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FHA OVERSIGHT OF LOAN ORIGINATORS

Friday, January 9, 2009

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

The committee met, pursuant to notice, at 10:08 a.m., in room
2128, Rayburn House Office Building, Hon. Barney Frank [chair-
man of the committee] presiding.

Members present: Representatives Frank, Kanjorski, Waters,
Ackerman, Meeks, Moore of Kansas, Hinojosa, Clay, McCarthy of
New York, Baca, Lynch, Miller of North Carolina, Scott, Green,
Cleaver, Bean, Hodes, Ellison, Klein, Wilson, Perlmutter, Donnelly,
Foster, Speier, Minnick, Adler, Kilroy, Driehaus, Kosmas, Grayson,
Himes, Peters, Maffei; Bachus, Castle, Manzullo, Capito, Hen-
sarling, Neugebauer, Campbell, Posey, Lee, Paulsen, and Lance.

The CHAIRMAN. This gathering will begin. As was noted last
week, we are not yet formally constituted as a committee, but we
do have the full complement of Members on both sides. So while
we have not yet been formally constituted by a vote of the House
as a committee, the membership is now complete. We are still oper-
ating somewhat informally. The ranking member informed me he
has requests for 15 minutes of time, so we will do 15 and 15. I hope
we can move very quickly. Members on the Democratic side who
wish to say something should notify the staff. I will begin first of
all by taking note of the disastrous job numbers we have today that
is within the jurisdiction of this committee. The collapse of the
leave-the-market alone with capital do it for us system is now stun-
ning in its impact.

We have lost over a million jobs in 2 months, really a very ex-
traordinary negative impact that we have haven’t seen in a very
long time and it makes it all the more important for us to do sen-
sible interventions. I do want to announce that the committee will
be releasing today the draft of a bill to impose conditions on any-
thing that would—on any expenditure of the second $750 billion of
the TARP. I am going to talk about that briefly. When we passed
that bill, there were some who scoffed at what we said were safe-
guards. There were predictions that the entire $700 billion would
be spent without any input.

We put in there significant oversight, which has now begun to
come forward, and more importantly, a requirement that after the
first half was spent, there be a period of notification for Congress
before the second half could be spent and the resolution dis-
approval. That has worked maybe even better than some people
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?ad thought it might so that we have frozen the second $350 bil-
ion.

It is now clear that the incoming Administration understands
that. And by the way, we are beyond the point where the current
Administration could spend it. There is a 15-day period after the
triggering that would now get you into the Obama Administration.
There will have to be very strict rules. Many of us have a great
deal of confidence in the Obama Administration, but I am prepared
here to draw on the wisdom of a previous Republican President,
“We will trust but verify.” The verification will be a bill that will
be mandating attention to foreclosure to money being re-lent when
it is given to the banks for other things. A draft of that will be re-
leased today.

We will have another one of these non-hearing-hearings on it on
Tuesday. The bill will probably come to the Floor next week. Mem-
bers will see it. We are not constituted so that we can have a for-
mal markup yet, but we will have the bill out there. Members will
see it. And we will be in conversations about it. And as I said, I
think it will go to the Floor.

The Bush Administration has not yet requested the second $350
billion, so this might be academic. But we thought it was important
to make it clear what our conditions would be so that if there is
a request for the second $350 billion, even from the incoming Ad-
ministration or whether the new one does want to have the ability
to deploy it, they will know when it meets the House of Represent-
atives requires for them to go forward.

Finally, on today’s hearing, we hope if we are able to work out
appropriate conditions to get the second $350 billion freed up. If
that is the case, it will increase, we believe, the role of the FHA
in dealing with this. We passed a bill, HOPE for Homeowners,
which was part of it last year in which we tried to put the FHA
in a position to help as a resource in diminishing foreclosures. And
it turns out it was drafted so restrictively that it hasn’t been used.
We were concerned about being excessively generous.

I think we erred on the other side. We have been talking to a
variety of groups, including the Chairman of the Federal Reserve
and others, about making it more workable. Making that more
workable will be something we hope will be done in the second half
of the $350 billion. But it involves a greater role for the FHA. In
an article in Business Week on December 31st of this past year and
in The New York Times article on December 10th, both of which
I ask—although we don’t really need unanimous consent. We
should put them in the record. If anybody wants to put it in the
record, it is open. We will do that. Saying that there is a danger
of the FHA not being able sufficiently to screen the applications.
We will be directing more people, including some people who have
been in trouble to the FHA if the program works.

It is essential therefore—we are not here to talk about that pro-
gram. We are here to talk about the FHA because we want to make
sure that whatever increased role the FHA has, it is able to deal
with it, whether it has enough staff, whether it is doing its job
right, that whole range of questions. So the focus today is on the
allegations that have been published in respectable publications,
Business Week and The New York Times, that there was too much
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laxity in the FHA. We want to see if that is the case, and if so,
more importantly, what we can do to make sure it doesn’t happen
going forward. Because having an FHA that is available to work
with low-income people is an essential part of having an alter-
native to the subprime mortgage schemes that got us in trouble.

And clearly there were people who got subprime mortgages who
should not have gotten mortgages. And there were other people
who got bad subprime mortgages who if they were given appro-
priate mortgages would not be in trouble. That is in part the role
of the FHA. So this hearing is about the capacity of the FHA going
forward to be an entity we can rely on. And for that to be the case,
we have to know what is behind these allegations, whether they
were accurate, and more importantly, if they were—what is being
done and what can be done to diminish them. The gentleman from
Alabama.

Mr. BAcHUS. Thank you, Chairman Frank, for holding today’s
hearingon the FHA’s insurance program and the procedures for
monitoring lender and mortgage broker participation in the pro-
gram and combating fraud. With the credit and foreclosure crisis,
FHA has played an increasing role in assisting homeowners and is
attempting to fill the void left by the contraction of the conven-
tional market. Over the past year, FHA has seen its business as
a share of home sales increase from 4 percent in 2006 to 21 percent
in 2008. That 21 percent represents a new peak. The last peak was
18 percent in 1990. FHA’s share of total mortgage volumes has
gone from 2 percent in 2006 to 26 percent in 2008. And this new
level has not been seen since prior to 1970. According to the De-
partment of Housing and Urban Development, a steady flow of
homeowners continue to use FHA to refinance out of subprime
mortgages and FHA anticipates that it will likely insure over 1.6
million mortgages in Fiscal Year 2009, representing close to $300
billion.

Recent media reports indicate that HUD’s Federal Housing Ad-
ministration, FHA, significantly increased market share in 2008,
raising concerns that the agency is ill-equipped to adequately over-
see FHA-approved lenders and licensees, to employ appropriate
technology and to manage human capital to protect the taxpayer
from exposure to significant financial losses. The December 1,
2008, article in Business Week that the chairman mentioned
quoted Inside Mortgage Finance, a research and newsletter firm,
and an estimate they gave that over the next 5 years, new loans
backed by FHA insurance will fail and perhaps cost the taxpayers
as much as $100 billion and as the chairman said, that is sort of
the driving force behind this hearing, that report and others.

According to the article, former Federal housing officials say
FHA is ill-equipped to deal with the onslaught of new lenders seek-
ing to participate in the program. The HUD IG, Ken Donohue,
mentioned in the article and he was quoted as saying that FHA
“faces a tsunami in the form of subprime lenders that favor aggres-
sive sales tactics and engage in fraud.” In that same article, Mr.
Donohue noted that he is very concerned that fraudulent subprime
lenders are reconstituting themselves and could potentially bring
bad loans to the FHA portfolio, and that is what all of us want to
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a}\lzoid and get assurances that there are procedures in place to stop
that.

The Business Week article further states, “FHA staffing has re-
mained roughly level over the past 5 years at just under 1,000 em-
ployees. Even as the tsunami has been building that Donohue
points out, the FHA unit that approves new lenders recertifies ex-
isting ones and oversees quality assurance has only five slots, two
of those were vacant this fall according to HUD’s Web site.”

And I continue to quote here: “Former housing officials say lend-
er evaluations sometimes amount to little more than a brief phone
call which helps explain why questionable—ex-subprime operations
can reinvent themselves and gain approval,” and they close with
another quote from the IG saying, “they are absolutely under-
staffed and they need a much better IT system in place. That is
one of their great vulnerabilities.”

This hearing, I hope, will give FHA an opportunity to address
the concerns raised in Business Week and other articles. And ex-
plain what steps the agency is taking to ensure that the program
is being run in a safe and sound manner. I hope today’s hearing
can help provide the committee with some answers on how we can
ensure that the FHA continues to operate in a safe and sound man-
ner and help worthy borrowers achieve homeownership. Thank
you.

The CHAIRMAN. Let me go to a couple of others on this side. The
gentleman from Delaware for 2 minutes.

Mr. CASTLE. Thank you very much, Mr. Chairman. I share the
concerns of both the opening statements by the chairman and the
ranking member. I think we should be concerned. I have also read
this Business Week article and a few others and I would concur
that there may be some laxity in the circumstance. I do not know,
for example, Mr. Murray, if the FHA has sufficient employees to
carry out its responsibilities. But my greatest concern is that there
is no doubt that for the last half dozen years, perhaps before this,
we had a group of individuals, not everybody obviously, a lot of in-
dividuals particularly in the subprime areas and the Alt-A areas
who had gotten involved in mortgage lending and perhaps didn’t
have the background for that. Some got involved in it feloniously
and intentionally.

And if you read these stories—they may be highlights, but even
if they are highlights, it is a problem. You have a lot of these same
individuals being approved as approved lenders under FHA. And I
don’t know what the vetting process is for the loan correspondents
and firms that are granted the authority to act as direct loan en-
dorsement agents. But my sense is that is something that needs to
be watched very carefully.

There is a huge shift right now as loans go to the FHA. And I
don’t have a problem with that. And our obligation, your obligation,
in my judgment, is to protect the borrowers as best we can and we
are not doing that if indeed we have lenders out there who are able
to violate the rules. And we are condoning that if we approve some
of these lenders, particularly those with rather questionable back-
grounds from before. And I just wonder if our enforcement mecha-
nisms are sufficient. Those are the kinds of answers that I will be
looking for today. How does the FHA involve itself in these situa-
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tions, are these companies all endorsed by the FHA, are they able
to advertise they have FHA backing therefore some sense of secu-
rity to the borrowers out there that perhaps is unjustified. These
are issues I think that we need to make sure that we are looking
into to protect consumers from fraudulent practices.

So I look forward to the testimony, and hopefully we will get an-
swers that are satisfactory and start down a path of making sure
that these problems are being addressed. I yield back, Mr. Chair-
man.

The CHAIRMAN. The gentleman from Texas, Mr. Green, for 3
minutes.

Mr. GREEN. Thank you, Mr. Chairman. And I thank you for your
comments on the “trust and verify.” I absolutely concur with you.
I would like to, if I may, repeat some of what has been said, be-
cause there are times when things are so important that they bear
repeating. It is important for us to note that FHA does not lend
money directly. FHA is sort of like having your uncle co-sign for
you and work with you to the extent that your uncle has co-signed
a note. In this case, the co-signer is Uncle Sam because FHA is a
part of the Federal Government. I think that it is exceedingly im-
portant that we make all efforts possible to assure people that
those lenders who are now coming into FHA will not bring with
them the same habits that they had when they were dealing in the
subprime market, many of them doing business in less than an
honorable fashion.

I do not want to paint everyone with the same brush. There were
many persons who were honorable and who were doing credible
business and doing an outstanding job. But we do note that we are
in the circumstance that we are in because there were many who
were not and because we had many who were not and because we
have so many who are now moving into FHA, it is anticipated
that—actually FHA has grown from 16,000 to 36,000 brokers ac-
cording to this Business Week article, the number of approved
lenders and broker, approved to participate in FHA grew from
16,000 to—in 2007 to 36,000 today. That is a lot and I think that
it is appropriate for us to take all productive, constructive meas-
ures to make sure that we do not allow what has created a problem
to continue to be a problem. I thank you, Mr. Chairman, and I
yield back the balance of my time.

The CHAIRMAN. The gentleman from Texas, Mr. Hensarling, for
2 minutes.

Mr. HENSARLING. Thank you, Mr. Chairman. As we know, FHA
is one of the few government agencies that is entirely fee based and
does not receive taxpayer subsidies. As we are looking at the single
largest deficit in our Nation’s history since World War II, $7 tril-
lion to $8 trillion of taxpayer exposure through sundry bailout
plans and a promised stimulus plan that may top out at over a tril-
lion dollars. I, for one, want to ensure that FHA remains a fee-
based institution. With the onslaught of loan demand, though, I
think it is entirely appropriate that we examine whether or not
FHA has the budget, the resources, and the expertise to handle the
challenge. A significant part of the challenge will be presented by
a multitude of fraudulent players who may try to qualify as FHA
loan originators and borrowers.
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We know it just wasn’t lax underwriting standards that brought
us to where we find ourselves; it was out-and-out fraud. According
to FSN, mortgage fraud is up 1,400 percent in this decade alone.
And for every predatory lender—and there were many—there were
also many predatory borrowers. And tragically, a lot of this fraud
went undetected, and when detected, usually went unprosecuted. It
is also a reminder for those who advocate more regulation; it is not
always a matter of more regulation. Quite often the solution is en-
forcing the regulations that we already have on the books. As the
ranking member indicated, FHA, by some expert estimates, may be
looking at $100 billion in losses over the next 5 years. This simply
cannot be allowed to happen.

As important as it is for this committee to examine loan origina-
tors, it is also even more important that we look at loan criteria.
No greater correlation between default and the lack of significant
downpayment and I hope, Mr. Chairman, that this committee will
look at increasing the downpayment requirement in lowering the
conforming loans. With that, I appreciate you holding this hearing
and I yield back the balance of my time.

The CHAIRMAN. All members who have requested time who have
spoken who are here, so we will now turn to our witnesses. We
have and we appreciate his attending, Mr. Phillip Murray, who is
the Deputy Assistant Secretary for Single Family Housing Pro-
grams at HUD, and James Heist, who is the Assistant Inspector
General for Audit, office of inspector general of the Department of
Housing and Urban Development. Mr. Murray, we will begin with
you.

STATEMENT OF PHILLIP MURRAY, DEPUTY ASSISTANT SEC-
RETARY FOR SINGLE FAMILY HOUSING PROGRAMS, U.S. DE-
PARTMENT OF HOUSING AND URBAN DEVELOPMENT

Mr. MURRAY. Thank you, and good morning. Chairman Frank,
Ranking Member Bachus, and members of the committee, I appear
before you today on behalf of the Federal Housing Administration.
My name is Phillip Murray, and I am the Deputy Assistant Sec-
retary for Single Family Housing at FHA. I am responsible for
managing all the single family business for FHA, and I have been
at HUD for 29 years, with the past 17 at FHA. Let me begin by
saying that prior to my current position, I was the Director of the
Office of Lender Activities and Program Compliance responsible for
administering the various risk management activities of FHA-ap-
proved lenders, which included sanctioning lenders and other re-
lated parties who failed to comply with HUD and FHA require-
ments.

As HUD’s former top cop, I personally take issue with recent
press accounts suggesting that FHA is vulnerable to the same type
of unsavory business practices as we have seen in the subprime
market. These stories misrepresent a well respected Federal pro-
gram that has provided untold benefits to millions of Americans, as
well as the efforts of hundreds of HUD employees who administer
it. FHA-insured loans are neither high cost nor high risk to home
buyers; rather, FHA is a vehicle for borrowers to access prime rate
loans. FHA has never, never allowed the loose underwriting or ex-
pensive loan terms that were characteristic of subprime lending.
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FHA borrowers must provide evidence of income and employment
to validate their capacity to make their mortgage payments and
FHA products never carry teaser rates or prepayment penalties.
Turning now to the specific topic of today’s meeting, the Depart-
ment’s efforts to protect FHA insurance funds and serve the public
are best demonstrated by the thoroughness of its approval and
monitoring standards.

Lenders applying for participation in FHA insurance programs
are subject to rigorous initial approval requirements. FHA scruti-
nizes lenders based on: one, the company’s financial capacity and
resources; two, the possession of appropriate State licensing; three,
the eligibility of the company, its principals and officers to partici-
pate in government programs; and four, the company’s quality con-
trol plans and compliance procedures.

Additionally, lenders must renew their approval annually to en-
sure ongoing adherence to FHA lender approval requirements.
Lenders that fail to meet these renewed requirements are termi-
nated and thus cannot originate FHA loans. Please note that de-
spite the extensive pressures to do so, FHA has not and will not
lessen its stance. Newly approved lenders must meet eligibility re-
quirements and programmatic requirements and are held to the
same standards as existing lenders. FHA is constantly monitoring
low-level compliance, lender performance, and portfolio perform-
ance through a variety of risk management tools.

In addition to the rigorous approval standards FHA imposes, the
agency has nationwide quality assurance divisions. That com-
prehensively monitors lenders performance and compliance through
remote and onsite monitoring reviews as well as through electronic
surveillance. Furthermore, FHA conducts an annual actuarial re-
view, and it also maintains credit subsidy models that annually re-
view FHA’s book of business for risk factors to identify any nec-
essary forward adjustments. As a matter of fact, it was these proce-
dures that identified the unacceptable and high default rates when
loans close with seller downpayment funding. FHA’s last two au-
dits have been clean, with no material weaknesses identified. And
FHA is no longer on GAQO’s troubled agency watchlist. FHA is
proud of these accomplishments.

While I can assure you that FHA is fully committed to con-
tinuing aggressive oversight of its program, I must restate FHA’s
long-standing need for additional resources to further bolster the
agency’s monitoring and oversight capacities. A critical area is in-
formation technology. We need to replace the 35 legacy systems
FHA uses in its operations. In spite of the fact that these systems
are based on technology and computer programming languages
that are decades old, FHA has made these systems work. But this
cannot continue and the IT infrastructure at FHA needs to be re-
placed now.

Finally, I want to address a topic pertinent to today’s discussion
of FHA’s continued strength and vitality, the proposed “cram-down”
bill. FHA and Ginnie Mae do not have the legal authority to reim-
burse servicers for the cram-down amounts not received from bor-
rowers but paid through to investors. This could create a powerful
disincentive from doing business with FHA and Ginnie Mae, while
costing taxpayers additional dollars. FHA urges careful consider-
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ation as Congress contemplates this matter so we can continue to
help more Americans realize the benefits of prime rate FHA-in-
sured mortgages. Again, I want to thank you for the opportunity
to explain FHA’s comprehensive lender oversight and monitoring
efforts. I would be happy to answer any questions. Thank you.

[The prepared statement of Mr. Murray can be found on page 89
of the appendix.]

Ms. WATERS. [presiding]. Thank you very much. Mr. James, is
that “Heist” or “Heist?”

Mr. HEeistT. “Heist.”

Ms. WATERS. “Heist.”

STATEMENT OF JAMES A. HEIST, ASSISTANT INSPECTOR GEN-
ERAL FOR AUDIT, OFFICE OF INSPECTOR GENERAL, UNITED
STATES DEPARTMENT OF HOUSING AND URBAN DEVELOP-
MENT

Mr. HEgisT. Chairman Frank, Ranking Member Bachus, and
members of the committee, thank you for inviting me to testify
today. I very much appreciate the opportunity to testify on behalf
of the Inspector General on the important issue of FHA oversight
of loan originators. Over the years, we have had concerns with
FHA systems and infrastructure to adequately perform its current
requirements and services. This was expressed by the OIG prior to
the current influx of loans. We continue to remain keenly inter-
ested in FHA’s ability and capacity to oversee the newly generated
business.

The past year-and-a-half has certainly produced a lot of changes.
With the collapse of the subprime market, FHA has seen a dra-
matic increase in new business. In September 2007, HUD began to
provide assistance through the FHA Secure Program to refinance
existing subprime mortgages. The Housing and Economic Recovery
Act passed last summer created a new HOPE for Homeowners Pro-
gram to enable FHA to refinance the mortgages of at-risk bor-
rowers. It also authorized changes to the FHA’s reverse mortgage
program that will enable more seniors to tap into their homes’ eq-
uity. The volume of single-family loans, FHA loans, has tripled
from $59 billion in Fiscal Year 2007 to over $180 billion in Fiscal
Year 2008. Market comparisons show that FHA’s share of insured
mortgage endorsements have increased from 21 to 76 percent. And
this is based on the latest monthly data available compared to last
year.

And that includes all endorsements, including refinances. We
continue to believe there is a critical need for more resources at
FHA: one, to enhance its IT systems; two, to increase its personnel
to deal with the volume; three, to maintain a workforce with the
necessary skills; four, to oversee numerous contractors; and five, to
increase oversight in all critical front-end processes, including ap-
praisals and underwriting. We are gratified that a new penalty pro-
vision was inserted into the Housing and Economic Recovery Act.
The statute now creates an increased criminal penalty for commit-
ting fraud against FHA programs and will be a useful tool for pros-
ecutors. The results of the latest actuarial study show that HUD
has sustained significant losses in the single family program. As of
September 30, 2008, the fund’s economic value was an estimated
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$12.9 billion, an almost 40 percent drop from over $21 billion in
2007.

The current value represents 3 percent of the mortgages insured
by FHA. Although above the 2 percent ratio required by law, it is
well below the 6.4 percent ratio from the prior year. If more pessi-
mistic assumptions are factored in, the ratio could dip below 2 per-
cent in succeeding years, requiring an increase in premiums or ap-
propriations to make up the shortfall. Among our many audits, we
have found that FHA needs to improve its internal control struc-
ture by formalizing risk assessments of its program and adminis-
trative functions.

In another area, our audit of the FHA appraiser roster identified
weaknesses in the quality control and monitoring of their roster.
Results from a number of other audits at FHA lenders have noticed
significant underwriting deficiencies, inadequate quality controls,
and other operational irregularities. We have also recently initiated
an inspection of the mortgagee review board enforcement actions
and its efficiency effectiveness and impact in resolving cases of seri-
ous noncompliance with FHA regulations. We note that the FHA
lender approval process is largely manual. FHA will be challenged
within current resource constraints to keep up with the increasing
volume of entities doing FHA business. We believe that the over-
sight of these lenders could be improved with monitoring loan
prescreening systems. The tightening credit market has increased
FHA’s position as a loan insurer and with that is coming an in-
crease in lenders and brokers seeking to do business with FHA and
a concern with some of those loan originators.

For example, we are currently investigating several FHA lenders
who were also lenders in the subprime market. The movement to-
ward FHA is already underway and is reflected in recent statistics.
FHA lender approvals increased five-fold in a 2-year period. Pre-
vious investigation of an FHA lender in New York led to the debar-
ment of its owner for a period of 5 years. After the debarment was
served, the lender resumed operations using the same fraudulent
practices. Another area of concern is the growing reverse mortgage
program. The larger loan limits can be attractive to exploiters of
the elderly whether by third parties or even family members who
seek to strip equity from seniors. The Office of Inspector General
stands ready to assist in whatever way is deemed necessary and
will be vigilant in its efforts to protect the funds of the American
taxpayer. We thank you for the opportunity to relay our views and
greatly appreciate the activities of the Congress to protect FHA’s
funds from predatory and improper practices and to ensure effec-
tive oversight of the lending community at this critical time.

[The prepared statement of Mr. Heist can be found on page 81
of the appendix.]

The CHAIRMAN. Thank you.

Mr. Heist, let me ask you on the one last point you made: We
have found a very enthusiastic response with regard to the home
equity mortgages, that has been—when done right, that has been
very helpful. The AARP, for instance, has been very enthusiastic.

The problem we have found is one you touched on, namely that
there has not been any significant set of problems in the execution
of the program itself, but once an individual gets the proceeds from



10

that—in some cases, older people who are not as sophisticated, may
not be at the top of their game—they have been vulnerable to bad
advice about what to do with the money.

Now, one of the reforms we put into the bill that became law was
to say that you cannot be the same entity promoting that and then
investing the funds for people. That is helpful. But you very care-
fully referred to abuse by third parties or family members.

I would urge you, if you have any ideas about how we can fur-
ther protect the recipients from abuse, to share them with us, be-
cause we think this is an important program. And whether now or
later as we go forward, if there are further safeguards that we
could put in there to prevent victimization of the people who got
that money, please work with us.

Mr. HE1sT. We will be happy to do that. And while I am not at
liberty to talk about ongoing investigations, our investigators are
seeing schemes where the elderly are being steered into annuity
products, for example, with unreasonable terms and—

The CHAIRMAN. Now, these are being steered by—is there collu-
sion between—I don’t want to impinge on the investigation—be-
tween the entities that are selling these and then the entities that
are doing the annuities?

Mr. HEIST. We have seen where they have had identity of inter-
ests.

The CHAIRMAN. All right. Let us do this because I don’t want to
in any way interfere with the ability to break that up.

Please work with our staffs, as I think this is clearly a bipartisan
interest we have, in whatever you think—whatever recommenda-
tions you want to make to minimize that, because I don’t want to
see a program that can be beneficial and has been beneficial dealt
with that way.

Mr. HEIST. The other thing we are doing is partnering with orga-
nizations such as AARP to get the word out regarding education
and fraud awareness.

The CHAIRMAN. One of the things we can do on that is to say
that, for instance, we can make sure that these are done through
the FHA, that the FHA takes on a major role in warning people
against this.

So we did take the one step of saying—I think Senator McCaskill
has been very interested in that. My colleague from Missouri and
others, we have taken one step, but we are ready to do more to pro-
tect this program.

Mr. Murray—and I apologize; I had to go out and deal with an-
other matter—but we have heard some of the criticisms. Have you
specific responses to some of them?

I guess the question is, are there inaccuracies or are these things
that can be cured going forward? And in particular, are you staffed
adequately and do you have sufficient authority to find people who
ought to be rejected from participation and reject them?

Mr. MURRAY. First, I rather appreciate having the article be-
cause it causes us to be here to discuss this. Let me assure you,
first of all, the sky is not falling.

The CHAIRMAN. You are a very tolerant man, Mr. Murray.

Mr. MURRAY. Yes, but the sky is not falling.
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But, yes, we have a real need to upgrade our technology. We
have an absolute need to hire more staff. Although we hired 142
people last year who—with retirement and moving elsewhere, we
only netted 60 individuals. And we are in dire need of additional
contracting money, so we can procure some more fraud detection
tools, more people to work on our front-end detections.

The CHAIRMAN. I assume if we are successful in fixing HOPE for
Homeowners, which we passed in a form in which the intentions
outpace the capacity to deliver, if we are able to fix that and send
you even more business, then these needs would be obviously exac-
erbated?

Mr. MURRAY. Yes, sir.

But in terms of the story, although it may in most places appear
to be factual, what we did was we allowed Business Week access
to our public site on our Neighborhood Watch system where you or
any other citizen can look at the performance of my lenders. They
chose a few lenders and decided to explore them further.

The problem that I think we had with this, that may misrepre-
sent, is that they look at these individuals and their performance
in the subprime market, and then in the next sentence they refer
to FHA. These two do not—it is not a nexus.

The CHAIRMAN. In other words, you are suggesting that some of
the abuses that they alluded to were a non-FHA product?

Mr. MURRAY. Absolutely, sir.

And what the article also failed to say in its five—five lenders,
without talking about any specifics, two of the lenders, one only
made one loan, the other made 63 loans, which is the very minimal
loan for any of our lenders.

The other three, they were already on our radar screen. There
have been actions taken either by my compliance enforcement peo-
ple and/or the IG, and we have made referrals. So—

The CHAIRMAN. I think it would be interesting—I don’t see any
reason why you could not send us a document that would identify
those individuals. If there is a confidentiality problem with one or
two, you can cover that up.

Thank you. My time has expired and I appreciate that. And I ob-
viously will encourage—do you stay on or do you leave in a week?
Or what is happening?

Mr. MURRAY. No, sir, I am a career person.

The CHAIRMAN. You are career. Good.

Then what we would like is—someone will have to change it.
Make sure and tell them that we are specifically requesting—I
know there are problems with OMB. Please let them know that the
committee of jurisdiction will be specifically requesting what you
think you need to staff up both in terms of technology and individ-
uals to deal with this, because we want to make you more of a
player than you are.

So we need to know what we need to put into your hands in
terms of resources so you can do that job.

Mr. MURRAY. We stand poised and ready to serve, and we need
the assistance.

The CHAIRMAN. And that is a direct request from us.

The gentleman from Alabama.

Mr. BAcHUS. Thank you.
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Mr. Murray, Mr. Heist in his written testimony talked about
your process for selecting lenders or monitoring the quality of their
loans is a post endorsement process, it is not a prescreening proc-
ess. Is that correct? And does that bother you?

Mr. MURRAY. There is an approval process for new lenders com-
ing in. That is one separate set. Once they are in, lenders, full-
eagle lenders submit loans to us. During that process, there are
front-end analyses of that process, of those loans.

Mr. BAacHUS. That is just random and not all of them—

Mr. MURRAY. Absolutely, it is random. There is an algorithm
done, a significant statistical sampling of our loans done through
an algorithm, and so currently we do a random sampling of 5 per-
cent.

Mr. BACHUS. Mr. Heist, you are recommending actually a
prescreening, just a program that large lenders use? Would that
be—

Mr. HEIST. One of the concerns we have about the review in the
post-screening is—

Mr. BAcHUS. Pull the microphone a little closer.

Mr. HEIST. I am sorry. I forgot to push the button.

One of the concerns we have with the monitoring that is done is
it oftentimes can take a period of time for the default statistics to
show up to provide for some intervention.

FHA has done a lot to enhance its early warning and targeting;
and, in fact, we work with FHA when we target lenders for our
audit work. With advances in technologies, there are opportunities
to do more on a prescreening basis where you can actually—and ac-
tually insist on the lenders doing more prescreening to identify red
flags, if you will, anomalies in appraisal information, whether the
individual owns multiple properties and is disguising himself as an
owner-occupant, those sorts of things.

But FHA needs the resources to be able to do those sorts of
things.

Mr. BACHUS. So you just don’t have the resources; is that what—
or have you thought about doing that?

Mr. MURRAY. Actually, we agree with the IG: but for funding re-
sources, we would have that. But bear in mind, we have many,
many tools. There is not one tool that is a panacea for anything.

So when the new lenders come in, we do test cases. We run them
through test cases. They actually have to pass a test.

Mr. BAcHUS. Once the loans are made, you are reviewing only
about 1 out of 20; is that right?

Mr. MURRAY. I think that refers to our post-tech endorsement at
the front end. Once they come through the door, we do a thorough
analysis on 5 percent of the cases, based on the properties and the
underwriting criteria.

Mr. BAcHUS. For every loan?

Mr. MURRAY. Five percent of all the loans that come through.

Mr. BAcHUS. Five percent?

Mr. MURRAY. Five percent. Our evaluation tells us that is an
adequate statistical sampling to do that with. However, we would
be more than happy to do a larger amount. But again it all comes
back to staffing and funding.
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Mr. BACHUS. Yes, if you required a prescreening, that would ob-
viously cut down on your losses, would it not?

Mr. MURRAY. All of our tools help us in assisting. So as long—
as you go along the way where there are checkpoints that we stop.

When you are first approved, we make sure that you actually
know how to do FHA business through test cases. If you don’t pass
our test cases, you don’t get approved to do further work.

Once that happens, once the loans are made, we have a variety
of tools to monitor—

Mr. BAcHUS. But that is all manual, and it is random, right?

Mr. MURRAY. Okay. I understand. What you are talking about is
the very front end when they first submit the loans in.

It is a manual screening as well as an electronic screening. Sev-
enty percent of our loans are done through lender insurance, which
is an electronic self-insuring process; the other 30 percent is man-
ual. And I can say despite a lot of objections with us introducing
lender insurance some years ago, I can tell you today that the rea-
son why we are still standing and are able to handle this workload
is because we went to lender insurance where 70 percent of our
loans are being done, which relieves the burden from our staff.

Mr. BACHUS. Let me ask you really quickly, you mentioned that
this new legislation on the bankruptcy cram-down presents some
unique problems for FHA and VA. Would you just give me what
you see as those problems?

You mentioned that—

Mr. MURRAY. Yes, I did. My job was to just sort of make you
aware of that. I will give you one example.

We pay partial claims, and if we—and if every borrower who we
have in partial claims decided to file bankruptcy, that would cost
us $640 million of lost revenue. That is just one example.

Mr. BAcHUS. It would be significant losses if you weren’t carved
out of that?

Mr. MURRAY. Yes, sir. Because we don’t have the authority to do
that, nor do we have the funding to pay for it. Because the inves-
tors have to be paid.

The CHAIRMAN. We do have the authority. You appropriate it
through the funding. Don’t hesitate to ask us regarding both.

The gentlewoman from California, the chairwoman of the Hous-
ing Subcommittee.

Ms. WATERS. Thank you very much, Mr. Chairman. I am very
pleased.

The CHAIRMAN. The once and future chairwoman of the Sub-
committee on Housing.

Ms. WATERS. Mr. Chairman, I thank you for holding this hear-
ing. This is very important. We all worked very hard to strengthen
FHA and to make sure that it was equipped to be back in business
doing what it was intended to do when it was originated here in
the Congress of the United States. And it looks as if it is doing
pretty well; it appears that FHA is now in business.

We recognize that FHA was practically killed off by the subprime
market that was offering all kind of exotic loans, which basically
made FHA relevant; but now we are moving in another direction.

But, Mr. Chairman, and members, I want you to hear this and
hear it well. We don’t intend for FHA to do business with some of
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the bad subprime lenders that got us in trouble in the first place.
Now, there is a scathing article in Business Week about the fact
that FHA is allowing some of the worst actors and perpetrators of
fraud to come in and be FHA approved, and putting them back out
into the market again.

We have a lot of work to do here with regulatory agencies to
clean up the mess that has created this economic crisis that we are
in. Can you tell me why you cannot vet and determine the bad
subprime actors, some of whom have been indicted, some of whom
have gone to prison, and some of whom have just changed the
name on the door; they are still the same players.

Why can’t you know the difference between legitimate lenders
and these mortgage companies that we are reading about, Mr.
Murray?

Mr. MURRAY. Yes. That is a very good question, and we do—we
do a thorough vetting process to approve lenders.

The article is sort of misleading because it is guilt by association.
Because your father did this, your brother did this or your sister
did this, you therefore are somehow guilty. Any lender who comes
in for approval, they are afforded due process.

We take actions against lenders through the Administrative Pro-
cedure Act. We are very diligent in pursuing individuals. You may
not have been in when, in my opening remarks, when I was saying
that prior to this job, I was housing’s top cop; and I think in the
75 years of FHA, this is probably the first time we have ever had
an enforcement compliance person running the show. So let me as-
sure you that we are very, very aggressive in going after individ-
uals and very diligent in doing this.

Now, do we need additional authorities? Absolutely. Do we need
additional resources to help us get to where we need to be? Abso-
lutely. I do believe in the new loan officer registry program that
would help us even further for local authorities who sanction indi-
viduals who can then feed back to us the actions that they have
taken in the more—a quicker way.

Ms. WATERS. If I may just take back my time for a moment. Are
you familiar with Premier and Paramount Mortgage Companies?

Mr. MURRAY. Yes, ma’am.

Ms. WATERS. Are you telling me that Premier and Paramount,
given their background of subprime lending and problems, that you
deem them to be all right to be approved by FHA to do business
with?

Mr. MURRAY. As I recall, with those lenders, we have no evidence
that they have been convicted or indicted of some wrongdoing. We
have many lenders who engage in subprime and are perfectly—and
even their own subprime bases may be fine.

Ms. WATERS. What about Lend America in Melville? Mr. Ashley,
who pleaded guilty in 1996 in Federal court to two counts of wire
fraud, on and on and on; and then opened Liberty Market, was on
5 years’ probation, $30,000 fine, father spent 4 years in prison.

Is it okay to do business with them?

Mr. MURRAY. According to our attorneys, there is a—I forget the
term—there is a period of time. I guess the question: When did this
happen, what was the offense, is there a nexus to the business?
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For example—I give you a case I can recall—we had a lender
who was convicted 30 years ago when he was in college, and we
found that the conviction was that while he was in college, he got
in trouble with drugs. That did not have a nexus 30-year forward
to his—

Ms. WATERS. Excuse me if I may. Obviously, we are not talking
about those kinds of cases. What we are talking about is this:

Based on what I am reading, I see the bad actors moving over
to FHA because the money has dried up, and they can get these
guarantees. We are going to have a large amount of defaults and
we are going to have to pay.

Now, we really want—I would like to hear from FHA how you
are going to stop this. If you need some help from Congress, you
need to come and ask us what, and tell us what you think we can
do to help us to make sure that we don’t—you have one company,
that is doing Alt-A loans. Why would you authorize FHA backing
for a company that is doing Alt-A when Alt-A loans are at the epi-
center of the crisis on these subprime loans?

Mr. MURRAY. I don’t have a legal basis for stopping someone
from doing some other business with FHA. The practices that they
may or may not be doing have no bearing on FHA’s business, be-
cause we don’t allow that. They cannot put that square peg into
our round hole. It does not happen.

We have many of our best, top, most-respected lenders who also
do subprime lending. That doesn’t necessarily mean they are bad.

Ms. WATERS. The argument has been made here, there is some
good subprime lending and bad subprime lending. Obviously, I am
talking about the subprime lending that created the subprime
meltdown in this country and the economic crisis that resulted
from that.

We really do believe that—I believe that FHA does not have to
deal with people who have a record and a history of fraud and cre-
ating problems.

What are you going to do about it?

Mr. MURRAY. I agree with you wholeheartedly and I share your
concerns with that. As a matter of fact, we are in the throes of pro-
posing new rules to help us deny these—

The CHAIRMAN. Mr. Murray, we are over time. These are very
important questions. We will ask you to respond in writing to the
questions of the gentlewoman, and we may be back to you on that.

The gentleman from Delaware.

Mr. CASTLE. Thank you, Mr. Chairman.

Mr. Heist, I don’t know if you can answer this question or not,
but Mr. Murray indicated there is a thorough vetting process to ap-
prove lenders. That may or may not be true. My question is, is this
vetting process a complete enough process or should we be doing
something more?

I think everybody up here is vitally concerned about rather ques-
tionable lenders. We are hoping that FHA can stop the bleeding of
subprime lending and—etc. And the reports that I have read and
seen indicate to me that failure prediction under FHA loans is pret-
ty high as well. And I am very concerned about these lenders, a
lot of whom by their previous practices are pretty marginal.
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So do we have the right vetting processes in place? I am not sure
if that falls in your role as Inspector General or not.

Mr. HEIST. I can’t comment fully on the vetting process except
to say that regardless of whether FHA is constrained on its ability
to keep people out, we advocate that they—and we have talked
about that in answer to other questions—that they take advantage
of the technologies that are available to be able to prescreen the
loans on a more comprehensive basis through advances in tech-
nology to overcome the—

Mr. CASTLE. My question pertains to who is being approved as
a lender, who is being approved as somebody they are dealing with,
not to the actual people borrowing in this circumstance. And maybe
you are not qualified to answer that.

Mr. HEIST. There are limitations. We have an investigative case,
for example, where at the time the case didn’t meet the dollar
thresholds to prosecute criminally, but nevertheless we pursued a
debarment case against the individual. The debarment is for a pe-
riod of 5 years; 5 years ran, and the person was back in business
doing the same thing. We took the steps to have—working with the
Justice Department to file an injunction to prevent that individual.

There are limitations to the vetting process. You have an exam-
ple of somebody who was debarred, the individual served their
time, and FHA has to let them back into the program. But there
are things they can do to increase the oversight.

Mr. CASTLE. Let me jump to Mr. Murray. Do you think we
should enhance or update or make stronger the vetting process, or
do you feel the vetting process is presently successful?

Mr. MURRAY. No, sir. I fully agree. We need additional tools to
help us to, further, to not allow folks in. There are many individ-
uals that I will take a look at—

Mr. CASTLE. When you say you need “additional tools,” I under-
stand the technology and those kinds of things, but do the addi-
tional tools—is this something we should be doing as a Congress
or something that FHA can be doing?

Mr. MURRAY. That is something we ourselves can do through ad-
ditional rulemaking, because as time goes on, there are different
practices, people get engaged in different schemes and the like. We
need to constantly reinvent ourselves and to move forward.

There are many folks I see as—

Mr. CASTLE. Why aren’t you doing this now? I say this because
we are going from the subprime problem and the continuing prob-
lems with loans in this country, the huge numbers which you have
indicated here today. So if we do need to enhance the vetting proc-
ess or the lending process for insurance purposes, why don’t we?

Mr. MURRAY. No. We are currently—we have a committee in
FHA single family across the board, putting together new rules and
procedures that—to address this subprime issue, to address the
new frauds and the things that we see coming down the road.

Mr. CASTLE. Let me ask you another question. What is the FHA
doing to review and update its net worth requirements for FHA
originators? Is that part of this?

Mr. MURRAY. Yes.
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Mr. CASTLE. Part of it is that the lender should be able to cover
potential losses, whatever it may be. And if their net worth is not
higher, that is an issue.

Mr. MURRAY. To cover losses is not the purpose of the net worth.
But to answer your question, that is one of the issues we have on
the table. We have a litany of things that we are putting together,
drafting, and we are going to propose for rulemaking.

Mr. CASTLE. Can you give me a rough time estimate as to when
you think this work will be completed in terms of things we talked
about?

Mr. MURRAY. We can’t do anything until the next Administration
comes on board, and that is my intent, the first thing when we are
asked what we are working on is to present all these rules that we
have.

Mr. CASTLE. Are you thinking spring or early summer?

Mr. MURRAY. I am hoping this spring I will have the chance to
present it, once we get an okay to do it. Rulemaking normally takes
18 months. That is outside of our control, but that is what it nor-
mally takes. But to the extent we can do things through a mort-
gagee letter, I fully expect to do it that way.

Believe me, as a compliance person, I am very aggressive in han-
dling any potential fraud and people who are hell bent on doing
mischief. That is certainly something that I simply do not tolerate.

Mr. CASTLE. Thank you. I yield back, Mr. Chairman.

The CHAIRMAN. Since we are not in regular order, I am going to
use some discretion here. The gentlewoman from California, Ms.
Speier, has been a very diligent member of the committee and
spends long hours at the bottom, although the good news for her
is that she has now gained several members to whom she is senior
on this committee. She had a question that was directly relevant
as a follow-up to her colleague from California. In the absence of
what I am sure will not be strenuous objection, I call on the gentle-
woman from California.

Ms. SPEIER. Thank you, Mr. Chairman.

Mr. Murray, you just said that you are very keen on compliance
and the gentlewoman from California went through a list of prob-
lem lenders, and you suggested that they were lenders who had
very few loans or lenders who had violations that did not have a
nexus. Have you have an opportunity to read the Inspector Gen-
eral’s presentation to the committee?

Mr. MURRAY. Yes, ma’am.

Ms. SPEIER. So you are aware then of his reference to problem
lenders. As he highlighted in their audit, he references a lender
who had a number of serious issues related to RESPA violations,
such as paying marketing fees, noncompetition fees, and quality in-
centives to real estate companies in exchange for more than $57
million in FHA mortgage business. The corporation’s license was
suspended by the State of Arizona and has filed for bankruptcy.
One of the principal owners and principal managers reconstituted
under a different name, but operates from the same location. In
2008, HUD approved the new entity to originate and process FHA
loans despite its principal’s prior convictions for RESPA violations.
How do you respond to that?
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Mr. MURRAY. I am glad you mentioned that, because that is an
issue that is very near and dear to my heart. The issue here is the
problems are with the lending entity. The individual was not sub-
ject to that. If that individual had been debarred, indicted, con-
victed, fine. I would have some legal authority to not let them in.
Absent that, I have no authority to stop them from coming in.

Now having said that, that is part of one of the new rules that
we are putting together to allow us to say if you were a principal
of a company, we get a chance to ask you what was your role, and
we can then decide whether or not we will allow you to come into
FHA.

Even without the authority, I have attempted to do that, but
through our own attorneys, they caution me that legally I cannot
do that.

Ms. SPEIER. Are you saying that you have no discretion to deter-
mine whether or not to allow someone to be a lender?

Mr. MURRAY. I have no discretion to say because you were a part
of this company, and this company did bad acts, that I can infer
those bad acts to you and not allow you to come in.

Ms. SPEIER. This is a principal of that company.

Mr. MURRAY. Yes, ma’am.

The CHAIRMAN. Would the gentlewoman yield?

Ms. SPEIER. I do.

The CHAIRMAN. Thank you. That has been very useful. You say
it takes 18 months to do this by rule?

Mr. MURRAY. For ruling.

The CHAIRMAN. But if we were to do it by statute, specifically
give you that authority, it would take a lot less time, wouldn’t it?

Mr. MURRAY. Yes, sir.

The CHAIRMAN. I'm sure the gentlewomen, my two colleagues
from California would want to work on that. Thank you.

Mr. MURRAY. I will be glad to work with you.

The CHAIRMAN. The gentleman from—they gave me the list and
I lost the list. The gentleman from Texas, Mr. Hensarling.

Mr. HENSARLING. Thank you, Mr. Chairman.

Gentlemen, back in April of last year when this committee
marked up the FHA modernization bill, I offered an amendment
that was accepted by the chairman—it doesn’t happen often around
here, but it happened on that particular day—that required bor-
rowers to agree in writing to be liable to repay the FHA any direct
financial benefit achieved from the reduction of indebtedness on
the existing mortgage that was derived from any purposeful mis-
representation that was made in their certifications and docu-
mentation.

I had offered another amendment, which was not accepted, that
required that the mortgagor would actually provide documentation
to the originator of the mortgage that certified that the data was
complete and accurate, including statements regarding income as-
sets, debt, occupancy, and matters of identification.

The Chair didn’t accept that. There was a legitimate debate and
discussion. I think the Chair concluded he felt that was too oner-
ous. I didn’t conclude that, he did, his opinion was relevant. But
as most of the questioning from the panel has centered upon fraud
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on the lender part, I want to focus somewhat on potential fraud on
the part of the borrower.

The first question I would have with respect to the language that
was included in the statute is, how is it being implemented? How
are applicants being notified of the process? Is there a form that
they now sign, acknowledging that they will be liable for the in-
debtedness for purposeful misrepresentations? Mr. Murray, what
can you tell me about the matter?

Mr. MURRAY. I am sorry, are you referring to HOPE for Home-
owners?

Mr. HENSARLING. Yes.

Mr. MURRAY. Yes. We propose to have the borrowers sign a cer-
tification and to provide counseling to them that they are signing
the certification that they will be liable for any fraudulent state-
ments that they make.

Mr. HENSARLING. I'm sorry, I didn’t hear the first part of the
statement. This is currently being done? I know the program has
had scant demand.

Mr. MURRAY. Yes. The HOPE for Homeowners committee, they
have developed a form for the express purpose of notifying a bor-
rower that they will be held liable for any fraudulent statements
that they make.

Mr. HENSARLING. But I am still unclear. Is it currently in use or
is it not currently in use?

Mr. MURRAY. Yes, it is.

Mr. HENSARLING. Okay, thank you. Thank you.

The CHAIRMAN. It is called the Hensarling oath.

Mr. HENSARLING. I like the name, Mr. Chairman.

Can you enlighten me, Mr. Murray, then just on the general vet-
ting process? We have talked about the vetting process for the bor-
rowers. I would like to be enlightened more on the details of the
vetting process for borrowers.

Mr. MURRAY. Borrowers?

Mr. HENSARLING. Borrowers. Again, according to FinCEN, we
had the majority of the mortgage fraud over the last decade that
arose from borrowers misrepresenting their income and misrepre-
senting their assets, misrepresenting their occupancy. So again
there is much predatory lending that took place in the market. I
would also offer the opinion there was much predatory borrowing,
according to the Inspector General’s observations. Already the sin-
gle family program has sustained significant losses. We have had
a 40 percent drop in value. So I am concerned about, again as I
mentioned in my opening statement, sustaining the fee-based pro-
gram that we have here, and I am concerned about what is the vet-
ting process that is being used on the borrower’s side, not just the
lender’s side to protect the taxpayer.

Mr. MURRAY. Yes, thank you, I understand.

We have introduced a Social Security check that we and the
lenders can use to go in to ensure that the person who is rep-
resenting themselves is not dead or that they are truly in fact they
themselves who are there.

We validate their employment and we also validate and verify
their income. And we also do Federal checks.
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Mr. HENSARLING. Now, how are you validating and how are you
verifying? Can you get more specific?

Mr. MURRAY. Yes, that is part of the loan underwriting process
where you actually go out, using the—

Mr. HENSARLING. Clearly, it hasn’t been done well in the past,
so I am somewhat concerned as to how are you using it now.

Mr. MURRAY. I have no indication that it has not been done well
in the past.

I think it is important to say that the little snippets of the exam-
ples of wrongdoing and fraud by everyone, and I—as an enforce-
ment person, I can tell you many, many stories. But when you get
down to it, it is less than 2 percent of people who tend to do wrong
things. FHA is no different; it is a macrocosm of the society as a
whole. There will always be someone there trying to circumvent the
system. Having said that, we are very diligent in making certain
we go after those folks, try to stop them in any way, fashion or
form that we can do that. But historically we have always done
verifications of the borrower’s income, to identify who they are,
make sure they don’t owe other Federal debt and verify that they
are in fact employed. That is totally unlike in the subprime.

Mr. HENSARLING. My time has expired.

The CHAIRMAN. Thank you. The gentleman from New York.

Mr. MEEKS. Thank you, Mr. Chairman.

Mr. Murray, let me ask you this, one of the big problems I have
had with a number of mortgage brokers is that they are able to
charge what I think is basically almost a kickback. I know they do
it on FHA loan originations also, yield spread premiums, and these
yield spread premiums seems to give the lenders an advantage for
steering borrowers into higher mortgages than what they actually
qualify for. And this has a devastating affect on poor people and
folks who are just aspiring for a better life, having to pay these
yield spread premiums.

So I would like to know whether or not the FHA, you believe the
FHA loans, which are supposed to be low cost as it is, should ban
the use of yield spread premiums?

Mr. MURRAY. That is a good question, and I share your concern.
FHA has absolutely no authority over yield spread premiums. If
Congress would like to provide us with that, I would certainly find
it useful.

Mr. MEEKS. So you are saying that if we do something statutorily
with reference to that, it would be something that you would see
helpful?

Mr. MURRAY. Yes.

Mr. MEEKS. I agree. Would you work with us on developing that
legislation?

Mr. MURRAY. I would gladly work with you on any and every
possible thing that we can do to safeguard the Federal funds and
the American public.

Mr. MEEKS. We will be in touch with you to make sure we work
on that. Thank you.

Maybe you be help me with something else, because I am having
this huge difficulty in my district also in regards to foreclosures
and I have found that when I was able—I have people coming into
my office every day, counselors and lawyers, trying to help the
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number of individuals who are going into foreclosures, and when
we are able to get to the banks, etc., we have been able to help
some people stay in their homes.

When I look at the voluntary program, on its face, it seems like
it should be good. When I look at the HOPE for Homeowners Pro-
gram, it doesn’t seem to be as successful. I was wondering if you
could give us any insight as to why, for example, it looks—I think
the statistics say 2.2 million subprime foreclosures through the end
of next year. We have to stop this hemorrhaging—whether you can
give us insight why HOPE is not working or how HOPE can im-
prove because it seemed like these voluntary programs are not
doing what they are supposed to be doing.

Mr. MURRAY. We have been concerned with that, that the eligi-
bility criteria is candidly a little too restrictive. Recently, there
have been some changes to make it a little bit more workable and
we are now seeing more loans being done. I think we are now at
380-something applications have been filed and there are actually
15 loans that have gone to closing. And so hopefully some of the
relief we have given, but candidly we would love to see further re-
lief and some refinements to that program.

Mr. MEEKS. We then agree that something needs to be done. I
think that is something again that we need to work on very closely
because every day, somebody is being put on the street. And until
we get to the bottom of stopping this problem, we are going to con-
tinually have the economic problems, the problems of the value of
homes continuing to depreciate, as people leave, neighborhoods are
being destroyed, because you homes are being boarded up. And I
am starting to feel that maybe just voluntary participation in the
program is not working. We have to do something more than that.

The CHAIRMAN. Would the gentleman yield? In fairness to the
people from HUD, part of the problem is we drafted it for home-
owners, which we wrote. We did it at a time when there was a lot
of concern that we were being too lavish, too open-handed and to
respond to that we toughened it up some. We may have toughened
it up beyond what current circumstances require.

We have requested, in consultation with HUD and others,
changes in the plan to meet some of those problems, and we are
hoping it will be in the stimulus or maybe in the TARP bill. So part
of that has been offered and we have been working. Some changes
have been made administratively, but we acknowledge that we
were tougher than was workable and we are trying, without being
excessive, to open it up some.

Mr. MEEKS. My last question is to Mr. Heist. Again, I am trying
to work my way through this because we are trying to make the
market move again. And it seems as though now the only one who
can buy a house or get involved in a house, I still believe that the
best investment that one can make is in real estate or into owning
their own home if they can afford it, but now, you have to have a
750 or better score in order to get a house, which then keeps the
market stagnant and we can’t get out of these crises.

I was just wondering and trying to figure out with your FICO
scores of 750 or better being the only way that you can get a mort-
gage nowadays, liquidity, thereby shutting down people who have
decent credit can’t get a house. Do you have any ideas or solutions?
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I would like to hear your thoughts on how we can deal with this
dilemma that keeps spiraling; it seems like we can’t get out of this
circle.

Mr. HEIST. As someone who is responsible for auditing these pro-
grams, I can only deal with the requirements that are in place
right now. The reality, as you suggested, is a dilemma and there
is a correlation between credit scores and the likelihood of that
loan to default. That is a reality that FHA has to deal with and
factor in when it makes its rules and sets standards for lenders
when they underwrite loans.

The CHAIRMAN. One last comment, because I took some of the
gentleman’s time.

Mr. MEEKS. I yield back.

The CHAIRMAN. Thank you. The gentleman from Florida, Mr.
Posey.

Mr. Posky. I thank you very much, Mr. Chairman.

Gentlemen, in last year’s Housing and Economic Recovery Act, a
provision was inserted to prevent the FHA from implementing a
risk-based premium pricing structure for the riskier loans. Under
the proposed initiative, in exchange for a significantly lower inter-
est rate, those with a higher risk of default would have paid a
slightly higher insurance premium.

We have seen a significant expansion of the FHA loans over the
past year. We have seen the balance in the insurance fund drop by
approximately 50 percent. We have seen FHA take on riskier loans,
and we have seen the Congress pass a law that prevents the FHA
from managing risk. It looks to me that the Congress may have put
in place policies that increased the risk of FHA going into default
like it did the conventional market.

Do you think that by eliminating the ability of FHA to adjust for
risk in this manner to fund is less solvent and thus the taxpayers
are put at a potentially greater risk? I would like a response from
both of you. Yes or no would be perfect.

Mr. MURRAY. First, I would like to say that we don’t believe that
FHA has riskier loans, but we would also be very desirous of hav-
ing risk-based pricing.

Mr. POSEY. Is that a yes or a no?

The CHAIRMAN. That was a Senate provision, so don’t feel inhib-
ited in answering fully.

Mr. BACHUS. We actually passed a bill and there was bipartisan
agreement in the House to put risk-based pricing in. It did move
to the Senate and a Member there added that amendment, that
amendment prohibiting risk-based premiums.

Mr. HEisT. My only observation at the time was implementing a
risk-based pricing and the ability of FHA again to deal with the in-
creased complexities and the resources in the systems to be able do
it effectively, as far as a concept we were neutral on that. Just con-
cerned as far as the capacity to implement it.

Mr. Posey. Thank you for following up, Mr. Chairman. But do
you have an opinion whether the ability to do that would make the
taxpayer safer from risk?

Mr. HE1ST. No, I don’t.

Mr. PostY. You really don’t, no?

Mr. HEIST. No.
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Mr. PoSEY. Do you know who in the world might be able to give
us an answer on that?

Mr. MURRAY. For us, it reduces the burden of premiums and the
like on the less riskier borrowers. In other words, the cost for an
FHA loan would be slightly less. So in other words, the risk goes
to those who are—need to be the more riskier borrowers.

Mr. Posey. Thank you, Mr. Chairman. I didn’t want to even take
up this much time, but I think it is just a fundamentally good
question.

The CHAIRMAN. No, I appreciate it. I think this is a case of Con-
gress doling out authority to the FHA, so maybe it will change.

The gentleman from Kansas.

Mr. MOORE OF KANSAS. Thank you, Mr. Chairman. To both of
the witnesses, I think we all would agree that there is a foreclosure
crisis going on in our country right now. FDIC Chairman Sheila
Bair has a plan which I believe is reasonable to address this prob-
lem. I believe we all appreciate the lenders who are working with
homeowners who are refinancing, modifying loans to keep people in
their homes. As Congress considers how to allocate remaining
TARP funds, would it be appropriate to utilize a substantial
amount, perhaps $100 billion, for foreclosure mitigation to keep
people in their homes and address this foreclosure crisis.

I am addressing this question to both of our witnesses.

Mr. HEIST. I would defer to Mr. Murray on that one.

Mr. MURRAY. I am sorry. I really can’t answer that. I don’t have
an answer for that.

Mr. MOORE OF KANsAS. Do you have any thoughts as to what we
might do to address the foreclosure crisis then if we don’t use
TARP funds?

Mr. MURRAY. I would be more than happy to send you a written
response to that.

Mr. MOORE OF KaNsas. I would appreciate that.

The CHAIRMAN. Mr. Campbell from California.

Mr. CAMPBELL. Thank you, Mr. Chairman.

I wanted to ask Mr. Murray, during Mr. Heist’s testimony he
talked about the reserve requirement being 2 percent and how it
has fallen from 6 to 3, and we all know about the conditions in the
marketplace and so forth. Since FHA is making—the volume is up
so much, and since there is such a much greater percentage of the
market is now FHA that is going out there, shouldn’t we be making
loans now that should be adding to that reserve requirement and
not having it fall quite so much given all this increased volume?
Am I wrong? What is happening?

Mr. MURRAY. I would initially tend to agree with you that with
the uptick in volume, that does add to the reserve, but that whole
calculation is a highly, highly technical thing with people who are
far brighter than I at HUD who deal with that, and I would be
more than happy to have any questions answered for you if you
would like.

Mr. CampPBELL. Mr. Heist, I don’t know if you are one of those
far brighter people, but take a stab at it.

Mr. HEIST. Absolutely not. But I do know that those estimates
are profoundly sensitive to changes in overall macroeconomic condi-
tions, how much house prices are going up and down. When you
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foreclose on a property, given the market conditions in that par-
ticular community, how much are you going to get on that prop-
erty? FHA’s loss rates, for example, have been going up from what
was in the 30s percentage range up through the 40s over the past
couple of years. So those sorts of factors really drive how much
FHA is going to expect to lose.

Mr. CAMPBELL. I guess for both of you—and here is where I am
going and I think you can tell that and what I am worried about,
is that we all know no matter how good your underwriting was,
you are going to have losses on things that have happened because
of the drop in house prices and the unemployment that has contin-
ued to increase, etc. So we all know that is going to happen. But
now we have the benefit of knowing that has all happened as we
are making new loans and that presumably the new loans we are
making should be on more solid footing and thereby should be add-
ing to that reserve.

I guess I am just concerned about this thing, as the volume gets
bigger and the reserve numbers keep dropping, that is a concern.
Is there something wrong with the underwriting that is going on
now? Everybody has touched on this to some degree, because the
underwriting we are doing now is not as good as it ought to be, and
we are putting new loans on the books that are actually damaging
the reserve requirement as we are putting them on?

Mr. MURRAY. I think—again, I don’t want to step out here. As
a room full of Ph.D.s sort of articulate to us, it is more of an ac-
counting process that the reserve is small because of the increase
in volume that we took dollars from the reserve to cover potential
losses associated with the new huge book of business. So it is an
accounting function, but that is totally outside of my ability to even
comment on. So I don’t want to mislead anyone.

Mr. CAMPBELL. Mr. Heist, anything more you want to add?

Mr. HEIST. Not at this point, no.

Mr. CAMPBELL. Madam Chairwoman, I hopefully—I am not sure
we got a good response to that, but I do think it is something we
need to be concerned about. Clearly, there will be more volume
going through here as we move forward. And that volume should
be helping the reserve balance, not hurting it, I would think.

Ms. WATERS. [presiding]. Absolutely.

Mr. Hinojosa.

Mr. HINOJOSA. Thank you, Madam Chairwoman. Before I ask my
questions of the witnesses, I want to say thank you to you and
Chairman Frank for having this hearing to discuss FHA oversight
of loan originators. I ask unanimous consent to include in today’s
record two documents, a CRS report entitled “Housing and Eco-
nomic Recovery Act of 2008,” and, secondly, an Overview of the
Conference of State Bank Supervisors, Supervision of the Mortgage
Industry Through Collaboration and Technology.

Mr. Chairman, I ask for unanimous consent.

The CHAIRMAN. Oh, I am sorry. As I said earlier, not everybody
was here, since it is not a formal committee we announced that
anything anybody wants to be put into the record will be put into
the record. I can’t guarantee anybody will read it, but it will be in
the record.
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Mr. HINOJOSA. Thank you for that clarification. By the end of the
year, CSBS reportedly will have 33 States on the mortgage origina-
tion system. Only 2 States have not committed to be on the system,
but they likely will join us in 2010 at the latest. If not, it is my
understanding that HUD will be doing the licensing in those
States.

Mr. Murray, I would like to ask you my first question. Would you
like to comment on the performance of CSBS, considering what is
required of the supervisors?

Mr. MURRAY. Sir, unfortunately I can’t answer that. That issue
is not in my office. That is done in our Office of Consumer Regu-
latory Affairs.

Mr. HINOJOSA. Mr. Heist?

Mr. HEIST. Is that the licensing of lenders and brokers?

Mr. HINOJOSA. Yes.

Mr. HEIST. Only just to say that the States control the licensing,
and we have noted, again given in light of FHA’s resources, there
is minimal staff assigned to oversee that process. And it is a con-
cern of ours that FHA’s oversight of that and ensuring that the
States are equipped to do the licensing that they need to do is ade-
quate.

Mr. HINOJOSA. In listening to some of the questions that some
of my colleagues have asked before me, I question why you have
not requested an increase in funding for administrative staff.

Mr. HEIST. I can say that the Office of Inspector General has
asked for additional resources. We, like FHA, are strained in our
ability to audit and investigate single family fraud cases.

Mr. HINOJOSA. Mr. Murray, you said that you all were only ex-
amining 5 percent of the loan applications and you thought that if
given the resources you might be able to increase that to at least
10 percent of applications. How much money would it take in re-
sources to be able to do that?

Mr. MURRAY. I am sorry, I couldn’t answer that just right here.

Mr. HiNoJOSA. I have been informed that there are a lot of
claims and foreclosures to come before Federal Housing Adminis-
tration. So Mr. Murray, in light of this, why has the FHA not taken
the actions to adjust the underwriting requirements to reflect a
changing environment?

Mr. MURRAY. I think HUD’s underwriting requirements are very
sufficient, they are well tested. I think most of the foreclosures are
due to economic conditions. It has nothing to do with the quality
of the loan. It is more like personal circumstances.

Mr. HINOJOSA. The reason I ask that question is that the area
that I represent in south Texas, deep south Texas, 80 percent of
my constituents are Hispanic. And I find that the highest hurdle
for Hispanics seeking to purchase loans is the downpayment. And
that of course is getting worse under the present changing environ-
ment that I am talking about. So I think that FHA is the best path
to homeownership for Hispanics because they seem to be a little bit
more lenient on that downpayment. So I find that there needs to
be some changes considered and, if not, I think that you just don’t
have a good pulse as to how difficult it is in regions of the country
like the one that I represent.
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Mr. MURRAY. And I am quite certain that is correct what you are
saying, and it may be so in the conventional market, but what we
find, our—Federal fund rates are relatively low. The fund rate for
2007 was 6.56 percent, and in 2008, it was 6.9 percent. But that
is default, because people go in and out of default. But the claim
rate, which is what costs money, was 1.42 percent in 2007 and 1.3
percent in 2008. So that is a very, very low rate.

I think that there is evidence that we pretty much have our un-
derwriting criteria pretty tightly triggered, but we can always, al-
ways look at more. As I said earlier, we have an internal task force
to look across our business front end, back end, REO and the like,
and we are looking at what can we tweak or fix given today’s eco-
nomic environment so we are not sitting still. So we will make sure
we take a look in Texas.

Mr. HINOJOSA. My time has run out, and I have to yield back.

The CHAIRMAN. The gentleman from Illinois, Mr. Manzullo.

Mr. MANZULLO. Thank you, Mr. Chairman. Mr. Murray, on page
2 of your testimony, the middle paragraph, “FHA-insured loans are
neither high cost nor high risk for homeowners.” Do you see that?
It is actually the first page of your testimony.

Mr. MURRAY. Yes, sir.

Mr. MANzZULLO. Has FHA always required written verification of
a borrower’s employment?

Mr. MURRAY. Absolutely.

Mr. MANZULLO. Is that standard?

Mr. MURRAY. Absolutely, sir.

Mr. MANzZULLO. That obviously goes to the borrower’s capacity to
meet the monthly mortgage obligation.

Mr. MURRAY. Right.

Mr. MaNzULLO. I guess what perplexes me, what bothers me is
July 17th, I believe, we had a hearing here with Fed Chairman
Bernanke who said that the Fed had done a top to bottom review
of all mortgage applications, etc. And they are now going to require
written verification that somebody actually does make that amount
of money once it is put into the application. However, I believe that
requirement does not go into effect until October 2009. There was
a gasp in the room when I asked Mr. Bernanke why he waited 13
months. He said, “because we don’t expect the housing market to
recover until then.” I thought that was pretty cavalier on his part
because these are opinion makers. What I don’t understand is why
the FHA has apparently always adopted very common-sense re-
quirements for a loan; i.e., you have to be able to repay it before
you can sign the note to get the property. I know you can’t speak
on behalf of the Fed, but what happened here? You are the good
guy.

Mr. MURRAY. I don’t know. I think since 1934, which was when
someone decided that you needed a mortgage that lasted more than
5 years, underwriting standards were put into place and they have
been