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THE FUTURE OF HOUSING FINANCE: THE
ROLE OF PRIVATE MORTGAGE INSURANCE

Thursday, July 29, 2010

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
INSURANCE, AND GOVERNMENT
SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2 p.m., in room
2128, Rayburn House Office Building, Hon. Paul E. Kanjorski
[chairman of the subcommittee] presiding.

Members present: Representatives Kanjorski, Sherman, Hino-
josa, McCarthy of New York, Baca, Miller of North Carolina, Scott,
Perlmutter, Donnelly, Adler; Garrett, Manzullo, Biggert, Capito,
Hensarling, Neugebauer, Posey, and Jenkins.

Chairman KANJORSKI. This hearing of the Subcommittee on Cap-
ital Markets, Insurance, and Government Sponsored Enterprises
will come to order. Without objection, all members’ opening state-
ments will be made a part of the record.

We meet today to continue our hearings about the future of hous-
ing finance. As we work to reform this complex system, we must
learn more about private mortgage insurance and determine
whether to make changes related to this product. We will therefore
examine the structure, regulation, obligations, and performance of
mortgage insurers.

Since its creation more than a century ago, private mortgage in-
surance has, without question, allowed countless families to
achieve the American dream of homeownership. It has also worked
to safeguard taxpayers by providing a first layer of protection
against foreclosure losses for lenders and for mortgages securitized
by Fannie Mae and Freddie Mac.

Over the years, the industry has had to respond to significant
economic changes. During the Great Depression, inadequate capital
reserves and an inordinate amount of mortgage defaults drove
every mortgage insurer into bankruptcy. As a result, the private
mortgage insurance industry disappeared for more than 2 decades.

Many, including me, feared the recent collapse of the housing
bubble could produce a similar result. For a while, the industry tee-
tered on the brink of extinction. Some mortgage insurers also
sought, but never received, direct TARP assistance.

We had good reason to worry. Historically, about 4 percent of
mortgages guaranteed by mortgage insurers go into default in an
average year. During this crisis however, approximately one in
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three mortgages made in 2006 and 2007 and insured by mortgage
insurers are expected to go into foreclosure over the life of the loan.
As a result, some estimate the industry will lose between $35 bil-
lion and $50 billion when all is said and done.

Nevertheless, it appears the industry will survive because of
some economic luck, many regulatory waivers, and its distinctive
capital structure. In particular, mortgage insurers maintain contin-
gency reserves of 50 cents on every premium dollar earned for 10
years. Thus, they build up capital in good times in order to pay out
claims in rocky financial periods.

While these countercyclical reserves are unique to the mortgage
insurance industry, they provide an important model for Congress
to consider in reforming the structure of the housing finance sys-
tem. If Fannie Mae and Freddie Mac had held similar reserves,
both Enterprises may have weathered the recent financial hurri-
cane much better.

Still, the industry’s performance has been far from perfect during
this crisis. Some have questioned whether mortgage insurers held
enough capital. Because they had to seek regulatory forbearance
and curtail underwriting, this reduction in new business has prob-
ably slowed the recovery of our housing markets.

Others have raised concerns about whether mortgage insurers
have increased the government’s cost related to the conservatorship
of the Enterprises. Specifically, mortgage insurers only pay claims
on foreclosed homes. They have no affirmative obligation to prevent
foreclosures. As a result, Fannie Mae and Freddie Mac, rather than
mortgage insurers, have often had to bear the financial losses re-
lated to loan modifications. Mortgage insurers exist to provide the
first level of protection against losses and should not evade their
responsibilities by contractual technicalities. We must review this
arrangement.

We also need to explore the present credit enhancement require-
ments under the charters of Fannie Mae and Freddie Mac. While
the standard U.S. mortgage insurance policy indemnifies against
losses created by a default in an amount equal to the first 20 to
30 percent of the lost loan principal, an Australian policy covers
100 percent of the home loan amount.

Additionally, we should examine the consumer protection issues,
the State regulation of the industry, and its indirect Federal regu-
lation. The problems of Fannie Mae and Freddie Mac resulted, in
part, from the competing mandates of two regulators. As we reform
our housing finance system, we may therefore want to streamline
the oversight of mortgage insurers.

In sum, all options for reforming our housing finance system are
on the table, including those related to private mortgage insurance.
I anticipate a fruitful and productive discussion around these and
other issues today.

I now recognize the gentleman from New Jersey for 4 minutes.

Mr. GARRETT. I thank the Chair and I thank the witnesses. And
I thank the Chair for holding this important hearing on the PMI,
or the private mortgage insurance industry. Now, unfortunately,
because of the current Federal Government policies, their role right
now is very limited, almost nonexistent.
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If I could direct your attention, following yesterday’s chart, to the
chart over here, this chart illustrates the percentage amount of
new high loan to value, or LTV, loans that PMI writes and the per-
centage that the government backs. Currently, the Federal Govern-
ment, as you see in the chart there, which you can say is the tax-
payer, is underwriting 99 percent of every high LTV mortgage
through FHA and GSEs. And so, this level of taxpayer support for
the mortgage market, you must admit, is completely unsustainable
and also unwise.

We constantly hear that the government has to play this large
role because the private sector is unable or maybe unwilling to re-
enter the market and provide the needed capital. But if you look
at the details, you will see that is false. Over the last 2 years, pri-
vate mortgage insurance companies have raised roughly $7.5 bil-
lion in new capital that could support $260 billion in new high LTV
loans. However, the current marketplace only allows the PMI in-
dustry to support between maybe $40 billion or $50 billion of such
loans.

So what are some of the specific factors preventing more private
capital from returning to the mortgage market through the private
insurance? First are the changes in the loan limits for FHA that
were made during the financial crisis.

So if I could now direct your attention to my second chart, you
will see that, before the crisis, the GSE loan limits were $417,000
and the FHA loan limits varied from 48 percent to 87 percent of
the GSE limits based on the area median price. Now, after the
changes, the FHA loan limits vary from 65 to 175 percent of that
$417,000 house price number. So most of the attention in the de-
bate over loan limits centers on the top-line limit in the high-cost
areas, as you see on the chart there.

Now, while that is important, it is not the only area where the
private market is being basically squeezed out. And as you can see
on the chart, down there at the bottom, the changes that were
made essentially increase the loan limits for the FHA in the lower-
cost areas, as well. What does this mean? This means that in areas
where housing is less expensive, say in Nebraska, where the aver-
age median home price is $150,000, the FHA can insure loans up
to $271,000. And that is almost 100 percent more than the average
price in that low-cost area.

So you have to ask yourself, why should the taxpayer be insuring
mortgages that are almost double the average median home price
in those lower-cost areas? And this is after mortgage prices have,
I would just note, declined by 30 percent over the last 3 years. This
area is prime territory for PMI to become more active while we roll
back the taxpayers’ support and liability.

Another way that the government is prohibiting the return of
private capital to our mortgage market is a rule instituted by the
Federal Housing Finance Agency, and that is the loan level price
adjustment. You see, when these fees were implemented, it was a
turbulent time in the economy when housing prices were declining,
particularly in distressed areas. However, it is 2 years later now,
and we are seeing some encouraging signs that house prices are
stabilizing, in addition to the fact that loans are being originated



4

today at full documentation, amortized, and being prudentially un-
derwritten.

What I have been told is that Fannie and Freddie are not reserv-
ing these fees, so they are not providing any additional stabilizing
effect. And I think these fees need to be given more attention, and
Congress should more closely examine how these fees are pushing
more people to FHA loans and away from conventional mortgages.

Finally, just 2 months ago, Treasury Secretary Geithner told
Congress, “The government’s role in the housing finance system
and level of direct involvement would change,” and that, “The Ad-
ministration is committed to encouraging private capital to return
to the housing market.” However, as you can see from my first
chart, if he and President Obama are serious about restoring the
housing market and relieving the taxpayer of the risk—and that is
a pretty big risk, all the blue area—they must return to traditional
and more responsible methods of financing.

The current loan limits, coupled with new and arbitrary fees by
the GSEs make it impossible for the private capital to compete in
the market. And this is exactly the opposite of what we want. The
government has created a perverse incentive to provide private
gapital from being used in this market and relieve some of the bur-

ens.

So, Mr. Chairman, if we don’t make changes, the FHA and GSEs
will continuing to service a radically disproportionate share of the
market, and they will collapse under their own weight, and we will
face another taxpayer bailout from the GSEs and FHA. We need
to shift the burden of mortgage finance off the backs of the Amer-
ican taxpayer and back onto the private investor.

With that, I thank you, Mr. Chairman.

Chairman KANJORSKI. The gentleman’s time has expired.

We now recognize the gentleman from California, Mr. Sherman,
for 3 minutes.

Mr. SHERMAN. Thank you, Mr. Chairman.

First, I should congratulate the survivors. To think that you
could be in the business of insuring real estate loans in America
at this time and still be here shows, as I think the chairman point-
ed out, perhaps some luck, but it also shows that both the regu-
lators of the industry and the participants in it were prepared for
the thousand-year flood. Very few other entities in our country are
f1?11"e}()i::1red for the thousand-year flood or even the hundred-year

ood.

Right now, the taxpayers are involved in the real estate market
to a greater degree than in the past. Taxpayers are, therefore, tak-
ing an extraordinary percentage of the risk. I look forward to re-
turning to a more traditional level of taxpayer involvement.

And while I don’t think that we can return to 2007, in terms of
who can get some sort of mortgage, we don’t want to return to 1920
either. And so, as the taxpayers play less of a role in absorbing the
risk, we don’t want to say, as in some European countries, “Wait
till you have a 40 percent downpayment, and then you can buy a
home.” Therefore, there is a need for a robust private mortgage in-
surance industry.

One way to make sure that it is robust is to turn to the financial
regulatory reform bill, where we require that the securitizer retain,
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I believe it is 5 percent, of the risk in that pool, unless the pool
consists of plain vanilla, safe, not-risky, not-possibly-risky mort-
gages.

Regulations have to be written that define what is “plain va-
nilla.” T suggest that plain vanilla includes both American vanilla
and French vanilla—that is to say, that it includes not only mort-
gages which by themselves meet the criteria, but mortgages that
meet the criteria of low risk to the investors when one factors in
the fact that private mortgage insurance applies to some or all of
the loans in that pool.

To do otherwise would be to ignore economic reality, but, worse
than that, it would be to deny a route to homeownership that does
not put the taxpayer at risk. And certainly, we want the lowest
possible taxpayer risk with the best possible opportunities for peo-
ple to acquire a home.

I yield back.

Chairman KANJORSKI. The gentleman’s time has expired.

We will now hear from the gentlelady from West Virginia, Ms.
Capito, for 2 minutes.

Mrs. CaprTo. Thank you.

I would like to thank Chairman Kanjorski and Ranking Member
Garrett for holding this hearing today. I look forward to hearing
from our witnesses on the current status of private mortgage insur-
ance and how we can work together to get a more vibrant private
mortgage market, or to restore one, in any event.

As my colleagues know, over the last few years, the Federal
Housing Administration has dominated the residential mortgage
market, providing federally backed mortgage insurance to bor-
rowers. While FHA does have a role to play in the market, I am
very concerned—we have had hearings, and I have made numerous
statements about my concern over this recent expansion in market
share, especially when the FHA is struggling financially. In order
to have a healthy residential mortgage market, we must reduce
FHA’s market share and restore the private market.

Earlier this year, the House passed much-needed FHA reform
legislation that I believe will make significant improvements to the
FHA program. While more reform may be needed, the legislation
that we authored will give the FHA the ability to charge higher
premiums. And this is important not only for the health of the
FHA capital reserve fund, but it could also have the effect of lev-
eling the playing field between FHA and the private mortgage in-
surance industry.

I also have concerns with sections of the recently adopted Dodd-
Frank financial reform bill and the effect it will have on the return
of the private mortgage market. Included in this large package is
a section requiring risk retention for mortgages but an exemption
from this requirement for FHA mortgages. I was able to insert an
amendment that will study the effect of this dichotomy and what
effect it would have on the private mortgage market. I look forward
to seeing these results to see if there is an unfair advantage for
FHA and to level that playing field.

Again, thank you, Mr. Chairman, for the hearing, and I look for-
ward to the witnesses’ testimony.
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Chairman KANJORSKI. I thank the gentlelady from West Vir-
ginia.

And now, we will hear from the gentleman from Georgia for 2
minutes, Mr. Scott.

Mr. ScorT. Thank you, Mr. Chairman.

It is difficult to deny that the American dream remains today to
own a home. That is the American dream. However, once that goal
is achieved, it has become increasingly harder for some Americans
to hold on to their homes and avoid foreclosure. Indeed, right now,
as we speak, the foreclosure pipeline is full and getting over-
flowing.

More access to mortgages, and thus homeownership, often com-
ing to fruition due to use of private mortgage insurance is, ideally,
a positive aspect of the current system. However, with job insta-
bility and unemployment rates reaching over 10 percent in much
of the country, many Americans are finding it difficult to hold on
to their homes despite their initial success.

And when a homebuyer has less than 20 percent as a downpay-
ment for their home, they are required to purchase a PMI policy,
private mortgage insurance. This permits an individual the ability
to afford a home who otherwise could not purchase a home. How-
ever, the use of subprime mortgages and jumbo loans contains obvi-
ous risk, namely traditionally higher default rates. And about a
third of the mortgages made in 2006-2007 and insured by PMI’s
providers are expected to go into foreclosure during the life of the
loan.

We need to ensure that risky mortgages that are unsafe to poten-
tial lenders are avoided. The American dream of owning a home is
something that I hope most Americans will certainly someday see
fulfilled, but without the excessive risk that come with the use of
certain PMIs. I hope to learn more about what PMIs are doing to
reduce mortgage defaults and to protect potential homeowners.

Thank you, Mr. Chairman.

Chairman KANJORSKI. Thank you very much.

We will now hear from the gentleman from Texas, Mr. Hen-
sarling, for 3 minutes.

Mr. HENSARLING. I thank you, Mr. Chairman.

Private mortgage insurance is clearly a rarity in our mortgage
market: a private-sector solution for a private-sector challenge that,
number one, actually worked, seemingly free of Federal handouts,
bailouts, and also an industry that survived this market turmoil in
relatively good shape, and also—I don’t know how—it managed to
survive competition with the GSE oligopoly.

It seems like ancient history now, but there was a time, very re-
cently in America’s history, where one could actually get a mort-
gage on a home without having to go through their Federal Gov-
ernment. But now we know that Fannie and Freddie, which were
left untouched, if nothing else, affirmed in the recent Dodd-Frank
financial regulatory bill, now control roughly three-quarters of the
new loan originations. FHA, whose own capital reserve losses are
currently 75 percent below its statutory minimum, has roughly 20
percent of the market. We don’t need to have a Ph.D. in economics
to know that this is neither healthy nor sustainable.
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Again, private mortgage insurance has been an exception to the
rule. It has been a very valuable, consumer-friendly, private-cap-
ital-backed tool, sold in a competitive market, that allows Ameri-
cans to buy a home, and keep a home, without exposing taxpayers
to risk. And this is a market, I think, that we would want to see
flourish.

Again, it appears, relatively speaking, to have weathered the re-
cent economic crisis well. And, as I said earlier, these companies
did not succumb to the temptation to take TARP money, bailout
money from the Federal Government. And, in fact, we see that this
is an industry that is back to raising capital in the private market,
showing again that private-sector competition can work if we allow
it to work.

But, clearly, the private mortgage insurance market faces chal-
lenges. They were articulated very well by our ranking member
from New Jersey. And so I continue to lament and decry the fact
that this committee has yet to take up any type of reform of Fannie
and Freddie, notwithstanding the fact that we have $150 billion of
taxpayer-spent money, trillions of dollars of exposure. They contin-
ued to flourish, and yet we need this market to flourish.

There is an old saying, “If it ain’t broke, don’t fix it.” Please don’t
bail it out; just let freedom work and allow this market to flourish.

I yield back.

Chairman KANJORSKI. Thank you very much.

We will now go to our panel.

Thank you very much for being present today. And, without ob-
jection, your written statements will be made a part of the record.
You will each be recognized for a 5-minute summary of your testi-
mony.

Our first witness will be Mr. Patrick Sinks, president and chief
operating officer of the Mortgage Guaranty Insurance Corporation,
testifying on behalf of the Mortgage Insurance Companies of Amer-
ica.

And I would like every panelist to respond to Mr. Hensarling’s
opening remarks. Is there no further need for a secondary market?
Shall we just allow the existence of financing of mortgages to be
made in the tradition prior to the 1929 crash? If you could give
that answer, it would be very helpful, because we are certainly
thinking about that.

So, Mr. Sinks, start off, if you will.

And I would like to hear this panel say that the government
should get out of supporting the secondary market and probably do
away with any involvement in the mortgage market other than you
folks doing it all in the private sector. That would be a welcome
relief for me, because I anticipate it would probably save me the
next 2 years of my life.

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

Mr. SINKS. Let me go with my prepared remarks, and I will get
to answering your question.
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First, thank you, Mr. Chairman, and Ranking Member Garrett.
I appreciate the opportunity to testify on behalf of the Mortgage In-
surance Companies of America, the trade association representing
the private mortgage insurance industry.

Mortgage insurance enables borrowers to responsibly buy homes
with less than a 20 percent downpayment. Many of these borrowers
are first-time or lower-income homebuyers. Since 1957, private
mortgage insurance has helped 25 million families buy homes.
Today, about 9 percent of all outstanding mortgages have private
mortgage insurance.

This afternoon, I would like to make four important points.

First, mortgage insurance is essential to ensuring mortgages are
both affordable and sustainable. These goals are not mutually ex-
clusive, and such loans are vital to the housing recovery.

Mortgage insurance is in the first-loss position on individual
high-ratio loans, and, as a result, private-sector capital is at risk.
If a borrower defaults and that default results in a claim, mortgage
insurers will typically pay the investor 20 to 25 percent of the loan
amount.

Because we are in the first-loss position, mortgage insurers’ in-
centives are aligned with both the borrowers and the investors. As
a result, mortgage insurers work to ensure that the home is afford-
able both at the time of purchase and throughout the years of
homeownership.

My second point: The mortgage insurance regulatory model
works. The mortgage insurance regulatory model has been in place
for over 50 years. This model has enabled the industry to write
both new business and meet its claim obligations through many
different economic environments, including some severe housing
downturns such as we are currently experiencing.

The most important element of the model is that it requires cap-
ital to be maintained through one of three reserves, known as the
contingency reserve. Private MIs are required to put 50 percent of
every premium dollar into a contingency reserve for 10 years so
adequate resources are there to pay claims. This, in effect, causes
capital to be set aside during good times such that it is available
in bad times. It serves to provide capital in a countercyclical man-
ner.

Since 2007, the private mortgage insurance industry has paid
over $20 billion in claims. In fact, mortgage insurers have paid
$14.5 billion in claims and receivables to the GSEs, which is equiv-
aleélt to 10 percent of the amount taxpayers have paid to the GSEs
to date.

My third point: The private mortgage insurers are well-capital-
ized and can help with the housing recovery. Not only does the MI
industry have ample regulatory capital, but it has attracted capital,
even during these difficult times. We have raised $7.4 billion in
capital through new capital raises and asset sales, and a new en-
{:)rant has raised a further $600 million since the mortgage crisis

egan.

In fact, based on industry estimates, the MI industry has suffi-
cient capital to increase our total insurance exposure by $261 bil-
lion a year for the next 3 calendar years. If this additional volume
would be realized, it would mean that approximately 1.3 million
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additional mortgages would be insured in each of those years.
Many of these new, prudently underwritten insured mortgages
would go to low- and moderate-income and first-time homebuyers.

My final point: Mortgage insurers are committed to helping bor-
rowers stay in their homes. Because mortgage insurance companies
have their own capital at risk in a first-loss position, we have very
clear incentives to mitigate our losses by taking action to avoid
foreclosures. We have a long history of working with servicers and
community groups to help keep borrowers in their homes.

Mortgage insurers have fully participated in the Administration’s
loss-mitigation programs and other programs. These combined ef-
forts have resulted in over 374,000 completed workouts from 2008
through the first quarter of 2010 by the MI industry, covering
$73.8 billion in mortgage loans.

In summary, the private mortgage insurance model has worked
over many years. We have capital sufficient to meet the needs of
the market, and we plan to continue to play a crucial role in the
future of housing finance.

Thank you for this opportunity to testify, and I will be happen
to answer any questions.

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

Chairman KANJORSKI. Thank you.

We will now have our next witness, Ms. Marti Rodamaker, presi-
dent of the First Citizens National Bank of Iowa, testifying on be-
half of the Independent Community Bankers of America.

Ms. Rodamaker?

STATEMENT OF MARTI TOMSON RODAMAKER, PRESIDENT,
FIRST CITIZENS NATIONAL BANK, MASON CITY, IOWA, ON
BEHALF OF THE INDEPENDENT COMMUNITY BANKERS OF
AMERICA (ICBA)

Ms. RODAMAKER. Thank you very much, Chairman Kanjorski,
Ranking Member Garrett, and members of the subcommittee.

First Citizens National Bank in Mason City, Iowa, is a nationally
chartered community bank with $925 million in assets. I am
pleased to represent the community bankers and ICBA’s nearly
5,000 members at this important hearing on “The Future of Hous-
ing Finance: The Role of Private Mortgage Insurance.”

Residential mortgage lending, supported by conservative under-
writing, is a staple of community banking, and mortgage insurance
is an indispensable risk-management tool. The MI business model
has been tested by the housing crisis, with repercussions for all
participants in the lending process. I expect that it will emerge
from the crisis looking significantly different than it has in the
past, as a result of business imperatives but also as a result of pol-
icy decisions made by Congress.

Any reform of MI must be made in coordination with the reform
of other elements of housing finance, notably the GSEs. ICBA
hopes to participate in all aspects of housing finance reform. Our
members and their customers have a great deal at stake in the out-
come.

MI is used by lenders to insure mortgages of greater than 80 per-
cent loan to value. It enables lenders to reach those borrowers who
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cannot make a 20 percent downpayment, which is a sizable portion
of today’s market. These borrowers include the younger, first-time
homebuyers who have traditionally used MI, as well as current
homeowners who don’t have enough home equity to sell and make
a 20 percent downpayment on their next home.

Most Americans have also experienced a drain in their savings
accounts, depleting yet another source of downpayments. MI will be
used to serve a broader segment of homebuyers than ever before.
Without MI, the housing recovery will take longer. With MI, the re-
covery can be managed prudently.

From the lenders’ perspective, perhaps the most significant func-
tion of MI is to allow for the sale of high loan-to-value loans to
Fannie or Freddie, who require insurance for such loans. Fannie
and Freddie provide secondary market access and critical funding
to community bank mortgage lending. Lenders who hold high LTV
loans in portfolio also require mortgage insurance because our reg-
ulators apply a higher capital charge to uninsured high LTV loans.

In sum, the only practical means of making high loan-to-value
loans, whether they are sold or held in portfolio, is with the credit
enhancement provided by MI. If prudently underwritten, high loan-
to-value loans can’t be made, the market will take longer to re-
cover, consumer options will be more limited, and banks will have
fewer lending opportunities.

Unfortunately for all parties, the MI market was severely dis-
rupted during the housing crisis, and the MI companies have tight-
ened their underwriting requirements in response to the market
conditions. As a consequence, MI underwriting has fallen out of
lockstep with GSE underwriting.

Before the crisis, approval by Fannie or Freddie implied approval
by the insurer—a linkage that greatly facilitated the loan proc-
essing. The breakdown of this linkage has impeded the recovery.
We need to achieve a new consensus in which lenders, mortgage in-
surers, and Fannie and Freddie are all using the same under-
writing and appraisals standards. This new consensus may not be
achievable until the housing market stabilizes.

In addition to tightening the underwriting of new loans, the MI
companies are also disputing some claims. Denied MI claims on de-
faulted loans sold to GSE have become increasingly common and
generally result in a buy-back request from Fannie or Freddie to
the original lender.

While some of these claim denials are supportable, many are
based on questionable challenges to the original underwriting or
appraisal. As a banker, I understand the reality of higher defaults
and losses during difficult economic times. It is part of the price of
doing business. However, high levels of denied claims and GSE
buy-back requests have put an additional strain on all market par-
ticipants, including community banks.

In closing, ICBA appreciates the opportunity to participate in
this subcommittee’s review of MI. The recent dislocation in the MI
industry has only underscored the critical role that it plays in
housing finance. Restoration of a strong and competitive MI indus-
try will be a critical part of the housing recovery.

We would be pleased to comment on any proposals to reform MI
that emerge from this subcommittee, and we hope to have the op-
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portunity to share our views on other aspects of housing finance re-
form, as well.

Thank you.

[The prepared statement of Ms. Rodamaker can be found on page
68 of the appendix.]

Chairman KANJORSKI. Thank you very much, Ms. Rodamaker.

Next, we will hear from Ms. Janneke Ratcliffe, associate director
of the University of North Carolina Center for Community Capital,
and senior fellow at the Center for American Progress Action Fund.

Ms. Ratcliffe?

STATEMENT OF JANNEKE RATCLIFFE, ASSOCIATE DIRECTOR,
UNIVERSITY OF NORTH CAROLINA CENTER FOR COMMU-
NITY CAPITAL, AND SENIOR FELLOW, CENTER FOR AMER-
ICAN PROGRESS ACTION FUND

Ms. RATCLIFFE. Good afternoon, Chairman Kanjorski, Ranking
Member Garrett, and members of the subcommittee. I am Janneke
Ratcliffe, associate director at the UNC Center for Community
Capital and a senior research fellow at the Center for American
Progress Action Fund. I am honored to have the opportunity to
share my thoughts about the role of private mortgage insurance, an
industry that plays a key part in facilitating homeownership.

Indeed, a discussion on the role of private MI must begin by
stressing the importance of giving families the opportunity to buy
homes when they have not yet accumulated enough wealth to make
a big downpayment, which is what private mortgage insurance ex-
ists to do.

To put that in context, to make a 20 percent downpayment on
the median home sold in the United States in 2009 required
$34,000, which is more than the annual earnings of 35 percent of
U.S. households. When done right, high loan-to-value mortgages
are essential for the U.S. housing system to offer opportunities and
a pathway to the middle class. And the best way to put this oppor-
tunity within reach for more first-time and minority and low-in-
come households is to reduce the downpayment barrier.

Many of us started up the homeownership ladder with a modest
downpayment and a loan made possible because of some form of
mortgage insurance, be it private or a Federal Housing Administra-
tion or Veterans Administration program. In an average year, in
fact, between a quarter and a third of all the mortgages made are
to families with less than 20 percent equity. And among these are
the families who will later buy another house, perhaps yours or
mine.

We have ample evidence that the risks associated with high LTV
lending can be managed. One example is the Community Advan-
tage Program that has funded affordable mortgages to 50,000
lower-income, low-downpayment borrowers nationwide. The results:
Defaults are low, and the median borrower accumulated $20,000 in
equity through the end of 2009.

This is just one example of how high LTV lending makes sense
for lenders and for households when done right, in this case
through fixed-rate, 30-year amortizing mortgages underwritten for
ability to repay.
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The private mortgage insurance industry provides on a larger
scale another answer to the right way to support high loan-to-value
lending. An industry built on insuring mortgages with low
downpayments has weathered the mortgage crisis, paid substantial
claims without Federal support, and even managed to attract new
capital.

Three principles contribute to this outcome. First, as we have
heard, are the countercyclical reserving requirements imposed by
State insurance regulators. These days, we hear a lot about regu-
latory failures, but here is one story of regulatory success. The sys-
tem of State regulation, combined with Federal oversight, played a
critical role in maintaining systemic stability, and its principal ele-
ments should be preserved.

Second are the standards set by mortgage insurers themselves,
because their interests are aligned with keeping the borrower in
the home. From underwriting through foreclosure prevention, they
live or die by whether they get this right.

And a third virtue of the mortgage insurance industry lies in its
role as a pooler of risk. Mortgage insurance companies smooth risk
out more efficiently, across multiple lenders, across securities, re-
gions, and by reserving across time periods. In this way, they bring
efficiency and stability to the entire system.

But mortgage insurance only covers a portion of the high loan-
to-value loan market. During the bubble, less regulated alter-
natives became increasingly cheap relative to the institutional
monoline sources, both primary mortgage insurance and FHA.
Lack of consistent oversight enabled risk to be laid off where no or
low capital requirements existed.

At the time, this looked like innovation, but in hindsight it was
recklessness. The lesson learned is that an effective mortgage fi-
nance system must consider total system capital at risk on each
loan, inhibit capital arbitrage, and prevent a race to the bottom.

Justifiably, private mortgage insurance has special consideration
in the GSE charter and is a qualified residential mortgage factor
to offset risk-retention requirements. But this implies that this in-
dustry will play a critical role in determining who gets access to
homeownership. This is no small concern because today, barriers
are actually growing, particularly for those households and commu-
nities hit by the full cycle: first, by lack of access to capital; then,
by subprime lending; then, by foreclosures; and now, by income
losses and tight credit. Rebuilding will require the affirmative in-
volvement of all market participants.

Going forward, PMI insurance should have an important role in
the market, but let me suggest three provisos. First, policymakers
should maintain a level regulatory playing field, one that considers
long-term, systemwide risk-taking capacity. Second, mortgage in-
surers must be held accountable to public policy goals of enabling
access to safe mortgage products under affordable and transparent
terms that do not unfairly handicap some market segments. Fi-
nally, recognizing that some markets may still go underserved, it
is important to ensure alternative channels exist for innovation
and expanding constructive credit to those markets.

Thank you for the opportunity to testify, and I look forward to
your questions.
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[The prepared statement of Ms. Ratcliffe can be found on page
60 of the appendix.]

Chairman KANJORSKI. Thank you, Ms. Ratcliffe.

Next, we will hear from Mr. Anthony B. Sanders, distinguished
professor of finance at George Mason University, and senior scholar
at The Mercatus Center at George Mason University.

Mr. Sanders?

STATEMENT OF ANTHONY B. SANDERS, DISTINGUISHED PRO-
FESSOR OF FINANCE, GEORGE MASON UNIVERSITY, AND
SENIOR SCHOLAR, THE MERCATUS CENTER

Mr. SANDERS. Mr. Chairman and distinguished members of the
subcommittee, my name is Anthony B. Sanders, and I am a distin-
guished professor of finance at George Mason University and a sen-
ior scholar at The Mercatus Center. It is an honor to testify before
you today.

The Federal Government purchases or insures over 90 percent of
the residential mortgages originated in the United States. The pro-
liferation of government programs for homeownership purchase
and insurance of low-downpayment loans by the GSEs and tax in-
centives for homeownership were largely responsible for the hous-
ing bubble that occurred in the 2001 to 2006 period.

The problem is that public policy and risk management are inter-
twined, resulting in bubbles and devastating bursts. And the most
vulnerable households are the ones who are most often hurt. The
affordable housing crisis cycle must be broken.

Even though trillions of dollars were pumped into the housing
market during the last decade, homeownership rates rose from 67.8
percent in 2001, peaked at 69 percent in 2004, and declined down
to 67.4 percent in 2009, less than where they started in 2001. The
United States has comparable homeownership rates to other G—7
countries, even though they do not have entities like Fannie Mae
and Freddie Mac.

Given that there is a reasonable housing alternative in the form
of renting, rather than owning, it is time to rethink the crisis cycle.
We can break the cycle by getting private mortgage insurance and
banks back in the game and downsize the government involvement
in the housing finance area.

The problem is that the Federal Government offers explicit guar-
antees on residential mortgages, which makes it difficult for the
private sector to compete. This crowding-out phenomenon is exacer-
bated by the raising of the loan limits after the stimulus for the
three GSEs to $729,750 in certain areas, which has effectively
crowded out the private insurance market.

My recommendations are as follows:

Fannie Mae, Freddie Mac, and the FHA must downsize their
market shares to open up the market for the private sector again.
This can be done in the short run by curtailing the government
purchase and insurance of low-downpayment mortgages and a low-
ering of loan limits to pre-stimulus levels at first and then a grad-
ual phaseout of government insurance.

Second, alternatives to Fannie Mae and Freddie Mac, such as
covered bonds and improvement to private-label securitization,
must be implemented.
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In order for capital to return to the market, it is necessary to re-
store confidence. The newly created Bureau of Consumer Financial
Protection is generating significant uncertainty in the minds of in-
vestors as to how this agency will function. Congress should pass
clear guidelines and provide assurances that limit the reach of this
new agency.

Fourth, the long-run structure of Fannie Mae and Freddie Mac
must be resolved as soon as possible. However, true changes are
not possible if the Administration and Congress insist that there
must be an explicit guarantee. I do not see any way that the explo-
sive combination of public policy and prudent risk management can
work together. It failed in the housing bubble and crash, and noth-
ing has been done to prevent this from occurring over and over
again.

Thank you for the opportunity to share my thoughts with you.

[The prepared statement of Dr. Sanders can be found on page 81
of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Sanders.

We will now hear from our next witness, Mr. John Taylor, presi-
dent and chief executive officer of the National Community Rein-
vestment Coalition.

Mr. Taylor?

STATEMENT OF JOHN TAYLOR, PRESIDENT AND CHIEF EXEC-
UTIVE OFFICER, THE NATIONAL COMMUNITY REINVEST-
MENT COALITION (NCRC)

Mr. TAYLOR. Thank you, Chairman Kanjorski, Ranking Member
Garrett, and other distinguished members of this subcommittee.

And congratulations to those members of this subcommittee who
voted for and passed the Dodd-Frank regulatory reform bill. I think
that effort was owed to the American public and bodes well for con-
sumers across the land.

Private mortgage insurance also serves a vital part of America’s
system of mortgage finance by protecting lenders from losses asso-
ciated with mortgage defaults. Done responsibly, private mortgage
insurance can help those working their way up the economic ladder
to achieve the American dream of homeownership. Coupled with
the Community Reinvestment Act, private mortgage insurance can
help underserved people, including minorities, to gain access to
safe, sound, and sustainable mortgages.

Today, the business of mortgage finance has become the business
of the Federal Government. Without FHA, VA, Fannie Mae, and
Freddie Mac, most mortgage lending in America today would not
occur. NCRC is very concerned that the Federal Government is in-
creasingly positioning itself as the sole gatekeeper to homeowner-
ship and mortgage lending in America. And much of this is done
with the requirement of a government guarantee.

It is imperative that we increase the role of the free market in
producing and securitizing mortgages. The private mortgage insur-
ance companies assist in this goal while remaining unsubsidized,
without TARP funds—not that they didn’t apply—and without gov-
ernment guarantees.

The capitalization and reserve requirements placed on private
mortgage insurance companies by the government is a perfect ex-
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ample of how government regulation, coupled with free-market en-
terprise, can result in healthy and profitable business. In spite of
our great recession and the collapse of the mortgage banking sector
in America, all the private mortgage insurance companies remain
standing, indeed have even expanded their ranks.

Having said all this, there are some improvements that I hope
this subcommittee and the Congress might consider making to this
industry.

First, regulation of the private mortgage insurance industry oc-
curs on a State level. We believe the industry and consumers would
be better served by having Federal standards regulating this indus-
try. Consumers, in particular, would benefit from having these new
standards under the purview of the new Bureau of Consumer Fi-
nancial Protection.

Second, data currently available on the performance of the pri-
vate mortgage insurance companies is limited and raises more
questions than it answers. The FFIEC prepares disclosure, aggre-
gate, and national aggregate data reports on the private mortgage
insurance activity. To their credit, the private mortgage insurance
companies voluntarily provide data on the disposition of applica-
tions for mortgage insurance using some categories of information
used on the HMDA, the Home Mortgage Disclosure Act.

In preparation for this hearing, NCRC analyzed the voluntarily
provided data. There is enough evidence of disparity in the mort-
gage insurance access between Whites, Blacks, and Hispanics to
suggest that Congress should enhance the data collection and in-
crease the transparency on the performance of this industry.

This data collection should be mandatory and include data on
cost of premiums and amount of losses incurred by the various pri-
vate mortgage insurance companies. Such additional information
will assist us all in determining whether the denial disparities are
based on sound business practices or have some basis in discrimi-
natory practices. This will ensure fairness in that industry.

NCRC would recommend that the Bureau of Consumer Financial
Protection make recommendations on reasonable pricing standards
that the private mortgage insurance company industry can employ
to ensure that premiums are not keeping working-class, responsible
borrowers out of the homeownership market.

Further, we should explore the possibility of the lender sharing
in the cost of the private mortgage insurance, since the benefit of
insurance really directly accrues to the lender.

Next, when a homeowner has reached the 20 percent equity
threshold of ownership in their home, there should be a seamless
and automatic allowance for borrowers to withdraw from the mort-
gage insurance product that is no longer necessary for these bor-
rowers. Currently, some lenders do a better job than others at
alerting consumers about their having reached that 20 percent
threshold.

Finally, the appraisal methods, including automated valuation
models, used by many private mortgage insurance companies ought
to be scrutinized. We should learn once and for all from the injury
done to our system of mortgage finance by shoddy, quick, and inac-
curate appraisals.
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In conclusion, private mortgage insurance is vitally important to
our national system of mortgage finance and can help refuel our
economy by expanding opportunities for safe and sound mortgage
lending to those who do not have the ability to make a 20 percent
downpayment.

Let me close by saying, to answer your question, Mr. Chairman,
I do believe we need a federally sponsored securitization sector.
And I think that what is prohibiting, really, the private sector from
being successful today, more than anything, more than anything
we will talk about today, is the fact that people no longer trust for-
eign governments, companies’ pension funds. They don’t trust
America now to come and invest in here. We have to change that.

And I think the law you just passed, more transparency, more
accountability, sends a very strong message to the world that it is
safe to come back and reinvest in America. Because the banks and
everybody else do not have the money unless we have investors.

So hopefully, we are beginning to turn the corner and say to the
world, our economy is stable, we are bottoming out on housing
prices and housing values, and there is more accountability, it is
safe to come back to America and reinvest in America’s economy.
And T think that is going to help to, as much as anything, boost
the private sector in being able to provide mortgages and to have
the mortgage insurance companies support that.

[The prepared statement of Mr. Taylor can be found on page 101
of the appendix.]

Chairman KANJORSKI. Thank you very much, Mr. Taylor.

Our last witness will be Ms. Deborah Goldberg, hurricane relief
program director of the National Fair Housing Alliance.

Ms. Goldberg?

STATEMENT OF DEBORAH GOLDBERG, HURRICANE RELIEF
PROGRAM DIRECTOR, THE NATIONAL FAIR HOUSING ALLI-
ANCE

Ms. GOLDBERG. Thank you, Mr. Chairman.

Chairman Kanjorski, Ranking Member Garrett, and members of
the subcommittee, I want to thank you for the opportunity to tes-
tify here today on behalf of the National Fair Housing Alliance.

In the face of our current foreclosure crisis, some say that we put
too much emphasis on homeownership. We at NFHA take a dif-
ferent view. We continue to believe that homeownership, done
right, can be a viable path to building wealth and economic secu-
rity. It is one of our most promising tools for eliminating the enor-
mous racial and ethnic wealth disparities in our country.

But we need to understand how to make homeownership both
achievable and sustainable, and also understand clearly the forces
that have worked to undermine sustainability in recent years. Only
then can we avoid repeating our past mistakes.

In this context, we believe that private mortgage insurance has
a very important role to play in expanding access to homeowner-
ship for those with limited wealth, particularly people of color. The
requirement for a 20 percent downpayment on a mortgage is a big
barrier for many people who could otherwise be very successful
homeowners. Private mortgage insurance makes it possible for
families with limited wealth to put less money down and still get
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a mortgage. This benefits the homeowner, the lender, the investor,
and, of course, the private mortgage insurance company.

You asked whether additional consumer protections are needed
with respect to the private mortgage insurance industry. And one
concern for us is the fact that PMI is sold directly to the lender and
not to the borrower. This means that borrowers can’t comparison-
shop for the best deal. It also gives insurers an incentive to make
the product as profitable as possible for their customers, the lend-
ers, rather than as cost-effective as possible for borrowers.

A situation like this calls out for greater transparency and over-
sight than we have now in the private mortgage insurance market.
In other markets, this kind of situation has opened the door to ad-
verse practices and discriminatory treatment. And we urge the sub-
committee to make sure that is not happening in this market.

Another issue of great concern to us, from both a fair-housing
and a broader consumer perspective, is the use of credit scores for
underwriting and pricing private mortgage insurance. We have
long had concerns about the impact of credit-scoring models on peo-
ple of color, who have lacked access to the kind of mainstream fi-
nancial services that help boost scores.

Recently, we have seen credit scores drop even when consumers
continue to make all of their payments on time, as lenders lower
credit limits in order to minimize their risk exposure. And research
suggests that certain loan features—research that one of my co-
panelists has done—certain loan features, such as prepayment pen-
alties and adjustable interest rates, along with loan distribution
channels, are more important in explaining loan performance than
are borrower characteristics.

But credit-scoring models do not make this distinction between
risky borrowers and risky products. This places borrowers of color,
whose communities have been targeted for risky products, at a tre-
mendous disadvantage.

We urge the subcommittee to look at this question in more detail.
It has profound implications for the future, not just for access to
PMI, but also for many other aspects of people’s lives.

The Federal Government has a unique relationship to the PMI
industry, having done quite a bit to create a market for this prod-
uct. One example that has been cited by several of my co-panelists
is the charter requirement that prohibits the GSEs from pur-
chasing loans with LTVs above 80 percent unless those loans carry
a credit enhancement.

The recently enacted Dodd-Frank Wall Street reform bill also
creates a carveout for private mortgage insurance. As a result, it
is our view that the Federal Government has both an opportunity
and an obligation to make sure that the industry operates in a
manner that is fair and nondiscriminatory.

In particular, Congress, the public, and ultimately the industry,
as well, would all benefit from having access to more detailed infor-
mation about how private mortgage insurers operate. This includes
information about underwriting standards and also where, to
whom, and at what price mortgage insurance is being offered.

It could also include information about the impact of mortgage
insurance on loss-mitigation outcomes for borrowers facing fore-
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closure. This is a question the subcommittee raised, but there is no
publicly available information on which to base an answer.

Better data on a range of issues related to private mortgage in-
surance and its impact on the housing finance system would put
us all in a better position to have an informed debate about what
the system of the future should look like. You can make such data
available, and we urge you to consider doing so.

Thank you for the opportunity to testify here today. I look for-
ward to your questions.

[The prepared statement of Ms. Goldberg can be found on page
50 of the appendix.]

Chairman KANJORSKI. Thank you very much, Ms. Goldberg.

I guess I am the first one on the firing pad today, so let me go
back and just see if I can pick up.

Could everybody on the panel, just have a show of hands, who
would support a secondary market?

Okay.

Oh, a slow “yes.”

Mr. SANDERS. Clarification.

Chairman KANJORSKI. I think the impression that I received, at
least, from the opening statement of Mr. Hensarling, was that we
ought to really do away with the secondary market and govern-
ment involvement therein. And I think there is a large portion of
the American population who are taking that sort of tea-party ef-
fect—I am sorry, I didn’t want to suggest that comes from a par-
ticular element—but that they follow that thought process.

And on the other end—

. 1§?/Ir. GARRETT. Constitutionalist? Is that the word you are looking
or?

Chairman KANJORSKI. Constitutionalist? I did not see that in the
Constitution, but you may be right.

This morning, I had the pleasure of sitting in on a briefing from
Dr. Shiller and Dr. Zandi, which went over and explained the real
estate market for the last 40, 50, 60 years, or perhaps 100 years,
which was quite revealing and interesting, insofar as the bubble
that occurred in 2006 to about 2009 was extraordinary and a one-
time deal in the last 100 years. Other than that, real estate was
in a relatively staid and standard position without great fluctua-
tion.

And, quite frankly, neither one of them attributed any particular
action to that, other than the changing from risk investment in the
stock market in equities to risk investment in the real estate mar-
ket, for one reason or another. And they looked at it as the bubble
in the early 1990’s and late 1990’s and then moving into real estate
in the 2004 or 2005 period.

That all being said, everybody is trying to do a postmortem here
and find a guilty party. I thought we had one, but that slow motion
of the hand said we did not.

In reality, I think we all have to accept the fact that the real es-
tate market is a fundamental part of the American economy. If the
real estate market doesn’t stabilize and then improve, we do not
have a great deal of hope for stabilization of unemployment and for
a good recovery to the middle-class economy that we were blessed
with for almost 20 years.
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Would the panel agree? And if you disagree, speak up as to what
your disagreement is.

Nobody heard my question, so they don’t know whether they
want to commit.

Does George Mason want to speak to that?

Mr. SANDERS. Oh, the guy from George Mason, yes. Thank you.

I agree, the real estate market is a fundamental part of the U.S.
economy. I disagree with Mr. Shiller and Mr. Zandi. Again, if you
look clearly at the evidence, when we pumped trillions of dollars
into the housing market over the 2000’s and we, at the same time,
lowered downpayment requirements, rates fell, etc., you were going
to get a housing bubble, period.

And I don’t understand why I haven’t talked with Mr. Shiller be-
fore about this, and—

Chairman KANJORSKI. If I may interrupt you for a second,
though, not too far from where you are sitting, if you moved over
to Ms. Ratcliffe’s position, about 5 years ago Alan Greenspan testi-
fied before our full committee, and he was sitting right in her seat.
And he said he was not worried at all about a real estate bubble;
it just was not going to occur, did not occur, and it was nothing for
us or anyone else in the country to worry about.

That was in 2005. Precipitous, because at that precise moment
very strange things were beginning to happen in the real estate
market, and all of us were a little worried. But, not having the ex-
pertise of Dr. Greenspan, we relied on him for his expert opinion.

Subsequent to that, he has apologized for having been dead-
wrong on the issue. And I think that shows a big man and a good
man, but, nevertheless, he was wrong.

You do not feel that he was wrong? Or do you feel it does not
matter? I am not sure I get the—

Mr. SANDERS. Oh, do I think Alan Greenspan was wrong? Two
reasons: one, he confessed he was wrong; and two, when all of us
looked at the housing prices going up like this, and simultaneously
Freddie and Fannie’s retained portfolio is going up about the same
speed, we all knew that something has to give.

Why Mr. Greenspan didn’t choose to recognize that is—who
knows? Maybe he thought it was a new plateau. But I can guar-
antee you other people at the time were scared about what was
going on in the market.

Chairman KANJORSKI. Yes, sir?

Mr. TAYLOR. Chairman Greenspan was the ultimate libertarian.
And perhaps he was locked into that ideology as a way of not being
able to respond to what was going on.

The real estate market is absolutely an important part of our
economy, but we need a system of checks and balances. And if we
learn nothing else from this hearing today, it is the system of
checks and balances over the mortgage insurance industry that re-
quired capitalization of 25 to one. Fifty cents of every premium dol-
lar that came in was put into a reserve so that they could survive.

Mr. Hensarling said earlier—I am sorry he is not here; I wanted
to get to agree with most of what he said, and that is a rare occur-
rence for me—that it appears the MIs somehow weathered the
storm. It wasn’t “somehow.” It was because we had regulation that
required them to be adequately capitalized.
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Had we done that with the rest of the industry, and if there was
enough oversight of the rest of the industry, we could have avoided
a lot of the problems and still had a healthy real estate practice.

Chairman KANJORSKI. So I am supposed to conclude that regula-
tion may sometimes be a good thing?

Mr. TAYLOR. Yes.

Chairman KANJORSKI. In this era, I do not often hear that.

Ms. Ratcliffe, you were shaking your head. Do you agree with
that position?

Ms. RATCLIFFE. I entirely agree. There are a couple of dimen-
sions that are worth exploring. One is the issue of regulatory cap-
ital requirements being inconsistent across the industry that led
lending to occur in places there were no capital or very cheap cap-
ital requirements that led to much of the bubble.

One of the great ironies, I think, given the discussion we are
having today, is the issue of AIG who, in their credit default swap
business helped inflate the bubble and needed substantial billions
of dollars of government support. They are the parent company of
a mortgage insurance company who followed these capitalization
rules when they took credit risk on mortgages. Right there within
one company, you see this example of capital arbitrage that we
need to make adjustments for in this. Thinking about the sec-
ondary market reform, we have to think beyond whatever quasi-
government agency you have to the rest of the playing field.

Chairman KANJORSKI. Should there be a bar to the nexus of
those two companies in the same structure?

Ms. RATCLIFFE. I'm sorry?

Chairman KANJORSKI. Should there be a bar to having a nexus
or relations between those companies existing in the same struc-
ture?

Ms. RATCLIFFE. Again, I think if we set common capital require-
ments, that wouldn’t necessarily be necessary.

Mr. SINKS. If I may take a shot at that, not speaking on behalf
of AIG, but speaking on behalf of the mortgage insurance compa-
nies, I would submit there is a bar.

The mortgage insurance companies are controlled by the State
insurance departments, and they have the ability to control what
goes in and out of that company. So despite the fact it was part
of the very broad AIG organization, I would submit, again in a gen-
eral sense, that capital was, in fact, walled off and the policy-
holders were protected.

Chairman KANJORSKI. Very good. I now recognize the gentleman
from New Jersey, since I have also taken additional time.

Mr. GARRETT. Thank you, Mr. Chairman.

Let me start, a quick show of hands, how many think anyone
who wants to get a loan, a home loan, should have to, in one way
or other, go through the Federal Government, rely upon the Fed-
eral Government?

Okay.

And how many think that the Federal Government should essen-
tially be backstopping or underwriting where we are, around 99
percent of loans, high LTV loans or otherwise?

Good. So somewhere in between then. All right.
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On your point, Mr. Taylor, that Mr. Greenspan is the ultimate
libertarian; I don’t know. A lot of people now in retrospect say his
monetary policy was one of the reasons that brought us to that
bubble that Mr. Sanders was speaking to before. And I think most
libertarians would say that the central bank should not be playing
that role. But you can debate that.

Professor Sanders, you saw that chart, that is the chart. The
blue is showing where 99 percent of the high LTVs are being un-
derwritten by you and I, and everybody else in the room, the Amer-
ican taxpayer. Is that where we want to be? Are you concerned
about this?

Mr. SANDERS. The answer is it is not where we want to be, and
we should be extremely concerned about this. Again, the same
thing I said before, if Genworth or MGIC or one of the other pri-
vate mortgage insurance companies want to go out and underwrite
a 3 percent down mortgage, and they are going to do it and suffer
the consequences of their folly if it fails, so be it.

Again, as I said, Fannie, Freddie, and the FHA have this com-
bustible joint process where they are doing public policy and risk
management. And guess which one wins out, so we end up with a
market capture of 99 percent.

In addition, although you didn’t bring it up, if we take a look at
the percentage, 99 percent and over LTV occurring now, you have
all of the GSEs, doing about 40 percent of their business, is low
LTV lending.

Once again, I sympathize with all of the people who say that
they would like to see homeowners get that. You just have to un-
derstand, that is bubble creating. That creates another one of these
incredible wave-type effects, and it is not good for the stability of
the economy.

. M;" GARRETT. Mr. Taylor, you talked about the adverse market
ees?

Mr. TAYLOR. Am I going to get to respond this time?

Mr. GARRETT. Yes. You discussed the adverse market fees that
the GSEs are charging. Can you elaborate on the fees and what
that all means?

Mr. TAYLOR. Yes. They have defined that they get to charge 25
basis points in addition to what they define as adverse markets
a}rllywhere in the country. We are actually quite concerned about
that.

Mr. GARRETT. Why?

Mr. TAYLOR. Because we think it is unfair. The notion that be-
cause somebody lives in a declining market, that somehow they
have to pay a premium seems fairly anti-American to me. You
ought to be able to judge the person on their capability, their indi-
vidual financial status, and their creditworthiness and so on, not
by the neighborhood they necessarily live in. In fact, that is pre-
cisely why we created the Fair Housing Act and other laws to pro-
hibiﬁ these kinds of discriminatory practices just based on geog-
raphy.

Mr. ?GrARRETT. What would the GSEs say if they were sitting next
to you?

Mr. TAYLOR. That they have an incredibly bad balance sheet, and
they are doing everything they can to create strong, positive cash
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flow that will, when they separate out all of those bad assets, leave
them standing.

Mr. GARRETT. Two points. Your one point you make is: Yes, that
may be true, but they are making it on the backs of those people.
That is your point.

Mr. TAYLOR. I agree, yes. I agree with my point.

Mr. GARRETT. I just wanted to get that out.

The second point here is, how are they using those fees?

Mr. TAYLOR. I think they are using it to create profitability for
the GSEs, and hopefully sustain themselves into the future. I'm not
sure if that is getting at your point.

Mr. GARRETT. Yes. You can make the argument, hey, we have a
bad balance sheet and we want to put this aside as reserves.

Mr. TAYLOR. They are also concentrating on the safest and the
easy to make—they have raised their credit scores in terms of who
they are willing to make loans to. They are doing stuff that essen-
tially is survival stuff for them.

Mr. GARRETT. Ms. Ratcliffe?

Ms. RATCLIFFE. I wanted to add that not only is it not fair to
apply those kinds of pricing factors, but it is procyclical. That is ex-
actly what we have been talking about. If you layer additional costs
on in weaker times and take them out in good times, you end up
exacerbating upsides and downsides.

Mr. GARRETT. I didn’t think about that part of it. Thank you.

Chairman KANJORSKI. In fairness, before I recognize the next in-
dividual, the chart was beautiful, Mr. Garrett, except I do want to
indicate it is misleading, because I think the chart showed 99 per-
cent or 97 percent, but this morning, Inside Mortgage Finance re-
leased facts and information to indicate that it has fallen from 97
percent to 82 percent, and that was an extraordinary period of time
that it went up to 97 percent. So I don’t think we should allow the
impression that it has been and continues to be at 97 percent.

Mr. GARRETT. These are LTV loans, high LTVs. I think they are
still at 99 percent. Overall, it has come down, but not the high
LTV.

Chairman KANJORSKI. We will check it out. Would it be sur-
prising if they stay up and everything else goes down?

Mr. GARRETT. No. That is part of the consequence, and that is
part of the concern.

Chairman KANJORSKI. We will check.

Mr. GARRETT. You put your chart over there. And we will have
our chart here.

Chairman KANJORSKI. We will have the war of charts. With that,
Mrs. Capito?

Mrs. CApITO. Thank you, Mr. Chairman.

Mr. Sanders, in my opening statement, I mentioned concerns I
have. I am the ranking member on the Housing Subcommittee, and
we worked on the FHA reform bill, and have been trying to work
on, with the Administration’s help, the FHA capital reserve fund.
As you know, FHA has played a much, much larger role in mort-
gage insurance than probably historically. I don’t know that, but I
assume it is close to that. Have you looked at the announced
changes on the premium changes and do you think this will have
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any effect on FHA market share and open up some of the private
markets? Do you have an opinion on that?

Mr. SANDERS. First of all, I also want to point out, not to pick
on Mr. Taylor, but when he mentioned Fannie and Freddie have
horrible balance sheets, we should ask ourselves: And how did they
end up with horrible balance sheets?

What is happening right now is, true, Freddie and Fannie have
increased their standards for purchasing loans. However, the FHA
has jumped in and filled the void so the whole point is, we still
have tons of these low-downpayment loans being made. It just
shifted. The FHA is now growing faster than Fannie and Freddie.

But having said that, I think that the proposed legislation on the
FHA is a very good thing. I think the fee schedules make a lot of
sense. I think even the FHA would agree that they would like to
actually have higher downpayment standards. Absolutely. They
have some data. They can see how this can happen again.

Mrs. CAPITO. They did raise some of their downpayment require-
ments for those with FICO scores of 570 or 580.

Mr. SINKS. 580.

Mrs. CAPITO. They raised them up to 10 percent. So I think that
is a recognition by the FHA. In your opinion, that may not be
enough.

Mr. SANDERS. Baby steps. The direction is great. I love to see it.
However, once again, I keep trying to make this clear, the more we
rely on low-downpayment loans, while it is very satisfying for many
households, and I appreciate it, the slow rental market, it is infla-
tionary in housing prices.

And again, and I want to make this point, I appreciate what the
FHA and Fannie and Freddie have done. On the other hand, if you
are sitting out in Las Vegas, California, Florida, etc., you have a
3 percent down loan, which you were encouraged to do, housing
prices fall 20 percent, how did we help out homeowners by encour-
aging them to take out a low-downpayment mortgage? These
households are devastated.

Again, we have to rethink shoving everyone into low downpay-
ment. To say that the housing market is now stable and will never
go up again, like Mark Zandi says, I think that is ridiculous. We
have set the table. Warning, we have set the table for another
lurch and crash. I don’t want to see that again, and I don’t think
anyone in here really wants to see that either. But I think the FHA
is a good step forward.

Mr. SINKS. If I may, first of all, the housing prices have dropped
significantly in the markets that Mr. Sanders alluded to. And there
is a sense, and Mr. Zandi, for instance, will forecast the drop a lit-
tle more. But our sense of it at the Mortgage Insurance Companies
is that the worst is over in terms of the price drops. From peak to
trough, the worst is over, we believe.

The other thing is, I would not overemphasize the importance of
downpayment. It is a criteria, and the example used is an impor-
tant one. However, there are a number of factors that led to what
happened.

We talked about low interest rates and we talked about how easy
it was to get a mortgage. But also things like instrument types,



24

subprime mortgages, reduced doc loans, things of that nature. It
was much more than downpayment.

High-ratio lending can be done properly. It doesn’t necessarily
equate into high risk. What you have to be careful of is layering
risk, where you only have 3 percent down, you have 580 FICO
score and a BPI of 45 percent, when you layer all of those things
in, that is when you walk into a problem. So downpayment is an
important criteria, but we would submit it is not the only criteria.

Mrs. CapiTo. Excellent point. Thank you.

Ms. GOLDBERG. If I may add a comment to that, one of the other
things we saw in the dramatic increase in the subprime lending
and other kinds of exotic lending was a misalignment of interest
between the borrower and the folks on the other side of the table,
where people on the other side of the table were getting paid tre-
mendous amounts to put folks in loans that were not sustainable,
that had these many layers of risk that several of us have talked
about. So it is not like it happened organically. There were profit
motives and strong market forces driving people into those loans
when they were not really in their own best interest.

Mrs. CAPITO. Thank you. I would add this to that, coming from
a State like West Virginia which has some of the highest homeown-
ership in the Nation and some of the lowest foreclosure rates, we
don’t have the bubble of the real estate. We have responsible bor-
rowers who, when they sit down to pay their bills, they pay their
mortgage. That is the first check that they write. And so, there is
an element of personal responsibility here that sometimes I think,
not to say this is the only thing, and certainly there are people out
there taking advantage of