PaGE

AS/29/208R7 14:35 138181R1E11

Washington, D.C, 20510 '

BOARD OF GOVEANDRS
aF THR'
FEOERAL RESERYE SYSTEM
' WASHINEMON, BT, 20551,

BEM 5. BERNAHKE
CHAIRMAN

August 27, 2007

The Honorable Charles E. Schumer
United States Senate

Dear Senator:

Thank you for your recent leuters of August 8 and 22, in which yOUu express
concern about the potential effects of volatility in financial markets and the tightening of

credit conditions on homebuyers, consumers, and the economy as a whaole.

I want to assure you that the Federal Reserve, in cooperation with other
federal agencies, is closely monitoring developments in financial markets, As you
recognized, the Federal Reserve has also taken steps to increase liquidity in the markets.
In particular, our changes to our discount window program are designed to assure
depositories of the availability of a backstop source of liguidity so that concerns about
funding do not constrain them from extending credit and making markets, Also, the
Federal Qpen Market Committes has stated that it is monitoring the situation and is
Dbrepared 1o act as needed to mitigate the adverse effects on the economy arising from the
distuptions in' financial markets.

1 share your concern about the potential impact of scheduled payment resets
on homeowners with variable-rate subprime mortgages. Over the next several years, many
such homeowners will face significantly higher mouthly payments and, consequently, an
increased risk of losing their homes to forced sale or foreclosure. The federal banking
regulators have encouraged banks and thrifts o work actively with troubled borrowers to
modify loans or to refinance as needed to avoid default or foreclosure and have Jjoindy
issued guidances to address underwriting and disclosure practices related to subprime
morigage lending.,

The twelve Federal Reserve Banks around the country ate working closely
with community and industry groups dedicated to reducing the risks of foreclosure and
financial distress among homebuyers, The Board is ajsg engaged in these issues; for
example, Governor Randall Kroszner serves as the Federal Reserve’s representative on the
board of directors of NeighborWorks America, which has a program to encourage
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borrowers facing mortgage payment difficulties to seek help by making early contact Wi.th
their lenders, servicers, or trusted counselors. And as I soted in my testimony in July, in
order to strengthen consumer protections, the Federal Reserve Board is currendy
undertaking a comprehensive review of the rales regarding Joans subject to the Home
Owner Equity Protection Act as well as some rules pertaining to mortgage-refated
disclosures under the Truth in Lending Act.

It might be worth considering at this juncture whether the private and public
sectors, separately or in collaboration, could help. the situation by developing a broader

S wmmse = FADRS-of mortgage-produets- which-are-appropriate-for low- and-mederate-income
botrowers, including those séeking to refinance. Such products could be desi ghed to avoid
or mitigate the risk of payment shock and to be more transparent with respeet to their
terms. They might also contain features to improve affordability, such as variable
maturities or shared-appreciation provisiens for example. One public agency with

. considerable experience in providing home financing for low- and moderate-income
borrowers is the Federal Housing Administration (FHA). The Congress might wish to
consider FHA reforms that allow the agency more flexibiliry to design new products and to
collzborate with the private sector in facilitating the refinancing of creditworthy subprime
horrowers facing large resets.

As you note, the govemnment-sponsored enterprises (GSEs) Fannie Mae and
Freddie Mac are currently assisting in subprime refinancings. However, the GSEs’
charters timit their ability to take on higher-risk mortgages and their programs are relevant
only to a relatively small share of subprime borrowers. The GSEs should be encouraged {o
provide products for subprimie borrowers to the extent permitted by their charters. The
current caps on GSE portfelies—which were imposed for safety and soundness reasons-.
need nol be lifted to allow them to accommodate new borrowers. Currently, the GSE
porifolios include substantial holdings of GSE-guaranteed nmortgage products, which are
casily placed in the private secondary market even under current conditions, Thus, the
GSEs could readily self these securities to make space for new motigages if they wished to
do s0. Policymakers may also want to encourage the GSEs to increase their mortgage
secutitization efforts, which are not constrained by their portfalio caps.

We will continue to keep the Congress informed of developments in the
subprime markets and in the credit markets more generally. Ag you know, Federal.
Reserve governors and staff have made nimeraus appearances before the Congress and in
other forums on subprime-relaied issues. Board staff memmbers have comtinued to brief
members of Congressional staffs on these matters. Roard staff members are also assisting
thre Government Accountability Office in the report that they are preparing that will
provide a comprehensive review of developments in the subprime mortgage market.
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| Again, thank you for your interest and please be assured that we are
following these issues closely.

Sincerely,

T pe



