






































































































































































































































































































































































































8 FEDERAL DEPSIT INSURACE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN

January 12,2009

Honorable Chrstopher J. Dodd
Chairman
Committee on Baning, Housing,

and Urban Affairs
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

Thank you for your letter, received December 1,2008, enclosing your questions and
those from Senator Enzi subsequent to my testimony on "Turmoil in the U.S. Credit Markets:
Examining Recent Regulatory Responses" before the Committee on October 23, 2008.

Enclosed are responses to those questions. If you have further questions or comments,
please do not hesitate to contact me at (202) 898-6974 or Eric Spitler, Director of Legislative
Affairs, at (202) 898-3837.

Sincerely,

~
Sheila C. Bair

Enclosure



Response to questions from the Honorable Christopher J. Dodd
by Sheila C. Bair, Chairman,

Federal Deposit Insurance Corporation

QL. Please provide the legal justification for establishing the Temporary Liquidity
Guarantee Program under the systemic risk exception in the Federal Deposit Insurance
AcL

At. The legal authority for estalishing the Temporar Liquidity Guarantee Program (TLGP)

is set forth in 12 U.S.C. 1823(c)(4)(G). Based on information regading the unprecedented
disruption in credit markets and the resulting effects on the ability of 

bans to fud themselves

and the likelihood that the FDIC's compliance with the least-cost requirements of 

the Federal

Deposit Insurace Act (12 U.S.C. 1823(c)(4)(A) and (E)) would have serious adverse effects on
economic conditions or financial stability by increasing market uncertinty, the Board of
Directors of the FDIC and the Board of 

Directors of the Federal Reserve System made written

recommendations to the Secretar of 
the Treasury that the FDIC's creation of 

the TLGP program

to guarantee ban depositors and senior unsecured creditors against loss under certin described
circumstances would avoid or mitigate such effects. After consultation with the President, as
required by the statute, the Secretar of 

the Treasury made the systemic risk determination that

provided the FDIC with the authority to implement the TLGP.

Q2. According to press reports, the emergency actions taken by the FDIC to guarantee
unsecured senior debt issued by FDIC-insured depository institutions has had the
unintended consequence of driving up the costs of borrowing for Fannie Mae, Freddie Mac
and the Federal Home Loan Banks (FHLBs). Was this taken into account as a possible
consequence as you formulated this course of action?

A2. As noted in the press, the spread of debt issued by Governent-sponsored enterprises
(GSEs), including Fannie Mae, Freddie Mac and Federal Home Loan Banks (FHLBs), over
Treasuries increased considerably in October and November although the overall cost of 

funding

declined. According to Merrll Lynch data on U.S. bond yields, the spread between AA-rated
agency debt and Treasuries increased by nearly 40 basis points between September and
November 2008. We believe these developments primarly reflect broad financial market
uncertainty and a generally unfavorable market sentiment towards financial firms. In fact, the
spread of debt guaranteed by the FDIC under the Tempora Liquidity Guarantee Program over
Treasuries is larger than the spread on GSE debt.

Financial firms, including those with a AA-rating, saw their borrowing costs increase sharly,
both in absolute terms and relative to Treasury yields, during the same two months, even as the
Federal Reserve continued to lower the federal funds target rate. Merrll Lynch data show that
the effective yield on AAA-rated corporate debt issued by financial firms increased by 140 basis
points between September and October, before declining somewhat in November. Lower-rated
corporate debt experienced even more significant increaes over the same period oftime.



The primary purpose of 
the FDIC's Temporary Liquidity Guarantee Progr is to provide

liquidity in the inter-bank lending market and promote stability in the long-term funding market
where liquidity has been lacking during much of 

the past year. Whle the FDIC's action was

focused primarily on helping to restore a stable funding source for bans and thfts, we believe
that such liquidity can, in tum, help promote lending to consumers and small businesses, which
would have a considerable benefit to the U.S. economy, in general, and financial firms, including
mortgage lenders and GSEs. Neverteless, parly to mitigate any potential effect of 

the FDIC

guarantee on fuding costs for GSEs, the federa baning agencies have agreed to assign a 20

percent risk weight to debt guaranteed by the FDIC (rather than the zero risk weighting that is
assigned to debt guarteed by a U.S. Governent agency that is an instrmentality of 

the U.S.

Governent and whose obligations are fully and explicitly guaranteed as to the timely
repayment of principal and interest by the full faith and credit of 

the U.S. Governent).

Q3. The FFIEC has proposed a rule that would lower the capital risk weighting that
banks assign to Fannie Mae and Freddie Mac debt from 20 to 10 percent, but does not
change the treatment for FHLB debL Has any consideration been given to giving the same
treatment to FHLB debt? Wil FDIC-guaranteed unsecured bank debt have a comparable
risk weight?

A3. On September 6, 2008, the Treasury and Federal Housing Finance Agency (FHF A)
placed Fannie Mae and Freddie Mac into conservatorship, administered by the FHF A. The next

. day, September 7,2008, the Treasury announced the establishment of 

the Governent Enterprise

Credit Facility and entered into senior preferred stock purchase agreements (the Agreements)
with Fannie Mae and Freddie Mac. These Agreements are intended to ensure that Fanie Mae
and Freddie Mac maintain a positive net worth and effectively support investors that hold debt
and mortgage-backed securities issued or guaranteed by these entities.

On October 27,2008, the Federa Deposit Insurance Corporation, Board of 

Governors of the

Federal Reserve System, Offce of 
the Comptroller of 

the Currency, and Offce of 
Thrift

Supervision (together, the Agencies) published in the Federal Register a Notice of 

proposed

Rulemaking that would permit a banking organzation to reduce to 10 percent from 20 percent
the risk weight assigned to claims on, and the portions of claims guarteed by, Fanie Mae and
Freddie Mac (the NPR).I As proposed, the NPR would permit a banking organization to hold
less capital against debt issued or guartee by Fannie and Freddie. The preferential risk
weight would be available for the duration of 

the Treasury's Agreements

The NPR requested comment on the proposed regulatory capital treatment for debt issued or
guarteed by Fannie Mae and Freddie Mac and whether the Agencies should extend this capital
treatment to debt issued or guaranteed by other governent-sponsored entities (GSEs), such as
the Federal Home Loan Banks (FHLBanks). The comment period for the NPR closed on
November 26, 2008, and the Agencies received more than 200 public comments. Most of 

the

commenters support lowering the risk weight for debt issued or guaranteed by the FHLBan to
narow the credit spread between Fanie Mae and Freddie Mac debt and FHLBan debt. The

i 73 Fed. Reg. 63656.



Agencies are reviewing the comments and determining whether a 10 percent risk weight is
appropriate for a banking organization's exposure to a GSE.

On November 26, 2008, the FDIC published in the Federal Register a final rule implementing
the Tempora Liquidity Guartee Progr.2 Under the Temporar Liquidity Guaantee

Program, the FDIC will guartee the payment of 

certn newly issued senior unsecured debt

issued by banking organizations and other "eligible" entities. Consistent with the existig

regulatory capita treatment for FDIC-insured deposits, the Agencies wil assign a 20 percent risk
weight to debt guarteed by the FDIC.

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

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

A4(a). The FDIC's loan modification progr at IndyMac provides a streamlined and

systematic approach to implementing affordable and sustainable loan modifications. By
establishing clear guidelines for loan modifications determined by an affordability metrc based
on mortgage debt-to-gross income, the loan modification progr allows servicers to apply the

model to thousands of mortgages quickly, while defining for each loan how to achieve the
targeted DTI. By using a waterfall of 

thee basic loan modification tools - interest rate

reductions, term or amortization extensions, and principal deferment - it is relatively simple to
run thousands of loans through a computerized analysis of the necessar combination of tools
needed to achieve an affordable and sustainable payment. A stadardized net present value
analysis, also computerized, allows IndyMac to ensure that its modifications provide a better
value to the FDIC or investors in securitized or purchased loans. All IndyMac modifications are
based on verified income information from third pary sources such as the Internal Revenue
Service or employers.

This is very different from the loan-by-Ioan approach used by most servicers, which seeks to
gather detailed financial information from borrwers - usually based on verbal statements - and
get the highest possible monthly payment while leaving the borrower with a set amount of
'disposable income.' While this approach may appear to offer a more customized approach, it
has often meant that servicers relied on stated income and stated expenses to achieve a short-
term solution that continued to place the borrower in a precarous and unsustainable payment.
The diffculty with this approach is demonstrted by the high redefault rates reported by some
servicers.

! 73 Fed. Reg. 72244.



The FDIC Loan Modification Progr at IndyMac achieves an afordable payment though a
three step waterfall process:

. loterest Rate Reduction: Cap the interest rate at the Freddie Mac Weekly Surey Rate

for. the balance of 
the loan term and, if 

needed to reach the DTI target, reduce the interest

rate incrementally to as low as 3 percent and re-amortze the principal balance over the
remaining amortization term. The interest rate charged will not be greater than the
curent Freddie Mac Weekly Surey Rate at the time of 

modification. The reduced rate

remains in effect for at least 5 year.

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

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

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

. Partial Principal Forbearance: Defer a portion of the principal balance for

amortization purposes, and amortize over a 40-year period at the reduced interest rate (3
percent floor). The remaining principal balance remains as a zero interest, zero payment
portion of the loan. The repayment of 

the deferr principal wil be due when the loan is

paid in fulL.

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

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

A(b). Yes. Whle there are always some proportion of delinquent mortgages where a
modification will not provide the best alternative to preserve value for the mortgage, many
mortgages can be modified successfully while gaining the best value compared to foreclosure.
One illustration of 

this fact is the net present value comparsons between the modified mortgage

and foreclosure for the more than 8,500 completed modifications at IndyMac. To date, on
average, the net present value of completed modifications at IndyMac has exceeded the net
present value of foreclosure by $49,918 for total savings compared to foreclosure of 

more than

$423 milion.

As conservator, the FDIC has a responsibility to maximize the value of 

the loans owned or

serviced by IndyMac FederaL. Like any other servicer, IndyMac Federal must comply with its



contractual duties in servicing loans owned by investors. Consistent with these duties, we have
implemented a loan modification program to convert as many of 

these distressed loans as

possible into performing loans that are afordable and sustainable over the long term. This action
is based on the FDIC's experience in applying workout procedures for troubled loan in a failed
bank scenaro, something the FDIC has been doing since the 1980s. Our experience has been
that performing loan yield greater returns than non-performing loans.

The FDIC's Loan Modification Progr at indyMac is priarly based on four principles:

1) Affordable and sustainable modifications generally provide better value than foreclosure
to lenders and investors, and to the IndyMac conservatorship and the FDIC's Deposit
Insurace Fund. Modifications that exceed the net present value offoreclosure generally
are consistent with servicing agreements and protect the interests of investors in
securitized mortgages.

2) Sustainable loan modifications must be affordable for the life of 

the loan. As a result, the

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

3) All modifications should be based on verified income information, not stated income.

This is essential to establish affordability.

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

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

Q(c). You state that securitiation agreements typically provide servicers with suffcient
flexibilty to apply the modification approach you are taking for the IndyMac loans. Given
this flexibilty, why are so few loan modifications being made?



A(c). While the securtization agreements do tyically provide servicers with suffcient
flexibility, many servicers have been reluctant to adopt the streamlined modfication protocols
necessar to stem the rate of unnecessary foreclosures due to concerns about challenges from
investors, a tendency to continue prior practices of focusing on loan-by-Ioan customized
modifications, and by staffng limitations.

At IndyMac, ofthe more than 45,000 mortgages that were potentially eligible for modification,
IndyMac has mailed modification offers to more than 32,000 borrowers. Some proportion of 

the

remainder do not pass the NPV test and others must be addressed though more customized
approaches. So far, IndyMac has completed income verification on more than 8,500
modifications and thousands more have been accepted and are being processed and verfied.

As the FDIC has proven at IndyMac, streamlined modification protocols can have a major
impact in increasing the 

rates of sustainable modifications. However, even there, challenges in

contacting borrowers and in getting acceptance of the modification offers can inhibit the
effectiveness of 

modification effort. These are challenges that we have sought to address by

working closely with HUD-approved, non-profit homeownership counseling agencies, such as
those affliated with NeighborWorks. In addition, we have sought to reach out to local
community leaders and provide cooperative efforts to contat borrowers at risk of foreclosure. .
These effort, which many servicers are staring to pursue, should be a focus of efforts by all
servicers going forward.

In addition, servicers' concerns over challenges from investors makes adoption of a national
program to provide incentives from federal funds a critical par of 

the strtegy to achieve the

scale of modifications necessar to address our housing crisis. To address conflcting economic
incentives and fear ofre-default risk, the FDIC has proposed that the governent offer an
administrative fee to servicers who systematically modify trubled loans and provide loss
sharng to investors to cover losses associated with any redefaults. These financial incentives
should make servicers and investors far more wiling to modify loans. This proposal addresses
the biggest disincentive to modify troubled mortgages - the potential for greater losses if a
modified loan redefaults and foreclosure is necessary some months in the future in a declining
housing market. As a result, the FDIC proposal is designed to cover a portion of 

the losses that

could result if the modified mortgage redefaults. This wil provide practical protection to
servicers by allowing easier prooffor the value ofthe modification and eliminate investors'
primary objection to streamlined modifications. We have estimated the costs of 

this program to

be about $25 billon. To protect taxpayers and assure meaningful loan modifications, the

program would require that servicers trly reduce unaffordable loan payments to an afordable
level and verify current income, and that borrowers make several timely payments on their
modified loans before those loans would qualify for coverage. This proposal is derived frm loss
sharing argements the FDIC has long used to maximize recoveries when we sell troubled
loans. We believe this or some similar program of financial incentives is necessary to achieve
loan modifications on a national scale to halt the rising tide of foreclosures and the resulting
economic problems.



QS. Each agency represented at the hearing has aggressively used the tools at their
disposal in dealing with the crisis. However, sometimes tbe use oftbose tools has led to
unintended consequences. For instance, wben tbe Treasury Department guaranteed money
market funds, it led to a concern on deposit insurance and bank accounts. When the FDIC
guaranteed bank debt, it had an effect on GSE borrowing costs, which in turn directly
affects mortgage rates.

Acknowledging that there is often a need to act quickly in these circumstances, please
explain wbat steps and processes you have employed to inform other agencies about
signifcant actions you undertake to ensure that there are not serious adverse unintended
consequences and that your actions are working in concert with theirs.

AS. The FDIC's Temporar Liquidity Guarantee Progr was created during intensive
discussions between the FDIC, the Deparent of 

the Treasury and the Federal Reserve over the

Columbus Day weekend (October 11 - 13) and announced on October 14. Over the next several
weeks, the FDIC adopted an Interim Rule, an Amended Interim Rule and a Final Rule. The
FDIC's Interim Final Rule adopted on October 23 specifically requested comments on the
Temporar Liquidity Guaratee Progr and the FDIC received over 750 comments, including

comments from other government agencies. Durng this process, the FDIC had frequent
discussions with the Treasury, the Federal Reserve, the Offce of 

the Comptroller of 
the

Currency and the Office of 
Thrift Supervision about varous aspects of 

the program and its

potential consequences.

With regard to concerns that the actions by the FDIC to guartee ban debt had an effect on
GSE borrowing costs, as discussed above, the spread of debt issued by Governent-sponsored
enterprises (GSEs), including Fannie Mae, Freddie Mac, and Federal Home Loan Banks
(FHLBs), over Treasuries increased considerably in October and November although the overall
cost of funding declined. According to Merrll Lynch data on U.S. bond yields, the spread
between AAA-rated agency debt and Treasuries increased by nearly 40 basis points between
September and November 2008. We believe these developments primarily reflect broad
financial market uncertainty and a generally unfavorable market sentiment towards financial
firms. In fact, the spread of debt gu~nteed by the FDIC under the Temporary Liquidity
Guarantee Program over Treauries is larger than the spread on GSE debt.

Financial firms, including those with a AAA-rating, saw their borrowing costs increase sharply,
both in absolute terms and relative to Treasury yields, during the same two months, even as the
Federal Reserve continued to lower the federal funds target rate. Merrll Lynch data show that
the effective yield on AAA-rated corporate debt issued by financial firms increased by 140 basis
points between September and October, before declining somewhat in November. Lower-rated
corporate debt experienced even more significant increases over the same period oftime. The
primar purpose of 

the FDIC's Tempora Liquidity Guarantee Program is to provide liquidity

in the inter-bank lending market and promote stability in the long-term funding market where
liquidity has been lacking during much of 

the past year. While the FDIC's action was focused

primarly on helping to restore a stable funding source for banks and thrift, we believe that such
liquidity can, in tum, help promote lending to consumers and small businesses, which would



have a considerable benefit to the U.S. economy, in general, and financial firms, including
mortgage lenders and GSEs. Nevertheless, parly to mitigate any potential effect of 

the FDIC

guaratee on funding costs for GSEs, the federal banking agencies have agreed to assign a 20
percent risk weight to debt guanteed by the FDIC (rather than the zero nsk weighting that is
assigned to debt guarteed by a U.S. Governent agency that is an instrumentality of 

the U.S.

Government and whose obligations are fully and explicitly guarteed as to the tiely

repayment of 
principal and interest by the full faith and credit of 

the U.S. Government).

r



Response to questions from the Honorable Michael B. Enzi
by Sheila C. Bair, Chairman,

Federal Deposit Insurance Corporation

Qt. I was happy to note in your testimony that you discussed the need to stop
unnecessary foreclosures. You mentioned the FDIC's work as conservator oflndyMac and
your participation in the Hope for Bomeownership program as recent examples of your
efforL Does the FDIC plan to develop a new program to extend loan modifcations to a
broader pool of mortgages than those held by IndyMac? How would such a program work
and what would its impact be on mortgage investors? Where would the FDIC derive
authority for such a program?

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

The FDIC's proposal is designed to promote wider adoption of 

systematic loan modifications by

servicers through the use of 
payment incentives and loss-sharng agreements, and thus reach

more troubled borrwers. Specifically, to encourage paricipation, funds from the Troubled
Asset ReliefProgr (TARP) would be used to pay servicers $1,000 to cover expenses for each
loan modified according to the required stadards. In addition, T AR funds would be used to
provide guarantees against the losses that lenders and investors could experience if a modified
loan should subsequently redefault. The guarantee would be paid only if 

the modification met all

prescribed elements of the loan modification program. if the borrwer made at least 3 monthly
payments under the modified loan, and if 

the lender or servicer met the other elements of 

the

progr.

The impact of this new proposal wil be less costly than the lengthy and costly alternative of
foreclosure, where direct costs can total between 20 and 40 percent ofa property's market value.
We expect about half of the projected 4.4 millon problem loans between now and year-end 2009
can be modified. Assuming a redefault rate of33 percent, this plan could reduce the number of
foreclosures during this period by some 1.5 millon at a projected program cost of $24.4 bilion.

We believe tha! Section 109 of 
the EESA provides authority for this proposaL. Section 109

provides that "the Secretary may use loan guartees and credit enhancements to facilitate loan
modifications to prevent avoidable foreclosures."

Q2. Has the FDIC given any further consideration to the FDIC's own Home Ownership
Preservation Loan program? I believe this program is a good way to avoid foreclosures
and severe mortgage modifcations at the same time. If this program is no longer being
considered, why?



Al. When the FDIC proposed the Home Ownership Preservation (HOP) Loan progr in

May 2008, we noted that congressional action would be required to authorize the Treasury
Deparent to make HOP loans. We believe that the HOP Loan program could be an important
tool for avoiding unnecessar foreclosures in combination with other tools. As the housing
market and home prices have continued to decline, we have suggested the loss guarantee
approach discussed above as a way of streamlining and increasing the scale of 

loan

modifications.
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