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MORTGAGE MARKET TURMOIL: CAUSES AND
CONSEQUENCES

THURSDAY, MARCH 22, 2007

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:04 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Christopher J. Dodd (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

Chairman DoDD. The Committee will come to order.

We again thank you all for being here this morning. The title of
today’s hearing is “Mortgage Market Turmoil: Causes and Con-
sequences,” and I want to welcome all of our witnesses here and
other guests who are in the hearing room this morning.

You cannot pick up a newspaper lately without seeing another
story about the implosion of the subprime mortgage market. The
checks and balances that we are told exist in the marketplace and
the oversight that the regulators are supposed to exercise have
been absent until recently, in my view. Our mortgage system ap-
pears to have been on steroids in recent years, giving a false sense
of invincibility. Our Nation’s financial regulators are supposed to
be the cops on the beat, protecting working Americans from un-
scrupulous financial actors. Yet they appear for the most part to
have been spectators for too long. Risky exotic and subprime mort-
gages, all characterized by high payment shocks, spread rapidly
through the marketplace. Almost anyone, it seemed, could get a
loan. As one analyst put it, “Underwriting standards became so lax
that if you could fog a mirror, you could get a loan.”

Some of these loans have legitimate uses for major sophisticated
borrowers with higher incomes. But a sort of frenzy gripped the
market over the past several years as many brokers and lenders
started selling these complicated mortgages to low-income bor-
rowers, many with less than perfect credit, who they knew or
should have known, in my view, would not be able to afford to
repay these loans when the higher payments kicked in.

I am going to take a few minutes to lay out what I can only call
a chronology of neglect, in my view. Regulators have told this Com-
mittee that they first noticed credit standards deteriorating in late
2003. By then, ratings had already placed one major subprime
lender on a credit watch, citing concerns over their subprime busi-
ness. In fact, data collected by the Federal Reserve Board clearly
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indicated that lenders had started to ease their lending standards
by early 2004.

Despite those warning signals, in February of 2004 the leader-
ship of the Federal Reserve Board seemed to encourage the devel-
opment and use of adjustable rate mortgages that today are de-
faulting and going into foreclosure at record rates. The then-Chair-
man of the Fed said in his speech to the National Credit Union Ad-
ministration, and I quote him, “American consumers might benefit
if lenders provided greater mortgage product alternatives to the
traditional fixed-rate mortgage.” That was in February of 2004.

Three or 4 months after that, the Fed began a series of 17 inter-
est rate hikes in a row, taking the Fed funds rate from June of
2004 at 1 percent to 5.25 percent by June of 2006.

So, in sum, by the spring of 2004, the regulators had started to
document the fact that lending standards were easing. At the same
time, the Fed was encouraging lenders to develop a market alter-
native, adjustable rate products. Just as it was embarking on a
long series of hikes in short-term rates.

In my view, these actions set the conditions for almost a perfect
storm that is sweeping over millions of American homeowners
today. By May of 2005, the press was reporting that economists
were warning about the risks of these new mortgages. In June of
that year, Chairman Greenspan was talking about froth in the
mortgage market and testified before the Joint Economic Com-
mittee that he was troubled by the surge in exotic mortgages. That
indicated that nearly 25 percent of all mortgage loans made that
year were interest-only. Yet, in December of 2005, the regulators
proposed guidance to rein in some of the irresponsible lending. Yet
we had to wait another 7 months, until September of 2006, before
the guidance was finalized.

Even then, even now, the regulators’ response is incomplete. It
was not until earlier this month, more than 3 years after recog-
nizing the problem, that the regulators agreed to extend these pro-
tections to more vulnerable subprime borrowers—borrowers who
are less likely to understand the complexities of the products being
pushed on them and who have fewer reserves on which to fall if
trouble strikes.

We still await final action on this guidance, which I urge the reg-
ulators to complete at the earliest possible moment. Let me explain
why these rules are so important.

The subprime market has been dominated in recent years by hy-
brid ARMs, adjustable rate mortgages, loans with fixed rates for 2
years that then adjust upwards every 6 months thereafter. These
adjustments are so steep that many borrowers cannot afford to
make the payments and are forced to make one of three choices:
either to refinance at great cost, sell their homes, or default on the
loans. No loan should force a borrower into this kind of devil’s di-
lemma. These loans are made on the basis of the value of the prop-
erty, not the ability of the borrower to repay. This is, in my view,
the fundamental definition of predatory lending.

Frankly, the fact that any reputable bank or lender would make
these kinds of loans so widely available to wage earners, to elderly
families on fixed incomes, or to lower-income, unsophisticated bor-
rowers strikes me as unconscionable and deceptive. And the fact
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that the country’s financial regulators could allow these loans to be
made for years after warning flags appeared is equally unconscion-
able.

We have invited top five subprime lenders to testify today to ex-
plain these practices to us. Unfortunately, New Century declined to
appear, even as they faced a blizzard of loans going into early de-
fault. Their absence from this hearing is regrettable. New Century
played a leading role in pushing the unaffordable subprime loans,
and they should be here to explain their actions.

By implication, I want to thank the others who appeared here
today to be a part of this hearing. I am deeply grateful to all of
you for coming out, not only the regulators but also the other lend-
ing institutions that are here to talk about some of these issues,
and I thank them for coming.

How many homeowners were sold loans they could not afford in
the time the regulators delayed? How many of these borrowers are
still receiving these loans? The people paying the price for the reg-
ulators’ inaction are homeowners across our country, struggling to
maintain their piece of the American dream. Home ownership is
supposed to be the ticket to the middle class. Predatory lending re-
verses that trip. A study done by the Center for Responsible Lend-
ing estimates that up to 2.2 million families with subprime loans
could lose their homes at a cost of some $164 billion in lost home
equity.

In the words of former Fed Reserve Board Member Edward
Gramlich, “We could have real carnage for low-income borrowers.”
I am quoting him here. Yet these numbers—these are just num-
bers—beyond these large numbers. I hope we can stay focused on
the human tragedies behind them. We need to keep them in mind,
people like Mrs. Delores King, an elderly retired woman who testi-
fied before us last month regarding her circumstances. Mrs. King
was advised by her mortgage broker to take out a loan whose pay-
ments quickly shot up beyond her means, simply to pay off a
$3,000 debt.

Or Amy Womble, a small business woman and widow with two
children, who was promised a mortgage of $927 per month, ended
up with one, as a result of her financial adviser—at least what she
thought was her financial adviser—with a mortgage costing her
over $2,000 a month. Both of these women are now struggling to
keep their homes. We should not let them struggle alone, obviously.
We need to let them know and the American people know that we
intend, all of us here, to fight for them to see that this kind of prac-
tice is stopped.

We will hear this morning from another woman, Mrs. Jennie
Haliburton, about how those practices caused so much hardship in
her case.

The challenges are clear, in my view. We need to take several
steps. First, we need to put a stop to abusive and unsustainable
lending. The regulators must finalize decent subprime guidance as
quickly as possible.

Second, the Federal Reserve should exercise its authority under
the Home Ownership and Equity Protection Act, the HOEPA bill,
which was adopted, I think, in 1994, is that correct? Some 13 years
ago—which, by the way, uses the words very clearly, to quote the
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HOEPA legislation, “The Board, by regulation”—I am quoting now.
“The Board, by regulation or order, shall prohibit"—“shall pro-
hibit”—“acts or practices in connection with—" and it goes on,
“[(A)] mortgage loans that the Board finds to be unfair, deceptive,
or designed to evade the provisions of this section; and (B) refi-
nancing of mortgage loans that the Board finds to be associated
with abusive lending practices, or that are otherwise not in the in-
terest of the borrower.” It is not advisory. It is not a voluntary
question. It is a demand. Thirteen years ago that legislation was
adopted.

And under the FTC Act, by the way, it prohibits these abusive
practices and products for all mortgages and mortgage participants,
including, by the way, not only federally chartered but State-char-
tered. I was stunned this morning to read in the Wall Street Jour-
nal a quote from a Federal Board member that does not know the
distinction here, saying that it is only under federally chartered.
You can go back and the law is very clear, when it comes to these
universal fair credit practices here, that any kind of lending prac-
tice, whether it is done by a State or a federally chartered institu-
tion. And under the FTC Act—and I will quote it as well here—
“The Board of Governors of the Federal Reserve System shall pre-
scribe regulations to carry out the purposes of this section, includ-
ing regulations defining with specificity such unfair or deceptive
acts or practices and containing requirements prescribed for the
purpose of preventing such acts or practices.” Again, the language
is very clear about shall act here.

Anyway, the third point I want to make is that I intend to work
with our colleagues here and others who are interested to introduce
legislation to attack the problem of predatory lending generally.
Passing such legislation will be hard. I understand that. And there
are plenty of market players out there who stand to lose if we pro-
vide decent protections for consumers. But we must push forward
in this area.

And, finally, we need to deal with the problems of the millions
of homeowners who may face foreclosure after being hit with the
payment shocks built into their mortgage. The solution to this
problem may not be legislative. Instead, I would seek to ask lead-
ers from all the stakeholders—regulators, investors, lenders, GSEs,
FHA, consumer advocates—to come together and try to work out
an efficient process for providing some relief for these homeowners
who will be caught in this bind. And I will have more to say on
this in the coming weeks.

One thing I know for sure, we simply cannot sit back and watch
2.2 million families lose their homes and, with them, their financial
futures.

Let me be clear. The purpose of this hearing is not to point fin-
gers per se, but to try and find some solutions to this issue. We
need to get to the bottom of this problem, understand thoroughly
what went wrong, and then work to make sure we don’t see a re-
peat of this problem.

With that, let me turn to my colleague from Alabama for any
opening comments he may have, and we will go to our witnesses
unless any of my colleagues want to make any brief opening state-
ments.
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STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Senator Dodd. Thank you for calling
this hearing.

It is clear from recent headlines and from our observations of the
mortgage market that there are significant problems in the
subprime sector. This Committee has a responsibility to examine
fully all aspects of what appears to be a deep and a growing prob-
lem. While I believe it is important to hear from the bank regu-
lators and some lenders, we must also hear from other relevant
market participants because we have a number of questions that
need to be answered, such as: What is the full scope of this prob-
lem? What caused it? In other words, was it a single factor or a
series of factors? Who are all the market participants? And what
role does each of them play here? What type of products are in-
volved? How is the market responding to this crisis? And what ef-
feﬁ:‘?is it having? Is there a role for Congress, or is it too early to
tell?

In order to answer these questions, Mr. Chairman, I believe that
we will need to hear from not only regulators and lenders but from
mortgage brokers, bankers, the Wall Street firms involved in
securitizing these mortgages, and the credit rating agencies whose
ratings make the sale of these securities possible.

As always, I remain interested in facilitating market-based solu-
tions to market-generated problems. But when the market fails, I
am not altogether opposed to seeking some alternative solutions.
My hope, Mr. Chairman, is that we today will hear that our wit-
nesses are taking meaningful steps to mitigate damage done by the
changing real estate market and a growing number of mortgage de-
linquencies and foreclosures. We might be at the tip of an iceberg
in the subprime area. I hope that we are making headway, but I
am not sure.

Thank you.

Chairman DopD. Thank you very much, Senator.

Let me ask briefly if any of my colleagues want to make a brief
opening statement. Senator Brown.

STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Mr. Chairman. I want to thank you
for calling today’s hearing. I want to thank the many witnesses
who have joined us to help us understand the crisis we face and
what options we have for limiting the damage.

Viewed from the supervision of financial markets or from the
vantage point perhaps of Federal regulators, “crisis” may seem like
too strong a term. That is probably true. I do not think what is
happening in the subprime mortgage market will undermine the
safety and soundness of our banking system, and the companies
who will testify today will no doubt weather the storm. But “crisis”
exactly describes what is going on in Ohio and in many other
States. My State has a greater percentage of properties in fore-
closure than any other. Families are losing not just their homes,
but in many cases their life savings. Neighborhoods are being
dragged down as one foreclosure piles upon the next.

Ohio had some of the weakest consumer protection laws in the
country, so the State shoulders some of the blame. But the Federal
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response has been far too slow. The mortgage industry seems al-
most to have turned on a dime in 2004, pushing subprime and ex-
otic mortgages on consumers so as to keep the pipeline full for in-
vestors. But here we are 3 years later still talking about these
problems.

Certainly Congress should have acted more quickly, could have
acted more quickly, but by design, our process is cumbersome. We
rely on our regulatory agencies to be as nimble as the industries
they regulate, and that has not been the case with respect to non-
traditional and subprime loans. It is better that we act now—cer-
tainly better now than never, but hundreds of billions of dollars
worth of dubious mortgages have been made while we dithered,
and the futures of thousands upon thousands of Ohio families and
others around the country have been jeopardized.

The Cuyahoga County Treasurer, Jim Rokakis, has been a leader
in my State in calling attention to the mortgage crisis. Exactly 1
week ago, he attended an auction of the house he grew up in on
Cleveland’s Garden Avenue. The house had an $85,000 mortgage
on it. It sold for $19,000.

Ohio will do everything it can to address this crisis. Governor
Strickland has formed a high-level task force to figure out how best
to help people hang onto their homes, but Ohio needs and deserves
our help. It needs the help of the regulatory agencies. It needs the
help of Congress. It needs the help of the companies that have been
doing and continue to do business in my State. Mortgage compa-
nies have demonstrated they can be innovative and they can be
persuasive. I hope we can count on the same level of energy from
them being devoted to solving this crisis that we have seen from
them over the past several years.

Thank you, Mr. Chairman.

Chairman DoDD. Senator Bennett, do you want to make any
opening comments at all?

STATEMENT OF SENATOR ROBERT F. BENNETT

Senator BENNETT. Just one quickly, Mr. Chairman. You go back
to the Dutch in tulip time; in our own time, you go to the dot-com
bubble and then the housing bubble. It seems we never learn that
things that are too good to be true are. And this was stoked by the
tremendous increase in housing prices and housing assessments,
appraisals, and they got very much out of hand. And then every-
body came to the same conclusion the Dutch did in the 1600’s, that
the price of tulips was never going to come down. And when the
housing prices started to come down, everybody had to pay the
price.

So here we are once again, whether it is the dot-com bubble or
the housing bubble or whatever the next one will be, once again we
are dealing with the consequences of that, and I think it is appro-
priate that we have the regulators here to remind them once again
that when these bubbles come up, there is always a burst some-
where at the end of the line.

Chairman DoDD. Excellent.

Senator Casey.

Senator CASEY. Mr. Chairman, thank you, and thank you for
calling the hearing. I will be very brief.
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I want to thank those witnesses who are here for your testimony
today, but I want you to understand something, and many of you
do, and I hope you do: that this issue is real for a lot of people out
there, people that have to work two jobs and sometimes more, and
people that have to try to make ends meet. And the cost of every-
thing in their life is going through the roof. Health care especially,
college tuition, you name it, the cost is going up for these people.

The last thing they need is to be scammed in a subprime mort-
gage or some other deal that puts them at a disadvantage. And it
is up to you as regulators, not just to understand that but to crack
dOWIi on it in a way that will bring some measure of relief to these
people.

It is great we are here at a hearing, and we have got a lot people.
That is wonderful. But where the rubber hits the road on this is
how you do your jobs in a way that fulfills your obligation. We have
got an obligation here, everybody around this panel has an obliga-
tion, to do the people’s business, and not just to talk and pontifi-
cate and give speeches, but to get to work to fix this problem. And
until that happens, all the hearings and all the discussions in the
world are not going to mean anything to real people.

So you have got an important obligation, and we do as well. But
I think what people expect us to do is to discharge the duties of
our office. You know what your duties are, and I hope today is one
way to remind all of us about that basic obligation to real people
in their real lives in the real world.

Thank you.

Chairman DopD. Thank you, Senator Casey.

Senator Crapo.

STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you very much, Mr. Chairman. I will be
brief as well.

I want to associate with the comments of Senator Shelby about
hoping that we can focus as much as possible on market-based so-
lutions rather than trying to assume a higher regulatory burden
than is necessary. But once again we are in a circumstance where
there are problems. The hearing that we had in February showed
very clearly that the system got ahead of us.

I can remember just back a few months, 3, 4, 5 months ago,
when we were all extolling the manner in which the housing mar-
ket in our country was keeping the economy strong and stable.
Now we are talking about problems in the housing market as it
overheated. And as Senator Bennett indicated, as the bubble
reached its popping point and prices of real estate started to drop,
now we have seen that yet once again a market is operating. And
there are problems in this market, and I hope that we as a Com-
mittee and our regulators are able to recognize the right adjust-
ments that need to be made. Already, if you look at the market
itself, adjustments are occurring. Stock prices of major subprime
specialists have plummeted. Credit spreads on lower-rated
tranches of subprime securities have widened appreciably as inves-
tors demand a greater return on the riskier investments. Various
segments of the subprime market have already raised credit stand-
ards on their own, and we see that credit is tightening for con-
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sumers with lower credit ratings, all of which should have occurred
and should have occurred sooner.

In fact, I think that the biggest lesson I learned from our last
hearing was that although we do have pretty significant market
discipline in place that occurs, it lags as we face one of these types
of things, and a lot of damage occurs in the wake of the slow reac-
tion of the market and the slow reaction of the regulators and the
Congress to the issue.

It would be good if we all had the prescience to be able to see
when these bubbles were going to occur and when we needed to be
prepared to act. But I think the real lesson here is that we have
to contemplate them. We have to recognize that they will come,
and we need to have the right regulatory model in place, and we
need to have the right oversight at Congress in place. And, frankly,
the markets need to be recognizing this same type of thing as mar-
kets operate with their internal mechanism and market-driven re-
sponses.

So I guess the overall message I want to deliver here is that I
am very pleased that we are having this hearing. It is a very, very
significant issue, and there are significant problems in the
subprime markets. But yet once again I wanted to be sure that as
we address it, we don’t swing that pendulum too far back to the
point where we start restricting credit to people who should have
credit or who should have some amount of credit but maybe not as
much as the hot markets were driving onto them in the last little
while. It is a very delicate balance that we have to reach here, and
I appreciate and applaud the Chairman’s efforts to shine a spot-
light on this so that we can try to help us get to that balance.

Chairman DobpD. Thank you, Senator. Very thoughtful state-
ment. I appreciate it very much.

Senator Bayh.

STATEMENT OF SENATOR EVAN BAYH

Senator BAYH. Mr. Chairman, I would like to begin by thanking
you. Today’s hearing deals with one of the most pressing economic
challenges that our country faces. Yesterday’s hearing dealt with
one of the most significant national security challenges that our
country faces. And so I am delighted to see the Committee being
so aggressive in taking on some of the major issues of our time,
and I want to thank you and Senator Shelby for that.

I, too, will be very brief. This is an important issue for my State.
We rank second in the country in delinquencies and fourth in fore-
closures for reasons that are similar, I think, to Senator Brown’s
statement about his own State of Ohio. Many people are struggling
in the Midwest and places like Ohio and Pennsylvania and Indiana
because of the changes in the manufacturing economy and also,
Mr. Chairman, because of the overall middle-class squeeze that is
going on, with rising health care costs and college tuition and peo-
ple having trouble making ends meet. And we see that reflected in
the mortgage markets.

We rely upon markets to allocate resources and risks, and we
have learned over history that markets do that better than any
other mechanism that we have been able to come up with. But
markets, as we have all learned and as Senator Bennett reminds
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us, are not perfect. And that is why we have regulation, particu-
larly when information is not perfect. And we rely upon regulators
to ensure that markets operate efficiently, but within some bounds
of reason so that people are not hurt for reasons that are not ade-
quate to them.

So, Mr. Chairman, I thank you for this. Senator Bennett, I want
to thank you for your comments about the tulip bubble. I am going
to date myself. I was having a Tiny Tim moment here with your
discussion about tulips. But I will just end on a statement about
“A Tale of Two Cities,” maybe on a more literary note, in “A Tale
of Two Cities,” when Dickens said, “It was the best of times, it was
the worst of times.” We see that in our country today. Many people
are doing quite well. Others are struggling to make ends meet. We
see the manifestations of the latter here today, and we are gath-
ered to do something about it, Mr. Chairman, and I thank you for
that.

Chairman DoDD. Thank you very much, Senator.

With that, let me turn to our witnesses, and I thank our panel
for being here.

Senator BUNNING. There are others on the Committee——

Chairman DobDD. I am sorry. I apologize.

Senator BUNNING. That is all right, Mr. Chairman. I notice that
everybody else has been taken care of.

[Laughter.]

Chairman DoDD. Mea culpa, mea culpa, mea maxima culpa.

STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. That is OK. Thank you very much. I am
amazed that sitting here, listening to all of our colleagues on this
Committee, and they forget about who used to come here before
this Committee and brag about the housing market carrying the
economy: none other than our former Chairman of the Federal Re-
serve, Alan Greenspan. And, he was in charge of bank regulation
at the time that all these kind of sophisticated mortgages came into
being. I did not hear him say a word about those mortgages when
he was here, and now I hear him criticizing everybody that is in
the business of lending.

We have a lot of people in housing over their heads, and they are
over their heads because of the subprime market lending practices
that went on under Greenspan’s watch. I think if you are going to
criticize and watch a bubble burst, as Greenspan did not only in
the housing market but in the market prior to that where he pre-
dicted the dot-com downfall before it came, you ought to at least
take some of the responsibility on your shoulders for having it hap-
pen under your watch.

I say that knowing that we are going to try to fix this problem.
It is real. It is a problem centered in the Midwest because of the
manufacturing base that has been lost in the Midwest; Kentucky
has not been affected nearly like Ohio or Indiana because we have
not lost our manufacturing base nearly as bad. We do have some
foreclosures, but we also have a lot of people that did not get in
over their heads, and they were subject to people trying to entice
them into overbuying. And I say that as kindly as I can, because
I know—I have a lot of children that are buying houses, and the
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first thing I told them is don’t take an interest-free mortgage on
your house or just an interest-only mortgage on your house. Take
one that you have to pay some of the principal off, because, you are
never going to have a change or be able to capture and buy that
house if you just are paying interest, because if the interest rates
change you are going to get stuck. And that is what we have had
with subprime lending as a problem right now.

And I say that, Mr. Chairman, as kindly as I can, hoping that
we find a nice, reasonable solution to this problem.

Thank you.

Chairman DobDD. I should point out, and I apologize for missing
my colleague from Kentucky here, but I should also note for the
record that the one individual a year or so ago who held two hear-
ings on this subject matter was the Senator from Kentucky, along
with Senator Allard. And I am grateful to him for raising the issue
early on, and what we did in February and what we are doing here
today is a continuation of your efforts in this regard. So I want the
record to express my appreciation for your work on that, in addi-
tion to apologizing to you. How did I miss a white-haired guy on
the Committee?

[Laughter.]

Well, let me introduce our witnesses here and thank them once
again for being with us.

Ms. Sandra Thompson—and we thank you, Ms. Thompson, for
being here—is the Director of the Federal Deposit Insurance Cor-
poration’s Division of Supervision and Consumer Protection. I want
to recognize the leadership, by the way, and the role that the FDIC
and Chairman Bair have exercised in the effort to put out the pro-
posed subprime guidance. I am very, very grateful to the leadership
that Ms. Bair has shown in this area, and I am hopeful that she
will be able to bring this effort to fruition sooner rather than later,
as I mentioned in my opening comments.

Emory Rushton—we thank you as well, Mr. Rushton, for being
with us—serves as the Senior Deputy Comptroller and Chief Na-
tional Bank Examiner in the Office of the Comptroller of the Cur-
rency. He is also Chairman of the Committee on Bank Supervision.

Roger Cole—Mr. Cole, we thank you—is Director of the Division
of Banking Supervision and Regulation at the Federal Reserve
Board. In his capacity, he is the senior Federal Reserve Board staff
official with responsibility for banking supervision and regulation.

Mr. Scott Polakoff in November of 2005 was named as the Dep-
uty Director and Chief Operating Officer for the Office of Thrift Su-
pervision. He joined the OTS after serving 22 years with the FDIC,
and we thank you for being here.

And Mr. Joseph Smith, Jr., was appointed the North Carolina
Commissioner on Banks in 2003. He is a member of the Conference
of State Bank Supervisors and currently serves as the organiza-
tion’s secretary, and we are very grateful to have you here rep-
resenting your fellow bank supervisors from all across the country.
Thank you for being with us.

We will begin with you, Ms. Thompson, and, again, what I would
like to do here is, all of your statements, any supporting docu-
mentation you want to make sure is a part of this Committee hear-
ing will be included in the record. That will go for all of the wit-
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nesses here today, and any of my colleagues that want to have
opening statements or additional background information they
think may be of assistance to the Committee will be included. So
we do not need to repeat that again.

I am going to urge you, if you can, each of you here, to try and
keep your remarks down to about 5 minutes apiece so we can get
to the question-and-answer period for us here. I am not going to
hold you rigidly to that, but keep in mind the clock ticking so we
can try and move along.

Ms. Thompson, thank you.

STATEMENT OF SANDRA THOMPSON, DIRECTOR, DIVISION OF
SUPERVISION AND CONSUMER PROTECTION, FEDERAL DE-
POSIT INSURANCE CORPORATION

Ms. THOMPSON. Good morning, Chairman Dodd, Ranking Mem-
ber Shelby, and Members of the Committee. I appreciate the oppor-
tunity to testify on behalf of the FDIC regarding the residential
mortgage market. My written testimony covers the impact that
nontraditional and subprime mortgages are having on consumers,
on FDIC-supervised institutions, the supervisory standards the
Federal banking agencies have imposed, enforcement actions the
FDIC has taken, and options for troubled borrowers. I will touch
briefly on a few of the key points in my testimony.

The current U.S. mortgage market reflects a number of trends
that substantially change the marketing and funding of mortgage
loans. These factors include rising home prices, historically low in-
terest rates, intense lender competition, mortgage product innova-
tions, and an abundance of capital from lenders and investors in
mortgage-backed securities.

Lenders diversified mortgage offerings and eased lending stand-
ards as they competed to attract borrowers and meet the financing
needs of prospective home buyers. While liberalized underwriting
standards allowed more borrowers to qualify for home loans, com-
petitive pressures eventually led to the abandonment of the two
most fundamental tenets of sound lending: approving borrowers
based on their ability to repay the loan according to its terms, not
just at the introductory rate, and providing borrowers with clear
information to help them understand their loan transaction. As a
result of lenders’ failure to follow these principles, many borrowers
find themselves with loans they do not understand and loans they
cannot afford.

With respect to mortgage lending, over the past 2 years the Fed-
eral banking agencies have published a number of examiner and
industry guidance documents warning about deteriorating under-
writing standards. The agencies’ concerns included interest-only
and negative amortization features; limited or no documentation of
borrowers’ assets, employment, or income; high-loan-to-value and
debt-to-income ratios; simultaneous second liens; and increased use
of third-party or broker transactions.

The agencies’ recent mortgage guidance says that consumers
should be provided with clear and accurate information about these
products. To help the industry provide necessary information to
borrowers, the agencies proposed model disclosures that institu-
tions may use to assist customers as they select products or choose
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payment options. Collectively, the standards articulated in the var-
ious guidance build on fundamental and longstanding consumer
protection and risk management principles.

The FDIC enforces mortgage lending standards through exami-
nations and supervisory actions. We have identified those insured
institutions that are engaged in subprime lending, and we are
closely monitoring their practices. Our examination processes led to
the issuance of more than a dozen informal and formal enforcement
actions that are currently outstanding against institutions that fail
to meet prudential mortgage lending standards.

While the Federal bank regulators have issued guidance to ad-
dress the issues raised by nontraditional and subprime loans, as
well as taking appropriate enforcement action, there remain a large
number of borrowers who obtain these loans and face potential eco-
nomic hardship. Some borrowers with loans due to reset may be
able to take advantage of the current interest rate environment
and refinance into a fixed-rate mortgage. However, this is not going
to be an option for everyone. In many cases, these loans have been
securitized, which makes it more challenging to apply the flexibility
necessary to develop solutions for borrowers because the terms of
the securitizations limit loan workout options.

The FDIC has already begun discussions with lenders, servicers,
and other participants in the subprime market. With regard to
subprime loans held in insured depository institutions, the FDIC is
working to reassure financial institutions that they do not face ad-
ditional regulatory penalties if they pursue reasonable workout ar-
rangements with borrowers who have encountered financial dif-
ficulties.

In addition, programs that transition borrowers from higher-cost
loans to lower-cost loans may receive considerable favorable consid-
eration as a lender’s Community Reinvestment Act performance is
assessed. The FDIC strongly supports such programs.

Simply put, we want people not only to be able to buy a home,
but also to keep their home. It is in the long-term best interest of
both the borrower and the lender to have a loan product that is
prudently made and appropriately meets the borrower’s need and
financial capacity.

This concludes my statement, and I will be happy to answer
questions that the Committee might have.

Chairman DopDD. Thank you very much. You did it on time. You
were right on the button.

Mr. Rushton.

STATEMENT OF EMORY W. RUSHTON, SENIOR DEPUTY COMP-
TROLLER AND CHIEF NATIONAL BANK EXAMINER, OFFICE
OF THE COMPTROLLER OF THE CURRENCY

Mr. RUSHTON. Thank you, Chairman Dodd, Ranking Member
Shelby, and members of the Committee. I appreciate this oppor-
tunity to answer your questions about mortgage lending in national
banks and our supervision of it, especially in regard to the
subprime sector, now so much in the news.

I bring the perspective of 42 years as a national bank examiner,
during good times and bad. I have had the opportunity to examine
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banks throughout the country, and I have spent a number of years
here in Washington working on bank supervision policy.

We are very concerned about declining loan performance and ris-
ing foreclosures in the subprime market. It is easy to forget in this
environment that such loans have enabled homeownership for mil-
lions of Americans. Even today, most subprime borrowers are pay-
ing their loans on time and are expected to continue doing so.
Subprime loans are not inherently predatory or abusive, but those
that are have no place in the banking system.

Underwriting standards in certain segments of the mortgage
market have been declining for several years. This trend was epito-
mized by the growing popularity of so-called nontraditional mort-
gage products, such as interest-only and payment-option ARMs.

The OCC signaled its concern about this trend in a series of esca-
lating steps beginning in the fall of 2002. By 2005, we had in-
structed our examiners to more aggressively address these risks in
national banks that were making them, even though home prices
were still rising. Comptroller Dugan and other OCC officials spoke
publicly and privately about this problem with industry leaders,
and we initiated the interagency process that resulted in the non-
traditional mortgage guidance last year.

That guidance addressed the underwriting and consumer protec-
tion issues associated with payment shock for borrowers who were
qualified on the basis of low start rates in effect during the early
years of their loans. The guidance required financial institutions to
evaluate the borrower’s repayment capacity, making fully amor-
tizing payments at the fully indexed rate. It also addressed the in-
creasingly common practice of reliance on reduced documentation,
especially unverified income, and it directed lenders to provide bor-
rowers with better and more timely information about these prod-
ucts.

Because we had not included all categories of mortgages with the
potential for payment shock in that nontraditional guidance, and,
Mr. Chairman, in response to the constructive recommendations we
received from you and others, we have turned our attention to the
subprime sector, and especially to hybrid ARMs. These make up
thg biggest portion of the subprime mortgages being originated
today.

As compared to nontraditional loans, reset margins on hybrid
ARMs tend to be much bigger and the potential for payment shock
even more severe. We are also concerned about the structure and
size of prepayment penalties that can be a major obstacle when
borrowers try to refinance. As with the nontraditional guidance,
the proposed subprime statement calls for higher standards of un-
derwriting, disclosure, and consumer protection.

Having said this, Mr. Chairman, we are keenly aware that any
steps we take to address problems in this area—prime or
subprime—must be sensitive to the potential impact on existing
and future homeowners and on the broader economy.

I want to emphasize that national banks are not dominant play-
ers in the subprime market. Last year, their share of all new
subprime production was less than 10 percent. We know of some
subprime lenders that have abandoned their plans for a national
bank charter rather than submit to the supervision of the OCC.
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Moreover, subprime lending in national banks tends to be higher-
quality lending, with delinquency rates only about half the indus-
try average. When delinquencies do occur, we strongly urge na-
tional banks to work closely with borrowers to help resolve their
problems.

Unfortunately, regulatory oversight tends to be less rigorous in
precisely those parts of the financial system where subprime prac-
tices seem most problematic. We hope the subprime guidance that
we have proposed will inspire comparable measures by other regu-
lators, just as occurred with the nontraditional guidance last year.

In conclusion, let me assure you that my colleagues and I at the
OCC are committed to bank safety and soundness and fair treat-
ment of consumers, and we do this through supervision that ad-
dresses abuses without stifling healthy innovation.

We look forward to working with you, Mr. Chairman, and mem-
bers of the Committee. I will be pleased to answer your questions.

Chairman DobDD. Thank you very much.

Mr. Cole.

STATEMENT OF ROGER T. COLE, DIRECTOR, DIVISION OF
BANKING SUPERVISION AND REGULATION, BOARD OF GOV-
ERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. CoLE. Chairman Dodd, Ranking Member Shelby, Members of
the Committee, I appreciate the opportunity to discuss the prob-
lems in the subprime mortgage sector and the Federal Reserve’s
supervisory response.

I have been in banking supervision for more than 30 years. To
date, the deterioration in housing credit has been focused on the
relatively narrow market for subprime adjustable rate mortgages
which represent fewer than one in ten outstanding mortgages.
There also is some deterioration in Alt-A mortgages. Borrower per-
formance deterioration has been concentrated in loans made during
the past 18 months. Problems in those loans started to become ap-
parent during the latter half of 2006.

The Federal Reserve is concerned about the human dimension of
these developments. Some subprime borrowers are clearly experi-
encing significant financial challenges, and more may join these
ranks. At the same time, some subprime lenders and investors
have faced financial difficulties as the subprime market corrects.
There also may be additional fallout in this market segment.

The Federal Reserve has been monitoring developments in the
subprime mortgage market over the past 10 years and has adjusted
our supervisor activities as facts and circumstances have war-
ranted. In our examinations of supervised institutions, most risk
management practices we have observed in the subprime lending
area have been sound; however, in cases where we observe weak-
nesses, either from a safety and soundness or from a consumer pro-
tection perspective, we have directed management to take correc-
tive actions.

As early as the late 1990s, we became increasingly concerned
about institutions with significant concentrations in subprime lend-
ing. As a result, Federal Reserve examiners conducted reviews of
underwriting standards, management information systems, ap-
praisal practices, and securitization processes. In some cases, su-
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pervisors took formal enforcement actions to address deficiencies
identified in these examinations and, I might also add, levied sig-
nificant fines.

More recently, we have conducted examinations on stress testing
economic capital methods and other quantitative risk management
techniques to ensure that banks are assessing the level and nature
of the risks of subprime and nontraditional lending appropriately.
Since the early 1990s, the Federal Reserve and the other agencies
have issued a number of guidance statements on residential real
estate lending that have focused on sound underwriting and risk
management practices, including the evaluation of the borrower’s
repayment capacity and collateral valuation.

In 2005, the agencies issued guidance on nontraditional mort-
gage loans that permit the deferral of principal and in some cases
interest. As the principles of sound lending have been with us for
generations, most of the guidance we issue is to remind bankers
what they should already be doing.

Earlier this month, the agencies proposed additional guidance in
subprime mortgage lending which emphasizes the added dimen-
sions of risk when such products are combined with risk-layering
features. The Federal Reserve also has significant rule-writing re-
sponsibilities for consumer protection laws. In 2002, the Federal
Reserve expanded the information that lenders are required to col-
lect under the Home Mortgage Disclosure Act for certain higher-
priced loans and extended reporting responsibilities to more State-
regulated mortgage companies. The Federal Reserve also has re-
sponsibility for the Truth in Lending Act and its required disclo-
sures and has begun a comprehensive review of Regulation Z,
which implements that act.

As you are aware, the Federal Reserve and the Office of Thrift
Supervision recently added information about nontraditional mort-
gage products to the Consumer Handbook on Adjustable Rate
Mortgages. We also published a consumer education brochure on
interest-only mortgages and option ARMs.

The Federal Reserve believes that the availability of credit to
subprime borrowers is beneficial when such loans are originated in
a safe and sound manner. Our focus is on sound underwriting and
risk management practices and on promoting clear, balanced, and
timely consumer disclosures. Lenders and investors should take an
active role in working through the current problems in the
subprime market and in understanding how a stressed environ-
ment may affect credit quality. The Federal Reserve also recognizes
that a rising number of borrowers are having difficulty meeting
their obligations. Examiners will not criticize institutions if they
pursue reasonable workout arrangements with borrowers. Working
constructively with borrowers is in the best interest of lenders, in-
vestors, and the borrowers themselves.

That concludes my oral remarks. Thank you.

Chairman DopD. Thank you very much, Mr. Cole.

Mr. Polakoff.
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STATEMENT OF SCOTT M. POLAKOFF, DEPUTY DIRECTOR AND
CHIEF OPERATING OFFICER, OFFICE OF THRIFT SUPER-
VISION

Mr. POLAKOFF. Good morning, Mr. Chairman, Ranking Member
Shelby, Members of the Committee. Thanks for the opportunity to
represent OTS’ views today.

In the limited time that I have this morning, I would like to
focus on three key areas: No. 1, the difference between subprime
and predatory lending, including the importance of this distinction;
No. 2, the extent of subprime lending in OTS-regulated thrift in-
dustry and our concerns with subprime lending activity outside of
the insured depository arena; and, No. 3, OTS’ efforts in examiner
training on overseeing subprlme and nontraditional mortgage lend-
ing programs combating predatory lending.

First, it is important to recognize that subprime lending and
predatory lending are not synonymous. Specifically, not all
subprime lending is predatory, and not all predatory lending is in
the subprime market. Appropriately underwritten loans to the
subprime borrower are an important element of our financial econ-
omy. We believe that timely and appropriate regulatory responses
will effectively address the issues of predatory lending in our regu-
lated financial entities, without, most importantly, restricting ap-
propriate credit to worthy borrowers.

As I explain more fully in my written statement, a significant
and ongoing OTS concern is striking the right balance with guid-
ance that is targeted at the subprime market. We want to promote
responsible lending by the institutions we regulate. We do not want
to divert subprime borrowers to less regulated or unregulated lend-
ers.

The next issue I would like to highlight for you is where
subprime lending activities are concentrated, and it is not the thrift
industry. Recent data indicates that nearly 69 percent of all U.S.
households are homeowners, with national home mortgage debt
around $10 trillion. Subprime mortgages account for about $1.3
trillion, or roughly 13 percent of the national mortgage debt, and
hybrid ARMs are the predominant product in the subprime market.

2006 data shows that only 17 of our 850 thrifts have significant
subprime lending operations. These institutions have $47 billion in
subprime mortgages, which represents less than 4 percent of the
nationwide subprime market.

We believe that up to 80 percent of the subprime loans are origi-
nated through mortgage brokers, and currently there are roughly
44,000 licensed mortgage brokers in the United States. Mortgage
brokers are typically required to obtain a State license, but fre-
quently there are no testing or educational requirements as part of
that process. Complicating the picture is the difficulty in doing reli-
able background checks to draw from a national criminal data
base, such as the FBI’s system.

It was recently reported in the American Banker that eight
States have no regulation of mortgage bankers and lenders. Two of
these States have the highest delinquency rates in the country for
subprime hybrid ARMs, with delinquency figures substantially
above the national average. We understand that the Conference of
State Bank Supervisors and the American Association of Residen-
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tial Mortgage Regulators are currently working on a nationwide
residential mortgage license program to address part of the prob-
lem, and we applaud that effort. Addressing subprime lending
abuses requires attention at the point where the abuse occurs. This
is almost always the point of contact between the borrowers when
they make their loan decision and the mortgage brokers.

Finally, I would like to address OTS’ efforts aimed as overseeing
subprime and nontraditional mortgage lending programs in com-
bating predatory lending. OTS-regulated institutions that engage
in significant subprime lending programs are subject to heightened
OTS supervision with respect to the conduct and operation of these
programs. Institutions are reviewed from the safety and soundness
perspective, and they are also scrutinized to ensure that their insti-
tution is lending responsibly and following applicable consumer
protection laws and regulations. Our review includes an assess-
ment of any unusual consumer complaint activity regarding their
mortgage lending operations.

We also stress the need for institutions to work with their bor-
rowers to resolve payment delinquencies in a timely manner. Strat-
egies to prevent foreclosure can often be beneficial to the lender,
the borrower, and the community. We encourage all of our regu-
lated institutions to consider and adopt such programs in a manner
consistent with safe and sound practices and consumer protection
regulations.

The OTS has an effective formal and informal enforcement pro-
gram to address problematic and potentially abusive consumer
lending practices. A few of our regulatory actions resulted in the
institutions surrendering their charter.

A final point regarding OTS efforts to improve and promote com-
pliance with applicable consumer protection programs is our robust
consumer complaint process. We continually track consumer com-
plaints on both an institution-specific basis and complaint category
basis to ensure both timely and appropriate regulatory responses.
Consumer complaint data is reviewed again as part of our exam-
ination process to focus our examination resources properly.

That concludes my remarks. Thank you for the opportunity, and
I look forward to answering any questions.

Chairman DopD. Thank you very much.

Mr. Smith, thank you for being here.

STATEMENT OF JOSEPH A. SMITH, JR.,
COMMISSIONER OF BANKS, STATE OF NORTH CAROLINA

Mr. SmiTH. Thank you, Mr. Chairman.

Mr. Chairman, Ranking Member Shelby, it is an honor to be
with you today. In addition to being the Commissioner of Banks,
which is the job I thought I took in 2003, I am also Commissioner
of Mortgages. My office licenses 1,600 mortgage firms and 16,000
individual mortgage loan officers, so I have a little experience in
this business. I would like to emphasize I am speaking today on
behalf of my colleagues in CSBS, and I guess indirectly on behalf
of AARMR. I would like to talk about three or four points and then
answer any questions to the best of my ability that you may have
for me.
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First, how did we get here? One of your questions in your kind
invitation was how the heck did we get in this fix anyway. There
has been, in fact, a revolution in mortgage finance, generally IT
driven, that has changed the mortgage market since I borrowed my
first home loan in Norwalk, Connecticut, in 1978 from the Norwalk
Savings Society, when loans were made by local institutions and
held by those institutions, to a situation now where in the mort-
gage market a majority of the home loans are made through net-
works of independent contractors, mortgage brokers, independent
mortgage bankers, vendors, securitizers, investors, and servicers,
all of whom are different institutions, many of whom have never
seen the customer.

The result of this revolution has been—there is the good, the
bad, and the ugly, as I have said sometimes. The good has been
increased liquidity in the marketplace, increased availability of
mortgages to people who used not to be able to get them. That has
been the good news. The bad news has been increased foreclosures,
and the bad news is also—well, the bad news really had been
fraud, an increase in fraud because of the moral hazard that this
independent contractor network situation sets up. And the ugly has
been increased foreclosures.

My second point is this: The States have been the first respond-
ers to crises from this revolution. Many States—my own, North
Carolina, I am proud to say was the first to adopt predatory lend-
ing laws to address problems in 1999, which in those days were
asset stripping through the flipping of loans and through other in-
appropriate conduct. We then went into the mortgage licensure,
and I think it is fair to say today I believe the correct answer to
the question about how many States act in this area is 49. Alaska
has not. I guess they haven’t gotten the memo yet. Anyway, we
hope to bring them in soon so that all 50 States act in some way
or other to try to regulate the mortgage market.

I would have thought that we would have been applauded by the
industry and our colleagues in Government at the Federal level for
these activities. In fact, we were not. We were criticized. We were
accused, among other things, of reverse redlining, of being well-
meaning chuckleheads who were denying mortgage finance to peo-
ple who needed it. And we were preempted. That is the bad news.

The good news is recently, in terms of our cooperation between
States—Mr. Polakoff, my good friend, is correct—the States are
working together to form a national licensing system. It will be
ready for operation, we hope, in early 2008, and 29 States are
pledged to be on board by the end of 2009. And we also have, work-
ing with our Federal colleagues, we were glad to follow them, have
adopted the nontraditional mortgage guidance, and I look forward
to also adopting comparable additional guidance with regard to the
subprime release. So I think it is fair to say we have acted.

I would like to talk a minute now in the little time I have about
people, because I agree with you, we in the States live with the
problem. When there is a problem in our neighborhoods and our
communities, we see it firsthand.

I would suggest, Mr. Chairman, that you are correct to suggest
that a way to deal with this is more locally or through the coopera-
tion of the many stakeholders. My good friend and colleague, Steve
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Antonakes, who is the Commissioner in Massachusetts, has just
gotten an award from NeighborWorks for calling a mortgage sum-
mit in Massachusetts to try to bring people together to solve—to
deal with the issue. I do think a local treatment of these issues of
rescue is important, because the reasons, frankly, vary around the
Nation. There are structural issues in Ohio and Pennsylvania.
There are other issues in other States. Lord knows what the issues
are in California. I do not envy them.

Finally, I have, I hope not too presumptuously, suggested in our
testimony a few things that Congress could do, if you wish, to help
set broad rules of the road for the mortgage market as we go for-
ward, and I would be happy to discuss those or anything else you
would like us to discuss with you. But, again, thank you very much
for this opportunity.

Chairman DobDD. Well, thank you very, very much. It is very
worthwhile to have your presence here with us, giving us a good
local perspective on how you grapple with these things at the local
level.

I am going to ask the clerk here to allocate 7 minutes to each
of us here in our question period so we give everyone a chance to
move through. We have a second panel as well. And, by the way,
there may be some additional questions in writing that members
will submit. We would ask the witnesses to respond in a timely
fashion to those requests for the record as well.

Let me, if I can, Mr. Cole, focus a bit on the Fed, if I can, in my
line of questioning for you. The Chairman of the Federal Reserve—
I made note earlier of the speech given to the credit unions back
in February of 2004 in which—where is that opening? Well, you got
the quote from him. You can put that one down from a second,
when he says, “the American consumer might benefit if lenders
provided greater mortgage product alternatives to the traditional
fixed-rate mortgages. A traditional fixed-rate mortgage may be an
expensive method of financing a home.” That is the quote. You can
take that one down. That is from the Chairman of the Federal Re-
serve in February of 2004.

I then want to put up this chart here because this one really—
this is now—the zero line indicates sort of a neutral position, if you
will, on credit standards. And what you see above the line is sort
of increasing credit standards; the blue lines that go below are less-
ening of credit standards. And what you have happening here, be-
ginning in the first quarter of 2004, ironically, about the very same
time the Chairman gives his speech, running all the way through
until the third quarter of 2006 is a lessening of these credit stand-
ards, really dropping down.

Now, again, it is one line in a speech that day. I do not know
what all the other remarks were about, but clearly when the Chair-
man of the Federal Reserve talks about proposing these exotic or
alternative instruments, and you get a reaction from the lending
institutions that begin to lessen those standards, you begin to see
a pattern coming in.

Then what you watch happen here—and I just want to get
through this quickly, if I can. We then watch during virtually the
same period of time, beginning right around the first quarter of
2004, you find a record number of these adjustable rate mortgages
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jumping up to as high as 33, 34 percent of these instruments going
out.

So you have the speech, you have the lessening of the credit
standards, and you have a jump in these rather exotic instruments
coming up that have resulted in, of course, much of what we are
looking at here today.

Then you have beginning about 3 months later, of course, the
raising, going from the 1-percent interest rate and beginning those
17 increases in the short-term rates for the next 24 months, con-
cluding in June of 2006, here with up to 5.25 percent. All of this
is happening at a time when obviously people are getting involved
in these issues. You have as the underlying statute, which I quoted
earlier to you, from the FTC Act, which dates to 1975, and the
HOEPA Act in 1994, not a voluntary request of the Fed to adopt
and prescribe certain regulations and rules but, rather, a require-
ment, it shall prescribe, it shall promulgate regulations.

The obvious question is: Why hasn’t the Fed acted—first of all,
going back earlier, but second, when all of this begins to show up,
according to the testimony of the Fed, talking with our Committee
Members, the examiners of the Federal Reserve observed a deterio-
ration in credit standards in late 2003, early 2004. So the credit
standards begin to drop. The Fed takes note of it here. You have
the increase in the rates occurring in June. You have this jump in
the ARMs, these exotic instruments in here. And yet it takes up
until now, still waiting here, for any clear indications of how the
Fed is going to step in and do something about this. Here we are
into 2007.

How does the Fed respond to this criticism?

Mr. CorLE. All right. Well, thank you for the opportunity to re-
spond. I believe a timeline was distributed earlier this morning
that we are making part of the record, and in that regard, we have
laid out a number of actions that we, as well as the other agencies,
have taken in response to what we have identified even going back
into the late 1990s as a problem with subprime lending and preda-
tory practices.

But, you know, kind of picking up at 2003, we did issue appraisal
guidance clarifications indicating the importance of appraiser inde-
pendence from the loan origination and credit decision process.
Then in 2003 through 2006, we have issued formal enforcement ac-
tions as well as informal enforcement actions against institutions
that we identified engaged in predatory lending and ill-advised
subprime lending activities from a safety and soundness perspec-
tive.

Chairman DoDD. That is safety and soundness from the lending
institution’s perspective.

Mr. CoLE. Correct.

Chairman DoDD. But the statutes I quoted to you talk about pro-
tecting the borrower as well here.

Mr. COLE. And one of the key points that we have made along
the way in this guidance is—a key aspect of underwriting stand-
ards that we hold these institutions accountable for is judging the
ability to repay of the borrower. That is a very important part of
our guidance going back throughout this period, and, in fact, I
think it goes back for generations, actually, as sound underwriting.
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So as we saw the problems developing, we did increase our focus
on efforts to review what the banking industry and the mortgage
origination firms under our responsibility were doing.

In 2004, the Federal Reserve and the FDIC issued interagency
guidance on unfair or deceptive acts or practices by State-chartered
banks, and, in fact, what we did here was in part a response to
your question with regard to the Home Ownership and Equity Pro-
tection Act. What we were doing in terms of the 2004 guidance was
using our authority under the Federal Trade Commission Act to
enforce provisions against predatory and unfair and deceptive lend-
ing.

Chairman DoDD. Could I ask you, Mr. Cole—the chronology is
interesting, but it seems a very simple thing would have been here
with these new adjustable rate mortgages, which have the teaser
rates coming in at a very low number, and then every 6 months
those rates moving up. It seems common sense that you would
want to determine whether or not the borrower was in a position
to financially pay at the fully indexed rate. This is not terribly com-
plicated.

Mr. CoLE. That is right.

Chairman DopD. Why didn’t you do that?

Mr. CoLE. Well, that is part of the underwriting requirements.

Chairman DobpD. Well, I know, but you did not—you had the au-
thority under HOEPA that says you shall do these things, and the
FTC Act. Why wouldn’t you have just done that?

Mr. CoLE. Well, under the FTC Act, we were providing this type
of guidance to do it.

Chairman DobpD. Why not specific regulations? Why not saying
you have to meet that fully indexed rate, require that as an under-
writing regulation?

Mr. COLE. In terms of judging the ability to repay, we would hold
the institutions responsible for considering those types of teaser
rates. In terms of what the Chairman said with regard to ARMs,
you know, I understand there have been some clarifications going
through that, but what I would take that as meaning was that
ARMs per se are worth considering. There are many different
types

Chairman DoDD. No one is arguing with that. I understand that.
But if you are going to make—for underwriting purposes here, you
want to make sure that that borrower here is going to be able to
meet the obligations of the fully indexed rate is a requirement to
meet underwriting requirements here. Why wouldn’t that simple
rule have been promulgated earlier when you began to see these
problems emerging as late as late 2003, early 2004, 3 years ago?
Why wouldn’t there have been a promulgation saying this is a re-
quirement, an underwriting requirement? Why wouldn’t that have
happened?

Mr. CoLE. Well, what we did was in November or December of
2005 put out the draft statement on nontraditional mortgages
which had that specific language in it. And when that went out,
our understanding is that that had quite an effect on the industry.
The notice was taken by the industry.

But I would say, you know, as a supervisor, that I would hold
an institution to doing that type of analysis when they came up
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with this idea of these teaser rates. In designing these products
and layering these additional risk dimensions to these products,
they are responsible for making a determination on an individual
basis of ability to repay.

Chairman DobDD. Well, last here, can I—I made the request in
the opening statements about getting some prompt response on fi-
nalizing and formalizing this guidance. Do you have any indication
when that might happen?

Mr. CoLE. Well, the comment period ends May 7. It will take us
several weeks to review the comments, and then hopefully shortly
after that we will be able to move forward on a final.

Chairman DoDD. And, by the way, you wouldn’t disagree, if you
did this, you took the authority under the HOEPA Act, that would
apply to States as well, not just federally chartered institutions.

Mr. CoLE. That is correct.

Chairman DoDD. Yes.

Mr. CoLE. That broadly applies.

Chairman DoDD. Well, are you going to do that? Is that going to
happen?

Mr. CoLE. I will go back to the Federal Reserve Board, talk to
the Governors. We will have discussions.

Chairman DobpD. Well, I would urge you to do that again here.
Again, that covers that purview generally under fair credit, but
people when borrowing expect certain standards to be met. You
have the authority granted 13 years ago under that act. It is not
a request. It is a demand in many ways, and we hope you would
do that. I would certainly hope you would do that. Thank you.

Senator Shelby.

Senator SHELBY. I will start with you, Ms. Thompson. What is
the percentage of subprime loans outstanding that are nonper-
fm(rimir?lg, that are 30 days late or more, in your best judgment
today?

Ms. THOMPSON. Well, Senator Shelby, the total outstanding bal-
ance of subprime——

Senator SHELBY. Would you speak up where we can hear you?

Ms. THOMPSON. Sorry. The total outstanding balance of subprime
loans is about $1.28 trillion as of——

Senator SHELBY. That is total loans outstanding?

Ms. THOMPSON. Total outstanding——

Senator SHELBY. One-point-two——

Ms. THOMPSON. Trillion, total outstanding——

Senator SHELBY. $1.2 trillion.

Ms. THOMPSON. Correct.

Senator SHELBY. Now, what percentage of those loans are 30
days in delinquency or more?

Ms. THOMPSON. According to the Mortgage Bankers Association
data, as of the fourth quarter 2006, subprime loans are roughly
14.4 percent delinquent.

Senator SHELBY. Do you believe that that has gone up since the
end of December of 20067

Ms. THOMPSON. I believe it has gone up since the end of Decem-
ber 2005, and I am not

Senator SHELBY. And continues to go up, but you don’t have the
data as to the percentage——
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Ms. THOMPSON. I do not have the data.

Senator SHELBY. So you cannot say if it is 14 percent, 16 percent,
or 20 percent of the outstanding $1.2 trillion portfolio.

Ms. THOMPSON. Senator Shelby, we get the data for the fourth
quarter soon in the——

Senator SHELBY. The fourth quarter of last year?

Ms. THOMPSON. Of last year, yes, sir. It is about 3 months’ lag
time.

Senator SHELBY. Do you have any preliminary figures on that?

Ms. THOMPSON. Yes, sir. From the Mortgage Bankers Associa-
tion, it is about 14 percent.

Senator SHELBY. 14 percent of that, so that means out of a $1.2
trillion portfolio, so to speak, so you have got, say, $150 billion, at
least, of delinquent mortgages in the subprime area.

Ms. THOMPSON. As of fourth quarter 2006, yes.

1Sengtor SHELBY. Do you anticipate that that will continue to es-
calate?

Ms. THOMPSON. Well, we believe that there is about a million
loans that are scheduled to have their interest rates reset this
year, and that means that they are going to have these payment
changes.

Senator SHELBY. And that means that interest rates are going to
go up on them, not down. Is that right?

Ms. THOMPSON. That is absolutely correct, sir. And

S;}nator SHELBY. And that will exacerbate the problem, will it
not?

Ms. THOMPSON. Yes, sir. And next year, in 2008, there is just
over 800,000 adjustable rate mortgages that will have their inter-
est rates reset, and the payments will change as well.

Senator SHELBY. And by “reset,” that means adjusted, the inter-
est rate, upward not downward?

Ms. THOMPSON. Yes, sir.

Senator SHELBY. So we are probably just touching the tip of the
iceberg, maybe, as far as subprime. Is that fair?

Ms. THOMPSON. That would be a fair statement to say, sir.

Senator SHELBY. OK. Is there enough capital in the banking sys-
tem and the private banking system and the people who have un-
derwritten a lot of these mortgages, you know, as securities, is
there enough capital to underwrite this to absorb this loss? Be-
cause I believe it is going to be big.

Ms. THOMPSON. There is a lot of capital in the banking system,
sir, but many of the banks do not hold these mortgages

Senator SHELBY. They have sold them, have they not?

Ms. THOMPSON. They have sold them to securitization structures
and they are now existing in the form of secure

Senator SHELBY. But have some of the banks bought those secu-
rities back?

Ms. THOMPSON. Yes, there have been some early payment de-
faults and first payment defaults from some of the securitizations
that have been issued that comprise these hybrid subprime ARM
loans. And to the extent that they violate representation and war-
ranties, then the institution will have to purchase them back.

Senator SHELBY. Well, who is holding the risk here, ultimately?
If you securitize mortgages that are subprime, that are questions
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to begin with, and you put a stamp on them, and then the banks
sell them, then they buy them back as securities, there is still a
risk there, is there not?

Ms. THOMPSON. That is correct, sir.

Senator SHELBY. And who is holding the risk?

Ms. THOMPSON. When the securities are created

Senator SHELBY. The people that hold the securities?

Ms. THOMPSON. The investors that hold the securities have the
risk.

Senator SHELBY. And that could be part of our banking system
holding the securities, could it not?

Ms. THOMPSON. Our financial institutions typically hold highly
investment grade or highly rated securities, AAA through BBB.

Senator SHELBY. Now, how do the rating agencies rate subprime
loans that are questions to begin with, high risk, and they under-
write them and they rate them as high-grade investments? How do
they do that? Is that stretching your imagination a little bit? Does
that concern you?

Ms. THOMPSON. Sir, subprime ARMs generally—the hybrid
ARMs concern us generally. We are very concerned about the in-
crease in delinquencies. We are very concerned about the increase
in foreclosure. And when the FDIC looks at this issue, it is not just
a market issue; it is about the people.

We have said that we want to make sure that borrowers have
information, that the lenders that originate these loans have some
responsibility to work with the borrowers to restructure these loans
so that the borrower can keep their homes and continue to make
payments that they can afford.

Senator SHELBY. Do you believe that you as a regulator and the
other regulators bear some responsibility in lax underwriting
standards in this area?

Ms. THOMPSON. Sir, I believe that we do have a responsibility to
make our institutions adhere to prudent underwriting standards,
which means that borrowers have to know what kind of loan prod-
ucts they are eligible for and are entering into. They have to under-
stand that they are going to get a loan where the payment changes.
They need to make sure they understand that. They absolutely
have to—the lenders have to make sure that they are underwriting
these borrowers to the ability where they can really afford to repay
the loan, because we want to make sure that borrowers not only
can get the loans but that they can keep their homes as well.

Senator SHELBY. Well, I think that is the whole idea behind this,
is pushing home ownership. But if you put people in houses be-
cause money is so lax and the standards are so loose and you
have—it defies common sense to say they are going to make those
payments when their incomes were never verified. Everybody
wants a better house. We understand that. That is the American
way. But can they afford this? And if the standards are so low, you
are not doing the average American any favor to put them in a
house that they are going to lose and put them in a quandary as
far as their credit is going to follow them all their life.

Ms. THOMPSON. We agree, Senator Shelby, which is why we have
the standards out there that will require our lenders to underwrite
these loans to the fully indexed, fully amortized rate. And, again,
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we do want to make sure that borrowers are getting loans that
they can afford because we do not just want to promote home own-
ership, we want to preserve it.

Senator SHELBY. Well, Mr. Rushton, are you concerned at all
about the ability of the banks, the banking system, to absorb losses
in this area? And there will be some, and they will be big. This
could be the beginning of a real crisis that will continue to creep
and creep and creep until it reaches a certain point, maybe 2, 3
years down the road.

Mr. RUSHTON. We are always concerned about losses in the bank-
ing system, but we have tried to put some parameters on this one,
and right now it does not appear to pose any viability threat to any
national bank or any other bank that we know of.

Senator SHELBY. Are you saying that these are going to be mini-
mal losses?

Mr. RUusHTON. They are not going to be minimal.

Senator SHELBY. No. They are going to be big.

Mr. RUSHTON. In terms of capital, the net exposure of the na-
tional banks that are most heavily exposed in this market amounts
to only about 5 percent of their total capital. So it does not really
threaten the bank, and we are not concerned about bank viability.
It could affect some of their earnings, to be sure.

We are more concerned, quite frankly, about the continued avail-
ability of credit and how a sudden contraction of market liquidity
for these sorts of securities in the secondary market could affect
the ability of homeowners to refinance to get new loans. A great
deal of this paper is in the hands of unregulated investors, both
from the U.S. and abroad, who are not driven by the same incen-
tives of working with customers that banks are.

Senator SHELBY. How do the rating agencies rate some of these
securitized subprime loans that they package in the

Mr. RUSHTON. Well, those are the

Senator SHELBY. How do they rate them highly—or if they are
rﬁte‘c} high—and they are, a lot of them are—how can they justify
that?

Mr. RUSHTON. I think some of those ratings are getting quite
shaky right now. The ratings are most important to regulated fi-
nancial institutions that want to buy the securities and other in-
vestors that have some criteria for quality. They pay attention to
the ratings. A lot of the money, however, flows into this market
from investors who are looking for risk and are willing to accept
extremely high risk in return for an extremely high return. They
are not so much concerned about ratings as they are with their
ability to make money on the securities, and those are largely the
unregulated entities.

?{enator SHELBY. Well, I think they better be concerned with the
risk.

Thank you, Mr. Chairman, for calling this hearing.

Chairman DobpD. Thank you very much.

Senator Casey.

Senator CASEY. Mr. Chairman, thank you very much, and I ap-
preciate this hearing.

I wanted to focus, I guess, on two areas, which is probably all
I will have time for. One is in the area of enforcement, and, Ms.
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Thompson, I know you were speaking to that in the abbreviated
version of your testimony. I know you did not have time to read
all of it, to go through all of it. But I am looking at page 9 of your
testimony, and you say in part there that—you are talking about
taking action. In the second paragraph on page 9 under “Enforce-
ment,” you say, “Our examination process has led to the issuance
of more than a dozen formal and informal enforcement actions that
are currently outstanding against FDIC-supervised institutions
that failed to meet prudent mortgage lending standards.” And it
goes on from there.

Tell me about your current enforcement actions in terms of the
specifics, but also if you can briefly—and I know we do not have
much time, but briefly describe the enforcement process, the ac-
tions that you take and how that unfolds, how long it takes and
what the penalties are.

Ms. THOMPSON. OK. When we go in and conduct examinations on
institutions, if we find problems, then we usually try to work
with—we will cite a violation, and we will talk to the institution’s
management, board of directors, and let them know what those
problems are. To the extent that they do not correct those, we
cite—it is called “progressive supervision,” and we will have a
cease-and-desist order, which is a formal enforcement action. We
might have a memorandum of understanding with the board if we
have particular issues, and we will give them the opportunity to
correct. So a lot of violations go through the informal process before
they reach the formal process.

The FDIC currently has a couple of cease-and-desist orders out-
standing on financial institutions that were engaged in subprime
mortgage lending, and they are public. And to the extent that you
have questions or comments, what I would say is that we do go
into the institutions, we examine them for safety and soundness
and good risk management and consumer protection principles.
And to the extent we find issues, we cite violations. We commu-
nicate those violations to board management and boards of direc-
tors, and we also engage in memorandums of understanding with
board and bank management. And to the extent that they do not
comply, we go to the formal process, and we might issue a cease-
and-desist order.

Senator CASEY. So the cease-and-desist order is as a result of the
initiation of a formal process?

Ms. THOMPSON. Yes, sir.

Senator CASEY. OK. Now, how does that play out in terms of
time? How long does the informal part of this take? Is there a time
limit on that?

Ms. THOMPSON. It depends, but to the extent that we have a
cease-and-desist order process, it could go anywhere from 1 to 3
months when we get the information. All of it has to relate to the
information that we get from the exam.

Senator CASEY. What I am trying to get a sense of is: Is there
a requirement under your procedures that you exhaust any kind of
informal process before you initiate a formal procedure which could
result in a penalty?
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Ms. THOMPSON. There is not a requirement, but we do try to
work with institution management and boards of directors so that
they can correct problems when they get to the formal action.

Senator CASEY. OK. And I want to get a sense also—and this
is—I want to review it, but if there is a—in other words, when you
get to the end of the road, say you are in the formal process, you
can issue a cease-and-desist order. Are there other tools that you
can use, or are there things that you believe that Congress or even
through a rulemaking process, other tools that we could give you
or you could be provided to have additional penalties or additional
enforcement vehicles?

Ms. THOMPSON. We believe we have the supervisory tools avail-
able. We can issue civil money penalties, and we can issue orders
against specific board members and bank management so that they
are curtailed in banking practices.

Senator CASEY. I would ask anyone else on the panel, in terms
of enforcement, in terms of getting to a solution—we are spending
a lot of time today, and it is great, on what happened and why and
that is important. But I want to get to the point where we start
talking about how we can correct this, at least on the enforcement
level. Mr. Smith?

Mr. SMITH. There are 50 State authorities who do do a lot of en-
forcement. Ameriquest, which was the largest consumer settlement
in the mortgage—I believe in the history of the mortgage industry,
which regulating of predatory lending was done by the States.
Household Finance Settlement was led by the States, although I
must say in fairness, HSBC has been a terrific supporter of our
mortgage project, national mortgage project. But there was a time
when they were not.

You have 50 State Attorneys General. You have 50 State mort-
gage—49 State mortgage regulators. In North Carolina, we have an
active program of enforcement. Our problem, to be candid, sir, is
to pick the targets that will yield us the best returns the quickest.
So there is a lot of enforcement activity going on outside the Belt-
way.

Senator CASEY. And you are saying that you think the States, by
and large, have the right—they have enough——

Mr. SMITH. And, in fairness, it is our responsibility for the non-
regulated mortgage brokers and bankers. I mean, that is our job.
But a lot of that we are doing—we are working as hard as we can,
and it is frustrating, and it takes—to answer your other question,
how long does it take for a major investigation—and, again, I was
a bank lawyer before I took this job. I did not know about inves-
tigations. But the preparation and prosecution of a matter, an ad-
ministrative matter, under the Mortgage Lending Act takes time.
It just takes time and money. But we are working on it.

Senator CASEY. And I am running out of time. Thank you for
that answer.

Let me ask you, because you spoke earlier as someone who not
only knows a lot about this problem and the solutions, but you are
dealing with it at a local and statewide level. You pointed in par-
ticular in your testimony to mortgage brokers and the need for reg-
ulation.

Mr. SmITH. Right.
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Senator CASEY. What do we have to do on that issue in terms
of cracking down on mortgage brokers who seem to be at the root
of a lot of these problems?

Mr. SMiTH. Well, I think there are several alternatives. First, I
will say my good friend David Blanken from Pennsylvania is doing
outstanding work under your law in policing the mortgage market
in Pennsylvania.

Senator CASEY. I wish I could take credit for that. I cannot.

Mr. SmiTH. All right. Somebody should. Maybe Mrs. Blanken, his
mom. But, anyway, I think we do have a system of national mort-
gage regulation, coordinated regulation that can work in the rel-
atively near future. Two things would be helpful.

We would not mind a little money. We are raising money, but to
complete this will cost less than the Federal Government spills in
an hour.

The second thing is I think Congress could, if it wished, in terms
of the system, give us a sort of Gramm-Leach-Bliley style deadline
to get our system up. You remember calling the Gramm-Leach-Bli-
ley and I believe some of the privacy provisions, the States had to
act, over insurance, I can’t—I believe it was privacy. They had to
act within a certain time or the Feds would do it for us.

There are those of us who have real skin in this game. I am get-
ting rid of a million dollar system that works pretty well. You can
ask David. We have invested $250,000 more of our own money to
make this thing work. Some States help us. Some States do not.
It would be nice to encourage them to help get with the program.
I do think a State-organized system is the quickest and best result
ti)l policing in the way you are talking about. So that is another
thing.

I have also had the temerity to suggest a few normative things
you may want to consider in terms of the market in the future, but
that would probably beyond my—I do not want to be—get above
my rearing. I will stop there.

Senator CASEY. Thank you, sir. I appreciate it.

Chairman DopD. Thank you, Senator Casey.

Senator Crapo.

Senator CRAPO. Thank you very much, Mr. Chairman.

Chairman DoDD. Let me inform my colleagues, by the way, we
are going to have to take a break in a few minutes. There are going
to be some votes on the floor and so we are going to take a recess.
But we will go as long as we can here to get as much covered by
our colleagues. We may have to come back for those who want to
complete some questioning for this panel.

Senator CRAPO. Thank you, and I realize we do have those votes
coming up. So I will just ask a couple of my questions and then
submit others for the record if that is all right.

For anyone on the panel, my first question is at the last hearing
we held in February a number of reasons were tossed out as to why
it is that we are seeing this dynamic now, in terms of the subprime
loans, the number of mortgage delinquencies and home foreclosures
that we are seeing in the subprime market.

Would any or each of you jump in and try to help explain to us
what are the causes? What is causing this high rate of delinquency
and the dramatic increase in mortgage foreclosures? Mr. Smith?
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Mr. SmITH. I was going to say from where I sit, I agree with you,
Senator, about market discipline. What, from my perspective, has
been stunning to me is where is the market discipline, in terms of
underwriting, in terms of the rating agencies?

We do our best to please the marketplace. We are not perfect but
we try. But we did assume, naively, that up the line that lenders
and securitizers were doing diligence on the people they did busi-
ness with. I do not know that that is the truth. We assumed that
there was going to be underwriting by the lenders of the kind that
would assure that got repaid.

Forget even fairness to the borrower. It is just why would you
make a loan, no money down, teaser rate loan to somebody with
bad credit?

Senator CRAPO. That raises a very important question because
the same point was made at the last hearing. The argument was
made that why would anybody, at any stage in the level, make a
loan that they knew was going to go delinquent?

But there was an argument brought up by at least one of the wit-
nesses there that there is a financial gain to some parts of the in-
dustry from having that loan made, whether it goes delinquent or
not.

Mr. SMITH. In the food chain what happens is the broker makes
the loan, gets a fee, goes upstream, the securitizer puts them to-
gether, sells it, gets markup, either a gain on sale or a fee of some
kind. It goes out into a trust which goes to investors. And then the
derivatives markets gets involved. And I would love to tell you
about that but I do not understand it. People make money that
way.

And so the result is that you have a fee-driven, volume-driven
machine that was proceeding for reasons—well I have said in an
article recently in the American Banker—they did not have any-
thing else to publish so they put one of mine in, but it was funny—
the animal spirits overcame what remained of the control environ-
ment in the capital markets.

But I just, for the life of me

Senator CRAPO. And at some point at that food chain, somebody
pays the piper.

Mr. SMITH. Absolutely, and we do not know yet who that—I do
not know yet.

Senator CRAPO. I was just going to ask you why, at that stage,
there is not some market-driven control? Anybody else want to
jump in on this?

Mr. POLAKOFF. Senator, I would offer that I have the perspective
that market capitalization is a key ingredient to this problem. As
Mr. Smith just described, there are willing investors out there for
almost any type of product.

The securitization process typically takes this pool of loans and
breaks it into a AAA rating. And there are many ways to structure
it to get the AAA rating. That AAA rating, indeed, may not be
wrong.

Then there is a mezzanine part of the securitization. And then
there is that last part, the residual part, which can really be nasty.

But the market and the volume of investors in moving the
money—and the market has already reacted to subprime via the
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pricing. It has pretty much shut off the liquidity for the subprime
market right now.

Senator CRAPO. Mr. Cole.

Mr. CoLE. I would also offer that the low interest rate risk—in-
terest rate environment that preceded the run-up in 2004 did en-
courage a lot of entrants into the market. Then with the
securitization, that certainly provided a very robust financing vehi-
cle. So that encouraged significant increase in home prices.

Frankly, it was that perception, that prices were just going up
and up, that made a lot of these deals seem viable that otherwise
would not be.

Senator CRAPO. I think that one way to put it, and I have heard
it said by several members here today, we are not necessarily say-
ing that many of the people who are finding themselves in trouble
now should not get any credit. It is that they were extended credit
for far too great a purchase or put into a product that they did not
understand that extended their cash—that overextended their
cash-flow.

I would like to explore this topic for a long time with you but I
do not have time. I have just one other question I would like to toss
out.

I am reading a report to Congress from CRS, the Congressional
Research Service, on the subprime mortgage issue. Interestingly in
here it indicates, I will just quote from it, it says that “Government
policies designed to aid lower income consumers to achieve home
ownership may have contributed to the expansion of subprime
lending.”

And then it goes on to talk about the Community Reinvestment
Act that encourages lenders to provide loans in poorer areas of the
market where subprime borrowers are in a higher percentage. And
also HUD’s affordable housing goals that encourage the GSEs to
focus their resources in this area of the marketplace, as well as
some aspects of the FHA operations.

So the question I have to you is have we driven part of this from
the policy level in Washington by the directives that we have given
to our housing programs in this country to go into these markets
and start servicing them better?

Mr. POLAKOFF. Senator I would offer the answer is now, that
there are just absolutely outstanding loans made to low and mod-
erate income communities, even if they are loans to individuals
who have tainted credit, i.e. maybe subprime in nature, they can
still be underwritten in an appropriate fashion.

Ms. THOMPSON. I would agree with that. And the Community Re-
investment Act encourages safe and sound loans, loans that are
made with prudent underwriting standards.

Senator CRAPO. I am glad to hear that answer because that is
the answer I had hoped that I would get. And it also reaffirms the
issue that I raised earlier of the availability of credit, which is such
an important part of helping people to get into their homes or to
move up the chain in the American dream is something that we do
not want to dampen here beyond reasonableness.

What you are telling me that is we can achieve some of these ob-
jectives with good solid loans. And that there is a different problem
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other than our effort to try to get as deep as we can into these mar-
kets to help people get access to home ownership. Is that correct?

I see everybody on the panel shaking their head yes.

Mr. Chairman, thank you for this hearing.

Chairman DobDD. Thank you very much.

I would just point out that is a very good question you have
asked, Senator. It has been pointed out to me that there are 10
million households in this country that have never stepped into a
bank, a thrift, or a credit union, and do not have access to main-
stream financial services in this country.

One of the goals of this Committees is going to be the whole
issue of access to capital. And that home ownership, what a dif-
ference it makes in a neighborhood and a community.

I know that Senator Shelby feels as I do here. I do not want any-
one in this room to believe for a single second that we believe that
subprime lending is the equivalent of predatory lending. It is not
at all. And good solid subprime lending has made a huge difference
for people in this country.

And so our goal here is to try to sort this out. My concerns have
been, as I said at the outset here, that we could have taken some
steps early on that I think would have made a difference. And I
regret that has not been done by the regulators and I am going to
give you a chance to respond in the coming days.

Let me turn to my—I do not know which one of you arrived first.
I apologize. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman.

I want to jump off on where Mr. Smith made a comment, that
the animal instincts got control over the market. The reality is this
is something that I had hoped that the industry itself would have
taken attention to. Several of us called their attention to it. Now
we find ourselves in the circumstances that we do.

And I want to put a human face on these abusive practices. In
my home State of New Jersey I have heard from many individuals
who are facing this situation. One of them, Ms. Gilbert finds her-
self—she lost her job, she fell behind on her monthly mortgage pay-
ments. She was facing foreclosure. And she was contacted by a
mortgage company promising to bring her out of the foreclosure
and actually lower her payments.

She was given an adjustable rate mortgage of $3,000 per month.
When she told the lender that that was far too much because she
only earned $30,000 a year, which is about $2,500 a month, $500
less than her mortgage, her response to her was well, as long as
you use the cash to pay during the first year, we will be able to
get you an affordable—refinance you into affordable loan after 1
year.

We all know where the story is going. The reality is she was not
able to make the payments after the year and that mortgage com-
pa(ily instituted a foreclosure action against her, which is pending
today.

So it seems to me, based particularly on the answers that Sen-
ator Shelby got from Ms. Thompson, that what we are looking at
is a tsunami of foreclosures that is on the horizon. And we get de-
sensitized by the numbers, $160 billion and then moving on to next
year and whatnot.
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But that means thousands of families that we are going to trans-
form the dream of home ownership and we are going to make it
a nightmare for them. And we are going to affect their credit in the
long-term.

That is a huge consequence. Mr. Chairman, one of the things
that enormously bothers me about this issue is when I look at mi-
nority home buyers. 52 percent of African Americans seem to be
finding themselves in this context. 47 percent of Latinos are find-
ing themselves in this context. Their percentage is far beyond the
rest of the population.

So it seems to me that this practice is particularly amongst those
who are already struggling to try to make this dream a reality.
And so it is, in my mind, particularly heinous in that respect.

I really believe that we have got to look at some national stand-
ards that define and penalize predatory lenders, that we have to
certainly create access to financial literacy programs and coun-
seling service so that prospective home buyers make informed deci-
sions. We need to ensure that borrowers are qualified and can af-
ford the loans they are given.

But as we look toward that, I want to ask you, Mr. Cole, I under-
stand and I want to pick up where the Chairman asked some of
the questions. I understand that the Federal Reserve has broad au-
thority to regulate any unfair lending practices under the Home
Ownership and Equity Protection Act. Is that not a fair statement?

Mr. CoLE. That is correct.

Senator MENENDEZ. And in that respect, it is my understanding
that the Federal Reserve has taken no significant action against
any subprime lender, nor have you issued any warnings to hybrid
ARMs; is that right? What actions have you taken against
subprime lenders?

Mr. CoLE. We have, as indicated in the time line we provide this
morning, taken three formal actions and three informal actions in
the last 5 years.

Senator MENENDEZ. Against those who have conducted actions
that are, in fact, inviolative of the law?

Mr. CoLE. Yes. But I think more importantly——

Senator MENENDEZ. Out of how many? What’s the universe? You
took three actions out of what is the universe?

Mr. CoLE. What I was—we supervise all bank holding compa-
nies.

Senator MENENDEZ. When we are looking at this rate of default
that is being talked about, 14 percent, $160 billion, another one
million homes next year that are resetting its rates, and 800,000
after that. And then we look at the specifics of the growing num-
bers of cases that we get that are focused on predatory lending, it
just seems to me that you all are asleep at the switch.

Mr. COLE. Let me respond. First of all, we do have an alternative
enforcement mechanism under the Federal Trade Commission Act.
We are using that very effectively working with the other agencies.
Also, we do have a process through the examinations to put a lot
of pressure on institutions without going to an informal or a formal
enforcement. So there is a lot of activity in that regard.

I also have to say
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Senator MENENDEZ. Are you telling me this would even be great-
er, but for your actions?

Mr. CoLE. No, as we do examinations and find problems we ad-
dress them in the process.

Senator MENENDEZ. But the size of this problem leads me not to
understand. Maybe I cannot comprehend. The size of this problem
that we have heard defined here already leads me to question, re-
gardless of everything that you are telling me, how could it be this
big and you have done your job?

Mr. CoLE. I will say that given what we know now, yes, we could
have done more sooner.

Senator MENENDEZ. And why did you not do more sooner?

Mr. CoLE. We were doing a good deal. And what we have ob-
served in terms of the risk layering that has really created the
problems that are coming to light now is something that we have
observed in the extreme in the last year. In 2006 is when the risk
layering really started to compound in terms of the various dimen-
sions of these contracts that made these loans unviable.

I would also offer that we have done a lot in terms of education
and outreach, that we have a program that was created by Con-
gress called NeighborWorks America. And we have, through that,
the ability to have outreach to communities across the country
along with the other agencies in providing counseling to borrowers
to understand the mortgage refinance options.

Chairman DobpD. Mr. Cole, I am going to—with all due respect,
I apologize. I want to give Senator Martinez a chance here to get
some comment in before we take a break for the vote. I apologize.

Bob, those are great questions. The question is, in a sense, set-
ting the standard ahead of time—enforcement actions, the cow is
out of the barn. Getting the standard set early the prohibits certain
things from happening is really what we are driving at here.

Senator Martinez.

Senator MARTINEZ. Mr. Chairman, thank you very much for fit-
ting me in. And I want to associate myself with so many of the
comments from my dear colleague from New Jersey.

There is a sense of outrage about those of us who have worked
so hard to get people into home ownership, particularly people in
the minority communities where there are so underrepresented
among homeowners. And to now see what is coming, what we are
seeing and what is coming, which is a backtracking, which is that
horrible disappointment of seeing your dream of home ownership
now turn into a nightmare of a lifetime of debt.

What I wonder is, as we look at what we can do in the future
to prevent this from occurring again, how can we really, as bank
regulators, have allowed so many loans to be made which are obvi-
ously not designed to be performing loans in 60 days, a year, or two
with not having qualifying standards for the higher rate that is in-
evitably coming, but only looking at the current qualification stand-
ards under the current rate?

I do not know if it is Ms. Thompson or Mr. Cole who could pro-
vide perhaps just a quick top-of-the-line answer. We have to go to
the vote and I do not have long to pursue the question.

But I wonder if the sense of outrage that I feel is not something
that is counterintuitive to what bankers should be doing, which is
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making only loans that will perform. It seems like they have been
making loans, it is counterintuitive. They are making loans they
know are not going to perform.

So I guess the securitizing is what gives that freedom?

Mr. CoLE. I can only say that in terms of underwriting stand-
ards, making loans that are unsustainable from the very day of in-
ception, that is an unsafe and unsound practice.

Senator MARTINEZ. But therefore how can it occur in what we be-
lieve to be a sound banking system that we have in our country?
Because you know, I mean, I am surprised. I agree with your con-
clusion. But I know that the consumer at the end of the food chain
does not really understand all of this. They are just lucky they are
going to get a loan and they are happy to go into their home.

But how do we, who are more responsible, how are we who
should be looking out for them and avoid the nightmare they are
now facing, how have we failed those families?

Mr. CoLE. Part of our challenge is balancing the needs of the
consumer and innovative markets against standard setting, rule
writing.

And frankly, in terms of the HOEPA issue, one of our real con-
cerns is that yes, we could write very detailed rules that applies
to all mortgages throughout the country. And the problem then
would be well, if they are going to be detailed, to really hone in on
the problem areas are we going to be able to avoid——

Chairman DopD. Mr. Cole, I apologize to you. We are going to
miss the vote here if we do not get out of the room.

Listen, thank you all very much. I am going to let you go.

Senator Carper wanted to raise some issues here. He will submit
them in writing to you.

We will take a recess here until the conclusion of these votes and
come back with our second panel.

I want to thank all of you here. To the regulators, we want this
back soon now, this guidance. I do not want this to go on any
longer. What has happened already has got to stop.

The Committee stands in recess.

[Recess.]

Chairman DoDD. The Committee will come to order.

Again, my apologies to our witnesses for the delay. We had hoped
by this hour the Committee would have been concluding its hearing
Ehils morning but with five votes we just had it has caused some

elay.

I want to thank our second panel for their patience. We have
kind of jammed you in and crowded you in here at this table, so
I regret that. We will try and move this along.

It will help if we can ask you to keep your opening comments
somewhat limited. I am going to put the 5 minute clock number on
there. And again, what I said to the first panel, I will say to you.
I will not hold you to that number rigidly. But keep it in mind so
we can try to get down to the list and then turn to my colleagues
as they come in and show up here.

Let me, and I will say this slowly to give him a chance, my col-
league from Rhode Island may want to make an opening comment
or two here. Is that all right, Jack? Do you want to just go ahead?

Senator REED. Go right ahead.
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Chairman DoDD. I said earlier the Committee had asked New
Century to send its CEO to testify this morning. That is one of the
five largest subprime lenders in 2006.

Unfortunately, they refused to come before the Committee, before
obviously the American public through the vehicle this Committee
hearing provides.

There are many, many questions that have been raised about the
way they have done business, particularly with regard to treating
Eheir borrowers. And I regret they made the decision not to be

ere.

I want to also simultaneously thank those who have come here
to be a part of this. I am very grateful to you. It did not take brow-
beating at all to get you to show up and be a part of this discus-
sion, which obviously is very important to all of us.

So I thank those companies that are here. They all have varying
degrees of percentages of your business that are involved in this.
I understand that. In some cases, it is not the largest volume of
your business. But nonetheless you are an important player in the
country in terms of the largest businesses that engage in subprime
lending.

I want to say again to this panel, as I have to others, home own-
ership and access to the wonderful dream of almost every American
is to have their own home, to raise their family in their own home.
’ghat has been one of the great achievements we have been able to

0.

So subprime lending, as you have heard other witnesses testify,
has provided an opportunity for those that never otherwise could
imagine having that dream fulfilled, to come a reality for them.
And the distinction between that and those who would lure people
into these arrangements with the full knowledge and awareness
that they are probably never going to be able to keep that dream
is what really drives this Committee hearing and the concerns that
people have.

A staggering number of our fellow citizens may find themselves
not only not having the dream of a home, but as others have said,
Senator Menendez and Senator Martinez, the nightmare of losing
that home and a lot of earnings and savings that they may have
put together to make that home a possibility.

So while some may argue in the total volume of mortgages and
everything else that this is a large number, but that the institu-
tions themselves are not threatened. And I gather that is the case.
That is a story that has very little comfort to those out there who
may fall into that category of the potentially 2 million homeowners
that will lose that dream of theirs. To them this is a nightmare for
them.

So I am determined, one, that would put the brakes on so that
these numbers can be stopped. And second, we look at means by
which we can offer those who have lost their homes some oppor-
tunity to stay in that house.

I am going to be very interested, if not in this setting certainly
as we go forward, to hear some ideas on how we might do that.

As Senator Shelby pointed out earlier, we still have other ele-
ments to come forward to this Committee and talk about their
ideas and interest in the subject matter, as well, beyond the Fed-
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eral regulators and those who have been directly involved in the
business and those who represent or work with them.

So let me begin by introducing Mr. Al Ynigues. Is that the cor-
rect pronunciation?

Mr. YNIGUES. Al Ynigues.

Chairman DopD. Thank you.

Al is a borrower from Apple Valley, Minnesota. We thank you for
joining us.

Jennie Haliburton, Jennie we thank for being here this morning
from Philadelphia, Pennsylvania.

Mr. Laurent Bossard. Is that a correct pronunciation?

Mr. BOSSARD. Yes, it is.

Chairman DoDD. Serves as the Chief Executive Officer of WMC
Mortgage. I want to note that WMC is fully embracing the pro-
posed subprime guidance. And I want to congratulate you on that,
taking that position. It is very helpful to have endorse and support
the concepts here that will give us some real hope of coming—at
least stopping this process from getting worse.

Mr. Sandy Samuels is the Executive Managing Director of Coun-
trywide Financial Corporation. We thank you very much, Mr. Sam-
uels, for being here.

I understand again, this part of your business is about 10 per-
cent I think someone has mentioned me of your overall business,
a sizable part of the national market but nonetheless about 10 per-
cent of Countrywide’s business.

Mr. SAMUELS. It is about 7 percent, sir.

Chairman DoDD. 7 percent.

Mr. Brendan McDonagh serves as the Chief Executive Officer of
HSBC Financial Corporation. We thank you, Mr. McDonagh, for
joining us.

Janis Bowdler; is that correct?

Ms. BOWDLER. Yes.

Chairman DoDD. Is a Senior Policy Analyst at the National
Council of La Raza, and we thank you.

Mr. Andrew Pollock serves as the President of First Franklin Fi-
nancial Corporation.

And Mr. Irv Ackelsberg is a well-known consumer attorney from
Philadelphia. And we thank you very much for being a part of this,
as well.

We will begin with you, Ms. Haliburton. Is that OK with you, if
we start with you? You have to pull that microphone over close to
you so we can hear you.

And thank you for coming this morning. We are deeply grateful
to you and to Mr. Ynigues. This is not comfortable to have to come
forward in a very public setting and to talk about some personal
circumstances.

But it is important you understand you are representing an
awful lot of people who will never get a chance to be heard but who
know exactly what you have been through and are very interested
in your circumstances as a way of making the case, that when we
stop the present practices and figure out some way to be helpful
to people like you.

So I thank you very, very much for coming forward. The floor is
yours.
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STATEMENT OF JENNIE HALIBURTON, CONSUMER,
PHILADELPHIA, PENNSYLVANIA

Ms. HALIBURTON. Well, I am here because I am one of those who
have mortgage problems.

Chairman DoDD. You have to speak right into that microphone
if you can for me.

Ms. HALIBURTON. That has mortgage problems. My husband had
passed and he had left me with a lot of debt.

I was sitting down watching TV one day and they were saying
that I could get this loan to pay off my bills and have extra money
to, you know, fix my home or fix it up, whatever, you know. And
I called them up.

They came to the house and they explained to me I can get this,
they will pay off all the other bills, and I could have some left to
fix the house or whatever I would like.

So I agreed to that. They came out to the house and they told
me I would not pay very much mortgage. I says well, I am paying
$700 now and I could go eight. He said oh, we will take about
eight. I asked him repeatedly, three times, is that all I have to pay
is eight because I have to pay gas, electric, phone, taxes on my
home, and I have to buy groceries and I have to buy medication.
Oh he said oh, we will not take much.

The next thing I know I am paying $1,100 a month and I am
back on gas, electric and I have not paid my taxes yesterday, on
the 21st of March, because I have no money.

I was in the hospital for 2 months, April to June. I had back sur-
gery, I had a metal plate taken out, a metal plate put back in. Now
they are affecting my knees. They say it is coming from so many
back surgeries, because I have had three and it is taking effect on
my knees. I cannot bend them. I have to keep them out. If I bend
them to get up, it hurts.

But anyway I cannot afford—when I called them on the phone
to pay my mortgage, I call them on the phone to pay it. They give
me about 15 members and I have to pay them $22 for calling them
on the phone to pay my mortgage. They take that out of my bank.
And they just took what they want.

So September, I had changed my route number so they could not
take any more money. So this way I have to call them on the phone
to tell them I am paying my mortgage. If I pay on the third and
the fifth of the month, my grace period is the 15th of the month.
How can I be late? And they charge me for late fees when I know
I am not.

So they start taking a lot of my money so I just decided to get
a lawyer and a consultant to talk to me about it first, and then I
had to get a lawyer.

I would like to see what he has to offer, if it is OK. Thank you.

Chairman DobDD. Just quickly, I do not need to know specifically,
but your income? Are you on a fixed income?

Ms. HALIBURTON. Yes, I only get Social Security.

Chairman DoODD. So you are retired. I am presuming that your
fixed income, the monthly amounts you get each month are equal
or less than the mortgage payment or a little bit more? How does
that work out?
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Ms. HALIBURTON. It is about seven more but it is not enough to
pay the hospital bill. It is not enough—my medication is $125 a
month and I am taking four medications. And the phone bill, that
is up, the gas and electric is up. The water bill is about $125.

Chairman Dobpbp. Food.

Ms. HALIBURTON. And then, how am I going to pay my taxes on
the house? And that is every year March the 21st.

Chairman DoDD. So this has put you in a very difficult financial
position?

Ms. HALIBURTON. Yes, it did, because they are taking too much.

Chairman DopD. We thank you very much for being here.

Ms. HALIBURTON. And I thank you, Your Honor.

Chairman DopD. Thank you for listening to us.

Mr. Ynigues.

STATEMENT OF AL YNIGUES, BORROWER,
APPLE VALLEY, MINNESOTA

Mr. YNIGUES. Thank you, Mr. Chairman, and thank you for hav-
ing me make this presentation.

What I am speaking is not only for myself but also for the voice
of the other people. I am also here on behalf of ACORN, a really
good organization.

So I just want to give you a little background on myself. I am
a senior of 65 years old. I belong to the Latino community.

I did get this loan through a person who was taking music les-
sons from me. He and his kids were taking lessons from me and
so I had this relationship with this mortgagor, just at a music les-
sons level, for about 5 years. Then he pressed me and said why do
not you start—instead of renting start doing a mortgage? And I can
help you with that, he said.

So we started going through all this searching and researching
and I specifically asked him for a 30 year fixed and that is what
I thought I was going to get. And then I also asked him, because
Dakota County in Apple Valley, Minnesota, does have a program
for first-time buyers. And he completely discouraged me from that.

So as we were going along, now it has come time for signing the
papers. And I find out that he could not get me a fixed so instead
he got me an ARM which turned out to be an arm and a leg.

And then he said well, don’t worry about it because sometimes
the mortgage rates go down. If they go down, you will pay less. So
upon that, because I am so trusting and gullible, I went along with
it. I knew that I was getting an ARM but I also had to have a sec-
ond mortgage on it because I did not have a down payment on it.

So I started off with something that I could afford, it started off
at approximately $1,645 for the first mortgage, about $440 for the
second mortgage. I could pay my other bills, as well.

All of a sudden the taxes started going up, the mortgages have
jumped up, and now I paying pretty close to $2,300 a month and
it is still going to be going up, not only for—and that is pretty
much what I am taking in on my music lessons right now. All of
my other credit cards, my utilities, I am completely behind on, and
I have no way of getting out of it.
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I am looking for some answers, some relief not only for myself,
but also for all the other people that have found themselves in this
same predicament.

One of the things that the mortgagor did that I am starting to
find out as I am talking to other people, he actually deliberately
lied about the amount of money that I made per month. He said
that I made $10,000 a month, knowing exactly how much money
I made because he has been with me as a student for about 5
years. That was a total surprise and I did not find this out until
about 2 weeks ago.

I also found out that he padded all of the closing costs specifi-
cally on the annual yield spread. So he actually got a kickback
from the mortgage company for about $5,000 just to get me into a
higher interest rate.

And I am starting to find that this is common practice and it is
legal. I am hoping that this Committee will find someplace to not
only make it illegal but just cease-and-desist this type of practice.

I am also aware that the law cannot go in retrospect, go back.
But if it could, there would be a lot of people who would be reim-
bursed for all the stress that they have been going through.

I really did not realize all of the hidden costs that were involved
in the closing of it. But now I am really aware. And even thought
it was explained, it was explained very briefly at the closing at the
title company. And they basically rushed me through saying that
is OK, just sign at the bottom, initial at the bottom, and then we
will be done in less than an hour.

So me being the gullible, trusting person that I am, I just went
ahead and signed.

I am now involved in an almost interest-only loan. So very little
of that goes to the principal. So I am looking for some relief where
I can actually refinance that. But at this time, because where I am
in my credit report, there is not any financer or mortgagor that is
going to touch me right now.

The bottom line is right now I cannot even finance a bag of cat
food with my credit report, because of this mortgage.

So I want to thank this Committee for listening to me and I hope
that things will get done in an expeditious manner and not to let
things go like things have been going on for the past three or 4
years.

Chairman DoDD. Did you have a good credit rating before?

Mr. YNIGUES. I had a fair rating.

And I welcome any questions that this Committee might have for
me.

Chairman DopD. We will get back to you on some questions.

Mr. YNIGUES. Thank you very much.

Chairman DobDD. Thank you very much for being with us.

Mr. Bossard.

STATEMENT OF LAURENT BOSSARD, CHIEF EXECUTIVE
OFFICER, WMC MORTGAGE

Mr. BOsSSARD. Good afternoon, Chairman Dodd, other members of
the Committee.
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Thank you for the opportunity to address you today on this im-
portant issue. My name is Laurent Bossard. I am the CEO of WMC
Mortgage.

I am pleased to be here today to participate in the Committee’s
effort to gain a better understanding of the economic and industry
conditions affecting the market and to learn from them.

Like members of this Committee, we believe that a vibrant and
responsible industry plays an important role in consumers’ ability
to access credit for home ownership.

As you may know, WMC is a wholly owned subsidiary of GE
Money, the consumer lending division of the General Electric Com-
pany. WMC was a company that originated non-prime mortgages
and sold them in the capital markets to a variety of institutions in-
cluding investment and commercial banks. WMC was acquired by
GE Money in June 2004.

Along with the members of this Committee, we are concerned
about the impact of recent market developments. These changes af-
fect both consumers and lenders.

WMC has been responding to these changes in a number of
ways. First, we have made changes to our own business. I joined
WMC in November 2006 as President and was named CEO in Jan-
uary. We are reconstructing WMC in order to adapt its operations
to the evolving market environment. In addition, GE Money made
the decision post-acquisition to play WMC’s mortgage operations
under Federal regulations. This was accomplished by bringing the
mortgage business under GE Money’s Federal Savings Bank. This
process was completed on January 1st, 2007.

Over the last 12 months we have made improvements to our un-
derwriting process. WMC adheres to the Federal Interagency Guid-
ance on Nontraditional Mortgage Products. In addition, we support
the Federal bank regulators’ proposed statement on subprime
mortgage lending and are implementing the recommendations.

For example, borrowers will be qualified using the fully indexed
rate.

Second, on new loans prepayment penalties will expire 60 days
prior to the first interest rate reset date. This provides borrowers
with enhanced flexibility to avoid prepayment fees.

Third, WMC will not make loans based on stated income except
in the case of borrowers who are self-employed and then only with
the appropriate verification.

Beyond what has been proposed in the guidance, WMC will con-
tinue its historic policy to not offer any option ARMs or products
with negative amortization. And going forward, we will begin to
hold a portion of this loan portfolio on our own books. This will
allow us to better work with borrowers and other industry partici-
pants to help keep homeowners in their homes.

These changes help us meet our goal of providing consumers
with access to fair and competitively priced mortgage products with
clear and understandable terms and to keep them in the homes
they purchase.

We are here today to contribute to a discussion that leads to a
better understanding of the current market conditions. We also
want to emphasize our desire to work with you and with our regu-
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lators on solutions. To this end we would support standards to gov-
ern the conduct of all participants in the mortgage process.

In closing, I would like to thank the Committee for the oppor-
tunity to share our views with you today. We look forward to work-
ing with you and our regulators. We want to play a responsible role
in providing consumers with products that meet their needs, allow
them to live in their own homes, and invest in their futures.

Thank you very much.

Chairman DopD. Thank you very much, Mr. Bossard.

Mr. Samuels.

STATEMENT OF SANDOR SAMUELS, EXECUTIVE MANAGING
DIRECTOR, COUNTRYWIDE FINANCIAL CORPORATION

Mr. SAMUELS. Thank you, Senator Dodd, and Senator Reed.

Countrywide is primarily a prime lender, as I mentioned. 93 per-
cent of our originations are to prime borrowers. We are the largest
originator in the country and we are the leading lender in the
country to minority and low and moderate income borrowers. We
are very proud of that fact. We offer the widest arrays of products
available in the marketplace and we believe that this gives us a
unique perspective on what has happened in the subprime market.

It is not one thing. It is a convergence of several factors that ex-
plain the growth of the subprime market and the current cir-
cumstances of high delinquencies. Home prices appreciated at rates
far exceeding income growth, causing housing affordability issues.
Industry expanded underwriting guidelines to allow borrowers to
qualify for loans on more expensive homes.

Interest rates began to rise from 50 year lows. The refinance
boom slowed, resulting in significant overcapacity in the market.
The housing market slowed in 2005 and 2006 causing more expan-
sion of underwriting guidelines in order for lenders to maintain
their volumes and to try to increase their market share. And
throughout, liquidity in the global markets was searching for mort-
gage assets.

In 2006, home prices started to flatten or decline and delin-
quencies increased. We saw high LTV ratios combined with lower
FICO scores, and this was particularly exacerbated in areas suf-
fering economic weakness. When people got behind in their pay-
ments, they found it more difficult to recover.

Our analysis indicates, however, that these delinquencies were
not caused by hybrid ARM payment adjustments.

The market now has begun to self-correct by materially tight-
ening credit guidelines. So where does the subprime market go
from here? Well, we need to preserve access to credit for those who
cannot qualify for prime loans. Hybrid ARMs, the 2/28s and 3/27s,
reduce the cost of home ownership. In the fourth quarter of 2006,
50 percent of Countrywide’s hybrid ARMs went to purchase homes
and 54 percent of those went to first-time home buyers.

They are a good bridge for people who can improve their credit
or who can expect increased income in the future. Let me give you
some data on that.

From 2000 through 2005 for Countrywide customers who refi-
nanced their hybrid ARMs with Countrywide, almost 50 percent re-
ceived a prime loan. 60 percent received a fixed-rate loan, prime
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and subprime. So 75 percent of all of those refinances fell into
those top two categories, people who improved their situations. The
other 25 percent refinanced into other subprime ARMs. They took
cash out and they generally had lower loan-to-value ratios, about
75 percent.

So as I said, hybrid ARMs are a valuable tool for customers to
afford a first home or as a bridge to overcome temporary financial
setbacks.

Cumulatively, over the past 10 years, Countrywide originated al-
most 540,000 hybrid ARM loans and less than 20,000, less than 3.5
percent of those hybrid loans, have gone through foreclosure. So
that means over 96 percent of our borrowers were successful.

So what I am here to ask today is that balance must be struck
between maintaining affordability in the marketplace and less-
ening payment shock. Wherever you draw the line someone will be
shut out of the market. Every attempt to raise the start rate,
lengthen the fixed-rate period, reduce caps, and lengthen reset pe-
riods will raise the price of the loan product to the consumer.

Now the market has already begun to tighten so the pendulum
has clearly started swinging back. What I am asking is that this
Committee and our regulators be careful about an over correction
because we want to make sure that we keep home ownership a via-
ble opportunity for those Americans who can qualify for it.

I want to speak a minute about home ownership preservation be-
cause it is something that we care deeply about. We are concerned
very much about delinquencies and foreclosures and we can help
customers preserve their homes so long as the borrower wants to
remain in the home and continues to have a source of income. Our
biggest challenge is to have the borrower respond to us.

We are also involved in an organization called the Housing Pres-
ervation Foundation which is a third-party independent counseling
service. I happen to serve on that board. We help borrowers find
solutions to their problems.

We are committed to working with the rest of the industry to
make sure that people like Ms. Haliburton and Mr. Ynigues can
stay in their homes.

We are very supportive of most of the agency’s guidance, use of
impound accounts, restrictions on use of prepayment penalties, im-
proved disclosures, and choice. We think we ought to give people
a cliotipe between an ARM and a fixed-rate loan for which they can
qualify.

Thank you, Mr. Chairman, for the opportunity to share
Countrywide’s perspective on the mortgage market and I would be
happy to answer any questions.

Chairman DobDD. Thank you very, very much, Mr. Samuels. We
appreciate you being here.

Mr. McDonagh.

STATEMENT OF BRENDAN McDONAGH, CHIEF EXECUTIVE
OFFICER, HSBC FINANCE CORPORATION

Mr. McDONAGH. Chairman Dodd, Senator Reed, my name is
Brendan McDonagh and I am the Chief Executive Officer of HSBC
Finance Corporation. I am also the Chief Operating Officer for
HSBC North America. I have been with HSBC for 27 years but I
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was }olnly appointed to these positions at the beginning of this
month.

Thank you for inviting me to testify today on behalf of HSBC.

As you well know, HSBC Finance is a large player in the
subprime mortgage market. We originate and service loans
throughout our 1,400 retail branches in 46 states and through our
wholesale broker channels. HSBC Finance has the second-largest
subprime servicing portfolio in the subprime industry. Our portfolio
is primarily fixed-rate loans with documented income. Indeed, ad-
justable rate loans are only 32 percent of our portfolio compared to
70 percent for the industry. As a result of our origination and un-
derwriting practices, HSBC Finance’s delinquency levels are almost
half of the industry levels during the past 2 years.

In the interest of time, I will skip my statement’s section ad-
dressing how we got to this subprime market problem, because it
has been covered in both earlier statements.

What I would like to do now is talk about how HSBC Finance
is addressing these issues both in the area of originations and serv-
icing.

First, I would like to take the opportunity to thank Joe Smith
of the Conference of State Bank Supervisors for recognizing the ef-
forts of HSBC in supporting their various initiatives.

We have been servicing customers for over 125 years. We take
the current situation very seriously. We are taking strong steps to
minimize the impact.

In our retail branch network, we have had policies in place for
more than 5 years that largely parallel the new interagency guid-
ance on nontraditional mortgage products. We believe this guid-
ance brings appropriate strengthening to the industry’s under-
writing standards. We note these rules currently apply only to fed-
erally regulated banks and bank holding companies. To create the
fullest consumer protection they should apply to all lenders.

Regarding the notion of suitability, HSBC Finance implemented
a comprehensive net tangible benefits test in its retail subprime
lending business in 2001. We have also largely eliminated the pur-
chase of loans originated by other lenders and sold into the sec-
ondary market, giving us greater control over quality, bu