


















































































e FEDERAL DEPOSIT INSURANCE CORPORATION, Washington. DC 20429

SHEILA C. BAIR
CHAIRMAN

July 21,2008

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

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

Dear Mr. Chaian:

Than you for your letter enclosing questions from Senator Dole and Senator Bunng
subsequent to my testmony on "The State of 

the Banking Industr Par IT' before the

Commttee on June 5, 2008.

Enclosed are responses to those questions. If you have furter 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 Jim Bunning
by Sheila C. Bair, Chaiman,

Federal Deposit Insurance Corporation

There was an artcle in the June 4, 2008, Financial Times that said banks could be forced to
bring up to 5 trlion of assets currently held off their books onto their balance sheets. This
raises many questions, but I wi start with three.

QI: First, in the current markets can the banks raise the capital they need to hold
against these assets?

AI: The June 4, 2008 Financial Times arcle addresses lingering concer with off-balance
sheet exposures. Firms have used loopholes in off-balance sheet accountig for years in order to
enhance their fiancial sttements without shedding risk. Capital and accounting rules need to

reflect the ecnomic realty of 
the tranactions that our large financial institutions engage in on a

daily basis.

Financial intitutions have shown a remarable ability to raise capital even in this
stressed market, which I view as a positive reflection on the long-term prospects for the U.S.
banng system. Bloomberg report that the ten U.S. ban holding companes with the largest
wrte-down and credit losses since secnd quarer 2007 rased $114.5 billon in capita durng
this same time period. Ths amount more than offsets th~ $ i 00.2 billon in wrte-down and
losses that these intitutions reorted. To shore up their capita bases, institutions have reduced

and in some cases elimiated cash dividends and have rased common stock and preferred shares
from a wide rage of sources.

Whle their ability to contiue to acess the capita markets for fuding is not asured,
insttutions have taen the right steps to adequately plan for their capital nees. However,
several market parcipants have indicated that continued losses are expected as we work through
the credit market turmoil, which could place additional pressure on ban capital levels.

We are continuing to evaluate the potential impact of any F ASB action on off-balance
sheet accounting on regulatory capital and on the securtization business in generl, and wil be
in a better position to consider changes once the F ASB proposals are issued for public comment

Q2: Second, since you are their regulators, do you know and have you known all along
what those assets are?

A2: U.S. regulators have thee importt tools at our disposal for identifyg and evaluating
the risk present in ban operations: on-site examination, off-site sureilance, and public
disclosures. While these tools provide us with a signficant amount of information necessar to
assess the safety and soundness of our bans, the fiancial innovations that have tranired over

the past several year have made it more diffcult to fully understand the risks present in off-
balance sheet strctues such as securtized investment vehicles (SIVs) and collateraized debt



obligations (CDOs). These vehicles were used to trsfer a wide varety of exposures to

investors without a suffcient degre of 
trarency and disclosures. However, the opacity in

these strctus served to exacerbate problem since investors and, in some insces, regulators

were not able to quickly identify the assets placed in these vehicles.

The work underway in the Basel Commtte to improve the disclosures goverg off-

balance sheet vehicles should addrss many of these concerns. In addition, I have been a strong
advocate of requig ban that invest and manage securtiation exposures to fully understad
the risk chaacteristics present in the securtizaion vehicles and the underlying collatera
supporting these stctues before they can tae any capital relief frm exteral ratings. These
are bare minimum due diligence stadads tht sere as the foundation of 

prudent investment

management.

Q3: And third, why were they allowed to move trilions of dollars of what turned out to
be the riskiest assets off their books to avoid capital charges?

A3: The accounting and capital rules have provided ban with the ability and incentive to
remove assets frm their balance sheet. I believe that the accounting stadads and the capital
rules need to be reassessed in order to ensure that they provide the right incentives for managing
risk at our largest fiancial instutions. Securtization in gener has provided several benefits

to the ficial markets-it has enhanced credit availabilty and has provided maret paricipants

with another asset class in which to invest At the same tie, the off-balance sheet rules were
abused in some cases. I am pleased to see that the Financial Accounting Stadards Board is
reviewing their off-balance sheet accountig standards with an eye towards eliminating any
loopholes. The Basel Committee and U.S. regulators need to consider these issues as well in
conjunction with any revisions to our capita rules.



Response to questions from the Honorable Eliabeth Dole
from Sheila C. Bair, Chairman,

Federal Deposit Insurance Corporation

Q: . In March, the Attorney General of 

New York, OFBEO, and the GSE's entered into

an agreement creating new appraer requirements that are inconsistent with existing
practices Last month, I introduced an amendment to the Federal Housing Fiance
Regulatory Reform Act of 2008 that would reqnire the Director of OFHO to issue a
reglation establihing appraisal standards for mortgages purchased or guaranteed by

Fannie and Freddie. It would establish a common set of appraisal standards governing
mortgage lenders that are federally supervised and regulated. In your opinion, would this
amendment strengthen the appraisal standards of federay regulated mortgages?

. A: The New York Attorney General, Fanie Mae, Freddie Mac, and the Offce of 

Federa

Housing Enterprise Oversight (OFHO) have proposed a Home Valuation Code of Conduct tht
would overlay the long-stading set of federal bang agency appraisal reguations and Uniform
Stadards of Professional Appraisal Prctice (USPAP) guidelines. The FDIC provided a
comment to OFHEO on the proposal on June 20, 2008, which is attached. Ou comment letter
strngly support the concept of appraser independence and USP AP stadards, but arculates

our belief that the use of in-house or affliated apprasers may be appropriate if managed
prudently.

The Dole amendment would direct OFHO to devise appraisal rules for mortgages
purchased or guanteed by governent-sponsored enterprises in a way that is consistent with
apprasal regulations issued by the federal banng agencies. This would have the advantage of
establishing a common set of appraisal stadards for insu depository institutions and other

mortgage lenders natonwide. As indicated in our comment letter, the FDIC support an
interagency ruemakg process to estalish comprehensive apprasal and appraiser standads.

Attachment
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