve the modification efforts of servicers on these loans to more effectively
prevent avoidable foreclosures.

The Federal Reserve System is also working to develop solutions to rising foreclosures.
Preventing avoidable foreclosures is good for borrowers, communities, and the economy.

A number of efforts are underway. The Federal Reserve has worked with other agencies
to put in place the standards and procedures for the new Hope for Homeowners (H4H) program,
and I serve on the Oversight Board. These loans can help borrowers who might otherwise face
foreclosure because the new loan payments are more affordable and the homeowners get some
equity in their homes. Lenders and servicers are analyzing their borrowers for good candidates
for the H4H program, and the FHA and its authorized lenders are poised to process applications.
We appreciate the additional flexibility provided to the program by Congress in EESA, in
particular allowing up-front payments to junior lien holders that agree to release their claims.

For some time, we have called upon lenders, investors, and servicers to aggressively
pursue sustainable loss mitigation activities. For example, last year the Federal Reserve and the
other banking agencies issued supervisory guidance to encourage mortgage lenders and servicers
to pursue prudent loan workouts. We continue to support industry-led efforts, especially those of
HOPE NOW, in pursuing flexible approaches to stem the rise in foreclosures and to deal with

their effects. Earlier this year, we embarked on a joint effort with NeighborWorks America on
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neighborhood stabilization to help communities develop strategies for addressing increases in
foreclosures and vacant properties.

The Federal Reserve System is strategically utilizing its presence around the country
through its regional Federal Reserve Banks and their branches to address foreclosures. Our
history of working closely at the local level with communities enables us to tailor activities to the
specific needs of that area. Our efforts have taken a variety of forms. We have employed
economic research and analysis to target scarce resources to the communities most in need of
assistance. We have provided community leaders with detailed analyses identifying
neighborhoods at high risk of foreclosures. This information is helping local groups to better
focus their borrower outreach and counseling efforts.

In addition, we have sponsored or supported a wide range of activities in local
communities. For example, the Federal Reserve System has sponsored a series of “Recovery,
Renewal, Rebuilding” forums in cities around the country in which key experts discussed the
challenges related to real-estate owned inventories and vacant properties in strong and weak
housing markets, and explored effective neighborhood stabilization policies. Four events were
held in various parts of the country earlier this year, and the series concluded with a fifth meeting
of experts this past Monday in Washington. This series is just an example of many events. All
told, the Federal Reserve System has sponsored or co-sponsored more than 80 events related to
foreclosures since last summer, reaching more than 6,000 attendees including lenders,
counselors, community development specialists, and policymakers.

We also have supported events that bring together borrowers with counselors, lenders,
and servicers. In August, the Federal Reserve Bank of Boston partnered with the HOPE NOW

Alliance, NeighborWorks America, the Kraft family, and the New England Patriots Charitable
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Foundation, among many others, and held an event at Gillette Stadium. More than 2,100
borrowers seeking help attended. Twenty servicers and twenty non-profit counseling agencies
took part, with staff at the event and on dedicated phone lines. Although we do not yet know the
outcomes for these homeowners, we are monitoring the results and other Federal Reserve Banks
are considering holding similar events.

In conclusion, the Federal Reserve has taken a range of actions to stabilize financial
markets and to help borrowers and communities. Taken together, these measures should help
rebuild confidence in the financial system, increase the liquidity of financial markets, and
improve the ability of financial institutions to raise capital from private sources. Efforts to stem
avoid.able foreclosure and help borrowers through H4H and more aggressive modifications, as
well as to develop effective strategies for dealing with foreclosed-upon properties, I believe, will
also help homeowners and communities. These steps are important to help stabilize our financial
institutions and the housing market, and will facilitate a return to more-normal functioning and

extension of credit.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR DODD
FROM SHEILA C. BAIR

Q.1. Please provide the legal justification for establishing the Tem-
porary Liquidity Guarantee Program under the systemic risk ex-
ception in the Federal Deposit Insurance Act.

A.1. The legal authority for establishing the Temporary Liquidity
Guarantee Program (TLGP) is set forth in 12 U.S.C. 1823(c)(4)(G).
Based on information regarding the unprecedented disruption in
credit markets and the resulting effects on the ability of banks to
fund themselves and the likelihood that the FDIC’s compliance
with the least-cost requirements of the Federal Deposit Insurance
Act (12 U.S.C. 1823(c)(4)(A) and (E)) would have serious adverse ef-
fects on economic conditions or financial stability by increasing
market uncertainty, the Board of Directors of the FDIC and the
Board of Directors of the Federal Reserve System made written
recommendations to the Secretary of the Treasury that the FDIC’s
creation of the TLGP program to guarantee bank depositors and
senior unsecured creditors against loss under certain described cir-
cumstances would avoid or mitigate such effects. After consultation
with the President, as required by the statute, the Secretary of the
Treasury made the systemic risk determination that provided the
FDIC with the authority to implement the TLGP.

Q.2. According to press reports, the emergency actions taken by the
FDIC to guarantee unsecured senior debt issued by FDIC-insured
depository institutions has had the unintended consequence of driv-
ing up the costs of borrowing for Fannie Mae, Freddie Mac and the
Federal Home Loan Banks (FHLBs). Was this taken into account
as a possible consequence as you formulated this course of action?

A.2. As noted in the press, the spread of debt issued by Govern-
ment-sponsored enterprises (GSEs), including Fannie Mae, Freddie
Mac and Federal Home Loan Banks (FHLBs), over Treasuries in-
creased considerably in October and November although the overall
cost of funding declined. According to Merrill Lynch data on U.S.
bond yields, the spread between AAA-rated agency debt and Treas-
uries increased by nearly 40 basis points between September and
November 2008. We believe these developments primarily reflect
broad financial market uncertainty and a generally unfavorable
market sentiment towards financial firms. In fact, the spread of
debt guaranteed by the FDIC under the Temporary Liquidity Guar-
antee Program over Treasuries is larger than the spread on GSE
debt.

Financial firms, including those with a AAA-rating, saw their
borrowing costs increase sharply, both in absolute terms and rel-
ative to Treasury yields, during the same two months, even as the
Federal Reserve continued to lower the federal funds target rate.
Merrill Lynch data show that the effective yield on AAA-rated cor-
porate debt issued by financial firms increased by 140 basis points
between September and October, before declining somewhat in No-
vember. Lower-rated corporate debt experienced even more signifi-
cant increases over the same period of time.

The primary purpose of the FDIC’s Temporary Liquidity Guar-
antee Program is to provide liquidity in the inter-bank lending
market and promote stability in the long-term funding market
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where liquidity has been lacking during much of the past year.
While the FDIC’s action was focused primarily on helping to re-
store a stable funding source for banks and thrifts, we believe that
such liquidity can, in turn, help promote lending to consumers and
small businesses, which would have a considerable benefit to the
U.S. economy, in general, and financial firms, including mortgage
lenders and GSEs. Nevertheless, partly to mitigate any potential
effect of the FDIC guarantee on funding costs for GSEs, the federal
banking agencies have agreed to assign a 20 percent risk weight
to debt guaranteed by the FDIC (rather than the zero risk
weighting that is assigned to debt guaranteed by a U.S. Govern-
ment agency that is an instrumentality of the U.S. Government
and whose obligations are fully and explicitly guaranteed as to the
timely repayment of principal and interest by the full faith and
credit of the U.S. Government).

Q.3. The FFIEC has proposed a rule that would lower the capital
risk weighting that banks assign to Fannie Mae and Freddie Mac
debt from 20 to 10 percent, but does not change the treatment for
FHLB debt. Has any consideration been given to giving the same
treatment to FHLB debt? Will FDIC-guaranteed unsecured bank
debt have a comparable risk weight?

A.3. On September 6, 2008, the Treasury and Federal Housing Fi-
nance Agency (FHFA) placed Fannie Mae and Freddie Mac into
conservatorship, administered by the FHFA. The next day, Sep-
tember 7, 2008, the Treasury announced the establishment of the
Government Enterprise Credit Facility and entered into senior pre-
ferred stock purchase agreements (the Agreements) with Fannie
Mae and Freddie Mac. These Agreements are intended to ensure
that Fannie Mae and Freddie Mac maintain a positive net worth
and effectively support investors that hold debt and mortgage-
backed securities issued or guaranteed by these entities.

On October 27, 2008, the Federal Deposit Insurance Corporation,
Board of Governors of the Federal Reserve System, Office of the
Comptroller of the Currency, and Office of Thrift Supervision (to-
gether, the Agencies) published in the Federal Register a Notice of
Proposed Rulemaking that would permit a banking organization to
reduce to 10 percent from 20 percent the risk weight assigned to
claims on, and the portions of claims guaranteed by, Fannie Mae
and Freddie Mac (the NPR).1 As proposed, the NPR would permit
a banking organization to hold less capital against debt issued or
guaranteed by Fannie and Freddie. The preferential risk weight
would be available for the duration of the Treasury’s Agreements.

The NPR requested comment on the proposed regulatory capital
treatment for debt issued or guaranteed by Fannie Mae and
Freddie Mac and whether the Agencies should extend this capital
treatment to debt issued or guaranteed by other government-spon-
sored entities (GSEs), such as the Federal Home Loan Banks
(FHLBanks). The comment period for the NPR closed on November
26, 2008, and the Agencies received more than 200 public com-
ments. Most of the commenters support lowering the risk weight
for debt issued or guaranteed by the FHLBanks to narrow the cred-
it spread between Fannie Mae and Freddie Mac debt and

173 Fed. Reg. 63656.



107

FHLBank debt. The Agencies are reviewing the comments and de-
termining whether a 10 percent risk weight is appropriate for a
banking organization’s exposure to a GSE.

On November 26, 2008, the FDIC published in the Federal Reg-
ister a final rule implementing the Temporary Liquidity Guarantee
Program.2 Under the Temporary Liquidity Guarantee Program, the
FDIC will guarantee the payment of certain newly issued senior
unsecured debt issued by banking organizations and other “eligi-
ble” entities. Consistent with the existing regulatory capital treat-
ment for FDIC-insured deposits, the Agencies will assign a 20 per-
cent risk weight to debt guaranteed by the FDIC.

Q4. I commend you for aggressively pursuing loan modifications of
the IndyMac loans that the FDIC now services. Please elaborate on
the following three points that you make in your testimony that I
want to explore further:

Q.4.a. You state that you have established a program to systemati-
cally modify troubled loans that IndyMac serviced. Please give us
more details about this approach and how it differs from modifying
loans on a case-by-case basis. Is there really such a thing as a sys-
tematic approach to loan modification, or do you have to touch
every loan as you would on a case-by-case basis?

A.4.a. The FDIC’s loan modification program at IndyMac provides
a streamlined and systematic approach to implementing affordable
and sustainable loan modifications. By establishing clear guidelines
for loan modifications determined by an affordability metric based
on mortgage debt-to-gross income, the loan modification program
allows servicers to apply the model to thousands of mortgages
quickly, while defining for each loan how to achieve the targeted
DTI. By using a waterfall of three basic loan modification tools—
interest rate reductions, term or amortization extensions, and prin-
cipal deferment—it is relatively simple to run thousands of loans
through a computerized analysis of the necessary combination of
tools needed to achieve an affordable and sustainable payment. A
standardized net present value analysis, also computerized, allows
IndyMac to ensure that its modifications provide a better value to
the FDIC or investors in securitized or purchased loans. All
IndyMac modifications are based on verified income information
from third party sources such as the Internal Revenue Service or
employers.

This is very different from the loan-by-loan approach used by
most servicers, which seeks to gather detailed financial information
from borrowers—usually based on verbal statements—and get the
highest possible monthly payment while leaving the borrower with
a set amount of ‘disposable income.” While this approach may ap-
pear to offer a more customized approach, it has often meant that
servicers relied on stated income and stated expenses to achieve a
short-term solution that continued to place the borrower in a pre-
carious and unsustainable payment. The difficulty with this ap-
proach is demonstrated by the high redefault rates reported by
some servicers.

The FDIC Loan Modification Program at IndyMac achieves an
affordable payment through a three step waterfall process:

273 Fed. Reg. 72244.
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» Interest Rate Reduction: Cap the interest rate at the Freddie
Mac Weekly Survey Rate for the balance of the loan term and,
if needed to reach the DTI target, reduce the interest rate in-
crementally to as low as 3 percent and re-amortize the prin-
cipal balance over the remaining amortization term. The inter-
est rate charged will not be greater than the current Freddie
Mac Weekly Survey Rate at the time of modification. The re-
duced rate remains in effect for at least 5 years.

If the target debt-to-income ratio has not been achieved, proceed
to the next step.

» Extended Amortization Term: For loans with original terms of
30 years or less, re-amortize the principal balance at the re-
duced interest rate (3 percent floor) over an extended amortiza-
tion term of 40 years from the original first payment date.

If the target debt-to-income ratio has not been achieved, proceed
to the next step.

» Partial Principal Forbearance: Defer a portion of the principal
balance for amortization purposes, and amortize over a 40—
year period at the reduced interest rate (3 percent floor). The
remaining principal balance remains as a zero interest, zero
payment portion of the loan. The repayment of the deferred
principal will be due when the loan is paid in full.

Of the loan modification offers made at IndyMac thus far, 73 per-
cent required rate reduction only, 21 percent required rate reduc-
tion and term extension, and 6 percent required rate reduction,
term extension, and principal forbearance.

Q.4.b. Your testimony says that modifications are only offered
where they are profitable to IndyMac or investors in securitized or
whole loans. Are you finding that most modifications are profitable,
and if so, please explain how you determine that they are more
profitable than foreclosures?

A.4.b. Yes. While there are always some proportion of delinquent
mortgages where a modification will not provide the best alter-
native to preserve value for the mortgage, many mortgages can be
modified successfully while gaining the best value compared to
foreclosure. One illustration of this fact is the net present value
comparisons between the modified mortgage and foreclosure for the
more than 8,500 completed modifications at IndyMac. To date, on
average, the net present value of completed modifications at
IndyMac has exceeded the net present value of foreclosure by
$451)1,918 for total savings compared to foreclosure of more than $423
million.

As conservator, the FDIC has a responsibility to maximize the
value of the loans owned or serviced by IndyMac Federal. Like any
other servicer, IndyMac Federal must comply with its contractual
duties in servicing loans owned by investors. Consistent with these
duties, we have implemented a loan modification program to con-
vert as many of these distressed loans as possible into performing
loans that are affordable and sustainable over the long term. This
action is based on the FDIC’s experience in applying workout pro-
cedures for troubled loans in a failed bank scenario, something the
FDIC has been doing since the 1980s. Our experience has been
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that performing loans yield greater returns than non-performing
loans.

The FDIC’s Loan Modification Program at IndyMac is primarily
based on four principles:

(1) Affordable and sustainable modifications generally provide
better value than foreclosure to lenders and investors, and to
the IndyMac conservatorship and the FDIC’s Deposit Insur-
ance Fund. Modifications that exceed the net present value
of foreclosure generally are consistent with servicing agree-
ments and protect the interests of investors in securitized
mortgages.

(2) Sustainable loan modifications must be affordable for the life
of the loan. As a result, the Loan Modification Program is
based on a first lien mortgage debt-to-gross income ratio
ranging from 38 percent to 31 percent. The modifications use
a combination of interest rate reductions, term extensions,
and principal deferment to achieve affordable payments. The
interest rate on the modified mortgages is capped at a prime
conforming loan rate reported by the Freddie Mac Weekly
Survey. The interest rate can be reduced to as low as 3 per-
cent for five years in order to achieve an affordable payment
followed by gradual interest rate increases of 1 percent per
year until the Freddie Mac Weekly Survey rate is reached.

(3) All modifications should be based on verified income informa-
tion, not stated income. This is essential to establish afford-
ability.

(4) A streamlined and systematic modification process is essen-
tial to address the volume of delinquent mortgages in today’s
market. The FDIC, along with many mortgage servicers, has
adopted a more streamlined process focused on modifying
troubled mortgages based on a simple debt-to-income ratio
since it is easy to apply and avoids costly and unnecessary
foreclosures for many more borrowers.

The Program results in a positive outcome for investors and bor-
rowers as investor loss is minimized and the borrower receives a
sustainable long-term modification solution. The Program requires
full income documentation in order to minimize redefault and en-
sure the affordability standard is uniformly implemented. The
gross monthly income for all borrowers who have signed the mort-
gage note must be supported by either the prior year’s tax returns
or recent pay stubs.

Q.4.c. You state that securitization agreements typically provide
servicers with sufficient flexibility to apply the modification ap-
proach you are taking for the IndyMac loans. Given this flexibility,
why are so few loan modifications being made?

A.d.c. While the securitization agreements do typically provide
servicers with sufficient flexibility, many servicers have been reluc-
tant to adopt the streamlined modification protocols necessary to
stem the rate of unnecessary foreclosures due to concerns about
challenges from investors, a tendency to continue prior practices of
focusing on loan-by-loan customized modifications, and by staffing
limitations.
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At IndyMac, of the more than 45,000 mortgages that were poten-
tially eligible for modification, IndyMac has mailed modification of-
fers to more than 32,000 borrowers. Some proportion of the remain-
der do not pass the NPV test and others must be addressed
through more customized approaches. So far, IndyMac has com-
pleted income verification on more than 8,500 modifications and
thousands more have been accepted and are being processed and
verified.

As the FDIC has proven at IndyMac, streamlined modification
protocols can have a major impact in increasing the rates of sus-
tainable modifications. However, even there, challenges in con-
tacting borrowers and in getting acceptance of the modification of-
fers can inhibit the effectiveness of modification efforts. These are
challenges that we have sought to address by working closely with
HUD-approved, non-profit homeownership counseling agencies,
such as those affiliated with NeighborWorks. In addition, we have
sought to reach out to local community leaders and provide cooper-
ative efforts to contact borrowers at risk of foreclosure. These ef-
forts, which many servicers are starting to pursue, should be a
focus of efforts by all servicers going forward.

In addition, servicers’ concerns over challenges from investors
makes adoption of a national program to provide incentives from
federal funds a critical part of the strategy to achieve the scale of
modifications necessary to address our housing crisis. To address
conflicting economic incentives and fears of re-default risk, the
FDIC has proposed that the government offer an administrative fee
to servicers who systematically modify troubled loans and provide
loss sharing to investors to cover losses associated with any re-
defaults. These financial incentives should make servicers and in-
vestors far more willing to modify loans. This proposal addresses
the biggest disincentive to modify troubled mortgages—the poten-
tial for greater losses if a modified loan redefaults and foreclosure
is necessary some months in the future in a declining housing mar-
ket. As a result, the FDIC proposal is designed to cover a portion
of the losses that could result if the modified mortgage redefaults.
This will provide practical protection to servicers by allowing easier
proof for the value of the modification and eliminate investors’ pri-
mary objection to streamlined modifications. We have estimated
the costs of this program to be about $25 billion. To protect tax-
payers and assure meaningful loan modifications, the program
would require that servicers truly reduce unaffordable loan pay-
ments to an affordable level and verify current income, and that
borrowers make several timely payments on their modified loans
before those loans would qualify for coverage. This proposal is de-
rived from loss sharing arrangements the FDIC has long used to
maximize recoveries when we sell troubled loans. We believe this
or some similar program of financial incentives is necessary to
achieve loan modifications on a national scale to halt the rising tide
of foreclosures and the resulting economic problems.

Q.5. Each agency represented at the hearing has aggressively used
the tools at their disposal in dealing with the crisis. However,
sometimes the use of those tools has led to unintended con-
sequences. For instance, when the Treasury Department guaran-
teed money market funds, it led to a concern on deposit insurance
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and bank accounts. When the FDIC guaranteed bank debt, it had
an effect on GSE borrowing costs, which in turn directly affects
mortgage rates.

Acknowledging that there is often a need to act quickly in these
circumstances, please explain what steps and processes you have
employed to inform other agencies about significant actions you un-
dertake to ensure that there are not serious adverse unintended
Cﬁnsequences and that your actions are working in concert with
theirs.

A.5. The FDIC’s Temporary Liquidity Guarantee Program was cre-
ated during intensive discussions between the FDIC, the Depart-
ment of the Treasury and the Federal Reserve over the Columbus
Day weekend (October 11-13) and announced on October 14. Over
the next several weeks, the FDIC adopted an Interim Rule, an
Amended Interim Rule and a Final Rule. The FDIC’s Interim Final
Rule adopted on October 23 specifically requested comments on the
Temporary Liquidity Guarantee Program and the FDIC received
over 750 comments, including comments from other government
agencies. During this process, the FDIC had frequent discussions
with the Treasury, the Federal Reserve, the Office of the Comp-
troller of the Currency and the Office of Thrift Supervision about
various aspects of the program and its potential consequences.
With regard to concerns that the actions by the FDIC to guar-
antee bank debt had an effect on GSE borrowing costs, as dis-
cussed above, the spread of debt issued by Government-sponsored
enterprises (GSEs), including Fannie Mae, Freddie Mac, and Fed-
eral Home Loan Banks (FHLBs), over Treasuries increased consid-
erably in October and November although the overall cost of fund-
ing declined. According to Merrill Lynch data on U.S. bond yields,
the spread between AAA-rated agency debt and Treasuries in-
creased by nearly 40 basis points between September and Novem-
ber 2008. We believe these developments primarily reflect broad fi-
nancial market uncertainty and a generally unfavorable market
sentiment towards financial firms. In fact, the spread of debt guar-
anteed by the FDIC under the Temporary Liquidity Guarantee Pro-
gram over Treasuries is larger than the spread on GSE debt.
Financial firms, including those with a AAA-rating, saw their
borrowing costs increase sharply, both in absolute terms and rel-
ative to Treasury yields, during the same two months, even as the
Federal Reserve continued to lower the federal funds target rate.
Merrill Lynch data show that the effective yield on AAA-rated cor-
porate debt issued by financial firms increased by 140 basis points
between September and October, before declining somewhat in No-
vember. Lower-rated corporate debt experienced even more signifi-
cant increases over the same period of time. The primary purpose
of the FDIC’s Temporary Liquidity Guarantee Program is to pro-
vide liquidity in the inter-bank lending market and promote sta-
bility in the long-term funding market where liquidity has been
lacking during much of the past year. While the FDIC’s action was
focused primarily on helping to restore a stable funding source for
banks and thrifts, we believe that such liquidity can, in turn, help
promote lending to consumers and small businesses, which would
have a considerable benefit to the U.S. economy, in general, and fi-
nancial firms, including mortgage lenders and GSEs. Nevertheless,
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partly to mitigate any potential effect of the FDIC guarantee on
funding costs for GSEs, the federal banking agencies have agreed
to assign a 20 percent risk weight to debt guaranteed by the FDIC
(rather than the zero risk weighting that is assigned to debt guar-
anteed by a U.S. Government agency that is an instrumentality of
the U.S. Government and whose obligations are fully and explicitly
guaranteed as to the timely repayment of principal and interest by
the full faith and credit of the U.S. Government).

RESPONSE TO WRITTEN QUESTIONS OF SENATOR ENZI FROM
SHEILA C. BAIR

Q.1. I was happy to note in your testimony that you discussed the
need to stop unnecessary foreclosures. You mentioned the FDIC’s
work as conservator of IndyMac and your participation in the Hope
for Homeownership program as recent examples of your effort.
Does the FDIC plan to develop a new program to extend loan modi-
fications to a broader pool of mortgages than those held by
IndyMac? How would such a program work and what would its im-
pact be on mortgage investors? Where would the FDIC derive au-
thority for such a program?

A.1. In mid-November, the FDIC announced a new proposal for
loan modifications that is similar to the program we developed at
IndyMac. Both target borrowers who are 60 days or more past due,
and both seek to apply a consistent standard for affordable first-
lien mortgage payment. The new FDIC proposal has a 31 percent
debt-to-income ratio, whereas IndyMac modifications are designed
to achieve a 38 percent debt-to-income ratio, but can go as low as
31 percent.

The FDIC’s proposal is designed to promote wider adoption of
systematic loan modifications by servicers through the use of pay-
ment incentives and loss-sharing agreements, and thus reach more
troubled borrowers. Specifically, to encourage participation, funds
from the Troubled Asset Relief Program (TARP) would be used to
pay servicers $1,000 to cover expenses for each loan modified ac-
cording to the required standards. In addition, TARP funds would
be used to provide guarantees against the losses that lenders and
investors could experience if a modified loan should subsequently
redefault. The guarantee would be paid only if the modification met
all prescribed elements of the loan modification program, if the bor-
rower made at least 3 monthly payments under the modified loan,
and if the lender or servicer met the other elements of the pro-
gram.

The impact of this new proposal will be less costly than the
lengthy and costly alternative of foreclosure, where direct costs can
total between 20 and 40 percent of a property’s market value. We
expect about half of the projected 4.4 million problem loans be-
tween now and year-end 2009 can be modified. Assuming a re-
default rate of 33 percent, this plan could reduce the number of
foreclosures during this period by some 1.5 million at a projected
program cost of $24.4 billion.

We believe that Section 109 of the EESA provides authority for
this proposal. Section 109 provides that “the Secretary may use
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loan guarantees and credit enhancements to facilitate loan modi-
fications to prevent avoidable foreclosures.”

Q.2. Has the FDIC given any further consideration to the FDIC’s
own Home Ownership Preservation Loan program? I believe this
program is a good way to avoid foreclosures and severe mortgage
modifications at the same time. If this program is no longer being
considered, why?

A.2. When the FDIC proposed the Home Ownership Preservation
(HOP) Loan program in May 2008, we noted that congressional ac-
tion would be required to authorize the Treasury Department to
make HOP loans. We believe that the HOP Loan program could be
an important tool for avoiding unnecessary foreclosures in combina-
tion with other tools. As the housing market and home prices have
continued to decline, we have suggested the loss guarantee ap-
proach discussed above as a way of streamlining and increasing the
scale of loan modifications.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR DODD
FROM NEEL KASHKARI

Q.1. On October 20, 2008, Secretary Paulson said that Treasury’s
infusion of capital in financial institutions through the purchase of
preferred stock is intended “to increase the confidence of our banks,
so that they will deploy, not hoard, their capital. And we expect
them to do so.” I share that expectation. As I indicated at the hear-
ing, I feel that Treasury should ask banks that receive these cap-
ital infusions provided by the taxpayers to make more loans to en-
tities in the community and to not hoard the money. You said
Treasury shares this view and that you “want our financial institu-
tions lending in our communities.” Within our communities, small
private colleges serve important roles and many of them have bor-
rowing relationships with banks. The credit crisis has made some
creditworthy schools concerned that the banks from which they
have borrowed in the past will be unwilling to lend to them on rea-
sonable terms in the future.

Q.1.a. Does Treasury believe that banks which receive capital in-
jections should be encouraged to continue to lend to the credit-
worthy customers, including small private colleges and universities,
with which they have done business in the past? If so, will Treas-
ury encourage such lending?

A.l.a. Treasury believes that the banks that received investments
from the Capital Purchase Program (CPP) should continue to make
credit available in their communities. By injecting new capital into
healthy banks, the CPP has helped banks maintain strong balance
sheets and eased the pressure on them to scale back their lending
and investment activities. However, we expect banks to continue
their lending in a safe and sound manner and that institutions
must not repeat the poor lending practices that were a root cause
of today’s problems. To that effect, we firmly support the statement
by bank regulators on November 12, 2008 to that effect. The state-
ment emphasized that the extraordinary government actions taken
to strengthen the banking system are not one-sided; all banks—not
just those participating in CPP—have benefitted from the govern-
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ment’s actions. Banks, in turn, have obligations to their commu-
nities to continue to make credit available to creditworthy bor-
rowers and to work with struggling borrowers to avoid preventable
foreclosures.

Q.1.b. What specific conditions or assurances has Treasury re-
quired to ensure that banks do not hoard the capital?

A.1.b. The Treasury has not imposed specific conditions on how
banks can use funds obtained from the CPP. The purpose of the
CPP is to stabilize financial markets and restore confidence, includ-
ing by strengthening banks’ balance sheets so that they can better
weather the deleveraging process associated with the current eco-
nomic downturn. The CPP funds were not costless to the recipient
institutions: the preferred shares carry a 5 percent dividend rate
and the recipients will need to put those funds to a productive use
or they will lose money. The banks will have strong economic in-
centives to deploy the capital profitably. Banks are in the business
of lending and they will provide credit to sound borrowers when-
ever possible. They may also use the capital to absorb losses as
part of loan write-downs and restructurings. If a bank doesn’t put
the new capital to work earning a profit or reducing a loss, its re-
turns for its shareholders will suffer.

However, Treasury did design important features into our invest-
ment contracts to limit what banks can do with the money: one,
Treasury barred any increase in dividends for 3 years; two, Treas-
ury restricted share repurchases. Increasing dividends or buying
back shares would undermine our policy objective by taking capital
out of the financial system.

In addition, Treasury has been working with the banking regu-
lators to design a program to measure the activities of banks that
have received TARP capital. We plan to use quarterly call report
data to study changes in the balance sheets and intermediation ac-
tivities of institutions we have invested in and compare their ac-
tivities to a comparable set of institutions that have not received
TARP capital investments. Because call report data are collected
infrequently, we also plan to augment that analysis with a selec-
tion of data we plan to collect monthly from the largest banks we
have invested in for a more frequent snapshot.

Thus, Treasury does not believe that banks will “hoard” the cap-
ital, but rather utilize this additional capital in a safe and sound
manner. We expect communities of all sizes to benefit from the in-
vestments into these institutions, which now have an enhanced ca-
pacity to perform their vital functions, including lending to U.S.
consumers and businesses and promoting economic growth. The in-
creased lending that is vital to our economy will not materialize as
fast as many of us would like, but it will happen much faster as
a result of deploying resources from the TARP to stabilize the sys-
tem and increase capital in our banks.

Q.1.c. What assurances have you received from these banks that
they will employ the capital to prevent foreclosures?

A.l.c. Treasury believes that banks will employ this additional cap-
ital in a manner that best benefits their communities. Some insti-
tutions may use the funds to continue lending to community insti-
tutions (such as private universities), while other institutions may
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employ the funds to originate new residential mortgages or to re-
structure existing mortgages. In our private conversations with
bankers receiving CPP funds, many institutions have stated that
preventing foreclosures is a high priority for them.

Q.2. In implementing the Capital Purchase Program (CPP), what
steps has the Treasury Department taken to ensure that all finan-
cial institutions that participate will receive similar accounting
treatment in the determination of the value of the institution’s risk
weighted assets?

Q.2.a. What specific steps is the Treasury Department taking to co-
ordinate the assessments by the various primary regulators?

A.2.a. The federal banking agencies, working in conjunction with
the Treasury, developed a common application form that was used
by all qualified financial institutions to apply for CPP funds. In ad-
dition, the Treasury worked closely with the bank regulators to es-
tablish a standardized evaluation process, and all regulators use
the same standards to review all applications to ensure consist-
ency.

Applications are submitted to an institution’s primary federal
regulator. Once a regulator has reviewed an application, it will
take one of the following three actions: (1) for applications it does
not recommend, it may encourage the institution to withdraw the
application; (2) for applications it strongly believes should be in-
cluded in the program, it directly sends the application and its rec-
ommendation to the TARP Investment Committee at the Treasury;
(3) for cases that are less clear, the regulator will forward the ap-
plication to a Regulatory Council, made up of senior representa-
tives of the four banking regulators, for a joint review and rec-
ommendation.

The Treasury TARP Investment Committee reviews all rec-
ommendations from the regulators. This committee includes our
top officials on financial markets, economic policy, financial institu-
tions, and financial stability, as well as the Chief Investment Offi-
cer for the TARP, who chairs the Committee. This is a Treasury
program and Treasury makes the final decision on any invest-
ments. The Investment Committee gives considerable weight to the
recommendations of the banking regulators. In some cases, the
Committee will send the application back to the primary regulator
for additional information, or even remand it to the Regulatory
Council for further review. At the end of the evaluation process,
Treasury notifies all approved institutions.

Q.2.b. What lessons learned can you report from the assessment
process for the first nine institutions which participated in the
CPP?

A.2.b. This process has worked well. Each institution that has re-
ceived CPP funds has been thoroughly scrutinized. Although the
process is very labor and time intensive, the Treasury believes it
is necessary to fully protect the interests of the taxpayer.

Q.3. A stated legislative purpose of EESA is that the Treasury De-
partment use the funds’ in a manner that preserves homeowner-
ship and promotes jobs and economic growth.” What specific steps
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has the Treasury Department undertaken to ensure that the funds
are being used to accomplish this objective?

A.3. The purpose of the EESA was to stabilize our financial system
and to strengthen it. It was not a panacea for all our economic dif-
ficulties. The crisis in our financial system had already spilled over
into our economy and hurt it. It will take a while to get lending
going and to repair our financial system, which is essential to eco-
nomic recovery. However, this will happen much faster as the re-
sult of TARP actions.

The most important thing Treasury can do to mitigate the hous-
ing correction and reduce the number of foreclosures is to stabilize
financial markets, restoring the flow of credit and increasing access
to lower-cost mortgage lending. The actions we have taken to sta-
bilize and strengthen Fannie Mae and Freddie Mac, and through
them to increase the flow of mortgage credit, together with the
CPP, are powerful actions to promote mortgage lending. Treasury
is working actively to stabilize housing markets and reduce pre-
ventable foreclosures, and has succeeded by undertaking the fol-
lowing initiatives:

« HOPE NOW: In October 2007, Treasury actively helped facili-
tate the creation of the HOPE NOW Alliance, a private sector
coalition of mortgage market participants and non-profit hous-
ing counselors. HOPE NOW servicers represent more than 90
percent of the subprime mortgage market and 70 percent of
the prime mortgage market. Since inception, HOPE NOW has
kept roughly 2.9 million homeowners in their homes through
modifications and repayment plans, and it is currently helping
more than 200,000 borrowers per month.

o Stabilizing Fannie Mae and Freddie Mac: Treasury took ag-
gressive actions in 2008 to stabilize and strengthen Fannie
Mae and Freddie Mac, and prevent the collapse of two institu-
tions with $5.4 trillion in debt and mortgage-backed securities
held by investors and financial institutions throughout the
United States and the world. The systemic importance of these
two enterprises, and the systemic impact of a collapse of either,
cannot be overstated. Treasury’s efforts to stabilize them by ef-
fectively guaranteeing their debt has increased the flow of
mortgage credit and insulated mortgage rates from the rapid
increases and fluctuations in the cost of other credit.

» Hope for Homeowners: On October 1, 2008, HUD implemented
Hope for Homeowners, a new FHA program, available to lend-
ers and borrowers on a voluntary basis that insures refinanced
affordable mortgage loans for distressed borrowers to support
long-term sustainable homeownership.

» Streamlined Loan Modification Program: On November 11,
2008, Treasury joined with the FHFA, the GSEs, and HOPE
NOW to announce a major streamlined loan modification pro-
gram to move struggling homeowners into affordable mort-
gages. The program, implemented on December 15, creates
sustainable monthly mortgage payments by targeting a bench-
mark ratio of housing payments to monthly gross household in-
come (38%). Additionally, on November 20, Fannie Mae and
Freddie Mac announced that they would suspend foreclosure
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sales and cease evictions of owner-occupied homes from
Thanksgiving until January 9th to allow time for implementa-
tion of the modification program.

* Subprime Fast-Track Loan Modification Framework: Treasury
worked with the American Securitization Forum to develop a
loan modification framework to allow servicers to modify or re-
finance loans more quickly and systematically. Subprime ARM
borrowers who are current but ineligible to refinance may be
offered a loan modification freezing the loan at the introduc-
tory rate for five years.

Q4. If there were a troubled asset that threatened the viability of
critically important public infrastructure systems, would EESA
provide the Treasury Department the authority to purchase such
a troubled asset? Would you interpret such a purchase to be con-
sistent with the purposes of the Act?

A.4. According to the EESA, the Secretary of the Treasury may
purchase from a financial institution any financial instrument, that
he determines, after consultation with the Chairman of the Board
of Governors of the Federal Reserve System to be necessary to pro-
mote financial market stability. In such an instance, the Secretary
must transmit such a determination to the appropriate committees
of Congress. The Secretary will make those decisions on a case-by-
case basis.

Q.5. During the discussions leading to the passage of the Emer-
gency Economic Stabilization Act of 2008, Treasury asked for $700
billion primarily to purchase troubled assets at auction. Secretary
Paulson testified that “This troubled asset purchase program on its
own is the single most effective thing we can do to help home-
owners, the American people and stimulate our economy.” [Senate
Banking Committee hearing on September 23, 2008.] Days after
enactment of the law, Treasury changed its main focus from asset
purchases and decided to first infuse capital in large financial insti-
tutions. Please describe the analysis that supported the initial
Treasury plan and identify the assumptions that later proved to be
inaccurate, causing Treasury to abruptly change the principle focus
of the TARP to buying preferred stock.

A.5. In the discussions with the Congress in mid-September during
consideration of the financial rescue package legislation, Treasury
focused on an initial plan to purchase illiquid mortgage assets in
order to remove the uncertainty regarding banks’ capital strength.
At the same time, Treasury worked hard with the Congress to
build maximum flexibility into the law to enable Treasury to adapt
our policies and strategies to address market challenges that may
arise.

In the weeks after Secretary Paulson and Chairman Bernanke
first went to the Congress, global and domestic financial market
conditions deteriorated at an unprecedented and accelerating rate.
One key measure Treasury assessed was the LIBOR-OIS spread—
a key gauge of funding pressures and perceived counterparty credit
risk. Typically, 5-10 basis points, on September 1, the one-month
spread was 47 basis points. By September 18th, when Treasury
first went to Congress, the spread had climbed 88 basis points to
135 basis points. By the time the bill passed, just two week later
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on October 3, the spread had climbed another 128 basis points to
263 basis points. By October 10, LIBOR-OIS spread rose another
75 basis points to 338 basis points. During this period, credit mar-
kets effectively froze. The commercial paper market shut down, 3-
month Treasuries dipped below zero, and a money market mutual
fund “broke the buck” for only the second time in history, precipi-
tating a $200 billion net outflow of funds from that market.

Given such market conditions, Secretary Paulson and Chairman
Bernanke recognized that Treasury needed to use the authority
and flexibility granted under the EESA as aggressively as possible
to help stabilize the financial system. They determined the fastest,
most direct way was to increase capital in the system by buying eq-
uity in healthy banks of all sizes. Illiquid asset purchases, in con-
trast, require much longer to execute and would require a massive
commitment of funds.

Treasury immediately began designing a capital program to com-
plement the asset purchase programs under development. Since
launching the program on October 14, 2008, Treasury has invested
$192.3 billion of the $250 billion Capital Purchase Program in 257
institutions in 42 states across the country, as well as Puerto Rico.

Following that, as Treasury continued very serious preparations
and exploration of purchasing illiquid assets, scale became a factor;
for an asset purchase program to be effective, it must be done on
a very large scale. With $250 billion allocated for the CPP, Treas-
ury considered whether there was sufficient capacity in the TARP
for an asset purchase program to be effective. In addition, each dol-
lar invested in capital can have a bigger impact on the financial
system than a dollar of asset purchase; capital injections provide
better “bang for the buck.”

It also became clear that there was a need for additional capital
for non-bank financial institutions and support of the non-bank fi-
nancial market. A large contingency also arose that threatened the
financial system, as Treasury had to restructure the Federal Re-
serve’s loan to AIG, using $40 billion of TARP funds. This action
was taken to prevent the collapse of a systemically significant fi-
nancial institution and the impact such a collapse would have on
the system and economy. In addition, Treasury was required to use
TARP funds to support Citigroup.

Treasury also realized that it would have to take actions to sup-
port the non-banking market, a critical source of funds for con-
sumers and small and large businesses, by supporting the
securitization market. Such measures would help bring down inter-
est rates on auto loans, credit cards, student loans and small busi-
ness loans and could be achieved with a more modest allocation
from the TARP. Therefore, Treasury committed to provide $20 bil-
lion of TARP resources in support of a $200 billion Federal Reserve
facility—the Term Asset-Backed Securities Loan Facility (TALF).

As such, Treasury’s assessment at this time is that the purchase
of illiquid mortgages and mortgage-related securities is not the
most effective way to use TARP funds.

Q.6. The conservatorship of Fannie Mae and Freddie Mac has re-
sulted in the unintended consequence of increasing the borrowing
costs for the Federal Home Loan Banks (FHLBs) since the markets
apparently now view them as having a more distant relationship
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to the government than the GSEs in conservatorship. Additionally,
the decision by the FDIC to guarantee senior debt of financial insti-
tutions has raised funding costs for Fannie Mae and Freddie Mac
because the market apparently does not view the $200 billion back-
stop provided to the enterprises as an equivalent guarantee. Given
the stated purpose of putting the enterprises in conservatorship—
to ensure a stable housing market, to lower mortgage interest
rates, and to make sure the enterprises could actively purchase
agency MBS—what steps is the Treasury considering to address
these problems?

A.6. Treasury, working in concert with the Federal Reserve and
FHFA, has been closely monitoring financial markets, particularly
credit markets in terms of the impact and consequences of our ac-
tions. While the GSEs and not the Federal Home Loan Banks were
placed into conservatorship with access to $100 billion through the
senior preferred purchase agreement, all three entities have access
to the GSE Credit Facility which Treasury established at the time
of conservatorship. As a result, all three entities, including the
FHLB, have access to enormous liquidity limited only by the
amount of collateral which they have on their balance sheet. This
credit facility was established specifically to level the playing field
for the FHLBs. Furthermore, Treasury’s purchases of MBS of FRE
and FNM since September, also set up after the conservatorship,
have instilled confidence in the overall mortgaged-backed securities
(MBS) markets. The recent actions by the Federal Reserve Bank of
New York to purchase the debt and MBS of the GSEs have also
added confidence, thus lowering borrowing costs across the board,
including those of FHLB. In fact, since the conservatorship was an-
nounced, the spread on FHLB 2-year debt, a benchmark issue, has
declined from nearly 86 basis points above the comparable two-year
Treasury to less than 45 basis points—in line with that of FNM
and FRE—an enormous difference in borrowing costs and a pri-
mary result of the joint actions of Treasury and the Federal Re-
serve.

With regard to the FDIC guaranteed debt portfolio, while these
securities have an explicit FDIC guarantee, they still do not pos-
sess the liquidity and depth of the GSE Agency or Treasury mar-
kets. Hence, some large institutions cannot be as actively involved
in these markets since they need to purchase in very large size. As
an example, about $115 billion of FDIC bank debt has been issued,
while the agencies have over $3 trillion in debt outstanding. Par-
tially as a result of this, the GSEs are able to borrow at a lower
spread to Treasuries than FDIC backed debt. In fact, as mentioned
above, 2—year benchmark FDIC backed debt on average trades 60
basis points above comparable 2-year Treasuries while GSE debt
trades about 45 basis points above such Treasuries—i.e. the GSE
borrowing costs are cheaper. Moreover, the life of the senior pre-
ferred agreement is in perpetuity for any debt issued between now
and December 31, 2009 and for any tenor, while the FDIC debt
program is limited to debt issued out three years and expires June
30, 2009—a major difference.

Q.7. As you know, since it was rescued by the Federal Reserve,
AIG was engaged in lobbying activities at the state level. Specifi-
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cally, the company was lobbying against certain requirements for
mortgage brokers. The company subsequently promised to stop
these activities. What steps has the Treasury Department taken to
make sure that the entities receiving federal assistance are not en-
gaged in lobbying, particularly in lobbying against important pro-
tections for borrowers? Did the Treasury Department consider put-
ting any lobbying restrictions on the entities that it funds under
the TARP?

A.7. As part of the agreement with AIG announced on November
10, 2008, AIG must be in compliance with the executive compensa-
tion requirements of Section 111 of EESA. AIG must comply with
the most stringent limitations on executive compensation for its top
five senior executive officers, and Treasury is requiring golden
parachute limitations and a freeze on the size of the annual bonus
pool for the top 60 company executives. Additionally, AIG must
continue to maintain and enforce newly adopted restrictions put in
place by the new management on corporate expenses and lobbying
as well as corporate governance requirements, including formation
of a risk management committee under the board of directors.

Q.8. I commend the Administration for following through with Sec-
tion 112 of EESA by convening an international summit on Novem-
ber 15. In announcing the summit yesterday, the White House ex-
plained that leaders of the G20 and key international financial in-
stitutions will review progress on measures taken to address the fi-
nancial crisis and to discuss principles for reform of regulatory and
institutional regimes going forward. Please describe what the
Treasury and Federal Reserve intend to accomplish through this
summit and the subsequent working group meetings that will fol-
low the summit—specifically, what types of principles for regu-
latory and institutional modernization will the United States pur-
sue in the international community? Will these principles include
protections for consumers and households which form the founda-
tion of economic prosperity in our country as well as other coun-
tries?

A.8. The international summit was extraordinarily successful. It
resulted in a five-page statement by the participating leaders as
well as a 47-point action plan of quite specific actions, both in the
near term and in the longer term. There were six key takeaways
from the summit. First, there was broad agreement on the impor-
tance of the countries of the G20 taking and implementing pro-
growth investment—pro-growth policies to stimulate our econo-
mies. Second, the leaders pledged to improve our regulatory re-
gimes so to ensure that all financial markets, all financial products,
and all financial market participants are subject to appropriate
regulation or oversight. Related to this was a pledge of enhancing
international cooperation among regulators and between regulators
and international financial institutions. Third, one of the signifi-
cant reforms that was agreed on was the need to reform inter-
national financial institutions to give greater representation to
emerging market and developing economies. Fourth, there was an
affirmation of free market principles, and, also importantly, the
leaders expressly rejected protectionism. The final takeaway was a
recognition and commitment to address the needs of the poorest,
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both by honoring our aid commitments, and by ensuring that the
World Bank and IMF are adequately resourced so that they can
help developing countries through this crisis. And here note was
taken of the new liquidity facilities of the IMF, as well as the re-
cent very large package announced by the World Bank, to support
needs for trade finance and promote infrastructure development.

Q.9. The Treasury announced plans to invest $250 billion to
strengthen the balance sheet of banks and the rest of the TARP
money to provide relief to banks struggling with troubled assets.
How much money will Treasury devote to provide relief for the mil-
lions of Americans struggling with troubled mortgages?

A.9. The existing TARP programs have exhausted the $350 billion
in TARP funds that already have been authorized by Congress. Not
all of those funds have yet been disbursed, and given the unpre-
dictability and severity of the current financial crisis, Treasury be-
lieves it is prudent to reserve some of our TARP capacity to main-
tain not only our flexibility in responding to unforeseen events, but
also that of the next Administration.

Separately from the TARP, Treasury has acted aggressively to
keep mortgage financing available and develop new tools to help
homeowners. Specifically, Treasury has achieved the following
three key accomplishments:

» To support the housing and mortgage market, Treasury acted
earlier this year to prevent the failure of Fannie Mae and
Freddie Mac, the housing GSEs that affect over 70 percent of
mortgage originations.

e October 2007, Treasury helped establish the HOPE NOW Alli-
ance, a coalition of mortgage servicers, investors and coun-
selors, to help struggling homeowners avoid preventable fore-
closures.

* Treasury worked with HOPE NOW, FHFA and the GSEs to
achieve a major industry breakthrough in November 2008 with
the announcement of a streamlined loan modification program

that builds on the mortgage modification protocol developed by
the FDIC for IndyMac.

Q.10. What is your position on the use of funds by financial institu-
tions under the CPP to acquire other institutions? Does your posi-
tion depend on whether the other institution is healthy or failing?

A.10. The Treasury believes that banks and their management and
shareholders are in the best position to determine whether acquisi-
tions or mergers make sense. Acquisitions and mergers in the
banking industry are also reviewed by the appropriate Federal
banking agencies, which must consider the impact on the relevant
communities as well as financial and managerial information. As
noted above, the purpose and the focus of the CPP is the stability
of the financial system. The program is not designed to, nor does
it focus on, encourage or discourage acquisitions or mergers.

More generally, Treasury believes that when failing bank is ac-
quired by a healthy bank, the community of the failing bank is bet-
ter off than if the bank had been allowed to fail. Branches and fi-
nancial services in that community are usually preserved. Costs to
the taxpayers via the FDIC deposit fund are also lower than had
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the bank been allowed to fail. Prudent mergers and acquisitions
can strengthen our financial system and our communities, while
protecting taxpayers.

Q.11. We have received reports that insurance companies are in
talks with Treasury to allow access to the TARP program.

Q.11.a. Has any decision been made about whether insurance com-
panies may take part in the TARP program, and what is the ra-
tionale for inclusion?

A.11.a. The Treasury Department is analyzing the inclusion of in-
surance companies, including how to apply the CPP to bank hold-
ing companies and thrift holding companies with insurance com-
pany subsidiaries.

Q.11.b. Given that insurance companies are not federally regulated
(at least, not on their insurance business), what exact oversight
will be done to ensure safety and soundness of the companies?

A.11.b. Regulation of insurance companies is undertaken at the
state level, not by the Treasury Department, and Treasury does not
interfere in these regulatory-supervisory matters. Treasury also
does not regulate the institutions which have chosen to participate
in the voluntary CPP program, as they are regulated by their pri-
mary Federal regulators.

Separately, in March of 2008, Treasury published an extensive
Blueprint for a Modernized Regulatory Structure that proposes a
framework and many specific recommendations for reforming our
financial regulatory system, including in the area of insurance.
However, Treasury is using TARP to stabilize the financial system
today, while regulatory modernization will likely take several years
to complete.

Q.12. Each agency represented at the hearing has aggressively
used the tools at their disposal in dealing with the crisis. However,
sometimes the use of those tools has led to unintended con-
sequences. For instance, when the Treasury Department guaran-
teed money market funds, it led to a concern on deposit insurance
and bank accounts. When the FDIC guaranteed bank debt, it had
an effect on GSE borrowing costs, which in turn directly affects
mortgage rates. Acknowledging that there is often a need to act
quickly in these circumstances, please explain what steps and proc-
esses you have employed to inform other agencies about significant
actions you undertake to ensure that there are not serious adverse
unintended consequences and that your actions are working in con-
cert with theirs.

A.12. Throughout the financial crisis, the Secretary has been in
very close contact with the other members of the President’s Work-
ing Group on Financial Markets (the Federal Reserve, the SEC,
and the CFTC) and the heads of the FDIC, OCC, and OTS. To the
maximum extent possible, programs have been developed coopera-
tively among these different agencies.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR DODD
FROM BRIAN D. MONTGOMERY

Q.1. You are rightly proud to have been able to launch the HOPE
for Homeowners plan in so short a period of time, and I thank you
and the other agencies involved for your efforts. In the end, of
course, the goal is to help homeowners. Please provide the Com-
mittee with information regarding your outreach efforts to lenders,
housing counselors, and borrowers. What steps have you taken to
sign up lenders? How many lenders are currently participating?
What steps have you taken to ensure borrowers know about the
program?

A.1. FHA conducted the first national training session for lenders
and counselors in Atlanta, Georgia, on November 13 and 14. Ap-
proximately 600 industry representatives attended the session.
FHA staff provided a comprehensive overview of the program, ex-
plaining everything from borrower eligibility criteria to servicing
requirements to FHA’s monitoring practices on HOPE for Home-
owners loans. The attendees were very attentive, asking excellent
questions and engaging in substantive dialogue.

The next national FHA training session will be at the
Neighborworks Training Institute, to be held in Washington, DC,
from December 8th through December 12th. Additional counselor-
specific training will be conducted in an on-line course offered by
Neighborworks as well. Other lender and counselor training ses-
iv,ionls will be performed on a smaller scale, at the local and regional
evel.

FHA has posted a calendar of training and outreach events on
the FHA.gov Web site, to provide consumers, counselors, and lend-
ers with a tool to look up events by date, location, sponsor, and in-
tended audience. The listing of events will be updated on a regular
basis, as the Board agencies continue to work with industry part-
ners to set up additional sessions. At each of the events, staff from
one or several of the HOPE for Homeowners Board agencies will
present information on the program. The Web-based calendar of
events can be found at www.fha.gov. As of November 20, 56 ses-
sions had been scheduled. The national training schedule and a de-
scription of the events held by headquarters staff are included as
attachments.

Recognizing that timely outreach from the lender community to
struggling consumers is critically important, a form has been added
to the Web site for FHA-approved lenders to sign up for the H4H
program. There are currently more than 200 brokers included on
the list, which is available for consumers on FHA.gov. Unfortu-
nately, we have had very few originating lenders sign up for the
program to date. The lending community not only needs time to
understand the unique statutory requirements of the H4H Program
but also to modify their protocols and practices, train their staff
and update their technology systems before they can responsibly
offer it to consumers. Consumers are strongly encouraged to con-
tact their servicing lender and any subordinate lien holders since
their participation is vital for a refinance into a HOPE for Home-
owners mortgage.

With regards to borrower outreach, FHA and our partner agen-
cies are executing an integrated consumer advertising campaign
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across a variety of media including radio, print, and the Internet.
We are engaging HUD’s target audiences through various online
channels, while maintaining the FHA.gov portal in support piece in
a variety of our marketing activities communications channel. We
have also leveraged HUD’s field network and industry partners to
expand reach. Two online applications are being developed by the
Federal Reserve to post on the FHA Web site. FHA also developed
an online training course for housing counselors with
Neighborworks that will be posted on the Web sites of both organi-
zations.

Q.2. What impediments do you see to the use of the HOPE for
Homeowners program?

A.2. There are a number of specialized requirements that make
this program very different from, and more difficult than, any other
mortgage product the lending community has offered and/or helped
consumers to access.

FHA fully recognizes the challenging policy decisions that the
Congress and the Administration had to make to ensure that any
program designed to serve homeowners in need did not place
undue financial burden on American taxpayers. Nevertheless, the
lending community has consistently cited several key shortcomings
and expressed concern that the program was unnecessarily com-
plicated. The primary concerns raised repeatedly are that the pro-
gram:

1. imposes excessive costs on consumers

2. directs unfair payments to the Federal government, at the
expense of both lenders and consumers

3. restricts eligibility so severely that few homeowners in
need can qualify

In line with these general concerns, FHA makes the following
specific recommendations for Congressional actions needed to mod-
ify the program to increase uptake.

* Eliminate SEM and SAM altogether

* Permit subordinate liens to be placed behind HOPE for Home-
owners mortgages

e Reduce 1.5% annual premium
* Remove restrictive eligibility criteria, including:
¢ No intentional defaults
* No false information on previous loan
* No fraud over previous 10 years
¢ No ownership of other residential real estate
e March 1, 2008 DTI affordability measure
* Remove 1st payment default provision
FHA looks forward to providing Congress with a full account of
the concerns we have been presented to begin the dialogue about

additional legislative changes that would improve program partici-
pation.

Q.3. As you note in your testimony, FHA’s loan volume has sky-
rocketed over the past two years. Its market share has grown from
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2 percent to 17 percent. Please explain how FHA has handled this
huge increase in volume without compromising the quality of the
loans it has insured. Please provide the Committee data on the
types of loans insured (purchase money, term refinance, cash out
refinance, and others); the characteristics of the loans (LTVs,
sources of downpayments, terms, and other relevant data); charac-
teristics of the borrowers (credit scores and other relevant data);
and any other information you think the Committee could use to
evaluate the new book of business.

A.3. The attached report provides statistics on FHA’s increased
loan volume.
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Characteristics of Single-Family Loans
Insured by FHA in FY2008

U.S. Department of Housing and Urban Development
Office of Housing
December 2008
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Table 1. FHA Single Family Insurance Endorsements in FY 2008

By State, with Shares by Loan Purpose

Shares by Loan Purpose
Rate-and-
Number of Term Cash Out
State | Endorsements Purchase Refinance Refinance
uUs 1,087,443 58.09% 26.60% 15.31%
AK 2,732 59.3 24.9 15.8
AL 22,206 60.7 23.9 15.4
AR 11,893 64.3 21.6 14.1
AZ 33,643 65.8 19.7 14.5
CA 49,718 83.5 9.0 7.5
CO 31,644 56.2 33.0 10.8
CT 11,548 53.1 269 20.0
DC 1,265 459 26.8 27.3
DE 4,089 46.1 28.0 259
FL 53,419 63.9 19.0 17.1
GA 55,539 56.2 29.6 14.2
Hi 799 44.4 2.5 330
1A 9,842 52.2 311 16.7
D 8,200 504 24.3 253
IL 45,240 39.1 40.8 20.1
IN 35,437 54.7 30.5 14.8
KS 12,039 58.1 29.0 13.0
KY 18,069 56.1 284 15.5
LA 12,095 65.0 19.3 15.7
MA 12,310 50.9 32.6 16.5
MD 32,297 37.6 36.8 256
ME 3,120 54.2 29.6 16.3
Ml 41,901 51.1 38.0 10.9
MN 17,519 63.1 24.7 12.2
MO 31,824 427 39.1 18.2
MS 8,773 60.9 23.8 15.3
MT 3,664 58.1 21.0 209
NC 38,340 53.6 30.1 16.3
ND 2,286 75.5 13.2 113
NE 6,159 57.8 31.0 112
NH 2,983 49.5 34.6 16.0
NJ 31,753 382 341 27.7
NM 8,080 54.8 25.7 19.5
NV 14,652 74.6 15.8 9.6
NY 30,386 556 24.4 20.0
OH 50,164 55.3 30.6 14.1
OK 17,178 70.8 18.3 10.9
OR 11,782 46.4 28.9 24.77
PA 39,071 57.5 234 19.1
PR 7,375 67.3 17.0 15.7
Rl 2,846 51.0 32,6 16.4
SC 16,104 58.1 26.0 159
SD 2,246 58.5 24.8 16.7




128

Table 1. FHA Single Family Insurance Endorsements in FY 2008
By State, with Shares by Loan Purpose

Shares by Loan Purpose
Rate-and-

Number of Term Cash Out

State | Endorsements Purchase Refinance Refinance
™ 31,740 54.0 29.0 17.0
X 96,595 854 14.5 0.2
uT 22,203 50.2 28.0 21.8
VA 34,699 53.1 26.8 20.1
VI 27 51.9 7.4 40.7
VT 721 43.1 372 19.7
WA 25,510 447 29.3 26.0
Wi 16,705 392 41.0 19.7
wv 3,998 60.7 22.0 17.3
WY 3,015 59.5 21.4 19.1
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Table 2. FHA Single Family insurance Endorsements, FY 2008
LTV Distribution of Loans by Loan Purpose
LTV Classes Number Share of
Loan Purpose Up to 90% 91-95% 96-98% Mmiss? of Loans Loans
Purchase 6.41% 5.99% 87.37% 0.22% 631,652 58.09%
FHA loan,
rate-and-term
refinance” 11.59 15.03 8.02 65.35 78,793 7.25
Conventional
loan, rate-and-
term refinance 30.93 43.66 2539 0.02 207,828 19.11
Cash-out
Refinance 44.78 53.62 1.59 0.02 169,167 15.56
All 17.44% 21.26% 56.43% 4.87% 1,087,440 100.00%

“FHA rate-and-term refinancings occur through streamline processes that do not generally require a property

appraisal.

bCash-out refinancings are fully-underwritten loans that replace both conventional and FHA-insured loans.
Over 90% of these (14.04% of all loans) are replacement loans for conventional financing.

Source: US Department of HUD

Table 3. FHA Single Family Insurance Endorsements, FY 2008
FICO Distribution of Loans by Loan Purpose

FICO Score Class
Loan Purpose | 680-850  640-87¢  600-639  560-599  500-559  300-499 Mmiss®
Purchase 33.30% 21.70% 22.67% 13.52% 5.79% 0.51% 2.51%
FHA Joan,
rate-and-term
refinance® 7.05 7.62 8.16 4.37 2.53 0.58 69.69
Conventional
loan, rate-and-
term refinance 20.21 23.83 28.21 16.64 8.81 1.25 0.95
Cash-out
Refinance 19.53 2264 27.13 17.49 10.68 147 1.06
All 26.76 21.26 23.37 14.07 6.89 0.81 6.85

“FHA rate-and-term refinancings occur through streamline processes that do not generally require collection of
credit reports or the scores generated from those reports.
Source: US Department of HUD
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Figure 1. Average Interest Rates on FHA Fixed-Rate Loans
By Fiscal Year and Month
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Sources of Downpayment Funds for Home Purchase Loans

Table 5. FHA Single-Family Insurance

By Fiscal Year
Government
Fiscal Year Owner Nonprofit Relative Agency Employer
20086 48.74% 32.78% 12.93% 5.43% 0.13%
2007 47.52 35.09 12.02 5.25 0.12
2008 52.01 3278 12.13 2.98 0.10
2009° 58.16 25.32 14.50 1.92 0.11
:At least 97 percent of all nonprofit downpayment gifts are paid for by property sellers.

Insurance endorsements for the first two months, October and November. The statutory ban on seller-funded
downpayment assistance took effect for all loans originated in October. However, there is generally a three month

lag between application and final insurance endorsement of a closed loan. Therefore, the full effect of the ban should

be seen in January and February endorsements.
Source: US Dept of HUD
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Table 6. FHA Single Family Endorsements by income Class®

Ve

Fiscal Year Lor\z Low Moderate Middle High Unknown | Totals
2005 54,021 152,093 78,133 48,495 3,392 399,265
2006 43,875 137,181 79,062 53,190 74,871 939 | 389,118
2007 33,925 122,606 82,917 62,493 100,605 87 | 402,633
2008 69,806 281,019 201,683 159,905 307,966 292 | 1,020,671

Percentage

Growth in 106 129 143 156 206 / 236 153
2008 \

Income-Class Shares of Total Endorsements (%)

2005 13.53 38.09 19.57 12.15 15.81 0.851 100.00
2006 11.28 3525 20.32 13.67 19.24 024 | 100,00
2007 8.43 3045 20.59 15.52 24.99 002 10000
2008 6.84 27.53 19.76 15.67 30.17 0.03 100.00
Claim-Rate Multiplies, Relative to the Moderate income Class®
Avg 2000-
2008 1.80 1.34 1.00 0.79 0.56 0.33 1.14

*These are the income classes used for Fair Market Rent determination: Very Low = up to 50 percent of area
median income (AMI); Low = 51 — 80 percent of AMI; Moderate = 81-100 percent of AMI; Middle = 101-
120 percent of AMI; High = above 120 percent of AMI.

Claim-rate multiples are calculated by comparing to-date claim rates across Income classes and within each
endorsement fiscal year. The averages shown here are within each income class and across endorsement fiscal
years. The Moderate income class is uses as the base case because its claim rates tend to be closest to the
overall FHA portfolio rates.

Source: US Department of HUD; claim data are as of October 31, 2008.
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Q.4. Each agency represented at the hearing has aggressively used
the tools at their disposal in dealing with the crisis. However,
sometimes the use of those tools has led to unintended con-
sequences. For instance, when the Treasury Department guaran-
teed money market funds, it led to a concern on deposit insurance
and bank accounts. When the FDIC guaranteed bank debt, it had
an effect on GSE borrowing costs, which in turn directly affects
mortgage rates.

Acknowledging that there is often a need to act quickly in these
circumstances, please explain what steps and processes you have
employed to inform other agencies about significant actions you un-
dertake to ensure that there are not serious adverse unintended
c}olnsequences and that your actions are working in concert with
theirs.

A.4. Developing a risk-oriented business plan early in the H4H
Program’s implementation was an essential element designed to as-
sist the Oversight Board to ensure that the processes, procedures,
and communication requirements are put in place to do what Con-
gress has directed it to do. The H4H team has developed a business
plan that builds on the considerable work already completed by the
agencies to develop the Program. It is a living document with a key
purpose to assist the Oversight Board and its member agencies to
sufficiently: (1) identify and prioritize Program risks, and to (2) de-
velop action plans and strategies to sufficiently mitigate the high-
est Program risks.

In developing this business plan the agencies operated under the
key assumptions: (1) HUD is operating the program, (2) there is a
strong preference to leverage HUD’s existing processes, and (3) to
appropriately assess risk and provide risk mitigation strategies, it
is critically important to focus on elements that are unique to the
H4H program as these areas may pose the highest risks to the Pro-
gram and agencies administering the Program. This includes iden-
tifying the new or adapted business processes that will be required.
The risk identification also includes externalities that may be out-
side of the agencies’ control.

As the HOPE for Homeowners Program moves from its Startup
Phase (July 30-October 1) into its Implementation Phase (October
1-December 31), the staffs of the Treasury Department, FDIC, and
Federal Reserve have less need for active involvement in the day-
to-day matters of the Program. Other than resources contributed to
unfinished implementation of the Program’s implementing regula-
tions and mortgagee letters, these staff efforts will shift to a moni-
toring role over this transitional period. By the end of this Imple-
mentation Phase, FHA management and staff will be expected to
operate the program, and the Oversight Board and its member
agencies will together monitor program performance, make rec-
ommendations for refinements or enhancements based on feedback
from the Program’s results and (if relevant) changes in the eco-
nomic and housing market environment, and their own analyses.
Staffs from the agencies will continue to communicate regularly
and coordinate Oversight Board meetings and affairs, including re-
quired monthly reports to Congress. The Treasury Department,
FDIC, and Federal Reserve will of course be responsive to requests
for resources and assistance if needed, including but not limited to
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possible exigent circumstances in the economy and/or housing mar-
ket.

To facilitate this transition and to put in motion the changed
roles, the four agencies will initiate a more formal set of staff struc-
tures and processes aimed at fulfilling these responsibilities and
maintaining attendant controls and information flows. The chart
below summarizes these structures and processes.
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Questions for the Hearing on “Turmoil in the U.S. Credit Markets:

Examining Recent Regulatory Responses”
October 23, 2008

Federal Reserve will of course be responsive to requests for resources and assistance if
needed, including but not limited to possible exigent circumstances in the economy
and/or housing market.

To facilitate this transition and to put in motion the changed roles, the four agencies will
initiate a more formal set of staff structures and processes aimed at fulfilling these
responsibilities and maintaining attendant controls and information flows. The chart
below summarizes these structures and processes.
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Description

Date Event

101 ... FHA Conference Call

10/1 s Inside Mortgage Fi-
nance.

10/2 oo Federal Reserve ......

10/6 oo National Council of
State Housing Fi-
nance Agencies.

10/7 ... FHA Conference Call

10/8 ... Housing summit ......

10/14 e American Bankers

Association (ABA).
FHA Conference Call

10/15 s FHA Conference Call
10/16 oo National Council of
State Housing Fi-
nance Agencies.
10/27 . FHA Field Briefing ...
10/30 oo Inside Mortgage Fi-

nance.

FHA Conference Call

Federal Housing Fi-
nance Agency.

National H4H Train-
ing Conference.

National Press Club
Event.

Mortgage Bankers
Association.

12/4 e Independent Commu-
nity Bankers of
America.

12/5 i Neighborworks ..........

12/8-9 e Neighborworks ..........

Introductory conference call to
announce program roll out.

Conference call on FHA mod-
ernization included questions
on H4H.

HAH briefing ...ooooevverieriieris

HAH briefing ...ooooevveerierireris

HAH briefing ...ooooevveereciieris
2 sessions on H4H; general
overview and more in-depth.

HAH briefing ..o

H4H briefing targeted to top 30
FHA lenders and FHA liai-
sons.

H4H briefing and discussion of
outreach efforts.

HAH briefing ...oooovvevvieciieis

Field briefing for FHA and HUD
staff who perform outreach
activities.

HAH briefing ...oooovvevvieciieis

H4H briefing
H4H briefing

National 2-day extensive train-
ing program on H4H.

Sec. Preston announces pro-
grammatic changes to H4H
product.

Issues with implementing H4H

HAH briefing ...oooovvenviniiieis

Taped three hour online train-
ing course.
Two day training event

Audience Number of attendees
Industry; Consumers 600+
Industry ..ooovevevrenne. 300+

Consumer affairs of-
fice and outreach

12 regional banks.

staff.
State Finance Agen- 30 states.
cies.
Counselors ......ce.... 200+
Government officials; 600+
lenders; coun-
selors.
ABA members ......... 250+
Industry; government 500+
officials.
Counselors ......ce.... 100+
State Finance Agen- 20 states.
cies.
Government officials 100+
Industry ..o 200+
Industry ...cooeevernne. 200+
Government officials 100+
Industry; Counselors 600+
TN R 100+
Industry
Industry ..o 300+
Counselors ............... n/a
Counselors ............... thd

RESPONSE TO WRITTEN QUESTIONS OF SENATOR DODD
FROM JAMES B. LOCKHART, III

Q.1. There has been significant confusion in the marketplace re-
garding the status of debt offered by Fannie Mae and Freddie Mac.
Specifically, there is confusion as to whether or not that debt is
guaranteed by the federal government. Your revised testimony
makes it clear that the federal government is not directly guaran-
teeing the debt. Rather, the government has provided a $100 bil-
lion capital backstop to each enterprise with which it can pay all
its debts.

However, the failure to extend this guarantee has had a number
of unintended consequences in light of the government’s decision to
explicitly guarantee senior debt for other financial institutions. For
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example, the press reports that the cost of raising debt for both
Fannie Mae and Freddie Mac has gone up significantly since the
latter decision. In addition, the two enterprises have apparently
been unable to raise anything but short-term funding. This leads
to a number of questions:

Q.1.a. Was FHFA consulted in the deliberations regarding guar-
antee of bank debt? If so, was any consideration given to the possi-
bility that such a guarantee might undermine the ability of the en-
terprises to fund themselves effectively?

Q.1.b. Is any thought being given, or are any discussions underway
regarding providing the enterprises with the same guarantee as
has been given to other financial institutions?

Q.1.c. One outcome of these increased funding costs is an increase
in mortgage interest rates. According to the Wall Street Journal
(October 30, 2008; “Mortgage Plan Isn’t Cutting Rates”), rates for
30-year fixed rate mortgages have climbed to 6.64%, up from the
prior week’s 6.24%. Given the fact that one of FHFA’s stated pur-
poses for putting the enterprises into conservatorship was to sup-
port the housing market, including with increased purchases of
agency MBS, what can be done about these higher funding costs?
Is this funding problem undermining the ability of the enterprises
to meet its mission of maintaining a stable and orderly housing
market?

Q.1.d. Please provide the Committee with data showing the change
in funding costs for the enterprises from just prior to the con-
servatorship to the announcement of the guarantee for senior debt
of financial institutions to the present. Please provide data on the
associated mortgage rates over the same period of time.

A.l.a-d Getting mortgage rates down more in line with declines in
Treasury yields has the potential to provide significant benefit to
troubled housing markets. As the attached chart and tables show,
the establishment of the conservatorships was accompanied by a
quick drop in mortgage rates of more than 40 basis points, and
spreads of Enterprise yields above Treasury yields fell comparably.
Those gains appeared to erode over the next few weeks, with con-
tinued bad news about financial institutions and the economy. The
announcement of FDIC insurance for senior debt of insured deposi-
tory institutions coincided with further widening of yield spreads
and higher mortgage interest rates. However, it is important to
note that yields on GNMA mortgage-backed securities (MBS),
which are guaranteed with the full faith and credit of the U.S. Gov-
ernment performed comparably with yields on MBS guaranteed by
the Enterprises. FHFA received a pre-announcement notification of
the senior debt guarantees. We are unaware of any plans to extend
those guarantees to the Enterprises, something that might require
legislation. Subsequently, the Fed’s announcement of $500 billion
of MBS purchases and $100 billion of GSE debt purchases caused
a significant decline in Enterprise yields spreads and in mortgage
rates, bringing interest rates on 30-year fixed-rate loans to their
lowest level in the nearly 38 years’ history of Freddie Mac’s survey.

Q.l.e. In addition, the funding for the Federal Home Loan Banks
(FHLB) has also been rising. In fact, it is our understanding that



139

FHLB debt is even more expensive than debt issued by the enter-
prises. What is being done to address this problem?

Q.1.f. All the housing GSEs are increasingly dependent on short
term financing. What challenges will it pose if the GSEs are in-
creasingly forced to depend on short-term financing to carry on
their operations?

A.l.e-f: Debt of the Federal Home Loan Banks initially benefitted
similarly to that of the Enterprises following the establishment of
the Enterprise conservatorships. Shortly thereafter, however, Bank
yields rose relative to Enterprise yields. While debt yields of all
GSEs had been very close, differentials of as much as 60 basis
points opened up at 2, 3, and 5-year maturities. While HERA gave
Treasury authority to buy unlimited quantities of debt from any of
the housing GSEs, the preferred stock agreements were only made
with Fannie Mae and Freddie Mac because the Banks did not need
that kind of support. Nonetheless, the market seemed to view them
as less protected. Since the Fed’s debt purchase plans were an-
nounced in late November, though, yields spreads among the dif-
ferent GSEs have tightened and returned to near normal amounts.
All of the housing GSEs, and especially the Enterprises depend to
some extent on their ability to issue intermediate-term debt. That
was nearly impossible in the fall, but recently increased investor
interest has permitted GSE issues of debt with maturities of as
long as five years. Conditions are still far from satisfactory, but im-
proving. In the meantime, purchases by the Treasury under its
GSE MBS Purchase Facility have augmented those of the Enter-
prises and the Fed.

Q.1.g. In a recent story, Business Week reported that FHFA was
requiring enterprises to buy troubled mortgage assets. Is this true?
If so, what is the policy rationale for doing this?

A.l.g The story was unfounded. We did not require the Enterprises
to buy troubled assets. We believe they can best serve the housing
and mortgage markets primarily by using their resources to main-
tain a liquid secondary mortgage through purchasing and guaran-
teeing new loans. In addition, we have been encouraging them to
reduce foreclosures and mitigate losses by aggressively modifying
their own troubled loans and setting a standard for others.

Q.2 Section 110 of the Emergency Economic Stabilization Act of
2008 (ESA) requires FHFA to “Implement a plan that seeks to
maximize assistance for homeowners” in order to avoid preventable
foreclosures. Please describe in detail your agency’s plan in this re-
gard, and any steps that have already been taken to implement
this plan.

a. FHFA Expertise: FHFA employs examiners and executives
who have expertise and/or experience in default management, non-
performing loans, loss mitigation and REO management. These in-
dividuals provide supervision and oversight of both enterprises in
these areas.

b. Enterprise Internal Controls. For the last 18—months, FHFA
has focused on the loss mitigation and REO management areas.
FHFA has reviewed the enterprises’ internal policies and proce-
dures, seller/servicer guides, bulletins and announcements, as well
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as the internet sites and published materials to support servicers’
loss mitigation efforts, activities and reporting.

c. Enterprise Reporting. FHFA consistently receives internal
monthly and quarterly management reports for non-performing
loans that include loss mitigation efforts. To compliment these in-
ternal reports, starting in 2008, FHFA required the enterprises to
submit a monthly report on loss mitigation activities. Data from
those reports are aggregated with results posted to FHFA’s
website. FHFA’s Foreclosure Prevention Report (formerly, Mortgage
Metrics Reports) provides the most comprehensive data on loss
mitigation efforts (in comparison to HOPE NOW and the OCC/OTC
reports), and continuously reports on the loss mitigation perform-
ance ratio. This ratio has clearly brought transparency to and focus
on the enterprises’ efforts in assisting borrowers.

For 2009 reporting, FHFA has enhanced reporting requirements
effective with data for January loss mitigation actions. The addi-
tional data elements relate to expanded modification types ( as re-
quired by EESA), the reason/s for default, default status (e.g.,
bankruptcy, military indulgence, government seizures, probate),
property condition, and occupancy status.

d. FDIC Loan Modification Program. FHFA worked with the
FDIC and the enterprises to pilot the FDIC/IndyMac loan modifica-
tion program, announced August 20, 2008. FHFA initiated work on
this effort in August 2008. Both enterprises initiated the pilot in
October.

e. Streamlined Modification Program (SMP). FHFA became ac-
tively involved with HOPE NOW Alliance members and the enter-
prises in October with the goal of rolling out a streamlined modi-
fication program. The program was announced November 11th and
rolled out December 15th. To enhance the success of this program,
both enterprises suspended the scheduling of and scheduled fore-
closure sales on occupied properties for the period November 26th
to January 31st. The suspension allows borrowers in foreclosure
the opportunity to cure the serious delinquency with a loan modi-
fication.

f. Loss Mitigation Programs. The enterprises, offer other loss
mitigation programs to assist borrowers in saving their homes—for-
bearance plans, payment plans, a standard loan modification and
a delinquency advance program (e.g., Fannie Mae’s HomeSaver Ad-
vance program.) For borrowers who are unable to make a payment
at the most liberal modified terms, both enterprises offer short
sales, deeds-in-lieu and charge-offs in lieu of foreclosure.

g. Loan Modification Issues. FHFA has worked with both enter-
prises in reviewing accounting, trust and capital issues that may
disincent the enterprises from being aggressive with modifications.
Those issues have been addressed. The enterprises have a solid un-
derstanding of FHFA’s desired objective of keeping borrowers in
their homes. In particular, Fannie Mae announced major changes
to its trust that allow for more flexibility with loan modifications.

h. Interagency Efforts. FHFA has continued to work with HOPE
NOW Alliance members, the OCC, OTS, HUD, FDIC and Treasury
to discuss industry issues and concerns, and the enterprises’ in par-
ticular. Results of this communication have allowed FHFA to ob-
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tain third party views on how well the enterprises are doing, and
what they could be doing better or differently.

i. Non-Agency Investments. FHFA has taken an active role in
communicating with PLS servicers, trustees and investors to en-
courage them to adopt the SMP program, or a comparable program
acceptable to all PLS investors and in compliance with PLS pooling
and servicing agreements. FHFA has supplemented these conversa-
tions with meetings with American Securitization Forum (ASF) of-
ficers. Doing so has not only helped borrowers whose loan are in
PLS securities, but also the enterprises who own 20% of PLS secu-
rities.

Q.3. Discussions with a number of entities, from major lenders and
servicers to housing counselors, reveal that Fannie Mae and
Freddie Mac are resisting efforts to do loan modifications. Please
describe the efforts being undertaken by the two enterprises, and
the FHLBs, to engage in loss mitigation. Specifically, what are the
loss mitigation policies of the GSEs? What barriers do you see in
these policies to moving toward a more systematic approach to loan
modifications?

A3.

a. Loan Modification Efforts. FHFA’s oversight and supervision
of the enterprises doesn’t confirm the view that the enterprises are
resisting efforts to do loan modifications. In fact, since the early
1990s, both enterprises have been leaders in the loss mitigation
area, and set the standards for what is best practice for the indus-
try.

In discussing this observation with both enterprises, two points
were made. First, many servicers were unaware of the authority
the enterprises had delegated to them to review and approve loan
modifications in their behalf. Second, the enterprises strongly be-
lieved the proper way to assist a borrower and modify the loan is
through the standard rather than the streamlined process. The
standard process requires a customized approach to working with
the borrower and his/her circumstances based on a cash-flow budg-
et. The streamlined process requires an approach that is less bor-
rower-specific, and makes assumptions about the borrower’s ability
to pay at modified terms based on a ratio analysis.

Initially, the enterprises resisted efforts to adopt a streamlined
modification program, because it wouldn’t necessarily address the
individual borrower’s unique situation. Because of rising delin-
quencies, the increase in properties in the foreclosure process, and
servicers’ capacity limitations, the enterprises worked actively with
HOPE NOW Alliance members, and agreed to SMP program guide-
lines.

b. Communication from External Parties. When an external
party has contacted FHFA regarding the enterprises’ actions, we
follow up with the enterprise on the specific concern. As a result,
either FHFA and/or the enterprise contacts the external party. In
addition, FHFA will discuss the situation and circumstances, and
determine if there is a more general or broader issue that requires
attention. Recently, a housing counseling agency contacted FHFA
regarding concerns around Fannie Mae’s decisions on loan modi-
fication requests. FHFA met with the counseling agency, and asked
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it to provide specific examples (cases) where borrowers had re-
quested modifications that were not approved by Fannie Mae.
Fannie Mae was very open to this and agreed to do so. Generally,
FHFA has found it to be more beneficial and productive to work
with specific examples and instances, than to address broad gen-
eralizations.

c. Loss Mitigation Performance. As reported in FHFA’s monthly
and quarterly Foreclosure Prevention Reports through September
2008:

1. Loss Mitigation Performance Ratio. The enterprises’ loss miti-
gation ratio has fluctuated from 46.9 percent to 64.8 percent
from January to September, and averaged 54.6 percent. That
ratio measures the number of borrowers who were helped
versus those who needed help (were destined for foreclosure.)
FHFA’s 2009 performance goals target a 25 percent increase
in loan modifications over 2008 actuals.

2. Loss Mitigation—Borrower Retained Property. Loss mitigation
actions that allowed the borrower to retain his or her property
represented 93 percent of all loss mitigation actions—139,381
in total. Of that number, 49,128 were completed payment
plans, 45,179 were delinquency advances, and 44,458 were
loan modifications.

3. Completed Foreclosures. Completed foreclosures as a percent
of new foreclosures initiated averaged 32.7 percent for the en-
terprises, but 41.5 percent for OCC/OTS servicers and 42.8
percent for HOPE NOW servicers.

d. Loss Mitigation Policies, Procedures and Processes. Both en-
terprises have internal policies and procedures, seller/servicer
guides, and bulletins and announcements, as well as internet sites
and materials to support servicers’ loss mitigation efforts and ac-
tivities. To compliment those, the enterprises provide training ma-
terials and training (on-line and classes) in loss mitigation.

e. Barriers. Reported barriers to effective loan modifications are
not an outgrowth of enterprise policies. They are:

1. Subordinate liens. There are a high number of loans with sub-
ordinate second liens. A successful workout often requires the
cooperation of the second lien holder, who may/may not be
represented by the first mortgage servicer.

2. Unable to Contact/Locate. Servicers are often unable to assess
the borrower’s financial position and/or get him or her to com-
mit to a loan modification because the borrower can’ be con-
tacted, is evading the servicer’s calls or letters, and/or has
abandoned the property. In many cases, the properties were
purchased as investment properties. The borrowers never in-
tended to live in them. If the property looses value and/or the
borrower has trouble renting the property, the borrower is in-
clined to walk away from a bad investment.

3. Bankruptcy. Borrowers in bankruptcy cannot be contacted di-
rectly by the servicer for a workout—even though they may
take this action in an effort to save their homes. Therefore,
the population of borrowers who can be solicited for a loan
modification is reduced.

4. Fraud/Misrepresentation. Given that some loans were origi-
nated under low or no documentation programs, a review of
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the defaulted borrower’s situation may reveal that the bor-
rower never made the income to support the mortgage in the
first place. Efforts to modify the loan may be unsuccessful as
the borrower may have no ability to pay at even the most fa-
vorable terms.

Q.4. Each agency represented at the hearing has aggressively used
the tools at their disposal in dealing with the crisis. However,
sometimes the use of those tools has led to unintended con-
sequences. For instance, when the Treasury Department guaran-
teed money market funds, it led to a concern on deposit insurance
and bank accounts. When the FDIC guaranteed bank debt, it had
an effect on GSE borrowing costs, which in turn directly affects
mortgage rates.

Acknowledging that there is often a need to act quickly in these
circumstances, please explain what steps and processes you have
employed to inform other agencies about significant actions you un-
dertake to ensure that there are not serious adverse unintended
Cﬁnsequences and that your actions are working in concert with
theirs.

A.4. We meet frequently with other agencies to discuss policy
issues and planned significant actions. HERA specifically provided
for consultation with the Federal Reserve on implementation of
new powers and sharing of information about the condition of our
regulated entities. It also created the Federal Housing Finance
Oversight Board, which meets at least quarterly and includes the
Secretaries of Treasury and HUD, as well as the Chairman of the
SEC. The Senior Preferred Stock Purchase Agreements signed be-
tween the Enterprises and Treasury ensure consultation or agree-
ment with the Treasury on many aspects of the Enterprises activi-
ties. The EESA created the Financial Stability Oversight Board,
which includes the same members as the FHFA Oversight Board
plus the Federal Reserve Chairman. It has met seven times, and
staff have met frequently. In addition, we have met informally with
these agencies and others numerous times in the past few months
to discuss issues, policies, and planned actions. We worked closely,
for example, with the Treasury and HUD, and consulted with the
FDIC, in developing the Streamlined Modification Program adopted
by the Enterprises and a majority of the portfolio lenders partici-
plating in the private sector alliance HOPE NOW to reduce fore-
closures.
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Five-Year Enterprise Debt Spreads to Treasuries and Swaps
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11772008 81.5 835 30.85% 38,85
182009 78 85 308 36.9 504
12008 76.8 a3y 253 322
112/2008 83.2 77 18.25 28.08
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Sources: Bloomberg Financial LP, Federal Reserve Board H18, and Freddie Mac,

! Commitment rates represent 3-day averages of rales based on a survey of lenders.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR DODD
FROM ELIZABETH A. DUKE

AIG

Q.1. Former AIG CEO Hank Greenberg recently wrote a letter that
was reported in the Washington Post as saying, “Unless there is
immediate change to the structure of the Federal loan [to AIG], the
American taxpayer will likely suffer a significant financial loss.”
(Washington Post, November 3, 2008). However, in the Federal Re-
serve Board’s report to the Senate Banking Committee about the
Fed’s actions with respect to AIG under Section 13(3) of the Fed-
eral Reserve Act, the Board told the Committee that it does not ex-
pect the loans to result in any losses to the Federal Reserve System
or the r‘gaxpayer. Can you please explain why Mr. Greenberg is in-
correct?

A.1. Outstanding advances to AIG under the credit facility initially
provided to AIG on September 16, 2008 (the Revolving Credit Facil-
ity) are secured by the pledge of assets of AIG and its primary non-
regulated subsidiaries, including AIG’s ownership interest in its
regulated U.S. and foreign subsidiaries. AIG has announced a com-
prehensive and global divestiture program to raise funds to repay
the Revolving Credit Facility. These dispositions will include sub-
sidiaries that rank among the largest and most prominent busi-
nesses in the industry.

As part of our oversight activities arising from our role as a lend-
er to AIG, Federal Reserve staff, assisted by expert advisers that
we have retained, reviews this divestiture program and closely
monitors the company’s progress in implementing the divestiture
program’s objectives on an ongoing basis, as well as cash flows and
financial condition. The Federal Government’s restructuring of its
financial relationship with AIG announced on November 10, 2008,
which includes the acquisition of $40 billion in newly issued Senior
Preferred Stock of AIG by the U.S. Treasury, and the modification
of some of the initial terms of the Revolving Credit Facility, should
enhance AIG’s ability to repay the Facility by, among other things,
providing additional time to execute its asset disposition plan.
Given the substantial assets of AIG and the senior and secured po-
sition of the Revolving Credit Facility, the Board expects that the
Revolving Credit Facility will not result in any net loss to the Fed-
eral Reserve or taxpayers.

Advances to Maiden Lane II LLC (ML II) and to Maiden Lane
IIT LLC (ML III) under the credit facilities established to partially
fund the acquisition of certain AIG-related assets by these special
purpose vehicles are secured by a lien on all of the assets held by
ML II and ML III respectively. Given the expected amounts to be
realized from the cash flows produced by these assets as well as
the proceeds from disposition of these assets over time, and the
subordinated positions of AIG in ML II and ML III, the Board does
not expect any net cost to the taxpayers as a result of the failure
to repay the credit extended by the Federal Reserve to ML II and
ML III.

Q.2. What is the total sum of money the Federal Reserve System
has lent to AIG through any and all actions undertaken by the
Federal Reserve, including the Commercial Paper Funding Facility
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(CPFF)? What process was used to determine AIG’s eligibility to
participate in the CPFF? Did the Federal Reserve consider the fact
that AIG was already subject to special Fed lending when deciding
AIG’s eligibility to participate in the CPFF?

A.2. As initially structured in September 2008, the Revolving Cred-
it Facility allowed AIG to borrow up to $85 billion. From inception
of this Facility to November 5, 2008, the total aggregate amount
of borrowings were approximately $77.0 billion, of which approxi-
mately $16.0 billion was repaid on or before that date. In connec-
tion with the U.S. Treasury’s announcement that it would acquire
$40 billion in AIG Senior Preferred Stock in November, the pro-
ceeds of which were used to repay amounts outstanding under the
Facility, the total amount of credit permitted to be outstanding
under the Facility was reduced to $60 billion. As of December 31,
2008, AIG had approximately $38.9 billion in advances outstanding
under the Facility.

Four AIG affiliates, AIG Funding, Inc., International Lease Fi-
nance Corporation, Curzon Funding LLC, and Nightingale Finance
LLC, have borrowed from the CPFF. Under the terms of the CPFF,
these four affiliates may borrow an aggregate amount of up to ap-
proximately $20.9 billion from that Facility. As of November 5,
2008, these four affiliates had borrowed an aggregate amount of
approximately $15.2 billion under the CPFF. By its terms, the
CPFF is available to any U.S. issuer of commercial paper that
meets the eligibility requirements of the Facility. Among other re-
quirements, the commercial paper financed through the CPFF spe-
cial purpose vehicle must be rated A-1/P-1/F-1 by a major nation-
ally recognized statistical rating organization. The fact that a par-
ticular issuer may be eligible to borrow under; or be affiliated with
an eligible borrower under, other credit facilities established under
section 13(3) of the Federal Reserve Act does not disqualify the
issuer under the terms of the CPFF. For example, affiliates of pri-
mary dealers that have access to the Primary Dealer Credit Facil-
ity are not ineligible to borrow under the CPFF. The four AIG af-
filiates that are borrowers from the CPFF meet the eligibility cri-
teria of that Facility.

The Federal Reserve Bank of New York (FRBNY) is authorized
to provide up to $22.5 billion in senior secured credit to ML II to
partially fund its acquisition of approximately $40 billion (par
value) in residential mortgage-backed securities from AIG. As of
December 31, 2008, the FRBNY had lent $19.5 billion to ML II. As
a result of the ML II credit facility, on December 12, 2008, the Se-
curities Borrowing Facility for AIG, through which the FRBNY
could lend up to $37.8 billion in cash to AIG in exchange for collat-
eral in the form of investment grade securities that were being re-
turned by AIG’s securities lending counterparties, was terminated.
On November 5, 2008, before the Securities Borrowing Facility was
terminated, AIG had borrowed approximately $19.9 billion under
that Facility. All borrowings under the Securities Borrowing Facil-
ity were repaid in full when the facility was terminated on Decem-
ber 12, 2008.

The FRBNY is authorized to provide up to $30 billion in senior
secured credit to ML III to partially fund its acquisition of approxi-
mately $69 billion (par value) of multi-sector collateralized debt ob-
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ligations (CDOs) protected by credit default swaps (CDS) and simi-
lar contracts written by AIG. As of December 31, 2008, FRBNY had
lent $24.3 billion to ML III.

Q.3. What is AIG’s market capitalization? Is the present value of
AIG’s equity and assets (using mark-to-market accounting) greater
than AIG’s liability to the Federal Reserve?

A.3. As explained in response to Question 1, advances under the
Revolving Credit Facility are to be repaid with the proceeds of
asset sales by AIG, including the disposition of many of its major
U.S. and foreign insurance subsidiaries. The shares of the insur-
ance subsidiaries of AIG are not themselves publicly traded or val-
ued on a mark-to-market basis. Based on its recent common stock
price, as of year-end 2008, AIG’s market capitalization was ap-
proximately $4.2 billion. However, current market capitalization is
not necessarily a reliable indicator of the value that the purchasers
of AIG’s businesses, which rank among some of the most prominent
in the industry, will pay for these assets and thus the amount of
proceeds that will be received from the disposition of these busi-
nesses. As stated above, in light of the substantial assets of AIG
and the senior and secured position of the Revolving Credit Facil-
ity, the Board expects that the Revolving Credit Facility will not
result in any net loss to the Federal Reserve or taxpayers.

Q.4. How has AIG used the funding the System has provided, and
Whi“c? analysis have you done to conclude that the loans will be re-
paid?

A.4. Consistent with the terms of the Revolving Credit Facility,
AIG has used the proceeds of advances under the Revolving Credit
Facility for general corporate purposes, including as a source of li-
quidity to pay obligations as and when they become due. Since the
establishment of the Facility, a significant portion of the Facility
proceeds has been used to meet continued cash requirements asso-
ciated with AIG’s securities lending program and for collateral calls
related to its portfolio of CDS and similar contracts AIG had writ-
ten on multi-sector CDOs. In the future, draws on the Revolving
Credit Facility are not expected to be used for these purposes to a
significant extent because the credit facilities provided to ML II
and ML III are designed to address the liquidity pressures on AIG
related to these factors. Draws on the Facility going forward may
continue to be used for other general corporate purposes, such as
to repay maturing debt obligations and provide operating funds,
loans or capital to the company’s subsidiaries.

See the answer to Question 1 for a description of the steps Fed-
eral Reserve staff is taking with regard to assessing whether out-
stal(iding advances under the Revolving Credit Facility will be re-
paid.

Q.5. Has the Federal Reserve put any restrictions on the lobbying
activities of AIG?
» Have any other restrictions been placed on AIG’s business or
other activities?
A.5. As is usual in commercial lending transactions involving dis-
tressed borrowers, the Federal Reserve has certain rights as a cred-
itor under the loan documentation relating to the Revolving Credit
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Facility, such as the right to require that overall corporate govern-
ance be acceptable to the Federal Reserve. Other provisions in the
loan documentation include a prohibition, while the Federal Re-
serve Facility is outstanding, on making certain types of share-
holder distributions, such as payment of dividends on common
stock, and a requirement to submit to the Federal Reserve as lend-
er a significant number of financial statements and reports that ad-
dress a broad range of topics relating to the financial condition and
future prospects of AIG. Regarding restrictions on its business, AIG
may not make material changes to its business activities without
the consent of the Federal Reserve, and may not enter into new
swap transactions except under policies approved by the Federal
Reserve or to hedge or mitigate risks.

Although the Federal Reserve loan documentation does not spe-
cifically address AIG’s lobbying activities, as a condition of the
Treasury’s acquisition of $40 billion in Senior Preferred Stock
under the Troubled Assets Relief Program (TARP), AIG must main-
tain and implement a written policy on lobbying, governmental eth-
ics, and political activities that, among other things, applies to AIG
and all of its subsidiaries and affiliated foundations. This policy
may not be materially amended without the prior written consent
of the Treasury.

Q.6. While financial problems in AIG Financial Products have been
detailed by the Federal Reserve and the press, specifically regard-
ing credit default swaps, Board staff has indicated that the life in-
surance company held by AIG may also have financial problems.
Please detail these financial problems. Please indicate whether any
of the loans, and if so, what amount, has been spent in the life in-
surance, and other insurance companies.

A.6. During the first three quarters of 2008, AIG reported signifi-
cant losses arising primarily from other-than-temporary-impair-
ment charges on its investment portfolio, which was the result to
a significant extent of declines in the market values of mortgage-
backed securities AIG held in connection with the securities lend-
ing program operated by AIG’s regulated insurance subsidiaries. To
address the losses from this activity during the period from incep-
tion of the Federal Reserve’s Revolving Credit Facility to November
5, 2008, AIG had used about $19 billion of advances from the Facil-
ity to make capital contributions to its insurance companies or to
repay obligations to the securities lending program. The ML II
credit facility was designed to help AIG address these positions.
ML II acquired from AIG’s insurance subsidiaries, in return for
cash, the residential mortgage-backed securities that these subsidi-
aries held as part of the securities lending program. These actions
allow ML II to manage and realize the underlying value of these
securities over the longer term, and relieve AIG and its insurance
subsidiaries from the short-term volatility in the mark-to-market
value of these assets in the current economic environment. These
actions also were designed to enhance the safety and soundness
and overall financial condition of the insurance companies.

Q.7. In return for the Federal Reserve loan, the federal government
now controls almost 80 percent of AIG.
» What federal entity is/will control this large share of AIG?
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» What decisions have been made about how this control will be
exercised?

* How many Federal Reserve or other federal staff are currently
on-site at AIG? Please detail the roles of these staff.

A.7. Under the terms of the Revolving Credit Facility as amended,
AIG will issue shares of perpetual, non-redeemable convertible pre-
ferred stock to a trust that will hold the stock for the benefit of the
U.S. Treasury. The preferred stock is convertible into 77.9 percent
of AIG’s outstanding common stock. Decisions regarding the exer-
cise of any voting rights associated with this preferred stock and
regarding any disposition of the stock to third parties will be made
by the independent trustees of the trust. In addition to this equity
interest, the Treasury Department, in connection with its acquisi-
tion of $40 billion of senior preferred stock of AIG under the TARP,
also received warrants to purchase 2 percent of the common stock
of AIG. Control over these instruments is exercised by the Treasury
Department in compliance with the rules and conditions applicable
to the TARP.

A team of approximately 10 Federal Reserve staff, led by a Sen-
ior Vice President of the FRBNY, has primary responsibility for
managing and implementing the oversight of AIG provided for in
the loan documentation relating to the Revolving Credit Facility.
Federal Reserve staff are on-site at AIG to monitor the company’s
funding, cash flows, use of proceeds, and progress in pursuing its
divestiture plan. Federal Reserve representatives are also in reg-
ular contact with AIG senior management and attend all AIG
board meetings and board committee meetings.

Q.8. Board staff has indicated that the Federal Reserve has not
taken a close look at the solvency of the insurance companies held
by AIG because those activities are regulated at the state level. Is
this correct? Has the Federal Reserve done a thorough analysis of
AIG’s insurance companies, including their solvency?

A.8. Under the existing statutory framework, the relevant state in-
surance regulatory authorities have the primary responsibility for
determining the financial condition of AIG’s insurance company
subsidiaries. This includes the authority to take action to resolve
regulated insurance companies that fail to meet the state regu-
lator’s capital, solvency, and other regulatory requirements. As a
lender to MG, the Federal Reserve closely monitors the cash flow,
earnings, and general financial condition of the company on a con-
solidated basis, which includes reviewing financial information on
all of the company’s major subsidiaries, including the insurance
subsidiaries. In carrying out this oversight responsibility, the Fed-
eral Reserve coordinates on an ongoing basis with the appropriate
state insurance authorities.

EESA

Q.9. What actions has the Board taken to implement a plan under
Section 110 of the Emergency Economic and Stabilization Act of
2008 with respect to foreclosure mitigation for mortgages or mort-
gage-backed securities held, owned, or controlled by or on behalf of
a Federal Reserve Bank?
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A.9. Section 110 of the Emergency Economic Stabilization Act di-
rects Federal property managers, to the extent that they hold, own,
or control mortgages, mortgage-backed securities, and other assets
secured by residential real estate (residential mortgage assets), to
“implement a plan that seeks to maximize assistance for home-
owners and use its authority to encourage the servicers of the un-
derlying mortgages, and considering net present value to the tax-
payer, to take advantage of the HOPE for Homeowners Program
under section 257 of the National Housing Act or other available
programs to minimize foreclosures.” Section 110 generally provides
that the Federal Reserve Board (Board) is a Federal property man-
ager with respect to any mortgage, mortgage-backed securities, or
pool of such securities (residential mortgage assets) held, owned, or
controlled by or on behalf of a Federal Reserve Bank other than
residential mortgage assets that are held, owned, or controlled by
or on behalf of a Federal Reserve Bank “in connection with open
market operations under section 14 of the Federal Reserve Act (12
U.S.C. 353), or as collateral for an advance or discount that is not
in default.”

The Board is currently not a Federal property manager for any
residential mortgage assets within the scope of section 110. To the
extent that residential mortgage assets are held, owned or con-
trolled by the Federal Reserve Banks, these assets are held, owned
or controlled in connection with open market operations or as col-
lateral for advances or discounts that are not in default, such as
the credit extended to Maiden Lane LLC.?

Nonetheless, the Board is in the final stages of developing a fore-
closure mitigation policy for use by the Federal Reserve Banks. In
addition to applying this policy in situations required by section
110, the Board will consider whether there are situations in which
it is appropriate and feasible for the Board to apply the policy vol-
untarily.

In developing this policy, the Board has consulted with the Fed-
eral Deposit Insurance Corporation, the Federal Housing Finance
Agency, and other governmental and industry representatives, and
has carefully considered recent developments and changes to indus-
try protocols relating to foreclosure mitigation. The Board expects
to finalize and vote on this policy soon and will promptly submit
a copy of its policy once approved to Congress. The goal of the pol-
icy will be fully consistent with the requirements and goals of sec-
tion 110 to offer distressed homeowners a sustainable loan modi-
fication when such action would result in a higher expected net
present value (NPV) than would be expected through foreclosure.

» Specifically, what goals has the Board established for the num-

ber or percentage of mortgages that should be modified to com-
ply with the Act?

Any portfolio that becomes subject to the Board’s foreclosure
mitigation policy will contain unique characteristics, such as the
number of whole residential mortgage loans versus residential
mortgage-backed securities, the percentage of senior mortgage
loans versus subordinate mortgage loans, and the number of per-

1Maiden Lane LLC is the limited liability company to which a portfolio of assets was trans-
ferred in connection with a loan by the Federal Reserve Bank of New York, which facilitated
the acquisition of The Bear Stearns Companies Inc. by JPMorgan Chase & Co.
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forming loans versus non-performing loans. To account for these
variables, the Board does not expect to establish a pre-set number
or percentage of loans that must be modified under its policy.

However, as noted above, the Board’s over-arching goal under the
policy will be to try to keep consumers in their homes by offering
sustainable loan modifications when the expected NPV of a loan
modification would be greater than the expected NPV of the net
proceeds to be received through foreclosure.

 What process has the Board established to communicate the

plan, including modification goals, to Maiden Lane or the re-
gional Federal Reserve Bank that would serve as the agent for
the Board in carrying out its duty under the law?

As noted above, the Board is in the final stages of developing a
foreclosure mitigation policy to guide the Federal Reserve Banks in
the event that the Board becomes a Federal property manager. The
Board will transmit that policy to the Reserve Banks and require
that the Reserve Banks, and any agents they may hire to assist in
the management or servicing of the mortgage portfolios subject to
section 110, abide by the policy.

* How many Bear Stearns loans have been modified to date and

what were the terms?

Wells Fargo & Company (Wells Fargo) and EMC Mortgage Cor-
poration currently act as the servicers of the whole residential
mortgages that serve as collateral for the loan to Maiden Lane
LLC. Both Wells Fargo and EMC Mortgage are members of the
HOPE NOW Alliance and utilize industry standard protocols for
loan modifications that are consistent with the standards and
guidelines established by the HOPE NOW Alliance. Loan modifica-
tions for mortgages that serve as collateral for the loan to Maiden
Lane LLC have been offered to delinquent borrowers who are fac-
ing other-than-temporary economic hardships, but who may have
the capacity to perform on the loan following a modification of
terms that provides an expected NPV greater than what would be
expected through foreclosure. Workout plans, which are not formal
loan modifications, are offered to borrowers with temporary prob-
lems and need assistance bringing their account current through
short-term modifications to their payments.

The ability to offer loan modifications and workout plans for
loans that serve as collateral for the extension of credit to Maiden
Lane LLC is contingent on whether the subject assets are whole
mortgage loans rather than mortgage-backed securities. Because
mortgage-backed securities are pools of mortgages in which the
Federal Reserve Bank only holds a fractional interest along with
other investors, the Reserve Bank does not have direct control over
the servicing of those residential mortgage assets. The majority of
residential mortgage assets that serve as collateral for the loan to
Maiden Lane LLC are in the form of residential mortgage-backed
securities. Moreover, all of the residential whole loans in the port-
folio were performing as of March 14, 2008, when Maiden Lane
LLC acquired the portfolio.

As of November 30, 2008, slightly more than 11 percent of the
residential mortgage whole loans that serve as collateral for the
loan to Maiden Lane LLC and that were both nonperforming and
more than 60 days past due had been permanently modified
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through a reduction in interest rate, an extension of term, a defer-
ral or reduction in the principal balance, or a combination of such
actions. Typically, permanent loan modifications initially are con-
sidered when borrowers become 60 days or more past due.

The number of permanent loan modifications is expected to in-
crease in the coming months. A significant portion of the loans cur-
rently 60 days or more past due only reached this stage recently
and, as you know, the loan modification process, even under the
best of circumstances, can take time, as the borrower must be con-
tacted and appropriate analysis conducted to confirm that a modi-
fication is both appropriate and sustainable. Moreover, the loan
modifications currently offered to borrowers for the loans backing
the credit extension to Maiden Lane LLC become permanent only
after a borrower makes three timely payments under the modified
terms. Therefore, the number of permanently modified loans is ex-
pected to increase as more delinquent borrowers are contacted and
finish the negotiation process and as borrowers that are in their
three-month verification period fulfill their obligations and receive
permanent loan modifications.

In addition, many delinquent borrowers are receiving flexible
terms and assistance that may lead to loan workouts in forms
other than formal loan modifications—for example, short sales or
in the case of borrowers facing temporary financial hardships, a re-
payment plan. These workouts are not included in the stated per-
centage of loan modifications.

Q.10. I commend the Administration for following through with
Section 112 of EESA by convening an international summit on No-
vember 15th. In announcing the summit, the White House ex-
plained that leaders of the G20 and key international financial in-
stitutions will review progress on measures taken to address the fi-
nancial crisis and to discuss principles for reform of regulatory and
institutional regimes going forward. Please describe what the Fed-
eral Reserve and Treasury Department intend to accomplish
through this summit and the subsequent working group meetings
that will follow the summit—specifically, what types of principles
for regulatory and institutional modernization will the United
States pursue in the international community? Will these prin-
ciples include protections for consumers and households which form
the foundation of economic prosperity in our country as well as
other countries?

A.10. In a statement released following their November 15 meet-
ing, the G-20 Heads of State articulated five key principles that
will govern efforts by the official sector to reform the global finan-
cial system. These principles include strengthening transparency
and accountability of financial markets and financial institutions,
enhancing sound regulation, promoting integrity in financial mar-
kets, reinforcing international cooperation, and reforming inter-
national financial institutions. These efforts are constructive and
should help to make the global financial system more robust and
resilient. The Federal Reserve is working with its counterparts in
the G-20 to identify and implement specific measures that will con-
tribute to achieving these five principles. Initiatives to protect con-
sumers and households are central to these efforts. The statement
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from the G-20 Heads of States emphasized that bolstering con-
sumer protection is an essential step toward protecting the integ-
rity of global financial markets. Consumers and households benefit
both directly and indirectly as the financial system becomes strong-
er, better regulated, and more transparent.

Commercial Paper Funding Facility

Q.11. What real assets are securing loans made under the CPFF
to special purpose vehicles?

A.11. The loans made under the CPFF to the special purpose vehi-
cle (SPV) are collateralized by the highly rated commercial paper
purchased by, and the fees collected by, the SPV.

Q.12. What has the Federal Reserve done to clarify the effect of the
CPFF on the daily rates reported in the Board’s H-15 data release?

* What has the Board done to make clear that the support pro-
vided by the CPFF has altered the overall commercial paper
rate?

e Does the H-15 data still represent an actual market rate,
without credit enhancement by the CPFF or any other recent
government action?

A.12. On November 5, 2008 we added the following footnote to the
H-15 release:

Financial paper that is insured by the FDIC’s Temporary Liquid-
ity Guarantee Program is not excluded from relevant indexes, nor
is anyfinancial, nonfinancial, or asset-backed commercial paper
that may be directly or indirectly affected by one or more of the
Federal Reserve’s liquidity facilities. Thus the rates published after
September 19, 2008, likely reflect the direct or indirect effects of
the new temporary programs and, accordingly, likely are not com-
parable for some purposes to rates published prior to that period.

The commercial paper rates published on the H-15 release have
and continue to be a reflection of actual transactions that take
place in the U.S. commercial paper market. We have never
screened out transactions with third-party credit enhancements.

Q.13. What analysis has the Federal Reserve undertaken to deter-
mine which markets usually use the 90-day commercial paper rate
in conducting their business?

* Which of the markets, if any, did the Fed determine use this
rate regularly in their business operation?

» What steps, if any, has the Federal Reserve taken to assure
that the actions to lower the costs of issuing commercial paper
are not having an adverse impact on other markets which are
pegged to the 90-day financial commercial paper?

 Was a similar analysis conducted with respect to possible im-
plications for markets that use other short term (under 365-
day) commercial paper as a result of the establishment of the
CPFF?

» What steps, if any, has the Federal Reserve taken to assure
that the actions to lower the costs of issuing commercial paper
is not having an adverse impact on those other markets?

A.13. By law, the reimbursement rates on student loans are tied
to the 90-day financial CP rate. In addition, dealers report that
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some financial contracts (e.g., derivatives) settle on certain CP
rates published by the Federal Reserve.

The link of the reimbursement rate on student loans to the 90-
day financial CP rate has become problematic for student lenders,
because their cost of funds tends to be tied to Libor, and the spread
between Libor and the fmancial CP rate has moved against them.
Importantly, the wider spread likely reflects pressures on the Libor
rate as well as the CP rate. In addition, this spread first widened
a few weeks before the CPFF began operation.

To ensure that market participants fully understand our method-
ology for calculating CP rates, we published the following an-
nouncement on the Federal Reserve’s commercial paper website on
November 5, the first paragraph of which was also added (as al-
ready mentioned in our response to Question 11) as a footnote to
the Federal Reserve’s H-15 release:

CLARIFICATION OF CRITERIA CONSIDERED FOR COMMERCIAL PAPER
RATES

Financial paper that is insured by the FDIC’s Temporary Liquid-
ity Guarantee Program is not excluded from relevant indexes, nor
is any financial, nonfinancial, or asset-backed commercial paper
that may be directly or indirectly affected by one or more of the
Federal Reserve’s liquidity facilities. Thus the rates published after
September 19, 2008, likely reflect the direct or indirect effects of
the new temporary programs and, accordingly, likely are not com-
parable for some purposes to rates published prior to that period.

Through November 4, the documentation on the “About” page of
this release indicated that paper issued under “credit-enhanced
programs” was excluded from the samples of issues used to cal-
culate reported rates. This wording was intended to convey that
asset-backed commercial paper was excluded from the calculation
of financial rates. Indeed, consistent with that intent, the Federal
Reserve has, since 2006, published a separate rate series for asset-
backed commercial paper. To avoid confusion, the reference to
“credit-enhanced programs” will be dropped.

Too Big to Fail

Q.14. When Chairman Bernanke testified before this Committee in
support of emergency legislation to stabilize the economy, he ac-
knowledged that we have a “serious ‘too big to fail’ problem in this
country,” and that “it is much worse than we thought it was com-
ing into this crisis.” Ironically, as Gary Stern, President of the Fed-
eral Reserve Bank of Minneapolis points out, “The too-big-to-fail
problem . . . has been exacerbated by actions taken over the past
year to bolster financial stability.” In surveying the financial land-
scape, one is struck by the fact that we are seeing increased con-
solidation of financial institutions—not just of commercial banks,
but including enormous combinations of commercial and invest-
ment banks. In fact, news-reports indicate that a number of the in-
stitutions that received capital injections are using them to do ad-
ditional acquisitions.
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» Are such consolidations increasing our “too big to fail” problem,
thereby increasing the problem of moral hazard? If so, what do
we do about it?

A.14. Working with the Treasury, the FDIC, and other agencies,
the Federal Reserve believes that we must take all steps necessary
to minimize systemic risk. We are also concerned about actions
that increase moral hazard. As the Federal Reserve has previously
noted, the acquisition of a troubled financial institution by a
healthy firm can significantly mitigate risks to the financial system
as a whole, preserve banking services in affected communities, and
reduce the costs to taxpayers. Although preserving market dis-
cipline and avoiding moral hazard are extremely important, in ex-
ceptional circumstances it may be necessary for the government to
intervene to protect financial and economic stability by taking
steps to avoid the threat that could result from the failure of a
major financial institution when financial markets are already
quite fragile. The problems that result from moral hazard and the
existence of institutions that are “too big to fail” must be addressed
through prudent decisionmaking by government agencies, regu-
latory changes, improvements in the financial infrastructure, and
other measures designed to prevent reoccurrence of threats to over-
all financial stability. Reforming the system to address these prob-
lems should be a top priority for lawmakers and regulators.

Q.15. Each agency represented at the hearing has aggressive!),
used the tools at their disposal in dealing with the crisis. However,
sometimes the use of those tools has led to unintended con-
sequences. For instance, when the Treasury Department guaran-
teed money market funds, it led to a concern on deposit insurance
and bank accounts. When the FDIC guaranteed bank debt, it had
an effect on GSE borrowing costs, which in turn directly affects
mortgage rates.

Acknowledging that there is often a need to act quickly in these
circumstances, please explain what steps and processes you have
employed to inform other agencies about significant actions you un-
dertake to ensure that there are not serious adverse unintended
consequences and that your actions are working in concert with
theirs.

A.15. For many years, the Federal Reserve has worked with other
government agencies—including the Treasury Department, the Se-
curities and Exchange Commission, the Commodity Futures Trad-
ing Commission, and the other banking agencies—through the
President’s Working Group on Financial Markets and in other fo-
rums, to foster the safety and soundness of financial institutions
and the stability of financial markets. During the financial crisis,
this collaboration has increased greatly, and includes regular con-
ference calls at the principals’ level as well as formal and informal
staff contacts with a range of other agencies to exchange informa-
tion on financial developments and to discuss possible policy re-
sponses.

Such interactions have contributed importantly to the policy re-
sponse to the crisis. Indeed, in some cases joint decisions by mul-
tiple agencies are required to take particular policy steps. For ex-
ample, in order for the FDIC to invoke the systemic risk exception
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to the general requirement for least-cost resolution of a troubled in-
sured depository institution, both the FDIC and Federal Reserve
Boards must recommend such a step by two-thirds majorities and
the Secretary of the Treasury, in consultation with the President,
must determine that a least-cost resolution would have serious ad-
verse effects on economic conditions or financial stability, and that
a non-least-cost resolution would avoid or mitigate such adverse ef-
fects. This process, which involves considerable interaction between
the three agencies at both the staff level and the principals’ level,
has been undertaken three times this fall, in connection with the
difficulties of Wachovia and Citibank and with the establishment
of the FDIC’s Temporary Liquidity Guarantee Program. Similarly,
some other policy actions have involved more than one agency, and
so by necessity have required extensive inter-agency consultation.
An example is the Term Asset-Backed Securities Loan Facility,
which calls for an equity investment by the Treasury Department
and credit provided by the Federal Reserve. Even when joint action
not been formally required to adopt a particular policy, the Federal
Reserve has found it useful to exchange views regarding the pos-
sible policy in order to benefit from the assessments of other agen-
cies. In many cases such consultations have been organized by
Treasury Department and have included a wide range of govern-
ment agencies.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR ENZI FROM
ELIZABETH A. DUKE

Q.1. As someone with extensive background in the banking indus-
try, what is your opinion of the recent action taken by the SEC and
FASB to clarify mark-to-market accounting regulations? Do you
feel such clarification was beneficial for our banking industry?
What about the financial market as a whole?

A.1. As the question indicates, the SEC and FASB issued a press
release on September 30, 2008 containing certain clarifications re-
lated to the fair value accounting guidance contained in FASB
Statement No. 157, Fair Value Measurements, for the benefit of
auditors and preparers of financial statements. Subsequently, the
FASB issued FASB Staff Position No. FAS 157-3, Determining the
Fair Value of a Financial Asset When the Market for That Asset Is
Not Active. Those formal actions were supplemented by a number
of roundtable sessions and other meetings and presentations dur-
ing which SEC and FASB staff discussed practical challenges in-
volved in performing fair value measurements in markets that
have become significantly less active.

Generally, guidance was helpful to banks and financial markets
because it addressed some of the challenges of measuring fair val-
ues in inactive markets. However, this guidance did not signifi-
cantly reduce the uncertainties around the quality of fair value
measurements that users and investors are experiencing. This may
indicate that additional information and guidance may be nec-
essary to address these uncertainties. The Federal Reserve is sup-
portive of further efforts by the SEC and the FASB to clarify exist-
ing fair value accounting guidance.
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In addition, as the SEC completes its study of “mark-to-market”
accounting by January 2, 2009 as required by the Emergency Eco-
nomic Stabilization Act of 2008, we will review the report and con-
sult with the SEC regarding additional steps that may be deemed
necessary in light of recent market events. If necessary, such steps
could range from modifications of accounting requirements to addi-
tional clarification of existing guidance. Combined with steps that
have already been completed to provide clarifying guidance, we
trust that actions taken in response to the SEC study will benefit
both the banking industry and the financial market as a whole.

Q.2. It is possible this committee will be revisiting the regulation
of credit default swaps (CDS) and other previously unregulated de-
rivative contracts in the near future. Do you believe the proper en-
tity to regulate such financial products is the Federal Reserve? If
not, which regulator is best suited to oversee these financial prod-
ucts in your opinion?

A.2. On November 14 the President’s Working Group on Financial
Markets (PWG) announced a broad set of policy objectives to guide
efforts to address the full range of challenges associated with CDS
and other OTC derivatives, including improving the transparency
and integrity of the CDS market, enhancing risk management of
OTC derivatives, further strengthening the OTC derivatives mar-
ket infrastructure, and strengthening cooperation among regu-
latory authorities. The Federal Reserve believes that this coopera-
tive approach to these issues, which draws on the strengths and
broad existing authority of the various federal agencies, is likely to
be more effective at addressing these concerns than assigning au-
thority to oversee CDS to the Federal Reserve or any other single
agency.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR MENENDEZ
FROM ELIZABETH A. DUKE

Q.1. I am gravely concerned, about a situation whereby banks are
taking advantage of AIG’s low credit rating to make a windfall off
of transactions they have with our nation’s mass transit agencies.
Is the Treasury willing to appoint a senior official to work with the
Fed, the IRS, and these public transit agencies to make sure tax-
payer money is protected? Given the urgent nature of this situation
I would like an answer to this question by Tuesday October 28.
(Please contact my staffer Hal Connolly at 202-224-4744 if you
have any further questions)

Q.2. Our nation’s public transit agencies are potentially liable for
payments in the hundreds of millions of dollars to banks due to the
downgrading of AIG through LILO/SILO leveraged leases. Does the
Treasury and the Fed think it appropriate that these banks are in
a position to make a windfall at the expense of these public agen-
cies? Without action by the Treasury banks stand to gain all of the
benefits the IRS has declared to be inappropriate. Has the IRS
backed away from its previous position on these leases?

A.1.-A.2. As you indicate, a number of transit authorities have
issued obligations that were guaranteed in whole or in part by
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American International Group, Inc. (MG) as part of complex, tax-
driven lease transactions.

It was precisely for the purpose of limiting the potential adverse
effects on the economy of the failure of AIG that the Federal Re-
serve, on September 16, 2008, extended a line of credit to AIG in
the amount of $85 billion. The Federal Reserve was concerned that
the disorderly failure of MG during the current period of economic
turmoil and fragile markets would have wide-ranging systemic ef-
fects and exacerbate the already troubled economic situation.

Since that time, the Federal Reserve, working with the Depart-
ment of the Treasury, has taken additional actions to help restore
confidence in AIG to allow it to maintain its credit ratings and con-
duct its business while it engaged in an orderly restructuring. On
November 10, 2008, the Federal Reserve restructured its credit fa-
cility and agreed to provide two additional liquidity support facili-
ties to AIG. At the same time, the Department of the Treasury pro-
vided an emergency injection of capital to the company.

While the Federal Reserve has used its authority to provide li-
quidity to AIG, the Federal Reserve does not have authority to cure
the potential technical defaults on the transit authority bonds,
which are based on the credit ratings of MG. The credit ratings for
AIG are not established by the Federal Reserve, though the actions
of the Federal Reserve and the Treasury in providing funding to
MG have helped to stabilize those ratings. We understand that the
transit authorities are in discussions with lenders to find mutually
agreeable ways to cure the potential defaults.

We recognize the importance of mass transit to communities,
both as a matter of the economic contribution that mass transit
makes to urban communities in particular and in the effects it has
on the lives of users of mass transit. This is an important issue
that we are monitoring carefully.
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