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Mr. Chairman, Representative Kanjorski, and Members of the Subcommittee, | appreciate the oppor-
tunity to appear beforeyou today to discussH.R. 3703, the Hous ng Finance Regul atory |mprovement
Act. Thehill takesatwo-track approach at improving the regulation of government sponsored enter-
prises (GSES). Onetrack isconsolidating the regulation of Fannie Mae, Freddie Mac, and the Federa
Home Loan Banksinto anew independent agency. The other track makesanumber of amendmentsto
the GSES chartersaddressing safety, soundnessand systemic risk issues.

Mr. Chairman, first | want to commend you for your ongoing commitment to ensuring the best
possible oversight of the GSEsand reiterate my support to achieving thisend. You and Representative
Kanjorski have brought real leadershipto GSE issuesin general and | ook forward to working with you
and your colleagueson thefull Committeeto ensure the best possible oversight structure.

Asyou know, since OFHEO began operating in 1993, Fannie Mae and Freddie Mac have
doubledinsize. TheEnterprises’ exposureto credit risk hasdoubled to over $2 trillion. Thebulk of
thisgrowth hasoccurredin their retained portfolio of mortgages and mortgage-backed securities, which
grew by over 350 percent. Theamount of mortgage assets on which they manageinterest raterisk now
exceeds $846 hillion. Theneed for strong oversight ismore critical now than ever before.

AsCongress considersthe changesyou have proposed, | want to assureyou that thereisa
very strong regulatory system already in place. OFHEO workswell asthe safety and soundness
regulator for Fannie Mae and Freddie Mac (the Enterprises). Theonly shortcoming, which 1 will
addresslater in my testimony, isOFHEQ' slack of financia independence.
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OFHEOQO ' stop-notch examination program isan annual, comprehensive, risk-based assessment
of the health and management of the Enterprises. We recently completed our 1999 examinations of the
Enterprisesand will bereporting our resultsand conclusionsto their respective Boardsin the near
future. Theresultsand conclusionsof theseexaminationswill a so be communicated to Congressin
Junein OFHEO'sAnnua Report.

Also, aslI’m sureyou are aware, the comment period on our risk-based capital proposal closed
onMarch 10 and weare currently ina* comment on comment process’ that will endin April. Itismy
intention to moveexpeditioudy to afinal risk-based capital rulethat will truly be state-of-the-art. Inthe
end, therulewill bedynamic sothat it can evolveover timeto reflect new products, innovationsin risk
management, and new techniquesfor measuringrisk. Thiswill providethe Enterpriseswith theflexibility
to operatetheir businesseswhile closaly matching capital torisk.

In order to understand how changesin the market impact the Enterprisesand how changesin
Enterprise operationsimpact the market, OFHEO a so conducts sound and authoritative research and
analysis. Theinformation andinsightsgained from our research and anaysisshop helps OFHEO —
and Congress— become even more proactiveinitsoversight of the Enterprises. Thisiscritical given
today’ srapidly changing markets.

Mr. Chairman, whilethe current systemisworking well, that doesn’'t mean it can’t beimproved.
Consolidation of the safety and soundnessregulation of the housing GSEs could |ead to even stronger
oversight, if doneright. However, the consolidation of mission regul ation with safety and soundness
regulationisnot essential for OFHEO or its successor to properly fulfill its safety and soundnessrespon-
shility. Any need OFHEO may haveto beaware of devel opmentsin missionregulationissatisfied
through the open lines of communication that exist between OFHEO and HUD. For example, OFHEO
wasfully consulted on the devel opment of HUD’ saffordable housing rule regarding the safety and
soundnessimplicationsof thenew goals.

Nor hasmission regulation suffered. Secretary Cuomo and Assistant Secretary Apgar have
demonstrated their strong commitment to fulfilling HUD’smisson oversight responsibility. | haveseverd
general commentsto makeon H.R. 3703. Inaddition, asthebill movesforward inthe process, | will
be happy to providethe Subcommittee with whatever technical assistanceit needs.

Strong and | ndependent Safety and Soundness Oversight

Thestructureand authoritiesof theregulator created under H.R. 3703 would maintainand, in
someways, evenimprovetheexisting strong and independent regul atory framework for safety and
soundnessoversight of FannieMae and FreddieMac. Thisiseven moreimportant, given the continued
rapid growth of the Enterprises.

| am fully supportive of increasing thetransparency of the Enterprises’ operationsto the public.
Moredisclosurewould serveto increase the efficiency of the secondary mortgage market. 1naddition,
more complete and timely disclosureabout the Enterprises’ activitiesand risk exposureswould also
help to strengthen the ability of the market to better eval uate and pricethe Enterprises’ securities.
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OFHEO already contributesto thisprocessby disclosing theresultsand conclusionsof our
comprehensiverisk-based examinations. Andwhilel recognizethe need to protect proprietary Enter-
prisedatafrom public disclosure, OFHEO will belooking for additional waystoincreasethepublic’'s
understanding of the Enterprises’ activitiesand risk exposures.

Consstent with thisapproach, thebill would requiretheregul ator to obtain annua credit ratings
for the Enterprisesfrom nationally recogni zed statistical rating organizations. OFHEO exercisedits
existing authority to obtain such arating in 1996. With adequate funding, regular updatesof thistype
would providemoreinformation to investorsabout the Enterprises financia condition and would
provide an additiona sourceof information about the Enterprises financia conditionto theregulator.

Thehill asoreflectsprudent public policy by providing for the appointment of areceiver for a
GSE under certain circumstances, which isanimportant option for aregulator and onethat does not
existincurrent law. Under somedirecircumstances, receivership may bethe most cost-effective and
efficient resolution of an Enterprise’sproblems. Furthermore, the absence of such provisionsservesto
weaken market disciplineby reinforcing the market’ s conviction that Enterprise securitiesareimplicitly
guaranteed by the government.

Findly, | anfully supportive of atransparent regulator. Theregulator should report onal of its
actionsto Congressand to the public, and should be held accountablefor itsactions. Having compre-
hensivereporting requirements providesameansfor Congressto have effective oversight of the
regulator’sactivities. It also providesmeaningful disciplineto theregulator inthe execution of itsover-
sgght respongbilities.

Now | would liketo addresstheregulatory structure contained inthehbill.

Board Structure

Thebill consolidatesthe current safety and soundnessand missionregulatory responsibilitiesof
OFHEO, HUD, and the Federal Housing Finance Board into anew, independent agency. The new
agency will be managed by afive-member Board comprised of aChairman, two full-timeDirectors, and
the Secretariesof Treasury and HUD.

Mr. Chairman, | believethat asingle agency headispreferabletoaBoard. Itisnot unprec-
edented for independent agenciesto be headed by asingleindividua. Thereare many examplesof this
structure, including the National Aeronauticsand Space Administration (NASA) and the Environmental
Protection Agency (EPA). Thisstructure has provento be effectiveand efficient.

Firgt, asingle agency head focusesaccountability ononeindividual, rather than diffusing ac-
countability among numerous Board members. Second, asingle agency head unifiesday-to-day
management of the agency in one person, which avoidsthe confusion, dissension, and gridlock often
associated with Boards. Also, asingleagency head allowstheagency to movenimbly inreactingtothe
risksof thecompaniesit regul ates.
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Trandtion and Effective Date

Whatever Congress decideson thefinal structure of the new agency, | know you will agreethat
thebill should do everything possibleto ensure success of the new agency.

Tothat end, | strongly believethat thebill’stransition period needsamending. First, the 9-
month periodisfar too short. Also, under thehill, until at |east two membersof the new Board are
confirmed, authority isvested jointly in Treasury and HUD. Thisseemsincons stent with theintent of
providing further independence.

| recommend that the bill includealonger, morepractical transition period. During thistransition
period, the dutiesand functionsof the existing agencieswoul d be combined into oneagency, alowing
theintegration of theagenciesbefore the new agency assumesresponsibility. Thisisespecidly crucial if
the new agency isset up under aBoard structure, becauseit would alow the new Board toinherit a
fully integrated agency, rather than having to grapplewithintegration whilea solearning how towork
together.

A longer trangition period will aso allow OFHEO and the Federal Housing Finance Board to
concludethe mgjor regulationswhich areaready in process.

Findly, thislonger transition would accommodate amore orderly merging of thetechnological
and regulatory infrastructures of thethree current agencies.

Agency Funding

Mr. Chairman, asyou know, we shareaview that safety and soundnessregul atorsneed to be
free of theuncertainty of theannual appropriations processand havetheflexibility to set resourcesin
responseto any rapid changesinthe GSEsor themarket. That iswhy | wholeheartedly and enthusiasti-
caly support thebill’ sfunding mechanism.

| fedl very strongly that the current situation of subjecting OFHEO to the appropriations process
isbad public policy. Thatiswhy | have asked Congressto remove OFHEO from the annual process.
Thiswould put uson par with other safety and soundness regul ators such asthe Office of the Comptrol-
ler of the Currency, the Office of Thrift Supervision, the Federa Housing Finance Board, the Federd
Reserve Board and the Nationd Credit Union Administration.

| want to be clear that thischange wouldin no way remove OFHEOQ from appropriate congres-
sional oversight. OFHEO would continueto be subject to the oversight of thisCommittee and would
gtill haveto meet all annual statutory reporting requirements. Removing OFHEO would smply provide
mewiththeflexibility | need to respond quickly to changing conditions, especialy adeteriorating one, of
the Enterprisesor the market.

| want to thank you for your support of our previous budget requests. | alsowant to thank you
for taking thelead on the appropriationsissue. | hopethat our combined effortswill achievethisgoal
thissesson.
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Conduson

Mr. Chairman, | want to thank you again for the opportunity to testify thismorning. Asl stated
inmy testimony, the current regulatory systemisworking well, but that does not mean that improve-
mentscan’'t bemade. | an committed to working with Congressto ensurethat the system for regulating
the GSEsisasstrong aspossible.

Thefollowing footnote appeared on thefront page of the origina testimony:

Theviewsexpressed herein aremy own and do not necessarily represent the views of the Secretary of
Housing and Urban Development or the President. The Office of Federal Housing Enterprise Oversight
(OFHEO) isanindependent officewithin the Department of Housing and Urban Development (HUD)
charged with ensuring the safety and soundness of Fannie Mae and Freddie M ac (the Enterprises).

(50f 5)



