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Mr. Chairman, Members of the Subcommittee: | am Thomas A. Schatz, President
of Citizens Against Government Waste (CAGW), an organization formed in 1984 for the
purpose of identifying and eliminating waste, fraud, abuse, and mismanagement in the
federal government.

We are pleased to testify today about the current status of regulatory oversight of
the two housing government sponsored enterprises (GSEs), Fannie Mae and Freddie
Mac. We agree that Fannie and Freddie provide a useful service to the American
economy, but we believe that oversight of the GSEs much be strengthened, particularly in
light of the recent developments surrounding Freddie Mac.

Prior to discussing the specific proposals being considered by the subcommittee,
CAGW:’s eventual goal is full privatization of Fannie Mae and Freddie Mac.
Recognizing this will not occur overnight, we applaud your efforts, Mr. Chairman, to
take steps now to improve the oversight of the two GSEs.

There may well have been a need for federal government involvement when
Fannie Mae was created in 1938, one of the worst years of the Great Depression, and
perhaps there were good reasons for providing government support when Fannie and
Freddie Mac were first sold to public investors.

Whatever those reasons were, they no longer apply. Fannie Mae and Freddie Mac
are two of the world’s largest companies; they dominate the US housing finance market.
They owe their supremacy not just to their management skills, but also to their special
ties to the federal government. CAGW believes those ties are inappropriate, that they
should be severed, and that both GSEs should be privatized.

Therefore, despite its preference for privatization, CAGW strongly supports
interim actions by the Congress that will make it clear to taxpayers and investors that
Fannie Mae and Freddie Mac are no longer special entities, protected by outdated, anti-
competitive ties to the federal government. It is interesting to us that it some who support
government regulation of private monopolies object to stronger government oversight of
the two GSEs, apparently believing that the current regulatory scheme is adequate and
that the duopoly represented by Fannie Mae and Freddie Mac is benign. Moreover,
Fannie Mae and Freddie Mac are rewarded, not punished, for their monopoly status by
submitting to less regulation that is applied to private sector companies that are supposed
to be the customers of the GSEs

Opponents of your bill, Mr. Chairman, and similar measures, also opposed prior
efforts to reign in the two GSEs. CAGW believes it is incumbent upon those opposing
greater oversight to explain why it is not necessary, rather than for proponents to justify
their call for increased scrutiny, transparency, and accountability. In fact, it is likely that
many who now voice concern over your bill were at the forefront of the Oxley-Sarbanes
measure enacted last year to increase oversight of accounting practices at private sector
companies. It is inconsistent to oppose similar regulation for the GSEs.
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Thanks to your good work, Mr. Chairman, and to the work of this subcommittee,
Congress has been examining the business of the GSEs for many years. Your
subcommittee has held six hearings on the GSEs since January 1999. The Congressional
Budget Office examined the Federal subsidy to Fannie and Freddie, estimating in 2000
that the subsidy was approximately $10.6 billion. Numerous government and private
studies in recent years have shown that Fannie Mae and Freddie Mac lag the private
market in supporting the financing of affordable housing. Your efforts have drawn
support from the Federal Reserve, numerous national and local business and mainstream
publications, and from groups that champion housing, good government and responsible
economic policies.

Improved regulation of the GSEs has been amply examined. It is now time to act.
The current bifurcated system of GSE oversight does not work, and it is exploited by
Fannie Mae and Freddie Mac. Their current regulator is clearly inadequate: Freddie Mac
is the fourth largest financial services company in the United States, yet its safety and
soundness regulator, the Office of Federal Housing Enterprise Oversight (OFHEQO) seems
to have been unaware of any problems with the company’s accounting procedures.

Less than a week before the recent management shakeup, OFHEO gave Freddie
Mac a clean bill of health, stating that no big surprises from the earnings restatement
could be expected. Clearly, OFHEO was wrong. And we still do not know the full scope
of the problems at Freddie Mac, and recent press reports indicate that Fannie Mae may
not be completely free of concern, either.

We cannot even defend the GSEs on the grounds that they adequately promote
affordable housing, which is their core mission. The Department of Housing and Urban
Development (HUD), which is responsible for regulating that mission, has allowed the
GSEs to lag the private market for years. Numerous public and private studies have
documented that failure. Instead, the GSEs eagerly expand into new areas of financing
and investment, getting closer and closer to direct consumer lending, and HUD, which is
supposed to approve new GSE programs, does nothing to check their growth.

Congress does not need to conduct further investigation. It should enact
legislation this year that will bring greater accountability and transparency to the GSEs,
while reducing the risk to taxpayers. These are some of the many changes which should
be made along the road to complete privatization:

1. Strengthen safety and soundness regulation by moving this responsibility to the
Department of the Treasury;

2. Provide the new regulator with powers comparable to those available to bank

regulators;

Require that the GSEs hold bank-like capital;

4. Fund the regulator through assessments on the GSEs, comparable to fees imposed
to fund bank regulators;

w
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5. Require that all new programs initiated by the GSEs receive approval from its
mission-directed regulator only after collecting public comments on the proposed
new program;

6. Permit new programs only if the program does not violate the GSESs’ charters, will

not undermine the safety and soundness of the GSEs, is in keeping with the

GSEs’ mission to promote affordable housing, and does not involve direct

consumer lending of any kind;

Apply Community Reinvestment Act standards to the GSEs;

8. Tighten the national affordable housing standard that now applies to the GSEs by
making those standards apply within individual metropolitan statistical areas;

9. Repeal Fannie Mae’s and Freddie Mac’s exemption from the Securities Act of
1933 and the Securities Exchange Act of 1934;

10. Repeal the GSEs’ exemption from the privacy provisions which, under Gramm-
Leach-Bliley, apply to all other financial institutions;

11. Cap the amount of their own and each other’s MBS which the GSEs may hold in
their own portfolios;

12. Cap the amount of debt the GSEs may issue without seeking Treasury approval;

13. Repeal the GSEs’ exemption from state and local taxes;

14. Repeal the $2.25 billion line of credit to the US Treasury which exists for each
GSE;

15. Limit bank investments in GSE securities.

~

We recognize that this list is ambitious, yet you have included many of these
concepts in your new bill, Mr. Chairman. We applaud your commitment to strengthening
the regulation of the GSEs, but we believe additional provisions are necessary to provide
true protection for American taxpayers, homebuyers and investors. We recommend that
three provisions in particular are essential now: a requirement for bank-like capital for
Fannie Mae and Freddie Mac; consolidation of safety and soundness and new program
authority in a single strong regulator; and repeal of the GSESs’ exemption from Federal
securities laws.

REQUIRE BANK-LIKE CAPITAL

Despite the many years it took OFHEO to develop its risk-based capital rule and
the economic model upon which it is based, we have little confidence that the rule or the
model are meaningful checks on the GSEs’ high-flying financials. We strongly support
your bill’s establishment of prompt corrective action powers for the new regulator.

However, CAGW recommends that your bill go farther. Fannie Mae and Freddie
Mac should be subject to the same capital standards as banks, would include compliance
with the Basel Capital Accords now undergoing revision.
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This view is supported by the Federal Reserve. In his April 21, 2003 letter to you,
Federal Reserve Chairman Alan Greenspan stated the importance of increased capital for
the GSEs:

...the existence, or even the perception, of government financial support for
financial institutions undermines the effectiveness of market discipline. Thus, in
the case of the housing-related GSEs — Fannie Mae, Freddie Mac, and the Federal
Home Loan Banks — to ensure that these institutions do not pose a systemic threat
regulators cannot rely wholly on market discipline and must assess whether these
institutions hold appropriate amounts of capital relative to the risks they assume
and the costs they might impose on others, including taxpayers.

In March of this year, William Poole, President of the Federal Reserve Bank of
St. Louis, spoke on the importance of this issue, recommending that “over a transitional
period of several years, the GSEs should add to the amount of capital they hold.” Mr.
Poole continued,

Capital is especially important for the GSEs because their short-term obligations
are large. Fannie Mae and Freddie Mac have debt obligations due within one year
of about 45 percent of their debt liabilities. Any problem in the capital markets
affecting these firms could become very large, very quickly. What might ‘very
quickly” mean? Because of the scale of the short-term obligations of the GSEs,
the GSEs are rolling over many billions of dollars of obligations each week. For
this reason, a market crisis could become acute in a matter of days, or even hours.

I ask, Mr. Chairman, that the entire text of Mr. Poole’s speech be included in the
hearing record, attached hereto as Exhibit A, but I would like to draw your attention to
one other quote in his speech:

The core capital requirement [for the GSEs] is 2.5 percent of on-balance sheet
assets and 0.45 percent of outstanding mortgage-backed securities and other off-
balance sheet obligations. ...In the private sector, government securities dealers
carry capital in the neighborhood of 5 percent, and other financial firms
considerably more. For example, FDIC-insured commercial banks hold equity
capital and subordinated debt of a bit under 11 percent of total assets.

The risks posed by Fannie Mae and Freddie Mac are more dangerous than those
posed by the Federal Home Loan Banks because Fannie Mae and Freddie Mac are so
large, so thinly capitalized, and so dominant in their field. Following the lead given by
Chairman Greenspan and Mr. Poole, we endorse the imposition of bank-like capital as
key to the success of any new regulatory regime.
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Without the imposition of stricter capital standards, the GSEs will always pose the
problem of systemic risk. While a recent OFHEO report on systemic risk took comfort in
the GSEs’ risk management, we disagree. Fannie Mae and Freddie Mac are huge and
they are getting bigger. CAGW is deeply concerned about the significant potential for
serious problems in our economy if either of the GSEs gets into trouble. Yet their zeal
for growth is insatiable, and we believe, irresponsible.

In early 2000, when it appeared that the federal government was going to run
surpluses for the first decade of the twenty-first century, Speaker Hastert and then-
President Clinton made public commitments to eliminate the $3.6 trillion public debt
entirely by 2015. In fact, the Department of the Treasury went so far as to announce that
it would no longer issue 30-year bonds, and Wall Street began to discuss what would be
the best new benchmark for the private debt markets.

Because of their special status as government-sponsored enterprises, as well as
their allegedly impeccable accounting and financial controls, Fannie Mae and Freddie
Mac quickly offered themselves, even though they had $2 trillion in outstanding debt and
MBS, nearly as much as the privately held national debt at that time, which was
$2.7 trillion. One more statistic: in 1999, as we paid down $140 billion in national debt,
the GSEs simultaneously increased their debt by $309 billion. Thus, the GSEs were on a
trajectory that had them issuing so much debt and MBS, that by mid-2001, Fannie Mae
and Freddie Mac would have had more debt and MBS outstanding than the Federal
government.

This conceit by Fannie and Freddie was entirely misplaced and inappropriate.
While there are few benefits of the $350 billion budget deficit, preventing Fannie Mae
and Freddie Mac from becoming the nation’s benchmark for interest rates is the best
result of an otherwise poor economic circumstance. The present situation at Freddie Mac
should eliminate any possibility of a GSE benchmark for many years to come.

STRENGTHEN THE NEW REGULATOR

CAGW supports your plan to move the GSEs’ regulator from HUD to Treasury
and its independence from the appropriations process by the assessment of fees on Fannie
Mae and Freddie Mac.

However, we believe that new program approval should come under the
jurisdiction of the new regulator, as well as safety and soundness. Most of the new
programs that the GSEs propose are new financial products. At present, HUD has no
more than seven people overseeing Fannie Mae and Freddie Mac. While they may be
equipped to opine about the impact on homebuyers of a proposed new product, these
people have little expertise to assess how that product will affect a GSE’s safety and
soundness. Any GSE regulator must have sophisticated financial markets expertise, not
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simply an understanding of how to reach out to potential homebuyers about the best way
to shop for a mortgage.

The possibility of systemic risk posed by the GSEs is inextricably tied to the
scope of their activities. Every outreach into broader and more innovative financial
products holds the potential of undermining the safety and soundness of the GSEs.
Despite the enactment of the 1992 Federal Housing Enterprises Financial Safety and
Soundness Act, which directed HUD to establish a meaningful pre-clearance program,
the GSEs have moved closer and closer to direct consumer lending through a series of so-
called “pilot” programs that are offered throughout the United States. In many of these
programs, the GSEs choose to partner with individual lender or other primary mortgage
market participants, thereby creating winners and losers through their market dominance.

CAGW urges you to use this opportunity to bring greater accountability and
transparency to the GSEs’” while reducing taxpayer risk. Not only do we believe that
Fannie Mae and Freddie Mac are too big, we believe that, left unchecked, they will
dominate all consumer lending. It is the responsibility of the federal government to
exercise responsible oversight before their growth leads to the federalization of the
nation’s mortgage and consumer finance industry.

REPEAL THE EXEMPTION FROM THE SECURITIESLAWS

Finally, your bill should include provisions comparable to H.R. 2022, legislation
introduced by Representatives Christopher Shays and Edward Markey, to repeal the
exemption from the securities laws that apply to every other publicly traded company that
meets SEC standards for registration.

Last July, under pressure from Congress and federal regulators, Freddie Mac and
Fannie Mae agreed to register with the SEC and adhere to the agency’s financial
reporting rules. While this promise was an important concession, the GSEs continue to be
exempt from full compliance with the Securities Act of 1933, which requires publicly
traded companies to register their equity, MBS and debt. Moreover, they remain exempt
even from key provisions of the Securities Exchange Act of 1934, such as the rules
governing tender offers, proxies, and public reporting of trades by large shareholders and
insiders. And, while Fannie Mae followed through on its commitment to register,
Freddie Mac has not. Because its promise to register with the SEC was not required,
Freddie Mac has violated no law.

This month’s news regarding Freddie Mac clearly demonstrates the implications
of exempting the GSEs from the federal securities laws. It also illustrates why voluntary
disclosure is meaningless. Any other company which is forced to restate earnings must
continue to file its financial statements with the SEC; failure to do so subjects the
company to SEC sanctions. In such cases, the message to investors is clear that the
company has not complied with the law. In Freddie Mac’s case, the failure to register
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seems not to matter. The SEC did not initiate an investigation of Freddie Mac until after
the announcement of its management shakeup.

We endorse the view of the Treasury Department, OFHEO, and the SEC in their
February 2003 study of MBS disclosure, which made the following observation:

“The Task Force finds more persuasive the arguments of other investors and
market participants who counter that any adverse effects from additional
disclosure would be short-term, and ultimately would be outweighed by the
benefits of greater information flowing into, and therefore more informed analysis
of, the MBS market.”

Just last month, the Congressional Budget Office supported this view in a report
that determined that requiring Fannie Mae and Freddie Mac to register their debt
securities with the SEC would not disrupt the mortgage market or prevent homebuyers
from locking in interest rates, as the GSEs have claimed. And Moody’s Investor Service
last week stated that making all GSE securities subject to SEC registration would be “a
good thing.”

Congress has long acknowledged the need of investors and others for a
standardized system of continuous disclosure of material information. There is no policy
reason for Fannie Mae and Freddie Mac to remain exempt from that system any longer.
These financial giants should be held to the “gold standard” of disclosure, as former SEC
Chairman William McDonough has said, and as endorsed by Chairman Greenspan.

CONCLUSION

We commend this subcommittee for its continuing investigation into how best to
manage the GSEs. However, recent events mean that the time for inquiry is ended it is
time for action. We urge the members of the subcommittee to enact legislation that will
establish a strong regulator, with the authority to impose bank-like capital standards, and
to repeal the GSEs’ exemption from the securities laws. We also support additional
oversight and transparency, as well as eventual privatization, once these interim steps are
taken.

It is clear that because of their huge size and market concentration, Fannie Mae
and Freddie Mac are too big to fail. In its statement last week that increased government
oversight would not hurt the housing finance market, Moody’s made this very point.

Finally, Mr. Chairman, no matter how many times the GSEs say that they are
private companies, independent of the government, everyone knows that it not the case.
The American taxpayer is on the hook if anything goes wrong with the GSEs, and
therefore, effective regulation and accountability must be of paramount importance.
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Housing in the M acr oeconomy

William Poole*
President, Federal Reserve Bank of St. Louis

Office of Federal Housing Enterprise Oversight Symposium
Ronald Reagan Building and International Trade Center
Washington, DC

March 10, 2003

*| appreciate assistance and comments provided by my colleagues at the Federal Reserve
Bank of St. Louis. Robert H. Rasche, Senior Vice President and Research Director, and
William R. Emmons, Economist, were especially helpful. I take full responsibility for
errors. The views expressed are mine and do not necessarily reflect official positions of
the Federal Reserve System.

Housing in the M acr oeconomy

I am very pleased to be here this morning to participate in this symposium sponsored by
the Office of Federal Housing Enterprise Oversight. The topics are important, and the list
of speakers impressive.

My purpose is to provide an overview of longer-run trends in housing and housing
finance to provide a setting for the papers presented later today. The United States is well
housed, and the housing finance system has been working efficiently in recent years. In
the first two sections of my remarks, I'll discuss some of the history and report some
measures showing how the housing stock has changed over time, and how the housing
finance system has developed. Our aim must be to sustain and extend this progress.

The third section of my remarks reflects my long-standing interest in issues of financial
stability stemming from my study of monetary economics and financial history. Given
the enormous importance of housing and housing finance to the U.S. economy, I think we
do need to carefully examine the potential for financial instability, and consider steps that
could reduce the risk. In this context, | especially want to commend OFHEO for its recent
report entitled, "Systemic Risk: Fannie Mae, Freddie Mac and the Role of OFHEO." This
report displays an impressive depth of scholarship in reviewing a large body of
professional literature on the subject. It deserves careful study by every economist
interested in issues of financial stability and every policymaker with an interest in
housing and housing finance.

Before proceeding, | want to emphasize that the views | express here are mine and do not
necessarily reflect official positions of the Federal Reserve System. | thank my
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colleagues at the Federal Reserve Bank of St. Louis—especially Robert H. Rasche,
Senior Vice President and Director of Research and William R. Emmons, Economist—
for their assistance and comments, but I retain full responsibility for errors.

Some Facts about Housing

Housing, particularly owner-occupied housing, has long been a public policy issue in the
United States. Over the years, these discussions developed in two different directions:
one focusing on the availability of housing for lower-income families, which | will not
address here, and the other on the development of housing in general and the efficiency
of mortgage markets.

The discussion of policies toward housing and mortgage markets dates back to at least
1918.(1) During the Great Depression, the National Housing Act of 1934 created the
Federal Housing Administration (FHA) with the mandate to insure private residential
mortgages. In the aftermath of World War 11, the Serviceman's Readjustment Act of 1944
created the Veterans Administration (VA) home-loan guarantee program.(2) Mortgages
insured (or guaranteed) by the government gained considerable market share throughout
the 1940s and 1950s, reaching a peak share of 44.3 percent of 1-4 family home
mortgages in 1956. Since then, the share of government-insured mortgages has declined
steadily; by the end of 2000 the share amounted to only 13.8 percent.(3)

The original Federal National Mortgage Association—Fannie Mae, as it came to be
unofficially and affectionately called—was organized in February 1938 to increase the
volume of residential construction and develop a secondary market in government-
insured or guaranteed mortgages.(4) To achieve the first objective, from its inception
Fannie Mae purchased mortgages and issued its own debt. Initially, Fannie Mae was
funded through the sale of preferred stock to the Treasury. According to Jack M.
Guttentag, writing in 1963, government support was regarded as transitory since it was
"hoped that eventually the Treasury's investment can be retired with the proceeds of
common stock along with retained earnings, and the function transferred to private
ownership."(5) This objective was partially achieved in 1968 when the original Federal
National Mortgage Association was split into two parts: Government National Mortgage
Association, or Ginnie Mae, which remained a government agency, and a successor
Fannie Mae (officially, still the Federal National Mortgage Association) that was spun off
as a private corporation under a federal government charter. In 1970 Ginnie Mae started
guaranteeing mortgage-backed pass-through securities representing shares in pools of
FHA/VA guaranteed loans.(6) At the same time, the Federal Home Loan Mortgage
Corporation—Freddie Mac—was created to promote the development of a secondary
market in conventional mortgages.

Another important development in the 1930s was the creation in 1932 of the Federal
Home Loan Bank System (FHLB), which was chartered to provide liquidity to thrift
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institutions. In 1934 the Federal Savings and Loan Insurance Corporation (FSLIC) was
established to provide insurance on shares of depositors in thrift institutions.(7)

With these institutions in place, though not necessarily because of their creation, the net
stock of real residential assets per capita began to grow after World War 11.(8) The stock
had been trendless between $12,500 and $13,000 1996 dollars from the mid 1920s until
after World War 11. From 1948 to 1970 the net real per capita stock of residential
structures grew at a 1.9 percent annual rate. From 1971 to 2001 the net stock grew at a
somewhat lower average annual rate of 1.5 percent. By the end of 2001, the net per capita
stock of real residential structures had grown to $32,700 1996 dollars.

As the stock of residential structures was growing, the quality of the housing stock was
improving. According to the 1950 Census, 35.5 percent of houses lacked complete
plumbing facilities. By 2000 the fraction of houses without complete plumbing had fallen
to 0.6 percent. In the 1960 Census—the first census that included a question on
telephones—21.5 percent of houses had no telephone. By 2000 only 2.4 percent of
houses lacked a telephone. In the 1970 Census 4.4 percent of houses was recorded as
lacking complete kitchen facilities. By 2000, only 1.3 percent of houses was recorded as
without complete kitchen facilities. During this period the median size of houses also
increased—from 4.6 rooms in 1950 to 5.3 rooms in 2000.(9)

As the quantity and quality of the residential housing stock increased, homeownership
also became more widespread. In the 1950 Census the homeownership rate was reported
at 55 percent—Dby the 2000 Census it had increased to 67.5 percent.

Some Facts about Housing Finance

Growth of the housing stock could not have occurred without a robust system of
mortgage finance. There are several distinct sources of mortgage finance in the United
States.(10) The importance of these sources has varied considerably over the years since
World War Il. The share of 1-4 family mortgage loans held by commercial banks
increased in the immediate aftermath of World War 11 to a peak of 19.4 percent in 1948;
it then trended down to 13.4 percent in 1961 at which point the trend reversed and the
share trended up again, reaching almost 24 percent in 2000. Life insurance companies
were a significant player in the residential mortgage market immediately after World War
I1, but their share of lending peaked in 1951 at 23.5 percent and has trended down ever
since. By 2000, the share of life insurance companies was only 3.4 percent, so these
institutions have ceased to be a significant factor in the residential mortgage market. The
share of "all other,” which includes lending by individuals and private mortgage pools
decreased from 34.1 percent at the end of World War Il to 12.3 percent in 1977, after
which it started trending up and reached 21.4 percent by 2000.

The two remaining types of institutions that at different times have been the most
significant players in the residential mortgage lending market are savings institutions
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(including savings and loan associations and mutual savings banks) and U.S. agencies
including Ginnie Mae, Fannie Mae, Freddie Mac, and mortgage pass-through securities
guaranteed by federal agencies or government sponsored enterprises (GSESs). The share
of savings institutions in residential mortgage lending grew rapidly after World War I,
reaching 46 percent in 1965. These institutions maintained their market share until 1978,
but then lost share dramatically.

The decline of the savings institutions was a consequence of rising nominal interest rates
combined with duration mismatch, which together generated the Savings and Loan crisis
of the 1980s. By 1990, when the S&L crisis was finally resolved, the share in the
residential mortgage market of these institutions had shrunk to 21.1 percent, less than half
of the peak market share twenty-five years earlier. In the subsequent decade the market
share held by these institutions shrunk by half again, to only 10.4 percent at the end of
2000.

As the presence of savings institutions in the residential mortgage market receded, the
financing void was filled by U.S. government agencies. In 1967, immediately before the
Housing Act of 1968 and reorganization of the established Fannie Mae into Ginnie Mae
and the new Fannie Mae, the share of the residential housing mortgage market for
government agencies was 5.5 percent. By 1990, these institutions captured a third of the
residential mortgage market, either through mortgages purchased for their own portfolios
or through guaranteed mortgage-backed securities. Recent data indicate that their market
share is 42.5 percent as of the end of the third quarter of 2002. Clearly, the efficiency and
stability of the government agencies has become a critical factor in the financing of
residential construction.

Financial Stability

Residential mortgage debt has grown enormously as a fraction total nonfinancial debt in
the United States. Starting at slightly more than 5 percent at the end of World War Il, the
share grew steadily until it exceeded 20 percent in the early 1960s. From then until the
mid 1980s, the share fluctuated in the neighborhood of 20 percent or a bit more. In the
past 15 years the share again grew steadily until it reached 30 percent at the end of
2001.(11) Given the current magnitude of mortgage debt outstanding relative to total
credit market debt, any serious instability in the financing of the residential capital stock
has the potential for significant effects not only on the housing industry and house prices
but also on the entire economy.

The annual reports of Fannie Mae and Freddie Mac, and the recent OFHEO report on
Systemic Risk, provide much useful information on risk management. It is insightful to
divide this subject into two parts. One concerns management of credit, interest-rate and
operational risks that can be modeled with the assistance of financial theory and evidence
from the behavior of financial markets. Risks that can be studied and modeled can be
termed "quantifiable risks.” Nonquantifiable risks deserve separate attention.
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There are certainly cases in which firms, and sometimes regulators, make mistakes in
dealing with quantifiable risks. Over the years, many financial institutions have failed
because of such mistakes. Savings and loan association failures, which ultimately led to
the failure of the Federal Savings and Loan Insurance Corporation (FSLIC), were mostly
of this type. Starting in the late 1960s, economists warned for years that the extreme
maturity mismatch from S&L balance sheets with long-term, fixed-rate mortgages
financed through short-term liabilities put the industry at great risk. As those risks were
realized, many firms failed and the S&L industry declined to a shadow of its former self.
The cost to taxpayers to make good on the insurance guarantee offered by FSLIC was in
the neighborhood of $150 billion. As a consequence of this experience, managers of
firms, regulators and those active in financial markets are today well aware of the need
for careful risk management.

The OFHEO report makes an extremely important point about nonquantifiable risks:

A further obstacle to quantifying systemic risk is the inherent difficulty in using
guantitative techniques to analyze catastrophic events such as wars and financial crises.
Such events are rare, often involve significant departures from recent historical
experience and can develop from a potentially infinite set of conditions. Analysts
generally do not model, simulate, or predict the course and consequences of
unconditional financial crises, making it difficult to obtain a precise estimate of the
likelihood of a specific level of economic losses resulting from potential financial crises.
As a result, government officials who seek to plan for such events cannot rely on the
usual quantitative techniques to evaluate alternative strategies for addressing them. (p.
87)

In a previous speech I suggested that periods of great market instability arise when three
conditions are met. First, something happens that has widespread significance—is large
enough to matter to lots of people. Second, the triggering event is a surprise. Ordinarily,
events long anticipated are not troublesome because corrective action occurs before
problems arise. Third, substantial uncertainty clouds resolution of the problem. It is
especially difficult for investors to know what to do when the government's response to
an unfolding situation is highly uncertain.(12)

Given the extensive discussion of quantifiable risks, | want to concentrate on the
nonquantifiable risks. It helps to make this issue concrete by listing some examples. The
failure or near failure of Penn-Central, Continental-Illinois, Long-Term Capital
Management, Enron and WorldCom may not have been complete surprises to
knowledgeable insiders, but the shocks were certainly "news" to market participants,
regulators and the general public. No one predicted the timing of the stock market crash
of 1987, or the peak of the equity markets in the spring of 2000. It is well known that
even the great Yale economist Irving Fisher was caught completely off guard by the crash
of 1929. Surprise legal decisions brought bankruptcy to 52 firms involved with asbestos,
to Dow-Corning and to Texaco. Finally, while experts in terrorism may have understood
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the risks of attacks on U.S. soil, their information was not sufficient to prevent the
September 11 attacks; certainly no one else had any basis for predicting the attacks. All
of these cases, with the possible exception of Continental-Illinois, reflected
nonquantifiable risks.

The point here is not to fault the forecasting record of any person or any agency. Rather,
it is to illustrate that major unforeseen events that can bring about a collapse in
confidence or disruption to the normal function of financial markets without any warning
can and do occur with some frequency. The history of the United States, as well as other
countries, is replete with such examples.

A little discussed but critically important dimension of systemic risk is the uncertainty
about how the government and regulators will respond to a major unforeseen event.(13)
Before the 1987 stock market crash there was considerable overconfidence that a break in
equity prices such as occurred in 1929 was not possible given modern institutions. As a
result, in the initial hours of the 1987 crash, the public did not know exactly how the Fed
would react to a systemic liquidity crisis. The way the Fed handled that situation is, in my
judgment, one of the high-water marks in the history of our central bank. Not only was a
generalized liquidity crisis averted, but also considerable institutional credibility was
created. The repercussions in financial markets on 9/11 might have been much worse had
the Fed not demonstrated in 1987 that it could and would react immediately to major
market disruptions.

There are historical cases where the reactions by government agencies and regulators to
unpredicted crises, in my judgment, did not result in such institution building. A good
example is the market perception that public policy has established a "too-big-to-fail”
doctrine. This perception grew over time, and became more entrenched as a result of the
Continental-1llinois situation. The net result is that market participants expect that, under
ill-defined conditions, regulators and/or government agencies will in fact insure
statutorily uninsured positions involving large financial institutions. Is the doctrine really
"too big to fail" or "too big to liquidate quickly?" How big does a financial institution
have to be, and does it have to be a depository institution, to be "too big to fail?" In this
respect, there is tremendous ambiguity about the status of the GSEs. The market prices
the GSEs' debt as if there were a federal guarantee, or a high probability of a guarantee,
standing behind their entire outstanding obligations. Yet, there is no explicit guarantee in
the law. Actual experience has left the markets with all of these important questions and
ambiguities.

No one should underestimate the potential importance of the ambiguity over the financial
status of the GSEs. Would "too big to fail" be extended to GSEs in a crisis, and if so how
would it be effected in the absence of a federal insurance agency with an unlimited line of
credit? How quickly could such a rescue be implemented?
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It is not sufficient for any single GSE to argue that its own financial condition is sound. If
one GSE comes under a cloud, others may also. That has been our experience with
financial firms again and again. It is the process economists call "contagion™ whereby
uninvolved or innocent firms are affected because the market has difficulty distinguishing
solid firms from those at risk.

In the case of the GSEs, the enormous scale of their liabilities could create a massive
problem in the credit markets. If the market value of GSE debt were to fall sharply,
because of ambiguity about the financial soundness of GSEs and about the willingness of
the federal government to backstop the debt, what would happen? I do not know, and
neither does anyone else.

Let me throw out for debate two steps the federal government might take to resolve the
ambiguity that | see as a fundamental risk to the continuing stability of our financial
system. First, various aspects of federal sponsorship that the market reads as providing an
implied guarantee of GSE debt should be withdrawn.(14) The Secretary of the Treasury
has the authority to buy GSE obligations; in the case of Fannie Mae and Freddie Mac, the
authority is up to a maximum of $2.25 billion for each firm. The GSEs could easily
replace this potential source of emergency financial support with credit lines at
commercial banks, following the widespread practice among issuers of commercial
paper. In any event, the amount available at the discretion of the Secretary of the
Treasury is far too small to deal with a crisis in the GSE debt market. Eliminating the
Treasury's authority to lend to the GSEs would provide a signal that the government is
serious when it says that there is no government guarantee of GSE debt.

Second, over a transitional period of several years, the GSEs should add to the amount of
capital they hold. Capital is critical because when there is a crisis in the securities
markets, financially strong firms can stand the pressure without lasting damage. Capital
provides a cushion against mistakes and unforeseeable circumstances. With adequate
capital, a firm can almost always raise emergency loans to cover its liquidity problems.
The importance of adequate capital became clear to policymakers as the S&L problems
accumulated in the late 1980s. Tightening capital standards for insured depository
institutions and strengthening the administration of those requirements were key
components of the reforms put in place at that time.

Capital is especially important for the GSEs because their short-term obligations are
large. Fannie Mae and Freddie Mac have debt obligations due within one year of about
45 percent of their debt liabilities. Any problem in the capital markets affecting these
firms could become very large, very quickly. What might "very quickly" mean? Because
of the scale of the short-term obligations of the GSEs, the GSEs are rolling over many
billions of dollars of obligations each week. For this reason, a market crisis could become
acute in a matter of days, or even hours.
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Capital on the books of Fannie Mae and Freddie Mac is well below the levels required of
regulated depository institutions. Let me quote a paragraph from the 2001 Annual Report
of Fannie Mae, the largest single GSE. During 2001, Fannie Mae issued $5 billion of
subordinated debt that received a rating of AA from Standard & Poor's and Aa2 from
Moody's Investors Service.

Fannie Mae's subordinated debt serves as a supplement to Fannie Mae's equity capital,
although it is not a component of core capital. It provides a risk-absorbing layer to
supplement core capital for the benefit of senior debt holders and serves as a consistent
and early market signal of credit risk for investors. By the end of 2003, Fannie Mae
intends to issue sufficient subordinated debt to bring the sum of total capital and
outstanding subordinated debt to at least 4 percent of on-balance sheet assets, after
providing adequate capital to support off-balance sheet MBS. Total capital and
outstanding subordinated debt represented 3.4 percent of on-balance sheet assets at
December 31, 2001. (pp. 44-5)

The capital situation at Freddie Mac is about the same as the one at Fannie Mae. The
capital adequacy standards applying to these two GSEs were established by the Federal
Housing Enterprises Financial Safety and Soundness Act of 1992. The core capital
requirement is 2.5 percent of on-balance sheet assets and 0.45 percent of outstanding
mortgage-backed securities and other off-balance sheet obligations. The off-balance sheet
obligations have a capital requirement because they are guaranteed by Fannie and
Freddie.

In the private sector, government securities dealers carry capital in the neighborhood of 5
percent, and other financial firms considerably more. For example, FDIC-insured
commercial banks hold equity capital and subordinated debt of a bit under 11 percent of
total assets.

The issue with Fannie Mae and Freddie Mac is not primarily one of disclosure. Their
annual reports disclose quite well the high degree of complexity of their operations, and
the small amount of capital they carry above what is required by law. My questions are
these: Given the complexity of their operations, is the capital standard in the law
adequate? Why is the standard so far below that required of federally regulated banks?
What will happen to the housing market if Fannie and Freddie become unstable?

Reports issued by Fannie Mae and Freddie Mac, and the recent OFHEO report on
Systemic Risk, indicate that the two firms employ state-of-the-art risk management.
Nevertheless, my sense is that the firms are vulnerable to nonquantifiable risks, because
their capital positions are so low.

In my judgment, the only way for financial institutions to insure stability in the event of
nonquantifiable shocks is for them to maintain a substantial extra capital cushion above
that deemed necessary by analysis of quantifiable risks. One way of thinking about the
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appropriate size of that cushion might be to decide that a firm should be able to meet its
maturing obligations without borrowing for a certain period of time. The length of the
period would depend on an assessment of how long it would take to resolve whatever
problem might arise. Under this criterion, the capital cushion would have to be invested
in highly liquid, short-term assets not subject to depreciation due to interest rate changes
or credit risks, so that maturing obligations could be met for a time without resort to
issuing new obligations.

Dismissing the risks of nonquantifiable events on the grounds that they are too
improbable to worry about is not a wise approach to public policy. For one thing, these
events are not so rare as they might seem. For another, the costs of a rare event that has
major consequences to the economy can easily outweigh a long stream of benefits that
are orders of magnitude smaller.

Summing Up

The United States has enjoyed many years of a rising stock of residential capital.
Moreover, dwellings have increased in average size and quality. The nation's housing
finance system has been effective in making this growth possible.

The housing finance system historically has been highly diversified. As a group, the share
of savings institutions in residential mortgage lending reached 46 percent in 1965, but
hundreds of institutions were involved. The diversification of lending by different types
of institutions and numerous firms within a class of institutions has been an important
element of stability, because the failure of one or even many firms has not shaken the
system. Competing firms have been able to enter the market to fill any voids left by
failing firms.

Today, the housing finance system is heavily concentrated. Just three firms—Fannie
Mae, Freddie Mac and Ginnie Mae—account for over 40 percent of the residential
mortgage market. Ginnie Mae is backed by the full faith and credit of the U.S.
Government Fannie Mae and Freddie Mac are not so backed, and hold capital far below
that required of regulated banking institutions. Should either firm be rocked by a mistake
or by an unforecastable shock, in the absence of robust contingency arrangements the
result could be a crisis in U.S. financial markets that would inflict considerable damage
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