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THE HOUSING MISSION OF THE OFFICE OF
FEDERAL HOUSING ENTERPRISE OVERSIGHT
AND THE FINANCIAL SAFETY AND SOUNDNESS

OF FANNIE MAE AND FREDDIE MAC

TUESDAY, MAY 8, 2001

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

The Subcommittee met at 9:30 a.m., in room SD-538 of the Dirk-
sen Senate Office Building, Senator Wayne Allard (Chairman of
the Subcommittee) presiding.

OPENING STATEMENT OF SENATOR WAYNE ALLARD

Senator ALLARD. Let me call the Committee to order.

I like to start my Committee hearings on time. I know many of
our witnesses that we call on our panels have very busy schedules.
I think out of courtesy to them and, actually, out of courtesy to the
other Members on the Committee, that we should get started on
time. I always make a point of trying to do that. We are scheduled
to start at 9:30 and it is now 9:30 in the morning.

I want to welcome everyone to the Housing and Transportation
Subcommittee of the Banking Committee. Today, we will conduct
a hearing on oversight of the mission of the Office of Federal Hous-
ing Enterprise Oversight—otherwise known as OFHEO—and the
financial safety and soundness of Fannie Mae and Freddie Mac.

We have three witnesses. On the first panel we will hear from
Mr. Armando Falcon, Director of OFHEO. On the second panel we
will hear from Mr. Franklin Raines, Chairman and CEO of Fannie
Mae; and also from Mr. Leland Brendsel, Chairman and CEO of
Freddie Mac.

The American mortgage finance system is the envy of the world.
Fannie Mae and Freddie Mac are a vital part of this system. They
are among the largest financial institutions in the world.

While both Fannie Mae and Freddie Mac are New York Stock
Exchange-listed companies owned by shareholders, they are also
Government Sponsored Enterprises—commonly referred to as
GSE’s—with the specific mission to increase homeownership. Due
to their GSE status, the Congress of the United States has a sig-
nificant oversight responsibility for Fannie Mae and Freddie Mac.

In 1992, Congress created the OFHEO, an independent regulator
within the Department of Housing and Urban Development, to reg-
ulate the financial safety and the soundness of Fannie Mae and
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Freddie Mac. It has been 5 years since the Senate Banking Com-
mittee has conducted oversight of the OFHEO. This is our purpose
here today. We will focus on the central question of the effective-
ness of the OFHEO as a regulator.

This is a very important question, for together, the housing
GSE’s hold mortgages and issue mortgage-backed securities that
total over $2 trillion. They also have outstanding debt in excess of
$1 trillion, much of this held by the U.S. commercial and savings
banks. These numbers make it clear how important it is that there
be a strong and effective safety and soundness regulator for Fannie
Mae and Freddie Mac.

Today, we have asked the OFHEO to submit testimony on the
adequacy of its resources, the status of its risk-based capital regu-
lations, and the safety and soundness of the housing GSE’s. We
will then ask the Chairmen of Fannie Mae and of Freddie Mac to
testify to the effectiveness of OFHEO as a regulator, to discuss the
financial safety and soundness of their institutions, and to provide
an overview of the voluntary commitments made last year to pro-
vide greater public disclosure of their own risk assessments, imple-
ment a stress test system, increase liquidity, issue subordinate
debt, and submit themselves to review by debt-rating agencies.

I look forward to the testimony of our witnesses as we conduct
oversight in this important area.

Before I call on Mr. Falcon, I would like to recognize the Mem-
bers of the Committee that we have here with us this morning.
First, I would like to recognize the Ranking Member, Senator Reed
from Rhode Island.

I would also mention to the Committee Members, as well as the
panel, that we have a vote scheduled at 10:15 this morning. My in-
tention is to go through the first panel by 10:15 a.m., and then we
have a series of three votes. We will return as soon as possible
after those three votes to hear from the last panel, which will be
Fannie Mae and Freddie Mac, if that sounds okay with the Mem-
bers of the Committee.

I want to recognize Senator Reed and I would ask if we can keep
our statements relatively brief so we don’t get into trouble with the
business outline that I have put forth this morning.

Senator Reed.

OPENING COMMENTS OF SENATOR JACK REED

Senator REED. Thank you, Mr. Chairman. And thank you for
holding this hearing on a very important topic. I am pleased that
Mr. Falcon, Mr. Raines, and Mr. Brendsel will be here testifying
this morning.

We are in the process of a very important review of the Office
of Federal Housing Enterprise Oversight and also of the two Gov-
ernment Sponsored Enterprises that it regulates—the Federal Na-
tional Mortgage Association and the Federal Home Loan Mortgage
Corporation. These are important institutions for our economy.
They are institutions that we need to be concerned about in terms
of both their safety and soundness and their interaction with the
capital markets of our country.

I hope that this hearing will provide perspective as we consider
these important issues. I do believe these issues require study. This
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is the beginning of that study. It might require additional hearings
and if that is appropriate, I know, Mr. Chairman, you would invoke
such hearings.

But I look forward to having an opportunity to begin today to
look carefully at the operation of these institutions and to hear the
testimony of our distinguished witnesses.

Thank you, Mr. Chairman.

Senator ALLARD. Senator Reed, we will work closely on follow-up
after this hearing with you.

The Senator from New Jersey.

OPENING COMMENTS OF SENATOR JON S. CORZINE

Senator CORZINE. Thank you, Chairman Allard.

I want to personally welcome the witnesses and thank them for
taking the time to testify here today. I know a number of them per-
sonally and have a very, very high regard for them. I also com-
pliment you, Senator Allard, and Senator Reed for holding this
hearing.

I think few would dispute that the mission of the GSE’s in seek-
ing to make housing more affordable and accessible is truly one of
the important objectives and a very important one for our society.

The results are terrific—68 percent homeownership rate in our
country, rising African-American and Latino family ownership. It is
really, I think, a terrific result.

Today’s hearing about this supervision and oversight by OFHEO
I think is an important one which there has been questions and
criticism that has arisen mainly from lengthy delays in getting to
end results. I understand that Mr. Falcon inherited much of this
problem. And so, I just look forward to hearing his comments on
the credibility and performance of the effort.

But I want to make very clear that my own experience with both
Fannie Mae and Freddie Mac is that they are outstanding institu-
tions performing their roles exceptionally well.

Senator ALLARD. Thank you.

The Senator from Michigan.

OPENING COMMENTS OF SENATOR DEBBIE STABENOW

Senator STABENOW. Thank you, Mr. Chairman.

Mr. Falcon, it is good to see you again and to see Mr. Raines out
in the audience in his new and different capacity. It is a pleasure
to see both of you here today.

This is a very important topic, Mr. Chairman. I am pleased that
you are holding this hearing today. This is an opportunity to dis-
cuss the vitally important function that Fannie Mae and Freddie
Mac play in our housing market, and it is a chance to review their
safety and soundness regulations.

There is no doubt that the role Fannie Mae and Freddie Mac
have played in creating a secondary mortgage market—conse-
quently promoting liquidity and mitigating risk—is key to much of
the success in the housing market. These two corporations should
be proud of the role that they have been playing in promoting
homeownership.

Although there is a strong record of achievement, much more
needs to be done. There are still too many people for whom the
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dream of homeownership is out of reach. Good intentions are not
enough. We must follow with concrete action, and there is obvi-
ously a vital role for the GSE’s in achieving our common goal.

One thing I would challenge the GSE’s to do is to continue to in-
crease their involvement in the subprime market. As the lending
market has grown for consumers whose credit or income currently
may prevent them from qualifying for a conventional loan, it has
become all the more clear that we need the benefits of reputable
actors like Fannie Mae and Freddie Mac. Aggressive GSE involve-
ment in markets would surely help combat some of the outrageous
predatory loans that are occurring in too many neighborhoods in
Michigan, as well as around the country—by standardizing these
loans and promoting competition—they would play a significant
role. Indeed, failure to become involved in these markets could al-
most be considered counter to the GSE’s mission for it would de-
prive too many working families the clear benefits that the GSE’s
bring to our housing system.

I would submit my full testimony for the record, Mr. Chairman.
But I am certainly pleased that you are doing the hearing today.
I would simply add that on the issue of regulation of the GSE’s,
that I don’t believe that now is the time to do anything that would
disrupt or radically change the regulatory system.

I certainly look forward to ways in which we can strengthen the
system and work together.

Thank you.

Senator ALLARD. Thank you.

We will proceed to the first panel. Mr. Falcon, welcome.

OPENING STATEMENT OF ARMANDO FALCON, JR.
DIRECTOR
OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT

Mr. FALCON. Thank you, Mr. Chairman.

Chairman Allard, Ranking Member Reed, and Members of the
Subcommittee, my name is Armando Falcon and I am the Director
of the Office of Federal Housing Enterprise Oversight or OFHEO.
Thank you for the opportunity to testify this morning. I commend
the Subcommittee for conducting this oversight hearing on the
safety and soundness of Fannie Mae and Freddie Mac.

The OFHEO was established as an independent entity within the
Department of Housing and Urban Development. The OFHEO was
charged with ensuring the safety and soundness and capital ade-
quacy of the Enterprises, while HUD was given the responsibility
for regulating the Enterprises’ activities—the so-called “mission”
regulation.

As the Director of OFHEO, I am pleased to report that Fannie
Mae and Freddie Mac are currently in very good financial health.
They are well-managed and have exceeded the minimum capital re-
quirements every quarter since 1993, when the capital requirement
was first imposed. These conclusions are based on the findings of
our broad regulatory system, which includes a highly regarded ex-
amination, capital analysis, and research programs. While the cur-
rent situation is good, I want to assure you that OFHEO remains
vigilant. The OFHEO works every day to ensure that this financial
strength and well-being will not be jeopardized by the changes in
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the economy, the markets in which the Enterprises operate, or
even the Enterprises themselves.

It may be useful to compare OFHEO’s program with contem-
porary global thinking regarding large financial institution risk
management and regulation. The Basel Committee on Banking Su-
pervision is an obvious point of reference. The Basel Committee,
which is a group of central bankers and international financial reg-
ulators, has endorsed “three pillars” of banking supervision. They
consist of supervisory review, capital requirements, and market
discipline. Our regulatory structure is consistent with those pillars.

Specifically, OFHEO conducts comprehensive annual risk-based
examinations of both Enterprises, ensures compliance with min-
imum capital requirements and will soon impose a risk-based cap-
ital standard, conducts financial research on the Enterprises and
the markets in which they operate, and has developed a formal reg-
ulatory infrastructure to ensure transparency and enforceability of
its rules and regulations.

Allow me to expand on our regulatory program.

The 1992 Act establishing OFHEO directs the Office to conduct
annual on-site examinations to determine the Enterprises’ financial
condition. OFHEO reports the results and conclusions of these an-
nual examinations in our annual “Report to Congress.” This is
unique among financial regulators and is a powerful tool in influ-
encing the behavior of the companies we regulate. While that re-
port is not due until June 15, I am pleased to tell you today that
both Enterprises have met or exceeded safety and soundness stand-
ards in all examination program areas.

OFHEOQO’s examiners maintain a physical presence at the Enter-
prises and have unlimited access to all levels of management and
to highly sensitive corporate records.

Each quarter, the OFHEO examination staff updates conclusions
relating to more than 150 separate components of financial safety
and soundness, thereby providing me with a comprehensive picture
of the Enterprises’ financial condition. Our examiners identify the
opportunities for improvements in Enterprise risk-management
practices and work directly with management to enhance financial
safety and soundness.

Quite simply, our examination group provides me with an accu-
rate and timely understanding of the Enterprises’ financial condi-
tion and provides the Congress with an annual report card on how
well the Enterprises are managing their risk.

While examinations are an important part of oversight, it is by
no means the only area in which Congress provided OFHEO with
significant regulatory responsibility. The 1992 Act also directed
OFHEO to establish and to enforce two major capital tests for the
Enterprises—a minimum capital test and the risk-based capital
stress test.

OFHEO implements and enforces a statutory minimum capital
requirement. This requirement is a leverage-based test similar to
the existing capital requirements for banks and thrifts. If the En-
terprise’s core capital exceeds the requirement, the Enterprise is
considered adequately capitalized. As I stated earlier, both Enter-
prises continue to exceed their minimum capital requirement.
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The 1992 Act also called for a second capital test to be applied
to both Enterprises—a sophisticated risk-based capital requirement
using a stress test. The stress test simulates dramatic changes in
interest rates and the highest historical declines in property values
to determine capital requirements.

This approach is consistent with the Basel proposal, which is de-
signed to increase the risk-sensitivity of capital requirements. Our
risk-based capital regulation will more accurately tie capital to risk
than any other current or proposed standard.

I recognize that OFHEO is overdue on this rule. So when I took
office in October 1999, I made finalizing the rule my top priority.
Last fall, we finished the rule. And I took the extra step of having
the stress test independently tested and verified by an accounting
firm. In addition, we continue to assist Fannie Mae and Freddie
Mac in meeting their responsibility to process a vast amount of
data in the form needed to run the stress test.

Early last month, we formally submitted the rule to the Office
of Management and Budget for review. Once the rule is cleared by
OMB and the rule is published in the Federal Register, Fannie Mae
and Freddie Mac will be subject to the most sophisticated regu-
latory capital standard of any financial institution in the world.

As with all financial regulators, research is an area of great im-
portance to the OFHEO’s ability to fulfill its mission. Upon taking
office, I set out to ensure that the Office had sufficient research ca-
pacity to provide me with an independent analysis of regulatory
issues.

Our independent research is critical to the fulfillment of our core
mission. We must fully understand the industry, the marketplace
in which the Enterprises operate, and the stresses of economic
events on the Enterprises.

Finally, OFHEO is undertaking a regulatory infrastructure
project designed to fully implement the statutory mandates of
OFHEQO, to provide greater certainty for the regulated entities, and
to produce greater transparency for the public in understanding
OFHEQ’s administration of its responsibilities.

To date, this project has resulted in the issuance of policy guid-
ances on minimum safety and soundness requirements and the
management of the Enterprises’ nonmortgage liquidity invest-
ments, as well as final regulations on enforcement procedures and
the OFHEO’s annual funding assessments. Still pending are rules
dealing with prompt supervisory response and corrective action, ex-
ecutive compensation, and updating the Enterprises’ minimum cap-
ital requirements.

In conclusion, OFHEO is aggressively fulfilling its Congressional
mandate. The Enterprises are subject to an ongoing oversight
through our examination program, must meet quarterly minimum
capital requirements, will soon be subject to a state-of-the-art risk-
based capital stress test, and can be held accountable through our
enforcement powers if found lacking in any of these areas. I assure
you, Mr. Chairman and Members of this Committee, that OFHEO
will remain vigilant in continuing to fulfill its mission.

Let me again thank Chairman Allard, Ranking Member Reed,
and the other Members of the Subcommittee for the opportunity to
be here and testify on this important issue.
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Senator ALLARD. Thank you, Mr. Falcon.

In 1996, the Senate Banking Committee held a similar hearing
to that which we are having here today. At that time, there was
much discussion about OFHEQ’s progress in the development of
risk-based capital stress test for Fannie Mae and Freddie Mac.

Your predecessor, who was the first director of OFHEO, stated
that a final stress test was expected to be completed by the end of
1996. Here we are, 5 years later, and still, we do not have those
before us. What happened? How is it possible that it has been 5
years later than what was anticipated? How long have the pro-
posed regulations been at OMB?

Mr. FALCON. Mr. Chairman, the agency, OFHEO, has not met
Congresses’ expectations with respect to the timetable for finishing
this rule. I agree with you that that is unacceptable. That is why
I made it my first priority when I came to OFHEO to get the rule
completed.

The rule is the first of its kind. It will be a state-of-the-art, risk-
based capital regulation which more accurately ties capital to risk
than any other proposal which is out there.

Now, I would like to say that I don’t like to make excuses for the
fact that the agency has had this lapse. It is more important just
to get the job done. And we have gotten the job done. We are just
working closely with OMB to make sure that they understand the
rule and so that they can clear it with confidence.

The agency started from scratch. It had administrative issues
that had to be dealt with. The agency did not have any other model
to work off of. This is the first time any regulatory agency has had
to devise a risk-based capital stress test.

So it was not a task that could be done realistically in the 18
months that was laid out in the statute. But then, again, I agree
with you that it should not have taken this long. However, we have
gotten it done now, Mr. Chairman, and I look forward to OMB
clearing it soon so that we can put it in place.

Senator ALLARD. How long has it been at OMB?

Mr. FALCON. It has been at OMB since—I think March 29th is
the date when we officially sent it over to OMB, Mr. Chairman.

Senator ALLARD. And apparently, we are expecting some kind of
a report back from OMB here shortly?

Mr. FALCON. OMB will just convey to us when they have cleared
the rule and then we will be authorized to publish it in the Federal
Register as a final rule. I don’t know whether or not they will be
submitting to Congress any formal report with respect to the rule.

Senator ALLARD. After you get that, then that is going to go
through administrative procedures. There will be public comment
and what not. Is that right?

Mr. FALCON. I think that there will be a 60-day Congressional
review period.

We concluded the comment period and what is in the process
here is getting the final rule cleared. But we have gone through
several rounds of public comment on this rule.

Senator ALLARD. When is your best guess as to when this rule
will become fully effective?

Mr. FALCON. I expect this summer that the rule will be published
as a final rule. The statute, the 1992 Act, which required this rule,
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states that there is a one-year delay. It is effective upon publica-
tion, but there is a one-year delay before OFHEO can enforce the
risk-based capital standard. That was done in order to give the En-
terpr(iises a chance to transition into the rule during that one-year
period.

Senator ALLARD. I would like to take a moment to compare the
OFHEQ’s resources to those of other regulators.

OFHEO has approximately one hundred employees and a budget
of $20 million. By comparison, the Comptroller of the Currency has
nearly 3,000 employees to oversee bank assets. Obviously, the
Comptroller has many more institutions to regulate, but a recent
article in The American Banker estimated that the Comptroller of
the Currency would assess fees of $71 million to cover the cost of
regulating Fannie Mae and Freddie Mac.

Mr. Falcon, does the OFHEO need more resources? Do you have
sufficient personnel and resources to do the job?

Mr. FALCON. Thank you for asking the question, Mr. Chairman.

I think it is important that OFHEO have adequate resources to
conduct its oversight responsibilities. There are two points that I
would like to make here.

The first point is that we have requested additional resources
and in fact, this year, the President’s budget gave OFHEO a 23
percent increase in its budget. That will be a very useful increase
in our budget. And for the last 3 years, Congress has given us an
increase in our budget. I think it i1s important that we continue to
receive increases in our budget so that we can continue to oversee
the Enterprises with adequate debt.

The lack of more resources at this point has not hindered
OFHEQ’s ability to do its job. We leverage technology in a very ex-
perienced and talented staff in order to oversee the Enterprises. So
it is important that the trend continue as far as OFHEO obtaining
resources. We have to manage our growth properly, so we could not
just double overnight in size. But the trend has been positive.

The second point, if I could make it, is I think it is important
that OFHEO also have the flexibility to set its resource needs on
a real-time basis.

Right now, OFHEO is the only safety and soundness regulator
which is subject to the appropriations process. I have asked before
that OFHEO be removed from the appropriations process so that
we have the flexibility, should the need ever arise, to increase our
resources. If we ever needed to hire additional examiners in re-
sponse to any changes that the Enterprises, I would have to wait
until the next appropriations cycle to do that.

I think, like all safety and soundness regulators, OFHEO needs
to have the flexibility to adapt its budget needs to the situation
that it faces on a quick basis.

Senator ALLARD. Just as a quick follow-up on that—with the tol-
erance of the Committee, I would like to step over my allotted time
a bit with this follow-up question.

Some have proposed a new safety and soundness regulator for
Fannie Mae and Freddie Mac and have even suggested the Treas-
ury Department or the Federal Reserve Board or some new entity.
In the alternative, what changes would you recommend to
strengthen OFHEO as a regulator? You have partially answered
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that question, but I wanted to get a specific answer from you. Then
I will yield to the other Members.

Mr. FALCON. Thank you, Mr. Chairman.

Let me say, first of all, that OFHEO is an effective and strong
regulator with or without any changes to its statutory regime.
However, like any other regulator, there are always modifications
that can be made to enhance our authorities. I mentioned the ap-
propriations issue. I think that is a very appropriate one.

In addition, there are things that could be done to our statute
to enhance our independence, such as independent litigating au-
thority, as well as other modifications to our statute to clarify our
safety and soundness powers, including our enforcement powers.

Last year, I submitted to the House Banking Committee a pack-
age of proposed modifications. I think those modifications would
enhance OFHEO’s ability to fully do its job. But the lack of those
changes has not hindered us from doing our job, Mr. Chairman.

Senator ALLARD. Thank you.

Senator Reed.

Senator REED. Thank you very much, Mr. Chairman. Thank you,
Mr. Falcon.

Let me follow up on your testimony where you make reference
to the Basel guidelines.

For most banking institutions, they develop their own internal
risk-based capital model, subject to supervision by their regulatory
authorities. But you have developed your own regulatory models
outside of Freddie Mac and Fannie Mae. Can you comment about
that approach? Does that give you more confidence? Why did you
take that direction?

Mr. FALCON. Thank you, Senator.

I think as a matter of law and as a matter of public policy, we
have taken the right approach with respect to the risk-based cap-
ital requirement. I think the 1992 Act requires that we implement
the risk-based capital requirement with respect to the Enterprises.
So if there were to be another approach taken, that would require
a change in the 1992 statute.

Second, as a matter of policy, I think if OFHEO did not imple-
ment the risk-based capital requirement, you would very likely
have two different capital requirements for each Enterprise.

There are hundreds of little decisions which, individually and cu-
mulatively, could have a major impact on the capital requirement
of the Enterprises. The statute only identifies a handful of those
parameters. And so, the way those hundreds of other issues are re-
solved could have a huge impact on the capital requirement.

In order for there to be one capital standard that applies to both
Enterprises, it is important that OFHEO be the entity that decides
how those issues get resolved and ensures that they apply equally
to both Enterprises.

Although the Basel Accord leans toward some internal models
approach, I think that is in recognition of the reality of the situa-
tion banking regulators face. They regulate hundreds and thou-
sands of individual banks. It is not quite practical to devise one
stress test that could apply to hundreds and thousands of different
banks with different types of portfolios.
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Here we regulate two entities and they are virtually homogenous
in nature. So, we are able to implement one stress test for both of
the entities that we regulate.

Senator REED. Let me just follow up. There are two, among
many, but two critical items in terms of safety and soundness.
First is the capital adequacy levels; and the second, as you just
mentioned, is the stress test.

With respect to the capital adequacy levels, Mr. Raines and Mr.
Brendsel will testify later this morning about the very low losses
that they have experienced in the last several years. And yet, there
is a statutory requirement for a much higher multiple in terms of
the capital reserve.

My first question, do you think that that statutory level is ade-
quate? Too high? Should it be reconsidered or relooked at?

My second question, with respect to the stress test, you have
taken a regional meltdown, more or less, and applied it nationally
as your stress test. Is that, in your view, a valid approach? Can you
comment on those two things, Mr. Falcon?

Mr. FALCON. Yes, Senator. The statute required that we take the
worst regional historic loss experience and apply it to the entire
portfolio of the Enterprises.

Now that is a very stressful economic condition for the Enter-
prises to have to survive. But I think Congress made the correct
judgment in 1992 that, having come out of the savings and loan
crisis, Congress wanted to be sure that there was an appropriately
conservative stress test that applied to the Enterprises. And this
stress test is a very conservative stress test.

You referenced a couple of other items in the 1992 Act.

I think, on balance, what we have done is sufficiently stressful
for the Enterprises. And when you look at the capital requirements
as part of a broader package of what we do, I think we have a very
strong conservative regulatory regime with respect to the Enter-
prises. It consists not just of risk-based capital, but also of our ex-
amination program. It consists of our research agenda. It consists
of our regulatory infrastructure and our constant analysis of their
capital and their balance sheets.

So, I think, as a whole, we do have a very strong regulatory pro-
gram and the judgments that Congress made in the 1992 Act are
appropriate.

Senator REED. Obviously, from your testimony, you do believe
you have very strict and stringent rules for safety and soundness.
Do you feel you have adequate staff? And particularly with respect
to being able to timely review the institutions.

One of the problems—you might have great standards but if
there is an inability to process information on a real-time basis
nowadays, you could find yourself suddenly going from a very good
situation to a very bad situation.

So assuming, as you say, that you have good standards, do you
have the resources to, in a timely way, review the institutions?

Mr. FALCON. I would like additional resources, Senator. That is
why it is important that the President’s budget, which gives us a
22 percent increase, does get adopted by the Congress. And I think
it is very important that the trend continue in the following years.
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We want to grow, but we need to manage our growth prudently.
But it would be important for us to make sure that we continue
to increase the resources so that we can always oversee the Enter-
prises with adequate depth.

Senator REED. Thank you.

Senator ALLARD. Thank you.

Senator Corzine.

Senator CORZINE. Mr. Falcon, how do you stay current with such
a complex risk-based system? I know we just got out a rule, but
new instruments are invented. Different elements of them. How do
you keep this system that your risk-based assessment, current with
the changing conditions and those multiple variables that you are
talking about?

One of my fears is that these things are static and not attendant
to changing risks that can occur through time.

Mr. FALCON. Senator, the risk-based capital rule has a provision
for new activities and new products at the Enterprises. The rule
gives us the flexibility to incorporate new activities into the risk-
based capital stress test.

I agree with you—if the stress test did not accommodate new ac-
tivities and new products, it would be obsolete the moment that it
became published. So it was very important to us to make sure
that it was flexible. At the same time, we have to balance that with
the need that the Enterprises have to have predictability in their
capital requirement.

So when a new activity or product comes on line, even well be-
fore it comes on line, we will be working with the Enterprises to
ensure that we understand the nature of the product, the nature
of the risk involved, how they manage those risks, and we will de-
cide what the potential risks are and what the capital require-
ments should be.

If we need additional time to understand the product and the
risks involved, we will impose a temporary capital requirement on
the activity until we can do the research necessary to decide what
the appropriate capital treatment is for the activity.

Senator CORZINE. Have you had some examples of that having
occurred as you were building this model in your 18 months?

Mr. FALCON. The proposed rule looked at the balance sheets of
the Enterprises as of the second quarter of 1997. And since that
time, there are additional products that have come on line, cer-
tainly, one of which is Swaptions, which was not on the balance
sheet at that time. We have had to look at that derivative in order
to make sure that we incorporate it properly into the stress test
when it becomes final.

Senator CORZINE. Okay. Now, you said that there are about a
hundred people, I think, on staff. How many of those people are
market professionals? How many research, quantitative types?
Rocket scientists, if you would? How does your staff break out?

Mr. FALCON. I think because OFHEO started in 1993 from
scratch, OFHEO did not have the luxury of hiring junior-level peo-
ple and then training them in what we need to do. We hired very
experienced people from other regulatory bodies. We hired people
with experience on Wall Street. Our examiner corps has a great
deal of experience. About 65 percent are examiners and come from
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other regulatory agencies and have a great deal of experience in ex-
amining institutions, large complex financial institutions. I think
the average length of experience for examiners was about, when
they came on board, 12 or 13 years. In addition, in order to build
this stress test, we hired a great deal of people from Wall Street.

Senator CORZINE. That is dangerous, by the way.

[Laughter.]

Mr. FALCON. They came with a great deal of experience in writ-
ing sophisticated financial simulation models to process cash flows
for various products.

Senator CORZINE. So, these people had worked with the kind of
instruments that you are now assessing the risks of.

Mr. FALCON. Absolutely, Senator.

Senator CORZINE. Who'’s the accounting firm?

Mr. FALCON. Deloitte & Touche.

Senator CORZINE. They have a specialized practice in mortgage-
backed securities?

Mr. FALCON. Yes, Senator.

Senator CORZINE. One final question. The debt of the GSE’s is
growing fairly significantly and there are some that are critical and
others think it is the right strategy to expand housing opportuni-
ties. Are you at all concerned about the growing element of debt
on the balance sheet of the GSE’s? And how do you assess that?

Mr. FALCON. As the safety and soundness regulator, we look at
this question from the standpoint of can they manage that growth
prudently? We focus on whether or not that growth poses a safety
and soundness concern to us. As of today, we are comfortable that
they do very prudently manage the risks associated with their
growth. And so, we have not taken any steps as the safety and
soundness regulator to do anything with respect to their growth.

Now, I understand that their growth raises other issues. And
there are other concerns about whether or not it is growing too fast
and too large.

We have undertaken a study of the systemic risks that may or
may not be posed by the Enterprises and we expect to finish that
by the end of the year. So while we focus on the safety and sound-
ness of the Enterprises, we also are cognizant of the bigger picture
issues that arise with respect to the Enterprises.

Senator CORZINE. Mr. Chairman, may I ask one follow-up?

Senator ALLARD. You may.

Senator CORZINE. How would you distinguish the difference be-
tween systemic, which I understand the definite of, and the safety
and soundness considerations as you look at the balance sheet?

Mr. FALCON. Safety and soundness goes to whether or not they
can manage the risk inherent in the growth. Systemic risk con-
cerns involve what kind of disruptions to the broader financial
markets might occur if there were financial problems at the Enter-
prises? Or do financial problems external to the Enterprises, can
the Enterprises manage any collateral effects from those shocks? I
think that is the easiest way that I can think of to distinguish be-
tween the two.

Senator CORZINE. Thank you, Mr. Chairman.

Senator ALLARD. Thank you.
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I have a brief question. Then if any of the Members have any
more questions, I think we can get through this easy enough. I
want to go to a question on derivatives.

In the last decade or so, some of the strategies in how Fannie
Mae and Freddie Mac manage their secondary market securities
has changed, and it involves the use of derivatives. What is the
amount of derivatives held by the two companies?

Mr. FALCON. I don’t know that figure off the top of my head, Mr.
Chairman. I can get it for you.

Senator ALLARD. Okay. The Committee would be interested in
having that figure, if you would provide that to the us.

How does the OFHEO regulate the derivatives activities of the
GSE’s? And what risks might be imposed by those derivatives?

I realize that when we get into derivatives it is a very specialized
area. It is something that takes a pretty well-trained individual to
work with. So, I am anxious to hear how you regulate the deriva-
tive activities of GSE’s and those risks.

Mr. FALCON. Let me state that the Enterprises use derivatives
in order to manage the risk. They use them in a positive way. They
did not use derivatives for speculative purposes. In fact——

Senator ALLARD. For what purposes?

Mr. FALCON. They don’t use them for speculative purposes.

Senator ALLARD. Speculative. Okay, yes.

Mr. FALCON. They use them for hedging. They are a very impor-
tant part of the Enterprises’ method of mitigating the interest rate
risk th