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PERSPECTIVES ON THE HEALTH OF THE
FHA SINGLE-FAMILY INSURANCE FUND

Thursday, December 1, 2011

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 10:05 a.m., in room
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair-
man of the committee] presiding.

Members present: Representatives Bachus, Hensarling, Royce,
Manzullo, Biggert, Miller of California, Capito, Garrett, Neuge-
bauer, McHenry, Campbell, Pearce, Posey, Fitzpatrick, Luetke-
meyer, Huizenga, Duffy, Hayworth, Renacci, Dold, Schweikert,
Canseco, Stivers; Waters, Maloney, Gutierrez, Velazquez, Acker-
man, Sherman, Capuano, McCarthy of New York, Baca, Lynch,
Miller of North Carolina, Scott, Green, Cleaver, Ellison, Donnelly,
Carson, and Carney.

Chairman BACHUS. The committee will come to order.

Today, the committee meets to review the recently released Fis-
cal Year 2011 actuarial study of the FHA Mutual Mortgage Insur-
ance Fund. I welcome Secretary Donovan, Acting FHA Commis-
sioner Galante, and our other witnesses today.

And I would like to take this opportunity to express to you, Sec-
retary Donovan, on behalf of the people of Alabama, their regards
and appreciation for your efforts during the tornadoes that struck
Alabama. The response was excellent, and we appreciate your pro-
fessionalism.

Two years ago, this committee met to hear disturbing news that
the FHA capital reserve ratio, which is the primary barometer for
measuring the FHA financial solvency, had deteriorated to a level
of .53 percent, which is well below the statutory requirement of 2
percent. Since then, things have gotten worse. The capital reserve
experienced a further decline to .5 percent in 2010, and then on
November 15th of this year, the independent actuarial study re-
vealed the capital reserve ratio had fallen more than half and now
stands at .24 percent.

Having said that, we should also acknowledge that we have wit-
nessed a historic housing market correction with the largest drop
in home prices in history and the worst economic downturn since
the Great Depression. With this background, it is not surprising
that the FHA capital reserves have suffered. We also need to recog-
nize that a substantial part of the problem results from legacy
loans originated during the housing bubble prior to the economic
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downturn. Current loans have much higher credit scores and a
markedly better performance.

I am encouraged that the FHA has implemented some incre-
mental reforms to shore up the insurance fund reserves and reduce
risk, including the hiring of a Chief Risk Officer. However, I think
our witnesses have acknowledged, these reforms are not enough.

I share the concerns expressed in a November 7th GAO report
that FHA has yet to implement a comprehensive risk assessment
strategy. A separate GAO study released last week on Ginnie Mae,
which guarantees the payment of principal and interest to inves-
tors and securities backed by FHA-insured mortgages, found that
Ginnie Mae faces a risk of financial loss due to inadequate or failed
internal processes because of limited staff, substantial reliance on
outside contractors instead of Ginnie Mae employees, and the need
for modernized information services.

Both of these GAO reports, coupled with an independent actu-
arial study, all released within the last month, do not paint a pic-
ture of a government agency prepared for the 21st Century, let
alone the immediate housing financial crisis.

Finally, Mr. Secretary, let me reiterate that I share your and the
Administration’s opposition to any increase in FHA loan limits. The
new levels of $729,500 at 100 percent government guarantee
passed recently by Congress was not the right course of action for
creating an environment where the private sector can compete on
a level playing field with government-subsidized entities in our
housing markets.

I look forward to your testimony, as well as that of the other wit-
nesses.

At this time, I recognize Mr. Gutierrez for 4 minutes.

Mr. GUTIERREZ. Thank you, Chairman Bachus, for holding this
hearing, and I welcome Secretary Donovan and our other wit-
nesses. I look forward to our discussion today on the Federal Hous-
ing Administration, the health of its single-family insurance fund,
and the role that it continues to play in the housing market.

We are going to get into the details today talking about actuarial
studies and capital reserves. These are important issues that we
must understand. What we know is that the FHA’s capital reserve
ratios have fallen and continue to be below the level required by
statute. That is a fact we have to deal with. But the real questions
that we have to ask today are why is this the case, and what can
we do to ensure that the fund stays in the black going forward?

I think we can dismiss some theories pretty quickly; for example,
the idea that the FHA has acted irresponsibly under this Adminis-
tration, or that it is actively trying to grow its way out of the prob-
lem. Those ideas are simply absurd, despite the talking points of
some of my colleagues.

Most of the loans that are hurting the FHA were made during
the Bush Administration. The FHA, with the help of Democrats in
Congress, has tightened its underwriting standards, raised annual
insurance premiums, and increased downpayment requirements for
borrowers with lower credit scores. If anything, these are all poli-
cies that have reduced the FHA’s potential footprint in the market.
Those are just facts.
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The fundamental problem is that we are still in the grips of a
foreclosure crisis that is hurting American homeowners, the FHA’s
balance sheet and, indeed, our entire economy. I think that we
have to focus on this fundamental issue in order to have a useful
conversation about maintaining the health of FHA into the future.

We also have to talk about where this Congress is putting re-
sources. Are we spending the money to ensure that Americans have
access to housing counseling to avoid foreclosure? I think not. Are
we adequately requiring lenders to provide loan modifications for
borrowers who are delinquent on their mortgages? I think we need
to ask that question even more. Are we doing more to ensure that
principal reduction is on the table of modification process?

All of these things would improve the health of our housing mar-
ket, improve the health of the FHA, and, most importantly, im-
prove our economy, but I can’t say that I think we have done
enough to help American homeowners who are threatened by fore-
closure or are underwater on their mortgages.

The more loans we modify, the healthier the FHA funds will be.
I hope that we spend time today talking about what the FHA and
other agencies can do to hold servicers—and I want to ask the Sec-
retary specifically about this—accountable, encourage more suc-
cessful loan modification to keep families in their homes, and get
our housing stock back on a steady growth. I look forward to the
testimony today discussing how we can fix the problem. I thank
you, Chairman Bachus, and I yield back the balance of my time.

Chairman BACHUS. Thank you, Mr. Gutierrez.

And at this time, I recognize the vice chairman of the full com-
mittee, Mr. Hensarling, for 2 minutes.

Mr. HENSARLING. Thank you, Mr. Chairman.

FHA is likely a disaster in the making. If we are not careful, it
may become Fannie Mae and Freddie Mac, the sequel.

At 400-to-1 leverage, 10 times the leverage that was employed by
Lehman Brothers when they filed their bankruptcy, something is
amiss. The capital reserve ratio is almost 90 percent less than the
statutorily required minimum—working in the third year in a row
where the Mutual Mortgage Insurance Fund has been under-
capitalized. If FHA was a private financial institution, likely some-
body would be fired or fined, and the institution would find itself
in receivership. Instead, what we have seen is an agency that has
undertaken an expansionary strategy whose aggregate insurance in
force has more than tripled since 2008. We have an agency that
now guarantees mortgages up to roughly twice what they did just
a few years ago, certainly an example of extraordinary mission
creep.

It is estimated that more than half of FHA’s current insurance
in force is on mortgages taken out by owners who have negative
equity in their homes. FHA’s seriously delinquent rate for Sep-
tember was 8.7 percent, up from 8.2 percent in June, at a time
when many believe that we will see further erosion in home values.

In February 2011, in the Administration’s report to Congress,
they said, “FHA should return to its pre-crisis role as a targeted
provider of mortgage credit access for low- and moderate-income
Americans and first-time homebuyers.” Before the taxpayers get
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soaked yet again, I hope that the Administration’s actions will
match their rhetoric.

I yield back the balance of my time.

Chairman BacHUS. Thank you.

Mr. Scott is recognized for 3%2 minutes.

Mr. ScorT. Thank you very much, and, Secretary Donovan, it is
good to see you.

First of all, I want to start off by thanking you and HUD for the
very valuable assistance you gave me in dealing with our home
foreclosure situation in Georgia. Georgia is the epicenter of home
foreclosure, and my district, which represents the suburban areas
of the Atlanta metropolitan area where so many of the huge home
subdivisions are particularly hit, that comes almost 2 years after
we had the great flood. So our housing situation in that area is
very serious, and in that regard, we put together a home fore-
closure event with the assistance of HUD.

And I really want to say thank you to a couple of people on your
staff: Audrey Crutchfield—I think you may know her—and also Ed
Jennings, who is a regional person. And when you thank them, I
want you to encourage them to do it again with me, because this
problem is still there.

We were able to help save over 2,500 homes, but that is just a
drop in the bucket. We need to get help down there very seriously,
and if we start early enough, if we want to start this year, we could
save 10,000 homes. We are particularly serious with the areas of
that combined impact of high unemployment, people without jobs.
We have a severe problem with a lot of elderly. There is no reason
for us to have to put 90- and 100-year-old elderly people out. Where
are they going to go? How are they going to get help? We were able
to save one of those fellow Georgians just this week, as you know.
And we have kept them in their homes thanks to the good graces
of one of our sheriffs there.

This FHA was put together as a result of the Depression, in
1934, and it was put together for these very pressing reasons. We
need to do that despite the efforts last April, where I think the
Congress cut $88 million. That is devastating to your Department.

So there is a role that we are playing in these cavalier budget
cuts that goes straight to the heart of where the greatest need is
for the problem; if there ever was a need for us to look very gin-
gerly and avoid these massive budget cuts that helped to exacer-
bate the very problems that I am talking about. And so, we want
to get into that today, and I hope we can get a message across loud
and clear that we need to reverse this rather disturbing trend to
try to balance the budget on the backs of those areas of our service
to the American people where they need the help the most and call
upon those who can afford it, those multibillionaires and million-
aires who are not paying their fair share, to help.

This is a primary example of where we are. America is a great
country, and just as we rose out of the ashes of the Depression and
formed the FHA at that time, surely this is a time in which we can
serve its great sterling purpose and strengthen the funding for
HUD.

So I appreciate your being here. Thanks again for your work, and
let your folks know we look forward to working with them again
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next year. We are putting that home foreclosure event together as
we speak, and hopefully we can contact your office. Thank you.

Secretary DONOVAN. Thank you.

Chairman BAcHUS. Mr. Royce, did you want a minute, or a
minute-and-a-half?

Mr. RoycE. Thank you very much.

Chairman BACHUS. One-and-a-half minutes then.

Mr. ROYCE. Very good. Thank you, Mr. Chairman.

In 2008 and 2009, some of us were warning about the potential
risk of this government agency heading toward their statutorily
mandated 2 percent capital reserve ratio, and we had hearings like
this one, and we were told at the time not to worry. The testimony
was that the FHA was fine, and the reforms being made were
going to prevent a taxpayer bailout. I remember we had, in October
of 2009—then-FHA Director Stevens was here. He came before the
committee, and his words were these: “We will not need a bailout.”

Secretary Donovan, in reviewing your prepared remarks, it is
clear that you are laying out a very different scenario here. And
given the actuarial report from 2011, I can see why. In that report,
the capital reserve ratio is now one-quarter of 1 percent, which is
a fraction of the statutorily mandated 2 percent. And this leverage
ratio is really—it is about 244 to 1. That would give pause, I think,
to any regulator at this point.

And so the obvious question that I think we hope to get an-
swered as you lay out your plan is, what is next, Mr. Secretary?
What is your solution for preventing a taxpayer bailout of FHA?

I think it is clear that banking on a quick turnaround in the
housing market, I think that rebound is not the safe way to bet.
I think you need to lay out a scenario where we have a plan that
moves us back from the brink that could lead to a bailout. I very
much appreciate your being here, and I am looking forward to
hearing your testimony here today. And I yield back the balance
of my time.

Chairman BacHUS. Thank you.

Mr. Green for 2 minutes.

Mr. GREEN. Thank you, Mr. Chairman. I thank you and the
ranking member for having the hearing.

Thank you, Mr. Secretary, for appearing today, and I am hopeful
that what you will present to us will help us to understand how
the housing market can bounce back with the help of FHA.

Your credit scores have gone up to 700, average credit score. You
have been assisting in areas where the market, in general, does not
receive a lot of help from other institutions. I think that we have
to concern ourselves with the housing market in terms of the recov-
ery, and I see FHA as a part of that recovery effort. So I thank you
for appearing and trust that when you have completed your testi-
mony, we will have greater insight into how FHA will play a mean-
ingful role.

And I yield back the balance of my time.

Chairman BACHUS. Thank you.

Mr. Miller for 1%2 minutes.

Mr. MILLER OF CALIFORNIA. Thank you, Mr. Chairman.

Secretary Donovan, thank you for meeting with me this morning.
We had a nice conversation beforehand, and we do need to look for
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ways to shore up the FHA insurance fund. Falling home prices are
really the major reason you are in the situation you are in today,
and until we reform the housing system, home values will continue
to falter, people will lose money, and this economy will not turn
around.

But the housing market is a very, very complex marketplace.
There is no doubt we need to look to try to bring the private sector
back to fill the void that has been created out there, but until we
do that, somebody has to step forward to make sure there is liquid-
ity in the marketplace.

That was the reason we formed the FHA and the GSEs, to do
that, but many times what we do is very local. I told you about the
situation we are facing in a part of my district, Chino Hills, about
the people who are suffering from the Edison towers that were put
in the right-of-way behind their homes. That was nothing to do
with them, nothing to do with Edison. The State of California man-
dated “X” amount of renewable energy must be provided in the
Etate of California, so they installed these 200-foot towers behind

omes.

The problem is that FHA does not lend in certain areas. Now,
there are many FHA loans within that area right now because the
homes are out of the right-of-way, but the towers have doubled in
size, and now they are within a fall zone. And I know it is a gray
area for you, but it is a very serious area for the people who have
been impacted.

I want to thank your staff for working with us on this issue, but
it is something that we need to look at and ask, what is right? The
people bought in good faith. They are not in a right-of-way, but
what the State of California has mandated has put them in a very
difficult situation, and it has impacted them in the pocketbook. Not
only has the marketplace had a negative impact on them as falling
prices have, but now what has been done to them for the better-
ment of the State, so-called, has had a really dire impact on their
finances, and they are angry. They have a right to be.

When we have an opportunity to do good, we need to look at
that. And I would just encourage you to look at what you can do
in that area. Whatever help you can provide these people, they
would really appreciate it. It is through no fault of their own. They
bought in good faith, they have lived there for years in good faith,
and now they are being impacted by this. But I want to thank you,
and it is a huge issue, and whatever you can do, I would appreciate
it.

I yield back.

Chairman BACHUS. Mr. Lynch for 1 minute.

Mr. LYNCH. Thank you, Mr. Chairman.

I want to thank the witnesses for appearing before this com-
mittee, and helping us with our work. I want to hearken to the re-
marks of Mr. Royce of California. I was in on these meetings as
well when we raised concerns about the capital ratio back in 2008,
and we received direct assurances from FHA “not to worry, we
have our arms around this, we are going to handle this, we are not
going to go below the statutory minimum.” Then, they did. We
called you back. I had meetings in my office. We had reassurances
again that you were going to handle this. And here we are.
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Now, you have dug yourself in such a deep hole that you are
going to need some funding, you are going to need a bailout, or you
are going to need some drastic measures to dig yourself out of that
hole, and that is a problem. There seems to be a pattern of denial
that things were going to get better, and we are going to turn this
thing around, and we didn’t hear a peep to reverse this decline.
And that is a problem because now the problem is significant, and
it is going to be more difficult dealing with it now because we have
allowed this shortage to accumulate.

So I am just disappointed that we didn’t have the acknowledg-
ment that we had raised up here that we saw happening that
wasn’t reflected at the agency. And there were things that we could
have done that would have been less destructive several years ago
than the hand that we have to play now, and there are a lot of peo-
ple in this country, a lot of homeowners, who are relying on—

Chairman BACHUS. Mr. Lynch is recognized for an additional 15
seconds.

Mr. LYNCH. Thank you.

We have to work together here. We can’t have us raising con-
cerns and the agency blowing us off and saying there is no prob-
lem, and then it is a mess, and then we have to do something dras-
tic to correct it. We need to work better together, I guess. And I
will be interested in hearing how you are going to come up with
this money, all these resources, to fill in the shortfall.

Thank you. I yield back.

Chairman BACHUS. Thank you.

Mrs. Capito for 172 minutes.

Mrs. CaprTo. Thank you.

I would like to welcome Secretary Donovan back to the com-
mittee as well, and I want to thank the chairman and the ranking
member for the hearing today. Having sat through many of these
hearings over the last several years, I think, as the speaker before
me says, when a red flag is in front of us, we need to pay attention.
I think we see a major red flag here with the decline in the capital
ratio.

In the Secretary’s defense, I would say he has begun, or at-
tempted anyway, improvements to the program like raising the an-
nual premiums and other things that could be done, but we need
to work hand in hand both legislatively and through regulation to
try to improve what is a seriously declining and, I think, poten-
tially dangerous situation.

With the actuarial report saying that the mandated reserve ratio
is down to .24 percent, it is time to more than just pay attention;
it is time to take action. And so, I pledge to work with you as we
have in the past. We did an FHA reform bill last year. I believe
it didn’t make it all the way through, and I think some of the ideas
in that bill would be very useful in helping to alleviate this situa-
tion.

Changes that are currently in practice, like tightening the under-
writing standards, increasing premiums, and enhancing enforce-
ment, I think are helping, but the statistics are showing that we
are still in a seriously declining situation, and as we have heard
repeatedly, and I would echo my voice in this, a bailout to the FHA
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is something that would be intolerable to the American people and
certainly to this Congress.

So I would like to thank the chairman for holding the hearing
and welcome the Secretary today. Thank you.

Chairman BacHUS. Thank you.

Mrs. Maloney for 2 minutes.

Mrs. MALONEY. Thank you, Mr. Chairman, and Mr. Ranking
Member, and I am really honored to welcome all of the panelists
today, particularly Secretary Donovan, and to say that New York
is so proud of you. Thank you so much for your public service to
our State and City, and thank you also for your public service for
our Nation.

This is a very important hearing because the FHA really rep-
resents a critical leg of the stool of housing finance. And I think
it is safe to say that in the wake of the most recent financial crisis,
we are all concerned about the FHA’s ability to continue to insure
mortgages.

Over the last year, the FHA has insured $218 billion in single-
family mortgages, helped more than 362,000 families avoid fore-
closure through loss mitigation, and helped 440,000 families refi-
nance their mortgages to a lower rate. Some of these families who
have benefited live in the district I am honored to represent, and
they are very grateful.

So the importance of FHA’s role in the housing system really
must be underscored. And FHA is really the only game in town
right now because the private sector has largely disappeared from
the market.

However, I am concerned, and I join my colleagues who have ex-
pressed their concerns, that the actuarial report indicated that the
FHA’s Mutual Mortgage Insurance Fund capital ratio fell from .50
percent in 2010 to 24 percent in 2011. And I do know that there
are a variety of reasons that led to that decline, including a decline
in home prices, but I hope that we will see an uptick in that rate
as the market stabilizes. And I believe the actuarial report, with
a lot of hard work and help from the economy, that we can move
toward the level of 2 percent by 2014.

In the meantime, I understand that FHA has undertaken a num-
ber of important steps to ensure the health of the fund by strength-
ening risk controls, underwriting controls, and enforcement; in-
creasing premiums; and expanding loss-mitigation assistance to
avoid unnecessary claims.

So I look forward to your testimony. I particularly would like to
hear your take on the legislation on FHA reform that has been pre-
sented by the Republican Majority, and again, I thank you for your
efforts to help Americans stay in their homes and finance their
homes. Thank you very much.

I yield back.

Chairman BACHUS. Thank you.

Mr. Garrett for 1 minute.

Mr. GARRETT. I thank the chairman for holding this very impor-
tant hearing on FHA and its future viability, in light of the new
actuarial report that just came out which raises real concerns. Un-
fortunately, as you know, Congress just decided to expand the role
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of the FHA even before they had the opportunity to study that re-
port in depth.

Mr. Secretary, you have been in your position for about 3 years.
Each year the actuarial report comes out, and each year it shows
deterioration, gets worse and worse and worse with regard to the
capital position. And as Mr. Lynch has already indicated, prior to
that, each year you come here and basically you or your subordi-
nates say things are fine, that we are in good financial condition,
and that your projections show that things will get better year
after year.

However, as I say, if you look at those reports that come after
you speak to us, things continue to deteriorate, they get worse and
not improve. They erode. So when you come here now and tell us,
don’t worry, be happy, things are okay and improving, I have heard
that record before, and I really wonder why we should believe that
and why we should not anticipate that in a few months from now,
this spring, you will be coming to Mr. Lynch and me and the rest
of us saying you need to be bailed out.

I add to that just one other comment. I have heard some com-
ments at least out there from Mrs. Galante that even with this
alarming situation, the FHA is not really going to make any other
additional significant policy changes to better its fiscal position;
rather, the answer is simply to grow its way out of it. And I really
wonder, then, whether or not growing your way out of this problem
is not only doing more damage to yourself, but also doing more
damage to the private sector in freezing out private mortgage guar-
antors and the rest of the private sector by doing so.

So I have a lot of concerns as to this track record to date, and
also where we are going with this.

I yield back.

Chairman BacHUS. Thank you, Mr. Garrett.

Mr. Ackerman for 2 minutes.

Mr. ACKERMAN. Thank you, Mr. Chairman, and I thank the
ranking member for the hearing.

Mr. Secretary, indeed we are all proud of you. Thank you for the
great job you are doing under very difficult circumstances.

I don’t think the sky is falling. Unlike some of my colleagues, I
think you are to be congratulated, not criticized, for the fact that
your market share is expanding, or, as some people have said, ex-
ploding. Your agency has been designed for that purpose, to be
countercyclical, to pick up the slack when there are no other lend-
ers. That is your job, and that is your role, and you are doing it,
and you are doing it quite well despite the fact—or I point out the
highlight of the fact is that the quality of your borrowers has in-
creased, as the audit indeed shows for the first time, being over
700 on the FICO scores. That is a very good sign and a very posi-
tive sign in very troubling times.

There are some reasons to be concerned, and I think your testi-
mony that we have seen so far is very, very realistic, and we have
to figure out what to do if indeed the housing market continues to
decline and prices decline anyway.

My second point is basically during the years of the Bush Admin-
istration, they kind of branded themselves as the ownership soci-
ety. Everybody had to own something, especially their house, and
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people found ways to market houses to people who were basically
subprime borrowers. There were really no subprime loans, they
were pretty tricky and some devious, but the borrowers were
subprime.

Now that we have highlighted that, I thought we had gotten
away from some of the causation of the problem, but I find that an
ad—and I have seen many like it—this is from one of the major
newspapers in my region in New York—Cambria Heights: “Fore-
closure. One-family brick plus private driveway, full basement.
Askil?g $163,000. No credit, bad credit okay. Won’t last. Call
quick.”

Why are we still selling and marketing to people who have no
credit and bad credit? This is not advertised as being out of your
shop in any way, I don’t want to advertise it, but this is still going
on. People are being induced by lenders—not your agency, but by
lenders to buy houses when clearly they are marketing it to people
who can’t afford it. No credit, bad credit. Who are they asking to
buy houses? What do we do about that?

And I will yield back the balance of my time because I do have
some specific questions for you when that moment comes.

Chairman BACHUS. Thank you, Mr. Ackerman.

And let me at this time acknowledge that Ms. Carol Galante,
who is the Acting Federal Housing Administration Commissioner,
is seated at the witness table with Secretary Donovan and is ac-
companying him today. We appreciate your presence and under-
stand you are going to assist, if needed, the Secretary. And I have
enjoyed our conversations over the past few months. So we wel-
come you to the hearing.

Thank you.

Mr. Neugebauer for 2 minutes.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

Chairman BAcHUS. We are having a little longer opening state-
ments, but these are important matters, and I think it is important
Ehat those Members who wish to make an opening statement can

0 S0.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

Mr. Secretary, it is good to have you here. The Mortgage Insur-
ance Premium Fund report was issued, and it was a little ironic
because it didn’t paint a very pretty picture, but the summary said
that it was actuarially sound. And I was pretty sure if I went to
Webster’s, that an entity that had less than one penny of equity—
and, in fact, it is not less than one penny, it is less than a quarter
of a penny in equity—with such a huge book of business would not
be an entity that was probably actuarially sound.

And I think the other thing that was troubling about that, and
I think my good friend Mr. Garrett made the point, is when we go
back, if you look at previous reports, and you look at the projec-
tions of where you thought you were going to be in the outyears,
we have missed those every year.

And the other piece of information there is that when you look
deeper into the numbers here, and I am looking, that when you
look at the single-family book of business, actually that reserve is
even less than that. It is .12 percent. I was trying to decide how
much of a penny that you could show to represent that. That is like
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846-to-1 leverage, and obviously that is leverage that any other en-
tity in this country that was regulated would be in some kind of
either bankruptcy or conservatorship. So, one of the things, the
challenges, here 1s how do we fix this? And I think that is an im-
portant piece of that.

One of the problems, though, I think, even beyond being out of
money at this particular point in time, is the fact that because we
have crowded the private market out of the system here, you are
getting a majority piece of the business, and so it is almost a self-
fulfilling prophecy that if we were to take actions to reduce the
amount of business that FHA is doing, reduce your market share
back to traditional levels, you wouldn’t have the new income levels
to support the activities that you are in right now.

So it is going to be interesting to hear from you how we bring
FHA back to more traditional levels as far as market share and at
}:‘hedsame time keep you from having to dip into the taxpayers’
und.

And so, I look forward to the question-and-answer period where
you and I can discuss that further. And thank you, Mr. Secretary.

Chairman BACHUS. Thank you.

Ms. Hayworth for 1 minute.

Dr. HAYWORTH. Thank you, Mr. Chairman.

And, Mr. Secretary, as you may know, I am a co-chair of the non-
partisan Hurricane Irene Coalition here in the House, and my pri-
ority, as is theirs, is to ensure that we, and in our case the Hudson
Valley, has the fullest possible access to the Federal funds that we
need to recover from Hurricane Irene and Tropical Storm Lee.

Over $400 million in disaster aid has been made available
through the Community Development Block Grant (CDBG) pro-
gram, but, as you know, my home county of Westchester is being
denied this help as well as their normal CDBG funding due to an
ongoing dispute with HUD over what can reasonably be described
as minor, but punitive terms of a recent settlement that was made
before the current county executive took office. And that is despite
the fact that Westchester has assured funding in good faith for
over 700 units of affordable housing in a county that has a limited
amount of land, and we have a lot of open space, which is good for
the environment.

So, Mr. Secretary, I am asking as a member of the Hurricane
Irene Coalition and as the Representative for a good part of West-
chester County that you please work with Westchester County to
provide the critical recovery funding that the county needs and de-
serves. And I thank you, sir, and look forward to your testimony.

Mr. Chairman, I yield back.

Chairman BAcHUS. I would like unanimous consent for the
record to reflect that there is a nonpartisan caucus on Capitol Hill.
So thank you.

At this time, Mr. Dold for 1¥2 minutes.

Mr. DoLp. Thank you, Mr. Chairman. Certainly, I want to thank
you for holding this hearing, and, Secretary Donovan, thank you
for being here.

I think we all share a common objective, which is a more sustain-
able and more effective mortgage finance system, and regardless of
political party, most of us would agree that such an improved sys-
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tem should have three primary components: first, to promote the
private sector as our primary mortgage financing source; second, to
restore long-term stability to the housing sector, and third, to pro-
tect taxpayers from future bailouts.

After already paying for over $100 billion in Fannie and Freddie
losses, and with potentially hundreds of billions more in coming
years, taxpayers also remain exposed to potentially large FHA
losses because the FHA guarantees over $1 trillion of mortgages
while maintaining only a tiny fraction of that number in insurance
reserves and other resources.

Solving this problem, I think, is absolutely critical for taxpayers,
for current and future homeowners, and for our economy as a
whole. And so I am concerned when I see additional solicitations
coming out—and there is one over here that I just saw that is talk-
ing about trying to get additional loans with a FICO score of only
580—these are a concern for me. And I think what we have to do
is come together to try to make sure we are shoring this up for the
American taxpayer and for future homeowners.

I look forward to your testimony here today. Thank you so much
for being here, and I yield back.

Chairman BACHUS. Thank you.

Are there any other Members on the Minority side or any other
maybe ranking members-in-waiting who would like to make an
opening statement? No? Okay.

At this time, Mr. Schweikert is recognized for 1 minute.

Mr. SCHWEIKERT. Thank you, Mr. Chairman.

Mr. Secretary, I look forward to hearing the testimony. I am op-
erating under two premises: one, that a shock in the FHA loan sys-
tem would be horrible to the real estate market, particularly when
you are from Arizona, but the second part of that premise is you
are in violation of the law. Looking here at the statute that you
shall maintain 2 percent, I look forward to learning why I am
wrong in the way I am reading this statute.

The second thing is also going to the actuarial report, and please
forgive me if I missed it. I am trying to get a good definition and
breakdown of properties and mortgages on your assets side. What
is the breakdown? How much is actually held in REO properties,
and how much is actually held in paper? And as my good friend
Mr. Dold here just mentioned, this probably isn’t you, this is maybe
a correspondent lender, but when you get an email soliciting an
FHA loan with a 5680 FICO score, it makes you a little nervous. Of
if you are going to grow your way out, do you grow your way out
with higher-risk loans?

Thank you, Mr. Chairman. I yield back my time.

Chairman BACHUS. Mr. Canseco is recognized for 1%2 minutes.

Mr. CANSECO. Thank you, Mr. Chairman, and thank you, Mr.
Secretary, for being here today.

Yogi Berra once said, “It is deja vu all over again.” The latest ac-
tuarial report on the state of the FHA’s insurance fund is reminis-
cent of warning signs we saw from Fannie Mae and Freddie Mac
last decade. Even though FHA has been below its statutorily re-
quired capital ratio for 3 years, it now has exposed taxpayers to
over $1 trillion in liabilities, and the agency now guaranties almost
one-third of new mortgages in the United States.
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Even a cursory look over the latest report brings into question
many of FHA’s projections about the health of the housing market
and its ability to cope with future losses. Putting taxpayers in such
a risky position is unacceptable, and it is a stark example of the
consequences of the decades-long foray of government meddling in
the housing market.

Today’s hearing is of extreme importance, and I look forward to
hearing from our witnesses on this matter. And I yield back the
balance of my time.

Chairman BACHUS. Thank you.

Without objection, if any Members want to submit written state-
ments, they will be made a part of the record.

If there are no further opening statements, at this time I would
like to welcome Secretary Donovan and Mrs. Galante. The Sec-
retary has a hard stop of 12:30, but I understand that the Commis-
sioner can stay longer if Members have questions.

And so at this time, Mr. Secretary, you are recognized for 8 min-
utes.

STATEMENT OF THE HONORABLE SHAUN DONOVAN, SEC-
RETARY, U.S. DEPARTMENT OF HOUSING AND URBAN DE-
VELOPMENT, ACCOMPANIED BY CAROL GALANTE, ACTING
COMMISSIONER, FEDERAL HOUSING ADMINISTRATION

Secretary DONOVAN. Thank you, Chairman Bachus, and mem-
bers of the committee for this opportunity to testify on the status
of the FHA MMI Fund and the Fiscal Year 2011 actuarial report.
But before I begin, I want to say a quick word about Ranking
Member Frank, who announced his retirement this week. Given
that he has never been exactly the retiring type, I am sure that the
Congressman will continue to be the passionate and effective advo-
cate for families on Main Street that he has always been.

Mr. Chairman, this report arrives in a significantly different en-
vironment from the one that we faced upon taking office. Then, our
economy was shedding over 800,000 jobs a month, housing prices
had fallen for 30 straight months, and foreclosures were surging to
record levels month after month. Today, nearly 13 million home-
owners have refinanced their mortgages since April 2009, putting
nearly $22 billion a year into the hands of families and our econ-
omy. And with recent changes from FHFA, more refinances are on
the way.

Today, because we provided responsible families opportunities to
stay in their homes, the number of families falling into foreclosure
is down 45 percent since early 2009. More than 5.3 million mort-
gage modifications have been started since that time. Central to
this progress has been the FHA, which has undertaken the mission
that Congress set for it after the Great Depression by taking over
1 million loss-mitigation actions to help families keep their homes,
and helping 2.25 million first-time homebuyers realize the dream
of homeownership, 56 percent of all first-time homebuyers in the
last 2 years and 60 percent of African-American and Hispanic
homebuyers last year alone. And as the actuarial report we discuss
today finds, while we have been through the second worst housing
downturn in the history of the country, FHA, unlike many other in-
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stitutions, retains a positive fund balance, and the current book of
business is strong.

Specifically, the actuarial reports insurance on loans booked
since January 2009 posts an estimated net economic value of $18
billion, with the new 2012 book of business expected to add $9 bil-
lion alone. It reports that although the capital reserve account is
$4.7 billion, FHA’s total reserves stand at $33.7 billion, $400 mil-
lion more than in 2010.

That the FHA has been able to weather this storm thus far to
date is no accident. Indeed, with the partnership of Congress and
this committee, we have been able to put in place the most sweep-
ing reforms to credit policy, risk management, lender enforcement,
and consumer protections in FHA history, reforms, as this actu-
arial report makes clear, that have produced real results. With
your help, we have been able to increase premium rates 3 times
under this Administration, yielding significant added revenue to
the fund. We have also put in place a two-step FICO floor, which
required those with low credit scores to contribute a minimum
downpayment of 10 percent. Only those with stronger credit scores
have remained eligible for FHA-insured mortgages with the min-
imum downpayment. This approach is based on FHA data that
clearly shows that the success of a borrower depends on a combina-
tion of factors that include the loan to value, but not that alone.

The changes we have made have significantly improved the qual-
ity and performance of FHA loans. Where nearly half of FHA bor-
rowers had credit scores below 620 in 2007, today the average FHA
credit score across all borrowers is over 700 for the first time in
FHA history. For home purchase loans originated in early 2011,
early payment default rates are less than one-sixth what they were
in early 2018, and for streamline refinance loans they are one-
tvfs}elfth of what they were at the peak before President Obama took
office.

We have taken other steps to protect the fund as well, including
critical enhancements to lender enforcement, withdrawing the ap-
proval of over 1,600 lenders to participate in FHA programs, more
than 4 times the number during the entire tenure of the previous
Administration. With these actions, we are sending lenders a very
clear message that if you don’t operate ethically or transparently,
we won’t do business with you, and we will not hesitate to act.

Mr. Chairman, the collective impact of these efforts cannot be
overstated. Indeed, were it not for these reforms, many of which
this committee has helped make possible, FHA would be seriously
in the red today. And on the strength of these new books of busi-
ness, not only does the actuarial report find the fund retains posi-
tive capital today, it projects that FHA should be able to rebuild
reserves to the congressionally mandated 2 percent threshold
quickly once markets across the country exhibit sustained growth.
Indeed, using base case projections based on Moody’s Analytics
forecast, the actuary expects capital reserves to reach 2 percent
again in 2014, sooner than was projected just last year.

Of course, for all this progress, very serious challenges remain.
Like any other organization in the housing-finance sector, the actu-
ary finds that FHA’s finances are very closely tied to home prices,
which have been broadly stable since we took office, but weaker
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than expected in 2011. In particular, it found that FHA’s older
books of business underwritten during the bubble years of 2000 to
2008 will continue to produce substantial losses of more than $26
billion. It reports as many as half of the highest-risk loans insured
at the peak of the housing bubble will ultimately result in a loss
for the FHA, with more than one out of every four loans insured
in 2007 resulting in insurance claim and losses of close to $10 bil-
lion for the 2008 book of business alone.

That is why we continue to pursue additional reforms that pro-
tect the taxpayer, support the housing market, and meet the FHA’s
historic mission of helping underserved borrowers. In the very near
future, we expect to publish an indemnification rule to hold lenders
in FHA’s lender insurance program responsible for loans that were
improperly originated or in which fraud or misrepresentation were
involved. In addition, we will soon publish a rule that reduces al-
lowable seller concessions to protect the MMI Fund from risks as-
sociated with inflated appraisal values.

Now that we have these actuarial results, we are carefully exam-
ining a range of additional steps to further strengthen the fund, in-
cluding enhancements to our loss-mitigation protocols and whether
additional premium increases are necessary. We expect to an-
nounce these next steps in our proposed Fiscal Year 2013 budget,
and we will work with Congress as we have throughout.

We must also continue to shrink government’s footprint, a key
goal of the Administration’s White Paper on the future of housing
finance, and a process that I am pleased to report has already
begun at FHA through our premium increases and underwriting
changes. Indeed, while FHA’s volume grew dramatically during
this crisis, in 2011, FHA loan volume was down 34 percent from
its peak in 2009.

FHA’s current market share of mortgages is 14 percent and de-
clining for the first time since 2006. During these uncertain times,
as we carefully manage the balance between helping the market re-
cover and working to bring private capital back, this represents im-
portant progress.

And so, Mr. Chairman, while none of us can predict what the fu-
ture will hold, what we do know is that these new loans we are
making are the strongest in FHA history. But given the continuing
fragility of the market, we must continue to be vigilant and pre-
pare to take additional steps to protect the taxpayer. As it has been
since the outset of this Administration, that remains our goal
today.

Thank you.

Chairman BACHUS. Thank you, Mr. Secretary.

[The prepared statement of Secretary Donovan can be found on
page 89 of the appendix.]

Chairman BACHUS. Mr. Secretary, the Obama Administration’s
White Paper entitled—and you referred, I think, to that without
naming it—“Reforming America’s Housing Finance Market” that
was released in February indicated that the goal was to encourage
the return of private capital and to reduce the risk to American
taxpayers, but looking at the Fiscal Year 2011 actuarial report
from FHA, it assumes that the FHA market share—it assumes a
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market share of no less than 20 percent all the way to Fiscal Year
2018.

Do you know why this is? And won’t that elevated level of FHA
participation in the housing finance market discourage the return
of private capital to the housing financial sector?

Secretary DONOVAN. Mr. Chairman, you are exactly right. The
report laid out a series of steps, not just for FHA, but for Fannie
Mae and Freddie Mac as well, to shrink their market share. The
most critical steps there were to increase the cost of FHA insurance
and the guarantees that Fannie Mae and Freddie Mac provide to
encourage more private capital to come in, and we have started
down that path. As you know, with authority granted by this com-
mittee, we have raised premiums 3 times. They now stand at the
highest level in FHA history. And, in fact, it has begun to have re-
sults. As I just mentioned, we have seen our market share shrink
from about 17 percent last year to 14 percent this year, and the
latest quarter shows it continuing to shrink.

In addition, we proposed in the President’s proposal for the budg-
et compromise that was reached this summer to increase premiums
for Fannie Mae and Freddie Mac. I know that you have supported
that as well, and that is a step that we are working on with FHA.

In addition, we proposed, and we continue to believe, that loan
limits not just for the GSEs, which have come down, but for FHA
need to come down and return to their more historic levels so that
we can ensure that private capital does return. So we have started
on those steps, but we will continue to take steps going forward to
make sure that we do everything we can to bring private capital
back to the market.

Chairman BACHUS. Thank you.

The Fiscal Year 2012 funding bill that the President just signed
and, of course, the Congress passed, reinstated the high loan limits
for FHA. And, of course, I did not support that, and I don’t think
the President or the Administration supported that. First, I would
like your comments on that. And second, it didn’t include Fannie
and Freddie. So my real concern, or another concern I have, is
what effect will that have on business flowing to FHA from Fannie
and Freddie?

Secretary DONOVAN. We stated publicly in the White Paper that
you have referenced that we believed that the loan limits should
have been allowed to expire, and I think if you look at my public
statements, consistently, as I have said today, we continue to be-
lieve that the loan limits must come down.

I do think you point out something important, which is that the
effect of having for the first time in history higher loan limits on
FHA compared to Fannie Mae and Freddie Mac could produce the
results that would have more business come to FHA than we have
expected, particularly on the purchase side. We will need to see
what happens there. And part of what we are looking at in terms
of future steps is how we should price premiums and other policies.
And I mentioned in my testimony that we expect in our budget pro-
posal for 2013 to have specific proposals about how we move for-
ward with these loans.

Chairman BACHUS. Thank you. I do think that could cause prob-
lems, and I think you agree.
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Secretary DONOVAN. Mr. Chairman, if I could, one important
point I want to make here is that those high-balance loans, the
loans above our old loan limits, represent about 2 to 3 percent of
our loan volume in terms of dollars—I am sorry, in terms of num-
ber of loans and about 6 to 7 percent in terms of dollar volume.
And the evidence we have, albeit early evidence, is that those loans
are lower risk than other loans that we are making. And so, there-
fore, I don’t think the issue is that those loans pose a significant
risk to the taxpayer or the fund. The real issue is about how we
encourage private capital to come back while making sure that we
continue to support the market through this crisis.

Chairman BACHUS. Thank you. I agree.

Mr. Gutierrez?

Mr. GUTIERREZ. Thank you.

Secretary Donovan, we have seen in the press—The American
Banker: “Banks Likely to Gain FHA Relief Under Foreclosure Serv-
icing Settlement”—that the FHA is potentially playing a role in the
robosigning settlement between the servicers and the State attor-
neys general. It sounds like the FHA might be letting servicers off
the hook for breaking FHA rules and failing to work with bor-
rowers to keep them in their homes by waiving the FHA’s right to
deny a servicer’s claim and enforce a penalty for an improperly con-
ducted foreclosure.

Can you comment on this? And do you think this kind of settle-
ment would be appropriate?

Secretary DONOVAN. Congressman, I want to make sure this is
absolutely clear: It is exactly the opposite. We began an in-depth
investigation of the servicing practices of our larger servicers. We
found significant problems with the way that they were handling
servicing, specifically their loss mitigation as well as other steps,
the robosigning and other problems that you all have heard so
much about, and began discussions with fellow agencies as well as
State attorneys general, who also found similar problems with the
way loans were being handled. And so the discussions that we have
been having are about holding those servicers accountable for those
practices, and, first of all, making sure that the taxpayer is com-
pensated.

And, in fact, one of the things that can help the FHA fund to re-
cover to a higher capital level is to recover where—not only on
servicing, but on origination and other places where mistakes were
made, where loans were originated or serviced against FHA re-
quirements, as well as to get help to borrowers.

So any release that we would provide would be in exchange for
significant penalties as well as to help homeowners who were
wronged by those practices. That is what we are pursuing.

Mr. GUTIERREZ. And that is why I raised the question, and
maybe American Banker just got it wrong. It is not like they al-
ways get it right.

I want to ask you this question because that is our responsibility.
If a mortgage servicer, a bank, an originator of the loan didn’t help
the American family stay in the home, and did not go through all
of the mitigation, and didn’t or did robo, or didn’t do anything, just
let it sit out there, then you could simply say, yes, you can make
an insurance claim; am I right? They can make an insurance claim,
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but if you find they didn’t follow the rules, you can simply deny the
claim and then penalize them 3 times the total cost—

Secretary DONOVAN. That is correct.

Mr. GUTIERREZ. Are you still committed to carrying that and
having that as a powerful tool when we deal with the mortgage
servicers?

Secretary DONOVAN. Absolutely.

Mr. GUTIERREZ. Because I think it is important that we all un-
derstand that the insurance is insurance, but you have to follow
the rules of the insurance. And we know that they didn’t follow the
rules in many cases, and that is why we have the pending litiga-
tion across the country.

I believe that kind of settlement is important because it sends a
message that just because you have an FHA-insured loan, it
doesn’t mean you are going to get the money. Because what we
have found—and I don’t know if you have any evidence of this and
I would like to hear your comments—in just the normal practice of
reviewing is that homes stay out on the street and the banks do
nothing to keep people in the homes. They don’t mitigate. They
simply send you a letter and then you send them money and then
they want on and then they are going to foreclose. They don’t help
anybody. And secondly, they simply leave the homes.

In Chicago, for example, the city council had to pass legislation
against the banks saying, well, if you are just going to have all
these abandoned properties out there, we are going to charge you
for boarding them up and for keeping them clean and we are going
to have to fine you. We found that. Do you find the same situation
to be true across the country?

Secretary DONOVAN. As I said earlier, Congressman, we have
found significant problems with servicers not following our require-
ments on loss mitigation. And I am proud to say that FHA has
been a leader in correcting those and ensuring that we help fami-
lies stay in their homes.

Mr. GUTIERREZ. And I am with you. I support you. I think you
are at the helm and are doing a good job. I just want to raise this
issue because I know what you have done on loss mitigation. I con-
gratulate you and I thank your staff for keeping American families
in their homes. But I also want to say to all of those mortgage
servicers out there that you are going to continue to penalize them,
as they try to submit a claim and they didn’t follow the loss mitiga-
tion and they didn’t follow the procedures, you are going to deny
that claim and you are going to try to go after them for 3 times
the amount.

Thank you so much.

Mr. HUIZENGA [presiding]. The gentleman’s time has expired.
With that, Mr. Miller of California is recognized for 5 minutes.

Mr. MILLER OF CALIFORNIA. Thank you, Mr. Chairman. Secretary
Donovan, I am glad to hear that you are holding lenders account-
able. When they don’t use reasonable underwriting standards and
do their job, they should bear the loss. I am also, I guess, relieved
to hear that my argument that the loan limits in high-cost areas
are safer loans. But you have justified that they are. But there is
no doubt we want to get the private sector money back into the
marketplace. That has been the goal all along. And the drop in re-
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cent conforming loan limits identified by many economists is a test
for the private sector to see if they are willing to step forward and
fill the void. Do you have any evidence the private market is filling
this void created by this at this point?

Secretary DONOVAN. I think there is some evidence that that is
beginning to happen. Certainly there have been, in the jumbo loan
space, some securitizations, some steps forward. Mortgage insurers
are, some of them at least, coming back into the market more. And
I do think that we need to continue to take steps that I talked
about before to ensure that we encourage it. I think it is clear that
we certainly haven’t returned to a fully healthy market at this
point and that we need to continue to take steps to encourage pri-
vate investments to come back.

Mr. MILLER OF CALIFORNIA. Some have made the argument to
get everybody out of it on the government side. If the private sector
was the only game in town in 2007 without a government-backed
entity, what would have happened?

Secretary DONOVAN. I think it is important to recognize that
Congress established FHA to be a countercyclical force. So the fact
that our market share grew in the wake of the crisis was not, as
some may have suggested today, a plan on behalf of this Adminis-
tration or something that we took affirmative steps to take.

Mr. MILLER OF CALIFORNIA. But if you hadn’t been there, what
would have happened?

Secretary DONOVAN. I think it is clear that had we not been able
to step in and provide liquidity in the market, the housing crisis
would have been deeper, there would have been more significant
declines in home prices, more foreclosures, and frankly more losses
for the taxpayer.

Mr. MILLER OF CALIFORNIA. And the taxpayers own homes, last
time I checked.

Secretary DONOVAN. To be clear—and this is a critical point in
this hearing today—the actuary predicts the loans we made from
2000 to 2008 will lose $26 billion for the taxpayers. Loans we have
made since 2009 will make $18 billion for the taxpayers. So it is
very important to recognize that the threat to the fund is from
those legacy books of business and what we need to do is ensure
that we minimize the losses from those. It is not a problem of the
new loans that we are making, which are predicted to be profitable,
even under the most dire economic circumstances predicted in the
various models that the actuary looked at.

Mr. MILLER OF CALIFORNIA. If we, as some would like to do, end
all government guarantees today, how would that affect the overall
U.S. economy, in your opinion?

Secretary DONOVAN. I think we have been clear in our White
Paper which does advocate shrinking the government footprint, but
we have to do that in a careful, measured way.

Mr. MILLER OF CALIFORNIA. As the private sector backfills.

Secretary DONOVAN. So that the private sector can come in, and
not to expect that is going to happen overnight. And I think con-
sistently in a range of proposals that we have seen, that is some-
thing that Congress understands and that is generally understood,
is that this will be a process that will take place over time and not
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something that we can expect, given the depth of the crisis to hap-
pen immediately.

Mr. MILLER OF CALIFORNIA. What are the barriers you see as it
applies to the private capital we are entering into the market, in
the secondary market for home loans today?

Secretary DONOVAN. Clearly, confidence and a stronger economic
recovery overall is a critical step. That is why the President has
been so focused on getting the American Jobs Act passed. That is
why as part of the American Jobs Act, he proposed a project re-
build that would specifically deal with the overhang of foreclosed
properties, put 200,000 construction workers back to work fixing up
those properties, but also ensure that they actually—rather than
depressing home values in their communities, they help to raise
home prices by getting fixed up and being resold. That is a critical
step that we can take.

A second one I would say is to remove some of the uncertainty
that is holding back lending today. And that is another reason why
we have been pursuing these discussions around robosigning and
other problems. We have to resolve those and get clear, fair, strong
rules of the road in place that require servicing and other steps to
be taken that really make sure that it is clear what the responsibil-
ities of the lender and a servicer are going forward, rather than the
lack of clarity that we had that led us into the crisis.

Mr. MILLER OF CALIFORNIA. Thank you very much. I yield back.

Mr. HUIZENGA. At this point, Mrs. Maloney of New York is recog-
nized for 5 minutes.

Mrs. MALONEY. Thank you. Obviously, saving more loans from
going into foreclosure is key to reducing losses to the FHA insur-
ance fund. And a New York Times editorial—I believe it was this
weekend—that I read stated that there are 14.7 million American
homeowners underwater on their mortgages. Unfortunately, 1.6
million will likely lose their homes to foreclosure. But the editorial
states that there are at least 1.6 million who have had a temporary
setback in their lives, whether it is a health condition or a loss of
a job, and that their homes can be saved if a loan modification is
done.

The key to making this happen is the servicers reaching the bor-
rowers to advise them of their options, particularly loan modifica-
tions. And I know from a recent OGR hearing from another com-
mittee on which I serve that the GSEs are doing a lousy job of bor-
rower contacts. Fortunately, HUD has a regulation on its books
since 1992 requiring servicers to make face-to-face contact with the
borrowers after the 90th day of delinquency.

And I must say, in New York what has been the most helpful
is when we have these conferences with the borrowers, with the
people in need, with government services and try to put people face
to face to help them stay in their home and to help the borrowers
keep the houses and really to save the American taxpayers money.
What more can we do to really enforce that regulation of forced
face-to-face contact, of working to help the people stay in their
homes? Are you enforcing that regulation? And could you give us
some insights into why the servicers are not responding, why they
don’t work to help them stay in their homes? We get reports all the
time when people do lose their homes that the servicers never even
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contacted them. They just came in and foreclosed on them. So
should we try to give them an economic incentive so that they
would work harder, have face-to-face contact, try to work it out?
What can we do? Why are they not doing it? And are you enforcing
that regulation?

Secretary DONOVAN. Congresswoman, I think partly this goes
back to the discussion we began with Congressman Gutierrez,
which is we did find substantial problems in lenders not meeting
our requirements for reaching out to borrowers, for offering them
the right tool to be able to stay in their homes. So we have both
through enforcement measures and technical assistance, working
closely with those lenders, we are enforcing those regulations and
have seen improved results. At this point, not only have we
reached about 1.2 million homeowners to help them stay in their
homes through loss mitigation activities, but we have improved the
success of it to the point where 2 years, later 95 percent of those
homeowners are still in their homes. So we are making progress.
I think we can go further. We continue to push.

We are also, through servicing settlement discussions that we
are having, looking at requiring write-downs that you talked about
and improved modifications that would help more families stay in
their homes.

The last thing I would say though is housing counseling is a crit-
ical piece of the puzzle here. What we see is that recent evidence
shows a homeowner is twice as likely to be able to stay in their
home if they get housing counseling assistance, if they get that
face-to-face help from a housing counselor.

We were very disturbed when $88 million was cut from HUD’s
budget last year. We were able to work with the Appropriations
Committee this year to get, not all of that funding, but a significant
portion of that funding restored. And we have been working close-
Ily—and I give Carol real compliments here—to improve our hous-
ing counseling operation. We have cut the amount of time to get
funding on the streets by 83 percent through our competitive proc-
esses. We already have our housing counseling notice out and
available for the 2012 funds we just got. So we are really trying—
we are doing a lot to improve that process, and that funding will
be critical as well.

Mrs. MALONEY. I totally support your funding request, and it has
been part of our recovery.

Also, could you comment either in writing or in the brief time I
have left on the economic development programs that HUD has? I
know the focus is housing. But particularly when I was on the city
council, your 220 program would help build sort of economic mod-
els. I know at that time, it even made money. Can you talk about
that program? Is it still around? Is it working? Is it helping with
economic development?

Mr. HUIZENGA. The time has expired, but go ahead and answer
that question.

Secretary DONOVAN. I would be happy to follow up afterwards
with more specifics on the program. We do continue to have that
program available. I would also say, in the project rebuild portion
of the Jobs Act that the President proposed, we propose to expand
our neighborhood stabilization activities that have been so success-



22

ful in the residential area to include up to 30 percent that could
be used for commercial and nonresidential buildings or properties
to support economic development as well, particularly in neighbor-
hoods that have been hardest hit by the housing crisis. And that
is an important tool as well.

Mr. HUizENGA. With that, Mr. Garrett from New Jersey has 5
minutes.

Mr. GARRETT. I thank the Chair, and again, I thank the panel
for being here. And I want to thank the panel also and Mrs.
Galante, who testified before the Senate Banking Committee, if I
am not mistaken, speaking for the Administration, opposed the re-
cent increase or maintaining the level of FHA loan limits. I agree
with you on that. And if I understood your testimony correctly, I
appreciate that. My only regret, as I said before, was that the Con-
gress went ahead with their decision on this prior to totally digest-
ing the entire report that you all had there, as far as the condition
of the fund right now.

First of all, just a basic question. So you might want to say, look
at the FHA, you are saying in two books, the old book and the
newer book. And the old book is the one where you are losing
money on it; it is bad. And the newer book is a good book and you
are making money on it. So things will be good as that book goes
forward. Is that basically a summary?

Secretary DONOVAN. Congressman, I want to be clear about this,
because I think it has come up in other comments as well. We have
significant concerns about the level of the reserves at this point.

Mr. GARRETT. I understand that.

Secretary DONOVAN. The actuary does predict that the fund will
stay positive. But there is a serious risk and we need to take steps
to protect against it.

Mr. GARRETT. I guess my question is, if things are getting better
based upon the new book—in other words, you are saying you are
going to be able to make money on the new book, why don’t you
just significantly increase the size of your new book or why isn’t
the private sector entering into that market sphere? If you are able
to make money on it, why isn’t the private sector able to make
money on it? And why are they leaving it all to you if it is such
a good book?

Secretary DONOVAN. Specifically, I believe—and it goes back to
the comments I made earlier—that there are a series of barriers
to the private sector reentering that include a lack of clarity
around enforcement, servicing, potential buy-backs, and a range of
steps that need to be clarified and established so that more private
capital does come in. I would be clear—

Mr. GARRETT. I only have 2 minutes.

Secretary DONOVAN. Our market share is declining and that is
important evidence, I think, that the steps that we are taking to
shrink our footprint are beginning to have a real effect.

Mr. GARRETT. Let me get into another issue and get into the
weeds on an accounting issue that I talked about. I am a member
of the Budget Committee and one of the areas we are looking at
is how the FHA is scored. Currently, even though the GSEs and
FHA are both part of the government and you both are taking on
risk, they are scored differently. The scoring on the GSE book is
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scored by including the market risk of holding loans, while the
FHA book, on the other hand, is scored under the Federal Credit
Reform Act, which does not include the market risk. What this
means from a practical point of view is that the GSE book looks
better than it does with less volume, and the FHA book looks bet-
ter than it does with more volume. Some have insinuated this has
been done on purpose by the Administration and have opposed a
change of the rule because it basically makes the GSEs look better
as they shrink down and makes the FHA look better as they in-
crease.

On this accounting rule, do you support rectifying this difference
and assuring the taxpayers are provided some transparency as to
the actual risk tat you incur and are taking through these pro-
grams?

Secretary DONOVAN. First of all, Congressman, we obviously fol-
low the law in terms of Federal credit reform and it is up to Con-
gress to determine how we—

Mr. GARRETT. And what is your recommendation to Congress? 1
only have a little bit of time.

Secretary DONOVAN. I think you are talking about the fair value
accounting that CBO has recommended.

Mr. GARRETT. Right.

Secretary DONOVAN. We believe there are a number of steps in
CBO’s way of looking at this that are important. We have in fact
begun to incorporate different changes to our modeling in a number
of those. There are portions of it, however, that we really don’t
think apply to FHA.

Mr. GARRETT. Why is that?

Secretary DONOVAN. Simply because our cost of credit and a
range of other things are different from the way—essentially what
they are recommending is that we look at it as if we sold off FHA
to the private sector and how would it be modeled and valued.

Mr. GARRETT. And is that the fair way of—

Secretary DONOVAN. The fact is that there are many things that
are different about the way the business operates, both in terms of
the need for return on capital. We don’t have a need for a return
on equity. That would overstate the costs. There are a number of
other things that are just different about the way we operate. We
are not a profit-oriented institution. We don’t have shareholders
that need a return, and those portions of it simply don’t make
sense for the way you look at FHA. And frankly, they are not re-
quired by the law.

Mr. GARRETT. Right. I understand that it is not required. That
is why we need to change the law and that is why we are looking
for you to give encouragement to Congress in order to make those
changes. I see my time is up.

Mr. HuizeNGA. With that, Ms. Velazquez for 5 minutes.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Welcome, Mr. Secretary.

Secretary DONOVAN. Thank you.

Ms. VELAZQUEZ. Let me take a moment to thank you for your
leadership and your foresight in dealing with this massive housing
disaster that you were confronted with. And I want to thank you
on behalf of the 13 million families who have been able to keep a
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roof over their heads and everything that you are doing to assist
those who are at risk of foreclosure, representing the 99 percent of
this country.

So my question is, Mr. Secretary, during the housing bubble, the
FHA insured less than 500,000 mortgages. After less than 5 years,
FHA'’s obligation has expanded to cover over 1.7 million mortgages,
more than a threefold increase. Did the FHA take any steps to pre-
vent private lenders from shifting the risk of underperforming
loans to the FHA and therefore taxpayers?

Secretary DONOVAN. It is a very important question. And we
were very concerned when we came into office that risk manage-
ment was not strong enough at FHA, that we had not taken suffi-
cient steps to make sure that we weren’t going to get those very
same subprime lenders that had caused such damage to shift over
to FHA. And so we appointed the very first chief risk officer in the
history of FHA. We have created a whole organization, risk man-
agement organization under that chief risk officer that has taken
important steps. We instituted a whole set of underwriting changes
which have improved the quality of our book. We have also taken
substantial steps to increase our enforcement. I mentioned more
than 1,600 lenders we have excluded from doing business with
FHA, more than 4 times the number of lenders that the prior Ad-
ministration had penalized in its entire 8 years. And so, we have
taken a whole series of steps and others that are critical along
those lines. And I really do think that is a big reason why the per-
formance of our loans has been so much better over the last 2
years.

Ms. VELAZQUEZ. Thank you. According to the HUD report, the
MMI fund is expected to become solvent and will return to the con-
gressionally mandated 2 percent capital ratio by 2014. Mr. Sec-
retary, is this projection based on home values increasing over the
next few years? And if that is the case, how would the FHA protect
taxpayers if home values do not rise as expected, causing the MMI
fund to seek help from Treasury?

Secretary DONOVAN. Very, very important. And just to be spe-
cific, the actuarial report predicted that home prices would decline
in 2011 by 5.6 percent, and then would begin to rise about 1 per-
cent, 1.3 percent next year. And that is sort of the base case that
it projected on. And based on that, it projected that we would re-
cover to the 2 percent capital ratio by 2014. Obviously, none of us
has a crystal ball, and there is a real risk that home prices could
perform worse than that, and the actuary looks at a whole range
of scenarios there.

To ensure that we have protection against that, we are looking
at a series of steps. I laid out five different steps in my written tes-
timony, including premium increases, and further steps on lender
enforcement. But I think it is very important for the committee to
understand the balance here. Given that the actuary predicts that
under any economic scenario that they look at, the new loans that
we are making are profitable, given that our premiums are already
at the highest level that they have been in the history of the FHA
and given that the losses are really coming from old books of busi-
ness, we have to balance any premium increases or other steps that
we might take on new loans against both the fairness of that, given
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that they are already profitable, and the fact that it has some risk
to the housing market more broadly by limiting the number of peo-
p}!le who might purchase homes and pushing home prices down fur-
ther.

So what we need to look at as well is how do we recover what
we should be recovering from the older loans? And that means in-
creaseﬁl lender enforcement and other steps that we are looking at
as well.

Mr. HUIZENGA. The gentleman’s time has expired. With that, Mr.
Neugebauer from Texas for 5 minutes.

Mr. NEUGEBAUER. Thank you. Secretary Donovan, it is good to
see you again.

Secretary DONOVAN. You, too.

Mr. NEUGEBAUER. I want to go back to something I said in my
opening statement. And maybe in the conversation you and Mr.
Garrett were having, I think you all were talking about market
share. But what I want to talk about is something you were just
alluding to, which is that your new business is priced differently
than your old business was because it turns out your old business
probably wasn’t priced appropriately because you didn’t have
enough money to cover that. And so now, the fund levels would be
much worse than they are today if you hadn’t had the fairly sub-
stantial increase in market share. Would you say that is true?

Secretary DONOVAN. I think there is no question that the quality
of the new loans that we are making has helped balance losses on
the old loans. As I said earlier, the Congress set us up to be coun-
tercyclical, and so this is not something that we intended. In fact,
we are working to shrink our market share, and that is beginning
to have an effect. But certainly, those new loans are balancing
losses from those older books.

Mr. NEUGEBAUER. Providing the profit and the cash flow to sus-
tain the losses on those. And so one of the questions that I wanted
to ask you about you—putting these new risk management tools in
place, it raised your guarantee fees. Are you doing locational risk
analysis? Because obviously, there are pockets where if you are
looking at—as you said, the studies showed maybe a 5 percent ad-
ditional decline in prices. But there are other areas of the country
that, as I am sure you looked at—that probably could actually have
more than a 5 percent decrease, further decrease in prices. So
when you are looking at making loans in those areas, are you say-
ing—are you increasing the G fee or are you saying, you know
what, we may not want to be making 97 percent loans in that area
because of a downside. Is that a part of your risk management?

Secretary DONOVAN. Yes. Congressman, I would love to be able
to have a way of knowing what is going to happen in the individual
housing markets and the national housing market. If you know
someone who could help us do that with precision, that would be
a wonderful tool. The truth is that there are not great ways of
knowing what is going to happen a year out or 2 years out at the
national level, much less at the local level.

We work with appraisers. We have very clear appraisal tech-
niques. We have been trying to improve those to try to get to real
market value and to look at the kind of things that you are talking
about. Certainly, we have gone to a disaggregated, more geographi-
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cally specific set of home price indicators in the modeling. That is
one of the improvements that we have made. But the truth is—and
nobody is able to do this, to get to very precise, geographically spe-
cific pricing. The most important thing we can do—and this is what
we did do—is to look at the risk factors for a particular borrower
and to raise to 10 percent the downpayment requirement for riskier
borrowers. And frankly, what we have seen since we did that is
that our early payment defaults have declined by two-thirds in
those riskiest loans. So the evidence is that the policy is really hav-
ing a good effect.

Mr. NEUGEBAUER. Let’s just go to the fact that your assump-
tion—and I think it is kind of one of your best-case scenarios in the
study was that you thought there would be an additional 5 percent
decline in housing prices, right?

Secretary DONOVAN. Actually, it predicted that it would be 5.6
percent this year. Since that was done in June, we have another
quarter of data and it is actually better than was predicted by the
actuary. So it is likely at this point that 5.6 percent isn’t quite as
bad. But that was a prediction for this year.

Mr. NEUGEBAUER. Yes. So if you predicted that you are going to
have a 5 percent decline in housing prices and you are making 97
percent loans, aren’t we setting people up to being underwater?
And when you talk about predicting the future of some of these lo-
cational issues, there are historical data that can show you what
the inventory levels are in many of these locations, how long it
takes to foreclose on properties in different jurisdictions. And to
me, that is an important part of the risk analysis. But what you
are saying is, we don’t do that? Yes or no? We don’t do that?

Secretary DONOVAN. What we are clearly looking at is what are
the risks of different factors in underwriting. Downpayment is a
critical piece, but it is one of a number of factors, and what we see
on the performance of our high LTV loans—because we have ex-
cluded the highest-risk borrowers from doing that—is very, very
strong performance. Early payment defaults are far lower for the
highest credit score borrowers with high LTV than 10 percent
downpayments with lower credit score borrowers.

So I would be happy to share with you more of the data. But
what we are basing this on is real experience in realtime. And the
performance there is strong enough. The other thing I would just
say is—

Mr. HUIZENGA. The gentleman’s time has expired. I will let you
very quickly finish.

Secretary DONOVAN. I will just finish. We looked back at last
year. If we had even gotten rid of the highest LTV loans on pur-
chases, our estimate is that 10 percent of the borrowers in the en-
tire country would not have been able to buy a home. So what we
are balancing here, to be clear, is making as safe loans as possible
but also not trying to do anything that would threaten the housing
recovery. And frankly, anything that would hurt the housing recov-
ery would do much more damage to the taxpayer not only at FHA
but at the GSEs and elsewhere. And that is really the balance that
we are trying to maintain.

Mr. HUIZENGA. Thank you. The gentleman’s time has expired.
Mr. Ackerman from New York for 5 minutes.
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Mr. ACKERMAN. Thank you. I want to probe, if I can, for a mo-
ment and reflect on the philosophical differences within the com-
mittee as far as the role of the public sector and the private sector
which I think is indicative of the same discussion in the country.
There are those who would believe that the government or the pub-
lic sector should play very little or no role in many aspects of public
life, housing in particular in this case. It should be left up to the
private market. And I think that is very reflective of our votes and
our attitudes and our approach to things.

That being said, how much money do you make?

Secretary DONOVAN. Me personally? You mean FHA? Or do you
mean me personally?

Mr. ACKERMAN. On your day job.

Secretary DONOVAN. I would say I make a fair salary. It is under
$200,000.

Mr. ACKERMAN. It is about what we make, right?

Secretary DONOVAN. Yes.

Mr. ACKERMAN. And if you took a bonus from somebody, you
would go to jail?

Secretary DONOVAN. We do have certain very, very small awards
we can make to employees. I am not one of those who can get one
of those bonuses. Yes.

Mr. ACKERMAN. So there is no incentive for you to gobble up
business from other sources, is there? Other than getting an
“attaboy.”

Secretary DONOVAN. Based on the discussions of the committee
today, I would say there are lots of incentives for me not to do more
business.

Mr. ACKERMAN. But there are no financial remunerations?

Secretary DONOVAN. Absolutely not.

Mr. ACKERMAN. So you have no motivation for stealing clients or
customers from the private sector and gobbling up their book of
business, right? You have no reason to crowd them out of the mar-
ket? You have no reason to see that their market share is less and
your market share is larger, do you?

Secretary DONOVAN. None that I know of, Congressman.

Mr. ACKERMAN. And it is quite conceivable that in the private
sector, people could get bonuses in exponential amounts, thousands
of percentages if they wanted, larger than your salary?

Secretary DONOVAN. In fact, one of the problems I believe that
led us into this crisis is that there was lots of compensation to
mortgage originators to make bad loans.

Mr. ACKERMAN. And even in Fannie and Freddie before they
were in conservatorship, they could get bonuses also?

Secretary DONOVAN. They could.

Mr. ACKERMAN. And yet, your business remained stable and you
didn’t get into any financial trouble and you didn’t need a bailout
while they did and had to be taken under the public wing and
given taxpayer dollars to be steady?

Secretary DoNOVAN. Thus far, although we continue to be vigi-
lant, given the risks.

Mr. ACKERMAN. How come you did so well when they did so poor-
ly in the private sector and those who are now under conservator-
ship?
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Secretary DONOVAN. I think the main factor is that FHA contin-
ued to make plain vanilla 30-year fixed-rate fully-documented
loans. It is why our market share shrunk to about 2 percent.

Mr. ACKERMAN. And you have no problem with your market
share shrinking? You don’t take it personally?

Secretary DONOVAN. That is what Congress intended us to do,
from my understanding.

Mr. ACKERMAN. That is part of your mandate?

Secretary DONOVAN. When the private market is operating cor-
rectly, that we would need to do very limited business. That is cor-
rect.

Mr. ACKERMAN. So when you were established back after the De-
pression for the purpose of expanding into the brink, into the
breach when there was a crisis within the system and you ex-
panded to fill that role, those who said, Oh, my God; look what
they are doing; they are stepping into the breach; and that is a
dangerous place for them to be, how terrible, you were really ful-
ﬁlli;lg your role and your mission and your obligation, were you
not?

Secretary DONOVAN. We believe so, yes.

Mr. ACKERMAN. And you would be very, very happy to have a
smaller market share and remain stable and ready to fill that
breach again once the problem has been resolved within the hous-
ing market?

Secretary DONOVAN. More than that, I believe we are taking af-
firmative steps to reduce our market share.

Mr. ACKERMAN. I want to thank you and your agency for doing
the great job that you are doing and for standing ready to be the
professional firemen that you are and withstanding the criticism of
the people who say that you are preventing the good Samaritans
from coming in and fighting the fire.

Secretary DONOVAN. Thank you.

Mr. ACKERMAN. Thank you very much. I yield back the balance
of my time.

Mr. HU1ZENGA. Thank you. With that, Mr. Posey from Florida for
5 minutes.

Mr. Posey. Thank you, Mr. Chairman. Thank you for coming,
Secretary Donovan. First of all, I would probably be remiss if I
didn’t compliment Buzz Osley in your Orlando office.

Secretary DONOVAN. Thank you.

Mr. PoseEy. He has been a great asset to our office. He has been
a great asset to educating the public in my district on how to stay
out of trouble and, if you are in trouble with your mortgage, how
best to handle it. Great, great job down there helping educate the
public and mitigate losses.

Secretary DONOVAN. Thank you. I will let him know.

Mr. POSEY. A couple of questions. What are you doing to pros-
ecute the fraud that you have discovered that helped put us in this
undesirable position we are in now?

Secretary DONOVAN. We are working very closely with the De-
partment of Justice. We obviously don’t do the prosecuting our-
selves. The Department of Justice represents us. We have active
cases against a range of lenders. A good example of that is TBW,
which was not only one of the larger FHA lenders but also a large
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Fannie Mae and Freddie Mac lender. We discovered working close-
ly with our Inspector General serious problems, including fraud, in
the work that they were doing with FHA lending.

Mr. POSEY. Just because time is limited, I am going to ask if you
would send me a memo and brief me on the number of cases and
scope of it.

Secretary DONOVAN. Absolutely.

Mr. PoOsEY. And then, I will follow up with you on that.

Do you see any needed improvement in the REO process?

Secretary DONOVAN. One thing I would just mention related to
the enforcement is we have legislative changes that we would like
to pursue with the committee that we would love to work with you
on to improve our ability to go after lenders and kick them out of
the program when they are not doing their job. So that is an impor-
tant next step.

Mr. PoseY. You will get 100 percent from both sides of the aisle
on that, I promise you.

Secretary DONOVAN. And we have worked well with the com-
mittee on that.

Mr. Posey. Back to REO. I only have 3 minutes.

Secretary DONOVAN. On REO, we are working closely with
Fannie Mae and Freddie Mac. We asked for ideas from the public
for new things that we could do to improve our REO processes. We
expect by the first quarter of next year to be able to implement
some new pilots around our work on REO to improve those proc-
esses.

Mr. Posky. If you issue any bulletins on that, I would like to be
kept in the loop. On paper, it is a pretty attractive process. On the
ground, in reality, it is devastating. It is very inefficient. It causes
you greater losses than you would sustain otherwise, and harms
neighborhoods to a much greater degree than would otherwise hap-
pen if that process were streamlined, more effective, and allowed
more people to participate in this. As I say, on paper it really looks
good, but I think on the ground level, from my observation at least,
it needs to be vastly improved and can’t even wait a year for that.

What effect do you think it would have to make FHA loans, full
recourse loans?

Secretary DONOVAN. I think you could argue about the amount
but there is no question they would be substantially more expen-
sive. And in exchange for that, I think there would be some poten-
tial improvement in performance. Various people have modeled it
]ion different ways. It i1s hard to predict how significant that would

e.

Mr. Poskey. If you have any data on that in your office, I would
appreciate it if you would send that to me, if anyone has prognos-
ticated what would happen there.

And I wonder if there is some way you might even make the
awareness. I heard it said by many people, the point made by
many people and most recently by former Senator Gramm that we
hear a lot of people are upside down in their mortgages. And he
compares that to somebody driving a new car off the car lot. The
second they drive off, if they financed their car, they are upside
down in their car, too. That doesn’t mean it makes good sense to
abandon the car and go buy another one.
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I just wonder if there is some way you might initiate that in your
education program. I know there are so-called financial advisors
telling people, “Hey, if you are underwater, walk away.” And that
really doesn’t help anybody at the end of the day. If people would
hang in there a little bit better probably, like they do their with
automobile, just view it a little bit differently. I just think there is
a negative propaganda being perpetrated to a large part of the pop-
ulation and no positive information coming from the other way to
put it into proper perspective, more reality.

I am sure you have read the book, “Reckless Endangerment”—
that would have been a good title for a former Congress. But the
authors of that book believe that the worst of this market is still
ahead of us. We have been unable to get anybody from the Depart-
ment of the Treasury to tell us whether or not they think we have
bottomed out, to give us any real information. The people that we
think are the most knowledgeable cannot give us that information.
I would appreciate any insight that you have.

I see my time is up. Thank you, Mr. Chairman.

Secretary DONOVAN. I would be happy to follow up.

Mr. HuizenGa. With that, Mr. Capuano from Massachusetts for
5 minutes.

Mr. CapUANO. Thank you, Mr. Chairman.

Secretary Donovan, do you have any idea approximately how
many loans FHA currently has up there right now?

Secretary DONOVAN. The total value of our portfolio—

Mr. CAPUANO. The number of loans.

Secretary DONOVAN. —is over $1 trillion. The exact number—

Mr. CAPUANO. The number of loans.

Secretary DONOVAN. It is right about 7 million.

Mr. CAPUANO. About 7 million. I am just curious. Of these 7 mil-
lion people, these are all first-time home buyers, is that correct?

Secretary DONOVAN. Not all of them are first-time home buyers.
There is refinancing also available. That is a much smaller share
of our business.

Mr. CAPUANO. So 90 percent of them are first-time home buyers?

Secretary DONOVAN. Our estimates are that of all the first-time
home buyers who bought homes last year, about 56 percent used
an FHA mortgage. So it is not only a huge share within our pro-
gram; it is a huge share of the overall.

Mr. CapuaNO. So vast bulk of all FHA mortgages are first-time
home buyers, people getting into the market, mostly young people
for obvious reasons. I am just curious. I know that you don’t know
the answer. But I would like at some point for some of your people
to take a look to see how many of them, if it wasn’t for FHA, could
afford a 50 percent downpayment and then afford to carry a mort-
gage over a 5-year period? And I ask that question because, and
correct me if I am wrong—I know you have the staff back there
who probably have great history in their minds—before FHA,
wasn’t that the typical mortgage in America: 50 percent down and
a 5-year repayment period?

Secretary DONOVAN. That was very typical before FHA. And still
in many countries around the world, those are the types of terms.

Mr. CAPUANO. And the creation of FHA instituted the 30-year
mortgage which we now come to take as a given, and they insti-
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tuted the practice of limited downpayments, 20 percent, 10 percent,
now down to 3.5 percent, whatever the number might be. Is that
a fair historical memory?

Secretary DONOVAN. That is right.

Mr. CapUANO. I ask that because I am not against the private
market but that was what the private market did when there was
no government involvement. The private market basically dis-
allowed most people in this country—my guess is of the 7 million
mortgages you have now, very few of them would ever have been
able to put 50 percent down and pay a mortgage back at the rates
that would have been required over a 5-year period. Very, very few
of them, which is why homeownership has gone up in this country.
I think it is a fair debate that we are currently having as a society
where the level of homeownership should be. But I don’t think any-
one has the audacity to suggest that you go back to the 30 or 40
percent that it was before the FHA.

And I say that because all this discussion about somehow you
have done something wrong is ridiculous if you believe that home-
ownership and middle class go together. I guess I do. And those
who don’t should turn to their own constituents and tell them to
sell their house and rent.

The other thing I am concerned about—and I think you are as
well—are some of the issues relative to the capital requirements,
the reserve account. And I actually think that it is long overdue
and well done to tie downpayment requirements and other require-
ments to FICO scores—not that I think FICO scores are the holy
grail but you have to have something, and they are as good as any-
thing. So I actually think it is a good thing. Just out of curiosity—
I think you have already said it but I want to be clear—have the
repayment levels improved now that you have increased the FICO
score requirements?

Secretary DONOVAN. Our early payment defaults have dropped
by two-thirds.

Mr. CAPUANO. So they have improved? Defaults have gone down
as you have increased the FICO requirements?

Secretary DONOVAN. The other thing—and I have to thank the
committee for this—the most serious problems we had, the worst
loans were seller-funded downpayment loans. And those alone are
estimated to be responsible for about $14 billion in losses and that
was stopped by this committee just in the beginning of 2009.

Mr. CAPUANO. Is it also a fair conclusion that in the average
home, the more valuable homes that you are allowed to do, the
ones that are closer to your cap are the ones that have a lower rate
of default? Is that a fair conclusion?

Secretary DONOVAN. Given that we haven’t been doing those
larger loans for very long, it was raised as we went into the crisis
by Congress, we don’t have definitive data but the early default
performance suggests that those larger loans actually perform
somewhat better.

Mr. CAPUANO. So that it would be fair as we are—because again
I haven’t heard any disagreement from you that the idea is to get
the capital reserve up back where it is supposed to be so that ev-
erybody could feel better about this and the fact that you have
raised these standards and narrowed down some of the scopes of
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who could get in, and you are raising that number, it would be fair
I would think to do this statutorily to say—not just for you but for
the next HUD Secretary, the next Congress to say, if those capital
levels go down, then we will automatically trigger some of the
things that you have already instituted. And if we do that and you
continue on the course that you are on, kind of tightening it up
when the reserves go low—not to get you out of the market but be-
cause no one wants a bailout, no one wants you to default, no one
wants problems with FHA, we want you to be stable. Why
shouldn’t we just do this statutorily in some general way, exactly
the types of things you have done and maybe a few more things
as well?

Mr. HUIZENGA. The gentleman’s time has expired. I will allow a
very brief response.

Secretary DONOVAN. I would be happy to follow up. I think the
only thing we need to be careful of is the balance between recov-
ering on old loans that were the problem versus putting increased
costs on new borrowers. And given that our premium levels are al-
ready at the highest level, I think making sure that we maintain
that balance not just focusing on the underwriting of new bor-
rowers but also what we are doing on old loans around enforcement
is critical as well.

Mr. HUiZENGA. All right. The Chair will make a historical note
that the FHA was created in 1934, according to the memo in front
of me. And we will now go to Congressman Schweikert from Ari-
zona.

Mr. SCHWEIKERT. Thank you, Mr. Chairman. I am glad someone
had the memo. Forgive me for doing this, but there are just so
many questions I would love to run through, Mr. Secretary. So we
will try to pretend to do the lightning round. First off—and I think
there may be an informational correction from the last bit of ex-
change of testimony. FHA is not restricted to first-time home buy-
ers, correct?

Secretary DONOVAN. That is correct.

Mr. SCHWEIKERT. The way the last dialogue went, if someone
was listening, they would think they would have to be a first-time
home buyer and I want to make sure it is on the record that it is
not that way. Also, you are talking about performance particularly
on the higher end of your LTV, your loan limit performing pretty
darn well. If we are walking into this environment where some of
our regulators are actually doing the Qualifying Residential Mort-
gage (QRM) and the qualifying mortgage definitions, isn’t that
going to ultimately continue to inhibit or drive more business to
FHA and stymie the creation of a private label in the S market?

Secretary DONOVAN. Just to be clear, first of all, I think we were
talking about large balance loans rather than in terms of the per-
formance, rather than LTV.

Mr. SCHWEIKERT. I was just using that as an example of loans
that are performing well. So that would actually be—if you and I
were going to go out and start our own private label mortgage, you
and I are going to start a securitization business, that is probably
where we would go first because we know it is performing well. But
if I have a Qualifying Residential Mortgage and I have risk reten-
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tion and all these other things over here, how am I ever going to
compete with FHA?

Secretary DONOVAN. There is no question that there is an impor-
tant balance that needs to be struck in the QRM between making
sure that we don’t repeat the mistakes of the past but at the same
time creating a robust private market. So I think you raised an im-
portant tension. But for FHA, we have a range of mechanisms, in-
cluding our premium levels and other underwriting, that have al-
lowed us—and loan limits of course, which have allowed us to en-
sure that the private market can function very well.

Mr. SCHWEIKERT. Actually, that is really not true. You have your
G fee, your fees and you do have loan limits. But because of the
current loan limits, which my understanding is you weren’t par-
ticularly thrilled with, there is no private market out there. Now
a lot of that is there are uncertainties within Dodd-Frank and
those mechanics. Please understand, I have had an FHA loan. I
have sold—my brokerage firms over the years have probably sold
hundreds, if not thousands of them. So it is not my opposition
there. It is just it is sort of the mission creep in many ways, you
are a huge portion of the market today.

Mr. Secretary, has your legal staff thrown out any warnings or
concerns about the fact that you are well beyond this statutory 2
percent and any sort of recourse that either you, in your capacity,
or as an agency, hold by violating the law right now?

Secretary DONOVAN. We have had a lot of discussions with the
legal staff. My concern is not just on the legal side. It is on the
business side that we need to take significant steps to make sure
that capital reserve gets rebuilt. Just in terms of the specifics of
the law, my understanding is that it requires that if FHA goes
below the 2 percent, there be a plan put in place to ensure that
the fund recovers as quickly as possible. Those are the steps that
we have described. Those are the additional steps that I talked
about that will be in our 2013 budget. All are parts of what is re-
quired by the law to put in place steps that will help the fund re-
cover.

Mr. SCHWEIKERT. Mr. Secretary, why I am a little disturbed is
because as I go back to previous years’ testimony, it sounds very
similar. We are going to build the plan. Please understand, I don’t
want there to be a shock to FHA where all of a sudden some legal
opinion comes and you could have to stop writing loans or do this
or that because I don’t think the real estate market can handle
that.

I want to bounce to something Mr. Posey said just because I
think there might have been an exchange error there. And I think
he touched on, what do you think would happen if FHA loans were
full recourse, would that help your credit quality, would that also
help us in some way where for many of us that have a concern, if
someone gets an FHA loan—so I have what, 3.5, maybe 5 percent
down and I somehow am able to get either a credit line or stacking
a second instrument behind that, there is absolutely no equity—in
many ways, you are incentivized to walk away from the loan.
Should that trigger recourse on my first mortgage or deed of trust?

Mr. HuUiZzENGA. The gentleman’s time has expired. I will allow
the Secretary to answer.
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Secretary DONOVAN. I would actually need some clarification on
the question. I am not sure I am clear. I would be happy to follow
up afterwards.

Mr. SCHWEIKERT. Mr. Chairman, may I have unanimous consent
for 30 seconds?

Mr. HUIZENGA. Without objection, it is so ordered.

M;" SCHWEIKERT. Right now, an FHA loan is nonrecourse, cor-
rect?

Secretary DONOVAN. Yes.

Mr. SCHWEIKERT. If I go and put a second loan behind that in
most places, other than Texas—it is still nonrecourse. But I have
chewed up what little equity was built in there and actually made
it even more likely that I am going to default or there is going to
be a higher loss ratio on it. Has there ever been discussion of policy
on, if T stack up, if I use what little equity I have in the property
that the first should become recourse?

Secretary DONOVAN. I have not heard extensive discussion of
that. There has certainly been a significant amount of discussion
about whether to allow second liens, how to ensure we don’t get the
same kinds of problems that we have had in terms of the stacking
of debt in first, seconds, thirds in many cases. That has clearly
been a significant problem and I think it is important that we have
policies that ensure that doesn’t happen going forward.

Mr. HUIZENGA. The gentleman’s time has expired.

Mr. SCHWEIKERT. Thank you, Mr. Chairman, and thank you to
the committee for your tolerance.

Mr. HUIZENGA. On behalf of the committee, you are welcome.

With that, Mrs. McCarthy from New York for 5 minutes.

Mrs. McCARTHY OF NEW YORK. Thank you, Mr. Chairman.
Thank you for having this hearing. And thank you for spending so
much time with us, Secretary Donovan. This is a great concern for
all of us on both sides of the aisle because we are dealing with an
awful lot of constituents at home who are trying to get modified
mortgages. I think there is only one—I am not going to mention
the name—bank that has been working with us and they are the
only ones that have actually modified a number of mortgages that
we have been asked to help.

But something that I wanted to ask you about, especially what
has been in the paper, with our veterans coming home from Af-
ghanistan and Iraq and coming home to find that their house is in
foreclosure when we have passed legislation to make sure that
wouldn’t happen. What can you be doing to protect these veterans
coming home? Even though we have laws, but obviously—to me,
whatever is the highest fine that you can give to these particular
banks, it should be. And it should be.

Secretary DONOVAN. Yes. These examples are shameful. And we
have worked closely where we have found examples of that in FHA.
We have worked closely with the Department of Justice. They have
brought a series of cases. I would be happy to follow up to get you
background information on not only cases they brought but where
they have won judgments against companies for that.

The other thing I would add, though too, is in addition to exam-
ples on the foreclosure, we have many, many servicemembers who
are being hurt by being underwater and the inability—particularly
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when they are asked by the country to relocate to another base and
they are stuck in a house that is underwater, they can’t sell it, it
hurts their credit rating, there is work that the Department of De-
fense has done, a set of programs that Congress has established
that are very helpful in terms of making sure servicemembers
aren’t hurt by being underwater where they need to move as well.
So that is another step that we could take that is very important.

Mrs. McCARTHY OF NEW YORK. If there is anything that you
think that we need to be doing even more so, please let us know
because those who are defending this country and coming home—
those who are lucky enough to come home uninjured, we can’t let
this one go.

Secretary DONOVAN. I couldn’t agree more.

Mrs. McCARTHY OF NEW YORK. Certainly, an awful lot of our
constituents, through no fault of their own—they had a good credit
rating, they bought a home. I live on Long Island. A starter home
used to be around $500,000. Now, it is about $430,000 but that is
still an awful lot of money for a young couple to get together to be
able to do that.

So, I thank you again for the FHA loans. But also, I agree with
Mr. Gary Miller from California. Unless we somehow come up with
getting this housing market going again through the real estate
and building, our economy is not going to come back to the way
that we want it. And I hope that you are looking at—I know a
number of legislators here have given you different ideas, pieces of
legislation that we have written to jump-start that, and I hope that
we—I was hoping that we could actually do it sooner than later,
but this session is almost over.

But the question I want to ask you is, your testimony states that
the default rate on FHA loans has been relatively stable through-
out this year due to a number of factors, and I know you touched
upon it. But can you discuss the overall state of the housing mar-
ket relative to the stable default rates and anticipated rebuilding
of FHA’s Mutual Mortgage Insurance Fund for 20127

Secretary DONOVAN. I think what is critical there is we have
seen a substantial decline over about a year, year-and-a-half, lead-
ing into this year. We have seen stabilization and even a small in-
crease in delinquency rates in FHA, but also across-the-board. I
think that the kind of slowdown that the economy had in the late
summer really impacted that to some degree and saw it come up
somewhat, but they remained stable and substantially lower than
we had seen historically.

And I think most importantly there, the decline of about 45 per-
cent in the number of people falling into foreclosure has been a
combination of both lower overall serious delinquency rates as well
as the more than 5 million modifications, loan modifications, that
I had talked about earlier in my testimony. Those have been key
pieces.

Mrs. MCCARTHY OF NEW YORK. My time is short. I know the
President had mentioned, and it is something that I had mentioned
years ago, that people who go into foreclosures from unemployment
or whatever, to try to rent the homes to them until things got bet-
ter. My time is going to be up, but I hope that you are working on
that.
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Secretary DONOVAN. We did institute increased forbearance for
unemployed homeowners in FHA. We required—we went from a
minimum of 4 months to a minimum of 12 months forbearance. We
did the same thing with Treasury programs, and we hope that the
rest of the market will follow us on that. It is very, very important.

Mrs. McCARTHY OF NEW YORK. Thank you for your service.

Mr. HUiZENGA. With that, Mr. Canseco from Texas for 5 minutes.

Mr. CANSECO. Thank you, Mr. Chairman, and thank you, Mr.
Secretary, for being here today. In your testimony, your written
testimony, you mentioned that over the past 3 years, FHA has
made homeownership possible for 2.27 million first-time buyers.
How many of these first-time homebuyers used the $8,000
homebuying tax credit included as part of the 2009 stimulus bill for
their downpayment?

Secretary DONOVAN. Given that the tax credit is claimed after
closing, we don’t have precise estimates of how many families used
the tax credit, so I can’t give you a specific answer on that.

Mr. CANSECO. But you mentioned earlier in your testimony that
downpayment is a critical piece in the risk analysis; is that correct?

Secretary DONOVAN. Correct.

Mr. CaANSECO. Does the FHA categorize using this $8,000 tax
credit as a self-funded downpayment loan, which data shows are 3
times as likely to default as other loans?

Secretary DONOVAN. In fact, we were very aware of that history
when we established our policy. What we said was we banned any
use of the tax credit as a loan or something else that would be go
directly towards reducing the downpayment. We allowed the tax
credit to be used to increase the amount of downpayment, but we
did not allow any homebuyer to monetize that tax credit, to go out
and borrow against it or do anything else. The downpayment had
to come from their own funds or from family in a way that any
other loan would be required. So we made sure to specifically avoid
the experience that you are talking about with the tax credit.

Mr. CANSECO. So given that the $8,000 tax credit could have
come after the finalization of all of the documents, you can’t really
follow that $8,000, whether it went to make up for that $8,000 that
went into the downpayment?

Secretary DONOVAN. Let us be clear about this. When a family
closes, they are required to have a $10,000 downpayment for an
FHA loan. We check to make sure that is coming from allowable
funds, a bank account they may have, a family member—so we
would check. If they go and then get a refund from their taxes at
the end of the year of $8,000, all that does is replenish funds, sav-
ings that they may have. So it actually puts the homeowner in a
better position relative to repaying their loan, not worse.

Our job was to make sure at closing that those funds were com-
ing only from allowable funds, not, for example, by going out to a
scam artist or some local lender and saying, well, I am going to get
this tax credit; lend me the money to do that. So that was our re-
quirement.

Mr. CANSECO. So your answer is that this tax credit did not go
into the seller-funded downpayment assistance?

Secretary DONOVAN. It is a completely different phenomenon.
Just to be clear, the risk with the seller-funded downpayment was
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that you basically had the seller of the home raise the price—we
often saw bogus appraisals—and effectively get to zero downpay-
ment or worse. Here the requirement was that they have that
downpayment in their own cash, in different family—anything that
would be traditionally allowable. So we were very specific about the
way that tax credit could be used.

Mr. CANSECO. So FHA estimates that the capital reserve fund
could withstand an additional decline in housing prices up to 4 per-
cent and remain positive. Does this mean that the housing price
deCRI;eS in excess of 4 percent will trigger a taxpayer bailout of
FHA?

Secretary DONOVAN. To be clear about that, the expectation in
the actuary was a 5.6 percent decline this year, and our estimate—
and this is only an estimate, there are many other factors—is that
everything else staying equal, an additional 4 percent decline next
year could trigger the need for additional assistance.

But that is before any changes or other steps we might take. For
example, and I lay out five different things we could do in my writ-
ten testimony, premium increases or a series of other steps that
would add capital to the fund and help to avoid that.

Mr. CANSECO. Does the recent increase in loan limits for FHA
encourage private capital to get back into the markets?

Secretary DONOVAN. It does not. And that is why we laid out in
our White Paper our position, the Administration’s position, that
the loan limits ought to step down. On the other hand, I do think
it is important to point out that they do not, based on early data,
put the fund at greater risk.

Mr. HUIZENGA. The gentleman’s time has expired.

Mr. CANSECO. Thank you very much.

Mr. HUIZENGA. Mr. Sherman from California for 5 minutes.

Mr. SHERMAN. Thank you.

I do want to reemphasize your last comment, and I know you
gave a similar response to Gary Ackerman, and that is this in-
crease does not put the FHA fund at greater risk. If anything, as
I understand your data, it should help the FHA absorb some of the
risk that it absorbs on loans of less than $625,000.

One concern that people have is, are the FHA reserves adequate?
We obviously prefer that they be higher, but it is my under-
standing that those reserves would not be exhausted if we ended
up this year with a 5.6 percent decline in national home prices, and
then there was a 4 percent decline next year. Is this right? And do
you predict a 4 percent or greater decline in home prices next year?
Please tell me no.

Secretary DONOVAN. I will tell you that what our independent
data that was used for the actuarial predicted was a 5.6 percent
decline. It appears we got third quarter data yesterday from FHFA
and Case-Shiller it appears likely that the decline this year will be
smaller than that 5.6 percent. It is now year under year just under
4 percent, and their prediction—again, Moody’s Analytics pre-
diction—is for a 1.3 percent increase next year in home prices. So
I will tell you that is the base case that the actuarial is run off of.

Mr. SHERMAN. So the predictions have been more gloomy than
actuality over the last several months, and if the predictions hold,
the FHA will not need an infusion of Federal funds?
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Secretary DONOVAN. Under the base case, that is correct. I will
note, however, that obviously we can’t predict the future; that the
predictions last year, the performance this year has actually been
somewhat worse than was predicted by Moody’s last year, and that
is why we are evaluating a series of steps that we could take and
that we expect to be included in our 2013 budget.

Mr. SHERMAN. You ought to be planning for everything, but the
best estimate is home prices will go up infinitesimally next year,
and if they even go down by 4 percent, FHA will not need money
from this Congress.

One thing I think we tend to agree on here is we want to give
consumers as much choice as possible. Another thing I think we all
agree on is we want the Federal Government to take as little risk
as possible and the private sector to take as much of that risk as
possible. And I would like to see Fannie and Freddie’s conforming
loan limit in high-cost areas raised to $729,000 because then you
may, in many of those cases, have private mortgage insurance.

As I understand the current situation, if somebody gets an FHA
loan, the Federal Government is on the hook for the first dollars
lost. If, instead, that loan was privately mortgage insured and
Fannie and Freddie, then the private sector is on the hook for the
first losses. Do I have that right?

Secretary DONOVAN. That is correct.

Mr. SHERMAN. And so, if we can give consumers in high-cost
areas like Los Angeles a chance to use Fannie and Freddie, that
opens additional doors to them, and those doors would involve less
of the risk being absorbed by the Federal Government than an
FHA-insured loan.

Secretary DONOVAN. I am not sure if you were here earlier. I did
talk about the fact that we have never had a situation where FHA
loan limits were actually higher.

Mr. SHERMAN. I remember when they were lower.

Secretary DONOVAN. And overall, I would just restate our posi-
tion that we do think we need over the long term to bring those
loan limits down to more historical levels for FHA.

Mr. SHERMAN. While increasing them for Fannie and Freddie, 1
would hope, because the one way you can get a double-dip reces-
sion is to see a decline in values, a precipitous decline in values,
of homes in the 10 high-cost areas of the country.

With that, I yield back.

Mr. HUIZENGA. Thank you.

And at this time, the Chair recognizes himself for 5 minutes.

I want to say thank you to a couple of my colleagues who are al-
lowing me to jump ahead here before I have to take off. My back-
ground is real estate, as well as a few of the others who are here,
and when I was in real estate back in the early 1990s and into the
late 1990s, FHA loans were extremely difficult to get, they were
very unusual, and were sort of the last resort, because they did go
to those who were underserved. And I am glad to hear your posi-
tion. I hope that it is a clear position you have shared with the
Senate, who has pushed this increase on the FHA loan limits, and
I encourage you to continue to do that and talk with them as we
are trying to readjust this.
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I do have one quick question on page 3 of the report that you had
given us talking about the underserved borrowers part of that.
There is a note that 56 percent of all first-time homebuyers in
2010, according to the National Association of REALTORS®, were
FHA buyers. Am I reading and understanding that correctly?

Secretary DONOVAN. That is their estimate, that is correct.

Mr. HUIZENGA. So do you believe that 56 percent of all first-time
homebuyers are underserved buyers?

Secretary DONOVAN. What I would say is that we have a dual
mission, as far as I understand Congress’ creation of FHA, in nor-
mal times to serve underserved borrowers, but that in times of cri-
sis, where there is a lack of private capital, for FHA to act as a
countercyclical force and to be able to serve a broader group. And
I think that is, in fact, what has happened during this crisis, and
I think the fact that it is 56 percent of first-time buyers is to some
degree a result of that lack of private capital.

So I would certainly expect and, in fact, would hope that number
would go down and return to a more normal level, but that cer-
tainly is not a level that I believe is the right level over a longer
term and in normal times.

Mr. HUIZENGA. I would hope so as well. And the countercyclical
element rule for FHA, I think, leads logically to the next question:
should all of these first-time homebuyers, these sub-700 credit
score buyers—I think that it was noted that 580 was a score that
was out there—be in a position to be buying homes?

Secretary DONOVAN. We would be happy to spend some time
with you showing the performance data. I think the fundamental
question is if they are buying a home they can afford with a prod-
uct that is going to be safe and sustainable, and they demonstrate
that they can be successful homeowners, that is what we are look-
ing at. And certainly, the performance we have seen, the improved
performance, tells us that by and large, they can be successful
homeowners.

Mr. HUIZENGA. I think that is the fear that a lot of us have in
this current economy with the job situation as it is that that may
be more risky, which goes back to a number of questions about re-
quirements for reserves and those kinds of things.

And you had—I believe it was Mr. Ackerman who had asked you
a question and talked a little bit about bailout for FHA. Your exact
quote was, “We don’t need one thus far.” On page 13, you are mak-
ing the claim that the current underwriting and premium struc-
tures have created an actuarially sound basis for growing capital
at a rapid rate in the economy.

I, for one, am pleased that it sounds like it is going to be an easy
pledge from all of us on this committee to say there won’t be an
FHA bailout. I don’t know how sure you are of that, but I guess
I am looking for some reassurance that the FHA is not going to
need that government assistance, because that is what a lot of the
concern is that a number of us have on this committee.

Secretary DONOVAN. It is my concern as well, and we have been
working very hard to do everything we can to make sure that we
protect the taxpayer.

To be clear, the new loans that we are making, even under the
most severe economic scenarios that the actuary looked at, would
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remain profitable. So fundamentally, what we are talking about
here is a risk; if the economy and the housing market performed
worse than expected in the actuarial, that is the risk that could
push FHA’s capital reserves into the negative. I can’t tell you here
today that is a zero risk, because it is not.

Mr. HUIZENGA. But doesn’t that sort of go counter to your argu-
ment that the FHA is needed for countercyclical, and if you guys
are that rock solid, why isn’t the private sector stepping in? Some
of us suspect it might be some of the regulators that have been
clamping down on amounts of loans that banks are holding and
those types of things. But I think you are seeing sort of that “push
me/pull you” aspect to some of my concern at least.

My time has expired.

Secretary DONOVAN. Briefly, I would say I think we agree that
we need to encourage private capital to come back, and the fact
that our market share is now shrinking is evidence, I believe, that
the steps that we are talking on premiums and on underwriting
are, in fact, moving in that direction.

Mr. HUIZENGA. Thank you.

And with that, Ms. Waters of California for 5 minutes.

I believe the chairman had also made a commitment to you be-
cause you had missed your opening statement that there would be
some additional time, and I will let the next person in the Chair
take care of that. So at this point, let us go with 5 minutes, and
then ask for additional time.

Ms. WATERS. Thank you very, very much.

I am appreciative for Secretary Donovan and the time that he is
putting in on this very, very important issue today.

I would like to remind the committee that we saw this coming
last year when the capital reserve level fell to .53 percent. In re-
sponse, I worked across the aisle with then-Ranking Members Cap-
ito and Bachus on the FHA Reform Act, which passed the House
on a bipartisan vote of 406—4. Although that bill wasn’t signed into
law, parts of it, most notably the provisions that allowed FHA to
raise the annual and upfront premiums, were enacted separately.
These provisions were the most important pieces from my bill be-
cause they were designed to give FHA the resources they would
need to raise their capital reserve levels. However, the provisions
on FHA being able to police fraud were likewise important, and I
am disappointed that the Senate didn’t take up my bill.

However, Secretary Donovan has taken advantage of the flexi-
bility we were able to get signed into law last year, and FHA has
tightened its lending standards. The average FICO score of FHA
borrowers has risen from 620 to 700. In addition to more credit-
worthy borrowers, the recently extended higher loan limits will
help FHA to strengthen its reserves.

There has been a lot of speculation in the press about whether
or not FHA needs a bailout, and I am certain that you, Secretary
Donovan, may have gotten questions to that effect from Members
on both sides of the aisle. But I just want to be clear that FHA re-
mains the only source of mortgage credit for most Americans today.

Investors are still reluctant to enter the mortgage market after
being burned by originator misrepresentations and fraud during
the run-up to the financial crisis, conflict of interest problems con-
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tinue to plague mortgage servicers, and just last month, one pri-
vate mortgage insurer filed for bankruptcy.

In the wake of these problems and uncertainty, FHA has taken
on a larger market role. That role has helped the middle class.
There are millions of working, creditworthy, middle-class borrowers
who would not be able to buy a home or to refinance an existing
mortgage if not for the availability of FHA mortgage insurance.
FHA is singlehandedly holding up our mortgage market. And I
must reiterate time and time again that we must support it.

To be clear, I do oppose any attempt to use the current chal-
lenges facing FHA as an excuse to dismantle, defund or otherwise
destabilize this critical housing program. Now is the time to
strengthen FHA, not to weaken it. And I am more than willing to
work with my friends on both sides of the aisle to find ways to
make FHA stronger, better, and more effective in providing home-
ownership opportunities to all Americans.

If I may continue, I would like to ask a few questions of the Sec-
retary.

The FHA has made changes to the downpayment requirements
for borrowers with FICO scores of 579 and lower, 10 percent down-
payment, and prohibits loans for borrowers with FICO scores below
500. Has this change helped contribute to the strong economic
value of the current book of business? Is the new premium struc-
ture better aligned with market conditions?

Secretary DONOVAN. First of all, Congresswoman, thank you for
all your work with us on the FHA bill that you talked about. We
do continue to believe that many of those provisions that weren’t
passed that were part of the bill are critical to allowing us to con-
tinue to increase enforcement and other steps. So thank you for
your work on that. We look forward to continuing to partner with
you on it.

Specifically on your question, the answer is yes, we have seen a
roughly two-thirds reduction in early payment defaults in that
class of loans, and that really, I think, is a result of the under-
writing changes that we talked about.

Ms. WATERS. HUD set underwriting minimums that combine
credit score and downpayment requirements to balance risk man-
agement, with broad access to housing credit for borrowers who
have historically met FHA credit quality standards.

Could you comment on the impact this has had on FHA’s current
book of business?

Secretary DONOVAN. What we see is between the last 2 years, the
actuary predicts about an $18 billion positive net worth for those
two books of business, so $18 billion of benefit to the taxpayer from
those two books.

I would also say the work that we have done to look at what
would happen if we removed the option for lower-risk borrowers to
get higher LTV loans, we think we could lose as much as about 10
percent of all the buyers last year. And that is the concern that we
have in terms of risk to the housing recovery: If we were to restrict
credit too much, it might actually perversely hurt the taxpayer by
increasing the losses that we would see on loans that were made
in 2008 and before that.
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Dr. HAYWORTH [presiding]. May I have unanimous consent for
another minute-and-a-half for the ranking member? Without objec-
tion, it is so ordered.

Ms. WATERS. Thank you very much.

Mr. Secretary, could you comment on the steps HUD has taken
to increase enforcement of FHA lender policies, eliminate approval
for loan correspondence, and increase net worth requirements for
lenders wanting to underwrite FHA loans?

Secretary DONOVAN. Absolutely. I think one of the first steps
that we took was to really create a strong risk management team
and culture at FHA, created the first-ever Chief Risk Officer posi-
tion in the history of FHA. We also increased net worth require-
ments for lenders that hadn’t been increased in quite some time.
We stepped up dramatically both the investigations that we were
doing, the share of loans that we were reviewing, and consequently
we have seen 4 times more lenders removed from the FHA rolls
during the period of this Administration than in the entire 8 years
of the prior Administration. And we have worked actively with our
partners at the Department of Justice to bring cases against the
worst offenders and have been successful in a number of those as
well.

Ms. WATERS. Thank you very much. I think you have done a
great job, and, again, I appreciate all of the attention that we paid
to FHA and the way that you perceive it even without all of the
legislation that we would have liked to have had passed.

I yield back the balance of my time.

Secretary DONOVAN. Thank you.

Dr. HAYWORTH. The Chair recognizes Mr. Hensarling for 5 min-
utes.

Mr. HENSARLING. Thank you, Madam Chairwoman.

Mr. Secretary, in the 2011 actuarial study that I guess was re-
leased last month, if I read it correctly, we have approximately $1.2
billion in value supporting insurance in force of about $1.9 trillion
on the single-family MMIF; is that correct?

Secretary DONOVAN. It is actually not correct, Congressman.
There is a total of $33.7 billion in reserves that are held against
the book. That is actually the highest level of reserves in the his-
tory of FHA. And contrary to what was predicted last year, those
total reserves actually—

Mr. HENSARLING. I was talking about just the single-family.

Secretary DONOVAN. This is single-family that I am focused on.
I think you are focused on—there are two reserve accounts: the
capital reserve account; and the financing account. The financing
account is the piece that I believe that you are focused on, and that
is only excess reserves that are—I am sorry, the capital reserve ac-
count is only excess reserves that are held above and beyond ex-
pected losses. So I think, and this is very important, the total cash
Eelslerves that we are holding against that book is a total of $33.7

illion.

Mr. HENSARLING. But the insurance in force, $1 trillion; is that
correct?

Secretary DONOVAN. It is over $1 trillion, that is correct.

Mr. HENSARLING. Now, in that report I think, if I quote you cor-
rectly, “With economic net worth being very close to zero under the
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base case forecast, the chance that future net losses on the current
outstanding portfolio could exceed capital resources is close to 50
percent.” I am under the impression that study was based upon
June and July data; is that correct?

Secretary DONOVAN. It was based on both predictions for house
prices and the latest data as of June, that is correct.

Mr. HENSARLING. And the serious delinquency rate has increased
from June to September; is that correct? My data shows that we
now have 50,000 more serious delinquent FHA loans in September
as compared to June.

Secretary DONOVAN. As the portfolio grows, obviously the num-
ber typically increases. As with, I think, all types of loans, there
was a slight increase in the serious delinquency rate at the end of
the summer.

I would also say, though, home prices have performed better
than expected since the June 30th predictions, given that home
prices are the single most important factor in predicting the value
of the fund; that it is likely that, in fact, the actuarial understates
the capital reserves relative to what has happened since June 30th
as a result.

Mr. HENSARLING. So, Mr. Secretary, am I to assume you are
more optimistic than the statement that was included?

Secretary DONOVAN. Optimism is not something that I think is
relevant here, frankly, given the scale of the capital reserves. This
is a serious issue. There are serious risks to the fund. We need to
take further steps to protect the taxpayer, and we will continue to
do that.

Mr. HENSARLING. You obviously have discretion, and I—one, let
me say I appreciate the comments that you have made with respect
to the conforming loan limits with respect to FHA and what I
would view as mission creep. I understand, again, that you have
the discretion to increase insurance premiums. I know it has been
done once or twice. But I think now the annual premium for a 30-
year loan with a 95 percent LTV is 1.15. I think statutorily, if I
am correct, you have the authority to increase that to 1.5 and have
chosen not to do so given the precarious state of the MMIF. Why
have you chosen not to do that?

Secretary DONOVAN. As I said in my testimony, that is something
that we are actively looking at. Given that we have just gotten this
actuarial review, we are actively evaluating that, and we expect in
our 2013 budget proposal to propose additional steps.

But I would say, Congressman, understand that the balance here
is we are now charging the highest premiums in the history of
FHA, and under any economic scenario, even the most dire, the ac-
tuary predicts that new loans that we are making will be profit-
able. And so while increasing fees for new borrowers is an option,
it is also critically important, and we could use the help of the com-
mittee in further enhancing our enforcement, to maximize recov-
eries on old loans. Those are what are really driving the losses,
2008 and prior books of business. And we must balance changes
that we make to new loans with focusing on enforcement and re-
covering on the loans that really are causing the problem.

We can’t go back and unmake those loans. Unfortunately, they
were made. But we can do as much we possibly can to enforce and
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recover on those loans, and that is where we need the help of the
committee as well.

Mr. HENSARLING. Thank you.

I see my time has expired.

Dr. HAYWORTH. The Chair recognizes Mr. Lynch for 5 minutes.

Mr. LYyNCH. Thank you, Madam Chairwoman.

I want to thank the Secretary and Mrs. Galante for your patience
and your willingness to help the committee with its work.

The question for me is not whether FHA is needed. Of course,
it is needed, and it will be needed for the foreseeable future. The
question is whether or not FHA is operating in a way that will be
sustainable without a massive taxpayer bailout. That is what I
worry about.

I have a very, very good report here that I am going to refer to.
It is by the GAO Director of Financial Markets and Community In-
vestment, Matt Scire. He is going to be on the second panel some-
time this evening, I expect. But he does a very good job at this.
And according to the GAO analysis, there is $4.7 billion in the end-
of-year balance in the fund’s capital reserve account. You are say-
ing there is $33 billion in that account.

Secretary DONOVAN. Actually, the $33.7 billion is combined be-
tween the financing account and the capital reserve account.

Mr. LYNCH. But it is the one that is historically used in this com-
mittee and, when your predecessors came up, was always the cap-
ital reserve account. It is historic here. And based on earlier testi-
mony by your predecessors, we have always gone by this account.
And now you are saying we are combining it with another account?

Secretary DONOVAN. It is two different things, Congressman.

Mr. LYNCH. Because if we could deplete a $33 billion account,
and you are not willing to say that we will not deplete a $33.7 bil-
lion account, then we have a serious problem, because you are say-
ing that we are not going to go negative on this account. Are you
talking about the $33 billion account, or are you talking about the
$4.7 billion account?

Secretary DONOVAN. The total cash reserves is what I was talk-
ing about. In other words, we are holding against expected losses
those reserves. And I was just correcting the—I think I didn’t want
to leave the impression with the committee that somehow we were
only holding $4.7 billion against potential losses.

Mr. LYNCH. So let us talk about the ratio of reserves, the capital
reserve ratio. Statutorily, it is supposed to be 2 percent. You are
at .24 percent; is that correct?

Secretary DONOVAN. That is correct.

Mr. LyNcH. Okay. Here is the problem. Under the Fed’s analysis
when they give us the number of homes underwater, the number
of homes in arrears, the number of homes in default and in fore-
closure, they tell us a very different story than the actuary is tell-
ing us, that we are going to remain positive next year. And the ac-
tuary told us and this committee in 2008, 2009, and 2010 not to
worry, things are going to be okay. And we watched that account
go from $22 billion in 2007 to $4.7 billion at the end of 2010.

What I am saying is, I know you are working as hard as you can
to do the right thing here, no question about that. We are trying
to do the same thing. Congress hates surprises. We hate surprises.
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So when someone tells us things are going to be okay next year,
and then you report once a year, this actuarial review, and we get
terrible news that things aren’t all right, as a matter of fact, year
after year it is getting worse and worse, that creates a tension be-
tween what we are expected to do by our constituents and what is
happening here with FHA.

So here is my problem. You are required under the National
Housing Act to report this actuarial review, to conduct it and pub-
lish it once a year. My problem is that in this market, that is too
long a period of time. We are going to get surprised one way or the
other. Now, it may be a pleasant surprise, and it may sustain what
the actuary is saying, or it may be something that is very negative
and we are going to be in a calamitous situation.

What I filed back in 2009 was to ask FHA to conduct their actu-
arial review every 6 months, semiannual, rather than waiting a
full year and we don’t have time to react, and we get terrible news
and it puts us at a real disadvantage here in Congress.

I can understand when we had $22 billion in that account, we
didn’t need a review every year. Now we are at .24 percent on that
capital reserve ratio. We are at a precipitous point, and it might
be the European debt crisis, the sovereign debt crisis there that
tips this economy the wrong way, and then we are in trouble.

I am just asking you, would you support an enhanced—the name
of my bill was the Enhanced FHA Oversight Act, and what we are
looking for is we are looking for this data—

Dr. HAYWORTH. The gentleman’s time has expired.

Mr. LYNCH. We are looking for the data twice a year rather than
just once a year. Would you support that?

Secretary DONOVAN. Congressman, first of all, let me just say I
don’t think you have heard me here say today that you don’t need
to worry that everything is going to be fine. I have said consistently
that we need to be vigilant because none of us can predict where
home prices are going to go—

Mr. LYNCH. Exactly. So what I am saying is if we get the infor-
mation every 6 months instead of once a year—

Secretary DONOVAN. Look, it is up to the committee to decide and
the Congress to decide what the legal requirements are. What I
will tell you is we are running these numbers far more than annu-
ally. We are running them on a regular basis—

Mr. LYyNCH. Then, there should be no problem with giving us—

Dr. HAYWORTH. The gentleman’s time has expired. You can con-
tinue your questions in writing, sir. And I thank the Secretary for
having remained with us past his hard stop of 12:30.

I am calling on Mr. Stivers. The Chair recognizes Mr. Stivers of
Ohio for 5 minutes.

Mr. STiveErS. Thank you, Madam Chairwoman. Mr. Secretary, 1
am always worried being that my seniority is so low, that by the
time I get to question you, we know you have been here a long
time. So I appreciate you hanging in with us and I appreciate your
candor today.

We are all concerned about the actuarial report. I would like to
ask you a couple of structural questions about FHA and then ask
some questions about your five recommendations, if that is okay.
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First, you referred to your Chief Risk Officer a little while ago,
and that is a position that Congress allowed you to fill last year.
And my understanding is that position was filled, and then the per-
son has left.

Has that position been filled? Is it filled currently?

Secretary DONOVAN. And I apologize, Congressman, I do need to
depart. But actually, our Chief Risk Officer has been promoted to
a senior advisor to me directly. We have just brought on another
senior advisor for risk. We have 15 positions that we filled in that
office this year. So we are strongly working to fill out and complete
that risk organization.

Dr. HAYWORTH. And with thanks to the Secretary, Mrs. Galante
will remain to answer further questions.

Mr. STIVERS. Mrs. Galante, have you read the GAO report on
risk mitigation? One of the things it says is that there is no com-
prehensive strategy on risk mitigation, and it calls for three spe-
cific actions to be taking place. In fact, it also says that the two
important parts of the Agency, the single-family housing quality
control activities and the Office of Risk Management activities, are
still separate as of the date of this report. Has that changed since
then?

Mrs. GALANTE. Congressman, I have read the report, and I have
commented on the report for the GAO. We generally think the
GAO did a very good assessment of the progress that we have been
making over the past couple of years integrating the risk office into
the overall FHA operations. And so, we are working on a number
of the recommendations that they had. Some of them were well in
progress by the time the GAO report was done.

Mr. STIVERS. And I would ask you to—I would say that some
kind of comprehensive risk-mitigation strategy is really important,
and I would ask you to relay to the Secretary who has left, that
it is important and that you need to make it a top priority. When
you don’t have a comprehensive risk-mitigation strategy, you are
never—you are going to be playing Whac-A-Mole all the time, and
it is just not smart unless you move in that direction.

I do want to talk about some of the five solutions that the Sec-
retary had listed in his testimony. Since last year, you have had
the ability to raise loan limits, and you have done it a couple of
times, but you have never tiered the rate, so you still have one
rate. You don’t look at the risk of the customer; you don’t have a
minimum number rate and look at the risk of a customer and go
up further. Do you need further ability from Congress to do that?
Because I don’t think you do.

And one of the things the Secretary talked about that I really
wanted to talk to him about is he talked about the conforming loan
limits being higher than he wants them to be. He also has the abil-
ity to raise the fees on those mortgages, in particular above the old
conforming loan limits in a tiered way, and even though he said
those don’t raise risk, it makes a lot of sense to raise those limits
to encourage the private market.

Is that something that is under consideration? Because I have
asked this question before, and it has always been under consider-
ation, and nobody seems to do anything about tiering the fee in-
creases.
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Mrs. GALANTE. Again, just to be clear, you are talking about pre-
mium increases in our case?

Mr. STIVERS. That is correct.

Mrs. GALANTE. And the answer is all the options—

Mr. STIVERS. I am talking about tiering premium increases. Are
you seriously considering it to the point that you would actually do
1t? Because you have considered it apparently in the past.

Mrs. GALANTE. I will just say we are—all the options are on the
table, including some kind of tiering. I think the Secretary alluded
to that. Particularly given the higher loan limit that we have, there
are some opportunities there, and we are looking at them.

Mr. STIVERS. Please tell us if you need further authority, because
obviously you are limited to 1.5 percent. If you need more authority
or want the ability to do more, let us know. And that is my final
question: Do you require any congressional authority to take any
of the five steps that you requested? It looks like you want more
authority on lender termination, but I can’t tell if that is Congress
that grants that to you, because, frankly, I am a freshman, and it
is unclear to me, and I am not familiar with everything yet. I am
still learning.

Mrs. GALANTE. There are several provisions that were in the
FHA reform bill that we would like that additional authority to
seek indemnifications from certain types of lenders that we do not
have the authority now.

Mr. STIVERS. Can you answer in writing to me about the specific
authorities you require from Congress, because it looks like my
time has expired. I yield back. Thank you for the time today.

Mrs. GALANTE. Absolutely. I am happy to do that.

Dr. HAYWORTH. The Chair recognizes Mr. Scott of Georgia for 5
minutes.

Mr. ScotT. Thank you very much.

Just listening to the testimony, and just gathering in what we
have heard today, it seems like HUD is—you are sort of caught in
a catch-22. You have a situation where, as a result of your falling
reserves in your capital fund, you probably will become more vul-
nerable to defaults. These defaults have to be covered because of
the Federal guarantee that we offer to the lenders, they have to be
covered, and that is done through the taxpayers. And then, in the
final analysis, it means that if your funds are out, then Treasury
has to step in. And at the same time, the Secretary has pointed out
that the key, the real key, to turning this around and stopping the
bleeding and the defaults is home counseling, homeowners coun-
seling, and yet in April, this Congress slashed the money for you
to provide the counseling; $88 million, slashed all of it.

So when we look at this, there seems to be a mixed priority here
in Congress. Given that, what impact has this slash of the $88 mil-
lion had? Because I can tell you this from firsthand experience, I
agree with the Secretary, the most critical weapon we have to turn
all of this around is getting that counseling to the struggling home-
owner.

We forget how complex and complicated dealing with this whole
issue is for your average homeowner. They refuse to answer the 1—
800 number because a lot of them are scared, and when you don’t
have accurate information and intelligence, you do nothing. And so,
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when we had our homeowners’ event, being able to get the bor-
rowers under one roof with the lenders under one roof, but I found
that the key ingredient that helped us more than anything else
was having those HUD counselors there. We found out, for exam-
ple, having FHA there, and you had a HAMP program from Treas-
ury, that if they qualified with the FHA program, then the banks
immediately would come together with HAMP because they would
support that.

And so my question to you is, you, in September, in your attempt
to make up for some of this, put in about $10 million in unspent
funds from the previous year to be utilized for this home counseling
program. But despite this move, you have expressed concerns over
the gap in funding going forward for the 2011 period. So my ques-
tion then is what level of funding would HUD actually need in
order to operate your nonprofit housing counseling program effec-
tive for this year coming up, 20127

Mrs. GALANTE. Thank you for raising the issue of housing coun-
seling. We agree it is a very important one, and we were fortunate
with the appropriations bill that just passed that some level of
housing counseling dollars in the conference committee was ap-
proved for, I think it is $50 million. So we didn’t get the $88 mil-
lion, but we were able to—or we are able to provide for Fiscal Year
2012 some level of counseling dollars to housing counseling agen-
cies. And I am actually really happy you asked that because the
no(’{ice of funding availability for Fiscal Year 2012 was posted
today.

Mré ScoTT. And so, it is a done deal. We have the money for
20127

Mrs. GALANTE. We have some money for 2012, yes.

Mr. Scorr. Is it sufficient?

Mrs. GALANTE. We originally asked for more, and we think we
could effectively use more. And I would also say we are doing ev-
erything in our power to make sure that the housing counseling
program, not just for the grantees, but for the administration of it,
is as effective as it can be, and so we certainly could use additional
funds for that program if they were available.

Mr. ScorT. And some HUD-approved housing counseling agen-
cies have been inundated with new clients with every new Federal
program. Wouldn’t it be beneficial if HUD could contract directly
with these housing counseling agencies in assisting delinquent
homeowners with qualifying mortgage workout solutions?

Mrs. GALANTE. A number of these housing counseling agencies
are directly helping borrowers get through their processes with
servicers. They are very effective in helping people through the
loan modification process.

Dr. HAYWORTH. The gentleman’s time has expired.

Oh, Mrs. Galante, I am sorry, do you want to finish that answer?

Mrs. GALANTE. I think I finished.

Dr. HAYWORTH. I thought so, too.

The Chair recognizes Mrs. Biggert of Illinois for 5 minutes.

Mrs. BIGGERT. Thank you, Madam Chairwoman.

And, Mrs. Galante, it 1s nice to see you here.

Can you talk a little bit about the QM and the QRM rules? As
they are being currently promulgated by the regulators, do they
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have the potential to drive more business to the FHA at the exclu-
sion of the private market, or will it—might the private market be
able to increase in this area?

Mrs. GALANTE. I think, as we have discussed on some prior occa-
sions, the QRM rules still in process, multiple Federal agencies
looking at what it will be. One of the aspects that was in the pro-
posed QRM rule was higher retention levels for loans with higher
downpayments, and there is a concern that will drive more busi-
ness to the FHA.

Obviously, we don’t know what the rule is going to be, so we
don’t know what the ultimate impact will be. But we are concerned
and are monitoring that as we are part of the discussions on QRM.

Mrs. BIGGERT. Would there be anything that would be put in
there that could ensure that the private market will have access,
or is it just because of the way that they are drawn?

Mrs. GALANTE. Again, I am not close enough to all of the negotia-
tions on the QRM negotiations on what is ultimately going to come
out, so I think it is difficult for me to answer that.

Mrs. BIGGERT. And then, FHA has estimated that the capital re-
serve fund could withstand an additional decline in house prices,
and talk about 4 percent beyond the baseline decline, without expe-
riencing a negative capital situation. Does that mean that a decline
in excess of 4 percent would result perhaps in a taxpayer-funded
bailout of FHA? Would you need more money?

Mrs. GALANTE. I appreciate that question, and the answer is this:
Without any other kinds of policy changes, with no premium in-
creases, if house prices again got to a much worse point than they
are today, or than we project they will be today, then there will
be—there is a possibility that we would need some additional sup-
port. But we are doing everything in our—and that is part of this
five-point plan we are talking about. We are going to do everything
in our power to look at actions that we can take to ensure that we
avoid that situation.

Mrs. BIGGERT. Thank you.

And I think most of my other questions have already been asked,
so I will yield back.

Dr. HAYWORTH. The chairman recognizes Mr. Green from Texas
for 5 minutes.

Mr. GREEN. Thank you, Madam Chairwoman.

I thank the witness for staying with us, and I would like to ex-
plore a line of questioning that will help us better understand what
FHA has done and continues to do with the economy.

Let us start with loan originations. These FHA loans, tell us
quickly, please, where—meaning in what facility—are most of them
originated? Would that be a bank?

Mrs. GALANTE. Yes. So, again, FHA is insurance, and private
lenders are actually the ones that are originating the FHA loans.

Mr. GREEN. Now, most of them today are originated with banks;
is this correct?

Mrs. GALANTE. Yes. There are financial institutions; banks are
certainly part of it.

Mr. GREEN. So banks benefit from it. Banks don’t do this for free,
they do it for a fee, true?

Mrs. GALANTE. Certainly. Yes.
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Mr. GREEN. A loan-origination fee?

Mrs. GALANTE. Certainly, yes.

Mr. GREEN. And banks then hire people who do this type of
work?

Mrs. GALANTE. Correct.

Mr. GREEN. My point is that there is a broader impact on the
economy than just the person buying the home. The banks benefit;
REALTORS® benefit because REALTORS® help persons buy
homes. They assist with the homebuying process. Purveyors of
products, they benefit when a home is built. And, by the way,
builders benefit because they will build more homes if homes are
selling. The purveyors of products, washing machines, and dryers,
and stoves and carpet, all of these things go into homes, they ben-
efit. The benefits go far beyond the simple purchase of the home.
That is—and actually not the genesis of the process, because the
builder constructed the home understanding that there was a mar-
ket for it to be sold in. And then, of course, we have the manufac-
turers of products that benefit.

So at a time when we need this countercyclical force, FHA is
serving a meaningful, needed purpose. It not only helps us with
selling the home, but the home becomes so important to other in-
dustries associated with the homebuying process and with the con-
struction of the home.

FHA is, in my opinion, an entity that, if it did not exist, we
would probably try to create it or something similar to it, because
it did not come into existence on a whim. There were some severe
problems that we were contending with in the 1930s, and FHA was
produced and gave us this exotic product known as a 30-year loan.
I think we can attribute that to FHA, because at the time a 30-
year loan was anathema, it was not commonplace; it is something
that we have now. And we think little of the notion of getting one,
but at one time it was very difficult to get a 30-year loan, if not
impossible, because you had big balloons, and you had to refinance,
and people of little means or modest means, middle-income Ameri-
cans, they didn’t get homes to the extent that they do today. So
FHA serves a meaningful purpose.

Do you have empirical evidence to support the actual impact that
you have had in the area of homes being sold by REALTORS®, the
impact on builders, the impact on manufacturing, the impact that
goes beyond the simple purchase of the home, which is important;
but do you have empirical data that deals with those other indus-
tries and how they are impacted?

Mrs. GALANTE. That data certainly exists. I don’t have the multi-
plier effect specifically in front of me, but absolutely there is no
doubt that what you described is the case, and many of the data
support that. I know for new construction, for example, you could
essentially assume long term, a certain number of jobs per house
built.

So there is no doubt that there are many, many industries in-
volved in providing jobs and economic benefit to communities as
part of not just homeownership or new home purchase, but also
just as a matter of refinancing. You can put additional money in
people’s pockets if you refinance at today’s low interest rates, for
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example. And that also puts more money in people’s pockets to
spend on needed goods and services.

Mr. GREEN. With my last 5 seconds, let me just say quickly that
this service that is rendered has helped to keep unemployment that
is high from being even higher, because if we didn’t have you with
this 56 percent of first-time homebuyers—

Dr. HAYWORTH. The gentleman’s time has expired.

Mr. GREEN. Thank you, Madam Chairwoman. I am grateful.
Thank you.

Dr. HAYWORTH. The Chair recognizes Mr. Cleaver for 5 minutes.

Mr. CLEAVER. Thank you, Madam Chairwoman.

Mrs. Galante, I am in and out, and I actually hope somebody al-
ready raised this issue, because I think it is extremely pertinent to
this conversation.

One of the former Chairs of this committee, Henry Gonzalez
helped create the Cranston-Gonzalez National Affordable Housing
Act. And they created this, the 2 percent capital reserve ratio, and
it was designed to strengthen the firm.

One of the things that has not been discussed here today, a lot
has been said about the capital ratio being below 2 percent, and
so one of my pains is that many of my colleagues, perhaps on both
sides, are not aware of the fact that there is a separate cash fund,
and it was put in place to address the unexpected losses in the
MMI Fund. I think that is maybe $33 billion?

Mrs. GALANTE. That is correct.

Mr. CLEAVER. If everything I am saying is close to correct—even
correct it further if it needs correction—but what I am interested
in is that fund is growing, and if that is true, then maybe this com-
mittee could benefit from having a contextual discussion from you
about this, because I see them as inextricably connected, and we
have not connected it in this discussion today.

Mrs. GALANTE. Yes. So again—

Mr. CLEAVER. And correct me gently.

Mrs. GALANTE. This is complicated, and it is easy for people to
mix things up in this case, but I just want to say again, total cap-
ital resources available to FHA today is the $33.7 billion, which
consists of a financing account which is where we pay our claims
out of, where we, so to speak, transfer funds into to actually pay
expected claims.

The capital reserve account is the additional account, but it is
part of that $33.7 billion, but it is a piece that is specifically sup-
posed to be for unexpected claims above and beyond the expected
ones that we transfer into the financing account.

So that is the total capital resources available to FHA today.

And the capital reserve ratio is actually based on yet another cal-
culation of the total insurance in force and the expected economic
value, so of that—of the book of business and the—minus the po-
tential claims over time. So it is kind of two different calculations
that you have to keep in mind.

Mr. CLEAVER. But we have more funds there today than we had
last year at this time.

Mrs. GALANTE. That is correct.

Mr. CLEAVER. That is so relevant to the discussion. I find it pain-
ful that my colleagues were not able to get that information out.
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I actually have no other questions, but it would be my hope that
somehow we are able to get some kind of discussion or some infor-
mation to Members about Gonzalez-Cranston, or is it Cranston-
Gonzalez?

Mrs. GALANTE. Cranston-Gonzalez.

Mr. CLEAVER. I apologize to Mr. Cranston, but I do think it is
relevant, and we need to get some information out. Is there any—
do you have any ideas on how we can get members of this com-
mittee aware?

Mrs. GALANTE. Again, we are happy to continue to have con-
versations, have individual meetings, have dialogues, and work ses-
sions. We do produce the annual report to Congress. We also
produce quarterly reports that are delivered that go into some pret-
ty good detail.

Mr. CLEAVER. Do you think Members are reading those?

Never mind. I was speaking out of turn.

Dr. HAYWORTH. The gentleman’s time has expired.

The Chair would like to thank Mrs. Galante for remaining with
us, and with that, the Chair notes that some Members may have
additional questions for the panel which they may wish to submit
in writing. Without objection, the hearing record will remain open
for 30 days for Members to submit written questions to these wit-
nesses and to place their responses in the record.

Mrs. BIGGERT [presiding] The Chair now calls the second panel.

I would like to welcome the second panel and thank you for your
patience. I don’t think we expected that to go quite that long. But
we will start right away. And I would like to introduce the panel:
Mr. Matthew Scire, Director of Financial Markets and Community
Investment, U.S. Government Accountability Office; Dr. Andrew
Caplin, professor of economics, Department of Economics, New
York University; Mr. Henry Cunningham, Jr., CMB, president and
CEO of Cunningham and Company, on behalf of the Mortgage
Bankers Association; Mr. Patrick Sinks, president and chief oper-
ating officer of the Mortgage Guaranty Insurance Corporation, on
behalf of the Mortgage Insurance Companies of America; Mr. Moe
Veissi, 2012 president, National Association of REALTORS®; and
Ms. Sarah Rosen Wartell, executive vice president, Center for
American Progress Action Fund.

And thank you all for being here. Without objection, your written
statements will be made a part of the record, and you will be recog-
nized for a 5-minute summary of your testimony. We will start
with Mr. Scire. You are recognized for 5 minutes.

STATEMENT OF MATTHEW J. SCIRE, DIRECTOR OF FINANCIAL
MARKETS AND COMMUNITY INVESTMENT, U.S. GOVERN-
MENT ACCOUNTABILITY OFFICE

Mr. ScirRe. Thank you. Madam Chairwoman, and members of the
committee, thank you for the opportunity to be here today to dis-
cuss FHA’s mortgage insurance program. Since 1934, FHA has
been an important player in the mortgage market, especially for
first-time home buyers. FHA insures these loans under its Mutual
Mortgage Insurance Fund. Recently HUD released the results of its
latest independent actuarial review finding that the capital ratio
used to measure the financial soundness of the fund had declined
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to 0.24 percent, well below the statutory minimum of 2 percent.
This is the third consecutive year that HUD reported not meeting
the minimum capital ratio.

Let me start by describing the reasons for the capital ratio’s
steep decline since its peak in 2006. Put simply, the ratio declined
because the economic value of the fund dropped sharply at the
same time that the insurance-in-force grew. This rapid growth in
the amount of all loans FHA insures was due to the growing de-
mand for FHA mortgage insurance. By the end of 2011, FHA had
outstanding insurance that was almost 4 times the level it had at
the end of 2006.

We previously reported that the sharp decline in the fund’s eco-
nomic value was due to several factors, including more pessimistic
forecasts for house prices which would result in higher claims and
more pessimistic assumptions about losses. HUD attributes last
year’s drop-off in its estimate of the fund’s economic value to fur-
ther declines in home prices which resulted in higher than ex-
pected defaults, claims, and losses on claims. Also, HUD points to
changes in the model itself. These include accounting for loans that
had previously been seriously delinquent and assuming that loans
likely affected by delays in the foreclosure process would result in
claims in 2012. From a budgetary perspective, the worsening ex-
pectations for loan performance ultimately resulted in HUD recog-
nizing a $10 billion increase in the reestimated cost of the program
for 2009 and a similar amount for 2010.

The capital reserve account has also seen declines in recent
years. If this account, which now stands at $4.7 billion, were to be
depleted, FHA would require additional Federal funds to cover its
costs on outstanding insurance.

Last month, we reported a number of challenges that FHA faces
given its rapid growth. To its credit, FHA has taken some impor-
tant steps. It raised premiums, tightened underwriting, raised re-
quirements of its lenders, and put in place more risk-based ap-
proaches to manage its growing workload. Also, with approval of
Congress, FHA created the Office of Risk Management and Regu-
latory Affairs to bring focus to risk assessment and management.

However, the efforts of this office have been limited by staff re-
sources and leadership turnover, and its efforts to assess risk and
similar efforts by the Office of Single Family Housing have not
been integrated. Here we think there is more that FHA can do to
put in place an integrated and timely process for assessing and
managing risks, particularly risks linked to its rapid growth. Fur-
ther, the Office of Single Family Housing continues to face human
capital challenges but has not done all it could to identify and put
in place the skills and resources that it needs. Also, it can do more
to plan for likely turnover in staff, a pressing challenge given that
half of its headquarters staff and nearly two-thirds of its field staff
are eligible to retire in the next 3 years.

Returning to FHA’s fund, we continue to believe that FHA can
do more to measure its financial condition. In particular, past re-
views have relied on a single economic forecast to determine com-
pliance with a 2 percent capital ratio requirement. However, this
approach does not fully account for the variability in future house
prices and interest rates and therefore may tend to overestimate
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the fund’s value. Last year, we recommended that FHA use an al-
ternate approach known as stochastic simulation to estimate the
fund’s capital ratio for purposes of assessing compliance. This ap-
proach uses hundreds of different economic paths and offers the
prospect of more reliably estimating the fund’s value.

Twenty years ago when the 2 percent capital ratio was first man-
dated, the Congress required that FHA reach the 2 percent thresh-
old in 10 years. Today, it may be appropriate for the Congress to
specify the time period by which it expects FHA to return the cap-
ital ratio to 2 percent, taking into account FHA’s statutory oper-
ational goals and role in supporting the mortgage market.

GAO is committed to providing Congress with effective oversight
of the FHA program, including its efforts to rebuild the fund’s cap-
ital ratio. We look forward to supporting this committee’s efforts.

This concludes my opening remarks. Thank you again for the op-
portunity to speak today. I will be glad to take any questions you
may have.

[The prepared statement of Mr. Scire can be found on page 105
of the appendix.]

Mrs. BIGGERT. Thank you so much. Dr. Caplin, you are recog-
nized for 5 minutes.

STATEMENT OF ANDREW CAPLIN, SILVER PROFESSOR AND
PROFESSOR OF ECONOMICS, DEPARTMENT OF ECONOMICS,
NEW YORK UNIVERSITY

Mr. CAPLIN. I would like to thank you all for permitting me to
testify regarding FHA’s Mutual Mortgage Insurance Fund. My
message is somber and is intended as a call to arms. The situation
is serious and the risks great. These risks are not being properly
accounted for in the actuarial report. There is a far higher prob-
ability than currently projected that a large bill will be due tax-
payers, that FHA-backed home buyers will face foreclosure, and
that Congress will be called upon to significantly recapitalize
FHA'’s insurance fund. History will judge us poorly if we bury our
heads in the sand. Time is most definitely not on our side.

There are two crucial steps FHA can take to better account for
the risks it faces and thereby safeguard its Mutual Mortgage Insur-
ance Fund. The first is to fill a profound gap in the actuarial re-
view. This makes it impossible currently to answer basic questions
such as: one, what proportion of recent FHA-backed borrowers has
already defaulted; two, how many such borrowers remain at seri-
ous risk of default; and three, how many of those who are still at
risk are likely to ultimately default?

The centrality of these questions is evident. The answers deter-
mine the risks that FHA programs pose to taxpayers and their role
as guarantors. They determine the probability that FHA-backed
homebuyers will face the trauma of foreclosure. They determine the
probability the Congress will be asked to recapitalize FHA’s insur-
ance fund. They determine the likely timing and size of any such
request or requests.

The fact is that the actuarial report does not answer these ques-
tions. Rather than projecting the success and failure of FHA-
backed borrowers, it projects the performance of FHA-backed mort-
gages. This results in downward biased loss projections. Work initi-
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ated some 2 years ago with Joe Tracy, Executive Vice President
and Senior Advisor to the President of the Federal Reserve Bank
of New York, suggests this bias may be highly significant.

While it sounds like a narrow technical issue, the distinction be-
tween projecting borrower performance and projecting mortgage
performance is of highest practical significance. In recent years, the
FHA’s streamlined refinance program has been in high demand. In
this program, FHA-backed mortgages can be refinanced to pre-
vailing lower rates without any new underwriting. I regard this as
an excellent program. The problem is not with the program but
rather with the actuarial report which treats each such refinance
as if it extinguished FHA’s insurance obligation. In truth, there is
no cancellation of the underlying insurance and little in the way
of additional fees to FHA. By lumping refinancing together with
prepayments in which FHA’s insurance obligation is extin-
guished—for example, following a successful home sale—the actu-
arial report overestimates FHA’s past and future success rates.

My ongoing work with Joe Tracy suggests that the resulting
underestimation of losses is significant. In this period of falling
rates and housing market trauma, streamlined refinancing appears
to have been the most prevalent method of repayment. How could
it be otherwise? There has been a significant incentive to refinance
as rates on standard FHA-backed mortgages have tumbled. In the
meantime, there has been little opportunity for successfully selling
recently purchased homes and moving. If our preliminary findings
on mortgage payment determinations hold up to further work, as
we expect they will, default rates on recent FHA mortgages will
stay at elevated levels for years after they are currently projected
to decline.

Joe’s and my slow progress on our research results from difficul-
ties in gaining access to FHA data. This has forced us to seek and
ultimately to find alternative data sources. FHA would have been
far better served had we been able to contribute to their work on
risk assessment and risk mitigation. Yet, IFE alone has access to
FHA data. I propose that HUD instruct IFE immediately to reesti-
mate the loss model linking together FHA mortgages that are refi-
nanced one into another. By itself, asking for the model to be rerun
is not enough. The current monopoly not only produces low trans-
parency but also reduces our understanding of FHA risks. To allow
this to continue is to invite tragedy.

I propose, therefore, that Congress supply HUD with the addi-
tional resources it requires to make data available to outside re-
searchers, including the Federal Reserve Bank of New York. Risk
assessment will be dramatically enhanced once additional teams
are encouraged to participate. The resulting improvements will
help FHA retain its reputation for helping homebuyers while safe-
guarding taxpayers.

The eyes of history are on us. It is time to act.

[The prepared statement of Dr. Caplin can be found on page 72
of the appendix.]

Mrs. BIGGERT. Thank you so much. Mr. Cunningham, you are
recognized for 5 minutes.
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STATEMENT OF HENRY V. CUNNINGHAM, JR., CMB, PRESI-
DENT AND CEO, CUNNINGHAM AND COMPANY, ON BEHALF
OF THE MORTGAGE BANKERS ASSOCIATION (MBA)

Mr. CUNNINGHAM. Thank you, Madam Chairwoman, and mem-
bers of the committee.

FHA is at an important crossroads today. Since the onset of the
financial crisis, FHA has played an important countercyclical role
in our Nation’s mortgage market. Considered irrelevant just a few
short years ago, the agency is now providing much needed liquidity
during a period marked by the prolonged retreat of private capital.
I think it is fair to say the housing recovery, although very fragile,
would not have taken place without FHA. However, FHA single-
family programs haven’t been immune to the historic disruptions
that have roiled our markets and that is why we are here today.
The actuarial report is sobering and calls for a fresh look at FHA’s
fiscal health and the role it plays in our housing finance system.

First, I want to take a few minutes to examine the steps this
committee and FHA put in place that have allowed the agency to
better manage its risk exposure. In 2008, Congress passed the
Housing and Economic Recovery Act. That legislation terminated
the failed seller-funded downpayment assistance programs that
were responsible for the disproportionate level of FHA’s defaults. It
also permitted FHA to raise premiums, a tool FHA has used twice
in the last 2 years. During that period, FHA has taken other im-
portant administrative actions designed to protect its financial sta-
bility.

These include the following: increasing downpayment require-
ments from 3.5 percent to 10 percent for less creditworthy bor-
rowers; eliminating FHA’s approval of loan correspondence; raising
lender net worth requirements; re-examining reverse mortgage
policies; and finally, establishing the Office of Risk Management.
MBA recommended these steps and commends HUD and FHA for
taking these necessary measures in order to reduce taxpayer expo-
sure and strengthen FHA for the long term.

These measures are working. They are allowing FHA to weather
the economic downturn and are putting it on track to raise its cap-
ital reserves above the 2 percent level mandated by the statute.
The change in premiums alone has been largely credited by the ac-
tuaries for raising FHA’s total cash plus investments by $7.7 bil-
lion.

While these steps have proven successful, FHA is not out of the
woods. The actuarial report found nearly a 50 percent chance that
FHA’s capital ratios could slip below zero, potentially requiring a
capital infusion from the Treasury. Another recession or a drop in
home prices could be a tipping point that causes greater losses for
FHA.

So what can we do to help FHA emerge healthy? We can start
by getting the Qualified Residential Mortgage rule right. As it is
currently proposed, the rule would require a 20 percent downpay-
ment to obtain the QRM while FHA requires just a 3.5 percent
downpayment. The QRM definition appears to conflict directly with
the efforts by Congress and the Administration to reform the hous-
ing finance system. It would make it more difficult for private cap-
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ital to re-enter the housing finance market, and it would lead to
overutilization of FHA’s programs.

Another key component of putting private capital on the front
lines is to revitalize a secondary mortgage market. MBA has put
forward a suggested framework for a limited but clearly defined
government role in the single family and multi-family mortgage
markets.

Our recommendations carefully balance the government’s ability
to ensure liquidity with the need to protect taxpayers from the
credit and interest rate risk associated with mortgage finance. It
is a plan that promotes the return of private capital while limiting
the government’s footprint in mortgage finance, helping the market
function efficiently while protecting taxpayers.

Madam Chairwoman, MBA believes the tools FHA has put in
place, the strong leadership at HUD, and continued congressional
focus on issues like the QRM in housing finance reform will help
FHA emerge from this downturn and allow it to continue playing
its important role in the mortgage markets.

Thank you for the opportunity to testify today.

[The prepared statement of Mr. Cunningham can be found on
page 75 of the appendix.]

Mrs. BIGGERT. Thank you so much.

Mr. Sinks, you are recognized for 5 minutes.

STATEMENT OF PATRICK SINKS, PRESIDENT AND CHIEF OP-
ERATING OFFICER, MORTGAGE GUARANTY INSURANCE
CORPORATION, ON BEHALF OF THE MORTGAGE INSURANCE
COMPANIES OF AMERICA (MICA)

Mr. SiNks. Thank you, Madam Chairwoman. I am pleased to be
here representing the Mortgage Insurance Companies of America
to discuss FHA’s actuarial soundness. Since private mortgage in-
surance and FHA operate in similar markets historically, MICA
has offered the industry’s insight into FHA’s financial condition
and suggested ways to improve its operation.

MICA was one of the few members of the housing sector which
advocated for the 1990 reforms to FHA that mandated a 2 percent
capital ratio in the actuarial report that is the subject of today’s
hearings.

I would like to make two basic points: first, FHA is on the brink
of becoming a subsidized program and steps must be taken imme-
diately to put it on track to financial soundness; and second, while
FHA and private MI serve similar markets, the historic balance be-
tween the government and the private sector has been destabilized
in recent years. The balance should be restored to bolster the FHA
and allow private capital to serve the market to its full capacity.
Returning the FHA to actuarial soundness and returning the FHA
and the private sector to their historical norms are not mutually
exclusive goals and in fact can be achieved in tandem.

We believe the committee should focus on two significant points
made by the actuarial study. They are as follows: First, although
press reports have focused on the fact that the capital ratio of the
entire Mutual Mortgage Insurance Fund is at 0.24 percent, the
capital ratio for the traditional single family program is half that,
0.12 percent. This is a ratio of 846 to 1. A small, much smaller re-
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verse mortgage program is boosting the overall capital ratio of the
FHA to the 0.24 percent.

Second, according to the HUD report to Congress, within just a
single-family program, there is only $1.2 billion of economic net
worth supporting just over $1 trillion of insurance-in-force. This
should be of concern since the FHA insures 100 percent of each
loan so its potential loss exposure is the full $1 trillion.

There are three reforms to FHA that would help return it to ac-
tuarial soundness. They are as follows: First, FHA must build cap-
ital and therefore it should raise its premium immediately. It can
be done without new legislation. FHA should raise the annual pre-
mium to the maximum allowed under current law. Further, to en-
sure that the FHA provides a greater cushion for the taxpayer, it
should be required to keep premiums at this higher level until the
capital ratio returns to 2 percent and for several years thereafter.

Second, by statute, FHA’s minimum downpayment is 3.5 percent,
while private MIs are generally at 5 percent. In view of the market
realities today of falling and stagnant home prices, FHA’s min-
imum downpayment requirements should be increased to 5 per-
cent.

Third, the way FHA’s loan limits are calculated skews them so
they are as high as possible, exposing the FHA to greater loss. Two
specific changes need to be implemented in this regard: One, since
currently FHA uses house price data going back to 2008 rather
than the most currently available data to get the area limit, FHA
should use the most currently available house price data in setting
its limits so that they are realistic given the change in house prices
over time.

Two, current law requires that the FHA limit for a county in an
MSA is set at the median house price for the highest priced county
within the entire MSA. The law should be changed so that FHA
is no longer required to target its limits to the highest priced coun-
ty within an MSA.

Finally, part of the answer to ensuring the long-term viability of
the FHA and providing protection to the taxpayer is to restore the
balance of the FHA in the private sector to its historical norms.
This has been a goal expressed by Secretary Donovan. One means
of accomplishing this is to eliminate the fees charged by the GSEs
on top of the MI premium. As noted in the HUD report to Con-
gress, these fees made privately insured loans more expensive than
comparable FHA loans. If the GSEs believe that they need more
credit risk protection, they can require deeper MI coverage. This
would be less expensive to the borrower and safer for the tax-

ayers. In fact, since the crisis began, the private MIs have paid
528 billion in claims and receivables to the GSEs, reducing tax-
payer loss by 15 percent. In addition to restoring this balance, the
FHA and the private Mls should work more closely together com-
plementing each other’s strengths to ensure that the low downpay-
ment market is served in an efficient and consistent manner.

In conclusion, we believe that, like in 1990, FHA is at a cross-
roads and there are actionable steps Congress can take to put FHA
on the road to actuarial soundness, allow the private sector to take
a greater role, and further protect the taxpayer.

Thank you very much. I will be happy to answer any questions.
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[The prepared statement of Mr. Sinks can be found on page 125
of the appendix.]

Mrs. BIGGERT. Thank you, Mr. Sinks. Mr. Veissi, you are recog-
nized for 5 minutes.

STATEMENT OF MAURICE “MOE” VEISSI, 2012 PRESIDENT,
NATIONAL ASSOCIATION OF REALTORS® (NAR)

Mr. VEissi. Thank you, Madam Chairwoman, and members of
the committee. Thank you for the opportunity to offer our views on
the importance of the Federal housing mortgage insurance pro-
gram. My name is Moe Veissi. I am the 2012 president of the Na-
tional Association of REALTORS®. But more importantly, I am a
practicing real estate professional with more than 40 years experi-
ence as a REALTOR® and broker-owner of Veissi Associates in
Miami, Florida.

The 1.1 million members of the National Association of REAL-
TORS® represent a broad array of housing and industry profes-
sionals who are committed to making the American Dream pos-
sible. In front of you is the written text. And I wanted to chat with
you for my balance of the 5 minutes about FHA and how important
it is to the housing community of America, not just from the finan-
cial and economic standpoint that we talk about but, more impor-
tantly, independently how it knits the fabric of the American com-
munity together.

We have found and have evidence that folks who own a home
live in their home longer, their marriages stay together longer,
their kids get better educated, and they go on to profit from better
jobs. There is significantly less time spent in front of the TV. There
is less teen pregnancy. I can go on and on and on. Homeownership
in America knits the fabric of America together. Anytime you do
anything to diminish homeownership in America, you diminish the
moral character and the promise of America to Americans today.

Some of the things that weren’t talked about but questions
asked, were, what happens when a home is sold? Let me tell you
what happens when a home is sold in America. Number one,
$60,000 of additional money is spent in the first 18 months from
the time that home is closed. That is new roofs, landscaping, paint-
ing, furniture, carpeting. And every time two homes are sold, one
brand-new job is created. So in America, with our prospects of
ali)out 4.5 million sales this year, we will generate over 2.2 million
jobs.

When FHA was first promulgated in 1934, it wasn’t a matter of
doing something specifically for the mortgage market or even insur-
ing mortgages. What it was thought of to be was an institution
available to provide money for homeowners who didn’t have the
money to repair homes during the Great Depression and after-
wards. But what it really was thought to be was a job creation bill.
And that was because they figured on that time, what we are going
to do is we are going to create a few bucks for the folks who didn’t
have the money to repair their homes. Now we will. And that is
exactly how it came about.

You diminish America’s opportunity in any capacity, especially
today when we are just beginning to remove ourselves from one of
the most horrendous housing situations that the country has ever
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seen, and you do that at peril to destabilize the recovery of the
American housing market. We anticipate that probably in 2012, we
will see an appreciation rate of about 1.2 percent. After that, we
will see a better appreciation rate. That comes from our economists
at the National Association of REALTORS®.

We also anticipate, frankly, that some of the areas in the country
that were overbuilt—one of which was Miami with a tremendous
amount of vertical development—may, according to our chief econo-
mist, see in 2012 one of the few places in America that will appre-
ciate in double-digit figures for that year. And we have seen things
in my travels across the country, the Phoenix-Scottsdale area and
to the Las Vegas area, that REALTORS® there are beginning to
tell us, the market is moving. It is not just the light at the end of
the tunnel. It really is a diminishment of the existing inventory
that exists today. And that is a great indicator. Do something to
create a problem with that, diminish that, kill that, worry—mnot
just the industry but the consumer and the prospects of America
today to buy and create homeownership, and I think you diminish
the economic prospect of America itself. Of the last eight reces-
sions, six—six fully have come out because you have a robust and
a very rounded and energetic real estate economy.

In conclusion, NAR believes in the importance of the FHA mort-
gage and insurance program and believes that FHA shows tremen-
dous leadership, strength, and vitality during this crisis. We whole-
heartedly support the FHA program and we stand ready to work
with Congress to enhance FHA’s mission, service, and purpose.

Thanks for the opportunity.

[The prepared statement of Mr. Veissi can be found on page 138
of the appendix.]

Mrs. BIGGERT. Thanks so much. Ms. Rosen, you are recognized
for 5 minutes.

STATEMENT OF SARAH ROSEN WARTELL, EXECUTIVE VICE
PRESIDENT, CENTER FOR AMERICAN PROGRESS ACTION
FUND

Ms. ROSEN WARTELL. Thank you, Madam Chairwoman. Let me
start by reflecting that it is actually remarkable that FHA has not
yet required any supplemental support given that yet so many
other mortgage invested institutions have needed help. FHA has so
far weathered the worst housing collapse arguably in history while
serving primarily low- and moderate-income borrowers and playing
a key countercyclical role that has prevented a more devastating
overcorrection in the housing market. Without FHA, one could esti-
mate at least a million homeowners might not have had access to
mortgage credit in the wake of the crisis, which would have further
chilled housing demand, depressed prices, and exacerbated the
downturn.

FHA'’s ability to play this role is a function of its government in-
surance model where stronger books of business help cover losses
from weaker periods. FHA faces significant losses ahead from loans
that it insured in the years immediately prior to the financial cri-
sis, especially a large number of loans with seller finance assist-
ance. But its more recently insured loans are projected to have sig-
nificant economic value.
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The capital reserves of the MMI fund, beyond the expected
losses, are nonetheless uncomfortably low. More than anything
else, FHA’s solvency depends upon whether and the extent to
which housing prices continue to fall in the next 2 years. As we
have heard the actuaries say, absent further adjustments FHA’s
capital reserves can likely withstand a further drop in house prices
over the next 2 years, larger than most forecasts. But even if house
prices continue to fall and the cushion is insufficient, FHA still has
tools to bolster its reserves by further adjusting premiums or tight-
ening underwriting.

I would argue that FHA should focus on premiums and should
consider charging higher premiums on higher value loans in its un-
usually large market at the current time.

Low interest rates leave room for borrowers to absorb slightly
higher fees without creating an affordability barrier to access. In
contrast, higher underwriting standards, especially higher down-
payment requirements on top of the currently already tightened
standards, could make it difficult for a broader swath of home-
owners to obtain mortgages, putting further downward pressure on
housing demand, continued weakness in house prices and poten-
tially creating further risk to the MMI fund.

Other longer-term policies could also strengthen FHA. Congress
should consider structural reforms such as that proposed by the bi-
partisan Millennial Housing Commission in 2002 to make FHA a
more nimble but disciplined government corporation with inde-
pendent oversight of its performance and serving underserved mar-
kets and meeting financial targets but with greater flexibility in
product, design, and personnel to meet those needs. Risk sharing
is another way that FHA could limit its risk exposure while im-
proving its operations. Full insurance coverage is necessary at
times to attract capital during downturns for untested products
and to serve underserved markets. But the government may be
able to reduce its risk and expand its markets by taking advantage
of a risk partner’s assessment and mitigation capabilities.

Finally, let me note that FHA’s role in the housing finance sys-
tem of the future very much depends on how policymakers act on
other policy issues, particularly how they wind down the Govern-
ment-Sponsored Enterprises and build a new housing finance sys-
tem in their place. If you strip all government backstop from the
conforming market, FHA will likely be forced to maintain or even
grow its current inflated market share and sustain its first loss
risk. If the government maintains an explicit guarantee on select
types of conforming mortgages, standing behind private capital and
charges for it so that it can hold actuarially sound reserves against
its guarantee, FHA would be able to return to a more manageable
share of the market when prices stabilize.

I also share the concerns expressed by Mr. Cunningham that the
current QRM proposal could unnecessarily drive business and risk
to FHA that could well be served by the private sector.

In closing, I note that if the recent crisis taught us anything, it
is the imperative to closely monitor the business practices and the
actuarial health of our essential financial institutions, as this com-
mittee has appropriately chosen to do today. Congress and FHA of-



62

ficials together have the tools available to ensure that FHA con-
tinues to play its essential role while protecting the taxpayers.

Thank you.

[The prepared statement of Ms. Rosen Wartell can be found on
page 147 of the appendix.]

Mrs. BIGGERT. Thank you so much. You all must be well-sea-
soned witnesses because you have all held right to the 5 minutes,
and we really appreciate it this afternoon.

I ask unanimous consent to enter into the record written testi-
mony from Brian Chappelle of Potomac Partners LLC. Without ob-
jection, it is so ordered.

We will now turn to questions from the Members. We will adhere
to the 5 minutes. And I will recognize myself for 5 minutes.

Mr. Caplin, you have concerns that FHA is understating their
losses. Can you explain your concerns and to what extent FHA is
understating their losses?

Mr. CAPLIN. Yes, I am very concerned that they are understating
it. It is to do with something that looks technical but is incredibly
important today. The technical point is that they are measuring
losses on mortgages. So when you hear about the 2009 book of
business, that means the mortgages that have been refinanced into
2009. That does not mean the people who first bought a home in
2009. So when you hear that there is a much better book of busi-
ness in 2009, that mixes together people who are purchasing new
in 2009 and those who have refinanced into 2009. It is not sur-
prising that those who couldn’t refinance are doing worse because
there is a qualification criteria in order to refinance, which is that
you have to be current.

The big deal is that many terminations of mortgages that, in
fact, do not cause cancelation of the FHA mortgage obligation are
treated exactly the same as if they gave rise to a cancellation of
that obligation. That means that there is an absolutely incorrect
assessment of the risk of future default. It is simply flat out wrong.
It is understated because every time anybody streamlined refi-
nances, they get counted as a mortgage termination that ends
FHA’s insurance obligation. It does not.

Mrs. BIGGERT. Thank you so much for that. I appreciate it.

Mr. Cunningham, do you think that the QRM definition adheres
to the Administration’s GSE White Paper?

Mr. CUNNINGHAM. I think that the QRM, as proposed, requires—
I don’t think the White Paper anticipated or didn’t indicate any
particular downpayment requirements. So I think that the White
Paper didn’t anticipate that. I think the rule, as proposed, has gone
beyond that.

Mrs. BIGGERT. So it really just popped up after the White Paper
came out?

Mr. CUNNINGHAM. It was after the White Paper came out. The
regulators collectively proposed the rule that you see before you
today.

Mrs. BIGGERT. Is the Mortgage Bankers Association concerned
about the QRM?

Mr. CUNNINGHAM. We are concerned about the QRM and are
equally concerned about the QM. We think that both of those
should be considered together. We actually think that the QM is
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a better starting place. The concept of a borrower qualifying for a
mortgage is certainly a way to promote sustainable homeowner-
ship. So I think that it is important to have a bright line test for
qualifying a borrower. If you don’t have a bright line test, you are
going to have lenders that are going to be more conservative, deny-
ing homeownership for a lot of potential homebuyers.

Mrs. BIGGERT. Thank you. And Mr. Sinks, is it your belief that
private capital stands ready to get into the market space when the
government vacates?

Mr. SINKS. Yes, it is. We believe we have the capacity to fulfill
the space that will be left by the FHA. There is plenty of capital
in the industry today. And we also know that—there is a lot of dis-
cussion about new entrants coming into the industry. I think once
there is greater certainty around—as Mr. Cunningham said—the
resolution of QRM and the resolution and the future of the GSEs,
then we will most definitely see capital back to the MI industry
and therefore we will have capacity.

Mrs. BIGGERT. Thank you. Mr. Scire, are there private sector al-
ternatives to the FHA insurance for homebuyers, particularly at
the higher end of the market? Do we have the alternatives now?
Or are there alternatives that should be?

Mr. SciRE. We haven’t really done the work to take a look at
what that part of the market looks like, so I really can’t answer
that question. I would be glad to look into it, though, for you.

Mrs. BIGGERT. Okay. Thank you.

Ms. Rosen Wartell—I am sorry. I think they left the second part
of your name off up there. Fannie and Freddie had been bailed out
by the taxpayer to the tune of over $180 million to date. What po-
tential exposure do taxpayers have to bail out FHA?

Ms. ROSEN WARTELL. As I mentioned in my testimony earlier, 1
think that there are steps that FHA has the ability to take that
could well prevent any exposure. And if there ends up being short-
term exposure, much of that has the ability to be repaid from rev-
enue that could be earned over time from these very strong books
of business that FHA has. So as Secretary Donovan said, no one
should be comfortable, given the limited cushion.

Mrs. BIGGERT. Thank you. I am going to have to yield back. I am
over my time. Thank you. Mr. Green from Texas, you are recog-
nized for 5 minutes.

Mr. GREEN. Thank you, Madam Chairwoman. And I thank the
witnesses for appearing. So as not to allow your testimony to be
misconstrued at some later point in history, is it correct to say that
not one of you has concluded that FHA should be eliminated? If
you are in agreement with me, would you kindly extend a hand
into the air? I know it is something that you might not ordinarily
do at a hearing, but we do this in court with something called voir
dire. So if you would, if you think that FHA has a meaningful role
in the housing market, kindly raise a hand, please.

All right. For the record, please let it reflect that all of the wit-
nesses have concluded that FHA has a meaningful place in the
housing market.

If you think that FHA has been a benefit in stabilizing and help-
ing with the recovery that has not been completed—I understand
that we are not there—but do you agree that FHA has been a ben-
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efit in helping us to get through this downturn in the market in
that it has acted as a countercyclical force? If you agree with this,
would you kindly extend a hand into the air?

Let the record reflect that all of the parties agree that FHA has
been a countercyclical force in helping us with the recovery.

Now, friends, I am doing this because I have been here long
enough now to know that later on, there will probably be some talk
of FHA going away. I don’t think that this is what your testimony
was intended to convey. As a matter of fact, Mr. Veissi, your testi-
mony showed the importance of FHA, which is what I attempted
to do earlier as well. And also, it indicates the multiplier impact
on jobs. A great number of jobs are created not by FHA itself but
when houses are sold, you go beyond just the buyer and the seller
to all of the various other industries that are associated with the
selling of a home.

Finally, let me ask this: The QRM, important. The QM, impor-
tant. Do you have a number that you have given considerable
thought to that you would like to share today? I don’t want to put
you on the spot, Mr. Cunningham. But this appears to be an area
where you have some degree of expertise. Where are you on the
QRM?

Mr. CUNNINGHAM. I am not sure I understand your question.

Mr. GREEN. What percentage would you conclude would be a
good number?

Mr. CUNNINGHAM. As I indicated, I think honestly the QM, the
Qualified Mortgage, is the better place to start. Focus not on hard
guidelines that might be mandated or legislated that could neces-
sitate change in the future but rather focus on the borrower, quali-
fying a borrower for the mortgage that they are applying for.

Mr. GREEN. I am available to hear other comments because I
may not have the opportunity—yes, Mr. Veissi, with the REAL-
TORS®?

Mr. VEissi. I want to make sure that we understand that the
downturn in the real estate—at least I understand the downturn
in the real estate market was not because we produced a bad prod-
uct or we had bad people buying. It was because we had horrible
underwriting standards and significantly little oversight. You can
take a look at a VA mortgage today with the lowest foreclosure rate
across-the-board, and they require zero down. Look, the reality is,
if you have a qualified individual who is willing to commit to make
the payments and they are reasonably invested in that, that is ex-
actly where you go. That is where you go.

Mr. GREEN. As a matter of fact, there are some persons who can-
not afford a downpayment but are paying rent that exceeds what
a mortgage would be. And they would be a good risk. But the ques-
tion is, how do you get to them in a systematic way, such that you
don’t find yourself underwriting loans that may cost taxpayers
some money in the future?

Yes, Ms. Rosen?

Ms. ROSEN WARTELL. May I comment on the QRM? I will note
that the statute did not include a downpayment—it listed a num-
bers of factors as relevant to the characters of QRM exemption and
it did not list downpayments. And there is a deep concern that by
setting a particular downpayment threshold, you bifurcate the mar-
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ket and create less liquidity in one market, raising the prices and
essentially diminishing availability for the borrowers who have
those lower downpayment amounts which will drive business to
FHA. So I would argue that almost regardless of the threshold, you
will have that market bifurcation effect.

Mr. GREEN. I thank all of you. My time has expired. I am one
of those who is of the opinion that we can mend FHA, that it has
a meaningful role. There is no need to move to some far extreme
such that it will no longer be effective and in effect not exist.

Mrs. BIGGERT. The gentleman’s time has expired.

Mr. GREEN. And I thank you for being here today, witnesses.

Mrs. BIGGERT. The gentleman from Florida, Mr. Posey, is recog-
nized for 5 minutes.

Mr. Posey. Thank you, Madam Chairwoman. I would like to
thank everyone on the panel. You are all very informative. I think
you all brought some good information to us. There is not any of
you who didn’t enlighten me significantly.

Mr. Sinks, did I understand you to say that you think there cur-
rently exists a market sufficient to replace FHA if FHA was to va-
porize tomorrow?

Mr. SINKS. We are not advocating that the FHA vaporize, but we
do believe that they have a role and if they return to their histor-
ical norm in terms of that role, there is enough private capital in
the private MI industry to support the market.

Mr. PosEY. Has it always been there?

Mr. SINKS. Certainly, in recent times it has, yes.

Mr. PoseyY. Then why did they even go to FHA if there were pri-
vate alternatives available?

Mr. SINKS. I think it is a combination of factors. Back in 2007
and 2008, the private industry lenders and mortgage insurers
tightened up their underwriting guidelines, and the FHA was able
to step in and pick up that part of the role. As time has moved on,
one of the things we have experienced now, as I mentioned in my
testimony, on the conventional loan side, which is the loans that
go to the GSE, they have loan level price adjustments in their pric-
ing. And as a result of that, the FHA becomes a better execution,
so more consumers are going to FHA. In addition, the downpay-
ment requirement, the difference of 3.5 percent at the FHA versus
5 percent that is generally with the MIs—

Mr. POsSEY. Ah, so there is a difference. A downpayment does
make a difference then?

Mr. SINKS. Yes, sir.

Mr. POSEY. So it doesn’t sound like really truly we have a market
that is willing to step in and pick up at the more reasonable down-
payment level than actually.

Mr. SINKS. That is correct.

Mr. PoskeY. I thought I heard you say that right. And what you
said apparently isn’t exactly what you meant. But thank you.

Mr. Veissi, if the FHA’s more minimal downpayment program
was eliminated, what do you think would happen to the market?
We have people who are suggesting we raise FHA downpayments
to 20 to 30 percent in an effort to make the loans more secure
when, as you just mentioned, and an example I often use, VA has
a 2.5 percent loss ratio, the lowest of anybody that I know of, and
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most of their loans are zero downpayment. But should the FHA low
downpayment program go away, what do you think the impact
would be on the market?

Mr. VEIssI. If we are talking the 20 percent down, we have done
some statistical analysis. We figure that probably it would take the
normal homeowner—the new first-time homebuyer somewhere be-
tween 9 and 14 years to save enough money to make that 20 per-
cent downpayment. In the fragile recovery period that we are in
today, you would literally devastate the real estate market by
doing something like that. FHA has done an enormous amount of
good for not just the real estate market today but for the first-time
homebuyer in these last 4 or 5 years. About 75 percent of all first-
time homebuyers last year made that purchase through FHA. I can
tell you because I do this every day, and I travel the country and
speak to our people every day, that trying to extract a loan from
a conventional bank is like trying to beat up a rock and get blood
out of a turnip. It just ain’t happening. So unless there is another
alternative way and we have beat this one to death, especially dur-
ing these tight times, you are going to see the real estate recovery
really stagnate. And that is enormously important to understand.
Do that, and you really will wrench out the recovery and probably
the economic recovery of this country.

Mr. Posey. Thank you. That is a good world perspective on it ac-
tually. Mr. Cunningham, your thoughts on the same thing?

Mr. CUNNINGHAM. I agree with those comments exactly. I think
that FHA has played an important part in our fragile housing re-
covery. I think it provides stability in the housing market, liquidity
in the housing market. I think that the proposals for QRM, if we
could eliminate the debt-to-income requirements and loan-to-value
and focus on QM, I think that would be a significant move in the
right direction. I think that it is very important for us to provide
a government role in housing to provide liquidity in the market-
place.

Mr. POSEY. So generally, the consensus, I think, is that we don’t
agree with the concept that the best way to eliminate a large in-
ventory of housing is to make it more difficult to buy them?

Mr. CUNNINGHAM. Correct.

Mr. Posey. Thank you. Thank you, Madam Chairwoman.

Mrs. BIGGERT. Thank you. The gentleman from North Carolina,
Mr. McHenry, is recognized.

Mr. McHENRY. I just wanted to ask broadly—my colleague on
the other side of the aisle asked a few broad questions of the panel.
I just want to start by asking whether anyone on the panel would
say that FHA having as large a role in the mortgage marketplace
is a healthy thing. Would any of you volunteer to say that? Okay.
All right. So we are not talking about—there is not a discussion on
this committee about eliminating FHA. There is a discussion about
fixing it. And you know some of us look at FHA and say, when
FHA is playing such a large role in the mortgage marketplace, per-
haps there is something severely wrong with the mortgage market-
place, right? Which everybody on the panel—I think you would
think, obviously, right? It is sort of a reality here. So to Mr. Sinks,
with the temporary conforming loan limits being raised, then Octo-
ber 1st, they went back down under law; and then this Congress
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acted—I voted against this measure on the House Floor—I think
it was bad policy to raise the loan limits back up. So we saw a
month of activity when the loan limits went back down. Did you
see the private sector filling in where FHA could no longer serve?

Mr. SINKS. Yes.

Mr. McHENRY. Okay. That is a very elaborate answer. Fantastic.
It is a wonderful answer. I love that.

Mr. SINKS. If I may, the announcement that the loan levels are
going to drop, typically what happens in the lending community is
they will start making those adjustments prior to the effective
date. So even though the effective date was October 1st, we were
seeing lenders in August and September making those changes. So,
it is a definitive yes.

Mr. MCHENRY. So you saw the private capital filling in, right?

Mr. SINKS. Yes.

Mr. McHENRY. And was that a healthy thing? Did you think that
that was a positive?

Mr. SINKS. Yes. We believe that was positive.

Mr. McHENRY. I ask this, I know it is a very simple and basic
question, but there is a lot of debate here. We heard from Secretary
Donovan. We have heard from the Administration. They said, it
was a healthy thing that the loan limits went back down. Let me
just ask broadly of the panel, is that a good thing, that the loan
limits go back down for FHA?

Mr. CUNNINGHAM. I would contend that it is not. And I will use
North Carolina as an example. I have offices scattered across North
Carolina. We have—and I have a loan officer in Charlotte who has
been anxious about the FHA increase back to the old limit. And in
Charlotte, that would mean increasing from $270,150 to $303,000.
But that amount of increase, he has a potential three borrowers
waiting in the wings on the FHA’s mortgagee letter that are pro-
posing to buy a house that otherwise could not buy a house.

Mr. McHENRY. Why? Why couldn’t they buy it?

Mr. CUNNINGHAM. Downpayment.

Mr. McHENRY. How much downpayment do they have?

Mr. CUNNINGHAM. How much downpayment? I don’t know ex-
actly how much they have.

Mr. McHENRY. Okay. So this is less about FHA, your example,
than about the failure of the rest of the mortgage market?

Mr. CUNNINGHAM. It is actually—

Mr. McHENRY. My time is limited, sir. So let me just go across
the panel.

The loan limits going back down, is that a better thing or a
worse thing, in your opinion? If we could just go very briefly. I have
1 minute.

Mr. ScIRE. I think it is an appropriate thing for the Congress to
weigh in on this as to what is the market segment in which it ex-
pects FHA to operate.

Mr. McHENRY. Okay.

Mr. CAPLIN. The risk assessment is not at an adequate level to
provide an answer.

Mr. VEIssI. Anything that would impact a downpayment and con-
dense the amount of prospective purchasers or the ability for them
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to get mortgaging would devastate the real estate market, espe-
cially now.

Mr. McHENRY. Okay.

Ms. ROSEN WARTELL. When there is not only availability of mort-
gage insurance but funding and capital for access that is provided
to the secondary market, then FHA’s market share should be sig-
nificantly smaller.

Mr. McHENRY. Yes. Okay. I appreciate your testimony and your
answers on this. I think that the key thing to understand was that
FHA and our fellow housing programs were intended for the least
among us, not the greatest among us. And when FHA is stepping
in, in very high home value areas and subsidizing very high-net-
worth individuals, we are simply giving a subsidy to folks who
could otherwise get lending elsewhere, not those who are at the
margins who are struggling to get into a $100,000 or $200,000
house.

Mrs. BIGGERT. The gentleman’s time has expired. The gentleman
from California, Mr. Sherman.

We are approaching a vote and also another committee coming
into this room. So this will be our last questioner.

Mr. SHERMAN. Thank you.

In reference to the gentleman from North Carolina, he comes
from a State without a high-cost area in the State. And so, it is
very easy for him to vote against a bill that would prevent a major
recession from hitting Los Angeles. But I assure him that if a re-
cession starts in Los Angeles, it will reach to North Carolina.

Mr. McHENRY. Would the gentleman yield?

Mr. SHERMAN. 20 seconds.

Mr. McHENRY. I appreciate that. I certainly understand your
perspective on it. But when we are talking about Federal policy,
subsidizing a $500,000 house is very different than helping some-
body who is trying to get—

Mr. SHERMAN. You have never seen a $500,000 house in the San
Fernando Valley. I assure you, it is smaller and the people who live
in it are more working class than those in the $250,000 houses in
much of North Carolina. And that is why having a law that distin-
guishes between your State and mine is necessary. And if you want
to see every home in Los Angeles drop by $100,000, and think it
won’t hit North Carolina, we are an interconnected economy.

I will also point out that this increase, as temporary as it is, af-
fecting only roughly 10 markets around the country, is not sub-
sidizing the borrowers at over $625,000. Before this panel came in,
we heard from the Secretary of HUD, who testified that the loans
in amounts between $625,000 and $729,000 outperformed the other
loans. They subsidize the FHA’s other work. So the people in my
district are happy not to see a collapse in home prices and are
happy to pay insurance premiums that help subsidize what goes on
in North Carolina.

Mr. Veissi, I think you already have it on the record. But if we
define “qualifying residential mortgage” as requiring in all cases a
20 percent downpayment, what happens to home prices nation-
wide?
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Mr. VEIssi. We have the physical evidence that shows that you
could affect home prices across-the-board as much as a 15 percent
downturn.

And I just want to comment for just a second. Real estate is local
in nature. It is not across-the-board. You made great mention of
the fact that prices in California are not the same as Sevierville,
Tennessee, or Houston, Texas, or even Miami, Florida. And you
have to be sensitive to the fact that real estate is uniquely different
in location, from place to place.

Mr. SHERMAN. So that would be location, location, and location
being relevant to real estate?

Mr. VEISSI. Yes.

Mr. SHERMAN. And I would also add to your 15 percent comment,
we heard from the earlier panel that if we saw anything over a 4,
5, or 6 percent decline in home values in this country, that would
cost FHA—would use up its reserves. And God knows what it does
to Fannie and Freddie. But a 15 percent decline in home values na-
tionwide would do more to increase the Federal deficit than any-
thing I can think of. And I have been called a liberal Democrat, so
I can think of a lot of things.

The other comment I would make is that, like Mr. Veissi’s re-
sponses, if we could increase in the high-cost areas Fannie and
Freddie, wouldn’t that open the door to private mortgage insurance
taking some of the risk, diminishing the Federal risk, reducing
FHA'’s role, all the things that some of our colleagues are talking
about? Not that I am not grateful for the FHA. But if we could do
Fannie and Freddie?

Mr. VEIssI. I think anytime you give private money real comfort
in knowing that there exists parameters you are going to have
them come back into the marketplace wholesale and be more com-
petitive on that level. And then, FHA will take a much smaller por-
tion of the marketplace. I think that goes without saying. Plus,
what you heard from the testimony this morning was that the
higher-cost loans had a lesser amount of foreclosure than those
even in the smaller places.

Mr. SHERMAN. We may have expensive homes, but we do pay our
mortgages. And the final thing I want to point out is this idea that
there was no harm, no foul. People prepared for this in high-cost
areas, like the area I represent—the gentleman from North Caro-
lina does not—and completed their transactions and their sales in
the summer. They were ready to go for a few months. But if we
had not gotten that higher FHA, you would have seen a spiraling
down in prices.

And for the record, Mr. Veissi is nodding. I yield back.

Mrs. BIGGERT. Thank you. And just for the record, Mr. Scire, are
there controls on how much money FHA can draw down from the
Treasury?

Mr. ScIRE. So if FHA were to use up the amounts that are in
the capital reserve account, they would, in consultation with OMB,
draw on permanent indefinite authority to make up whatever dif-
ference would be required to replenish what is needed for the fi-
nancing account through the capital reserve account. So this per-
manent indefinite authority provides whatever appropriated dollars
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m}ilglllt be needed in order to make the capital reserve account
whole.

Mrs. BIGGERT. So there is no limit?

Mr. SCIRE. No.

Mrs. BIGGERT. Thank you.

The Chair notes that some Members may have additional ques-
tions for this panel which they may wish to submit in writing.
Without objection, the hearing record will remain open for 30 days
for Members to submit written questions to these witnesses and to
place their responses in the record.

Again, thank you. Thank you for your patience, and thank you
for being here. You have been very helpful, I think, in bringing
your testimony to us, and we thank you so much. And with that,
this hearing is adjourned.

[Whereupon, at 2:08 p.m., the hearing was adjourned.]
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EXECUTIVE SUMMARY

I propose two measures to help the Federal Housing Administration (FHA) safeguard its
Mutual Mortgage Insurance Fund (MMIF). The first measure involves filling a profound
gap in the actuarial review. The second involves expanding access to underlying FHA
data to research teams capable of enhancing the risk assessment.

1. AGAPINTHE ACTUARIAL REVIEW

The first measure involves filling a profound gap in the actuarial review. This gap makes
it currently impossible to answer two basic guestions.

1. What proportion of recent FHA-backed borrowers has defaulted?
2. What proportion is likely ultimately to default?

The centrality of these questions is evident. The answers determine the risks that FHA
programs pose to taxpayers in their role as guarantors. They determine the probability
that FHA-backed homebuyers will face the trauma of foreclosure. They determine the
probability that Congress will be asked to recapitalize FHA’s Insurance Fund. They
determine the likely timing and size of any such request or requests.

Depressingly, the Actuarial Report does not answer these questions. Rather than
projecting the success and failure of FHA-backed borrowers, it projects the performance
of FHA-backed mortgages. This results in down-ward biased loss projections. Work that
was initiated some two years ago with Joseph Tracy, Executive Vice President and Senior
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Advisor to the President of the Federal Reserve Bank of New York, suggests this bias
may be highly significant.! There is a far higher probability than currently projected that
a large bill will be due taxpayers, that FHA-backed homebuyers will face foreclosure,
and that Congress will be called upon to significantly recapitalize FHA’s Insurance Fund.
History will judge us poorly if we continue to bury our heads in the sand. Neglect is not
benign, and time is most definitely not on our side.

While it may sound like a narrow technical issue, the distinction between projecting
borrower performance and projecting mortgage performance is of highest practical
significance. In recent years the FHA’s “streamline refinance” program has been in high
demand. In this program, FHA-backed mortgages can be refinanced to prevailing lower
rates without any new underwriting. I regard this as an excellent program.? The problem
is not with the program, but rather with the Actuarial Report, which treats each such
refinance as if it represented final termination of FHA’s insurance obligation. In truth,
there is no cancellation of the underlying insurance and little by the way of additional
fees to FHA. By lumping refinancing together with mortgage terminations in which the
FHA’s insurance obligation is extinguished, e.g. following a successful house sale, the
Actuarial Report overestimates both FHA’s past success rates and its projected future
success rates.

My ongoing work with Joe Tracy suggests that the resulting underestimation of losses is
significant. In this period of falling rates and housing market trauma, streamline
refinancing appears to have been the most prevalent method of early mortgage
prepayment. How could it be otherwise? There has been a significant incentive to
refinance, as rates on standard FHA-backed mortgages have fallen from 6.00% p.a. in
January 2009 to 5.23% p.a. in January 2010 and 4.51% p.a. in January 2011.% In the
meantime, there has been little opportunity for turning a quick profit by selling a recently
house and moving. If our preliminary findings on mortgage terminations hold up to
further work on the underlying data, as we expect they will, default rates on recent FHA
mortgages will stay at elevated levels for years after they are currently projected to
decline.

I am upset with the slow pace of our progress on this research. Unfortunately reality is
not on pause. My first proposal is for HUD to instruct IFE immediately to re-estimate the
loss model linking together FHA mortgages that are refinanced one into the other.

2. DATA AVAILABILITY

My second proposal relates to data availability and analytic capabilities. I propose that
Congress supply HUD with the additional resources it requires to make data available to

! Aragon, Diego, Andrew Caplin, Sumit Chopra, John V. Leahy, Yann LeCun, Marco Scoffier, and Joseph
Tracy, 2010, “Reassessing FHA Risk” NBER Working Paper No. 15802

? Just such a program was proposed in Caplin, Andrew, Charles Freeman, and Joseph Tracy, 1997,
“Collateral Damage: Refinancing Constraints and Regional Recessions,” Journal of Money, Credit, and
Banking, vol. 29(4), 496-516.

* http://portal.hud.gov/hudportal/documents/huddoc?id=tharates_current.pdf
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outside researchers and institutions with appropriate analytic capabilities, such as the
Federal Reserve Bank of New York. Risk assessment will be dramatically enhanced once
additional research teams are encouraged to participate. The resulting improvements will
help FHA retain its reputation for helping homebuyers while safeguarding taxpayers.

The hour is late. Let us not fail in our collective responsibility to provide borrowers,
taxpayers, and FHA itself with the information they require to effectively measure,
mitigate, and manage true risk.
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Chairman Bachus, Ranking Member Frank and members of the committee, thank you
for the opportunity to testify on behalf of the Mortgage Bankers Association (MBA) on
the recent release of the Federal Housing Administration's (FHA) FY 2011 Actuarial
Report, and its findings on the state of the Mutual Mortgage Insurance Fund (MMIF).
My name is Hank Cunningham, and | am President of Cunningham and Company, an
independent mortgage banking firm with offices throughout North Carolina. Our
company was founded in 1990 and we are proud to have helped open the door to
homeownership for over 30,000 homebuyers. | have more than 37 years of
professional mortgage experience, am immediate past Chairman of MBA’s Residential
Board of Governors and also serve on MBA's Board of Directors. Thank you for holding
this hearing on the actuarial soundness of FHA's insurance fund.

FHA is an essential element of the American housing finance system and is especially
important to segments of the population who need a little exira help in securing safe,
decent affordable housing — whether through the American dream of homeownership or
the foundation of affordable rental housing.

More than any other national program, FHA focuses on the needs of first-time, minority,
and low- and moderate-income borrowers. According to recent data provided by the
Department of Housing and Urban Development (HUD), both first-time homebuyers and
minorities continue to make up a significant portion of FHA's customer base. As of
QOctober 2011, approximately 76 percent of FHA-insured home purchase loans were
made to first-time homebuyers, and 33 percent of these first-time homebuyers were
minorities. Minorities also comprise a higher percentage of the FHA market than the
conventional mortgage market.

Last decade, there were discussions about whether FHA was truly necessary, or if the
private sector could assume its functions. The significance of FHA in the housing
finance system has been underscored, however, by the recent economic crisis that
began in late 2008 and resulted in the retreat of the private sector and an illiquid
mortgage market. FHA's counter-cyclical role has proven invaluable to maintaining
liquidity in the single family market and has helped buttress the country’s unstable
housing finance system. With the contraction of the private sector, FHA’'s market share
has grown to almost 30 percent of all loan originations and has reached as high as 50
percent in some areas of the country. In 2011, FHA and other government housing
programs have typically accounted for 40 to 50 percent of all purchase mortgages,
according to MBA data.

The Mortgage Bankers Association has always been a proponent for a strong and
vibrant FHA. Our members called for updates and enhancements to FHA's risk
management, scope and operations well before the current market disruptions
reestablished FHA's prominence as a catalyst for bringing liquidity to the housing
finance system. In 2009, MBA created an executive level task force that called for swift
and appropriate measures {o protect the safety and soundness of the program,
including raising net worth requirements for FHA approved lenders, reevaluating credit
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and underwriting standards, reexamining the insurance premium structure, and
establishing sensible consumer and lender protections for the Home Equity Conversion
Mortgages (HECM), or reverse morigages, program.”

FHA made a series of single family risk management and lender oversight and
enforcement changes over the last two years designed to protect its financial stability,
including raising the annual mortgage insurance premium 25 basis points (bps) this year
to 110 or 115 bps (depending on the loan-to-value ratio), increasing down payment
requirements from 3.5 percent to 10 percent for borrowers with credit scores below 580,
eliminating FHA's approval of loan correspondents, raising lender net worth
requirements in all programs, re-examining HECM policies, and establishing the Office
of Risk Management, which provides risk assessments for all FHA programs. MBA
commends HUD and FHA for taking proactive measures in order to reduce taxpayers’
exposure.

Although many of the policy changes resulted in fewer approved lenders and slightly
more expensive mortgage financing for consumers, the industry believes that it was
imperative to put safeguards in place early to ensure the future viability of FHA. These
changes put FHA on more stable footing and allowed it to continue to support the
housing market.

On November 15, 2011, FHA released its annual Actuarial Report, which provides an
update on the financial health of the MM! Fund, a system of accounts used to manage
FHA's single family mortgage insurance programs. The report continues to show that
the capital reserve account of the MMI Fund is well below the two percent statutory
threshold. It has fallen to 0.53percent in 2009, to 0.50 percent in 2010, and now to 0.24
percentin 2011. While the announcement in 2009 that the Fund had fallen below two
percent was a major wake-up call, this Actuarial Report is a fresh reminder that the
country is still in the aftermath of a significant recession. The two percent target was
established by Congress in order to ensure that FHA could withstand the stress of a
major housing and mortgage market disruption, an event like the one the industry is
currently experiencing.

MBA recognizes, however, that the agency will need to continue to diligently monitor the
Fund and make reasonable management decisions to ensure it remains a viable low
downpayment option for its targeted population. We support upcoming program
changes such as prudently strengthening lender oversight and monitoring, increasing
staff of the Office of Risk Management and Regulatory Affairs and integrating that staff
into various business lines, and leveraging new technology resources. These changes
are necessary to buttress FHA against forces that are beyond the agency's control,
such as a sharp decrease in house prices and changes in state foreclosure laws, which
could undermine its strategic planning and cause additional stress on the Fund.

! See Mortgage Bankers Assn., The Future of the Federal Housing Administration (FHA) and the Government

National Mortgage Association (Ginnig). (September 2010),
http://www . mortgagebankers.org/files/ResourceCenter/FHA/TheFutureofFHAandGinnieMae.pdf.
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FY 2011 FHA Actuarial Report

The Actuarial Report provides an assessment of the fiscal health of FHA and its
financial outlook. These reports provide a snapshot of the FHA porifolio at a particular
point in time, which in this case was the end of FY2011. As expected, the capital
reserve ratio of the MMI Fund continues to be below the minimum congressional
requirement of two percent. The capital reserve fund is now at 0.24 percent, down from
0.50 percent in FY 2010. Given that the country just went through an extremely severe
recession from which it is still recovering, it is not surprising that FHA is experiencing
significant losses on loans made prior to the boom, as well as losses on the large
volume of new business. Clearly, high unemployment and stagnant housing markets
are weighing heavily on the MMI Fund.

Highlights of the Actuarial Report include:

» The capital reserve ratio of the MMI Fund remained positive at 0.24 percent. In
the FY 2010 report, the ratio was 0.50 percent. The capital reserve ratio
measures excess beyond forecasted net claim costs on outstanding loans.

« The Actuarial Report cites several important reasons for the decline in the capital
reserve ratio, including:

o Continued home price declines;

o Loans from 2006-2008 that are hitting serious delinquency (90+ days)
rates above expectations, and have been for over a year, meaning that
claims are likely;

o Seriously delinquent loans that have corrected have a higher re-default
potential; and

o Expectation of more claims due to foreclosures in 2012. (In 2011, the
controversy over “robo-signings” delayed many foreclosures. The
expectation is that all delayed foreclosures of defaulted loans will
ultimately go to claim.)

« FHA'’s total cash plus investments is estimated at $33.7 billion ~ $7.7 billion
higher than predicted last year by the independent actuaries. This difference is
due to a decrease in claims and the impact of the change in insurance premium
structure implemented in FY2011 combined with an increase in new insurance
endorsements in FY2011, which are close to $11 billion (nearly double that of
FY2010).

¢ The economic net worth (ENW) of the Fund fell by $2.1 billion this year ~ from
$4.7 billion to $2.6 billion — as FHA continued to build loss reserves to prepare for
higher expected claims in the coming years.
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¢ FHA assets are $7.7 billion higher than predicted in the FY2010 Actuarial Report
due to the premium increase made effective in April 2011, and a slowdown in
foreclosures because of the robo-signing controversy.

e The robo-signing controversy caused claims to decrease because some major
servicers and states temporarily suspended foreclosures until processes could
be appropriately validated. The expectation of the actuaries is that all FHA loans
caught up in the controversy will result in a claim payout in 2012.

o The MMI Fund shouid exceed two percent by FY2014 under the best case
scenario, assuming a home price recovery in 2012 and growth in home prices
beginning in 2013.

s FHA predicts the chance of the Fund going negative is close to 50 percent. Any
cash infusion from the United States Treasury would be for the pre-2010 books.
Future home price declines would need to be significant in order to greatly impact
the 2010 book of business.

MBA has reviewed the audits of the MMI Fund. These audits used a wealth of data and
sophisticated modeling techniques. Different choices of model specifications or
economic assumptions might have led to somewhat different results, but these audits
appear to have been conducted carefully and professionally, and hence are a valid
basis for the important public policy discussion regarding FHA in which we are now
engaged. MBA believes that minor specification changes in the default model, or subtle
differences in the treatment of the data, would not have yielded significantly different
results. Uncertainty regarding the economy is a more important factor.

With regard to economic uncertainty, MBA wishes to underscore that the soundness of
FHA's financial position is intricately tied to whether the assumptions and predictions
that were used as the basis for the Actuarial Report hold true. While the industry is
cautiously optimistic about the growth in home prices over the next few years, MBA
recognizes that the economy is in a precarious state and that it is difficult to forecast
economic trends, such as interest rates, in such uncharted waters.

importantly, FHA's capital adequacy requirements are designed to be analogous to
those for private institutions — they minimize the likelihood that taxpayers would need to
provide funds to FHA. For a private sector financial institution, regulatory capital
measures are a key measure of financial health. Banks and other financial institutions
set aside reserves fo cover expected losses on lending, but also hold capital to cover
unexpected losses that may arise from changes in economic or financial market
conditions or loan performance. Regulators require financial institutions to hold
sufficient capital to minimize the likelihood that they would become insolvent during a
crisis. FHA’s requirements are modeled after these sound and proven practices.
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National Delinquency Survey

On November 17, 2011, MBA released its third quarter National Delinquency Survey
(NDS) results. While the survey showed that delinquency rates improved in the third
quarter, the foreclosure data indicates we are still not out of the woods and that serious
issues continue to vary by geography. Depending on location, different trends are
driving these results. The increase in the foreclosure starts rate this quarter was driven
by large increases from a few servicers, concentrated in certain “hardest hit” states like
Florida and California. For most servicers, the foreclosure starts rate was little changed
over the quarter. In these "hardest hit” states, the few large changes reflects the
progression of delinquent loans through the foreciosure process. Outside of these
states, improvement has continued, although at a slow pace due fo the weak job
market.

The 30-day delinquency rate, the measure of early stage delinquency, reached its
lowest level since the second quarter of 2007, a sign that new mortgage delinquencies
have slowed. This is an indication that the overall housing market is beginning to
recover and should positively impact FHA. Foreclosure starts, however, increased this
quarter, the first increase in a year after declining for three straight quarters, and is now
back up to the levels of the first quarter of 2011. This trend is largely driven by loans
leaving the loss mitigation process and the ending of state remediation programs and
foreclosure moratoria.

The percentage of loans in the foreclosure process was unchanged from last quarter
but up from the third quarter of last year. The foreclosure inventory rate remains quite
elevated, but is at the lowest point since last year. Similar to last quarter, the top five
states (California, Florida, illinois, New York, and New Jersey) in terms of the number of
loans in foreclosure make up more than 52 percent of the national total. FHA should
closely monitor its concentrations in those states. The disparity in loans in foreclosure
between the judicial and non-judicial states continues to widen as backlogs continue
with more new foreclosures entering the pipeline.

The FHA data reflects the influence of the overall delinquency trends and its causes
(see chart below). Compared to the second quarter of 2011, on a seasonally adjusted
basis, the overall delinquency rate decreased for all loan types. FHA loans experienced
declines, with the delinquency rate decreasing 53 basis points to 12.09 percent. The
seasonally adjusted delinquency rate decreased 42 basis points to 4.32 percent for
prime fixed loans and decreased 103 basis points to 10.73 percent for prime adjustable
rate mortgage (ARM) loans. For subprime loans, the delinquency rate decreased 138
basis points to 21.24 percent for subprime fixed loans and decreased 211 basis points
o 25.07 percent for subprime ARM loans.
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The percent of loans in foreclosure, also known as the foreclosure inventory rate,
remained unchanged from last quarter at 4.43 percent. The rate for FHA loans
increased three basis points to 3.27 percent. The foreclosure inventory rate for prime
fixed loans remained unchanged at 2.56 percent. The rate for prime ARM loans
decreased 11 basis points from last quarter to 9.05 percent. The rate for subprime ARM
loans increased 50 basis points to 22.73 percent and subprime fixed loans saw a
decrease of 19 basis points to 10.82 percent.

The non-seasonally adjusted foreclosure starts rate increased five basis points for FHA
loans to 0.78 percent and increased seven basis points for prime fixed loans to 0.69
percent, 34 basis points for prime ARM loans to 2.16 percent, six basis points for
subprime fixed to 2.50 percent and 103 basis points for subprime ARMs to 4.65 percent.

Compared with the third quarter of 2010, the foreclosure inventory rate increased five
basis points for FHA loans, 11 basis points for prime fixed loans, 194 basis points for
subprime fixed, and 95 basis points for subprime ARM loans. The foreclosure inventory
rate decreased 100 basis points for prime ARM loans.

An analysis of the Actuarial Report and NDS indicates risks to the MMi Fund. MBA
recommends that FHA closely monitor its increasing delinquencies, given its confinued
rise in volume and seasoning of loans. However, FHA's new premium structure, current
prudent policies, and strong, experienced leadership should be a bulwark against
further decline. FHA is much better positioned to withstand the unpredictable economic
future because of the following indicators:
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« The FY2011 book of business has an expected economic value of close to $11
billion, nearly double the actuaries’ projection for this book in last year’s report.

« The credit quality of FHA borrowers in FY2011 continues to improve, with the
average decision credit score across all borrowers increasing to over 700. The
second quarter of FY2011 had an average borrower credit score of 704, with 38
percent having a credit score over 720.

+ Although premium revenue was down in FY2011 (due to lower volumes of new
insurance and the change to a greater reliance on annuatl rather than upfront
premiums), over time FHA expects total premium receipts will be higher under
the new rate structure.

s Re-defaults from 2010 and 2011 cures are declining from the high reached in
2009. In 2010, re-default declined from 39 percent to 30 percent, a reduction of
nine percent.

The Return of the Private Market

A key component of putting private capital on the front lines is to revitalize our
secondary mortgage market by updating our housing finance system. Since the creation
of Fannie Mae in the 1930s, the federal government has played a key role in providing
stability to the secondary mortgage market. The current housing crisis has tested the
government's role and led to calls for a fundamental rethinking of how the government
plays its part.

MBA has put forward a suggested framework for government involvement in the
mortgage markets, with a particular focus on the roles currently played by Fannie Mae
and Freddie Mac. MBA’s recommendations represent a clear, concise and workable
approach to ensuring liquidity to the mortgage market. The proposed framework
carefully balances the government's ability to ensure liquidity with the need to protect
taxpayers from credit and interest rate risks associated with mortgage finance. Itis a
plan that promotes the return of private capital while limiting the government'’s footprint
in mortgage finance, helping the markets function efficiently while protecting taxpayers.
MBA looks forward to working with Congress on this vital issue.

Another threat to the return of the private market continues to be the outcome of the
Qualified Residential Mortgage (QRM) and the Qualified Mortgage {(QM) rulemakings.
One of the Dodd-Frank Wall Street Reform and Consumer Protection Act's (Dodd-
Frank} most significant provisions requires issuers of asset backed securities to retain
an economic interest in a portion of the credit risk for any asset that the issuer
securitizes. MBA supports the concept of risk retention and believes Congress' intent in
crafting this section was to address errant securitizer and originator behavior inherent in
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the originate-to-sell model by better aligning the interests of borrowers, lenders and
investors in the long-term performance of loans.

This “skin in the game” requirement, however, is not a cost-free policy option.
Recognizing these costs, Dodd-Frank establishes an exemption from risk retention
requirements for QRMs. The QRM exemption was intended to recognize that traditional
mortgage loans — standard products, properly underwritten and with appropriate
documentation — were not the cause of the recent crisis, and securitization of these
loans should remain unimpeded in order to return the U.S. mortgage securitization
market to being among the most liquid in the world. By requiring a QRM exemption, the
statute would keep consumer costs lower for QRMs, with higher costs for non-QRM
loans. MBA believes the proposed regulations and structure of the QRM deviate
significantly from what Congress intended and are likely to have a dramatic impact on
the housing finance system unless they are substantially revised. MBA recommended
several revisions to the proposed regulations in a comment letter submitted to federal
regulators on August 1, 2011.2

MBA shares the belief expressed by the Obama Administration in its February 2011
report to Congress, Reforming America’s Housing Finance Market, and countless
others that the role of the government, including FHA, in the housing finance market
must be rolled back. Yet, the proposed QRM definition produced by the six regulators
appears to conflict directly with the administration’s plan for reforming the housing
finance system, as it would make it more difficult for private capital to re-enter the
housing finance market.

It is not at all clear from the proposal whether the regulators reflected on the relationship
between the proposed QRM definition and the FHA's eligibility requirements in light of
FHA's statutory exemption from risk retention. Because of the wide disparity between
FHA'’s downpayment requirement of 3.5 percent and the currently proposed QRM
requirement of 20 percent, MBA is concerned that the FHA programs will be over-
utilized.

MBA suggests a better solution to meeting the requirements of Dodd-Frank is to allow
the use of credit enhancements, such as private mortgage insurance, to offset part of
the downpayment requirement for QRMs to provide some of the financing for low
downpayment loans that FHA provide.

Furthermore, MBA believes the QM proposal issued by the Federal Reserve is a better
starting point for achieving Dodd-Frank’s goal of ensuring that the market originates
safe, sustainable mortgage products than the QRM proposal. Section 1411 of Dodd-
Frank prohibits making a mortgage loan unless the originator makes a reasonable
determination, in good faith, based on verified and documented information at the time
the loan is consummated, that the consumer will have a reasonable ability to repay the

? See http://www.mortgagebankers.org/files/Advocacy/201 1/CreditRiskRetentionProposedRuleCommentLetter. pdf
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loan, including any mortgage related obligations. Section 1412 provides that if the loan
meets the QM definition, it is presumed to meet the ability to repay requirements. The
Consumer Financial Protection Bureau is charged with prescribing rules to implement
Section 1412.

By statute, FHA-insured mortgages — because of their stringent underwriting
requirements and the statutory definition of points and fees — meet the definition of a
QM.

MBA believes that because the QRM and QM constructs were intended to achieve the
same purpose of ensuring better, more sustainable lending, both constructs should be
essentially the same. If a QM definition is well structured as a bright line safe harbor, it
will be the chosen means for lenders to comply and, therefore, the best way to incent
the sound underwriting mandated by Dodd-Frank.

A QM safe harbor will increase the availability and affordability of credit for the largest
number of qualified borrowers, without establishing hardwired numerical limits. The
QRM proposal, on the other hand, would have the effect of excluding a large number of
borrowers from the most affordable, sustainable mortgage products and directing them
into FHA-insured mortgage products, which would not be advantageous to the swift
return of the private market.

Sustained FHA Activity and Stabilization of the Housing Market

To ensure the long-term sustainability of FHA and the stabilization of the housing
market, MBA recommends the following:

Increased Resources and Operational Efficiencies

MBA believes a critical requirement for achieving, sustaining, and protecting the housing
market's long-term vigor is ensuring that FHA has the resources it needs to operate in a
modern, high-tech real estate finance industry. MBA thanks Congress for recognizing
this and giving FHA almost $599 million for salary and expenses and administrative
costs, approximately $7 million more than FY2011, which can be used to bolster FHA's
resources and hire quality staff to manage its growing portfolio. Although FHA's market
share is likely to decrease in the future as more private capital returns to the mortgage
market, we recognize that FHA will still need the resources to manage endorsements for
the lifespan of these loans and we support giving FHA the funds and flexibility to do so.

MBA also strongly supports funding to upgrade technology to improve operational
efficiencies. New and updated technology would enable FHA to better monitor lenders,
protect against fraud, and generally be better equipped to handle the challenges of a
modern marketplace. An example of how FHA could modernize its technology for the
betterment of consumers and lenders is by permitting the use of electronic signatures
(e-signatures) for all mortgage origination forms required by FHA. E-signatures,
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acceptable under federal law and by FHA on certain documents, would help reduce
processing issues that impair the home-buying process. E-signatures would reduce the
volume of lost paperwork, reduce the time required to close a loan, lower borrower
costs, and reduce signature fraud. MBA has requested that FHA implement a revised
policy accepting the use of e-signatures on all of its loan documents. MBA has also
advocated that FHA adopt the Mortgage Industry Standards Maintenance Organization
(MISMO) single family data standards, as Ginnie Mae, Fannie Mae, and Freddie Mac
have done. Data standardization would help FHA improve efficiencies and lower costs.

Lender Enforcement that is Fair, Transparent, and Responsible

MBA supports high standards for all lenders that participate in FHA programs in order to
protect FHA's viability, the lender’s reputation, and the reputation of the industry. MBA
members recognize and accept accountability for instances of fraud and negligence
within their control and we appreciate the effort of FHA in providing increased risk
management policies to ensure the future financial security of its insurance funds,
including necessary lender enforcement efforts.

Heightened enforcement of lenders is useful and necessary, but requires due process.
Lenders incorporate sophisticated quality control systems to minimize the possibility of
indemnifications. MBA supports FHA's efforts to rid the industry of lenders who do not
uphold these high standards; however, we strongly advocate for FHA to establish
policies and processes that are fair, clear, and transparent, and which allow lenders to
have sufficient opportunity for appealing decisions and remediating problems. MBA
looks forward to working with this committee and FHA on upcoming changes that
address this very serious issue.

Real Estate Owned Properties Disposition that Encourages Neighborhood Stabilization

On September 15, 2011, MBA responded to the Request for Information (RF1) issued by
the Federal Housing Finance Agency (FHFA), in consultation with HUD and the
Department of Treasury that solicited recommendations for addressing the real estate
owned (REO) properties in Fannie Mae, Freddie Mac, and FHA's portfolios.
Policymakers and MBA recognize that housing's supply and demand imbalance must
be resolved before the country can fully recognize a sustained economic recovery.
Although the focus of the RFI was to reduce the agencies’ inventories through bulk
sales, MBA believes a multi-pronged approach that includes encouraging owner-
occupancy, local investors and bulk sales is the best way to address the significant
over-supply of housing and the unique real estate characteristics in some parts of the
country. As part of this approach, one of MBA recommendations was to expand finance
options for local investors, including lifting the moratorium for investors in FHA's 203(k)
program.

MBA believes a top priority during this transition should be to stabilize neighborhoods
and long-term home prices through actions that reduce the overhang of distressed
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properties. A reduction in the current REO inventory will provide for the swiftest and
most efficient return to market stability. As the country moves to correct the supply and
demand imbalance, it is critical that policymakers balance taxpayer interests, investor
interests, and consumer protections to ensure responsible asset disposition.

Local investors understand their particular markets and have a long-term stake in the
stabilization of their neighborhoods. Providing affordable, responsible financing options
to investors not only eliminates REO properties, but also empowers neighborhoods by
giving local residents an increased stake in its success. These tools would be
especially beneficial in urban neighborhoods that face the challenges of older housing
stock and neighborhood blight.

FHA should introduce an investor program — specifically one that includes a renovation
option. One solution would be to temporarily lift the moratorium on investors
participating in FHA's Section 203(k) Rehabilitation Loan Program. The Section 203(k)
program helps buyers of properties in need of repairs reduce financing costs, thereby
encouraging rehabilitation of existing housing. With a Section 203(k) loan, the buyer
obtains one FHA-insured, market-rate mortgage to finance both the purchase and
rehabilitation of a home. Loan amounts are based on the lesser of the sum of the
purchase price and the estimated cost of the improvements or 110 percent of the
projected appraised value of the property, up to the standard FHA loan limit.

HUD began promoting Section 203(k) to homeowners, private investors and non-profit
organizations in 1993. Private investors were often able to find undervalued properties,
renovate them and sell them for more than the purchase price plus the cost of
improvements, or provide much needed rental housing. Motivated by this profit
potential, many investors successfully renovated and sold properties ranging from
individual homes to entire blocks, thereby expanding homeownership opportunities,
revitalizing neighborhoods, creating jobs, and spurring additional investment in once
blighted areas.

In 1996, however, following a report by HUD's Inspector General describing
improprieties concentrated in New York and insufficient departmental oversight, HUD
placed a moratorium on all Section 203(k) loans to private investors. The Inspector
General noted rampant fraudulent activity that resulted in financial gain for the
participants and un-rehabilitated houses in the neighborhoods.

MBA agrees that safeguards in any program are necessary to prevent abuse and to
ensure that the program meets its intended purpose. MBA recommends that FHA lift
the moratorium on investors participating in the 203(k) and reinstate it as a pilot to
facilitate the purchasing and rehabilitating of REQ properties by local investors. In
recognition of the historical abuses of the program, MBA also recommends that the
program be modified fo ensure responsible lending and minimize fraudulent activity.
MBA's members welcome the opportunity to work with FHA to develop a program that
meets these criteria.
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Support of the Home Equity Conversion Mortgage Program

In 2011 and 2012, FHA took steps towards ensuring that the HECM reverse mortgage
program remains a viable financing option for seniors. During the past 15 months, FHA
has made significant programmatic changes including introducing the HECM Saver for
borrowers who want to borrow less than the maximum amount available under the
standard HECM; adjusting the principal limit factors used to determine the maximum
claim amount for a HECM loan to assure that the HECM Standard could be self-
supporting; providing guidance to lenders regarding the treatment of taxes and
insurance defaults by HECM borrowers; and increasing HECM annual premium rates
from 0.50 percent to 1.25 percent.

FHA also reiterated in October 2011 that the HECM program criteria is only a baseline
standard for lenders and that lenders can include additional financial capacity and credit
assessment criteria and processes in the origination and approval of HECMs. MBA
appreciates that FHA continues to work as a partner with lenders to strengthen the
HECM program and to ensure that borrowers are able to meet their financial obligations
related to the mortgage.

Although the HECM program required a transfer of $535 million from capital accounts in
FY2011, HECMS are less impacted by near-term economic conditions than the forward
mortgages book of business. The Actuarial Report states that because of the
programmatic changes FHA implemented, the funds injected into HECM are expected
to be paid back in a relative short period of time — by 2015. MBA strongly supports the
HECM program and applauds FHA for proactively taking steps fo protect a program that
is becoming an increasingly important financial option to American seniors.

Support of Housing Counseling Programs

MBA appreciates that the House and Senate restored $45 million to the FY2012 HUD
budget for counseling. These funds support the delivery of a wide variety of housing
counseling services to potential homebuyers, homeowners, low- to moderate-income
renters, and the homeless. Counselors provide information to help households improve
their housing conditions and choices, avoid foreclosure, and understand the
responsibilities of tenancy and homeownership.

Funding for counseling is especially critical to seniors because the statute authorizing
the HECM program mandates that reverse mortgage counseling be a requirement for
receiving a reverse mortgage. Because FHA policy bars lenders from paying for
reverse mortgage counseling (to eliminate any conflict of interest), the reverse mortgage
counseling fee becomes the borrower’s responsibility. Regrettably, seniors who need
the proceeds of a reverse mortgage the most are the ones least likely to afford the
counseling fee.
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Counseling remains a valuable component of the homebuying process and MBA looks
forward to working with Congress on increasing resources for this very necessary
program.

Multifamily

Although not the focus of the hearing today, MBA believes that it is important to take this
opportunity to highlight a few multifamily issues. With the decline in the homeownership
rate from 69 percent in 2006 to 66 percent in 2011, the importance of multifamily rental
housing has been underscored from both public policy and demographic perspectives.
As the number of renter households is expected to continue to increase substantially
over the next decade, FHA is poised to provide essential support to this market. Since
the inception of the housing crisis, FHA's countercyclical impact has been pivotal to
maintaining fiquidity and stability in the multifamily and healthcare sectors.

MBA commends FHA and its multifamily staff for its work. FHA's endorsement of
$11.605 billion in multifamily rental housing loans in FY2011 is impressive, and the
performance of FHA-insured muitifamily loans remained strong, with very low default
rates.’ MBA is also grateful to Congress for approving an increase in the FY2012
commitment authority for FHA muitifamily and healthcare programs.

As a result of unprecedented market demand and volumes, however, FHA's resources
have been strained. The backlog in the pipeline of applications has historically been an
issue but the unprecedented market demand and volumes have created additional
strain to the system, with delivery times getting increasingly long. Because of its impact
on local economies, FHA's multifamily programs foster employment while supporting
rental housing. We urge Congress to maintain its full support of such programs.

Conclusion

MBA appreciates FHA'’s vital role in providing liquidity to our nation’s distressed housing
markets and the traditional countercyclical role it is playing in promoting an economic
recovery. We are also grateful for the steps the agency has taken to place itself on
surer financial footing and avoid the need for taxpayer funding.

While FHA is not projected to need assistance, there is a real risk that it could require
taxpayer support. We think that many of the changes FHA has already made have
positioned the program to fare better in the years ahead, but additional changes could
further bolster the fund. MBA stand ready to work with Congress and FHA to ensure
the agency continues to provide homebuyers with safe, affordable mortgage financing,
while also encouraging the return of private capital that will take some of the strain off
FHA’s programs.

See, e.g., Ginnie Mae, Office of Mortgage-Backed Securities, Presentation at the 2011 Midwest
Lenders Association (May 2011) (reflecting multifamily portfolio delinquencies as of March 2011 at
1.3 percent).
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Status of the FHA Mutual Mortgage Insurance Fund and the FY 2011 Actuarial Report

Thursday, December 1, 2011

Chairman Bachus, Ranking Member Frank, and Members of the Committee, thank you for the
opportunity to testify regarding the status of the Federal Housing Administration’s (FHA) Mutual
Mortgage Insurance Fund (MMI Fund or Fund).

As the Members of this panel are aware, FHA continues to perform a vital role in the ongoing
recovery of our housing market and broader economy. Not only is FHA permitting families to
realize the dream of home ownership, but through partnership with thousands of mortgage brokers
and lenders nationwide, FHA is contributing to the stabilization of the nation’s housing finance
system as it recovers from the recent recession. These activities are central to the realization of
FHA’s mission of more than 75 years to support adequate flows of mortgage capital in good times
and bad, and to act as a countercyclical force during downturns in the nation’s mortgage markets.

On November 15, 2011, HUD delivered its fiscal year (FY) 2011 Report te Congress on FHA’s
financial status. The Annual Report to Congress Regarding the Financial Status of the FHA Mutual
Mortgage insurance Fund Fiscal Year 2011 summarizes the results of the independent actuarial
report prepared by Integrated Financial Engineering (IFE) and provides a status report on the fiscal
health of the MMI Fund. As the report makes clear, FHA remains resilient and continues to play a
critically important role in our housing markets. Just as important, the report demonstrates that
over the last two and a half years, even as the country’s housing markets have continued to face
serious challenges, FHA’s new books of business have been of extremely high quality. Indeed, the
independent actuary projects that the MMI Fund capital reserve ratio will return to a level above
the required 2 percent in 2014,
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Today, | would like to discuss with you the status of FHA’s activities and finances, as well as the steps
that this Administration is taking to ensure the rapid restoration of the MMI Fund capital reserve ratio
and the ongoing sustainability of FHA's single family programs.

FHA's Role in the Nation’s Housing Market

Throughout its history, FHA has helped to ensure adequate flows of mortgage capital for fow- to
moderate-income, minority and first-time homebuyers. This has been especially true during periods of
difficulty or disruption in the mortgage markets when the flow of private capital is reduced. Again in FY
2011, FHA provided much needed assistance to these underserved communities while acting as a
countercyclical force to a housing industry faced with the most severe economic conditions since the
Great Depression.

FHA insured $236 billion in mortgages in FY 2011, providing access to credit for over 770,000
homebuyers — over 585,000, or 75%, of whom were first-time buyers. FHA also enabled more than
440,000 homeowners to save an average of $160 per month on their mortgage payments through
refinancing at today’s historically low interest rates. All told, over the past three years FHA has made
homeownership possible for 2.27 million first-time buyers. According to annual surveys performed by
the National Association of Realtors, FHA supported 56 percent of all first-time buyers in 2009 and
2010}

Additionally, FHA provided significant support in FY 2011 for minority homebuyers and minority
homeowners seeking to refinance their properties to lower monthly housing costs. Among those
borrowers who disclosed their race, 30 percent of FHA home-purchase endorsements and over 15
percent of refinance loans were for members of minority communities. According to the 2010 Home
Mortgage Disclosure Act (HMDA) lender activity report data, FHA continues to lead the market in
support for minority homeownership. While FHA insurance was used for 37 percent of all {owner-
occupant) home-purchase borrowers, its share of minority borrowers was 46 percent.z indeed, 60
percent of African Americans and 59 percent of Hispanics and Latinos used FHA insurance to buy a
home.

! Survey results are published in the National Association of Realtors Profile of Home Buyers and Sellers 2010., and
Profile of Home Buyers and Sellers 2009 reports. The FHA share of first-time buyers is highlighted in press releases
that accompanied publication of those reports:

http://www.realtor.org/press_room/news_releases/2009/1 /survey record ;

http://www realtor.org/press_roonmy/news_releases/2010/11/survey .

* The FHA share when loans with white borrowers but minority co-borrowers are included as minorities is 45
percent. FHA shares are slightly lower when investor loans are included in the totals. However, FHA does not
currently insure investor/rental or vacation-home loans.
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While FHA continues to play an elevated role in the nation’s mortgage finance system, we remain
committed to shrinking the government footprint in the market. And there are encouraging signs that
private capital is starting to return. Indeed, in FY 2011, FHA loan volume decreased by 34% from its
peak in FY 2009, and total market share declined for the first time since 2006.

As FHA offers access to homeownership for borrowers, this Administration has made substantial efforts
to ensure that it is extending credit to qualified borrowers who will have the ability to sustain this
opportunity over time. Those efforts are bearing fruit. For all of FY 2011, the credit quality of barrowers
utilizing FHA insurance set a new record high, with the average score across all borrowers breaking 700
for the first time ever. FHA saw a three-year rise in credit quality of new FHA-insured borrowers, and
throughout all four quarters of FY 2011, more than one-third of FHA borrowers possessed credit scores
at or above 720. By contrast, in the second quarter of 2008, the share of such A-grade borrowers was
under 10 percent.

Additionally, FHA continues to see improvement in its mortgage delinquency rates. The overall
delinquency rate for FHA-insured loans was relatively stable throughout FY 2011. FHA has experienced
a dramatic decline in the rate of early payment defaults (EPD) over the past three years, indicating that
new loans originated in the past few years are of significantly higher quality than those originated prior
to this Administration. This decline can be attributed to both the policy changes that have been made to
improve the quality of loans insured by FHA, as well as better underwriting by lenders working to align
with FHA’s strengthened monitoring and evaluation of lender compliance with FHA requirements, EPDs
are defined by three consecutive missed payments within the first six payment cycles. Among home
purchase loans, the incidence of such EPDs for loans originated in early 2011 was less than one-sixth the
rate seen in early 2008. For fully-underwritten {non-streamline) refinance loans, the EPD rate in early
2011 was just one-ninth of its peak in mid 2008. For streamline refinance loans, the improvement has
been most dramatic, with the early 2011 rate being only one-twelfth of what it was at the peak in mid
2008.

For those borrowers who face difficulties in meeting their mortgage obligations, FHA has continued to
provide much needed assistance through its foss mitigation programs. in FY 2011, FHA loss mitigation
tools were used to cure 362,000 defaults, and yielded the lowest re-default rates of the past five years.
An additional 142,000 distressed homeowners had their monthly payments reduced through loan
modifications. Since the start of this Administration, FHA has provided over 1 million loss mitigation and
early delinquency interventions for borrowers. in addition to helping responsible borrowers weather
difficult times, these loss mitigation efforts also hefp minimize losses to the MMI Fund.
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The FY 2011 Actuarial Review of FHA’s MM Fund

The condition of the Mutual Mortgage Fund and an analysis of its short- and fong-term health are
explained in the FHA's report to Congress. The independent actuarial studies use statistical models to
predict default, claim, loss-on-claim, and prepayment rates on current and future books of business.
Those models are estimated using historical patterns of FHA-insured loan performance under a wide
variety of economic conditions. They are applied to active loans, and they use commercially-available
forecasts of home prices and interest rates to predict ioan performance in the future. The resulting
projections determine business operation cash flows needed to estimate the economic value of the
Fund.

The MMI Fund operates with two primary sets of financial accounts.® First, all business transactions
related to insurance operations are maintained in a series of Financing Accounts at the U.S. Treasury.*
Then, secondary reserves for unexpected claim expenses are maintained in a separate Capital Reserve
Account, which is aiso held at the U.S. Treasury.

FHA’s MMI Fund programs, like all federal government direct-foan and loan-guarantee programs are
subject to the Federal Credit Reform Act, which provides “permanent indefinite authority” to cover
increases in costs for outstanding loans and loan guarantees. For example, if there is an extraordinary
increase in actual or expected claims the authority under FCRA provides access to funds to cover the
increase in cost. Thus, FHA programs always have access to sufficient funds with which to pay insurance
claims. That would be true even in the absence of a Capital Reserve Account.

At the end of FY 2011, the MMI Fund had $33.7 billion in account balances with the U.S. Treasury. Of
that total, $29.0 billion was in the Financing Accounts and $4.7 billion in the Capital Reserve Account.
Total capital resources at the end of FY 2011 were 5400 million higher than at the end of FY 2010, and
$1.9 billion higher than at the end of FY 2009. They were also $7.7 billion higher than was predicted last
year by the independent actuaries.

* There are two additional sets of accounts that are independent of the insurance operations, and for which funds are
directly appropriated by the Congress each year. The first is the set of Program Accounts which cover all personnel
and administrative expenses for FHA operations. The other js the Liquidating Account, which represents remaining
cash flows each year on pre-1992 insurance endorsements. The year 1992 marks implementation of the Federal
Credit Reform Act of 1990 and introduction of the Financing Accounts.

* There are individual Financing Accounts maintained for each annual book of business, or what are called budget
cohorts. There are also separate accounts for forward loans and for HECM.

4
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The actuarial review weighs these balances against the accrued liabilities of FHA insurance currently in
force. The review estimates these labilities at $30.8 billion. So on net, the independent actuarial
assessments find that the MMI Fund estimated economic net worth stands at $2.6 billion, representing
a capital reserve ratio of 0.24 percent. Last year, the estimated capital ratio was 0.50 percent and the
estimated economic net worth was $4.7 billion.

Some major reasons for the year-over-year decline in estimated capital position include the following.
First, according to the forecast by Moody’s Analytics, which was used by the actuaries for their analysis,
home prices are estimated to have fallen 5.6 percent in 2011, which would further impair the value of
books already underwater. Second, more loans, particularly from the years of the housing bubble from
2006-2008, are currently in serious delinquency, and a significant percentage have been there for more
than one year. For extended delinquency loans, many of which are in foreclosure processing, eventual
claim becomes the most likely outcome. Third, more active loans have had a previous serious
delinquency {3 months or more}, and their {elevated) re-default potential is now built into the actuarial
calculations. The independent actuaries made a decision to treat foreclosure actions likely affected by
so called robo-signing problems as expected claims in 2012.

By incorporating these projections into this year’s actuarial analysis, the independent actuary is
accounting for further negative events in the course of the nation’s continued economic recovery.

Despite these projections, the review also made clear that under base-case economics the Fund will
remain positive, and its prospects for the future are good. The actuaries found that FHA’s current
underwriting and premium structure have created an actuarially sound basis for growing capital at a
rapid rate once the economy and housing markets experience steady and sustained growth. And base-
case projections estimate that the capital ratio will reach 2 percent again in 2014, sooner than was
projected in last year’s report.

The actuaries’ review also shows that the stress on FHA’s resources is primarily caused by the poor
quality of loans insured prior to 2009. By contrast, those loans insured from 2009 onward are
performing well. Indeed, final losses on the 2000-2009 Q1 books are expected to exceed $26 billion,
and 2008 alone could have a net final cost of close to $10 billion. The actuaries predict that claim rates
on the 2006 ~ 2008 books could each surpass 20 percent.
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in addition to being originated near the peak of the housing bubble, the 2007 and 2008 books were also
heavily affected by selfer-funded downpayment loans. Those loans were eliminated by Congress as of
October 2008, so they disappear from new endorsements starting in January 2009. However, their
ongoing effect on the financial status of the MMI Fund is stilt measurable.” The independent actuaries
estimate that economic net worth would be higher by over $14 billion had such loans never been

N &
insured.”

In contrast, single family books of business insured under this Administration are expected to provide
significant negative subsidy receipts to offset {osses on earlier endorsements. Net income generated by
the 2009 Q2 — 2011 hooks is expected to be $18 billion. The stark contrast in the quality of FHA business
under this Administration compared to that insured prior to 2009 is clearly visible in Figure 1 below.

Figure 1. Estimated Lifetime Value of Eachi Single-Family Book of Business, 1992-2001
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> Their on-going effect is not only in remaining home purchase loans that could stifl result in an insurance claim, but
also through streamline refinancing that brought many of the 2005-2008 leans into the 2009 and even 2010 books.

¢ The net expected cost of those foans, as projected by the independent actuaries, grew by $1.8 billion over the past
year to $14.1 billion,
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In spite of the actuaries’ determination that the MMI Fund will remain positive under base-case
economic scenarios, potential risks to the fund remain. While the actuaries predict that recovery of
MM capital will secur quickly as a result of the historically-high premium rates charged today, as well as
by controls put in place over the past two years to avoid the possibility of a repeat of the adverse
selection that affected FHA prior to 2009, the principal unknown for the future remains how and when
housing markets will consistently and fully recover. Significant further declines in home prices could
create a situation in which the current portfolio would require additional support.

The base-case economic forecast used by the independent actuaries is the median expected path of the
economy over the next five-to-ten years, as determined by Moody’s Analytics.” Moody’s Analytics
provides four alternative short-run economic scenarios in addition to the base-case. One is an optimistic
case, in which home prices start to rise immediately. The other three represent successively worse
housing market conditions over the 2012-2013 period. Specifically, the scenarios presented are: a
stronger near-term rebound (S1), a mild second recession (S2), a deeper second recession (S3), and a
protracted slump (S4). Moody's defines the chance of each alternative in terms of percentiles in an
overall distribution of potential economic outcomes. Those percentiles for each of these four scenarios
are the 10™(S1), 75" {S2), 90™ (53}, and 96 ($4). Each represents a position within the total range of
economic environments that Moody’s predicts are possible over the next several years.

The hase-case scenario indicates price declines in 2011 of 5.6% and predicts a small amount of growth in
prices in 2012 (1.3%), followed by more steady growth starting in 2013. Nevertheless, negative house
price growth, rather than stable or growing prices as reflected in the base-case forecast, could create a
situation in which future net losses on the current, outstanding portfolio could exceed current capital
resources. For the long-term, even a period of stagnant house prices would adversely affect the FHA
fund.

It shouild be noted, however, that the “Mild Second Recession” scenario utilized by the actuaries poses
an additional 9 percent decline in home prices beyond the 5.6 percent base-case decline, for a total two-
year decline of 14.6 percent. In contrast, the worst 2-year period recorded by the FHFA was from Q2
2007 to Q2 2009, when prices fell just under 13 percent. Thus, even the Moody’s “Mild Second
Recession” scenario is worse than the worst declines experienced since the start of the recent economic
crisis. Figure 2 shows the various scenarios utilized by the actuaries for their projections. Al these
scenarios assume steady and significant house price growth after finding various low points in 2012.
Should price declines continue beyond 2012, however, the condition of the FHA fund would worsen.

7 The FY 2011 independent actuarial studies used Moody’s July 201 1forecasts of house prices, interest rates, and
mortgage originations, along with age-group population growth projections of the U.S. Bureau of the Census.

7
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Figure 2. House Price Paths used by Independent Actuaries for Sensitivity Analysis
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FHFA all-transactions house price index at the metropolitan level, as adjusted by IFE Group.

For the near term, any worsening of economic conditions in 2012 that creates a diminished vaiue on the
current, outstanding portfolio in excess of approximately $7 billion would put the MMI Fund in a
position where additional support would be required. Should it be necessary, the first place where
additional support for the current portfolio would come from is net receipts on new endorsements. FHA
could also implement policy changes, such as insurance premium increases, to provide further support
to the Fund.

Only if conditions worsened substantially would the losses exceed amounts available in the MMI Fund
next year. In this case, the Federal Credit Reform Act of 1990 provides for permanent and indefinite
budget authority for any increase in the cost of outstanding direct loans and loan guarantees, including
FHA MM guarantees.
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Managing Risk to the Fund

Program Policy Changes

While the Fund has remained positive, we are keenly aware of the importance of remaining vigilant to
the risks the agency faces and will continue to take the actions necessary to protect the Fund and
taxpayers. Indeed, such vigilance has been the hallmark of the current Administration. Having taken
office in the midst of the greatest recession since the Great Depression and faced with a housing market
in crisis, this Administration acted immediately to strengthen FHA and protect its insurance Funds by
instituting the most sweeping reforms to credit policy, risk management, lender enforcement, and

consumer protection in FHA history.

First, beginning in 2010, FHA raised its mortgage insurance premiums three times, actions that were
made possible in part as a result of legislation passed by Congress. As we have frequently said, FHA
greatly appreciates the key role that was played by this committee in that effort. Thanks to those
actions, FHA's current premium levels are the highest they have ever been in the agency’s history. The
new annual mortgage insurance premium structure alone led 1o an increase in the FY 2011 economic
value of the MM Fund of $1.37 billion. it should also be noted that due to today’s historically low
interest rates, FHA has been able to strengthen the MMI Fund through its premium increases without
jeopardizing housing affordability.

Continuing our progress, last year FHA implemented a “two-step” credit score policy for FHA borrowers.
Those with credit scores below 580 are now required to contribute a minimum down payment of 10
percent. Only those with stronger credit scores are eligible for FHA-insured mortgages with the
minimum 3.5 percent down payment.

In addition, a final rule will soon be published that outlines changes to FHA's requirements regarding
sefler concessions. Allowable seller concessions will be reduced and are never to exceed actual closing
costs. These changes will accord with industry norms regarding seller concessions and better protect
the MMi Fund from risks associated with inflated appraisal values.

FHA has also made significant changes to the HECM program. In September of 2010, FHA introduced
the HECM Saver product as a second option for reverse mortgage borrowers. The HECM Saver offers
significantly reduced upfront loan closing costs for mortgagors who wish to borrow less than the
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maximum amount available under a standard HECM loan. In addition, FHA adjusted the principal limit
factors used to determine the maximum claim amount for HECM loans to assure that HECM Standard
could be self-supporting. Finally, FHA provided guidance for lenders regarding the treatment of tax-and-
insurance defaults by HECM borrowers. These policy measures have significantly strengthened the
HECM program so that it can continue to provide important financial options for seniors without posing
unnecessary risks to the MMl Fund.

Changes have also been made to the condominium program, including the introduction of a project re-
approval and recertification process for FHA-approved condominium projects, as well as a
comprehensive revision of FHA’s Condominium Project Approval and Processing Guide. These changes
ensure the compliance of condominium projects with FHA requirements while updating those policies to
better accord with industry trends and norms.

HUD also made changes to its loss mitigation requirements to increase the use of trial payment periods
prior to a mortgagee executing a Loan Modification or Partial Claim action to cure a default. Trial
payment plans are expected to reduce re-default rates on foan modifications and partial claims, and
thereby reduce costs to the FHA insurance Fund.

Lender Oversight and Enforcement

lust as significant as the changes made to FHA’s loan programs has been the strengthening of its
oversight and enforcement for FHA-approved lenders. Starting with heightened approval requirements
for lenders, FHA is ensuring that it partners with stable and responsible lenders, and that HUD’s [imited
oversight resources are focused appropriately on the entities that pose the greatest potential threat to
FHA’s insurance funds. indeed, as a result of FHA's heightened oversight of lenders, over the past three
fiscal years HUD has withdrawn the approval of over 1,600 lenders to participate in FHA programs, while
protecting the fund through indemnifications and required repayments of improperly originated loans,
and the imposition of more than $10 million in civil money penalties and administrative payments..

Additionally, FHA has made substantial changes to its targeting and execution of loan file reviews.
Utilizing risk-based targeting that employs a wider array of potential risk factors than has been used
previously, FHA has enhanced its ability to identify the lenders and loans that most warrant closer
inspection by HUD. In so doing, FHA is better able to prevent unwarranted risks to the MMI Fund.

10
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Risk Management at FHA

integral to the long-term sustainability of the MMI Fund is a culture of decision making at HUD that
emphasizes the importance of risk management. An effort that began with this Administration is the
development of the Office of Risk Management and Regulatory Affairs (ORMRA) within the Office of
Housing. This new Office provides for a central focus on risk tolerance, risk exposure, and risk
management for each of the various FHA program areas. The complete establishment and integration of
the Office within FHA are top priorities for HUD. While there is still work to be done to fully establish a
comprehensive risk-management framework, significant progress has already been made.

Over the past fiscal year, ORMRA has hired over 15 new employees. These hires bring with them a
diverse background in risk management, covering all of FHA’s core lines of insurance business.
Following the transition of the first Deputy Assistant Secretary for ORMRA, Bob Ryan, to a new role as
special advisor to the HUD Secretary, a Senior Advisor for Risk has recently joined FHA to provide
continued leadership and expertise in risk management.

The risk management office has become a significant part of the business operations within FHA. As
partners to each business line and program area, the risk managers are involved in a wide array of policy
and operational decision making processes. On a monthly basis, formal meetings are held between
ORMRA and each of the business lines to discuss emerging risks, recent trends, and policy updates. In
addition, ORMRA provides substantial capacity for risk monitoring and reporting, and for general
portfolio analysis. Over the next fiscal year, ORMRA has plans to further enhance its analytical
capabilities with a variety of new tools.

it should also be noted that the GAO conducted an audit entitled, “Federal Housing Administration:
improvements Needed in Risk Assessment and Human Capital Management,” that examined the
integration of ORMRA activities with FHA operations, as well as FHA's broader workforce planning
mechanisms. The GAO Report found that in general HUD was making significant progress in its
incorporation of risk management activities and the assessment and development of its human capital.
HUD agreed with the audit’'s recommendations to continue these activities and felt that the audit
provided helpful analysis of the current state with regard to risk management and human capital
development within FHA. FHA was already at work to implement many of the GAO’s recommendations
prior to the start of the audit and will utilize the audit in its continued efforts to manage risk and human
capital.
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Leveraging Technology to Manoge Risk and Protect the Fund

in addition to the steps HUD has taken to strengthen the MMI Fund via policy, process, and
organizational changes, the Department is also engaged in a large-scale effort to acquire and employ a
modern financial services information technology environment to better manage and mitigate
counterparty risk across all of FHA's insurance programs. The FHA Transformation initiative will enable
risk detection and fraud prevention by capturing critical data points at the front-end of the loan
lifecycle, and leveraging risk and fraud tools, rules based technology, and transactional controls to

minimize exposure to FHA’s insurance Funds.

These tools will enable FHA to leverage 21 century information technology systems to manage risk at
all points of the loan lifecycle. For example, the FHA Transformation Initiative will automate the
application process for FHA lender approval, and will provide enhanced data validation capabilities for
the evaluation of lender applications. In addition, the initiative will also provide risk analytics
mechanisms to identify and manage risk-based exceptions for inbound endorsements and appraisals,
permitting FHA to address these concerns at the loan level. Finally, the initiative will provide FHA with
comprehensive portfolio analysis tools by which it can identify and evaluate current and emerging risk
trends in order to more effectively take appropriate action to avoid or mitigate risks to the MM Fund.

Managing Risk at Ginnie Mae

| also appreciate the Committee’s request for information on the steps Ginnie Mae is taking to improve
risk management. Created more than 40 years ago to facilitate a secondary market for government-
insured products, Ginnie Mae has performed extremely well throughout its history, Nearly every year of
its existence, it has generated profits for U.S. taxpayers. In Fiscal Year (FY) 2011, Ginnie Mae earned
$1.2 billion; it was Ginnie Mae’s best earnings year ever. Net income in FY 2011 exceeded FY 2010's net
income of $541 million and topped the previous high of $908 million set in 2008. This equates to a
negative subsidy of $991 million in 2010 and $841 million in 2011. In addition to reporting substantial
income for FY 2011, Ginnie Mae has accumulated retained earnings, or capital, of approximately $15.7
billion, which will serve to cushion it against further economic upheaval. These financia! results are
based on conservative accounting standards and certified by an external auditor.

Ginnie Mae has achieved this strong performance in the midst of the worst housing crisis the nation has
experienced since the Great Depression. Over the last three years, it has managed a large increase in
business volume; its share of the market rose from approximately 5 percent to approximately 40
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percent in some months following the start of the crisis. Ginnie Mae’s market share now stands at
approximately 26 percent.  Further, the crisis not only brought large increases in business volume; but
also brought an influx of new lenders seeking to join Ginnie Mae’s MBS program, and an increasingly
complex set of risks resulting from the difficuit economic environment.

The possible failure of a large counterparty is the primary risk that exposes Ginnie Mae and taxpayers to
a negative financial impact. At Ginnie Mae, counterparty risk is managed by tightly controlling entry into
the program and by closely watching the performance of counterparties after approval. In an effort to
enhance its front-end risk management practices, during the last two years Ginnie Mae has increased
net worth requirements across alt of its business lines and has implemented new liquid asset and
enterprise-wide capital standards. Specifically, Ginnie Mae has raised the net worth requirement for
participating in its Single Family program from $1 million to $2.5 million; for participating in its
Multifamily program from $500,000 to $1 million; and in the program in which MBS are backed by
reverse mortgages from $1 million to $5 million. For participating in its new Manufactured Housing
program, Ginnie Mae established a net worth requirement of $10 miltion. In addition to these new net
worth requirements, all Ginnie Mae Issuers are required to maintain least of 20 percent of their net
worth in liquid assets.

Of course, the primary risk management objective after an issuer meets the eligibility requirements and
is approved to join the program is to ensure that it has the financial capacity to meet its obligations to
investors. To accomplish this, Ginnie Mae reguiarly evaluates the financial statements of each Issuer to
confirm its net worth, liquid assets, and capital; conducts field reviews to assess compliance with
program requirements; verifies the insurance status of its collateral; and monitors the delinquency
levels of its issuers’ portfolios.

Risk management practices and cost modeling procedures have been improved by increasing the
staffing resources devoted to Issuer oversight, relationship management, and econometric modeling.

Ginnie Mae continues to enhance its risk management practices and cost modeling procedures. Cutting-
edge technology tools ~ a corporate-watch program and an issuer scorecard — aimed at better tracking,
analyzing, and scoring counter-party risk are near implementation. The corporate-watch program will
allow Ginnie Mae to aggregate financial exposure, risk ratings, and financial data across all issuers and
their affiliates. The issuer scorecard will enable to Ginnie Mae to evaluate and compare Issuers with one
another, scoring their performance relative to their peers and to established benchmarks. The increase
in personnel funds included in the recently enacted 2012 apprapriations bill will support these
enhancements.
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More comprehensive data on FHA loans and customized economic scenarios have been added to Ginnie
Mae’s cost modeling methods. It has also incorporated additional loan-level detail such as streamline-
refinance status on loans through data-sharing agreements with the FHA. Ginnie Mae plans to further
enhance its risk management practices and cost modeling to ensure the most accurate resuits. Planned
enhancements in risk management practices include developing options to better manage and dispose
of the assets of defaulted Issuers, designing new methodologies for assessing the risk of mortgage banks
and non-regulated entities, and improving operational risk by strengthening the oversight of external
vendors. With respect to cost modeling Ginnie Mae is implementing a plan to develop econometric
models which more accurately forecast issuer default risks and their associated costs through different
economic environments. Ginnie Mae plans to incorporate sensitivity analysis to identify which cash flow
assumptions will have the greatest impact on its cost modeling, and to add more sophisticated
economic scenarios that test multiple variables simultaneously.

The effectiveness of Ginnie Mae’s efforts was affirmed when Ginnie Mae recently engaged McKinsey &
Company to assess its risk management practices. McKinsey & Company concluded that Ginnie Mae’s
risk management practices and infrastructure should, in all but the most extreme circumstances, protect
it from significant financial and operational events. Indeed, given Ginnie Mae’s positive performance
during the current crisis, while we will pursue additional improvements as described above, lam
confident that Ginnie Mae has the risk management practices and cost modeling procedures in place to
adequately protect tax payers.

The Way Forward

Mr. Chairman and Ranking Member Frank, as is clear from the review by the independent actuaries of
FHA’s Mutual Mortgage Insurance Fund, FHA is at a critical juncture. It continues to play a crucial role in
our housing markets — perhaps more so than at any point in its history. But having played such an
outsized role in a distressed economy, and without appropriate risk management and policy controls at
the outset of the housing crisis, FHA has been forced to deal with unprecedented stresses to its
insurance Fund.

We must continue to take actions that vigorously protect the Fund while assisting the market to fully
recover. The way forward is clear. First, FHA must continue to extend credit to responsible borrowers
who are capable of meeting their obligations while carefully stepping back its market share, a process
that has begun already. Second, borrowers facing difficulties in meeting their obligations need to be
provided with a range of potential solutions, and afforded appropriate assistance by their servicers. And
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FHA must possess robust and comprehensive lender oversight and counterparty risk management
capabilities commensurate with the insurance services it provides,

The actuarial report demonstrates that the sweeping changes made since the Administration took office
in 2009 have dramatically improved the prospects for the long-term health of the MMI Fund, despite
the virtually unprecedented challenges facing the FHA as a result of the housing crisis. And the vigilance
and attention this Administration has shown to protecting taxpayers through the effective management
of FHA will continue aggressively.

FHA continues to evaluate the policy options we have available so that we can implement appropriate
measures to ensure even better performance of the Fund going forward. These potential policy options
would build off of the foundation of reforms FHA has already put in place and some will require
Congressional support. The five primary areas of focus for our actions are:

1. Premium increases: FHA is constantly evaluating the appropriate level of premiums given the
potential risks to the MMI Fund, and any action regarding premiums will be considered in the
context of balancing access to credit in today’s economic environment with the need for added
revenue generation to protect the Fund. This is a delicate balance, but we know we must first
and foremost protect the Fund’s resources so that its programs remain continually available.

2. lender enforcement: A final rule to be published in the very near future outlines requirements
related to indemnification by lenders participating in the Lender Insurance {L1) Program for loans
that were improperly originated, or for which fraud or misrepresentation were involved. This
final rule will permit FHA to improve its oversight of Li lenders and better protect its insurance
Funds from the adverse effects of non-compliant loans. FHA has also sought via legislation
expanded indemnification capabilities that would permit the Department to require
indemnification by all lenders for loans that were improperly originated, not just those
participating in the Lender Insurance Program. This authority would hold all FHA-approved
standards to the same level of accountability and ensure that HUD has the ability to avoid or
recover losses for non-compliant loans. Additionally, FHA has sought and would benefit from
broader lender termination authority to more effectively target lender terminations based upon
the risks presented by individual lenders. Such authorities would significantly enhance FHA's
ability to hold lenders accountable for their underwriting of FHA loans and compliance with FHA
requirements.

3. loss mitigation: FHA is assessing further loss mitigation strategies, including potential changes
to our partial payment of claim process as well as ensuring that the streamline refinance tool is

being used as widely as appropriate.

4. Requirements for borrowers: While FHA will look carefully at any potential problem areas with
regard to borrower credit quality and corresponding loan performance the Department
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generally believes that existing requirements maintain appropriate standards to adequately
protect the Fund. FHA is keenly aware of the need to balance its role in helping to facilitate the
recovery of the housing market with appropriate management of risk to the MM Fund.
Maoreover, further tightening of credit and down-payment requirements for future borrowers
will not significantly impact FHA’s financial resources and could deny access to mortgage
financing for responsible borrowers, contrary to FHA’s mission. FHA has already made
substantial changes with regard to borrower qualification requirements under this
Administration. indeed, a final rule will soon be published that outlines changes to FHA's
requirements regarding seller concessions. Allowable seller concessions will be reduced and
allowed never to exceed actual closing costs. These changes will accord with industry norms
regarding seller concessions and better protect the MMI Fund from risks associated with
inflated appraisal values.

5. REO and pre-REO recovery: Through the Mortgage Acquisition and Disposition Initiative (601
Notes Sales) and various pilot opportunities resuiting from the RF| process initiated in
conjunction with FHFA and Treasury, FHA hopes to implement successful strategies to increase
REO recovery rates, thereby limiting losses to the MM! Fund associated with HUD's REO
property inventory.

Mr. Chairman, as the annual report to Congress shows, FHAs financial condition, while still facing risks
that must be addressed, is remarkably resilient in the wake of the extraordinary turmoil in the housing
market. Amid nearly unprecedented economic conditions that have devastated other institutions, FHA
continues to provide a critical source of mortgage capital to responsible families who are ready for
homeownership, in addition to bolstering a still-fragile housing market. And thanks to this
Administration’s reforms, combined with the important steps that lie ahead to further strengthen the
status of the MMI Fund and reduce the footprint of FHA, we are working to ensure that FHA will
continue to perform its historic mission while maintaining its responsibility to the American taxpayer.

Thank you for inviting me here today and I'd be happy to respond to any questions you may have,
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FEDERAL HOUSING ADMINISTRATION

Risks to the Mutual Mortgage Insurance Fund and
the Agency’s Operations

What GAO Found

For the third consecutive year, FHA reported that the Fund’s capital ratio (the
ratio of economic value to insurance-in-force) has not met the 2 percent statutory
minimum {see below). FHA cites declines in the Fund's economic value due to
higher-than-expected defaults, claims, and losses. At the same time, the other
component of the ratio, FHA's insurance-in-force, has grown rapidly. The Fund's
condition also worsened from a budgetary perspective, with balances in the
Fund’s capital reserve account reaching new lows. if the account were depleted,
FHA would require more funds to help cover costs on insurance issued to date.

FHA enhanced methods for assessing the Fund's financial condition but has not
yet addressed GAQ's 2010 recommendation for improving the refiability of its
estimates. It relies on a single economic forecast, which does not fully account
for variability in future house prices and interest rates. An approach that would
simulate hundreds of economic paths for house prices and interest rates would
improve the reliability of its capital ratic estimates.

FHA has taken or plans a number of steps to better assess and manage risk. It
created a risk office in 2010 and hired a consultant to recommend best practices.
FHA plans to charter committees to evaluate risks at enterprise-wide and
programmatic levels. It began a quality controt initiative in the Office of Single
Family Housing, in which program and field offices assess and report on risks.
FHA also enhanced lender and appraiser reviews. While FHA's consuttant
recommended integrating risk assessments, the quality control and risk office
activities currently remain separate efforts. Also, the Office of Single Family
Housing has not annually updated assessments since 2009 as required. Without
integrated and updated risk assessments that identify emerging risks, FHA lacks
assurance it has identified all its risks, Further, human capital presents
challenges. FHA has not created a systematic workforce plan to identify criticat
skilis and skill gaps. Such a plan will be needed because high percentages of
staff are efigible to retire scon. Without a workforce planning process that
inciudes succession planning, FHA's ability to systematically identify workforce
needs is limited.

Estimate of the Fund's Capital Ratio, 2001-2011

Capital ratio {percentage)

Minimum capital ratio
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Chairman Bachus, Ranking Member Frank, and Members of the
Committee:

I am pleased to be here to participate in today’s hearing on the financial
condition of the Federal Housing Administration’s (FHA) Mutual Mortgage
Insurance Fund (Fund). As you know, FHA has helped millions of families
purchase homes through its single-family mortgage insurance programs
and insures almost all of its single-family mortgages under the Fund.

FHA reported in November 2011 that for the third consecutive year, the
Fund was not meeting the statutory 2 percent capital reserve requirement,
as measured by the Fund's estimated capital ratio—that is, the Fund's
economic value divided by the insurance-in-force. Although the Fund
historically has produced budgetary receipts for the federal government, a
weakening in the performance of FHA-insured loans has heightened the
possibility that FHA could require additional funds to help cover its costs on
insurance issued to date. The increased reliance on FHA mortgage
insurance highlights the need for FHA to ensure that it has the proper
controls in place to minimize financial risks while meeting the housing
needs of borrowers.

My statement foday is based on a September 2010 report about FHA’s
financial condition and a report issued in November of this year about the
agency’s risk assessment and human capital management." Specifically,
{ will discuss (1) how estimates of the Fund's capital ratio changed in
recent years and the budgetary implications of changes in the Fund’s
financial condition, (2) how FHA and its actuarial review contractor
evaluate the financial condition of the Fund, and (3) steps FHA has taken
to manage and assess risks. | also will briefly discuss our report on the
risks faced by the Government National Mortgage Association {Ginnie
Mae), which was released today.?

To do this work, we analyzed actuarial reviews of the Fund and federal
budget documents, and interviewed FHA officials, staff from FHA’s

See GAD, Mortgage Financing: Opportunities to Enhance Management and Oversight of
FHA’s Financial Condition, GAO-10-827R (Washington, D.C.: Sept. 14, 2010) and GAQ,
Federal Housing Administration: Improvements Needed in Risk Assessment and Human
Capital Management, GAO-12-15 (Washington, D.C.: Nov. 7, 2011).

2GAO, Ginnie Mae: Risk Management and Cost Modeling Require Confinuing Aftention,
GAQ-12-49 (Washington, D.C.: Nov. 14, 2011).
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actuarial review contractor, and selected housing market researchers. We
also analyzed data on FHA's business volume, market share, workioad,
and staff and contractor resources. We reviewed documentation on the
proposed structure and functions of FHA’s Office of Risk Management
and Regulatory Affairs and the Office of Single Family Housing's internal
quality control initiative. Finally, we reviewed changes to FHA guidance
that address risks associated with lenders and appraisers and
documentation related to workforce and succession planning. Our study
of Ginnie Mae assessed operational risks and financia! exposure. We
reported on Ginnie Mae volume and market share, reviewed guidance
and Ginnie Mae's credit subsidy calculations and estimation model, and
interviewed agency officials and others. The reports include a detailed
description of our scope and methodology.

The work on which this statement was based was performed from
September 2009 to November 2011 in accordance with generally
accepted government auditing standards. Those standards require that
we plan and perform the audit to obtain sufficient, appropriate evidence to
provide a reasonable basis for our findings and conclusions based on our
audit objectives. We believe that the evidence obtained provides a
reasonable basis for our findings and conclusions based on our audit
objectives.

Background

Under the Federat Credit Reform Act of 1990 (FCRA), FHA and other
federal agencies must estimate the net lifetime costs—known as credit
subsidy costs—of their foan insurance or guarantee programs and include
the costs to the government in their annual budgets. Credit subsidy costs
represent the net present value of expected lifetime cash flows, excluding
administrative costs.® When estimated cash inflows exceed expected
cash outflows, a program is said to have a negative credit subsidy rate
and generates offsetting receipts that reduce the federal budget deficit.
When the opposite is true, the program is said to have a positive credit
subsidy rate—and therefore requires appropriations. Generally, agencies
must produce annual updates of their subsidy estimates——reestimates-—
on the basis of information about actual performance and estimated
changes in future loan performance. FCRA recognized the difficulty of

*Fora mortgage insurance program, cash inflows consist primarily of fees and premiums
charged to insured borrowers and proceeds from sales of foreclosed properties, and cash
outflows consist mostly of payments to lenders to cover the cost of claims.
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making credit subsidy estimates that mirrored actual loan performance
and provides permanent and indefinite budget authority for reestimates
that reflect increased program costs. Upward reestimates increase the
federal budget deficit unless accompanied by reductions in other
government spending or an increase in receipts.

The Omnibus Budget Reconciliation Act of 1990 required the Secretary of
the Department of Housing and Urban Development (HUD) to take steps
to ensure that the Fund attained a capital ratio of at least 2 percent by
November 2000 and maintained at least a 2 percent ratio at all times
thereafter.® It also required an annual independent actuarial review of the
economic net worth and soundness of the Fund. The annual actuarial
review is now a requirement in the Housing and Economic Recovery Act
of 2008, which also requires that the Secretary of HUD annually report to
Congress on the results of the review.

Federal agencies face a number of risks. In the case of agencies with
loan guarantee or insurance programs, they can face credit risks that
include borrower default risk, which arises as borrowers become unable
to make payments on insured mortgages. Agencies with these programs
also face counterparty risk. That is, an agency may suffer losses due to
weaknesses or uncertainties in the work of its counterparties—in this
example, lenders and appraisers. And all agencies face operational risks,
the risk of loss resulting from inadequate or failed internal processes or
people (in terms of staff numbers, training, and skills), or external events.
For this statement, we focus on operational risks related to FHA's staffing
and contractor capacity to process increasing workloads.

The Fund’s Financial
Condition Continues
to Worsen, Increasing
the Possibility That
FHA Will Require
Additional Funds

The Fund’s capital ratio dropped sharply in 2008 and fell below the
statutory minimum in 2009, when economic and market developments
created conditions that simultaneously reduced the Fund'’s economic
value (the numerator of the ratio) and increased the insurance-in-force
(the denominator of the ratio).® According to annual actuarial reviews of
the Fund, the capital ratio fell from about 7 percent in 2006 to 3 percent in
2008 and 0.5 percent in 2009 (see fig. 1). For 2010 and 2011, the ratios
were 0.5 and 0.24 percent, respectively.

4Pub. L. No. 101-508

Uniess otherwise stated, the years shown in this testimony are fiscal years.
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Figure 1: Estimates of the Fund’s Capital Ratio, 2001-2011
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In its recent report to Congress, HUD cited several reasons for the
declines from 2010 to 2011. These included

» Continuing declines in home prices. Forecasts for the 2010 actuarial
study predicted house price deciines of 2.8 percent before bottoming
in the middie of 2011. This year's forecasts—dated July 2011—
predicted negative growth of 5.6 percent for FHA's single-family
portfolio in 2011. Higher-than-expected declines in house values
contributed to both higher defaults and claims and higher loss-on-
claim than anticipated last year.

« More loans, particularly from the housing bubble years of 2008-2008
were in serious delinquency, and a significant percentage had been
there for more than one year. Claims become the most likely outcome
for extended delfinquency loans, many of which are in foreclosure.

« Forthe first time, the actuarial calculations built in factors recognizing

the elevated re-default potential from the increased number of active
loans with a previous serious definquency (3 months or mare).
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« The independent actuaries also made a decision to treat foreclosure
actions likely affected by so called robosigning problems as expected
claims in 2012.%

In reviewing the components of the capital ratio, the combination of a
relatively stable economic value (numerator of the ratio) and a declining
insurance-in-force (denominator) over much of the decade increased the
capital ratio. However, since 2008, the economic value has fallen as the
insurance-in-force has risen, dramatically lowering the capital ratio

(see fig. 2).

Figure 2: Estimates of the Fund’s Economic Value and Insurance-in-force, 2001~
2041
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At the same time, the Fund’s condition has worsened from a budgetary
perspective. Historically, FHA has estimated that its loan insurance
program was a negative subsidy program (that is, estimated cash inflows
exceeded expected cash outflows). On the basis of these estimates, FHA
accumulated substantial balances in a budgetary account known as the
capital reserve account, which holds reserves in excess of those needed
for estimated credit subsidy costs and helps cover unanticipated

SRobosigning refers to mortgage servicers' practice of having a small number of
employees sign a large number of affidavits and other legal documents that mortgage
companies subsequently submitted to courts and other public authorities to execute
foreclosures. For more information, see GAO, Mortgage Foreclosures: Docurnentation
Problemns Reveal Need for Ongoing Regulatory Qversight, GAO-11-433 (Washington,
D.C.: May 2, 2011).
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increases in those costs such as higher-than-expected claims. Reserves
needed to cover estimated subsidy costs are held in the Fund's financing
account.”

However, in recent years the capital reserve account has covered large
upward reestimates of FHA’s credit subsidy costs through transfers to the
financing account. As a result, balances in the capital reserve account fell
dramatically—from $22 billion at the end of 2007 to $4.4 billion by the end
of 2010 (see fig. 3). If the reserve account were to be depleted, FHA
would need to draw on permanent and indefinite budget authority to cover
additional increases in estimated credit subsidy costs. FHA's latest
annual report to Congress raises the possibility that if house prices
decline in 2012, the expected future losses on the current, outstanding
portfolio could exceed current capital resources. These would be offset by
the expected net receipts from the new 2012 cohort of loans. But,
according to HUD, if house prices were to decline in 2012 by an amount
rivaling that of 2011, these new loans would not be expected to generate
sufficient net receipts to offset any potential decline in value of the current
outstanding portfotio, which could necessitate assistance from the
Department of the Treasury (Treasury). Under one stress scenario in
which house prices decline by 13.7 percent in 2011, rather than the 5.8
percent assumed in the baseline scenario, and house prices decline
another 1.3 percent in 2012, HUD estimates that it may require $13 billion
in assistance from Treasury to ensure the financing account had sufficient
loss reserves.

"The financing account records lifetime cash flows for loans insured in 1992 and
thereafter. It appears in the budget for informational and analytical purposes but is not
included in the budget totals or budget authorty or outlays.
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b i i L e s e e
Figure 3: End-of-Year Balances in the Fund’s Capital Reserve Account, 2002-2010
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FHA’s Current
Methodology for
Assessing the Fund’s
Condition Does Not
Fully Account for
Future Economic
Volatility

As we reported in September 2010, FHA and its actuarial review
contractor enhanced their methods for assessing the Fund’s financial
condition but still were addressing other methodological issues that could
affect the reliability of estimates of the capital ratio. Annual actuarial
reviews of the Fund use statistical models to estimate the probability that
loans will prepay or result in insurance claims on the basis of certain loan
and borrower characteristics (such as loan-to-value ratios and borrower
credit scores) and key economic variables (such as house prices and
interest rates).? FHA and its contractor have enhanced these models in
recent years, by incorporating additional variables related to loan
performance and developed an additional model to predict loss rates on
insurance claims. Also, consistent with recommendations we made in a
prior report, in 2003 the actuarial reviews began to analyze the impact of

5The toan-to-value ratio is the ratio of the amount of the mortgage loan to the value of the
home.
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more pessimistic economic scenarios—for example, nationwide declines
in home prices—than they did previously.®

However, the current methodology is significantly limited by its reliance on
a single economic forecast to produce the estimate of the capital ratio that
is used to determine if the Fund is meeting the 2 percent capital reserve
requirement. This approach does not fully account for the variability in
future house prices and interest rates that the Fund may face. As a result,
baseline estimates of the capital ratio may tend to underestimate
insurance claims and mortgage prepayments and therefore may tend to
overestimate the Fund’s economic value. In a November 2003 report, the
Congressional Budget Office concluded that FHA could project the Fund's
cash flows more accurately by using an approach (stochastic modeling)
that involves running simulations of hundreds of different economic paths
to produce a distribution of capital ratio estimates.™

Given the uncertainty that always surrounds estimates of future economic
activity, the report we issued last year recommended that HUD require
the actuarial review contractor to use stochastic simulation of future
economic conditions, including house prices and interest rates, o
estimate the Fund's capital ratio and include the results of this analysis in
FHA's annual report to Congress on the financial status of the Fund.
However, the most recent annual report does not include an estimate of
the Fund’s capital ratio using this technique. In response to our 2010
report, FHA officials told us that they were planning to require the
actuarial review contractor to use a stochastic simulation model for the
2011 actuarial review. But, these officials said that the model would be
used to examine the implications of extreme economic scenarios on the
Fund and decisions about using the model to estimate the Fund’s capital
ratio had not been made.

SGAO, Mortgage Financing: FHA's Fund Has Grown, but Options for Drawing on the Fund
Have Uncertain Outcomes, GAO-01-460 (Washington, D.C.: Feb. 28, 2001).

®Congressional Budget Office, Subsidy Estimates for FHA Mortgage Guarantees, a GBO
paper (Washington, D.C.: November 2003).
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FHA Has Taken Steps
to Address Risks, but
Has Yet to Implement
a Comprehensive
Risk-Assessment
Strategy

FHA faces risks resuiting from its operations. FHA's loan volume grew
significantly from 20086 to 2010. In 2006, FHA insured almost half a million
loans, totaling $70 billion in mortgage insurance. By 2010, it insured 1.7
million loans, or about $319 billion in mortgage insurance. During the
same time period, FHA's single-family staff increased 8 percent, from 932
employees in 2006 to 1,011 employees in 2010, while increases in key
workload areas often surpassed 100 percent:

« Staff in the homeownership centers’ Processing and Underwriting
Division grew at a slower rate (22 percent) than key workload items,
particularly volume-driven loan reviews (which increased by more
than 100 percent).

« increases in contractor staff and workload related to management of
foreclosed or real estate-owned properties were substantial, but
noncontractor staff levels increased at more modest levals.

« Loss mitigation actions more than doubled from 2006 to 2010, while
loss mitigation staff levels remained relatively constant.”’

Although FHA Worked to
Address Credit and
Operational Risk, It Has
Not Yet Put a
Comprehensive Strategy
in Place

Although FHA has taken steps to assess credit and operational risks
facing its single-family insurance programs, its current risk-assessment
strategy is not comprehensive because it is not integrated across the
agency and facks annual assessments and mechanisms to anticipate
changing conditions. To address credit risk and help improve the financial
condition of the Fund (which is supported by borrower premiums), FHA
raised premiums and made or propased policy or underwriting changes.
For example, in April 2011 FHA increased its annual insurance premiums
from 0.85 percent to 1.10 percent for borrowers with 30-year loans with
initial loan-to-value ratios of 95 percent or less and from 0.90 percent to
1.15 percent for borrowers with 30-year loans with initial loan-to-value
ratios greater than 95 percent. Additionally, FHA increased down-
payment requirements for borrowers with lower credit scores. FHA also
has proposed reducing allowable seller contributions at closing, thereby
helping to ensure that buyers put more of their own funds into the home
purchase. In addition, FHA is in the process of revising its mortgage
scorecard algorithm, to recognize the effect of various risk elements not

“Loss mitigation actions seek to minimize losses from potential foreclosures by finding
alternatives 1o foreclosure and helping homeowners retain their homes, if possible.

Page 9 63BGAO-12-277T
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currently discerned by the scorecard and determine what cases warrant
manual underwriting. 2 According to FHA, these revisions are in the early
stages, and no completion date has been set.

To address operational risks and improve its risk-assessment strategy, in
2010 FHA received congressional approval to establish the Office of Risk
Management and Regulatory Affairs and create the position of Deputy
Assistant Secretary for Risk Management and Regulatory Affairs, which
reports directly to the Assistant Secretary for Housing-FHA
Commissioner. To provide assistance to the Office of Risk Management
{one of the offices within the Office of Risk Management and Regulatory
Affairs) in developing a risk-management strategy and organizational
structure and establishing risk-management policies and processes, FHA
hired a consuitant to produce a comprehensive report and recommend
best practices for its operation.’® According to FHA officials, FHA plans to
adopt the consultant's recommendation o establish an enterprise risk
committee to address overall risk to the organization and a second tier of
committees to address program and operational risks. in addition, in 2009
the Office of Single Family Housing implemented an internal quality
control initiative at headquarters and the four homeownership centers.
For the areas identified as high-risk, headquarters and the
homeownership center divisions developed plans to document control
objectives and established a monitoring strategy in which each
homeownership center submits quarterly reports to headquarters on the
effectiveness of the controls, including the status of any mitigation efforts.

However, FHA's risk-assessment strategy raises several issues. First,
FHA's current risk-assessment strategy is not comprehensive because it
is not integrated throughout the organization. While the consultant
recommended that FHA integrate risk assessment and reporting
throughout the organization, currently Single Family Housing’s quality
control activities and the Office of Risk Management’s activities remain
separate efforts. FHA officials noted that until the Office of Risk
Management set up a governance process, the integration suggested by

2The purpose of the algorithm is to objectively measure the borrower’s risk of defauit
quickly and efficiently by examining the data the borrower provides on the loan application
and the borrower’s credit score.

"McKinsey & Company, Building the ORM Organization, Close-out Materials, a report

prepared at the request of the Depariment of Housing and Urban Development,
December 2010.
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the consultant would not be possible, In the meantime, they stated that
every effort was being made to help ensure that the Office of Risk
Management's activities complemented program office activities. Second,
contrary to HUD guidance, Single Family Housing has not conducted an
annual, systematic review of risks to its program and administrative
functions. According to an official in the Office of Single Family Housing,
although management intended to conduct an annual assessment, the
dates slipped because of changes in senior leadership in Single Family
Housing and few staff were available to perform assessments (because
of attrition and increased workload). Finally, Single Family Housing’s
current risk-assessment efforts do not include procedures for anticipating
potential risks presented by changing conditions. The consultant’s report
proposes a reporting process and templates for identifying emerging risks
and provides specific examples. Office of Risk Management officials told
us that once they are operational the risk committees eventually would
determine the exact design and content of the reports and templates.

Moreover, implementation and integration of the new risk-assessment
strategy and planned tools has been slow because of delays in defining
the Office of Risk Management’s authority, difficulty filling new staff
positions in the Office of Risk Management, and changes in FHA
leadership.

All these factors limit FHA's effectiveness in identifying, planning for, and
addressing risk. More specifically, without an integrated risk-assessment
strategy, certain risks may not be fully addressed at the operational levet
in a way that minimizes risk to the insurance programs; without annuat
reassessments of its risks, Single Family Housing lacks assurance that its
quality controf efforts address all its risks; and without ongoing
mechanisms in place to anticipate and address new or emerging risks,
FHA lacks a systematic approach to help the agency identify, analyze,
and formulate timely plans to respond most effectively to changed
conditions and risks. Therefore, we recommended that FHA (1) integrate
the internal quality contro! initiative of the Office of Single Family Housing
into the operational risk processes of the Office of Risk Management, (2)
conduct an annual risk nent, and (3) establish ongoing
mechanisms—such as use of the report templates from the 2010
consultant’s report—to anticipate and address risks that might be caused
by changing conditions. FHA agreed with the recommendations and
stated that it either was working toward achieving the recommendations
or had plans to do so in the very near future. For example, FHA said it
would leverage or integrate existing risk management efforts as soon as
the Office of Risk Management's final governance structure and risk
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management strategies were in place. The agency also stated that the
Office of Risk Management would conduct an annual risk assessment as
a component of its overall risk management strategy. It stressed that
ongoing mechanisms to anticipate and address risks related to changing
conditions would be part of the office’s sirategy.

FHA Has Taken Steps to
Address Counterparty
Risks, but Continues to
Face Human Capital
Challenges

With growth in loan volume, the number of lenders and appraisers (or
counterparties) participating in FHA’s single-family programs also has
grown. The total number of FHA-approved lenders increased 24 percent,
from 10,370 in 2006 to 12,844 in 2010. The number of FHA-approved
appraisers increased approximately 67 percent from 33,553 in 2006 to
56,192 in 2010.

However, FHA has made recent changes to address risks posed by its
lenders and appraisers. For example, on May 20, 2010, FHA stopped
approving new loan correspondents. ™ As of January 1, 2011, existing
loan correspondents could no longer participate in FHA programs, Former
loan correspondents now can participate only as third-party originators
through sponsorship by FHA-approved lenders. As a result, as of
September 2011, FHA had almost 3,700 approved lenders. Furthermore,
the agency has increased the net worth requirement for approved
lenders. On May 20, 2011, FHA increased the requirement for existing
lenders to $1 million, except for lenders classified as small under the
Small Business Administration’s size standards (their requirement
increased to $500,000). As of May 20, 2013, FHA will require a net worth
of $1 million for all lenders, plus 1 percent of the total loan volume in
excess of $25 million, to a maximum required net worth of $2.5 miflion. ™®
To help ensure that fenders and appraisers follow its policies and
procedures, FHA also has enhanced the criteria used to select loans for
technical reviews. Specifically, since May 3, 2010, the agency has
considered high-risk loan or borrower characteristics, such as certain

4, aan correspondents were lenders that originated FHA-insured loans—meaning that
they could accept mortgage applications, obtain employment verifications and credit
histories on applicants, order appraisals, and perform other tasks that precede the toan
underwriting process-—but did not have direct endorsement authority. Direct endorsement
authority is the authority to underwrite loans and determine their efigibility for FHA
mortgage insurance without HUD's prior review.

5. 0an volume is defined as FHA single-family insured montgages originated,
underwritten, purchased, or serviced during the prior fiscal year.
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types of refinanced loans and loans to borrowers with fow credit scores.
Additionally, FHA increased the number of risk factors used to target
fenders for review. FHA also has revised its approach for overseeing
appraisers.

FHA has addressed staffing and training needs and succession planning
to some extent, but it lacks plans that strategically address future
workforce needs, including replacing retiring staff. Although workforce
planning practices used by leading organizations include defining critical
skills and skill gaps, FHA's current approach does not have mechanisms
for doing so. FHA previously had a multiyear workforce plan that identified
the critical competencies; analyzed skills and competencies, including
gaps, and proposed comprehensive strategies to address these gaps, but
has not created another such plan.'® Instead, FHA has relied on
accasional Resource Estimation and Allocation Process studies and
annual managerial assessments of staffing and training needs.””

FHA also currently does not have a succession plan, although a HUD
plan for 2006-2009 identified mission-critical positions, analyzed existing
staff competencies, assessed the number of retirement-eligible
employees, and determined the probability of near-term retirements.'®
Succession planning is particularly important because almost 50 percent
of Single Family Housing headquarters staff are eligible to retire in the
next 3 years. The percentage of staff eligible to retire at the
homeownership centers is even higher—863 percent.

While FHA has taken some steps to address succession planning, they
have been limited. FHA implemented two initiatives focused on
succession planning. The first, begun in 2010, was intended to help
ensure that, at any given time, at least two additional supervisors,
managers, or executives could perform the work of each supervisor,
manager, or executive. However, this does not apply to staff positions

16Departmem of Housing and Urban Development, Strafegic Workforce Plan, FY04 to
FY08, Office of Housing, (Washington, D.C.: July 2004).

"Resource Estimation and Allocation Process studies establish a staffing baseline for
budget formulation and execution, strategic planning, organizational and management
analyses, and ongoing management of staff rescurces.

®pepanment of Housing and Urban Development, Succession Management Plan, Fiscal
Year 2006-2009, (Washington, D.C.: September 2006).
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beyond management. The second initiative also began in 2010. its goal is
to train and develop staff. Neither initiative assesses the number of
retirement-eligible employees in critical positions as required by HUD
guidance. According to FHA officials, as resources have dwindled, they
have considered all their positions to be critical.

According to FHA officials, plans to update their workforce and
succession plans were suspended. In 20072009, FHA had a workforce
planning process designed to identify critical skill gaps and a strategy for
addressing these gaps. According to the officials, HUD told FHA to stop
this initiative in 2009 because HUD was going to implement a workforce
planning process for the entire depariment. However, the effort never
came to fruition because of funding shortages. Without a more
comprehensive workforce planning process that includes succession
planning, FHA’s ability to systematically identify the workforce needed for
the future and plan for upcoming retirements is limited. Therefore, we
recommended that FHA develop workforce and succession plans for the
Office of Single Family Housing. FHA agreed, stating that it would
develop a formai workforce plan and had efforts underway to develop a
succession plan.

Ginnie Mae’s Risk
Management and Cost
Modeling Require
Continuing Attention

We released a report today about Ginnie Mae, which has experienced a
substantial increase in the volume of its business since 2007 as the
volume of federally insured or guaranteed mortgages increased. Ginnie
Mae is a wholly owned government corporation in HUD, which
guarantees the timely payment of principal and interest on mortgage-
backed securities (MBS) backed by pools of federally insured or
guaranteed mortgage loans, such as FHA loans. As of 2010, Ginnie Mae
guaranteed more than $1 trillion in outstanding MBS composed primarily
of FHA-insured mortgages. The growth in outstanding Ginnie Mae-
guaranteed MBS resulted in an increased financial exposure for the
federal government. Nonetheless, Ginnie Mae's revenues exceeded its
costs, and it has accumulated a capital reserve of about $14.6 billion.

Ginnie Mae has taken steps to better manage operational and
counterparty risks and has several initiatives planned or underway. The
operational risks the agency may face include limited staff, substantial
reliance on contractors, and the need for modernized information
systems. Ginnie Mae plans to increase its staff levels, complete a
reorganization, and implement recommendations related to contracting.
For Ginnie Mae, counterparty risk is the risk that issuers of Ginnie Mae
MBS fail to provide investors with monthly principal and interest
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payments. To manage its counterparty risk, Ginnie Mae has processes in
place to oversee MBS issuers that include approval, monitoring, and
enforcement and has revised its approval and monitoring procedures. For
example, in 2010 Ginnie Mae increased the minimum net worth
requirement for issuers of Ginnie Mae-guaranteed MBS to $2.5 million.
But, planned initiatives to enhance its risk-management processes for
issuers, including its tracking and reporting systems, have not been fully
implemented. It will be important for Ginnie Mae to complete its initiatives
related to operational and counterparty risk as soon as practicable.

In developing inputs and procedures for the model used to forecast costs
and revenues, Ginnie Mae did not consider certain practices identified in
Federal Accounting Standards Advisory Board (FASAB) guidance for
preparing cost estimates of federal credit programs. Ginnie Mae has not
developed estimates based on the best available data, performed
sensitivity analyses to determine which assumptions have the greatest
impact on the model, or documented why it used management
assumptions rather than available data. By not fully implementing
practices in FASAB guidance that GAO believes represent sound internal
controls for models, Ginnie Mae’s model may not use critical data that
could affect the agency’s ability to provide well-informed budgetary cost
estimates and financial statements. This may limit Ginnie Mae’s ability to
accurately report to Congress the extent to which its programs represent
a financial exposure to the government.

We recommended that the Secretary of Housing and Urban Development
direct Ginnie Mae to take steps to ensure its model more closely follows
certain practices identified in Federal Accounting Standards Advisory
Board guidance for estimating subsidy costs of credit programs. More
specifically, Ginnie Mae should (1) assess and document that it is using
the best available data in its model and most appropriate modeling
approach, (2) conduct and document sensitivity analyses to determine
which cash flow assumptions have the greatest impact on the model,

(3) document how management assumptions are determined, such as
those for issuer defaults and mortgage buyout rates, and (4) assess the
extent to which management assumptions, such as those for issuer
defaults and mortgage buyout rates, can be reptaced with quantitative
estimates. The President of Ginnie Mae wrote that Ginnie Mae is working
towards implementing our recommendation for conducting sensitivity
analyses relating to issuer risk and behavior, but neither agreed nor
disagreed with our other specific recommendations. in addition, Ginnie
Mae agreed with our observation about the importance of completing
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ongoing and planned initiatives for enhancing its risk-management
processes, as soon as practicable, to improve operations.

Mr. Chairman, Ranking Member Frank, and Members of the Commitiee,
this concludes my prepared statement. | would be happy fo respond to
any questions that you may have at this time.
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STATEMENT OF PATRICK SINKS ON BEHALF OF THE MORTGAGE
INSURANCE COMPANIES OF AMERICA BEFORE THE HOUSE FINANCIAL
SERVICES COMMITTEE
December 1, 2011

I am Patrick Sinks, President and COO of Mortgage Guaranty Insurance
Corporation, testifying on behalf of the Mortgage Insurance Companies of America
(MICA), the trade association representing the private mortgage insurance industry. I am
pleased to be here today to take a comprehensive look at the financial situation of the
Federal Housing Administration (FHA) and to offer suggestions on ways to improve its
financial security and overall operation.

The mortgage insurance (M) industry is similarly situated to FHA in that we
insure loans with less than a 20% down payment, so we are particularly well suited to
help Congress determine the best way to maintain FHA’s viability. Importantly, MICA
has been analyzing and commenting on the financial health of FHA for over 20 years.
MICA advocated for and supported the financial reforms to FHA that were enacted in the
National Affordable Housing Act of 1990 when most other sectors of the mortgage
market did not. That Act was passed because FHA was in unprecedented stress at the
time and policy makers feared taxpayers would be forced to bailout FHA. In fact it was
that Act that, for the first time, required FHA to maintain a minimum capital ratio, which
was set at 2%. It was also that Act that mandated the yearly actuarial report that is the
subject of this hearing today. It would appear as if we are at a similar crossroad today as
FHA’s capital ratio is getting perilously close to being in the negative.

The private mortgage insurance industry believes the FHA has an important role
to play in the mortgage markets as a supplement to private capital sources. While both
entities provide first loss credit risk protection on low down payment mortgages, FHA is
a government program while M1 is private capital put at risk. For over fifty years the
private mortgage insurance industry has supplied credit enhancement to borrowers
seeking their first home at the same time as the FHA has provided its credit enhancement
to other first-time borrowers.

While there has always been some overlap between the customers served by
private mortgage insurers and FHA, we believe that it is important that there be both
private capital made available through mortgage insurers for low down payment
borrowers as well as government-backed capital made available through FHA for those
borrowers who, because of income, credit or other characteristics require the additional
support that only a government guarantee provides. We believe that both entities have
knowledge and strengths that can be employed separately and, perhaps, together to serve
first time homebuyers. FHA, as a government program, must not be employed either
intentionally or unintentionally as a means of blocking the re-entry of private capital to
the mortgage markets.
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The FHA is a government program that serves a vital purpose and as such should
be actuarially sound at all times. I hope my testimony helps you determine the best course
of action to achieve that goal. In the testimony, I will do the following:

s Summarize the role private mortgage insurance plays in the market and then
discuss the industry’s regulatory structure.

* Summarize the differences between the way FHA and private mortgage insurers
operate.

e Discuss why FHA now dominates the market.

e Provide the industry’s insight into the recent actuarial study.

¢ Suggest some changes to FHA that could help increase its capital levels.
The Role of Private Mortgage Insurance

The private mortgage insurance industry has greatly expanded homeownership
opportunities for Americans. Since the industry was founded in 1957 it has helped more
than 25 million people buy homes with low down payments.

Because mortgage insurers have their own capital at risk and are in a first loss
position if the loan goes to foreclosure, mortgage insurers” interests are aligned with
those of the borrower, servicer and mortgage investor. This ensures better quality
mortgages. Mortgage insurers act as a second set of eyes by reviewing the credit and
collateral risks related to individual loans. This role protects both borrowers and investors
by ensuring that the home is affordable at the time of purchase and importantly
throughout the years of homeownership.

The Regulatory Structure of MI

Ml is a regulated, counter-cyclical source of loan level protection provided for a
mortgage loan, based on independent, objective underwriting criteria. This third-party
credit enhancement expands mortgage credit availability, especially for loans with high
loan-to-value ratios, because third-party capital is deployed to back this risk. This is
particularly important under current market circumstances to ensure ongoing credit
availability in this sector at a time when U.S. banks are under significant capitat
constraint that otherwise would limit their ability to make these loans.

It is for this reason that global regulators have repeatedly reviewed and, then,
confirmed the value of properly-regulated and appropriately capitalized private mortgage
insurance. In January of 2010,' the Joint Forum urged member nations to ensure that

! The Joint Forum, Review of the Differentioted Nature and Scope of Financial Regulation - Key Issues and
Recommendations, (Jan. 8, 2010), available at hitp://www.bis.org/pubi/joint24.pdf.

2
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greater use of MI is part of their mortgage-reform efforts. The Joint Forum is an advisory
committee comprised of global banking, securities and insurance regulators. In addition
to urging greater reliance on M1, the Joint Forum paper described the need to ensure that
capital credit and regulatory recognition is provided only when private Ml is in fact well
regulated and capitalized, noting the significant problems that result from reliance on
products such as credit derivatives.

The Joint Forum’s advisory work has since been advanced as a firm
recommendation from the Financial Stability Board® (FSB), the governing body for all
global financial regulators (including those in the U.S.). In its final paper detailing
recommendations for mortgage underwriting, the FSB concludes that, “Mortgage
insurance can be relevant for the reduction of uncertainty through risk selection and
pricing, a prudent application which includes an in-depth assessment of mortgage
insuranc}e reliability. The recent crisis has shown how deceptive risk transfer mechanisms
can be.”

Now, the FSB is proposing specific mortgage-underwriting standards to guide
specific rules for residential finance.® MICA strongly supports the FSB’s
recommendations, which recommend reliance on private mortgage insurance subject to
prudential regulation such as that governing the industry in the United States.

The backbone of the private mortgage insurance industry’s ability to pay claims
through this extreme down cycle in the mortgage market is its state-imposed reserve
requirements. The reserve requirements were developed in a model MI act that was
established by the National Association of Insurance Commissioners (NAIC) and is
primarily enforced by the states where MI companies are domiciled. The requirements
are specifically structured to address the long-term nature of Ml risk. They enable the
industry to withstand a sustained period of heavy defaults arising from serious regional or
national economic downturns, as well as routine defaults and claims that occur normally
throughout the cycle.

Mortgage insurers are required to keep three types of reserves, the most important
of which is the contingency reserve. Fifty cents of each premium dollar earned goes into
the contingency reserve and generally cannot be touched by the mortgage insurer for a
10-year period. It ensures that significant reserves are accumulated during good times to
handle claims under stress. The contingency reserves are directly comparable to the
counter-cyclical capital bank regulators now know they need. Mortgage insurers are
subject to similar mortgage default risk as banks but only mortgage insurers maintain
capital counter-cyclically.

? Financial Stability Board, Thematic Review on Mortgage Underwriting and Origination Practices {Mar. 17,
2011), available at http://www financialstabilityboard.org/publications/r 110318a.pdf.

® bid, p. 25.

* Financial Stability Board, FSB Principles For Sound Residentiol Mortgoge Underwriting Proctices {Oct. 26,
2011), available at http://www financialstabilityboard.org/publications/r 111026b.pdf.
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Chart 1 demonstrates how the MI industry builds its capital base during good
times to pay claims in bad times like those currently experienced by the housing market.
The chart shows yearly industry losses paid as a percentage of premiums earned for each
year from 1980 through 2010. It also shows the MI industry's risk to capital ratio for each
year and the build-up of premiums available to pay claims over time. As can readily be
seen, the fact that mortgage insurers are required to keep a portion of the premiums in a
contingency reserve means that premiums available to pay claims increase during the
good times so they can be paid out to cover the serious losses that occur during the bad
times.

The other two reserves that mortgage insurers must maintain are case-basis loss
reserves and unearned premium reserves. Case-basis loss reserves are established for
losses on individual policies when the insurer is notified of defaults. Premiums received
for the term of a policy are placed in unearned premium reserves. Each state establishes
the method by which premiums are earned to match premrums with loss and exposure.

The history of the MI industry shows that we have paid our claims through all
economic cycles. For example, in the early 1980s, the mortgage market had to cope with
double-digit interest rates and inflation in a period of severe recession and, therefore,
introduced many experimental adjustable-rate mortgages. As economic conditions
deteriorated -- particularly in energy-oriented regions of the country -- defaults began to
rise, resulting in numerous foreclosures. The MI industry paid more than $6 billion in
claims to its policyholders during the 1980s. In the early 1990s, the MI industry paid
more than $8 billion in claims primarily in California and the Northeast.

In the lead up to the present crisis, the industry early saw warnings of critical risk
in the residential-mortgage market and tried through comments, meetings and other
venues to get U.S. regulators to take urgent action to improve underwriting and
securitization practices. Had the industry’s warnings been heeded, while the crisis might
still have occurred we believe it would not have proven to be the grave macroeconomic
threat still blocking robust U.S. recovery. In its warnings to regulators starting in 2002,
MICA repeatedly said that dangerous practices would “poliute the well” ~ that is, create
risk for the prudently-underwritten loans backed by MI because problems on individual
loans without these safeguards would drag the entire mortgage market into crisis.

However, private mortgage insurers have fared remarkably well despite severe
stress. For example they have remained viable even as more diversified mortgage-finance
operations like the GSEs failed. To date since the current crisis began, Mls have
provided $28 billion in claims and receivables to the GSEs, reducing taxpayer losses by
15%.

But, as the crisis has dragged on, sound MI firms have been under growing stress
due in part to the “pollute the well” problem. This has undermined the ability of several
firms to write new business. Still, these firms are paying their claims in the “run-off”
process stipulated by state regulators that ensures that an MI's commitments are honored
even under acute stress. This — combined with the resilience the industry has shown
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despite the severity of the crisis — proves the soundness of the private MI business model
and the stringency of state regulation.

Comparison of Private Ml to FHA

While FHA and MI are similar in that they enable borrowers to buy homes with
less than a 20% down payment there are some significant differences in the way the two
models are structured which are discussed below.

Private sector capital at risk ~ Private mortgage insurers have their own capital
at risk on every loan they insure in the first dollar loss position. This means a
mortgage insurer’s claim payment stands in front of any loss of other parties
to the transactions. As a result, MI acts as a bellwether for the risk to the
borrower. Of course FHA is not private sector capital and, therefore, is not
similarly situated.

Coinsurance feature — An essential feature of private mortgage insurance is
the concept of coinsurance on the part of all parties to the transaction. MI
generally covers 20% to 30% of the loan amount. However, that percentage
generally does not cover all of the losses that the parties to the mortgage
transaction experience. FHA, on the other hand, insures 100% of the loan
amount if the loan goes to foreclosure so that the loan originator lacks any
meaningful risk of loss. Coinsurance is essential to ensure that all parties to
the transaction have an alignment of interest which in turn results in better
originations.

Respond to market conditions ~ FHA has a “one size fits all” type of
underwriting system which does not allow FHA to respond to the build~up or
deflation of mortgage market bubbles. Mortgage insurers, on the other hand,
have heavily invested in analytical and automated underwriting tools so that
we make sure the loans we insure meet our independent underwriting criteria.
Mortgage insurers are constantly monitoring the regional mortgage markets
and altering their underwriting to ensure that the home is both affordable for
the borrower at closing and sustainable over the life of the mortgage. If there
is one thing the mortgage market has learned in recent years it is that
sustainability is as important as affordability.

Second Set of Eves — Mortgage insurers have underwriting criteria
independent of the lender or investor. MI companies provide a unique level of
process oversight — sometime described as a second set of eyes — that can
serve as an important check on third party errors, omissions and
misrepresentation. FHA sets the underwriting criteria for the loans, but
delegates the actual underwriting process to the lender. There is no review
underwriting process.
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* Appropriate Systems in Place — Over the last several years the HUD Inspector
General and the General Accountability Office have enumerated various
problems with FHA’s underwriting and operating systems. Many of these
problems have been addressed but others have been identified including
problems arising with direct endorsement lenders. Because private capital is at
risk, private mortgage insurers have the most current technology and can
receive up-to-date information on their portfolios. This enables them to better
understand trends in the market and set better underwriting criteria.

o Amount of down payment — The other characteristic that is different in
today’s market is the amount of a down payment that an FHA borrower must
make as opposed to the down payment required by a mortgage insurer. FHA's
minimum down payment requirement is set in law and is 3.5%. MICA’s
members make separate decisions on their down payment requirements and
have the flexibility FHA does not have to make adjustments to reflect
economic conditions. In today’s market the lowest down payment requirement
generally is 5%.

FHA Dominates the Market for Low Down Payment Loans

The federal government has dominated the mortgage market since the beginning
of the crisis and FHA in particular has crowded out the primary source of purely private
capital at risk in the mortgage market today — the private mortgage insurance industry.
Private Ml is a sector of the mortgage market that did not receive government assistance
during the crisis and is still serving the market today. To illustrate FHA’s dominance,
Chart 2 compares the market share of FHA and private Ml in the total mortgage market.
Chart 3 shows their comparative market shares in just the low down payment/insured
market. FHA’s market share has increased dramatically since 2007, rising from 17% to
62% from 2007 through second quarter 2011.

Discussed below are the factors contributing to FHA’s historic market share.

* FHA Loan Limits too High - FHA’s loan limits are extremely high. For the
first time in history, they are larger than Fannie Mae and Freddie Mac’s limits.
The floor for the FHA limits is particularly high and cuts significantly into
private insurers’ market. The lowest FHA limits in any area of the country is
$271,050. However, the median existing house price in the country is
$165,600 and in many areas considered to be high cost the area median house
price is significantly lower than the FHA floor. For example, the California
Association of Realtors reported that statewide the median existing single
family house price in California in October was $278, 060 which is barely
above the lowest FHA limit while in the Southern California counties of
Riverside and San Bernadino the median house prices were $195,760 and
$132,210 respectively.
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o 100% insurance coverage — As noted above, FHA provides 100% insurance
coverage if loans default. Mortgage insurers, on the other hand, insure 20% to
30% of the loan amount which means that in this housing environment all
parties to the transaction have skin in the game.

e Lower Down Payment — As noted above, by statute FHA s minimum down
payment is 3.5%. While individual MIs set their own down payment, it is
generally 5%.

» Inadequate premium — While FHA has made important strides recently to
bring its premium in line with the risk it is taking, it needs to do more. Under
the law FHA can charge an upfront premium of no more than 3 percent that
can be financed as part of the mortgage amount. The annual premium can go
no higher than 1.55% of the insured principle balance depending on the LTV.
Presently the upfront premium is 1% and the annual premium varies between
1.15% and .25% depending on the LTV, loan’s purpose and the term of the
mortgage.

* Fees on GSE loans - Private Ml is being priced out of the market because the
Government Sponsored Enterprises (GSEs) are charging additional fees on
top of the mortgage insurance premium. The vast majority of loans private
mortgage insurers insure are sold to Fannie Mae and Freddie Mac. Fannie and
Freddie have been charging delivery fees that primarily apply to low down
payment borrowers and can go as high as 3.5% depending on the borrower’s
credit characteristics, loan-to-value ratio, mortgage product type and type of
housing.

In fact, the HUD report to Congress notes that the FHA and private Mls do not play on a
level playing field. HUD clarifies that conventional borrowers are put at a disadvantage
to FHA borrowers because of the GSEs’ loan level fees. The report notes that “even Joans
for which private mortgage insurance costs might be comparable or even lower than FHA
prices, the delivery fees charged by Fannie Mae and Freddie Mac can make such loans
inaccessible to homebuyers with Jimited wealth.” It also notes that “Fannie Mae and
Freddie Mac do not currently purchase loans with down payments of less than 5
percent.”’ While these facts benefit FHA today in that borrowers who would otherwise
use private insurance move to the government program, it seriously impedes the
redeployment of private capital in the mortgage markets and should be addressed from a
public policy perspective.

Actuarial Study
The FY 2011 actuarial report for FHA’s mutual mortgage insurance (MMI) fund

raises key points which should be of concern to Congress. First, although press reports
have focused on the capital ratio for the entire MMI Fund at 0.24%, in fact, the capital

5 see pages 20 to 21 of the HUD Report to Congress.
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ratio for the most important and by far the largest part of the MMI Fund — the traditional
1 to 4 family 203(b) program - is only 0.12%. This is a ratio of 846 to 1. The much
smaller reverse mortgage (Home Equity Conversion Mortgage) part of FHA is projected
to have just under a 2% capital ratio and this fact brings the entire MMI Fund to a 0.24%
capital ratio.

Looking only at the key single family business, there is only $1.193 billion of
economic net worth against $1.009 trillion of insurance in force. Since FHA insures
100% of the loan amount this is $1 trillion of FHA risk in force — potential risk to the
taxpayer -- supported by only $1.2 billion of economic net worth.

Second, FHA, continues to suffer heavy losses from its 2007-2009 books of
business and especially its loans with seller contributions—a product that ended with
passage of the Housing and Economic Recovery Act (HERA) in 2008. The $28.2 billion
in capital reserves of the single family program were depleted by $26.9 billion in
negative future cash flows on existing business with $24 billion of this negative cash flow
attributed to the 2007-2009 books alone.

Looking ahead, under the base case scenario, the FHA actuarial report projects
that claim payments in FY 2012 will be over $35 billion or more than twice as much as
paid in FY 2011. This will result in a net cash outflow of $19.5 billion leaving the MMI
capital resources at only $13 billion at the end of FY 2012 or 60% less than at the end of
FY 2011.

In addition to the seller contribution mortgages noted above another important
factor in generating the losses to the 2007 — 2009 books is that the FHA premium during
those years was set at far too low a level to cover the risk inherent in the loans it
guaranteed. As noted above they are still too low, but FHA has taken steps to improve
them. Part of the problem is attributable to the fact that FHA insures 100% of the unpaid
principal balance of the insured loan amount. This exposes the MMI Fund to the full
force of falling house prices, especially in areas which have suffered tremendous house
price bubbles followed by serious declines.

The FY 2011 actuarial study notes that the loss severity has been steadily
increasing since FY 2003 for the MMI Fund due in large measure to the house price
declines. However note the serious loss severity rates as shown in the most recent study.
For loans that terminated in FY 2009 the report shows a loss rate of 63.67%.° This was
up from 59.4% in FY 2008, 49.4% in FY 2007 and 41.75% in FY 2006. In other words,
for loans that were terminated in FY 2009 the average loss experienced by FHA equaled
64% of the unpaid principal balance on the loan. The report provides no data on more
recent average loss severities but from our own experience in the markets it is highly
unlikely that the severity rates fell during the past two years.

® See Exhibit E-1, page E-2 of the Report.
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Recommendations to improve FHA

Increase premiums — Although FHA has raised its premiums twice in the past
year the current health of the MMI Fund justifies an immediate increase in the
premium. The annual premium should be set at the limit to which Congress
allows. Current annual premiums are set at either 1.10% or 1.15% depending
on the initial down payment by the borrower. FHA has the authority to raise
these fees to 1.50% and 1.55% which would clearly improve the finances of
the MMI Fund over time. Further to assure that the MMI Fund reserves can be
built up to a level that provides a greater cushion for the taxpayer should
house prices fall in the near term, we believe that FHA should be required to
keep premiums at this higher level until FHA s capital ratio goes back to 2%
and for several years thereafter.

Increase the minimum down payment — In view of the market realities today
of falling or stagnant home prices, FHA’s down payment requirements should

be increased to 5%.

Change the way FHA'’s loan limits are calculated — FHA’s loan limits should
be lowered to what they were prior to the crisis. Importantly, the way FHA’s
loan limits are calculated is designed to skew them so they are as high as
possible. First, FHA uses house price data going back as far as 2008 rather
than the most currently available data if the use of the earlier data prevents the
FHA loan limit in an area from falling. This means that while some areas of
the country have their FHA loan limits set using 2008 median house price data
other arecas use 2009 data or 2010 data whichever results in a higher FHA loan
limit. FHA uses this approach as a result of its reading of the Congressional
intent under laws passed in recent years. We believe Congress should instruct
FHA to use the most currently available house price data in setting its limits
for an area so that the FHA limits are realistic given the change in median
house prices for an area over time.

In addition, currently under law (12 U.S.C. 1709), if a house is located in a
county which is part of a Metropolitan Statistical Area (MSA), then the FHA
mortgage limit for that county is set at the median house price for the highest
priced county within the entire MSA. This means that all counties within a
given MSA have the same FHA loan limit and that limit is set at the level of
the median house price in the highest priced county. Prior law (before 1998)
had FHA set the limit at the higher of either the county median house price or
the median house price for the MSA as a whole without reference to the
highest priced county within the MSA. We believe that the law should be
changed so that FHA is no longer required to target its MSA limits to the
highest priced county within an MSA.,

Eliminate GSE fees — The fees charged by the GSEs on top of the MI
premium should be eliminated. It is clear that the GSEs are charging these
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fees as a credit risk mitigation tool. However, there is no indication that these
fees go into a regulated reserve structure similar to the reserve structure
required for private mortgage insurers. Importantly, if the GSEs believe that
they need more credit risk protection for the loans they purchase, they can
require deeper MI coverage. In other words, mortgage insurers could insure
more than 20% to 30% of the loan amount and the cost to the borrower would
be less expensive than the GSE fees in addition to the mortgage insurance
premium,

»  Work with FHA — As note above private mortgage insurers have a number of
strengths that FHA does not have and these have enabled them to survive this
present crisis. Primary among those strengths are our analytical tools and
underwriting capabilities. MICA believes FHA could be enhanced by
exploring with private mortgage insurers new ways to work together to both
mitigate taxpayer exposure to losses on low down payment mortgages while
better defining the role each of us should play in providing credit
enhancement for home buyers. Secretary Donovan has expressed a desite to
return FHA’s market share to its historical norm and the mortgage insurance
industry stands ready to work with him on this issue.

Conclusion

In conclusion, we believe that just like in 1990, FHA is at a crossroads and there
are some concrete steps Congress can take to return FHA to actuarial soundness. First,
FHA should raise its premiums to the maximum Congress has authorized. Second, FHA
should consider raising its minimum borrower down payment. Third, Congress should
instruct the FHFA to require that the GSEs eliminate their supplemental loan level fees to
avoid the creation of a barrier to the return of private capital to the mortgage system.
Finally, the mortgage insurance industry also is willing to work with FHA so that we can
build on each other’s strengths to better serve the market.

10
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Introduction

Chairman Bachus, Ranking Member Frank, and members of the Committee; my name is Moe
Veissi. I have been a REALTOR® for 40 years, and am broker/owner of Veissi & Associates, Inc. in
Miami, Florida. I currently serve as the 2012 President of the National Association of REALTORS®.

1 am here to testify on behalf of the 1.1 million members of the National Association of
REALTORS®. We thank you for the opportunity to present our views on the importance of the
Federal Housing Administration (FHA) mortgage insurance program. NAR represents a wide
variety of housing industry professionals committed to the development and preservation of the
nation’s housing stock and making it available to the widest range of potential homebuyers. The
Association has a long tradition of support for innovative and effective federal housing programs
and we have worked diligently with the Congress to fashion housing policies that ensute federal
housing programs meet their mission responsibly and efficiently.

FHA is an insurance entity within the Department of Housing and Urban Developtment (HUD)
that ensures American homeowners access to with safe and stable financing in all markets. FHA has
insured home loans for more than 37 million American families since its inception in 1934, and has
never required a federal batlout. While many have recently questioned the program’s recent
performance, we would argue that, in fact, FHA has shown its considerable strength during the

significant housing and economic crisis our country is still experiencing,

In 2 time when many of the large private banks, investment firms, and other financial institutions
have needed bailouts, restructuring or have even collapsed, FHA has weathered the storm very well.
FHA continues to have significant resoutces to pay 30 years’ worth of expected claims on their
portfolio, which is 30 times more than banks, which are only required by the Financial Accounting
Standards Board (FASB) to hold one year of resetves. In addition, FHA continues to have additional
reserves of more than $2.5 billion. This is truly an achievement; FHA should be lauded for its
financial stability in a most challenging environment and held up as a standard for strong

underwriting and risk avoidance.
FHA’s Mission

A common misconception exists that FHA was originally intended to only fund modest home
purchases and benefit low-income borrowers who could not afford a large down payment on a new
home. A review of the program’s catly loan limits, average prices of homes purchased with FHA
loans and loan-to-value ratios demonstrates that this was not the case.

In the program’s first years, for example, the maximum insured loan amount was $16,000. While this
may seem to be an exceptionally modest amount today, in 1930 only 3.2 percent of homes were
valued between $15,000 and $20,000." The majority of values lay between $2,000 and $7,500, with

1. 15" Census of the United States, Population, Volume VI: Families, U.S. Census Bureau, 1930, P, 17

-1-
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the largest number of these between $3,000 and $5,000. The national median home value was
$4,778.> So an upper limit of $16,000 in was mote than 330% of the median American home value
then.

Of course, the $16,000 loan limit does not paint the entire picture of FHA’ target demographic. To
better understand this, we should look at how the program was used by borrowers. In its third
annual report to Congress for 1936, FHA's statistics showed that most of the homes insured were
valued in the $3,000 to $6,000 range and the average single-family home value for an insured
mortgage was $5,497, more or less reflecting the average costs of homes at the time.” Only 2.8
percent of FHA-insured homes were valued below $2,000, and only 2.1 percent above §1 5,000.°
This is strong evidence that FHA was not originally targeted to any income group, but rather was
intended to help families across the spectrum finance their purchase homes. These statistics varied
slightly from year to year, with the size of insured mortgages somewhat lower in 1937 (median
4,288), and then higher in 1938 (median $4,491).%” In general, these trends have followed income

levels of FHA-insured botrowers.”’

In 2 similar vein, the original loan-to-value ratio (LTV) limit for FHA mutual mortgage insurance
was set at 80 percent. This sounds like a high down payment requirement today, but it was a
considerably less constraining than what lenders had previously required. As a result, in 1930 the
American homeownership rate was below 50 percent.”” This change proved very popular: nearly 60
percent of FHA-insured borrowers in 1937 had I.TVs between 76 and 80 percent, a jump from 47
percent in the preceding year.! Indeed, the lower down payment requirement proved successful
enough for FHA to raise the limit again in 1938 to 90 percent for some loans.

FHA's popularization of amortizing loans with lower down payments have led some to propagate
the fictdon that FHA helps families get into homes they cannot afford. Since the value of insured
mortgages has tracked borrower incomes fairly closely, it is no surprise that FHA borrowers have
generally not had mortgage payments that are large in comparison to their incomes. In 1937, 61
petcent of new FHA borrowers spent less than 15 percent of their incomes on monthly mortgage

2 1d
3.1d at 18

4. "Uhird Annval Report of the Federal Housing Administration for the Year Ending December 31, 1936, U.S. Government Printing
Office. 1937. P.35

5. Id.

6. Fourth Annual Report of the Federal Housing Administration for the Year Ending December 31, 1937. U.S. Government Printing
Office. 1938. .58

7. Fifth Annual Report of the Federal Housing Administration for the Year Ending December 31, 1938. U.S. Government Peinting
Office. 1939. P.85

8. Fourth Annual Report of the Federal Housing Administration for the Year Ending December 31, 1937. ULS. Government Printing
Office. 1938. P.61

9. Vifth Annual Repost of the Federal Housing Administration foc the Year Hoding December 31, 1938, US. Government Printing
Office. 1939. P91
10. 15% Ceasus of the United States, Population, Volume VI Families. U.S. Census Burcau, 1930. P, 12

11. Fourth Annual Report of the Federal Housing Administration for the Year Ending December 31, 1937 U.S. Government
Printing Office. 1938. P.60
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payments, and 92 percent of borrowers paid less than 20 percent.”” In 1938, 97 percent of
borrowers paid less than 20 percent of their incomes on monthly mortgage payments.” From the
very beginning, FHA was a program helping people purchase homes they could well afford.

The Importance of FHA

With the collapse of the private mortgage market, the importance of the Federal Housing
Administration has never been more apparent. As liquidity has dried up and underwriting standards
have been squeezed tight, FHA is one of the primary sources of mortgage financing available to
famihies today. Without FHA, many families would be unable to purchase homes and communities
would suffer from continued foreclosure and blight. FHA also continues plays a very critical role for
those borrowers who are traditionally underserved by the private market. According to the Federal
Reserve, FHA insured 60 percent of all African-American and Hispanic homeowners in FY2010.
FHA 15 also the leader in serving first-time homebuyers. In FY2010, FHA insured 56 percent of all
first-time homebuyers. In total, of all FHA borrowers, 75 percent were first time homebuyers. FHA
also helped many American families refinance into loans with lower interest rates. More than
440,000 homebuyers saved an average of $160 per month, thanks to their new FHA loan.

Despite #of being subsidized, and being fully funded by the premiums paid by its borrowers, FHA
provides also significant benefits to consumers and the FHA fund as the result of the program’s
focus on foreclosure mitigation. FHA's loss mitigation program includes mortgage modification and
partial claim options. Mortgage modification allows borrowers to change the terms of their
mortgage so that they can afford to stay in the home. Changes can include extension of the length
of the mortgage or changes in the interest rate. Under the partial claim program, FHA lends the
borrower money to cure the loan default. This no-interest loan is not due unul the property is sold

ot paid off.

In FY 2011, FHA loss mitigation tools were used to cure 362,000 defaults, and yielded the lowest re-
default rates of the past five years. In addition, this year FHA made enhancements to its loss
mitigation requirements to increase the use of trial payment periods prior to the mortgagee
executing a Loan Modificatdon or Partial Claim action to cure a default. Trial payment plans are
expected to reduce re-default rates on loan modifications and partial claims, and thereby reduce
costs to the FHA Insurance Fund. By encouraging lenders to participate in these loss mitigation
efforts and penalizing those who don’, FHA has successfully helped homeowners keep their homes
and reduced the level of losses to the FHA fund.

The universal and consistent availability of FHA loan products is the hallmark feature of a program
that has made mortgage insurance available to individuals regardless of their racial, ethnic, or social

characteristics during periods of economic prosperity and economic downturn.

12.1d. at 63

13. Fifth Annual Report of the Pederal Housing Administration for the Year Eoding December 31, 1938. U.S. Government Printing
Office. 1939. P95
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FHA Strength/Solvency

FHA’s 2011 actuarial review demonstrates that its capital reserve fund remains below the
Congtessionally-mandated 2 percent ratio. The capital reserve ratio reflects the reserves available
(after paying expected claims and expenses) as a percentage of the current pottfolio, to address
unexpected losses. While this is sobering news, most reports have overlocked the fact that the
capital reserve fund is not FHA’s only reserve fund. FHA also has a cash reserve account separate
from the capital reserve. Consequently, FHA's actual total reserves are higher than they have ever
been with combined assets of $33.7 billion. This is an increase of $400 million over the previous

yCar-

What the audit confirms is that FHA has “positive” reserves, meaning they have adequate resources
to cover all claims and expenses resulting from their portfolio. It is critical to note that FHA’ fully
capitalized cash reserves account for paying all claims over a 30 year petiod. By comparison, the
Financial Accounting Standards Boatd only requires financial institutions to hold reserves for losses
over the next 12 months. In essence, the FHA loan program has 30 times that amount in cash
rescrves, with another $2.55 billion in the excess capital reserves, than would be required if they
were a privately-held financial institution. In addition, the audit shows that if FHA makes no
changes to the way they do business today, the reserves will go back above 2 percent by 2014—

sooner than was projected in last yeat’s actuanal report.

The reason the capital reserves have fallen below 2 percent actually is unrelated to FHA’ current
business activities. There has not been a significant increase in defaults on the patt of borrowers,
nor underwriting problems experienced by FHA and its lenders. The decline is precipitated by the
falling estimates of the value of homes in the portfolio. As such, the decrease in the capital reserve
account is a direct reflection of the state of our economy and our housing markets.

Obviously, the economic crisis our country is facing is far beyond the control of FHA. As a
Congressional Research Service (CRS) report, published November 23, 2009 stated “FHA would
not be able to prevent defauits anising from deteniorating financial and macroeconomic
conditions.”"* Given the devastating impact home price declines have had on banks, lenders, and the
government sponsored enterprises (GSEs) Freddie Mac and Fannie Mae, FHA has performed
remarkably through this crisis. Why? FHA has never strayed from the sound underwriting and
appropriate appraisal policies that have traditionally backed its loans. For example, FHA borrowers’
credit profile has never been stronger. FHA credit quality has improved steadily since 2007, 4*
quarter. Over 50 percent of FHA loans made in every quarter since 2009 (2™ quarter) had credit
scores above 680. Today, FHA% borrowers have an average credit score of more than 700, higher
than it has ever been—a factor that has helped contribute to FHA' financial reserves.

FHA has met the needs of America’s homebuyers, but has never resorted to abusive loans, improper
or nonexistent underwriting, or other bad practices. As a participant in the home mortgage process,

14, CRS Report R40937, The Federal Housing Adwiinistration (FFLA) and Risky Lending, coordinared by Darryl E. Getter.

4.
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FHA cannot be immune to the pitfalls of the housing crisis. Solid policies and practices have

protected it from the biggest failures.
FHA’s Recent Changes

For the past several years, FHA has reacted to the lower reserves by making changes to its program.
FHA now has a Chief Risk Officer to oversee FHA’ efforts to mitigate risk. This was a new
position created just two years ago, and we applaud this decision. Assigning one senior staff member
with the responsibility for coordinating FHA’s risk management activities makes good sense.

FHA has also increased premiums multiple times in the Jast several years. Beginning in 2010, FHA
raised its mortgage insurance premiums three times. FHA’s current premium levels are the highest
they have ever been in the agency’s history. The new annual mortgage insurance premium structure
alone led to an increase in the FY 2011 economic value of the Mutual Mortgage Insurance (MMI)

Fund of $1.37 billion. We also expect an additional premium increase in the next several months.

NAR strongly supports changes that are vital to retaining the strength and solvency of the FHA
fund. However, we do not want to make changes that artificially increase the costs of
homeownership in order to fund other government programs and disenfranchise families who wish
to purchase a home. Therefore, we strongly urge FHA and Congress to use caution when making
changes to ensure that they are necessary for the financial stability of the fund.

NAR Additional Recommendations for FHA

NAR advocates additional changes for FHA to ensure its continued strength and availability to

homeowners.
Condomintum Raules

Condominiums are often the only affordable option for first time home buyers or borrowers with
good credit, but small downpayments. FHA announced updated condominium rules on June 30,
2010, that included some improvements but we continue to have significant concerns with the rules
and recommends changes that will provide greater liquidity to this sector of the real estate market
without causing additional risk to the Mutual Mortgage Insurance Fund (MMIF). We support
enhancements to the rules and limits relating to owner-occupancy, two investor ownership, and
delinquent home owner association (HOA) assessments.

NAR recommends elimination of the owner-occupancy requirement for FHA condo mortgages.
The GSEs do not have an occupancy ratio for condominium projects if the borrower is going to
occupy the unit, which would be the case for all FHA borrowers. Eliminatng this requirement will
allow more buyers to purchase condominiums which are often more affordable, raise occupancy
levels, and stabilize these developments and their communities. If FHA retains the occupancy ratio,
NAR recommends amending the rules so that all bank-owned REOs are not counted for the
putrposes of the occupancy ratio. Again, this will align FHA with industry practices in this area.
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FHA made positive changes to the condominium rules but more can be done. NAR, along with a
coaliion of real estate partners, previously recommended enhancements to concentration and pre-
sale requirements that were made permanent in FHA’s condominium rules announced on June 30,
2011. However, FHA can provide additional flexibility on condominium recertification requirements
and fidelity insurance coverage requirernents. NAR also recommends FHA reconsider the
elimination of the Spot Loan Approval Process. Spot loans can be critical for borrowers who wish

to use FHA to purchase a condominium in a project that is not FHA approved.
Mortgage Loan Limits

We also strongly support making permanent the FHA mortgage loan limits that are currently in
effect. FFA has played a critical role in providing mortgage liquidity as private financing has dried
up. We applaud Congress for extending the current loan limits through 2012, but strongly believe
that these limits need to be made permanent.

In today’s real estate market, lowering the loan limits restricts liquidity and makes mortgages more
expensive for households nationwide. FHA and GSE mortgages together continue to constitute the
vast majority of home financing available today, which makes it particularly critical that the current
limits continue. Without the additional liquidity created by maintaining loan limits at current levels,
families will have to pay morte to purchase homes, face the possibility that they will not be able to
obtain financing at any price or find it more difficult or impossible to refinance problematic loans

into safer, more affordable mortgages.

Many argue that the loan limit increases help only the higher cost areas, but this is not the case.
According to a recent HUD report, only 3 percent of FHA loans are above $362,750, and less than
2 percent are above $417,000. But decreasing the loan limits would impact 612 counties 1n 40 states
plus the District of Columbia. More than 100 counties throughout the Midwest and more than 200
counties in the South would experience declines averaging motre than $64,000. The majority of
markets that were impacted by the loan limit decline are NOT high cost. If the limits were to fall,
more than half of all existing homes nationwide will be ineligible for FHA mortgage financing, If
families cannot obtain financing to buy, sellers will need to further reduce the price on their home.
This will further erode the wealth of American families and will prolong the nation’s economic

IECOVErLY.

In addition, higher balance FHA loans perform better than lower balance ones. According to the FY
2010 audit, “FHA experience indicates that more expensive houses tend to perform better
compared with smaller houses in the same geographical area, all else being equal.” So despite
arguments that FHA higher limits put taxpayers at risk, these loans actually add strength to the
program, and reduce risk to the fund.

We strongly suppott the legislation introduced by Committee members Brad Sherman (D-CA) and
Gary Miller (R-CA), H.R. 1754, the “Prescrving Fqual Access to Mortgage Finance Programs Act”
to make the current loan limits permanent. We urge the Committee quickly consider this important
legislation to ensure that liquidity in this tenuous market is not put at risk.

-6~
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FHA’s Role in Multifamily Markets

As in the single-family market, FHA’ role in multifamily mortgage markets has never been more
critical. More than one third of American families rent their homes, and keeping a sufficient supply
of affordable rental housing is essential. Without the liquidity provided by FHA multifamily

mortgage insurance, these markets would be stalled.

In recent years, FHA’% role in the multifamily market has increased dramatically—nearly 4 times its
size from just several years ago. As lenders remain slow to provide financing for construction loans,
FHA is the primary source of construction for multifamily developers and owners. Again, this
demonstrates FHA’s ability to step up and fill the gap when private markets will not or cannot act.

FHA has implemented a number of new procedures and requirements for its multifamily loans.
They have strengthened underwriting by changing ratios and increasing documentation. They have

also implemented a number of oversight and risk-management provisions.

In response to the increased demand and the changes to the program, FHA’s ability to meet the
needs of developers to create affordable rental housing has been challenged. FHA 1s working hard

to meet the new demands responsibly. We urge them to look for ways to streamline procedures.
Multifamily Loan Limits

We strongly urge Congress to pass legislation to increase the FHA Multifamily loan limits in high-
rise properties. High tise construction has costs significantly different than garden-style apartments.
Yet the loan limits for the two very different types of units are nearly the same. Because the so-
called “elevator” limits are so low, many urban areas have not had any properties endorsed with
FHA multifamily insurance in the last several years. Since there is very limited private capital
available, and high demand for affordable rental housing, our nation’s urban dwellers are suffering,
We urge Congress to pass legislation to increase the elevator loan limits for multifamily to assure all
our nation’s families can find affordable rental housing.

FHA Into the Future

FHA 1s performing exactly the role it was designed to do. It is filling the gap when the private
market is not engaged in the market. Already, we have started to see FHAS market share drop as a

tentative private investment considers returning to mortgage markets.

It can be argued that FHA's market share Is a good indicator of the state of housing markets. When
FHA was at 3 percent of the market, it should have been a warning sign that we were in a troubled
mortgage market, with abusive lenders wooing homebuyers away from safer, stable mortgage
products. Conversely, with FHA such a huge portion of the market today, it is clear that the private
market has yet to rebound. Historically, FHA's market share has hovered between 10 and 15 percent
of the market. We belicve this is an appropriate share for the FHA program over the long run. We
look forward to FHA’s continued declining market share, as private lenders step up to meet the
needs of American homebuyers.
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However, this decline must be allowed to happen gradually and narrally, as confidence in mortgage
markets returns and encourages private investment to once again provide for the needs of the
majority of qualified borrowers. Although FHA market-share has begun returning to historic levels,
we aren’t out of the woods yet. Qur recent research found that nearly 33 percent of the market
today is composed of cash buyers, a great number of whom are investors rather than familics
looking to buy a home. The current market conditions are not healthy for American homebuyers,
homeowners or real estate markets. We welcome a return to a stabilized market, with access to safe,

affordable mortgage credit for American families.
Conclusion

The National Association of REALTORS® feels strongly about the importance of the FHA mortgage
insurance program and believes FHA has shown tremendous leadership and strength during the
current crisis. Due to solid underwriting requirements and responsible lending practices, FHA has
avoided the brunt of defaults and foreclosures facing the private mortgage lending industey. We
applaud FHA for continuing to serve the needs of hardworking Ametican families who wish to

purchase a home.

We wholeheartedly support the FHA program and we stand ready to work with Congtess to
enhance FHA’s mission, service and purpose. We thank you for this opportunity to testfy, and look
forward to working with you to accomplish our recommended proposals.
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Good morning Chairman Bachus, Ranking Member Frank, and members of the committee.
Thank you for the opportunity to testify today about the financial status of the Federal Housing
Administration’s Mutual Mortgage Insurance Fund. Iapplaud the chairman for convening this
hearing to address this important topic.

I"d also like to take this opportunity to thank Ranking Member Frank for his more than 30 years
of service in the U.S. Congress. Over the years, I have had the privilege of having my arguments
tested and challenged by Rep. Frank a number of times and my positions were always much
improved by his insights and razor-sharp questioning. Iexpect that after a productive year in the
House in 2012, he will continue to challenge us all to do our best for American families from
wherever he chooses to engage in the policy debate.

In the wake of the worst housing crisis in more than 80 years, concern has arisen that FHA could
run out of money and require taxpayer support. Despite some inflated claims, today’s FHA does
still have adequate finds to cover all expected losses with a small additional reserve (under the
most widely subscribed assumptions about home values) and is expected to get stronger in the
coming years. FHA’s immediate financial future, however, does rely upon stability in the U.S.
housing market.

Let me begin by making a few central points on the financial status of FHA:

e Historically, FHA has played a central role in keeping liquidity available in the
mortgage market in times of economic duress, as we are now observing firsthand.
This role has been critical in the most recent crisis. Without FHA, more than a million
homeowners likely would not have had access to mortgage credit in the wake of the
financial crisis, which would have further chilled housing demand, firther depressed
home prices, and exacerbated the economic downtumn.

s Infact, it is remarkable that FHA has not required supplemental support to date, given
that so many of our private institutions needed temporary help to emerge ffom the
crisis. FHA has so far weathered the worst housing collapse since the Great
Depression—arguably in history—all while maintaining an insurance portfolio
serving primarily low- and moderate-income borrowers and playing a key
countercyclical role that has prevented a more devastating over-correction in the
housing market. This is testament to the tools FHA has, where stronger books of
business help cover losses from the carlier years.

o FHA’s current fmancial position is the result primarily of significant losses in loans
msured i the years immediately preceding the financial crisis. But its recent books of
insured loans are projected to have significant net economic value to FHA.

s The capital reserves in FHA’s Mutual Mortgage Insurance Fund—the msurance find
maintained by FHA to protect taxpayers from losses—are uncomfortably low, but
under reasonable (although not certain) economic assumptions, FHA will be able to
recapitalize the reserve without taxpayer support. More than anything else, FHA’s
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solvency depends on whether and the extent to which housing prices continue to fall
n the next two years.

» Even if home prices continue to fall, FHA still has tools at its disposal to bolster its
reserves without taxpayer dollars. In particular, FHA can make premum adjustments
and can further tighten underwriting standards.

o Inthe future, 1believe FHA should prioritize premium adjustments over higher down
payment requirements. Historically low interest rates leave room for borrowers to
absorb slightly higher fees without creating an affordability barrier to access. In
contrast, higher underwriting standards and higher down payment requirements, on
top of existing tightened standards, could make it difficult for a broad swath of
homeowners to obtain mortgages, putting further downward pressure on housing
demand and thus contributing to continved home-price weakness and further risk to
the MMI Fund.

e As we move toward a new system of housmg finance that works for American
families, FHA will continue to be a critical source for mortgage capital in
underserved sectors of the market. Congress should consider Jong-term reforms to
equip FHA with the talent, resources, and authority in needs to adapt quickly and
nimbly to market changes, helping it better manage taxpayer exposure to risk.

e Risk sharing is another promising way FHA can limit its exposure. Full insurance
coverage is necessary in many areas of FHA busimess, but under certain conditions
and with some products the government may be able to reduce risks by taking
advantage of the private sector’s risk assessment and mitigation capacities.

Historically and today, FHA plays a critical role in providing liguidity in the mortgage
market during times of economic stress.

Before Idiscuss FHA’s current financial condition, it’s important to put today’s situation in
historical context. The Federal Housing Administration was established in 1934 to help promote
long-term stability in the U.S. housing market. For close to 80 years, FHA consistently
maintained a small but meanmgful share of the market, focusing on first-time homebuyers and
creditworthy low- and moderate~-income borrowers. FHA was also integral to creating and
popularizing the 30-year fixed-rate self-amortizing mortgage, now a pillar of U.S. housing
finance.

Together with Ginnie Mae, which facilitated secondary market access for FHA-insured loans,
FHA’s guarantec of mortgage debt helped to ensure that credit was continuously available under
terms and at prices that made sustainable homeownership possible for many American families.!
To date, FHA has accomplished these goals at little to no cost to taxpayers.2

A key way FHA promotes stability in the market is by providing countercyclical liquidity, today
asin 1934. When private capital withdraws from the housing market in uncertain economic
conditions, FHA expands its activities to ensuring mortgage capital remains available and
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American families can find buyers for their homes. To insulate itself ffom the ncreased risks it is
taking, FHA has historically tended to tighten its underwriting standards or raise premiums
during these countercyclical periods when its market share is expanding.

By the very nature of ifs activities, inchuding providing countercyelical liquidity, FHA's business
does not always maximize profits. Some books of business vield a positive econoniic value,
while others have a negative valie. In simple terms, FHA’s long-term financial health depends
on building a strong capital cushion from well-performing books so that it can continue to reach
underserved borrowers and to do business in stressful periods when other credit providers
withdraw.

Economic value for each FHA single-family book of business
Based on most recent OMB subsidy estimates for the MMI Fund, 1932-2010
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FHA’s role during the so-called “oil patch” contraction of the 1980¢ is a good example of how it
provides countercyclical liquidity. After years of rapid growth fieled by booming oil prices,
states lke Texas, Lousiana, and Alaska fell into a deep recession m the early 1980s when the oll
market began to tumble, leading to a collapse i local housing markets. Following the historical
trend, private lenders responded by withdrawing fom these markets, threatening to turn a
housing downturn info a severe bust, with dire economic consequences for these regions, During
this period, THA played a critical role by significantly increasing #ts morigage insurance
activities, helping to ensure that sufficient Hquidity remained available and that problems in these
regional housing markets did not lead to more dire economic problems.

But of cowrse, providing this countercyclical hquidity to troubled housing markets had the effect
of adding significant new risk to FHA’s portfolio. Nearly half of the claims FHA paid out on
loans originated in 1985 to 1986 came from the oil patch states of Texas, Oklahoma, Lousiana,
Colorado, and Alaska, according to Mortgage Banking.” And FHA would isure more mortgages
between 1986 and 1990 than it did in the previous 13 years combined.

FHA responded to this increased risk by tightening its underwriting standards with over 30
measures, mncluding stricter compensating factors for borrowers above credit ratio guidelings.*
These measures were quite successful i mitigating the potential risks that FHA fook on duwring
its period. By the early 1990s the oil patch states recovered, FHA's market share returned to



151

historic norms, and the agency managed to build up its capital reserve without help from
taxpayers.

The problem FHA faces today is m many ways similar to the ol-patch recession, albeit much
more pronounced and on a much larger, and more national scale.

Starting in the late 1990s and early 2000s, new private mortgage products and providers emerged
to target the budding subprime and Alt-A markets. Many of these products competed directly
with FHA insurance programs, often with artificially low prices based on an underestimate of the
true risk of the underlying loans.

fronically, and contrary to the conclusions of many of the critics of the government’s role in
mortgage finance, the private sector was actually significantly worse at pricing risk than the
government during the recent housing bubble. This underpricing of risk gave privately originated
subprime and other exotic mortgages a competitive edge over more traditional products, such as
FHA-insured mortgages. They also enabled the loan brokers to make much larger upfront fees
than with traditional FHA loans.

As private subprime lending took over the market for low- and moderate-income borrowers,
FHA saw its market share phmmet in the mid-2000s. In 2001 FHA insured 14 percent of home
purchase loans. By 2005 that number shrank to 4 percent.’

The rest of the story is well known: The influx of new and largely unregulated private subprime
lending coniributed (along with other factors) to a massive bubble i the U.S. housing market.
By 2008 the bubble had burst in a flood of defaults, leading to a near collapse of the American
mortgage market. Mortgage giants Fannie Mae and Freddie Mac were placed under government
conservatorship and significantly tightened their underwriting standards, conventional lenders
pulled back, and subprime lending essentially came to a halt.

True to its role to provide countercyclical liquidity, FHA’s lending activity surged to fill the gap
left by the moribund non-agency mortgage market and constrained agency business. In 2009
FHA insured 56 percent of home purchases and about 35 percent of all mortgage loans (home
purchases and refinances), a level not seen since World War I1.

If FHA had not stepped in, increasing activity more than fourfold between 2007 and 2009, the
housing market would be in much worse shape than it is today. Without FHA hundreds of
thousands—perhaps even millions—of homebuyers would not have purchased houses over the
past three years, shut out of the market because of a lack of available finance. And the 56 percent
of all first-time buyers® and 60 percent of all Afican American and Latino homebuyers’ that rely
on FHA financing today lkely would have had nowhere else to turn when private lenders
tightened their underwriting standards.

Families that needed to move for new employment or to finance retirement would have found
few buyers, the ghit of unsold properties would have grown larger vet, and many more families
would have found their mortgages underwater. And the firther decline in real wealth would have
chilled economic activity even further.
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FHA’s current financial position is the result primarily of significant losses in loans insured in the
years immediately preceding the financial crisis. But its recent books ofinsured loans are projected
to have significant ne t economic value to FHA.

Before we look to the future, it’s important to understand the highest risks in FHA’s current
insurance portfolio. FHA continues to suffer big losses fiom higher-than-expected foreclosure
rates on mortgages insured before the bubble burst, particularly in its 2006 and 2007 books of
businesses. As private actors began to withdraw from some market segments, originators turned
to FHA to sustain their volume, before FHA put in place appropriate controls to stem risks in this
new business.

FHA’s independent actuaries, Integrated Financial Engineering, Inc., predict as many as half of
all low-FICO score and high-loan-to-value loans msured at the peak of the housing bubble will
ultimately result in loss for FHA. They alo estimate more than 1 out of every 4 loans insured in
2007 alone will result in an insurance claim. ®

Books from the mid-2000s also carry unexpected risks due a high number of loans with little or
no borrower-paid down payments. Prior to 2008, FHA endorsed a large number of so-called
“seller-financed down payment assistance loans,” in which sellers covered the required down
payment at the time of purchase in exchange for nflated purchase prices. These loans
experienced claim rates that are considerably higher than otherwise comparable non-assisted
loans, according to the actuarial report.” These offen-fraudulent assistance programs were later
banned from FHA inswrance programs by the Housing and Economic Recovery Act of 2008.

Starting in 2001 there was also a rapid increase in the share of loans with “gift” down payment
assistance from nonprofit, religious, or community mstitutions, increasing to almost 25 percent
of FHA loans in the 2005, 2006, and 2007 books of business. These loans have performed worse
than loans with no form of down payment assistance, making claim risks for these books
particularly high, according to the actuarial report.'®

As an example, loans with “gifts” from nonprofit organizations in the 2005 book had a claim rate
of about 17 percent, while loans with no down payment assistance i that book had a claim rate
of less than 7 percent.'!

To be sure, many nonprofits, states, and local governments provide essential down payment
assistance that does not meaningfully affect the borrower’s risk of default. It’s also worth noting
that several “nonprofits™ issuing this assistance were in fact fronts for developers and sellers. So
while certain types of assistance may negatively impact the economic value FHA’s books, it
does not necessarily mean that these programs should be scaled back.

And as bad as these rates are, they are much better than the rates for private subprime lending
during this period. By comparison, more than 20 percent of subprime loans originated i 2006
and 2007 defaulted within 12 months, according to the Federal Reserve Bank of Chicago.12

While losses from these pre-crisis books will likely continue for several years, FHA’s post-crisis
books are expected to have significant positive net economic value, due in part to increased fees
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and tightened underwriting standards. The 2011 book, for example, is expected to bolster the
MM fund’s reserves by $10.5 billion, while the new 2qu2 book of business is projected to add
another $8.1 billion, according to the actuarial report.“

FHA currently insures about a third of all home loan purchases in the United States, well above
historic norms. As the housing market recovers, FHA’s share should and will return to its
historical norms. But as long as the current housing crisis continues, and private mortgage
lenders continue to stay on the sidelines, FHA will continue remain a critical option for ensuring
that affordable mortgage capital remains available for potential homebuyers.

The eapital reserves in the MMI1 Fund are uncomfortably low, but under reasonable
although not certain economic assumptions FHA will be able to recapitalize the reserve
without taxpayer support.

FHA recently released its annual financial report and independent actuarial review for the MMI
Fund, which covers virtually all of the agency’s single- family insurance programs. Most of the
numbers I cite in this testimony come directly from those reports.

The most closely-watched statistic in the financial report is the so-called “capital ratio,” the
amount of excess cash the agency has on hand to cover unexpected nsurance claims, reported as
a percentage of total insurance in-force. For the past 20 years, Congress has mandated that FHA
maintain a capital ratio of 2 percent, meaning it keeps an extra $2 on reserve for every $100 of
insurance liability. The MMI fund’s current capital ratio is just 0.24 percent, about an eighth of
the legal threshold, according to the report.'

This is a serious problem, but not one that should be overstated. First, it’s important to
understand what exactly we’re talking about here. Asrequired by law, the MMI Fund still holds
about $30 billion in its so-called “financing account” to cover all expected insurance claims over
the next 30 years. The capital ratio measures the additional cash reserves to cover any
unexpected losses beyond this reserve for expected losses.'”

So even when that ratio falls below the 2 percent threshold, FHA still has cash on hand to cover
its immediate msurance liabilities. Think of it as the difference between a checking account you
use to pay your bills and a savings account you keep tucked away for a rainy day.

Secondly, while the MMI Fund’s capital ratio is currently uncomfortably low, it will lkely
recover i the coming years, even if the current malaise in the housing market continues. FHA
predicts the ratio will retumn to the 2 percent threshold by 2014, assuming a 5 percent fall in
house prices in 2011 and a slight rebound in subsequent years.'® The predicted recovery is
attrbutable to the high expected economic value ofthe 2010 through 2012 books of business.
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The Mututal Mortgage insurance Fund's capital ratio will likely recover
Annual MMIF capital ratios and Single-Family Volume, with base case projections for 2012-2018
{projections assume a 5% fall in hous prices in 2011, and slight growth in 2012-2018)
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Under the same assumptions described above, FHA’s actuaries expect the economic value of the
MMI fund—the amount of excess cash on hand to cover unexpected clims—to rise by an
average of $8.3 billion per year through 2018. The fund’s capital reserve is projected to increase
from its current Jevel of $1.2 billion to about $60 billion over the next seven years.'’

if that indeed turns out to be the case, it would be quite a remarkable accomplishment for FHA.
The agency will have weathered the worst housing crisis since the Great Depression—arguably
in history—without a government bailout, all while maintaining an insurance portfolio that
largely targets low- and moderate-income borrowers. We should all be grateful for FHA, for
without it the housing market—and the economy as a whole—would be in much worse shape
than it is today.

Of course, all of the above predictions assume a relatively stable housing market in the coming
years. Like most private insurers, FHA’s performance is heavily dependent on the health of the
sector it insures: housing, and particularly fluctuations in home values. When home prices fall,
borrowers who suffer unemployment or other shocks are more likely to default on their
mortgages, and FHA also recovers less in the event of a default. Both factors result in bigger
losses for FHA.

Which brings us to the multibillion-dollar question before us today: What happens to the MMI
Fund if housing prices fall significantly again?

According to FHA’s financial report, if home prices fall another 9 percent over the next two
years, the MMI Fund’s capital reserve will likely run dry, meaning FHA will no longer have
reserves for unexpected future claims. Such a scenario, if measures are not taken i advance to
bring irlﬁxmore revenue, could force FHA to seek taxpayer dollars for the first time in its 77-year
history.

The independent actuarial review confirms that under more pessimistic economic scenarios, in
which the housing market enters into a “mild second recession,” the MMI Fund could have a
“negative economic valuie” by the end of this fiscal year, meaning it will not even have enough
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cash to cover all expected future claims. And in the case of a “deeper second recession,” the

MMI Fund’s capital reserves could be as much as $31.5 billion in the red by the end of the

year.!?

Projected value of the MMI Fund under various economic scenarios
{from the 211 FHA independent Actuarial Review}
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It’s worth noting that the worst two-year period recorded by the Federal Housing Finance
Agency was at the height of the housing crisis, when prices fll just under 13 percent between
the second quarter of 2007 and the second quarter of 2009.2° And housing prices nationally are
already down about 30 percent from their peak in 2006, and in some hard-hit communities #’s
closer to 50 percent.”!

With house prices having already fallen quite far, many notable economists predict home prices
will bottom out sometime next year and start rising modestly in 2012, mch)dmg forecasters at
Freddie Mac,?? Moodsy’s Amlytlcs 23 the National Association of Realtors,?* the Mortgage
Bankers Association,® and Fiserv.?

To be sure, other forecasters are less optimistic, but very few predict another double-digit drop in
the coming years. For example, the real estate fim Zillow expects prices to decline another 3 to
5 percent before reaching a definitive bottom in 2012 “at the earliest.”” And PIMCO recently
estimated that U.S. home prices may drop another 6 to 8§ percent before they hit bottom.”®

All things considered, FHA’s actuaries estimate about a 50-50 chance the MMI Fund will
maintain a positive capital reserve in the coming years, with no policy changes.?

If home prices do pot turn around seon, FHA still has tools at its disposal to bolster its
reserves without taxpayer dollars.

No one can be certain what will happen in the housing market over the next few years, but that
hasn’t stopped some analysts from sounding the alarm of an impending FHA bailout. A recent
report from Joseph Gyourko of the Wharton School, commissioned by the American Enterprise
Institute, predicted FHA will require recapitalization of “at least $50 billion, and Bkely much
more,” even if housing markets do not deteriorate severely. Only "quick and substantial
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economic and housing market recovery,” Gyourko writes, is the “primary way for FHA to avoid
generating substantial losses for American taxpayers.™

But Gyourko’s analysis overstates the case. First, his $50 billion number is an estimate of the
total capital necessary for the MMI fund to meet the required 2 percent ratio. This estimate
disregards the nature of that countercyclical mandate, especially during times of economic
duress.

Title 11, Section 207 of the 1990 Cranston-Gonzalez National Affordable Housing Act states that
FHA should have a “capital ratio goal of at least 2 percent.” When the ratio falls below that level,
the secretary of Housing and Urban Development must “advise the Congress of any
administrative measures bemg taken to attain and mamtain a capital ratio of at least 1.25 percent,
and make any legislative recommendations that the Secretary deems appropriate.” !

In other words, FHA need not regenerate its capital reserves in one £l swoop. By law, the HUD
secretary is required only to come up with a viable recapitalization plan.

When Congress instituted the capital ratio requirement in 1990, &t gave HUD ten years to
increase its capital from zero to 2 percent. It took only three years for FHA to reach the
threshold, thanks in part to increased mswrance premiums.’> This is an example of how
countercyclical capital works, in contrast to the pro-cyclical tendencies that characterize the
private mortgage market and have brought us both boom and bust.

FHA has already taken many of the necessary steps to bolster its capital reserves. For starters,
FHA has increased insurance premiuns three times since 2009 to the highest levels i its history.
The new premium structure alone increased the economic valuie of the 2011 book by $1.37
billion, according to the annual financial report,

The agency has also significantly tightened underwriting standards. Under new rules, borrowers
with FICO scores below 580 are now required to put down a minimum down payment of 10
percent, or have equity of 10 percent at the time of refinance. Only borrowers with stronger
credit are eligible for FHA-insured mortgages with the minimum 3.5 percent down payment.

FHA purchase mortgage nsurance continues to be a low down-payment business, with 85
percent of loans insured in 2011 having down payments of less than five percent; in recent years,
however, FHA has taken steps to control the sowrce of those payments, particularly by reducing
the number of risky seller-funded down payment loans. While sellers funded 37 percent of FHA
down payments in the first quarter of 2008, there were virtually none in the 2010 and 2011 books
of business. Three quarters of down payments were made with borrower funds in 2011,
compared to less than 45 percent in the first quarter of 2008.>

Tightened standards—and the lack of available private-market alternatives for many
borrowers—means that FHA borrowers now have much better credit than in previous years.
Nearly half of FHA borrowers had FICO scores below 620 in 2007; for the 2010 and 2011 books
of business, only 3 percent of borrowers were below that threshold. For the first time in the
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agency’s history, more than half of FHA borrowers had a FICO score of more than 700,
according to the annual report. >

FHA has also overhauled its single-family loan review policies and procedures, resulting in a
number of changes to strengthen monitoring of FHA lenders.>® HUD alo now requires FHA-
approved lenders to have a net worth of at least $1 million. 37

Loan delinquencies and defaults have declined dramatically in recent months. The single-family
portfolio’s ninety-day delinquency rate, often the first indication of strength or weakness of new
insurance commitments, was just 0.3 percent m early 2011, a new post-crisis low. Asa
comparison, that so-called “early-period” delinquency rate was more than eight times higher at
the peak of the foreclosure crisis n 2007.%

The portfolio’s “serious™ delinquency rate, which tracks delinquencies after 90 days, has also
declined steadily for the past two years, from 9.44 percent in early 2010 to 8.18 percent in the
third quarter of 2011. And the quality of FHA’s Joan portfolio seems to have improved since the
crisis: serious delinquency rates for the 2009 and 2010 books of business are substantially lower
rates than the 2006-2008 books.”

In the future, FHA should prioritize premium adjustments over further tightening
underwriting standards. If we place undue restrictions on FHA it could create additional
weakness in the housing market, potentially also hurting the health of FHA.

Depending on what happens with home prices in the near futwe, FHA may need to take further
steps to bolster its capital reserves. FHA traditionally does this by either tightening underwriting
standards or by adjusting premiums. If firther measures are required, 1 wge FHA to prioritize
premium adjustments over further tightening underwriting requirements, especially overly
tightening loan-to-value ratios.

The primary benefit of upfront premium increases is that they quickly generate revenue to the
MMI Fund; the benefit of reduced claims from tightened underwriting is felt over a longer
period, by which time, the MMI Fund may well have recovered, as current and future year larger
books of business with projected positive net economic value would have matured and bolstered
the fimd.

In addition, atatime of historically low mortgage rates, there is room for FHA to increase its
fees without having a meaningful impact on access to credit. This is especially the case for large-~
size FHA loans, which currently play a larger rok in FHA business than in other periods. One
option would be to differentiate premiums so that higher loan amount mortgages pay higher
premiums.

However, firther tightening underwriting standards, especially by increasing minimum down
payments, will likely reduce both FHA’s volume and the overall size of the mortgage market and
put downward pressure on home values — limiting FHA’s ability to play the countercyclical role.
This could negatively affect FHA’s financial health in the long run, as the agency is so

11
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dependent on the health of the housing market. And a strong housing market mitigates taxpayer
exposure to risk through losses from Fannie Mae and Freddie Mac.

Furthermore, these decisions would be in tension with FHA’s mission to support communities
especially hard-hit by the foreclosure crisis, many of which saw significant home equity stripped
by subprime and predatory lending. In these neighborhoods, without reasonable access to FHA,
housing markets would be stagnant and the prospects of recovery would diminish.

Other reforms could help strengthen FHA and better equip it to protect taxpayers from
risk.

FHA has the capacity to make tough decisions and some statutory flexibility to adjust its risk
exposure to protect the taxpayers. But Congress must make sure FHA also has the resources it
needs to soundly manage a $1 trillion insurance portfolio.

T have long been a proponent of plans to modernize FHA into a modem financial institution with
the staff, systems, and authority to adapt quickly to market changes, helping it better manage
taxpayer exposure to risk. This will likely require significant structural and operational reforms,
starting with the staff

A recent GAO report found that while FHA business volume and workloads have increased
significantly in recent years, staffing levels have stayed about the same.*’ This is not just a
numbers issue; it’s also a matter of skill and relevant market experience. While federal financial
regulators like FDIC and SEC are allowed to pay appropriate salaries for employees with special
skills, FHA salaries are subject to Jower federal-employee caps. I believe Congress should
reconsider these restrictions.

In addition according to FHA’s 2010 actuarial report, the agency’s “current financial system is
comprised of numerous aging information systems developed independently over the last thirty
years,” which will “continue to require expensive maintenance and monitoring and are likely to
pose increasing risks to the reliability of FHA’s financial reporting and business operations.” *'

FHA deserves credit for launching the “FHA Transformation Initiative,” a multi-year effort to
acquire and employ a modern financial services information technology environment. *2
Appropriate levels of finding in the coming years will be required to ensure that improvements
are made that protect taxpayers.

Risk sharing is another promising way FHA can limit its risk exposure. Most FHA programs
offer 100-percent government insurance. Full coverage may be needed during periods of market
stress, when private capital is reluctant to take housing risk, or when serving underserved
populations and pioneering new products. However, in some circumstances and with some
products, the government may be able to reduce its exposure through a variety of risk-sharing
structures that afign the nterests of private actors and the taxpayer and so take advantage of
private sector risk assessment and mitigation capacities. 1 urge Congress to consider granting
FHA more flexible risk-sharng authority so it can determine when risk sharing is appropriate for
its single- family business.

12
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I know from my experience at FHA from 1993 to 1998 how extraordinarily challenging it can be
to make restructuring, personnel, systems, and product changes at FHA. The barriers to reforms
that would both reduce FHA risk and improve its effectiveness are significant.

So lencourage the Congress to reconsider, as part of overall housing finance reform, a proposal
first put forth by Secretary Henry Cisneros during his tenure at HUD. ** That proposal would
have transformed FHA into a more nimble but disciplined government corporation, with strict
and independent oversight of its performance in serving underserved markets and maintaining
financial soundness, but greater flexibility m product design and personnel, among other factors,
to meet those ends. Similar recommendations were endorsed by the Millennial Housing
Commission in their report submitted to Congress in May 2002. *4

*%kk

For more than 75 years, FHA has helped to provide liquidity and enhance stability in the U.S.
mortgage market. Emerging from the Great Depression, it transformed housing finance by
demonstrating how long-term, fixed-rate mortgages can help middle-class families better plan for
the future in uncertain economic times. Despite its current financial difficulties, FHA has played
an important rok in improving the economic condition of everyday American families at a
uniquely challenging time in our history.

FHA is and will continue to be a critical part of an effective U.S. housing market under any
version of a reformed system under consideration. But its future role very much depends on how
Congress and the administration decide to wind down the government-sponsored enterprises,
Faonie Mae and Freddie Mac, currently in government conservatorship and build a new housing
finance system built in their place. On the one hand, if Congress strips all government support
from the market formerly covered by the GSEs, FHA will likely be forced to maintain or even
grow its substantial market share.

On the other hand, if the government maintains an explicit guarantee on certain types of
mortgage debt and charges for its backstop so it can hold actuarially sound reserves against its
obligations—much like the proposal released by CAP’s Mortgage Finance Working Group®—
FHA will be able to return to a more manageable share of the market when prices stabilize.

FHA’s mmediate financial future is mnextricably linked to the health of the housing sector—and
the economy as a whole—in the coming years, and the recent financial reports remind us just
how vulnerable FHA is to broader economic conditions. But this warning should not be over-
blown; with prudent management, there’s still a good chance the agency will weather the
steepest housing downturn since its creation without taxpayer support.

Helping the housing market recover and growing the economy must be a top priority for

Congress and the Obama administration. With a stronger economy and housing market, FHA’s
current financial condition will likely improve onits own.

i3
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In closing, I would like to commend the chairman and the other members of this committee for
attention to this important topic. If the recent financial crisis taught us anything, #’s that we must
closely monitor the business practices and actuarial health of our essential financial mstitutions.
Congress and FHA officials together can ensure that FHA continues to play its essential role
while protecting the taxpayers.

Thank you. I'would be happy to take any questions.
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Statement of Brian Chappelle
Partner, Potomac Partners LLC
Washington D.C.

Hearing before the U.S. House of Representatives
Committee on Financial Services
on
“Perspectives on the Health of the FHA Single-family Insurance Fund

Thursday, December 1, 2011

Chairman Bachus, Ranking Member Frank, and Members of the Committee, thank you
for the opportunity to provide this statement on the health of the FHA Single-family
Insurance Fund.

We are now more than four years removed from the collapse of the housing market and
the Federal Housing Administration remains actuarially sound according to its FY 2011
Actuarial Review and is now expected to return to a capital ratio above 2 percent in
2014.

The primary reason for the independent actuary’s conclusion is the outstanding
performance of the FHA loans insured since 2009. In fact, loans insured since 2009
generate over $18 billion of economic value for the fund. Accordingly, instead of
becoming the “subprime dumping ground” like some critics predicted after the
subprime market collapsed, FHA has been able to weather the worst economic
conditions since the Great Depression because of the exceptional quality of its recent
books of business.

FHA’s cash reserves also increased in FY 2011 to over $33 billion. Even FHA’s critics
admit that FHA is in no danger of needing additional funding of any type for a couple of
years {in a worst case scenario).

I am not suggesting that FHA is “out of woods”. No one can dispute the existence of
economic risk for FHA today. FHA, like any other holder of mortgage risk, will be
affected by continuing house price instability and an unemployment rate hovering
around 9 percent. Those concerns are also reflected in the actuarial analysis and are
the fundamental reasons why FHA's reserves have fallen in the FY 2011 review.

However, to fulfill its public purpose and counter-cyclical role in the housing market.
FHA cannot avoid this economic risk. FHA’s challenge is to balance this risk with
prudent credit management. | believe the recent performance data demonstrate that
FHA is managing this “balance” in a very effective manner.
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To summarize, if FHA had not stepped-in and “backstopped” the housing market
{particularly home purchases) these past few years, | believe that FHA would be in far
worse financial shape today and the Committee would be meeting under even more
troubling circumstances for both FHA and the broader housing market.

in this statement, | will first review FHA performance data and then discuss FHA’s role
in the mortgage market going forward including its relationship with the private
mortgage insurance industry.

FHA Loan Performance

FHA's 2009-2011 books comprise over 70% of FHA's portfolio) and are performing at
historic low levels of default despite the economic upheaval of the last five years.

To evaluate FHA performance, there are two public early period delinquency measures.
They are: 1) Early period delinquency rates provided in the Quarterly Reports to
Congress and 2) FHA’s Neighborhood Watch system.

e Early-period delinquency rates

{Link to FHA Quarterly Report to Congress — September 30, 2011

http://portal.hud.gov/hudportal/HUD?src=/program _offices/housing/rmra/oe/r

pts/rtc/thartcatrly p.20) ‘

o Below is a chart comparing FHA's early period delinquency rates (serious

delinquency “within first six required mortgage payments”} for 2007-
2010 (3Q). {Partial fourth quarter data for 2010 are included to
demonstrate the continued improvement.)

Early Period Delinquency Rate

Al FHA Loans
Origination Quarter Early Period Delinquency Rate
* 2007 {July-Sep) 2.40%
= 2008 {July-Sep) 1.78%
= 2009 (July-Sep) .68%
® 2010 (July-Sep} .39%
* 2010 (Oct — Nov) .30%

The early period delinquency rate has fallen 88% from 2007 to 2010 and
has averaged below .4% for originations in the first 11 months of 2010.

e FHA’s Neighborhood Watch System
Neighborhood Watch is a public database that was implemented in 1999 and
tracks loan performance for loans originated in the most recent two-year
periods.
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{Link to Neighborhood Watch - https://entp.hud.gov/sfnw/public/ )

o The seriously delinquent rate for loans originated in the last two years
(October 2009 — September 2011) declined to 1.88%. The seriously
delinquent rate had peaked at 5.05% in December 2009 (for loans
originated from October 2009 to September 2011). {See Neighborhood
Watch quarterly report in Appendix)

o Equally important, the number of seriously delinquent recent originations
has atso declined significantly. Of the loans originated in the two-year
period ending in September 2011, 52,809 mortgages were seriously
delinquent, compared to 162,149 loans for the two-year period ending
December 2009, a 67 percent decline.

o Only 9 percent of FHA's seriously delinquent loans in its portfolio were
originated in the last two years (through September 30, 2011). In
December 2009, 30 percent of the seriously delinquent loans in the FHA
portfolio were originated in the previous two years.

o To provide some historical context, FHA's seriously delinquent rate for
loans originated in the two-year period ending September 30, 2011 is
also more than 25 percent lower than the rate for the two-year period
ending in June 1999. At that time, the seriously delinquent rate was 2,55
percent.

What are the reasons for FHA’s excellent performance?

* FHA credit quality has improved markedly since 2007.
(FHA’s Quarterly Report to Congress dated September 30, 2011 - page 7).

o More borrowers with higher credit scores
o 35% of FHA borrowers in 2010 and 2011 {first half) had credit
scores over 720; 10% of FHA borrowers had credit scores over
720 in 2007.
o 59% of FHA borrowers in 2010 and 2011 {first half) had credit
scores over 680; 19% of FHA borrowers had credit scores over
680 in 2007.

o Fewer borrowers with lower credit scores
o 3% of FHA borrowers in 2010 and 2011 (first half) had credit
scores under 620; nearly 50% of FHA borrowers had credit scores
below 620 in 2007.
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FHA credit quality has improved steadily since 2007, 4™ quarter. Over 50% of
FHA loans made in every quarter since 2009 (2nd quarter) had credit scores
above 680. In 2006 and 2007, only about 20% of the FHA loans insured in 2006-
2007 had credit scores above 680.

Importance of credit score on FHA loan performance

FHA loans with credit scores above 680 and low downpayments (loan-to-value
ratios {LTVs) above 95%) perform better than loans with 10% downpayments
and credit scores between 620-679.

Below is an excerpt from FHA's March 2010 testimony before this Committee on

the importance of credit scores in the FHA program.

“Furthermore, downpayment alone js not the only factor that influences
loan performance. The combination of downpayment and FICO score is a
much better predictor of loan performance than just one of those

components alone.” (See the chart below.)

FHA Single Family insured Loan Claim Rates

Relative Experience by Loan-to-Value and Credit Score Values

Ratios of each Combination's Claim Rate to that of the Lowest Risk Cell

Loan-to-Value Ratio Ranges Credit Score Ranges
500-579 580-619 620-679 680-8!
Up to 90% 2.6 2.5 1.9 1.0
90.1-95% 59 4.7 3.8 1.7
Above 95% 8.2 5.6 3.5 1.5

This chart documents the fact that FHA loans with credit scores over 680 and loan-to-
value ratios over 95% perform better than FHA loans with credit scores between 620-

679 and LTVs of 90% or less.

* Seller funded downpayment assistance loans eliminated in FY 2008 were a
major cause of FHAs financial issues.

o The FY 2011 audit also estimated that SFDPA loans “contribute negative

$14.12 billion to the economic value of the Fund”.

= FY 2011 economic value would have been over $15 biflion and

the capital ratio would be almost 2% without seller funded
downpayment assistance loans.
o SFDPA loans outstanding at the end of FY 2011 are now less than 6% of
the current portfolio),
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» FHA loan-to-value ratios have declined significantly in recent years.
o FHA maximum loan-to-value calculations frequently exceeded 100
percent {often 102-103 percent) in the 1980’s and 1990's.

= Starting in 1983, FHA charged an upfront insurance premium of
3.8 percent that could be financed and closing costs {which
depending on the State could exceed 3 percent) could be included
in the calculation of the maximum loan amount.

= Currently the maximum LTV is 96.5 percent and closing costs
cannot be financed. The upfront premium is only 1 percent
making the maximum LTV only 97.5 percent (with the premium).

¢ Lender credit overlays have reduced risk for the Fund

FHA has been recently criticized for straying from its mission because of the
increasing percentage of high credit borrowers in the FHA program. What the
critics do not appreciate is that mortgage lenders on their own have tightened
guidelines on FHA lending

There are several factors not readily apparent about the FHA program that
combine as effective checks and balances on lender actions. The impact is
exemplified by the fact that lenders put their own underwriting restrictions
(called credit overlays) on top of government restrictions. With credit overlays,
lenders in effect are saying they are unwilling to originate certain loans that
meet government underwriting criteria.

In late 2007, there was widespread concern that the FHA would become the
“dumping ground” for subprime loans and, in fact, FHA did experience
deterioration in credit quality at that time. The experiences of three top 10
lenders document this problem. One top 10 lender’s average FHA credit score
dropped from 634 to 614 in the third quarter of 2007 compared with 2006.
Another’s average credit score fell to 586 in November 2007. At a third, 22% of
borrowers in November 2007 applications had credit scores below 560. In
response to this deterioration, mortgage lenders on their own, particularly the
large purchasers of FHA loans, tightened underwriting guidelines (e.g.
established credit score floors of 620 to 640).

Starting in early 2008, FHA's credit quality began to improve steadily. In actual
number of loans, the change is equally significant. In 2007, FHA insured about
150,000 loans with credit scores below 620. In 2010, FHA insured less than
50,000 loans with credit scores below 620 even though FHA activity was
approximately four or five times FY 2007 levels.
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Why do lenders put credit overfays on loans with 100% government insurance?

Though it may surprise some, the FHA already has its versions of risk retention
{"skin in the game”) and transparency. First, unlike alternative-A and subprime
products, in which the risk was mispriced and the value of the loan was in its
"origination” and sale in the secondary market, the ultimate economic value of
an FHA loan is in the monthly servicing fee (an annuity-like payment)on a
performing loan. In short, long-term loan performance matters in the FHA
program.

Since the primary economic value of an FHA loan is the monthly income
collected by the servicer, not origination fees, the FHA program, in effect, has a
performance-based compensation system. This "deferred compensation,”
coupled with the consolidation of FHA servicing {five lenders service more

than 70% of FHA loans), means that a small group of large financial institutions
will have invested an estimated $4 billion this year to buy FHA originations from
smaller lenders and mortgage brokers. To protect their investments, these
servicers have incentive to monitor originator performance.

And since FHA cannot rely on business self-interest alone to ensure that al
lenders act responsibly, it has also developed enforcement tools, including
indemnifications (FHA's "repurchases”) and, arguably even more important, the
public announcement of any FHA sanction. For large public companies, a
publicized FHA action brings "headline risk" and unwanted investor scrutiny. For
smaller companies, it prompts inquiries from important business partners
{warehouse lenders and servicers). In short, reputational risk has always existed
in the program and is paramount today because of FHA's higher enfarcement
focus.

Reputational risk is also on public display in FHA's Neighborhood Watch database
that tracks early default and claim loan performance. In addition to targeting
FHA audits and sanctioning lenders with high default rates, this database lets
business partners, Congress, the press and public examine individual lender
performance in any state, city or ZIP code in the country.

Taken together, the "backloading” of loan compensation, reputational risk and
transparency strongly influence lender behavior. Put another way, itis in the
industry's self-interest to originate well-underwritten FHA loans.

While there is certainly little sympathy for the lender’s plight in the housing
crisis, | would be remiss if | did not mention that overlays also occur because the
industry believes that there has been an overzealous use of sanctions by the
government {primarily loan repurchases and now possibly significant penalties
for servicing deficiencies). In the industry’s view, one of the only ways to combat
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the government’s approach to enforcement is to not make loans with a higher
levef of risk. (Lender concern is government-wide and not directed specifically at
FHA)

FHA’s role in the mortgage market going forward

The good news in the FHA performance numbers is that the borrowers being approved
today have the highest credit quality as their remarkably low early-default rates
demonstrate. Consequently, our current housing dilemma does not stem from the
approval of homebuyers with poor credit characteristics, but rather, from the inability of
many creditworthy borrowers to obtain mortgages.

It is no wonder that Federal Reserve Board Chairman Bernanke has been almost
pleading for policymakers to take "useful” steps to spur housing and help revitalize the
broader economy. The phrase "housing market remained depressed” has been a staple
of the Federal Open Market Committee minutes for the last 18 months.

There are too many promising homebuyers being excluded from the housing market.
Chairman Bernanke underscored the seriousness of this problem when he said the
following in response to a question at his June 2011 press conference:

"... the bottom third of people who might have qualified for a prime mortgage in terms
of, say, FICO scores a few years ago cannot qualify today.”

This lack of financing is stifling demand and contributing to the weight on home prices
and the broader economic recovery. The FOMC minutes from earlier this year detail the
problem: "declining house prices remained a drag on household wealth and thus on
consumer spending.”

As a consequence, the primary threat today to the government housing programs and
ultimately the American taxpayer emanate from weak home prices. The current
dilemma is epitomized by the concern about the FHA audit. Despite FHA's excellent
credit quality and loan performance, the audit (and therefore questions about FHA's
solvency)} depends heavily on projections about the future house prices.

Rather than looking for ways to lessen the government's role, the immediate focus
needs to be on revitalizing a sputtering housing market, dealing with the shadow
inventory and avoiding further declines in house prices. The current market should not
be held hostage by the poor performance of risky products and poor underwriting of the
“bubble" years. They already have done enough damage to millions of American
families.
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FHA’s role & the private mortgage insurers

I believe that the private mortgage insurers should play a vital role in our Nation’s
housing finance system and it should be expanded. However, their impediment is not
the policies of the Federal Housing Administration but rather, the pricing policies of the
Government Sponsored Enterprises {GSEs).

FHA has already taken significant steps to facilitate the recovery of the private sector by
raising its insurance premiums four times in the last three years. The FHA premium is
now in its history and about 60% higher than it was in May 2008. If FHA raised
premiums further, it would place another hurdle in the way of future homebuyers at a
time when the housing market needs every homebuyer it can find.

The private mortgage insurers’ lack of volume is tied directly to the pricing policies of
the GSEs. Starting in March 2008, the GSEs added an "adverse market fee" and “loan-
level price adjustments” that raised homebuyers' costs for almost all mortgage
transactions. For purchase loans with a 95% a loan-to-value ratio, these price increases
ranged from 75 basis points to 300 basis points depending on the borrower credit score.
On a 5200,000 mortgage, this adds $1,500 to $6,000 to the borrower's closing costs.

The principal reason for the difference in costs associated with an FHA loan and a
private Ml loan is not the cost of mortgage insurance. FHA and private mortgage
insurance premiums are roughly comparable depending on the LTV and credit score.

The pricing disparity is the result of the additional GSE fees since Ginnie Mae, the
primary secondary market outlet for government loans, only charges a guaranty fee
{which the GSEs also charge).

Conclusion

With FHA’s book of business growing from $300 billion to over $1 trillion during one of
the most challenging economic periods in our country’s history, it is a good thing that
policy analysts both inside and outside of government are examining FHA’s performance
and financial stability. However, tis important to remember that these analyses are
often based on projections about what might happen rather than what is actually
occurring.  On the other hand, no one can dispute that FHA loan performance on recent
books of business has improved dramatically and is now at historic low levels of default.
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Appendix ~ Neighborhood Watch

All Lenders/Areas - Area Totals
United States Totals
Delinquent Choice - Seriously Delinquent
performance Period - All Quarter End Dates
Loan Portfolio: 2 Year FHA
Sort Order by Quarter End Dates in Descending Order

Data shown includes all quarter end dates of insured single family loans for the two year period

by beginning amortization date

Total %
Seriously | Seriously
Quarter Total ‘Delinguent Delinguent
‘ End Total | Seriously | Total| and and
Area | Date | Orig. |Delinguent|Claims| Claims | Claims
nited States [09/30/2011 2,814,002 49,827 2,982| 52,809 1.88
[United States [06/30/2011[3,060,771| 54,698 3,586 | 58,284, 1.90
|United states|[03/31/2011[3,311,056| 70,206/} 4,714 74,920 2.26
nited States|[12/31/2010[3,430,615] 90,936 6,017 96953| 283
nited States [09/30/2010[3,442,543| _ 103,198] 7,753 110,951 3.22
nited States [06/30/2010[3,446,807| 117,934 8,206| 126,140 3.66
[United states [03/31/2010(3,399,995]| 142,832 8,978 151,810 4.47
nited States [12/31/20093,212,363| 154,190 7,959| 162,149 5.05
nited States [09/30/2009 [2,878,599|| 134,910 7,219 142,129 4.94
/3 12,483,073| 105,969 6,144| 112,113 a52|
[03/31/2009 2,105,924 88,002 5,244] 93,246 4.43
 [United States [12/31/20081,788,355  72,809] 4,210] 77,019 431
[; - [United states [09/30/2008[1,477,687] 50,088 3,508]  53,596] 3.63
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Question from the Honorable Judy Biggert

Q: Ms. Rosen Wartell, could you clarify for the Committee the language of the 1990 Cranston-Gonzalez
National Affordable Housing Act related to FHA?

A In my initial written testimony, | misquoted the text of the Cranston-Gonzalez Act, accidentally referring
to a prior version of the legisiation and not the version signed into law. Title I, Section 332 of the 1990
Cranston-Gonzalez National Affordable Housing Act states that the MMI Fund shall maintain a capital
ratio of at least 2 percent. It also states that when the HUD Secretary determines the fund is not meeting
that goal, the Secretary may “propose and implement any adjustments to the insurance premiums.”
Thank you for the opportunity to correct the record.
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Aggregated industry data indicate that FHA has accounted for most of the primary mortgage
insdrance issued since 2008 and represented over 60 percent of the insured market in 2011.
The data indicate that private mortgage insurers accounted for less than 20 percent of the
insured market in 2011 but experienced modest gains in market share over the last two years.
Additional analysis of more detailed data would be needed to examine the specific roles of FHA
and privaté mortgage insurers in the higher end of the housing market.

O



		Superintendent of Documents
	2012-07-20T02:20:29-0400
	US GPO, Washington, DC 20401
	Superintendent of Documents
	GPO attests that this document has not been altered since it was disseminated by GPO




