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LEGISLATIVE HEARING ON IMMEDIATE
STEPS TO PROTECT TAXPAYERS
FROM THE ONGOING BAILOUT OF
FANNIE MAE AND FREDDIE MAC

Thursday, March 31, 2011

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

The subcommittee met, pursuant to notice, at 10:03 a.m., in room
2128, Rayburn House Office Building, Hon. Scott Garrett [chair-
man of the subcommittee] presiding.

Members present: Representatives Garrett, Schweikert, Royce,
Biggert, Hensarling, Neugebauer, McCotter, Pearce, Fitzpatrick,
Hayworth, Hurt, Grimm, Stivers; Waters, Sherman, Lynch, Miller
of North Carolina, Moore, Perlmutter, Donnelly, Carson, Himes,
Peters, Green, and Ellison.

Ex officio present: Representatives Bachus and Frank.

Also present: Representatives Miller of California, Renacci; and
Watt.

Chairman GARRETT. Good morning. This hearing of the Sub-
committee on Capital Markets and Government Sponsored Enter-
prises is hereby called to order.

Without objection, all members’ opening statements will be made
a part of the record. And at this point, I yield myself 1 minute for
my opening statement.

And now that we actually have a gavel, it is official.

Today, we begin the process of considering specific legislation
that will take immediate steps to protect taxpayers from the ongo-
ing multi-billion dollar bailout of Fannie Mae and Freddie Mac.

I know those on the other side of the aisle will be critical of this
Congress about the pace in which this committee has formally con-
sidered legislation to address Fannie and Freddie. However, unlike
the last Congress, this committee is actually going to hold hearings
and allow members to study and examine legislative proposals to
end the bailouts and not simply pass legislation that actually
would do the opposite, encourage more of them.

Last Congress, our friends across the aisle refused to have any
real hearings on specific bills to address the largest bailouts of the
financial crisis. And so with the complete disregard by our Demo-
cratic colleagues of this bailout, we were compelled then to offer a
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bill absent any time, really, to fully debate and formally examine
legislative proposals addressing the GSEs.

It was literally the only opportunity that we have had to offer an
alternative to respond to the complete absence by our Democratic
counterparts to address the issues at all in the now sacrosanct
Dodd-Frank Act.

Today, we begin to do this process the right way, with our first
hearing on specific legislative proposals regarding the GSEs. And
we are going to have these hearings and go through regular order
to consider a wide array of proposals that this committee didn’t
have the opportunity to do last Congress.

So I look forward to reviewing the eight proposals before us
today, many of which I believe and hope the Obama Administration
will support. And I thank you all and look forward to the witnesses’
testimony.

And with that, I yield to the gentleman from Massachusetts.

Mr. FRANK. Thank you. Let me just preliminarily, before I start,
the ranking member of the subcommittee is on her way over from
the Whip meeting, so she, Ms. Waters, will be here.

I will now begin my statement. I am not surprised that the chair-
man of the subcommittee began not with any positive statement
about what he is planning to do, but by a defense of what they are
doing. The contrast between their rhetoric of last year and their re-
ality this year is overwhelming.

I am now hearing that the bill that they were very critical of us
for not incorporating into legislation last year wasn’t really ready
for primetime and that was the best they could do. They had all
year. The gentleman from Texas, Mr. Hensarling, introduced it in
March. It was in July when they asked us to act on it, and were
very critical when we didn’t.

I have seen the extraordinary spectacle this year of people on the
Republican side, Senator Corker, for one, asking for adult super-
vision from Secretaries Geithner and Donovan, people here being
critical because the Obama Administration hasn’t given them more
guidance on what to do.

And it reminds me of the kind of classic scene of the man in the
bar who is all ready to fight a very big guy and is being held back
by his friends and insists that his friends turn him loose, and then
they turn him loose, and he is immediately looking for somebody
else to hold him back.

The Republicans spent all last year telling us that they were just
ready to take on this tough issue of what to do about housing fi-
nance, after you get rid of Fannie Mae and Freddie Mac, and we
said it is a very tough issue and we should get to it this year, and
that was the way to deal with it, but they were raring to go, and
they were very critical that we hadn’t moved. They filed a bill in
March, a comprehensive bill, and were very critical of us in July
for not acting on this bill.

And the notion that because we didn’t let them perfect it, they
couldn’t get it perfected, of course makes no sense. They could have
talked to anyone they wanted to talk to. They could have had
whatever conversations they wanted.

What happened, of course, is it turns out it is a tougher issue
than they were prepared to acknowledge. And so what happens is,
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all last year, they were, “Let me at him, let me at him,” and they
were being held back. They were being held back by their Minority
status.

And then they got Majority status. Going from Minority to Ma-
jority status was equivalent to having your friend let go of your
coat, and now you have no excuse not to go fight the guy. And so,
they have been looking very much for someone to be the substitute
coat-holder, and they found it, the Obama Administration.

It is extraordinary to me that my Republicans colleagues, who
have been so disrespectful of virtually anything the Obama Admin-
istration has said, on this very difficult issue are trying to hide be-
hind it and are trying to say that they can’t really deal with this
until the Obama Administration tells them how to do it.

There are some specific pieces today, many of which I can sup-
port, and one or two which, I think, need some further work. But
it is a far cry from the comprehensive solution they had. I am, how-
ever, prepared to take “yes” for an answer.

I will give myself—if I can take another minute out of our time,
Mr. Chairman—I am prepared to take yes for an answer.

Chairman GARRETT. The gentleman is recognized for one addi-
tional minute.

Mr. FRANK. Thank you, Mr. Chairman. I have learned to take
“yes” for an answer.

What the Majority is now saying is that it is not as urgent as
they said. It is important, but the losses are not mounting. They
appear, in fact, to be somewhat diminishing. Yes, we should deal
with this. And much of what they are talking about now is rel-
atively non-controversial. There are one or two controversial pieces,
in the portfolio area mainly.

But the key question of, what do you do to replace Fannie and
Freddie, which will be abolished and should be abolished, remains
untouched. And so that tough issue, which they were so eager to
tackle last year, they are now acknowledging is harder than they
were prepared to acknowledge last year, and they are counting on
the Obama Administration to hold them back until they can get
some more time to figure out what to do.

We would reserve the balance of our time, Mr. Chairman, until
the ranking member can get here.

Chairman GARRETT. Thank you. And we so appreciate the gen-
tleman from Massachusetts exchanging his experiences in saloons.

And with that, I yield now to the gentleman from Alabama for
1 minute.

Chairman BacHUS. Thank you, Chairman Garrett.

As recent statistics and reports show, our housing markets re-
main very fragile, and housing is an important part of our overall
economy and of consumer spending. We are not going to be able to
revive our economy until we fix the housing market. And that is
why Congress must take some action to bring some certainty.

But it has to be thoughtful and deliberative action. And we have
started that with this process of introducing a number of measures
to address the failures of Fannie and Freddie.

The main thrust of this is the—Freddie and Fannie had tremen-
dous advantages over the private market, and over a several-year
period, it drove everything into Fannie and Freddie, which were
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government-run funds. And, of course, what happened in 2008 and
2009 only precipitated that.

Going forward, what we need to do, bottom line, is diminish in
a thoughtful way those advantages that Freddie and Fannie have
and ultimately get the government out of the mortgage financing
market and particularly the guarantee market.

So I appreciate that.

Chairman GARRETT. I thank the gentleman.

The gentleman from Massachusetts for 2 minutes.

Mr. LyNcH. Thank you, Mr. Chairman. I want to begin by thank-
ing all the witnesses for coming before us here today and helping
the committee with this work.

I just want to remind everyone that, together, Fannie and
Freddie now provide about 90 percent of the financing or guaran-
teeing of all residential mortgages in the country today. This is an
enormous market share, up from about 40 percent in 2006. And
without the financial support of the Department of the Treasury
and American taxpayers in 2008, the residential mortgage market
would be in even more desperate shape than it currently remains.

I understand that my colleagues on the other side have intro-
duced eight bills to eliminate the GSEs and wind down their prom-
inence in the mortgage market. The question is, as my colleague
from Massachusetts has asked, what will take their place?

I hope together we can devise a replacement for the GSE system
that allows the 30-year fixed-rate mortgage to remain available at
reasonable rates for creditworthy borrowers in a way that does not
continue to put the taxpayer at tremendous risk.

I look forward to hearing from our witnesses on how we can
move to the next generation of mortgage finance and wind down
the taxpayers’ investments in these GSEs.

Thank you, Mr. Chairman. I yield back.

Chairman GARRETT. And I thank you.

The gentleman from California, Mr. Royce, for 1 minute.

Mr. RoyceE. Thank you, Mr. Chairman. I thank you, also, for
your continued leadership on this issue.

The level of government intervention which contributed to the
housing boom is well documented. As a matter of fact, what is often
swept under the rug is the level of government intervention in the
junk loan market during the boom years.

Over the years, the GSEs acquired more than $1 trillion worth
of subprime and Alt-A loans, making them the largest buyer of
junk loans. Much of it goes back to the 1992 GSE Act and the af-
fordable housing goals, which for the first time mandated that the
GSEs dedicate a sizable portion of their business to affordable
housing.

This mandate on government-backed private institutions was a
recipe for disaster. As former Chairman of the Federal Reserve
Alan Greenspan said, their failure, Fannie and Freddie, is because
they paid whatever price was necessary to reach the goal. And
clearly, this was a mistake inspired by Congress.

That is why I introduced legislation to eliminate these goals and
correct one of the many errors in the GSE charter. It should be
made clear that the group of bills introduced this week is merely
a first step. Over the coming months, it is my hope that we will
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move additional legislation, and I think this is the only way to end
what Jamie Dimon labeled the biggest disaster of all time.

I yield back.

Chairman GARRETT. Thank you. The gentleman yields back.

The gentlelady from Illinois for 1 minute?

Mrs. BIGGERT. Thank you, Mr. Chairman.

As one of these eight bills, I have introduced H.R. 31, the Fannie
Mae and Freddie Mac Accountability and Transparency for Tax-
payers Act. H.R. 31 establishes in statute an inspector general with
FHFA, something that Congress failed to do originally, and this is
one agency that needs an independent watchdog.

It also gives this new IG authority—new authority to enforce the
law and hire expert investigators that expose fraud and abuse
within the GSEs and their regulator.

Three, it requires that this information be provided to the public
in regular reports that outline taxpayer liabilities, investment deci-
sions, and management details of Fannie and Freddie.

For example, one problem we found with Freddie and Fannie is
that they maintain a short list of just a few law firms that are al-
lowed to monopolize the foreclosure process by offering the
quickest, cheapest, and probably the least reliable service. This has
contributed to a broad array of problems, paperwork discrepancies
and fraud. These issues have to be investigated and resolved for
the sake of homeowners, for the sake of taxpayers, and for the sake
of housing recovery.

This bill would ensure that effective oversight tools are in place.
And with this bill, waste, fraud and abuse will no longer fly under
the radar.

I yield back.

Chairman GARRETT. And the gentlelady yields back.

Mrs. BIGGERT. Mr. Chairman, if I may, could I ask unanimous
consent to include a letter from the FHFA Inspector General on
H.R. 31 in the record?

Chairman GARRETT. Without objection, it is so ordered.

And to the gentlelady from California for 3 minutes. Yes, 3 min-
utes.

Ms. WATERS. Thank you, Mr. Chairman, for organizing this hear-
ing.

This is now our third hearing on GSE reform during the 112th
Congress. As I have stated at those previous hearings, I am com-
mitted to working with my colleagues on a practical, comprehen-
sive reform proposal to reshape our housing finance system.

That comprehensive proposal will inevitably need to include
shorter-term provisions to address how we transition from where
we are to where we want to be. Those measures must both encour-
age the return of private capital to the market, while also ensuring
that we do not disrupt our housing finance system and shake our
nascent economic recovery.

I think it is important to note that some shorter-term steps are
already being addressed as the GSEs go into conservatorship. For
example, the Federal Housing Finance Agency has raised guar-
antee fees, making GSE mortgages more expensive for borrowers,
and more accurately pricing risk. FHFA has also prohibited the
GSEs from launching new product lines.
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The office of the FHFA Inspector General has been established,
and the portfolios of Fannie Mae and Freddie Mac are being wound
down. Many of the proposals that we will consider today are to a
certain degree restatements of what is already occurring, and I am
willing to work with my colleagues on some reasonable refinements
of current practices. Some other aspects of the proposal accelerate
what is already being done or include more prescriptive direction
to regulators for how they should manage the conservatorships.

I think these are important debates for us to have, but we must
consider that if we move too precipitously, we run the risk of desta-
bilizing our economy. Three million more foreclosures are expected
in the next year, and home prices are 3 percent lower than they
were last year. Like many observers, I believe that the housing cri-
sis is far from over.

I am also eager for the committee to consider whether adopting
these shorter-term measures without considering comprehensive
reform is the best strategy. I think that most stakeholders would
like to know what is coming next before we start accelerating the
wind-down of what we have now. We must also ensure that our
regulators have the flexibility they need to respond to our still-vola-
tile housing market conditions and that their hands are not tied by
legislation that is too rigid.

Again, Mr. Chairman, I thank you for holding this hearing, and
I look forward to learning more about these proposals. And, of
course, I yield back the balance of my time.

Chairman GARRETT. And I thank the gentlelady.

The gentleman from Texas for 1 minute?

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

This is an important hearing. One of the things that was brought
out is that 98 percent of the mortgages that are being originated
in this country today have some form of government backing. And
as my colleagues on the other side of the aisle said, we don’t have
anything to replace it with. That is because these entities enjoy a
subsidized monopoly.

So what we need to do is to begin to provide space and oppor-
tunity for the private capital to come into the market, as long as
we provide lower guarantee fees to sanitize these mortgages, and
there is no incentive for private capital to come into these markets.

Our goal here is two things: first, to make sure that we shore up
and reduce any additional losses that Fannie and Freddie may
have; and second, to also provide opportunity for private capital to
come back in so that we will have robust housing finance markets
in this country.

But if we keep what we have been doing, we are going to keep
getting what we have been getting. And I think the American peo-
ple have spoken pretty loudly; they are tired of not only making
their mortgage payment, but they don’t want to make their neigh-
bor’s mortgage payment, as well, and basically if we continue down
the road that we are on right now, that is the direction we are
headed.

So I think this is a very important hearing, Mr. Chairman. And
I will look forward to hearing from our witnesses today.

Chairman GARRETT. Thank you.

Mr. Pearce for 1 minute?
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Mr. PEARCE. Thank you, Mr. Chairman. I appreciate the hearing
today. I am looking forward to it.

And we have one of the pieces of legislation that simply says the
debt has to be approved with each new issuance, and it is what
used to be, and we are simply requesting that we go back to that
kind of stable approach. But I am looking forward to the hearing
today, and thank you very much.

Chairman GARRETT. The gentleman yields back.

Mr. Fitzpatrick, for 30 seconds.

Mr. FrrzpATRICK. Thank you, Mr. Chairman, for the hearing.
Today marks an important first step toward a major correction in
our housing market and in our financial system. Fannie Mae and
Freddie Mac control about 95 percent of the secondary mortgage
market, and its access to easy capital has helped spur an unprece-
dented run on mortgages that, once it caught up to us, nearly
brought the economy to its knees, and as the house of cards began
to fall and implied government backing became a real one, to the
tune of $150 billion.

So let’s discuss how to get private capital back into the system
and immediately in the bailouts, while protecting current and fu-
ture homeowners.

Thank you, Mr. Chairman.

Chairman GARRETT. And I thank you.

And for the remainder of the time, which is, I think, 30 seconds,
the gentleman from California, Mr. Miller?

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

I hope this can be a bipartisan issue, because it is definitely a
national issue. We need to be very cautious in what we do. We
need comprehensive reform. But we need to look and ask, “What
did Freddie and Fannie do wrong? And how can we correct that?”

Without a doubt, they are outperforming the non-agency loans.
So irrespective of that, they are losing money, and we have to de-
termine what they did wrong to correct the problem.

But we need to be sensitive as this industry has been dramati-
cally impacted in recent years. And what we do here is going to
have an impact. My goal is to make sure it has a positive impact,
rather than a negative impact.

And so I hope we will look at this issue in a comprehensive way,
understanding the complexity that we are facing, and the impact
of the results of what we do.

I yield back the balance of my time.

Chairman GARRETT. Thank you.

Mr. DeMarco, once again, we welcome you back to our com-
mittee. And as you know, your full statement will be made a part
of the record. You are recognized for 5 minutes, and we welcome
you to the committee.

STATEMENT OF EDWARD J. DeMARCO, ACTING DIRECTOR,
FEDERAL HOUSING FINANCE AGENCY (FHFA)

Mr. DEMARCO. Very good. Thank you. Thank you, Mr. Chairman.
Chairman Garrett, Ranking Member Waters, and members of
the subcommittee, thank you for inviting me here. My written
statement covers the financial condition of Fannie Mae and Freddie
Mac, how FHFA is carrying out its conservatorship responsibilities,
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and FHFA’s views on certain proposals made this week by sub-
committee members. I will touch on just the last two at this point.

As conservator, FHFA has a statutory responsibility to preserve
and conserve the Enterprises’ assets, which I would group into four
broad categories: the legacy, pre-conservatorship book of business,
including investments, mortgages owned and mortgages guaran-
teed; the post-conservatorship book of business; the business plat-
forms, operations and processes of the two companies; and the peo-
ple who work at the Enterprises, the human capital who run the
business, manage the risk, and support the operations.

Preserving and conserving Enterprise assets protects taxpayers
from further losses, ensures market stability and liquidity, gives
lawmakers options for the future, and protects the future value of
the Enterprises’ intangible assets for future utilization and value
recognition for the benefit of taxpayers and markets.

As conservator, we oversee these assets so that value may be re-
turned to taxpayers from them in a manner to be determined by
financial market developments and the decisions of lawmakers.
These responsibilities entail challenging risk management issues.

For the legacy book of business, the key risk is further credit
losses from delinquent mortgages. For the post-conservatorship
book of business, the key risk management challenge is estab-
lishing appropriate underwriting standards and risk-based pricing.
The Enterprises’ business platforms, operations and processes
present multiple risk management challenges. We need to develop
and maintain the infrastructure supporting ongoing business in
order to preserve and conserve the value of the securities being
issued today, which have 30-year maturities backed by the tax-
payer.

Finally, preserving and conserving assets includes maintaining
each company’s human capital in the face of a very uncertain fu-
ture. Protecting taxpayer interests in the Enterprises requires each
company having experienced, qualified people managing the day-to-
day business operations.

I will now briefly summarize a few of my written comments on
the bills introduced earlier this week. I will begin with risk reten-
tion.

The proposed rule on risk retention issued by the agencies this
week does not classify Enterprise loans as qualified residential
mortgages. It stipulates that Enterprise single-family mortgage se-
curities are structured with a 100 percent risk retention by the
securitizer, that is, the Enterprise, obviously, the maximum pos-
siblekand far beyond the 5 percent retention required by Dodd-
Frank.

If the Enterprises were subject to the risk retention requirements
for non-QRM loans, they could be forced to hold on their balance
sheet 5 percent of the securities they issue. To impose such a re-
quirement would add nothing further to the Enterprises’ skin-in-
the-game or credit risk exposure. They already have 100 percent of
the credit exposure. However, such a requirement would require
the Enterprises to increase their portfolios by financing 5 percent
of their mortgage-backed securities themselves.

Retained portfolios. We are on a path to reduce the retained port-
folio of each Enterprise by at least 10 percent per year. The only
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material additions to the retained portfolios today come from re-
moving delinquent mortgages from the Enterprises’ mortgage-
backed securities. While some faster reduction of the Enterprises’
retained portfolios may be possible, a congressional mandate for a
significantly faster reduction could cost taxpayers unnecessarily.

New activities. FHFA is not permitting the Enterprises to offer
any new products or enter new lines of business. Their operations
are focused on their existing core businesses and on loss mitigation.
I support in principle a bill to codify this position of the agency. As
the subcommittee deliberates such a mandate, it may wish to con-
sider whether exceptions should be provided for products that ad-
vance other purposes of the transition.

Compensation. Retaining human capital and setting a compensa-
tion strategy in an environment of uncertainty requires a delicate
balancing act. I am concerned that overhauling the compensation
programs in place today by applying the Federal pay system to
non-Federal employees carries risk for the conservatorship and,
hence, the taxpayer. In my view, such an approach would increase
costs to the taxpayers and risk further disruption in housing mar-
kets.

And finally, guarantee fees. Since the beginning of conservator-
ship, FHFA has been steadily—has been overseeing steady in-
creases in guarantee fees for the Enterprises. FHFA expects to con-
tinue to evaluate further changes along these lines, and we look
forward to working with Congress on legislative approaches for de-
termining appropriate changes for the Enterprises’ strategy for set-
ting guarantee fees.

Thank you again for this invitation, and I look forward to our
discussion.

[The prepared statement of Acting Director DeMarco can be
found on page 97 of the appendix.]

Chairman GARRETT. I thank the gentleman for his testimony and
his full testimony, which we have seen previously. And I would at
this point yield myself 5 minutes.

Let’s go to the first point and the legislation that I have dropped
in, which deals with risk retention. This goes with Section 941,
15(g)(e)(3)(B) of the act of the law, which specifically exempts all
assets which are insured or guaranteed by the United States to-
ward any agency of the United States, but then the rest of the sec-
tion specifically says what? That Freddie and Fannie are not agen-
cies of the United States, and you, of course, agree with that.

So what is hard for me to see is that it is—Congress was explicit
in what that they are saying, that these are not agencies of the
United States, and therefore they should be under the same re-
quirement as in the private sector. But you are claiming in your
testimony here that you don’t have to worry about that. Why? Be-
cause of the, what, 100 percent guarantee functionality for this
type of risk, right?

Mr. DEMARCO. What I am stating, Mr. Chairman, is that what
Section 941 is designed to do is to have securitizers—that is,
issuers of an asset-backed security, including mortgage-backed se-
curities, to retain a portion—some economic interest in the credit
risk of the loans that are underlying that security.
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The way Fannie Mae and Freddie Mac undertake their
securitization, they are providing a 100 percent corporate guar-
antee of timely payment of principal and interest. That is retaining
100 percent of the credit risk. It can’t retain more of the credit risk
than that.

Chairman GARRETT. Yes, I understand that. I appreciate that. So
what happens, then, on the private-sector side is what? If they are
issuing an QRM, there is no problem? If they are issuing a non-
QRM, that is when the—under the rule, it comes out, what, they
have to retain the additional 5 percent?

Mr. DEMARCO. They have to retain 5 percent.

Chairman GARRETT. Right. And if they do that, what happens
then? They have to have additional capital with regard to that 5
percent. What happens there? That means that there is an addi-
tional cost, right, to that transaction?

Mr. DEMARcCO. Right.

Chairman GARRETT. Now, if the goal I think we have agreed on
here, if the goal is to try to get them to be able to facilitate that
marketplace and not simply have all the markets just continue to
go over to the GSEs, we can’t have that cost higher, right, than
what is over the GSEs. So that is why set—at least in my legisla-
tion—we would want to try to bring them on par.

So if your position is such as it is, walk through it with me, what
are some of the alternatives that we could do in order to make it
on par? Could we, for example—what could we do? Could we raise
the dividends that the GSEs are responsible paying back to the
Treasury, for example, in which case there would be a higher cost
here that would effectively go back and make these on a level play-
ing field? There is other legislation with regard to G-fees, correct?
Could we do something with G-fees, elevate them to an additional
point, again, to make it on a level playing field?

If my legislation as it is crafted right now doesn’t solve the prob-
lem on this area in risk retention, how can we do it, in your mind,
that is equal—takes care of the problem?

Mr. DEMARCO. Right. Three things, Mr. Chairman. I appreciate
the question. And you have already started to outline the answer.

Chairman GARRETT. Okay.

Mr. DEMARCO. The first 1s, in fact, G-fees. I do believe guarantee
fee pricing and continuing to make gradual adjustments there is an
important step. The second thing has to do with, whatever path is
taken to gradually recede back to the private market a portion of
the universe of mortgages originated that is not eligible for Enter-
prise purchase. And the conforming loan limit is the obvious mech-
anism for doing that.

So making adjustments with respect to the universe of mortgages
originated that are eligible for Enterprise purchase would be the
second way to gradually reintroduce a portion of the market that
would have to be financed out of the private sector.

And the third is fundamentally what you are trying to do at this
hearing and what the subcommittee is aiming to do over the long
term, which is comprehensive housing finance reform, so that for
private capital to truly come back into the mortgage market, it is
not just about removing Fannie and Freddie. Private capital is
going to want to know what the rules of the game are going for-
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ward—what is going to be the role of the government? What is
going to be the kind of oversight and regulation requirements that
are in place for private firms that want to enter into the secondary
mortgage market?

Now, the Dodd-Frank Act and the some of the provisions being
implemented—not just risk retention, but others—are part of that
step of providing clarity to private financial institutions that would
be considering re-entry in the market. So those are the three
things.

Chairman GARRETT. And in just the last 10 seconds, outside of
your field, what about the FHA, with the whole argument with re-
gard to the exemption? Should we be doing actions over there so
we don’t have everything simply flow over to the FHA?

Mr. DEMARcoO. I think that the role of the FHA is a very impor-
tant aspect of what I would expect the subcommittee to be looking
at in terms of housing finance reform. Whether risk retention is
the way to get at articulating the role of the FHA, I would think
maybe not. But I would really defer to the HUD Secretary on that.

Chairman GARRETT. Great. Thank you for your answers.

The gentlelady from California?

Ms. WATERS. Thank you very much, Mr. Chairman.

Let me wade into an area that has emerged as rather controver-
sial. Mr. Royce has the GSE Mission Improvement Act. The bill
would immediately repeal the GSEs’ affordable housing goals. And
you know what this is all about. In this whole discussion of the
subprime meltdown, it has been said more than once, I suppose by
Mr. Royce and others, that the GSEs’ affordable housing goals are
responsible for the GSEs’ problems and its meltdown.

I know that there are those who believe that somehow there
were too many people who could not afford mortgages who were ex-
tended mortgage opportunities. I want to know, did the GSEs
change its criteria—its underwriting criteria, I suppose you would
call it—for buying up these mortgages from Countrywide and other
places? Did they somehow do something that would cause these
goals to be undermined?

Mr. DEMARcCO. Congresswoman Waters, I think it is pretty clear
that Fannie Mae and Freddie Mac both took steps to reduce their
underwriting standards, particularly in the 2005 to 2008 period.
So, yes, they reduced their underwriting standards. They took on
more risk. They did invest in mortgages of a quality that they, in
earlier days, would not have.

And I believe that their pursuit of some of these riskier mort-
gages was motivated by three things: a loss of market share; want-
ing to make money; and housing goals.

Ms. WATERS. All right. If they had stayed with their criteria,
would that have been a different story? Would the results have
been different if they had maintained the criteria that had been es-
tablished for purchasing these mortgages?

Mr. DEMARcoO. If they had not reduced their underwriting stand-
ards, I think that the housing crisis that we have had, the losses
they have had would not have been as great. But they still were
taking on a lot of credit risk, and a lot of the losses that they have
absorbed have come from prime, traditional mortgages, because of
just the tremendous decline in house prices, and the tremendous



12

and persistent unemployment that we have had, and because of the
tremendous amount of leverage on the balance sheet of house-
holds—

Ms. WATERS. Can you tell me what percentage of the loss can be
directly traced to the change in the underwriting criteria or just
the economy? Do you know the difference?

Mr. DEMARCO. Sitting right here, Congresswoman Waters, I can-
not tell you that breakdown.

Ms. WATERS. All right. Are you familiar with any threats to the
GSEs by Countrywide or any of the other big banks indicating that
if they did not take everything that they were writing that they
would pull back all of their business and this would make the
GSEs less profitable, less competitive? Have you heard that?

Mr. DEMARcCO. I am not aware of such threats.

Ms. WATERS. Are you aware of any conversation from Country-
wide that was reported in the newspapers of that nature?

Mr. DEMARCO. I am not recalling it. I am not saying it hasn’t
been reported and that I haven’t even read about it. I am sorry,
Congresswoman Waters. I am not recalling it just sitting here.

Ms. WATERS. I know you may not be recalling it, but what I am
trying to find out is, as this meltdown took place, there was a lot
written about what was going on. One of the stories that
emerged—a lot of stories emerged, for example, around Country-
wide. And one of those stories had to do Countrywide, because of
the volume that they had involved with the GSEs, that they were
in a position to either work with the GSEs and allow them to pur-
chase these mortgages, or to block them and to not work with
them, and thus put the GSEs in a less competitive situation. Are
you not aware of that—those reports in any shape, form or fashion?

Mr. DEMARcCO. I am aware that Countrywide was a major pro-
vider of mortgages to both Enterprises. I am aware that book of
business has been particularly costly to both Enterprises. And I am
aware that the Enterprises were concerned about the loss of mar-
ket share as a result of mortgage originations by Countrywide and
others being financed or securitized through mechanisms other
than the two of them.

Ms. WATERS. All right. Thank you. I yield back.

Chairman GARRETT. Okay, thanks.

To the gentleman from Alabama, the chairman of the full com-
mittee.

Chairman BAcHUS. Thank you. And I appreciate your appear-
ance.

Two days ago, James Pressley wrote an article in Bloomberg
where he reviewed a book by four professors from the NYU Stern
School of Business. The title of the article is, “Godzilla Hedge
Funds Fannie Mae and Freddie Mac Were Guaranteed to Fail.”

It is a fascinating article about how they went from 4 percent of
the mortgage market to about 42 percent right before the meltdown
in 2008. And now they are financing well above that, 80 percent
or 90 percent. It is fascinating.

And Pressley at the end asked two questions, which we have dis-
cussed for really 2 years. And one—and these are authors of the
book, and I think most people on both sides of the aisle agree that
we have to wind down Fannie and Freddie.
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So my first question would be, how do you do that? Now, these
professors—I don’t know if you have read their book—

Mr. DEMARCO. I have not, Mr. Chairman.

Chairman BACHUS. Yes, they propose a bad bank, a good bank
and a bad bank. But the second thing they say—and it is a trickier
question, maybe—is what to do about Fannie Mae and Freddie
Mac’s second main function, to guarantee mortgages against de-
fault. So let’s focus on that, because I only have about 4 minutes.

Mr. DEMARCO. Okay. So—

Chairman BACHUS. Government continued to guarantee these
mortgages, whether they are private or public. And let me say this,
you disputed the view that explicit government guarantees of mort-
gages could rectify the problems created by the GSEs. In your testi-
mony to the last Congress you said that the argument for creating
an explicit guarantee was built on the presumption that the mar-
ket either cannot evaluate and price the risk of mortgage default,
at least not at an acceptable cost, or that the private market can-
not manage that amount of risk on its own.

And you added, “We might ask whether there is a reason to be-
lieve that the government will do better. If the government back-
stop is underpriced, taxpayers eventually may foot the bill again.”
And, that is the main concern on this side of the aisle, that if it
is not priced right, it won’t be the sellers or the buyers. It will be
the taxpayers.

Mr. DEMARCO. Right. So several things there. In terms of what
we can be doing now, I think the steps that we are taking are, in
fact, designed to assist the Congress in preparing for an ultimate
transformation.

And so that is why as conservator, we have taken the following
steps, that we are restricting the Enterprises to their core business
activities, we are gradually raising prices so as not to disrupt mar-
kets, but to move towards a more risk-based mechanism and a
mechanism more reflective of what purely private firms would do.
We are gradually shrinking the portfolio. As I said, the only thing
that really is being added to the portfolio are delinquent mortgages
being pulled from pools.

In terms of next steps, what we need is a clearer path forward.
The path that is available to me in the legislation, in the law that
exists today, would require us ultimately to—we are really at a
stalemate. The only alternative left is to put them in receivership,
which creates a limited life entity—which is, in essence, the bad
bank that you were referring to—but it requires the FHFA to then
re-issue the two charters as they exist under current law.

And, if T hear one consensus in the whole GSE realm, it was no-
body wants that, and so we are awaiting Congress to give further
direction in terms of what is the role of the government, including
whether there is going to be a role for limited or maybe not even
limited guarantee of mortgage credits in the United States, but to
define that. Getting that definition clear is going to be one of the
things that is going to allow private financial institutions to make
a better business determination about where it is they can enter
and actually apply their capital and make money in serving this
sector.
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So I think that while incremental steps are important and really
can help move us, fundamentally the market is going to want to
know what is the whole picture in order to know how they can de-
ploy private capital to serve the mortgage market.

And with respect to your—the quotes from my testimony last
year on guarantees, it can very well be a legitimate conclusion of
lawmakers for there to be some form government guarantee of
some portion of the mortgage market. I was trying to raise that it
is not without costs and without risk, and that is what everyone
is looking to lawmakers to sort of make those judgments.

Chairman BACHUS. And I guess what you have said is that the
Congress needs to act or the Administration?

Mr. DEMARCO. Yes, sir.

Chairman BAcCHUS. Thank you.

Chairman GARRETT. And I thank you. Thank you.

The gentleman from Massachusetts?

Mr. FRANK. Thank you.

Mr. DeMarco, as I—and I appreciate your very specific testimony
on the legislation. This is very helpful testimony. And I would say,
there is a fairly—on the whole moderate package—and as been
noted, a lot that the Administration agrees with—some of them are
tying down what is already being done.

So I am supportive of—the one question I had—first of all, let me
say, on risk retention, the gentleman from New Jersey is quite cor-
rect. He read the article—he read the bill. We covered them under
risk retention. And I am sometimes told, oh, well, but they really
are. Don’t worry about it. And I go back to my fundamental prin-
ciple of legislation: Prefer redundancy to ambiguity. If they really
are, what is the problem with saying so?

And as I listen to your testimony—the one problem appeared to
be—and I hope this is the only one that you see—that it would
complicate the portfolio situation, because you would have to
hedge—you would have to hold against them.

If we exempted—if we explicitly said—of this bill that you were
covered by the risk retention 5 percent, and exempted anything
held specifically for that from the portfolio, would that remove any
objections you would have?

Mr. DEMARcCO. I would have to think about that, Congressman
Frank. This is really not about whether they hold a piece of the
MBS. I don’t think—as I understand, what is explicitly written in
Dodd-Frank, the point of—

Mr. FRANK. Mr. DeMarco, let me put it this way. Look, nobody
ever likes to be told what to do. I understand that. But I am trying
to figure out what harm can come. I have to say, I am—

Mr. DEMARcCO. There is no harm.

Mr. FRANK. No harm? If we—

Mr. DEMARcoO. If the Congress of the United States is not con-
cerned about them building or retaining a larger retained port-
folio—

Mr. FRANK. But, Mr. DeMarco, though, in other words, if we
were to exempt or add to the retained portfolio allowance an
amount specifically equivalent to that 5 percent, then you would
have no—it would not cause you any problem?
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Mr. DEMARCO. As I understand the question, yes, sir, that is
right.

Mr. FRANK. Okay. I thought the question was pretty clear.

Mr. DEMARcCO. Well—

Mr. FRANK. Okay. The other issue, then, is on the retained port-
folio. And I say that because I am struck by this notion—people are
making this mistake that, oh, the downpayment percentage in the
qualified residential mortgage is too high. The notion that people
will not be able to make loans unless they can securitize without
risk retention I think is a great mistake.

Mr. DEMARCO. I agree.

Mr. FRANK. Wells Fargo has said they will. Smaller banks—port-
folio. We didn’t use to have securitization, so—but I appreciate
that, that it is only the portfolio.

The other impact in the portfolio—because the major difference
between this set of bills and the Administration, as I read it in sub-
stance, is the rate at which the portfolios get reduced—now, your
point is that a major—the offset to reducing the portfolios is the
need to take some bad mortgages and put them in portfolio. And
as I read your testimony, the problem is, you believe, if I am cor-
rect, that a requirement that you accelerate the sell-off will require
you to sell prematurely some assets which you might be able to get
more from if you held them. Is that accurate?

Mr. DEMARCO. Yes, sir.

Mr. FRANK. So if we were, again, in the portfolio limitation, in
the portfolio reduction, to make some allowance, some distinction
between sort of the good and the bad assets and gave you more
time to sell off the bad assets so that the reduction would be unre-
stricted with regard to the good ones, but give you some discretion
of the time you are selling the bad ones, again, that would meet
your problem?

Mr. DEMARCO. That would be much easier for us to implement.
I think it would be better for taxpayers.

Mr. FRANK. Okay, I appreciate that. Last point. I just want to
talk appropriately in your testimony—this is not about the bill—
about the legacy book of business and the post-conservatorship
book of business, because this goes to the urgency of moving right
away. And I believe that, since Congress gave the Bush Adminis-
tration the power to establish the conservatorship—and that was
done by Secretary Paulson in 2008—you are really talking about a
very different set of GSEs.

You say here, since conservatorship, underwriting standards
have been strengthened and several price increases have been initi-
ated to better align pricing with risk. I know we can’t be certain,
but based on what has been done, is it reasonable to assume that
you are not going to see future losses from the business now, any-
thing like what we saw before the conservatorship?

Mr. DEMARCO. That is certainly our anticipation.

Mr. FRANK. You are not likely to see that?

Mr. DEMARCO. Right.

Mr. FRANK. Thank you. I yield back.

Chairman GARRETT. And if the gentleman will yield just for—

Mr. FRANK. Yes, I would yield to the chairman.
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Chairman GARRETT. On your second point, with regard to put-
ting some sort of language in there, with regard to saying they
would have additional discretion for the bad book, for the bad
loans, okay, I understand that. But is there something in the pro-
posal now that would tie their hands in that regard?

Mr. FRANK. As I understand it—and I will be—

Chairman GARRETT. Yes, sure.

Mr. FRANK. As I understand it, if you have a general reduction
of the portfolio, it doesn’t differentiate.

Chairman GARRETT. Right.

Mr. FRANK. And that what they are saying is it—at the level at
which the portfolio would be mandated by this bill—and I generally
support portfolio reduction—that might force them to sell bad as-
sets—

Chairman GARRETT. In one year, and then something might go
wrong—

Mr. FRANK. Yes.

Chairman GARRETT. Okay.

Mr. FRANK. And so that they could have some discretion, maybe
to make an exception with the bad assets. So, it doesn’t specifically
say it, but by covering the whole portfolio, it doesn’t give them the
ability to differentiate.

Chairman GARRETT. I understand. Thanks. I appreciate it.

And with that, I yield to the vice chair of the subcommittee, the
gentleman from Arizona.

Mr. SCHWEIKERT. Thank you, Mr. Chairman.

Mr. DeMarco—and, first off, thank you. You have always—you
have been very kind to me and very forthcoming with many of the
questions we keep throwing at you. In sort of rapid fire, just as it
helps me understand some things, how many units, how many resi-
dential units do you believe the GSEs presently have the deed to?
How many do you own?

Mr. DEMARCO. A couple hundred thousand.

Mr. SCHWEIKERT. Are we over 200,000 now?

Mr. DEMARCO. Yes, indeed. You mean REO properties?

Mr. SCHWEIKERT. Yes, REO properties.

Mr. DEMARCO. A couple hundred thousand.

Mr. SCHWEIKERT. What is the mechanics right now? How many
units are you getting sold every month? Any idea?

Mr. DEMARcCO. The intake has slowed down a bit because of
some of the foreclosure processing problems. And I know that they
have been coming in at a faster rate than we have been able to get
them back out. I could get you the exact number, Congressman. I
don’t know it off the top of my head.

Mr. SCHWEIKERT. Because even in my short time here, that num-
ber looks like it is already up—I have been here, what, about 84
days, 85 days, and I think that is up about 20,000 from where we
were at the beginning of this year.

Mr. DEMARCO. That could well be.

Mr. SCHWEIKERT. And do you think some of the growth in inven-
tory is—you are processing foreclosures faster? Your short sales
aren’t going as quickly? Or just the process has cleaned up and you
are actually taking down the ones that had to be taken down?
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Mr. DEMARcoO. All of the above, plus the seasonality of the time
of year we are in with respect to sales.

Mr. SCHWEIKERT. Mr. Chairman, Mr. DeMarco, on the non-per-
formir;g portfolio of loans, how big is that? What is your best
guess?

Mr. DEMARCO. About 5 percent of their book, 5 percent on 30
million mortgages.

Mr. SCHWEIKERT. And mechanically you hold those, and if you
can’t mitigate something out, they go into the foreclosure queue?

Mr. DEMARCO. That is correct. But, the real emphasis and pri-
ority is, when loans start to go delinquent, Fannie and Freddie
want their mortgage servicers to be reaching out to delinquent bor-
rowers immediately and beginning loss mitigation procedures. That
is very, very important to us, and I think it is very important to
the taxpayer that it be done. And there is a great of effort and en-
ergy on that effort.

Mr. SCHWEIKERT. I am hopeful I get to a second round of ques-
tions, because I have a whole bunch of things on the servicer side
that—I am wondering if there are some better mechanics out there
we could help.

On principal write-down, your opinion? And would you also—for
many of us who have a great concern that—if that sort of becomes
aggressive stated policy, the moral hazard of, do we also start to
create an additional cascade of non-performing debt?

Mr. DEMARcoO. Sir, I think the question of principal reduction is
one for, really, the investor in the mortgage. There are investors
in private-label securities who, as I understand it, at least some of
them have expressed a desire and an interest that there is a way
of doing a principal write-down with an underwater mortgage, par-
ticularly if that mortgage can then be, through an FHA short refi
program, that the borrower goes over to FHA for a new mortgage,
is one example, that allows them to cut their losses, get their prin-
ciﬁal back, and take that remaining principal and invest it else-
where.

We have looked at that as conservator of Fannie and Freddie,
and we have examined it relative to the loss mitigation tools that
are available and their position in the marketplace as a more
longer-term participant. And it has been our conclusion that it is
not loss minimizing for Fannie and Freddie to be engaging in a
general program of principal reductions.

I would say a couple of things. Fannie and Freddie’s mortgage
book—the portion of it that is underwater today is much less than
the case in private-label securities. And the majority of it—the vast
majority of it is still performing, so these are performing mortgages
today, and we expect these households to continue to honor their
financial commitment. And, frankly, I think the households them-
selves are anticipating and fully expect to fulfill their commitment.

So the moral hazard question that you raise is one that if you
create an incentive for someone to find a way to not continue to
make a mortgage payment that they are capable of making, in the
Fannie and Freddie context, that would be shifting that loss to the
taxpayer, and that is something we are trying to avoid.

In fact, what we are experiencing is that the loss mitigation pro-
grams through loan modifications are households that have income
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and are committed to staying in their house can and should be a
very useful way to adjust the mortgage payments so that they can
retain homeownership and we can minimize losses. And, frankly,
the performance rate on loan modifications does not seem to be
variant to what the current loan-to-value of those mortgages are.

The final point I would say about Fannie and Freddie, with re-
spect to principal forgiveness, is that the way that book of business
has been done by Fannie and Freddie, a lot of the underwater
mortgages have mortgage insurance in front of them. So there is
a loss mitigant there for taxpayers that I want to make sure that
protection stays there, and principal forgiveness can complicate
that, as can second liens.

Mr. SCHWEIKERT. I thank you, Mr. Chairman. And for my next
half-an-hour of questions—oops, out of time.

Chairman GARRETT. Yes, okay.

Oh, the gentleman from California?

Mr. SHERMAN. Thank you, Mr. Chairman.

I can see how, once this crisis is over, we can divide up on philo-
sophical lines. I have read the complete works of Ayn Rand, or at
least I will claim I have, because I can state with confidence that
Ayn Rand says nothing positive about either Fannie Mae or
Freddie Mac. And if we were not in a crisis, we could divide up on
the role of government and overall philosophy.

But we are in a crisis. The economy is fragile. And we need to
be practical.

A double-dip recession is a very real possibility, and the most
likely way that will occur is another precipitous drop or long slide
in home prices. And loose talk here in Washington can add to that
crisis.

There are those on another committee talking about ending the
home mortgage deduction. That is a great philosophical debate for
good times. But right now, what it means is, why should anybody
in my district buy a home if a couple of years from now they are
going to lose their home mortgage deduction, and 5 or 10 years
after that, when they go to sell their home, it is going to sell 10
percent, 20 percent, 30 percent less than what it would otherwise,
some would see an even greater drop?

If we were to end the system whereby a Federal agency guaran-
tees qualifying conforming mortgage loans, we would see a dra-
matic increase in home mortgage costs, a dramatic decline in val-
ues. The dramatic decline in values would then lead to a dramatic
increase in defaults, and we would have a double-dip recession.

That is why I am a little concerned about the title of these hear-
ings, which talk about protecting taxpayers from the ongoing bail-
out of Fannie Mae and Freddie Mac. That may be a noble goal, but
we also have to protect taxpayers from the precipitous removal of
Fannie Mae and Freddie Mac from the housing system in this
country, and we have to protect taxpayers from a double-dip reces-
sion. A second dip could mean double-digit unemployment and
could make our situation even worse than that which we have re-
cently experienced.

Now, Mr. DeMarco, one issue is the size of the portfolio held in
the safes of Fannie Mae and Freddie Mac. How large is that port-
folio, adding the two agencies together?
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Mr. DEMARCO. $1.3 billion to $1.4 billion.

Mr. SHERMAN. Now if all of that was dumped on the market—

Mr. DEMARCO. Trillion. Sorry about that.

Mr. SHERMAN. What?

Mr. DEMARCO. Trillion dollars.

Mr. SHERMAN. Yes, I—I knew you meant trillion even without
the correction. If that was precipitously dropped on the market,
would Fannie Mae and Freddie Mac secure full value for the assets
they were selling?

Mr. DEMARcoO. No, sir, if you are talking about selling $1.3 tril-
lion all at once, no.

Mr. SHERMAN. In fact, if there was even a precipitous decline in
the size of that portfolio within any particular month, wouldn’t that
affect the market price of the assets being sold and cause Fannie
and Freddie to not be able to secure full value?

Mr. DEMARCcO. It could.

Mr. SHERMAN. I yield back.

Chairman GARRETT. I thank the gentleman.

The gentleman from Texas?

Mr. HENSARLING. Thank you, Mr. Chairman.

Welcome, Mr. DeMarco. Forgive me. I was at another meeting,
missed part of your testimony, and came in on part of the ques-
tioning of the ranking member. So if we are covering a little bit of
old ground, I apologize.

Following up on the questioning of the gentleman from California
dealing in the reduction of their portfolio holdings, the GSE report
from the Obama Administration itself says the PFPAs required re-
duction in this risk-taking by winding down their investment port-
folios and an annual pace of no less than 10 percent. So I suppose
that would be a minimum of a 10-year plan.

I think you mentioned in your written testimony—I didn’t hear
your oral testimony—I believe it was in your written testimony
that the GSEs are “on track to meet or exceed the 10 percent re-
duction.”

Mr. DEMARCO. Yes.

Mr. HENSARLING. I assume by definition, you do not define 10
years as acting precipitously. Is that correct?

Mr. DEMARCO. Ten years would not be precipitous, Congress-
man.

Mr. HENSARLING. Okay. Let’s talk about 5 years, for example.
One of the witnesses on the panel to follow you, Mr. Pinto, has said
in his testimony, “The natural liquidation rate being experienced
by these portfolios for 2010 had an annualized rate of 21 percent
and continued at the same annualized rate in January of 2011.” I
think you also noted in your written testimony, “Some faster reduc-
tion of the Enterprises’ retained portfolios may be possible.”

So if I am—and I looked forward to questioning Mr. Pinto, when
he—1I see him sitting there now—on the second panel, but he seems
to be under the impression that already these are being reduced on
a 5-year timeframe, so was the 5-year timeframe too precipitous,
yet 10 years is just right?

Mr. DEMARcCoO. Congressman, that question is basically impos-
sible to answer, because one doesn’t know what market conditions
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are going to be, and I can’t tell you what is going to—or how much
is going to be added to the portfolio—

Mr. HENSARLING. Thank you. I thought that was the answer, so
you clarified that for me.

In the Administration’s proposal—I say proposal, their list of
three options that I know you are very well familiar with—it seems
that option two and option three clearly include some form or facet
of Federal guarantee mechanism in the secondary market.

About 6 months ago, I believe it was before the full committee
in September, you seemed to question—call into question the gov-
ernment’s ability to accurately price these guarantees. Reading
from your testimony, you said the presumption behind the need for
an explicit Federal guarantee is that the market either cannot
evaluate and price the tail risk of mortgage default, at least at any
price that most would consider reasonable or cannot manage that
amount of mortgage credit risk on its own.

You went on to say, but we might ask whether there is a reason
to believe that the government will do better. If the government
backstop is underpriced, taxpayers eventually may foot the bill
again.

When I look at the record of the National Flood Insurance Pro-
gram, which is $19 billion in debt, when I look at the Federal Crop
Insurance Program, which has cost the Federal Government almost
$40 billion over the past decade, when I look at the PBGC, which
has a debt, I believe the last number I have is $23 billion and
counting, with an exposure of over $190 billion, I would seem to
agree that the track record of government for accurately pricing
this risk is questionable at best.

So my question to you is this. Have you changed your opinion in
the last 6 months on whether or not there is a credible reason to
believe that government could accurately price risk in the context
of the Administration’s proposal number two and three?

Mr. DEMARCO. Excuse me, Congressman. I have not changed my
opinion in the context of what I stated in that testimony, that there
would be risks and challenges for the government being able to do
that. I have not changed that opinion.

Mr. HENSARLING. Thank you, last question. I see my time is
winding down. I have heard many on the other side of the aisle
offer criticisms of those who are proposing reform plans, but isn’t
it true that if we don’t have a reform plan, the conservatorship that
Fannie and Freddie are presently in could not continue in per-
petuity? Is there a termination date—

Mr. DEMARCO. There is not a termination date set, no, sir.

Mr. HENSARLING. Okay. So if we don’t bring forth a reform plan,
we go to the status quo, and the status quo is conservatorship in
perpetuity. And I think the last estimate from CBO is that, as op-
posed to $150 billion of taxpayer exposure, we would eventually
end up at $400 billion. I see my time has expired. Thank you.

Chairman GARRETT. And I thank the gentleman from Texas.

The gentlelady from Wisconsin?

Oh, I am sorry. The gentleman from Massachusetts? You were
preempted before by the gentleman from California.

Mr. LYNCH. No problem. Thank you, Mr. Chairman.
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I want to thank Mr. DeMarco for your good work in helping the
committee.

One of the bills—one of the eight bills that has been proffered
by my friends on the other side of the aisle includes a provision of-
fered by Mr. Royce of California, my friend, that is called the GSE
Mission Improvement Act. However, part of this bill would repeal
the mission of the GSEs to serve the section 202 elderly market.
These are folks who are 62 years of age and older. We have a huge
demographic in this country of people 62 years and over. As baby
boomers retire, this is going to be a very critical part of the popu-
lation served by section 202 housing.

As someone who grew up in the old colony housing projects in
south Boston, and my involvement on the housing committee the
last few years, this section 202 housing happens to be some of the
most successful housing that we have in the country. It is the best-
managed. It is the cleanest. It is the safest. It is the most desirable.
And, again, with that demographic of folks coming into 62 years of
age and older, it is desperately needed.

In my district, I have half the City of Boston, I have the City of
Brockton, and 19 towns in between. I am at my wit’s end trying
to get more 202 housing in there.

I am very concerned about what this bill would do by eliminating
the mission of serving this market. And I am hoping that you
might be able to shed some light on that, what the impact would
be for that market and for those seniors who are served. What hap-
pens? What happens when we stop serving this market and this
202 housing goes away?

Mr. DEMARCO. Congressman, I am not—I could do some research
and get back to you about the particulars of the current activity of
Fannie and Freddie with respect to the 202 program. What I would
say is that, as I understand Congressman Royce’s bill, this would
be consistent with what the approach we are already taking in con-
servatorship, which is, if it is a line of business that Fannie and
Freddie are not already in, that they would not start doing it.

I presume from your question that this is something where they
are already active. And so my view of this that Fannie and
Freddie’s charter acts fundamentally require them to serve the full
range of markets that is available to them, that is, for which they
are eligible to participate, and I believe it would be our responsi-
bility as both regulator and conservator to ensure that they re-
mained active in serving all segments of the market that are avail-
able to them, that are part of their core business activities.

So I would not expect a reduction or elimination in housing goals
to necessarily alter what it is that they would be doing, because I
think that they have an overriding charter responsibility to be
served in the housing market.

Mr. LyNcH. I appreciate that. I just hope that we don’t forget the
history here. Section 202 housing was developed for seniors. You
have to be 62 years of age or older. You can’t—

Mr. DEMARCO. Yes, sir.

Mr. LYNCH. There is no other way to get into that housing. And
the reason that we had to come up with that model was because,
in the general family housing and elderly handicapped housing
model, because of the laws in this country, we had to include a lot
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of people in the old handicap/elderly model that their needs were
much different than elderly people.

If they were drug-addicted, handicapped, we had some horrific
experiences when we put seniors in the same housing with very
young people who were handicapped because of addiction to heroin
and whatnot. So we created this model to protect seniors and also
to better serve those people who were in addiction, because they
have a different set of needs. We bifurcated this. And so that is
why have 202 housing.

Mr. DEMARCO. Thank you, Congressman. That helps. And so,
again, to reiterate, my understanding of Congressman Royce’s bill
is it—the extent to which Fannie and Freddie are serving that
market today, I do not understand that bill would preclude them
from continuing to serve it, nor would I view it as responsible as
either regulator or conservator for them to be walking away from
a segment of the market just because the housing goals—

Mr. LYNCH. The bill would eliminate the provisions of HERA,
which established a duty of the GSE to serve the 202 elderly mar-
ket.

Mr. DEMARCO. And that is why—

Mr. LyNcH. If they are not going to serve that market, I think
it goes away.

Mr. DEMARCO. So that is what I am trying to be—

Mr. LYNCH. You are doing 90 percent of the mortgages through
the GSEs right now, so—

Chairman GARRETT. We will let the gentleman answer, and this
will be the—

Mr. DEMARCO. I am simply trying to express that—I am not per-
sonally aware of what portion of activity Fannie and Freddie have
in a 202 market today. If they are not serving it already, we are
not going to get them to start serving it. But if they are serving
it, I don’t see how removing the duty to serve requirement would
cause any change in their continued service to that segment of the
market.

Chairman GARRETT. Okay, thank you.

Mr. DEMARCO. And that is being consistent in what we have set
forth as conservator, that we are not getting them into new lines
of business.

Chairman GARRETT. I thank the gentleman.

Mr. LyNcH. I have exhausted my time. Thank you, Mr. Chair-
man.

Chairman GARRETT. Thanks a lot. I appreciate it.

The gentlelady from Illinois?

Mrs. BIGGERT. Thank you, Mr. Chairman.

Mr. DeMarco, for a couple of years now, I think I have been ask-
ing this question. You probably know what it is. It is about Fannie
and Freddie’s exclusive list of law firms that have handled the fore-
closures.

Reports have indicated that there are—that these few firms get
paid by the foreclosure, and there has been a rush to process those
foreclosures to increase earnings. And meanwhile, there are reports
of fraudulent paperwork among other paperwork problems. And
these have also been reported.
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I would actually ask to submit for the record the Washington
Post story dated December 23, 2010, “Rush to foreclose by Fannie,
Freddie helped feed problems with legal paperwork.”

Chairman GARRETT. I am sorry?

Mrs. BIGGERT. I asked to submit—

Chairman GARRETT. Without objection, it is so orderd.

Mrs. BIGGERT. Thank you. Back to the question.

What have you done to review the need for this exclusive list or
whether it should exist? Have you initiated audits of these law
firms? And how many?

Mr. DEMARCO. We have been doing a lot, in terms of taking a
close review of these law firms. Fannie and Freddie certainly have.
I think it is well known that a couple of them have caused a great
deal of difficulty and loss to the Enterprises. They have been tak-
ing steps to expand, and they have been expanding the range of
firms that are participating.

But, Congresswoman, to the core of your question, we are taking
a fundamental look at the use of and reliance on these firms as
part of the foreclosure process and process.

Mrs. BIGGERT. Has there been any—not just a review, but are
they being charged with anything?

Mr. DEMARCO. There are several firms that have been dismissed,
if you will, no further business is being done, and ongoing business
has been transferred. And, yes, there has been a heightened scru-
tiny of those that are continuing.

Mrs. BIGGERT. And did you do audits of these law firms? Is that
proper to do?

Mr. DEMARco. We do audits of Freddie and Fannie in terms of
how they manage counterparty risk. So as part of our examina-
tions, we have been undertaking additional exam activities to look
at how Fannie and Freddie are managing those counterparties.
Fannie and Freddie in turn have been taking a closer look at the
performance and controls of their law firm.

Mrs. BIGGERT. Okay. And should the FHFA Inspector General
have access to all of FHFA’s records, reports, audits, reviews, docu-
ments, papers, recommendations, or other material that is avail-
able to FHFA?

Mr. DEMARCO. As any other inspector general, yes, ma’am, and
they do.

Mrs. BIGGERT. Okay. And that is provided in section 6(a)(1) of
the Inspector General Act of 19787

Mr. DEMARCO. I believe that is right. Our Inspector General,
with all reference to the authorities there in the Inspector General
Act of 1978, as amended.

Mrs. BIGGERT. Okay. Would this also include the books and
records of the GSEs, which are available to FHFA?

Mr. DEMARCO. The books and records of the GSEs are available
to FHFA, as both the regulator and the conservator. The role of
FHFA’s Inspector General is to oversee FHFA and how we are con-
ducting and carrying out our responsibilities as both the regulator
and now as the conservator. I think that our IG has been under
way for 6 or 7 months, and has been very active. And I think we
have been developing a good process for ensuring that the IG has
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access to the information he needs to carry out his audits and eval-
uations of FHFA.

Mrs. BIGGERT. But the answer would be “no?”

Mr. DEMARCO. The books and records are available to FHFA,
yes, not to the IG.

Mrs. BIGGERT. Okay. Thank you.

Mr. DEMARCO. I will say that there are certain exceptions. Ques-
tions like that are difficult because there are circumstances and
particular activities, such as criminal investigations and so forth,
for which different answers apply.

Mrs. BIGGERT. So there would be some limitations?

Mr. DEMARCO. Yes.

Mrs. BIGGERT. Yes, okay. And then you have—in looking at the
three options that the Treasury has proposed, has said there is a
privatized system of housing finance, with the government insur-
ance role limited to FHA, USDA, and Department of Veterans Af-
fairs assistance. Could you provide us with some ideas as to how
option one could work specifically for multi-family housing?

Chairman GARRETT. And the gentleman’s answer is your final
answer.

Mr. DEMARcCO. Honestly, Congresswoman, that is a challenging
question. I would like a little more opportunity to think about that.

Mrs. BIGGERT. Maybe you could put that into writing?

Mr. DEMARCO. I would be happy to get back to you on that.

Mrs. BIGGERT. Thank you. I yield back.

Chairman GARRETT. I thank the gentlelady.

The gentlelady now from Wisconsin is recognized.

Ms. MOORE. Thank you so much, Mr. Chairman.

I actually would like to follow up on Mrs. Biggert’s questions. I
have three specific questions. First, how does the absence of GSEs,
what impact would that have on affordable housing? Isn’t it sort
of oxymoronic to talk about producing affordable housing and yet
having a private entity provide the securitization?

Second, I wanted to ask you about the liquidity. On page four of
your testimony, you talked about the importance of keeping the
GSEs focused on their existing core business and generating earn-
ings, therefore benefiting taxpayers. And you also say that, because
the private mortgage securitization market is already banished by
this time, there were no other effective secondary market mecha-
nisms in place. So I would like your view on whether or not the
private sector and privatization really can take the place of pro-
viding secondary mortgage markets.

And on page six, you talk about how the Nation’s housing finance
structure depends on institutions capable of absorbing the flows
that a market of that magnitude generates. You talk about, for ex-
ample, the single-family market being a $10 trillion market. So if
we were to privatize the secondary securitization, would we not be,
indeed, creating too-big-to-fail institutions?

Mr. DEMARCO. Congresswoman, let me take the questions in
order. With respect to affordable housing, as I understood it, you
were asking whether I thought that the affordable housing segment
of the mortgage market would be served or could be served if we
were operating with secondary mortgage market entities that were
fully private, that it did not operate with a government guarantee.
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I think that the answer to that is “yes.” I don’t see why it wouldn’t,

because that is a large market segment. It is one where profits can

be made and where customers can be served.

b 1‘>/Is. MOORE. Without a lot of fees? What would the fee structure
e’

Mr. DEMARcCoO. Congresswoman, I can’t answer that, except to
say that I would assume that the fees would be risk-based. And,
there is a lot that has changed in our mortgage market in terms
of private institutions serving low- and moderate-income house-
holds and serving the rental market.

This market has long had and continues to have today a great
deal of government involvement, not just at the Federal level, but
also at the State level. So in considering your question, assuming
that there is still an array of Federal through FHA, State through
State and local housing finance agencies, actors still involved, but
I do think that in terms of thinking about the role that Fannie and
Freddie have played in the conventional conforming mortgage mar-
ket over the years, including serving low- and moderate-income
households, I do think a portion of that can be served by private
institutions.

With respect to your second question about, can the private sec-
tor take the place of Fannie and Freddie in the secondary mortgage
market? I think fundamentally that is really, in essence, the ques-
tion the Administration—

Ms. MOORE. Liquidity.

Mr. DEMARCO. —its White Paper.

Ms. MOORE. Would it wipe out the small banks, the community
bar;ks? How would they fare in this market with respect to liquid-
ity?

Mr. DEMARco. With fully private, I think that the more competi-
tive that market is, the better served small- and mid-sized lenders
would be. And so I would commend to the subcommittee that, in
thinking about each reform of the secondary mortgage market, that
the more competitive this marketplace is, I think the better for bor-
rowers and the better for small- and mid-sized loan originators.

I think that this is really the core question. And I must say that,
in terms of market participants that I talk to, I find an array of
views about this, as to just how much of a $10 trillion or $11 tril-
lion single-family mortgage market can be effectively financed by
capital markets, whether domestic investors or foreign investors in
U.S. mortgages, how much of that can be done without any connec-
tion or backstop or guarantee from the government?

So if you view the range as being between zero on the one hand
and we have about an $11 trillion single-family mortgage market
on the other, somewhere in there is an answer or a range of an-
swers of how much can be done effectively by fully private firms.
And I think that is the core question that the Congress is going to
have to grapple with in determining the future of the secondary
mortgage market.

Chairman GARRETT. I thank the gentlelady.

The gentleman from California?

Mr. ROYCE. Thank you, Mr. Chairman.

I wanted to ask you, Mr. DeMarco, I want to thank you for your
testimony, but briefly, on the affordable housing goals legislation,
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you mentioned in your testimony that, “Similar to the housing
goals, eliminating the duty to serve requirements could be con-
sistent with the realities associated with the Enterprises operating
in conservatorship.”

Could you please elaborate on that point? Walk us through that.

Mr. DEMARCO. Certainly. Congressman, the duty to serve re-
quirement was new in the HERA legislation enacted in 2008. It
does not set quantitative—Congress did not want FHFA to set
quantitative goals, but instead identified three areas of the housing
market where it identified Fannie and Freddie as having a duty to
serve them, and the legislation was encouraging them to take inno-
vative steps to develop more product and activity in that area.

In conservatorship, we are restricting Fannie and Freddie to
their existing core business activities. It is inconsistent with con-
servatorship, in my view, to engage in new lines of business where
you have to develop new infrastructure, new risk controls, new un-
derwriting, and so forth, and new technology to service.

And so the approach we took in our proposed rule on duty to
serve was to implement the duty to serve requirement in areas
that Fannie and Freddie were already providing support and to
those particular market segments, but not to require them to de-
velop new products in order to satisfy duty to serve, because that
was what was in an inherent conflict with the approach we are
taking in conservatorship.

Mr. ROYCE. And also, with the experiences in the past, let me
ask you—and we touched a little on this issue—but last month, the
president of the Richmond Federal Reserve, Jeff Lacker, criticized
proposals similar to the ones that will be touted on the second
panel. And what Richmond President Jeff Lacker said was that
many proposals would make government guarantees on home mort-
gages explicit and priced. Such proposals differ mainly in the na-
ture of the intermediaries through which such guarantees would be
channeled, but perpetuating guarantees for housing-related debt
will continue to artificially stimulate the risky leverage that criti-
cally fueled the disastrous housing boom we have just experienced.

The devastating consequences of the housing bust suggest that
government backstops for housing finance are not worth the price
of overbuilt, overleveraged, and at times overheated housing mar-
kets, on top of the fiscal burden of large contingent liabilities.

You have made comments raising concerns with simply making
a government guarantee explicit, rather than implicit. I wonder if
you would comment on some of the other aspects of Mr. Lacker’s
statement there. I would like to get your thoughts on that.

Mr. DEMARCO. Certainly. As an economist, I would share the
general principles that Mr. Lacker has set forth. I would add to
that—certainly economists recognize that where there are either
market failures or where there are public policy objectives that are
to be served, there can be a role for guarantees, subsidies, or other
incentives provided by government to incentivize greater activity in
an area relative to what purely private actors would create. And
ichat is really a determination for lawmakers to make, not regu-
ators.

Mr. Royce. My time is up, but, Mr. DeMarco, thank you very
much.
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Thank you, Mr. Chairman.

Chairman GARRETT. The gentleman has one more minute. Do
you have another question? Okay.

The gentleman from Colorado?

Mr. PERLMUTTER. Thank you, Mr. Chairman.

Mr. DeMarco, let me begin with a couple of comments you made.
In the conservatorship, you are not taking on any new products,
new approaches. It is just trying to keep things going, right?

Mr. DEMARCO. We are trying to restrict the Enterprises to their
existing core business activities, to remediate where they had
weaknesses in those business activities, and to keep them from get-
ting into new lines of business or new products, yes, sir.

Mr. PERLMUTTER. Anecdotally, I hear out there, 5, 6, 7 years ago,
that 2003 to 2007 timeframe, anybody could get a mortgage if they
were breathing. Obviously in this conservatorship mode, Freddie
Mac and Fannie Mae are much more restrictive in what they will
buy. Is that a fair statement?

Mr. DEMARCO. Their underwriting standards have been appro-
priately strengthened, yes, sir.

Mr. PERLMUTTER. What I have heard is the pendulum was very
easy back in that 2003 to 2007 timeframe, much more difficult
now.

Mr. DEMARCO. I would say that underwriting standards have
strengthened and pricing has become more risk-based. And I would
say, Congressman, that is probably where it is actually seen its ef-
fects, is we were under pricing credit risk, and now we are getting
at least closer to having appropriate pricing of credit risk.

Mr. PERLMUTTER. Okay, and I will take your answer as a “yes.”

Mr. DEMARCO. Yes, sir.

Mr. PERLMUTTER. I ask those questions because of some ques-
tions Mr. Hensarling posed to you, that there were some $150 bil-
lion in troubled loans that are part of the conservator’s package
and responsibility, but have those developed during the term of the
conservator? Or were those things that preceded the conservator-
ship?

Mr. DEMARCO. Most of the troubled loans and delinquent mort-
gages we are dealing with, sir, were originated pre-conservatorship.

Mr. PERLMUTTER. Okay. So at this point, based on the under-
writing standards, you wouldn’t expect to have that level of trou-
bled loans on a going-forward basis, would you?

Mr. DEMARcCO. That is correct.

Mr. PERLMUTTER. Okay. There were a couple of areas where I did
agree with Mr. Hensarling. Obviously, we have some financial
issues we must confront in this country. He and I absolutely dis-
agree as to how we got here. I believe when the Bush Administra-
tion took a voluntary pay cut, in effect, cut our taxes substantially
in 2001, 2002, prosecuted a couple of wars to the tune of $1 trillion,
and then we don’t have enough police on Wall Street in 2008 and
that put this country behind the financial eight ball.

But we are behind the financial eight ball, which brings me to
a second question. Obviously, in this conservatorship, you are not
taking on anything new, but there are places, I believe, and your
counsel and I have talked about this in the past, which are called
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real estate mortgage investment conduits. Are you familiar with
that concept, sir?

Mr. DEMARcoO. With REMICs? Yes, sir.

Mr. PERLMUTTER. Okay. And the reason I am asking it is, there
are certain portfolios—there are certain bonds that you have sold,
either Fannie Mae or Freddie Mac has sold, that had very substan-
tial interest rates back in the 1980s and the 1990s, compared to
the interest rates today. So there is an opportunity in those older
bonds to call those bonds and make some money. Are you familiar
with that?

Mr. DEMARCO. I am familiar with this issue, yes, sir.

Mr. PERLMUTTER. Okay, I just want to bring it to your attention,
because at least a couple of the proposals that the Republicans
have brought forward—particularly for me, Mr. Schweikert’s, and
Mrs. Biggert’s, have real merit in kind of advancing and continuing
to build Fannie Mae and Freddie Mac. But I probably will want to
reiterate the fact that the American taxpayer could make some
money if some of those loans that are at higher interest rates were
called today.

And so I will—don’t be surprised if you see an amendment that,
instead of focusing on NPR or Planned Parenthood or things that,
in my opinion, didn’t cause the debt this country faces, we actually
do something where there is money on the table that would benefit
the American taxpayer.

So I thank you for your service in this difficult time. I really do.
And I thank you for your testimony today.

Mr. DEMARCO. Thank you.

Chairman GARRETT. The gentleman yields back. And we look for-
ward to working with the gentleman on a number of those bills.

And with that, I yield to the gentleman from Texas.

Mr. NEUGEBAUER. Yes, thank you, Mr. Chairman. Thank you,
Mr. Demarco, for being here.

A couple of thoughts here. One is, I appreciated your thoughts
on raising the guarantee fee. You and I have had a number of con-
versations about that. And I guess the question is, is from a strat-
egy standpoint, is the goal here to just keep raising the G-fee until
you start to see some private activity foregoing sanitizing these
mortgages through Freddie and Fannie and begin to see some pri-
vate activity? Or what is going to be your criteria and your goal
in your G-fee strategy?

Mr. DEMARcO. The approach we have been taking is to ensure,
first of all, we have been focused on enhancing the risk-based char-
acteristics of pricing, so that riskier mortgages are, in fact, charged
a higher price. In the pre-conservatorship world, there is a tremen-
dous amount of cross-subsidization going on from low-risk bor-
rowers to high-risk borrowers, and we are trying to gradually cor-
rect that by enhancing the risk-based characteristics of the pricing.

And the other is that we are continuing to move in a direction
of looking at the risk characteristics of a particular group of loans
based on their characteristics, determine what is the appropriate
amount of economic capital that would be required to back that, if
these were operated as private entities, and then what the rate—
at least getting to a rate of against that sort of imputed capital
that would be needed to back that. So that is really the benchmark
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that we are looking at as we take these gradual steps with price
adjustments.

Mr. NEUGEBAUER. I think you brought up something else that I
agree with, and that is that, in order to continue to create some
space for the private market, lowering the conforming loan limits
has to be a part of that strategy, because basically what we have
done is we have pushed the jumbo market way up there now with
the current limits, and so basically all of the private activity that
seems to be going on in the marketplace right now is at the jumbo
level.

So I guess if you bring the jumbo level down some, you begin to
create some space for the—do you have the authority as the conser-
vator to say to the entities, “I am establishing new conforming loan
limits, and from this point forward, this will be your conforming
loan limit?”

Mr. DEMARCO. The conforming loan limit is driven by statutory
direction and formula, and we simply implement that.

Mr. NEUGEBAUER. I think the man behind you is going to dis-
agree with you here.

Mr. DEMARcO. Oh, okay, thank you. I am being advised that my
answer is partially correct. It is established by formula, but appar-
ently I have authority to go lower.

Mr. NEUGEBAUER. Would you consider doing that?

Mr. DEMARCO. Since I have just discovered that I have this au-
thority, I would have to—I suppose I would consider it. What I
would do with it, Congressman, I am not sure.

This has traditionally been something that has been really di-
rected by Congress. The adjustments have been directed by Con-
gress. And for me to make a change in that, as a regulator, I really
want to think hard about that.

Mr. NEUGEBAUER. I would just say this to you, Mr. DeMarco,
that you are a conservator for the taxpayers of the United States
of America. And so if you feel like it is in the best interests of the
American taxpayers to begin a process of lowering those con-
forming loan limits, we certainly would expect you to fill your fidu-
ciary responsibility and consider that.

I want to go to another area where we were talking about the
portfolio. And I agree with a number of my colleagues. I think the
sooner we reduce our portfolio, the better. And I think sometimes—
and there is an old banking saying that your first loss is sometimes
your cheapest loss.

One of the things that I am concerned about is—and you and I
have talked about this a little bit—that basically your portfolio re-
duction is actually being slowed down some by the fact that you are
purchasing some of these troubled loans rather than paying the
principal and the interest deficiency on those loans. And I guess
you have been bringing them into your portfolio and trying to re-
work them. I think in some cases you are selling those properties
and putting new borrowers in there.

And so my feeling is that, as we are really bringing the troubled
loans into the portfolio, we are probably selling the better quality
loans, and so basically the quality of the portfolio is probably dete-
riorating. Would that be a correct assumption?
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Mr. DEMARcoO. Certainly, the liquidity of the assets are deterio-
rating, because just as you quite rightly point out, the shift in the
share of the mortgages that are financed on balance sheets by
Fannie and Freddie are modified loans or otherwise troubled loans.
And so that makes them much more difficult to sell.

Mr. NEUGEBAUER. Just one quick question. Have you considered
looking at a liquidation of some of the portfolio loans without a
Freddie or Fannie guarantee?

Mr. DEMARCO. The idea—

Mr. NEUGEBAUER. Kind of—

Mr. DEMARCO. The idea, in terms of REO, most of that is sold—

Mr. DEMARCO. You are talking about loans. The idea has oc-
curred to us. And actually, in my written statement, my com-
mentary about one of the bills, about no new products, was, in fact,
making really by inference—that was one of the things I had in
mind, Congressman—is that while I remain steadfast in my view
that as conservator we should not have the Enterprises entering
new businesses and new product lines, that at some point, we
might want to revisit that question, if it is part of a considered
transition mechanism, really worked out with the Congress, about
moving from Fannie and Freddie as we have them today to greater
private participation.

That is one mechanism that could be considered. And that needs
to be balanced against the fact that it would be considered a new
product.

Chairman GARRETT. I thank the gentleman. And perhaps just on
that, if you have specific ideas in that area, the gentleman and the
committee would probably like to hear as to what those specific
areas would be needed in order to get into that transitional phase,
that might want to be excluded from any area limited—with the
limitation on new products.

Mr. DEMARcCO. Certainly. I would welcome that discussion with
any members of the committee. It is not something where I have
a plan today. I am simply anticipating where we might find our-
selves.

Chairman GARRETT. Okay. The gentleman from North Carolina
is recognized.

Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman.

Mr. DeMarco, you and I agree that the principal consideration,
perhaps the only consideration for FHFA as conservator of Fannie
and Freddie should be reducing the losses of taxpayers, but it ap-
pears pretty clear that the cycle we have of foreclosures leading to
declining home values, declining home values leading to more bor-
rowers, more homeowners being underwater, leads to more fore-
closures, and on and on, it clearly is in the interest of taxpayers
for FHFA, as conservator of Fannie and Freddie, to minimize the
continuing decline in home values. Isn’t that correct?

Mr. DEMARCO. Yes, sir.

Mr. MILLER OF NORTH CAROLINA. Okay. The power—and you
and I have corresponded about this, and I appreciate your response
to my earlier letter, that more than 50 other members signed. The
GSEs, Fannie and Freddie, obviously have enormous market power
in the mortgage market now. Not only are they 50 percent of legacy
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loans, but they are in essence the entire market for new loans.
There is no PLS market now.

%\I/Ir. DEMARcCO. Right. It is Fannie, Freddie, and the FHA, basi-
cally.

Mr. MILLER OF NORTH CAROLINA. Okay. Why would it not be in
the taxpayers’ interest for FHFA, as conservator of Fannie and
Freddie, to use that market power to try to reform the market for
servicers, servicers’ conduct, with respect to your own servicers,
that they not do all of the things that we have heard complained
about, the dual track, the lack of a single point of contact, the fail-
ure to terminate the contracts with those servicers who keep losing
paper, for instance.

Why is FHFA as conservator not using your market power to re-
form the servicing industry, which seems to be in dire need of re-
form?

Mr. DEMARCO. Indeed, I agree with you. And I would say that
we are working very hard on the very set of things you just de-
scribed. I made a presentation in the Mortgage Bankers Associa-
tion’s annual servicing conference last month, and I told them rath-
er directly that we were working with Fannie and Freddie to revise
and make consistent a whole set of practices, timelines, and pen-
alties, with regard to mortgage servicing, so we wouldn’t have
this—Fannie wants it this way, but Freddie wants it that way. No,
we are not doing that.

We are getting them consistent. We are going to be rigorous, and
there are going to be penalties associated with failure to service
properly based on this, and we are very much engaged in that ac-
tivity.

Mr. MILLER OF NORTH CAROLINA. And are you using—are you
applying those expectations, those standards to the same servicers
in how they handle PLS mortgages?

Mr. DEMARCO. No, sir, I don’t have regulatory authority over
what mortgage servicers are doing.

Mr. MILLER OF NORTH CAROLINA. You have contractual author-
ity.

Mr. DEMARcoO. Pardon?

Mr. MILLER OF NORTH CAROLINA. Contractual authority.

Mr. DEMARCO. My contractual authority is what we were trying
to exercise, yes.

Mr. MILLER OF NORTH CAROLINA. Your contract can say—why
can’t it not say that, with respect to your servicing standards gen-
erally, with respect to all clients, you must do these things?

Mr. DEMARCO. I will take that under consideration, check—and
I will go back and see if that is feasible for us.

Mr. MILLER OF NORTH CAROLINA. Okay. And you and I have cor-
responded about principal reductions and the value of that. It
seems that every study that has looked at the success of modifica-
tions has found that modifications that reduce principal, particu-
larly—especially for those underwater, are much more successful if
they reduce principal.

And you said that actually not that many of FHFA’s—of Fannie
and Freddie, the Enterprises’ mortgages are underwater, and it
certainly makes sense that your book of business would be substan-
tially better than the PLS book of business.
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But why are you not pushing them to reduce principal to the ex-
tent it is consistent with their contracts, PLS contracts?

Mr. DEMARcCoO. First of all, Congressman, some of these studies
that purport to show principal forgiveness as superior, as mini-
mizing losses, are actually combining principal forgiveness and
principal forbearance, which are different concepts and matter a lot
to me as conservator.

As conservator, some of the loan modifications that Fannie and
Freddie are doing, in fact, include principal forbearance, which
means that you are basically being charged a zero rate of interest
on the principal, but we are retaining—the principal value is still
owed.

And what that does, essentially, is that over time it retains for
the Enterprises an upside should markets continue to improve,
that households be able to maintain a good, steady payment on the
modified loan. It has the potential to improve the net realized
value on that mortgage for the Enterprise, whereas principal for-
giveness, once it is forgiven, then that is it. There is no upside po-
tential.

The other thing, in response to an earlier question, the vast ma-
jority of the Enterprises’ underwater mortgages are continuing to
perform. They are paying timely, and we would like to continue
that, and it is our expectation that those households will continue
to honor their financial commitments. So we are using principal
forbearance as a tool in the loan modification process as a way of
getting an affordable payment for consumers.

The other thing—the comment I had made earlier before you ar-
rived, in response to another question, is that in our examination
of data of households that have received loan modifications, the
performance rate on those modified loans does not seem to vary
much with what the actual current loan-to-value is.

So we see that there is a value in getting the borrower that is
committed to their home into a payment that they can afford, and
they then succeed in paying that modified loan regardless of what
their loan-to-value ratio is.

So we have been trying very hard to take an empirical approach
to looking at this—at this important question, because I agree with
you. This is a very important question. And as I said in my cor-
respondence to you, there may be well be other segments of the
market, and particularly in the private-label realm, where prin-
cipal forgiveness makes more sense.

Mr. MILLER OF NORTH CAROLINA. And, Mr. Chairman, my time
has expired, but—

Chairman GARRETT. Your time is—

Mr. MILLER OF NORTH CAROLINA. If I could have 30 seconds?

Chairman GARRETT. You are a minute and 40 seconds over, so
let me go to the gentleman from New Mexico, please.

Mr. PEARCE. Thank you. Thank you, Mr. Chairman.

Thank you, Mr. DeMarco. On page one, you refer to the business
as doing much better, but you also refer to substantial credit
losses. How much are those credit losses?

Mr. DEMARCO. The credit losses have been—I am sorry, on the
order of $180 billion, I think—

Mr. PEARCE. —$180 billion, in this past year?
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Mr. DEMARcO. No, sir. I am talking since—the losses against
capital from 2008.

Mr. PEARCE. I understand, but you say it is significantly better,
but it still has credit losses during the current—

Mr. DEMARCO. Oh, credit losses in 2010 were much smaller than
in prior years.

Mr. PEARCE. How much are those?

Mr. DEMARCO. I am sorry, Congressman. I will get you the num-
ber.

Mr. PEARCE. You have an approximate ballpark?

Mr. DEMARCO. It is in the order of $20 billion to $30 billion.

Mr. PEARCE. Okay, so on page three, you refer to $28 billion
drawdown, right?

Mr. DEMARCO. Yes, sir.

Mr. PEARCE. Is that then the amount of the credit losses?

Mr. DEMARCO. That is pretty close to it, sir, because some of the
draws are due to having to make dividend payments—

Mr. PEARCE. Okay, that is—that will—

Mr. DEMARCO. —to make dividend payments.

Mr. PEARCE. So let me try to get this business model in mind.
You have 30 million loans, and 1.5 million are nonperforming,
right? And those are creating losses of $28 billion, which you drew
down from the Treasury. Is that more or less correct? I see some-
body shaking their head.

Mr. DEMARCO. We have been reserving for those losses as we go
along, so they have built-up loan-loss reserves that have been re-
flected in part—

Mr. PEARCE. Okay. So you have basically 28.5 million loans that
are performing, right?

Mr. DEMARCO. That would seem about right.

Mr. PEARCE. Yes. And those loans have the value of about $5.5
trillion. Is that right? That is on page four of your testimony.

Mr. DEMARCO. Yes, sir.

Mr. PEARCE. So how much do you make on the $5.5 trillion?
What are your revenues off the $5.5 trillion? And where 90 percent,
95 percent are performing, what are your revenues then?

Mr. DEMARCO. The revenues that we are making on that are ba-
sically the guarantee fees that are being charged.

Mr. PEARCE. No, how much? What quantity?

Mr. DEMARcO. I am sorry, Congressman. I don’t keep these num-
bers straight in my head—quite available.

Mr. PEARCE. Excuse me, sir. You are a conservator of $5.5 tril-
lion, and you don’t know how much money you are making? Can
any of the people behind you tell us how—because what I am get-
ting at is that, if you make 10 percent—and 10 percent is a very
low value for a business model—you are sitting at $550 billion and
yet you are drawing down from the Treasury. And I think the
American people have a right to know that.

And for you to come to a meeting here on a business model
where you are talking about conserving the value for the taxpayers,
I think that is one of the most basic questions of a business model.
You are in the business of business, and you don’t know how much
money you made in the last 12 months. Do any of the four people
behind you know that?
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Mr. DEMARcCO. Total credit-related expenses for Fannie Mae last
year was about $27 billion. Total credit-related expenses for
Freddie Mac in 2010 was $21 billion. The net income for Fannie
Mae last year was negative $14 billion, and it was the same for
Freddie, a negative $14 billion.

Mr. PEARCE. Okay, let’s hold up right here then. So let me get
this clear. You have 28.5 million performing loans, and you have
1.5 million nonperforming loans, and your performing loans are
outweighed so that you have $114 million net loss in revenue, net
income.

Mr. DEMARCO. $14 billion net loss for the year.

Mr. PEARCE. $14 billion net loss. So you have 95 percent per-
forming loans and 5 percent nonperforming loans. I think there are
some serious flaws. If I have a business and I am performing at
95 percent capacity, I can go to 0 percent on the others and they
should never, never, never outweigh.

So what you are asking me to believe is that the losses from 5
percent of your loans, from 1.5 million loans, outweighs the reve-
nues from 28.5 million loans? That seems to me to be preposterous.
If you look at it in large terms, you have $5.5 trillion of performing
loans minus 5 percent. When I do the math, they are worth about
$200,000 apiece, and I assume that $200,000 per loan goes across
to the other side.

So you have 1.5 million nonperforming loans at $200,000 apiece,
that is about $300 billion on our portfolio, thinking of $5.5 trillion?
Something stretches—what is it that I am missing here?

Mr. DEMARcCO. Congressman, I think—so I would welcome the
opportunity to sit down with you and walk through this. But the
thing about it is, I can’t be making $200,000 on a loan when the
average loan size is itself less than—

Mr. PEARCE. No, I am not saying you are making it. I am saying
the loan size itself. The loan size itself—

Mr. DEMARCO. And so the earnings that the companies are mak-
ing, they are securitizing these mortgages, and so they are making
maybe—they are charging maybe 20 basis points, 15, 20, 25 basis
points on a mortgage as the guarantee fee. And from the guarantee
fee, they have to pay their operating expenses, cover their credit
losses, and then the rest is their income.

Mr. PEARCE. I welcome the opportunity to visit with you in the
office to look at it, because I don’t see a market where you have
1.5 percent nonperforming, 1.5 million, 5 percent nonperforming,
sinking the 95 percent performing.

Thank you, Mr. Chairman.

Mr. DEMARCO. Congressman—

Chairman GARRETT. And I thank you.

The gentleman from Texas?

Mr. GREEN. Thank you, Mr. Chairman. I thank the witnesses for
appearing. And I think that we all agree that we have to do some-
thing with reference to Fannie and Freddie. The question becomes,
what do we do? And also, when do we do it?

Would it be prudent to simply eliminate Fannie and Freddie and
not have some idea as to what the market structure will be upon
elimination?
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Mr. DEMARCO. No, Congressman, I think the better course would
be to have some sense of what the legal framework and institu-
tional arrangements would be for the country’s secondary mortgage
market.

Mr. GREEN. And can you give some indication as to what we
might have to confront if we don’t give some prudent thought to
this process, such that at the end of the day we have in place some
structure that we can at least associate some degree of predict-
ability with, in terms of how the market will react to it and how
it will impact the market? What could be some of the consequences
of simply repealing, capping, eliminating, without having some idea
as to what the structure will be?

Mr. DEMARCO. One would expect that the implications would be
higher mortgage rates and less liquidity in the mortgage markets.

Mr. GREEN. And what would these higher rates and the lack of
liquidity or not as much as we might have, how would that impact
an economy that is recovering?

Mr. DEMARcCO. All else being equal, obviously, those things
would make the recovery more difficult.

Mr. GREEN. I am asking you to give these kinds of answers, sir,
because I think that while efforts to repeal, eliminate, and
downsize are noble, I don’t question the motives. I do think that
we need to have a comprehensive approach that addresses not only
what we would like to do in terms of downsizing Fannie and
Freddie, but also what the structure is going to be at the end of
the day if that happens.

Because my fear is that we may end up with a market that has
much higher interest rates than we want. Many persons will not
be able to afford a home, which will then impact other organiza-
tions. You have REALTORS® who do business and who depend on
the opportunity to have interest rates that are reasonable, so that
people can buy. And as a result, they have businesses that can con-
tinue to flourish. The domino impact of this can be huge.

And I am concerned about how that domino impact can impact
the market. Do you have any thoughts on the impact that—we will
go beyond simply just eliminating Fannie and Freddie and move to
the broader economy and the dominos and how they may start to
fall and collide with each other?

Mr. DEMARCO. Congressman, I actually have a great deal of—
though I have been challenged the last few years—faith in the re-
siliency and robustness of private financial institutions and the fi-
nancial system of this country.

I think that a gradual program of moving away from the degree
of government support for the mortgage market to one that in-
volves greater reliance on private capital and private institutions
is something that is achievable and it is something to—that I un-
derstand most to be wanting to work towards.

Precipitous action in the economic state we are in could be prob-
lematic and could raise costs to taxpayers and could be further dis-
ruptive to the housing market.

But I agree with you that working on a gradual transition and
transformation, something that we are doing as conservator of
Fannie and Freddie would be helpful to the housing market, but
we can move over time—
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Mr. GrEEN. If I may, because my time is about to expire. Would
you simply define a phrase that you utilized, “precipitous action?”
Would you define that, please?

Mr. DEMARcoO. If T was told to shut things down tomorrow at
Fannie and Freddie and they were no longer purchasing or
securitizing mortgages, I would view that as a precipitous action.

Mr. GREEN. That would be an extreme action, obviously. Can you
give me something that would be not quite as extreme, but also
precipitous?

Mr. DEMARCO. Certainly, Congressman, there is a range of
things.

Mr. GREEN. If you would, just give me the range, and I will yield
back the balance of my time after you have done so, time that I
do not have, by the way.

[laughter]

Mr. DEMARCO. There is a range of things that are being done as
part of the unwind, so if we wanted to unwind the portfolio in 6
months, that would be precipitous.

Chairman GARRETT. I appreciate the gentleman’s answer.

The gentleman from Virginia is recognized for 5 minutes.

Mr. HURT. Thank you, Mr. Chairman.

Mr. DeMarco, thank you for being here and helping us work
through these eight bills, legislative proposals. I don’t want to cut
too much into my time, but I was very intrigued by Mr. Pearce’s
line of questioning. And it seems like you might have had an an-
swer.

I would like for the benefit of the committee to hear briefly your
response to the numbers that he set forth, if you can.

Mr. DEMarco. What I was trying to explain, I think maybe I
was just either misunderstanding the Congressman or—but in
thinking about the revenue stream that Fannie and Freddie get on
$5.5 trillion of mortgages, that revenue stream is measured in frac-
tions of a percentage point that is in the guarantee fee that is
earned. And it is from that guarantee fee that they pay, they cover
their credit losses, and they cover their operational and administra-
tive expenses. That is all I was trying to get to. And we can do a
breakdown of how the economics of that business works.

But the other point I was trying to make, so thank you for the
opportunity, is that, prior to conservatorship, I think one of the
things that has contributed to these dramatic losses is that the En-
terprises substantially underprice credit risk that they were taking
on.
And so the revenue stream that should have been coming off of
these mortgages that were originated in the period prior to con-
servatorship has been inadequate to the losses that have been real-
ized, because they were underpricing risk and, furthermore, they
were operating with substantially less capital than would have
been appropriate, something that the predecessor agency to FHFA
had testified to numerous times, but was unable to materially
change because the capital requirements were set in statute.

Mr. HURT. Do you think that what you have just set forth under-
scores the importance of trying to wind down Freddie Mac and
Fannie Mae?
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Mr. DEMARCO. I think it underscores the importance of what we
are doing to try to adjust the pricing and the underwriting stand-
ards at the companies operating in conservatorship—that is being
written now provides support to the country’s mortgage market,
but does so without creating risk to the taxpayer.

Mr. HUrT. Obviously, we are here looking at eight legislative
proposals that are being considered by this subcommittee. In the
White Paper that the Administration and Treasury made public re-
cently, there were identified four different things that could be
done, it was stated, without legislative action, increasing the guar-
antee fees, which you have discussed, winding down the portfolios,
which you have discussed.

The two other things were reducing conforming loan limits,
which you indicated that you all had not considered. I would like
to know why you haven’t considered that. And then, finally, is in-
creasing the downpayments. I would like to hear about that.

And I would also like to just—if you could speak generally about
the objectives of the conservator in attempting to take some of
these actions proactively, knowing that is where this legislation
seems to be headed, it seems to be what the Administration may
or may not be aggressively pursuing, but it seems to me that get-
ting the GSEs out of the marketplace—or reducing—certainly di-
minishing their role is important.

So I would like to know what your objectives are as conservator
in taking actions in advance of any legislation, because I think it
would serve the marketplace generally, at least provide some of
that—or reduce the precipitous action that you are talking about,
helps us ease into it.

Mr. DEMARcCO. Right. So I believe, in fact, as conservator, FHFA
has been marching down this path for quite some time prior to ei-
ther these particular bills or the Administration’s White Paper.
And some of the ways in which we have done that have been, in
fact, through increasing G-fees, improving underwriting standards,
and the reduction in the portfolio, and restricting the company’s
core business.

And you asked me about two other things, downpayments and—

Mr. HURT. Conforming loan limits.

Mr. DEMARCO. —conforming loan limits. So the question on con-
forming loan limit, this is—so whether FHFA has authority or
not—and my staff is telling me we do—this has traditionally been
something that the Congress and the United States has taken a
very deep and specific interest in. And the practice for decades has
been that the conforming loan limit has been something that has
been stipulated by Congress and has simply been implemented by
the regulator.

And, in fact, in each of the last several years, Congress has en-
acted temporary provisions to state what it wants the conforming
loan limit to be, based upon its judgment of the condition of the
economy and housing markets, and it has allowed for a series of
temporary increases in the conforming loan limit as part of Con-
gress’ approach to providing support to the country’s economy and
to its housing market.

And that is why I think it is quite prudent for me to have a good
bit of deference to Congress to determine what the conforming loan
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limit ought to be. Where we are in current laws is the conforming
loan limit will come down October 1st of this year, if there is no
further action by Congress.

I would be happy to provide you and all the members of the sub-
committee—we put out a research note just this week describing
the parts of the country that would be affected, if the—if Congress
takes no further action with the conforming loan limits. So I have
that research out already.

I am happy to share with you so you can see where these
changes would take place. There are about 250 counties in the
United States that would experience a reduction in the loan limits.

With respect to downpayments, we have, in fact, been taking—
just like with pricing—gradual steps to increase downpayment re-
quirements. I testified before the House Financial Services Com-
mittee last year about a particular program that I had made clear
we were not going to continue with, and that was very low down-
payment mortgages. Now that we have the Administration’s White
Paper, we are examining what would be appropriate gradual steps
with respect to further tightening with respect to minimum down-
payment requirements.

Chairman GARRETT. The gentleman’s time has expired. And I
thank you for your answer.

The gentleman is recognized for 5 minutes.

Mr. ELLISON. Thank you, Mr. Chairman.

Mr. DeMarco, we have had a lot of dialogue about whether
Fannie and Freddie take up too much of the secondary mortgage
market, and I think maybe there is a consensus that they do.

But my question is, after reform, what would be the proper bal-
ance? What should a GSE share of the secondary market be in,
say, 10 years, assuming we were to have responsive reform?

Mr. DEMARcO. Congressman, I would like to, if I may, answer
the question differently. The way I would approach the thought
process is, what part of an $11 trillion single-family mortgage mar-
ket should have the benefit of a government credit support?

Mr. ELLISON. Yes, that seems a good way to put it.

Mr. DEMARCO. And then that credit support can be provided
through the existing government programs, the FHA, G.A., rural—
VA, excuse me, rural housing, and Congress is free to look at mak-
ing alterations to the scope or targeting of those particular pro-
grams, because here is where we want to have government credit
support.

With respect to what the GSEs do today, then the question on
the table is, does the government want to—or feel it is appropriate
and is in the best public interest to provide some portion of the rest
of that universe with a government guarantee that would somehow
wrap a private guarantee of the mortgages that are being written
in that space?

So whatever replaced Fannie and Freddie, whatever these pri-
vate-sector securitizers are, presumably they would be in the first
loss position with respect to mortgage credit. And the question is,
can the capital market sufficiently and appropriately finance all of
that without there being—
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Mr. ELLISON. Mr. DeMarco, the analysis you are going through
does make sense to me, but they only give us 5 minutes. So I
guess—

Mr. DEMARCO. Sorry, sir.

Mr. ELLISON. I guess my question is, so it is clear to me, based
on your answer to me, that you do see a role for a public-sector or
quasi-public-sector institution in the mortgage market?

Mr. DEMARCO. Yes, sir. I continue to see a role for the FHA, the
VA, the rural housing, that can be defined up or down from where
it exists today, but I envision that would continue.

Mr. ELLISON. Let me ask you this. We have a lot of dialogue
about the role Fannie and Freddie may or may not have played in
the recent crisis, and the Financial Crisis Inquiry Commission said
that GSEs played a contributing role, but certainly were not the
primary cause.

Let me ask you the question this way. Do you believe that there
is a public interest in the United States Government, through its
programs for housing, having homeownership as a laudable and
meritorious goal?

Mr. DEMARcoO. Certainly, the evidence would suggest that the
answer to that is yes, because there are numerous ways in which
the Federal Government—and, frankly, State governments—pro-
vide subsidies, incentives, or otherwise support home ownership ac-
tivity.

Mr. ELLISON. Yes. And it sounds—and I was reading in the docu-
ment where it states that—where basically, I am wondering wheth-
er—I wanted to get your answer on that, because I was not sure
where the Administration was coming from on homeownership as
a laudable goal of a government program. It sounds to me like you
are saying it is an important goal, and you don’t plan on joining
with any forces that want to eliminate it as something that we
should pursue?

Mr. DEMARCO. I can affirmatively say yes to that question. But
]rony role as the regulator is to implement what is being told to me

y_

Mr. ELLISON. I know. I understand that.

Mr. DEMARcCO. I am not a policymaker, per se—

Mr. ELLISON. Right.

Mr. DEMARCO. —in terms of being an advocate for the degree or
form of government support for housing.

Mr. ELLISON. So you are saying that you don’t really have any
position on whether or not we should—I am just trying to get an
understanding. I am not trying to—

Mr. DEMARCO. I understand.

Mr. ELLISON. —trick you or anything. I just want to—

Mr. DEMARCO. And I am not trying to be cagey. I am trying to
respect that I am not a policymaker. I am a regulator. And I am
trying to provide advice and perspective, where apt.

But in terms of being able to say what I think is the right spot
in that spectrum for the government support, I don’t feel com-
fortable answering that.

Mr. ELLISON. All right. Fair enough.

Chairman GARRETT. I think your time has expired, actually.

Mr. ELLISON. That quickly?
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Chairman GARRETT. It goes by quickly when you are asking good
questions.

Mr. ELLISON. I guess that is it.

Chairman GARRETT. When you are on the point with the ques-
tions, it just flies by.

The gentlelady from New York?

Dr. HAYWORTH. Thank you, Mr. Chairman.

Mr. DeMarco, this is more of a comment, I guess, than a ques-
tion. And it is about something rather different. Perhaps it will be
refreshing. But there is a great program called—it goes by the ac-
ronym PACE, the Property Assessed Clean Energy program. And
as you know, it allows property holders to make energy-saving im-
provements on their homes via loans that are financed through
their local property taxes. And it actually is a program that was
designed to allow these improvements to be made for the sake of
our general good, if you will, without costing taxpayers money.

I understand that there have been problems fitting PACE in with
the GSE programs because that would be senior debt, but I know
that there are efforts underway to see how we can fit PACE into
the mortgage program for people who have Fannie Mae or Freddie
Mac-related—GSE-related secondary mortgages.

So is your staff willing to work with us in the legislature about
trying to get PACE going for these folks so that we can really do
some good?

Mr. DEMARCO. Yes, we would be pleased to work with you and
anyone on the Hill who would like to engage in this issue. And I
appreciate the way you framed it, because I appreciate that in the
way you framed it, you have recognized what our fundamental con-
cern is. It is not that we are opposed to energy efficiency. It is that
we are looking at mortgages that are done with a first lien, where
it has been underwritten with the presumption that here is what
the borrower’s capacity to pay is and here is what the security is
on this loan. And by a PACE loan then coming in after that and
having a senior position for the first lien, ups that whole thing and
creates credit risk where—after the loan has been finalized.

With that understanding, we would be very happy to try to work
Wii‘hlia way to make these energy efficiency loans more available
to folks.

Dr. HAYWORTH. Great. I think it would just be a terrific good for
all of us. Our staff is working on trying to get that PACE legisla-
tion going, so perhaps we can coordinate with your staff.

Mr. DEMARCO. We would be glad to meet with your team.

Dr. HAYWORTH. I appreciate it. And I yield back the balance of
my time, Mr. Chairman. I think Mr. Fitzpatrick graciously allowed
me to take his place in the order, so I am happy to yield my time
to him, with your permission.

Chairman GARRETT. Since you were so gracious, then I will be,
as well.

Mr. Fitzpatrick?

Mr. F1rzPATRICK. Thank you.

And I thank the Director for his testimony.

Sir, you mentioned just a little while ago that revenue that
Fannie Mae gets is measured in the G-fee. It was in response to
questions from Mr. Hurt and Mr. Pearce. You say in your written
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testimony that FHFA supports the principle advanced by both the
Administration and Representative Neugebauer that guarantee
fees should continue to be gradually increased.

And so my question would be, what effect, if any, might an in-
crease in the guarantee fee have on the market?

Mr. DEMARCO. An increase in the G-fee is going to translate to
some increase in mortgage rates.

Mr. FITZPATRICK. But you recommend an increase in the G-fees,
a gradual increase?

Mr. DEMARCO. I think that putting us on a path so that G-fees
and, hence, mortgage rates are such that they are appropriate to
the cost of capital and to the credit risk involved is an appropriate
place to be moving towards. And we are trying to do so incremen-
tally in a way that is less disruptive to the market and it is appro-
priate to the risk. So in response to an earlier question, I noted
that one of the key things we have been doing is trying to enhance
the risk-based characteristics of pricing.

Mr. FirzPATRICK. How and when is the Administration, FHFA
going to require the Enterprises to revise their pricing so that the
private market does not continue to be crowded out of the sec-
ondary market—

Mr. DEMARcO. We are actively working on that. And, in fact,
both Enterprises had a round of G-fee price increases that just
have gone into effect this month or this past month.

Mr. FrrzPATRICK. Thank you.

Chairman GARRETT. The gentleman yields back.

The gentleman from Ohio, for 5 minutes.

Mr. STivERs. Thank you, Mr. Chairman.

I would like to thank Mr. DeMarco for being here today. And I
want to thank you for what you are doing on G-fees, on portfolio
reduction, and strengthening underwriting standards as conser-
vator. I think we need to have a thoughtful approach that creates
a legal framework for a post-Fannie and Freddie world, and I think
that you bring—obviously, your key function is to protect the tax-
payers, but the other advantage you bring to us is to help us with
tﬁat transition, so I want to thank you for what you are doing
there.

Mr. DEMARCO. Thank you, sir.

Mr. STIvERS. I have a couple of concerns about a couple of the
proposals, similar to your concerns. And I want to focus on Mr.
Schweikert’s—new activities for a second, because I am a little con-
cerned that your portfolios are becoming a little more nonper-
forming and a little more illiquid.

And my question to you is, do you have all the tools you need
and the powers you need to deal with those loans and either get
those loans in a position where they are performing or get them in
productive hands again and, obviously, recapture whatever capital
you can in that process? And does the Schweikert bill limit you in
that ability?

Mr. DEMARcCO. Very good. Thank you, Congressman. I appreciate
the question. And the answer is, I don’t believe it does.

I do not view loss mitigation activities that we undertake to be
either a product of the firm.

Mr. STIVERS. Okay.
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Mr. DEMARCO. That is not a line of business. It is not a product.
It is loss mitigation. And so I don’t view that as being covered by—

Mr. STIVERS. Perfect. That is good stuff.

And the second thing that I think you can sort of help us with
is, as we sort of move to a new framework, I think we are on the
right track with G-fees. You are already on that track, as well. I
think the chairman of the subcommittee, his goal on risk retention
is at least to make sure we level the playing field. And maybe you
can help us with that in other ways.

I think the thing we need to try to do is to try to pave the way
to a more private-sector market. And I guess my question for you
is, do you see a role for Fannie and Freddie without a government
guarantee as aggregators and securitizers in the marketplace po-
tentially?

Mr. DEMARCO. Not as we have known Fannie and Freddie in the
past. I do see a role for firms that are operating and specializing
in the process of securitizing mortgages, because, again, in an $11
trillion market, that is not going to be financed on the balance
sheets of depository institutions. We need to tap into capital mar-
kets, including global capital markets, and that requires
securitization processes. It means you need entities that are en-
gaged in the business of securitizing mortgages.

Mr. STIVERS. And that may not be the Fannie and Freddie? Cer-
tainly not in their current form, but a lot of the expertise that
Fannie and Freddie have, I guess my point is, can be transferred
to these new private entities that don’t have a government—

Mr. DEMARCO. Absolutely, Congressman. I think that is an im-
portant consideration here, is that the single biggest economic
stakeholder now in Fannie and Freddie is the American taxpayer.
As I said my written statement, the business processes and plat-
forms and the human capital of these companies are intangible as-
sets for the company and are available for disposition as Congress
figures out what the ultimate resolution of Fannie and Freddie are,
but they are platforms and expertise that can be put back out into
the marketplace in some fashion and perhaps some value realized
back for the taxpayer in that process.

Mr. STIVERS. Great. And I think the conforming loan limits are
an important part of that, so again, like a lot of other members,
I would urge you to look at what your authority is and consider it.

Obviously, we are going to consider that as policymakers here,
but our number is the top number, and you can certainly go below
that. I believe you have the authority to, so I hope you would con-
sider that, as well. And I am not going to ask you a question about
that, because I think you have already answered that it is new to
you, and that is certainly okay, and I appreciate what you are
doing to focus on protecting the taxpayers.

The only other concern I guess I have is about the bill that forces
Fannie and Freddie to be compensated as government employees.
My goal is to have them move away from the government, not to-
ward the government, and so I actually don’t think I am going to
be able to support that bill. And I guess if you could give us your
thoughts, I know you mentioned them briefly earlier.

Mr. DEMARCO. I think to your point that if we are looking to put
Fannie and Freddie and its employees in business platforms back
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out into the private sector, that keeping a private-sector compensa-
tion program in place would certainly be consistent with that. And
my more immediate concern is the disruptiveness of making a
change like that.

There is already tremendous uncertainty on the part of the
12,000-plus employees of these companies about what does it mean
and kind of repeatedly hears we are going to be wound down and
we are getting rid of Fannie and Freddie. But, the government has
an exposure here on $5 trillion worth of mortgage securities, and
as conservator, I would like to make sure that we have qualified
people continuing to service that book of business on behalf of the
taxpayer.

Mr. STIVERS. Thank you.

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

Chairman GARRETT. The gentleman from New York?

Mr. GRIMM. Thank you, Mr. Chairman. I appreciate that.

Thank you, Mr. DeMarco, for coming today and for fielding these
questions. They are extremely important to just about everyone I
speak to within banking and mortgage business and my constitu-
ents back home in Staten Island and Brooklyn. They are concerned
about the values of their homes and where we are going overall.

Just to piggyback, Mr. Stivers mentioned something that I had
a question about. Many of those in the industry have spoken about
the meltdown and the housing bust. And they talk about how
some—a big part of the problem is unrelated brokers dealing with
unregulated aggregators, and 60 out of 100 loans being done with-
out a bank.

Specifically to the DUS program, how now is Fannie Mae being
involved in aggregating and multi-family homes? What role is that
playing? And is that not consistent with some of the problems we
have seen?

Mr. DEMARcCO. So, actually, the Fannie Mae DUS program,
which is a program for financing multi-family loans where the un-
derwriting is delegated to the loan originator, has been a pretty
successful model, and it is one, actually, that builds in some fash-
ion on some of the provisions of the risk retention rules we were
talking about earlier in Dodd-Frank, with respect to there being ex-
posure by the originator, credit exposure by the originator, but I
think that program is continuing to work successfully. Both firms
are continuing to provide service to the multi-family market.

And the other thing I would note about the multi-family—it
hasn’t gotten much attention in this hearing—but virtually all of
the multi-family business both companies are doing is, in fact,
being securitized today.

Mr. GRiMM. Just to switch back to maybe bring it back to the
30,000-foot level. Can you talk a little bit about the impact that a
narrow qualified residential mortgage definition could have on ex-
cluding first-time homebuyers from purchasing a home?

Mr. DEMARcO. Congressman, the rule is out for comment. And
as one of the agencies that has signed off on issuing this rule, I
look forward to the public comments that are coming in. But the
concept here, actually, is we understand what we were directed to
do in Dodd-Frank was to establish an exemption through this
qualified residential mortgage designation that was supposed to be
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reflecting very low-risk characteristics on the mortgages. And we
think we have done that.

And, in fact, I think it helps first-time homebuyers that the QRM
definition not be too liberal, because this—we fully expect there to
be a robust market for mortgage lending that is not meeting the
definition of QRM. And the richer that market is, the healthier it
is, the better it is going—the more easily private firms are going
to be able to make those loans and ultimately, when we resolve
Fannie and Freddie, to be able for there to be a re-emergence of
a private securitization market that securitized them.

This is not a penalty or an expectation that we will not have
loans that don’t have at least 20 percent down. Not at all. That is
not the expectation, nor the intent.

And so I think that the issue of first-time homebuyers can be one
that policymakers want to take a careful look at in the context of
looking at the U.S. housing finance system, and in terms of visiting
questions about, as a matter of public policy, do we want to have
support or incentives for that?

But I don’t view the QRM rule as proposed as being one that is
directed at creating harm for first-time homebuyers. I think it is
meant—what it is really meant to do is to address the problems
Congress saw with securitization and with securitization activity
taking place, whereas where the securitizers did not have a risk ex-
posure to the mortgages they were making.

Mr. GRIMM. A little bit about your opinion regarding the impact
of lowering the current loan limits on high-cost markets, such as
California, New York, my district. Can you just elaborate a little
bit on the impact this will have on housing affordability?

Mr. DEMARCO. I would be happy to provide you the mortgage re-
search note we just issued that goes through the counties in the
United States that would see a decline in the conforming loan limit
if Congress takes no further action this year.

Frankly, for what Fannie and Freddie have been doing, they are
not doing a whole lot of mortgages in that space. So I think that
the—if you happen to be a buyer in that particular space, in that
part of the country, you may feel like I have been affected here.
But in terms of the overall—thinking about the country’s housing
mortgage market, this is not a very big piece of it.

Mr. GRiIMM. My time—

Chairman GARRETT. Your time has expired. Thank you. The gen-
tleman from California?

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

It has been an interesting conversation today, especially the last
comments on that if you got it out of the high-cost areas, it would
not be significant, then why get out of them? Speaking from a high-
cost area, it would have a huge impact on the housing market in
the areas that are high cost. If you are not there, nobody is there.
When you are making 92 percent of the loans in those areas, it is
dramatic.

I would encourage you—just going back to risk-based loans, un-
derwriting standards have increased. And I remember going back
to the 1970s when I was introduced—I would go to get a construc-
tion loan from a lender, and they made sure I met conforming
standards, design criteria, sales criteria, because if we didn’t do
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that, there was not an assured takeout on the other end when the
home was sold, because there was not the guaranteed liquidity in
the marketplace to be able to make that loan.

Now, if we are trying to stabilize Fannie and Freddie, I guess my
main question to you is, under TARP, we charged banks 5 percent.
Why are we charging Freddie and Fannie 10 percent interest on
the money we lend them? Is that risk-based?

Mr. DEMARco. Congressman, that was a determination made by
the Treasury Department—

Mr. MILLER OF CALIFORNIA. Okay, thank you. I just wondered,
because it seems like we are trying to doom them to failure. If you
go back to 1970, 1980, 1990, prior to 2005, do you believe that the
GSEs crowded the private sector out of the marketplace?

Mr. DEMARCO. Over that time period, increasingly, sir.

Mr. MILLER OF CALIFORNIA. What years?

Mr. DEMARCO. I think that the Enterprises’ market share grows
gradually over that time period, until we got to the mid 2000s, and
the emergence of the private-label market and the rapid growth in
subprime and non-traditional lending saw substantial decline in
their market share.

Mr. MILLER OF CALIFORNIA. Yes. And they made bad loans to
pick their market share back up, which was a huge mistake on
their part.

Mr. DEMARCO. Yes, sir.

Mr. MILLER OF CALIFORNIA. Where would the housing market
have been in mid-2007 if the GSEs weren’t there? In a disastrous
situation. And instead of lending the GSEs $120 billion, we might
have lost $2 trillion in home equity, because you couldn’t have
bought a home or sold a home because there was no money in the
marketplace to make a loan for a home. Is that not correct? Today
they are only making 8 percent of the loans, the private sector. And
those are very difficult at that. And FHA, Freddie and Fannie are
picking up 92 percent.

But I am really gratified that you are using a risk-based loan cri-
teria and you are assessing the risks you are lending on and you
are using good underwriting standards, which should have been
done all along.

Mr. DEMARCO. Yes, sir.

Mr. MILLER OF CALIFORNIA. It is inexcusable that an agency like
that—understanding their purpose and their intent—would go out
and make stupid loans just to pick up a larger percentage of the
marketplace. But my concern is, if we say there is a private sector
there to fulfill the void that the GSEs would create by backing out,
I have never seen it. And if at any time in history, it would have
been there, it would have been probably 2005, 2006, and 2007.

The only alternative we had was Countrywide and other groups
like that. And I remember going back to 2001, introducing amend-
ments to bills, and I probably got it into four bills defining preda-
tory versus subprime. Had we defined predatory versus subprime
in 2001, 2003, or 2005, Countrywide would have not done what
they did, nor would the other organizations have done what they
did to pass off these junk mortgage-backed securities, trying to rep-
licate what a GSE mortgage-backed security was, which was safe
and sound.



46

And if you invested in them, you were guaranteed a greater re-
turn, to the point at where the GSEs—most of their losses are tak-
ing those bad loans, nonperforming out, and replacing them with
performing loans, so you—I have demonstrated integrity that the
private sector abused during those periods of time.

And my concern is, if we look at what the purpose of GSEs has
been to provide liquidity to the marketplace, they have done a pret-
ty good job, but especially in recent years. And having been in the
building industry since the 1970s, and looking at the criteria by
most lenders that they placed on you to even get a loan, and the
intent of that was that if, once your product was on the market,
that there would be a secondary market to sell the loan off to, be-
cause the major market did not have the liquidity to make fixed
30-year loans and sit on those loans, because that took their capital
and put them in loans that were sitting there that they were vir-
tually out of business for any new accounts, so they could close
down and just wait for their loans to pay back on those loans.

So when you say that they are in the 1970s, 1980s, and 1990s,
that the GSEs played a more predominant role in the marketplace,
I would say appropriately so, because there was no alternative to
that. And if you had allowed the private market that went from
about—4 lenders had 25 percent of the market to today those 4
have 75 percent of the market, that is dangerous, having 4 lenders
control 75 percent of the marketplace.

And if it were not for the option of a GSE out there today, if
something went wrong in those four, this country could be in seri-
ous, serious trouble. And—

Chairman GARRETT. And with that, I thank the gentleman.

Mr. MILLER OF CALIFORNIA. My time has expired?

Chairman GARRETT. Some time ago, actually.

Mr. MILLER OF CALIFORNIA. You are very generous. Thank you.

Chairman GARRETT. But I understand the other side of the aisle
was probably encouraged—

Mr. MILLER OF CALIFORNIA. Can I have a point of order? I want
to wish Mr. Frank a happy 71st birthday today.

Chairman GARRETT. Happy birthday.

[applause]

And I yield to the gentleman for a retort.

Mr. FRANK. I would simply say that, while the gentleman’s time
has expired, I am pleased to say that at least I have not, as yet.

[laughter]

Chairman GARRETT. And so with that—Mr. DeMarco, again, I
appreciate your coming to the hearing, and I appreciate your forth-
right answers and the detail that you provided for those answers,
as well.

Mr. DEMARcCO. Thank you, Mr. Chairman. And I appreciate the
opportunity. I look forward to continuing to work with all the mem-
bers of the subcommittee.

Mr. FRANK. Mr. Chairman, if you would yield briefly?

Chairman GARRETT. I will yield, yes.

Mr. FRANK. I would just like to add, Mr. DeMarco’s testimony
was exactly what we need from witnesses. It was responsive, it was
aimed at helping us legislate, and I not only want to express my
appreciation, I hope other people will follow his example.
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Chairman GARRETT. Thank you. I appreciate it.

Mr. DEMARCO. Thank you, Congressman Frank.

Chairman GARRETT. Thank you.

This panel is dismissed and everyone with it. And we will at this
point bring up the next panel.

Okay. While you comport yourself there and get your papers in
order, I welcome the second panel to this hearing. And I see we
have six of you before us. So for the next half-hour, we will be lis-
tening eagerly to your testimony.

And as always, without any objections, your written statements,
of course, will be made a part of the record. You will be each recog-
nized for 5 minutes. And I know many of you have been here be-
fore, so you follow the lights.

Mr. Dalton, you are recognized for 5 minutes. And welcome to
the panel.

STATEMENT OF THE HONORABLE JOHN H. DALTON, PRESI-
DENT, HOUSING POLICY COUNCIL, THE FINANCIAL SERV-
ICES ROUNDTABLE

Mr. DALTON. Thank you very much, Mr. Chairman, Ranking
Member Waters, and members of the subcommittee. Thank you for
holding this important hearing, and thank you for the opportunity
to participate.

My name is John Dalton, and I am the president of the Housing
Policy Council of the Financial Services Roundtable. Our 32 mem-
ber originate, service, and insure mortgages, and we do business
with Fannie Mae and Freddie Mac.

Mr. Chairman, we see an emerging consensus that private cap-
ital needs to be the primary insurer of mortgage risk. The future
system must have two goals: servicing homebuyers; and protecting
taxpayers.

Homeownership is a pillar of the U.S. economy and the American
way of life. A new housing finance system built on private capital
and clear rules would deliver sound financing and keep homeown-
ership within the reach of most Americans. Without an approach
like this, owning a home in America could become a luxury for the
few.

To make sure this does not happen, Congress needs to ensure re-
form enables the continuing availability of the 30-year fixed-rate
mortgage, which has been the bedrock of our Nation’s housing fi-
nance system for more than half a century. The 30-year fixed-rate
mortgage is as American as opening day in baseball.

A fixed-rate mortgage provides peace of mind, because home-
owners know that their biggest monthly bill is not going to change
from month to month and year to year. Without this popular fi-
nancing tool, many homeowners would experience in their mort-
gages the same wild swings they now feel at the gas pump. This
is a rollercoaster ride most Americans would like to avoid.

Today, approximately 90 percent of newly originated mortgages
and 95 percent of refinances are fixed-rate loans. Homeowners are
clearly voting with their checkbooks. The predictability of a fixed-
rate mortgage needs to be preserved for homebuyers, and peace of
mind needs to be returned to the American taxpayer.
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Several of the bills introduced this week by committee members
would begin to limit the role of the current GSEs. This is part of
a needed reform process toward a new stronger housing finance
system. They are a good first step, but it must be accompanied by
a comprehensive plan.

Important issues are addressed in the bills introduced this week.
The Housing Policy Council agrees that G-fees gradually need to be
increased, portfolios need to be wound down, a strong regulator
needs to be in place, and specific housing goals need to be elimi-
naf:ced. These bills are a start, but simply cannot be the end of GSE
reform.

The Housing Policy Council has laid out a comprehensive pro-
posal to reform the secondary mortgage market, and we commend
it to you. Our plan creates a new private-sector system that serves
American homebuyers and it protects the American taxpayer. Our
system ensures that multiple layers of private capital bear the risk
of securing mortgages while setting clear rules for capital, licens-
ing, and mortgage security investment.

These multiple layers include the downpayments on mortgages,
private mortgage insurance, the capital of the private guarantee
companies, and a reserve fund paid into by these companies. The
layers of private capital would protect taxpayers from risk and
come before a Federal backstop or guarantee.

Our full plan is in my written testimony.

Mr. Chairman, I appreciate your leadership and each of you on
the committee for tackling this difficult issue. It is complicated, and
I support your efforts to return private capital to the housing mar-
ket. In order to have a full economic recovery, it is very important
for reform of the housing finance system to move forward com-
prehensively.

There is much uncertainty in the housing market today, and a
complete roadmap for GSE reform would go a long way to help
lessen that uncertainty. The Housing Policy Council stands ready
to work with this committee and other stakeholders to assist wher-
ever we can.

Thank you very much for the opportunity to testify, and I look
forward to responding to your questions.

[The prepared statement of Mr. Dalton can be found on page 88
of the appendix.]

Chairman GARRETT. I thank you for your testimony.

The gentleman is recognized for 5 minutes. And I will let you in-
troduce—say your name correctly for me.

STATEMENT OF CHRISTOPHER PAPAGIANIS, MANAGING
DIRECTOR, ECONOMICS21

Mr. PAPAGIANIS. Sure. My name is pronounced “Papagianis,”
Chris Papagianis.

Chairman Garrett, Ranking Member Waters, and members of
the subcommittee, thank you for the opportunity to testify today.
I am the managing director of a nonprofit think tank, e21, Eco-
nomic Policies for the 21st Century.

Drawing on the expertise of practitioners and academics, our
mission at Economics21 is to help foster a spirit of debate about
the way forward on issues like housing finance. Previously, I was



49

Special Assistant for Domestic Policy to President George Bush. In
this role, I helped guide the collaborative process within the Execu-
tive Branch to develop and implement policies, legislation, and reg-
ulations across numerous agencies, including Treasury and HUD.

Fannie Mae and Freddie Mac have been in conservatorship now
for the past 30 months. Over this period, numerous proposals have
been offered for how to reform or re-envision the Government-Spon-
sored Enterprises. Given how dominant Fannie and Freddie are in
terms of market share today, reform of these institutions will have
la{ significant impact on the future of the $11 trillion mortgage mar-

et.

In short, the stakes are quite high, and I agree with this commit-
tee’s approach in assessing long-term solutions while at the same
time considering reforms that could be advanced in the short term
to protect taxpayers.

Importantly, some of the proposals before this committee, if en-
acted, would accomplish two distinct things. They would protect
taxpayers in the near term, and the implementation experience
would provide invaluable lessons and data that could inform the
broader debate about the future of housing finance in this country.

One of the big analytical challenges before this committee is that
the most egregious excesses of the previous GSE model are not nec-
essarily the primary sources of taxpayer losses thus far. From my
vantage point, this means that there is still a lot of taxpayer risk
in the GSE system and that near-term reform proposals can have
a positive impact.

It is for these reasons that I support near-term measures to try
and hold the GSEs to the same standards as other private market
participants, to improve the pricing practices for mortgage guaran-
tees, to limit the types of mortgages that can be guaranteed or pur-
chased, and to add new oversight measures that shed more light
on how the GSEs issue debt to fund their activities.

In the end, important decisions still need to be made about the
future of the GSEs and the government generally in the housing
market. It might take some time to come to an agreement on a
wind-down strategy or a lasting structure for housing finance.
Ahead of these decisions, however, it is still important to make
practice in protecting taxpayers and reducing the risk presented by
the GSEs, while at the same time ensuring that families have ade-
quate access to mortgages.

Thank you again for the opportunity to testify today.

[The prepared statement of Mr. Papagianis can be found on page
128 of the appendix.]

Chairman GARRETT. I thank the gentleman very much.

Mr. Pinto, for 5 minutes?

STATEMENT OF EDWARD J. PINTO, RESIDENT FELLOW,
AMERICAN ENTERPRISE INSTITUTE

Mr. PiNTO. Chairman Garrett, Ranking Member Waters, thank
you for the opportunity to testify.

In its February 11th report to Congress, the Obama Administra-
tion asked Congress to work with it to fashion legislation to accom-
plish three broad goals: the winding down of Fannie Mae and
Freddie Mac; the returning of FHA to its traditional role as a tar-
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geted lender of affordable mortgages; and a largely privatized sys-
tem of housing finance, with an open question as to the level of
government involvement as to a particular guarantee.

These three goals provide an opportunity for a bipartisan solu-
tion that truly reforms our housing finance market. Secretary
Geithner, in testimony before the Financial Services Committee on
March 1st, asked that these three goals be accomplished sooner
rather than later during this Congress.

I, along with my co-authors, Peter Wallison and Alex Pollock, re-
leased a White Paper last week detailing a comprehensive ap-
proach for reforming the housing finance market under the Admin-
istration’s option one. It builds on the foundation provided by the
Administration and forcefully and directly addresses each perceived
shortcoming.

It meets the principles for restoring stability to the Nation’s
housing finance system, as recently outlined by 16 industry groups.
It demonstrates that a government guarantee is both unnecessary
and undesirable. It provides a bipartisan solution that can and
should be enacted by this Congress. It is the only plan that both
creates a housing finance market we can be proud of and protects
the taxpayers, and I commend it to your consideration.

My written testimony covers each of the eight bills. I will limit
my oral remarks to a few key points.

First, increasing guarantee fees. Enactment of this bill is appro-
priate, as it would implement a key step recommended by the Ad-
ministration to responsibly reduce the role of the GSEs in the
mortgage marketplace and ultimately wind them down. It would
eliminate the unfair capital advantages that the GSEs enjoy and
reduce the gap between Fannie and Freddie subsidized pricing and
private rates.

This increase in capital requirements would require the GSEs to
raise their guarantee fee by perhaps 15, 25 basis points, and would
be phased in over 2 years. The bill wisely stipulates that guaran-
tees be set uniformly among lenders.

The Administration has also just suggested that the GSEs rely
more on private capital. This subcommittee and the Administration
should request that the FHFA Director explore various means of
credit enhancement to reduce the liability of the GSEs for losses
on mortgages, including the possibility of increased use of mortgage
guarantee insurance.

Chairman Garrett and Ranking Member Waters, I commend you
and over 30 other members for the letter on this topic that you sent
to Acting Director DeMarco last October.

I am told—excuse me, subjecting GSEs to credit risk retention
requirements in the Security Exchange Act of 1934. Enactment of
a bill addressing this topic is essential, as it is needed to sort out
the previously noted perpetuation of Fannie, Freddie, and FHA.
This is an unfortunate consequence of the Dodd-Frank Act and is
being reinforced by the proposed rulemaking that just came out
this week.

I would recommend that the qualified residential mortgage
standards be set by legislation, rather than by administrative rule.
In appendix one, we set forth a proposed definition.
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I would also suggest that you limit collateral backing private
MBS to loans that meet the definition, as we have suggested. This
would obviate the need for any risk retention and its attendant
complexity and potential gaming of the system. Taking this step
would return capital to the housing finance system in both a pru-
dent and speedy manner.

Repeal of affordable housing goals clearly is appropriate, and I
would also recommend you consider repealing affordable housing
support fees enacted under HERA and currently suspended by
FHFA. Compensation of certain Fannie-Freddie employees, I cover
that in more detail in my testimony. But in light of the need to
wind down Fannie and Freddie, I would suggest that you focus on
hovsi to incent employees over the long term to accomplish that
goal.

Prohibit the GSEs from engaging in new activities or offering
new products. Given their wind-down status, this bill is appro-
priate. It particularly needs to focus on efforts that might be under-
taken to force the GSEs to undertake potentially risky activities
such as energy retrofit programs, manufactured housing programs,
and other programs involving mortgage write-down.

Finally, turning briefly to the recently introduced Hensarling
bill, I would commend Representative Hensarling for his early and
prescient attempts to wind down Fannie and Freddie. His bill pro-
vides the basis for undertaking a frank but crucial discussion be-
tween this subcommittee and the Administration. This discussion
has been requested by Secretary Geithner and Representative
Biggert. It is my hope it will lead to a privatized system of housing
finance under option one.

Thank you.

[The prepared statement of Mr. Pinto can be found on page 145
of the appendix.]

Chairman GARRETT. Thank you. Mr. Nielsen, for 5 minutes.

STATEMENT OF ROBERT NIELSEN, CHAIRMAN OF THE BOARD,
NATIONAL ASSOCIATION OF HOME BUILDERS (NAHB)

Mr. NIELSEN. Chairman Garrett, Ranking Member Waters, and
members of the subcommittee, thank you for the opportunity to tes-
tify today. My name is Bob Nielsen. I am the 2011 National Asso-
ciation of Home Builders chairman of the board and a builder and
a developer from Reno, Nevada.

Credit is the lifeblood of the housing sector. A reliable and ade-
quate flow of affordable funds is necessary in order to achieve the
Nation’s housing and economic goals. Establishing a financing sys-
tem that provides liquidity for the housing sector in all markets
throughout the economic cycle is a prerequisite to achieving hous-
ing policy objectives.

Furthermore, a stable, effective, and efficient housing finance
system is critical to the housing industry’s important contribution
to the Nation’s economic performance and to the achievement of
America’s social goals.

The housing finance system is currently under a cloud of uncer-
tainty. The Federal Government, through FHA and the housing
GSEs, is currently accounting for nearly all mortgage credit flowing
to homebuyers and rental properties. Even with the current heavy
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dose of Federal backing, fewer mortgage products are available,
and loans are being underwritten on much more stringent terms.

In addition, Congress and regulators are piling on layers of regu-
lation in an attempt to plug gaps in a system of mortgage regula-
tion and prevent a recurrence of the mortgage finance debacle that
is still playing out. This is not an arrangement that can continue
indefinitely, and there is no clear picture of the future shape of the
conforming conventional mortgage market.

One thing is clear. The status quo cannot be maintained. NAHB
has been actively involved in discussions on changes to the financ-
ing framework for homebuyers and producers of housing. We pre-
sented our thoughts on the future of the housing finance system to
this committee nearly one year ago today. And since then, Congress
has passed the Dodd-Frank Act, and regulators are now busy im-
plementing this massive law that has the potential to reduce the
availability and increase the cost of housing and credit.

The housing landscape has seen little change during this period,
as the housing market remains extremely weak. In fact, while eco-
nomic growth has been weak by historic standards for an economic
recovery, housing’s performance has been even weaker. Unlike a
typical recovery where housing grows at 28 percent in the first year
after the end of a recession, housing’s growth has been a paltry 5
percent in the first year of the current recovery.

Adding to the current housing crisis, decisions about comprehen-
sive structural reforms to the U.S. housing finance system are
stuck in a quagmire, despite the Administration’s recent report out-
lining options for reforming the housing finance market.

Recently, NAHB joined a coalition with 15 other organizations
outlining principles for restoring stability to the Nation’s housing
finance system. NAHB strongly supports these principles, which
highlight the need for the continuing and predictable government
role in housing finance to promote investor confidence and ensure
liquidity and stability for homeownership and rental housing.

NAHB strongly supports efforts to modernize the Nation’s hous-
ing finance system, including reforms to the Government-Spon-
sored Enterprises, Fannie Mae and Freddie Mac. Like the prin-
ciples outlined earlier, NAHB believes strongly that a Federal
backstop is needed to ensure the continued availability of afford-
able mortgage credit specifically to 30-year, long-term, fixed-rate
mortgages.

We cannot go back to the system that existed before this great
recession, but it is critical that any reforms be well conceived, or-
derly, and phased in over time. Proposals offered by this sub-
committee for short-term dissolution of Fannie Mae and Freddie
Mac and the support they provide for the housing finance system
represent a piecemeal approach to reform that would disrupt the
housing market even further and could push the Nation back into
a deep recession.

These proposals, along with similar plans announced by the
Obama Administration in February, show that many policymakers
have clearly forgotten housing’s importance to the economy.

America’s homebuilders urge policymakers in the Administration
and Congress to consider the potential consequences of their pro-
posal. The subcommittee should not move forward with policies
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that would further destabilize a housing market that is already
struggling. Housing can be a key engine of job growth that this
country needs, but it cannot fill that vital role if Congress and the
Administration make damaging, ill-advised changes to the housing
system at such a critical time.

Thank you for the opportunity to testify today.

[The prepared statement of Mr. Nielsen can be found on page
113 of the appendix.]

Chairman GARRETT. I thank you for your testimony.

Mr. Phipps please, for 5 minutes?

STATEMENT OF RONALD PHIPPS, PRESIDENT, NATIONAL
ASSOCIATION OF REALTORS®

Mr. PHIPPS. Good afternoon.

Chairman Garrett, Ranking Member Waters, and members of
the subcommittee, thank you for inviting me to testify today re-
garding GSE reform. My name is Ron Phipps. I am the 2011 presi-
dent of the National Association of REALTORS®.

My family, now in Rhode Island, has been in the business of resi-
dential real estate for 4 generations. My passion is making the
dream of homeownership a reality for American families. I am
proud to testify on behalf of the more than 1.1 million REAL-
TORS® who share that passion, as 75 million American families
who own homes, and the 310 million Americans who require shel-
ter.

REALTORS® agree that the existing system failed and reforms
are needed. However, we caution you to heed the words of Treasury
Secretary Timothy Geithner and Senator Richard Shelby that,
“Housing finance must be addressed and reform passed. However,
proper homework must be done before action is taken and Federal
housing policies must be adequately assessed.”

Today, we ask you to slow down the legislative process and begin
a methodological, measured effort in order to yield a comprehensive
solution that is in the best interests of all, most importantly, the
taxpayers. Therefore, we oppose the GSE bills recently introduced
to reform GSEs, because they represent a piecemeal approach to
reforming the housing finance system and effectively work to make
Fannie Mae and Freddie Mac not viable, without putting forth an
adequate replacement secondary mortgage market mechanism.

NAR is collaborating with the offices of Congressmen Gary Miller
and Brad Sherman to develop an alternative comprehensive ap-
proach to reform the secondary market. This legislation will be in-
troduced shortly.

As you consider the future of Federal housing policies, we ask
you to keep two things in mind: first, the immense value that sus-
tainable homeownership provides for this country; and second, in-
vestors require certainty in order for markets to perform.

The proposed legislation introduces uncertainty that will cause
our fragile recovery to slow and possibly stop. Right now, the mar-
ket is not working as many believe it should, and change is re-
quired. Additionally, REALTORS® believe that the pendulum on
mortgage credit has swung too far in the wrong direction and is
hurting consumers and the economy. Quick decisions aimed at pun-
ishing certain market players or fostering theoretical ideology will
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only act to punish taxpayers by constraining their ability to access
affordable mortgage financing and locking in current losses.

Let me be clear. REALTORS® agree that reforms are required
to prevent a recurrence of the housing meltdown, but unnecessary
implementation of rules that curtail access to affordable credit, i.e.
raising downpayments or other mortgage costs, will have stark
ramifications for that overall economy.

Let me speak specifically to a couple of proposed bills. The QRM
is likely to shape housing finance for the foreseeable future. REAL-
TORS® believe that Federal regulators and members of the House
Financial Services Committee should honor the intentions of Sen-
ators Isakson and Landrieu by crafting qualified residential mort-
gage exemptions that accommodate a wide variety of staid, well-un-
derwritten products such as 30-, 15-, and 10-year fixed-rate loans,
7/1 and 5/1 ARMs, and loans with flexible downpayments that re-
quire mortgage insurance.

A poor QRM policy that does not heed their intentions will dis-
place a large portion of homeowners and could once again slow eco-
nomic recovery and hamper job creation. As noted in American
Banker yesterday, 69.5 percent of all loans originated in 2009
would not qualify under the QRM standard. Furthermore, in-
creased GSE fees could really cause additional problems with up to
10 percent to 15 percent of other qualified buyers not being able
to meet those stringent requirements. Approximately 500,000 sales
would not happen.

In World War II, President Franklin Delano Roosevelt said the
nation of homeowners is unconquerable. In the 1980s, President
Ronald Reagan said the need to preserve the mortgage interest de-
duction in order to promote the most important asset of the Amer-
ican dream, homeownership, should be protected. We REALTORS®
agree.

We ask you to be positive in your future. I thank you for this op-
portunity to present our thoughts on GSE reform. And as always,
the National Association of REALTORS® is ready, willing, and
able to work with you and our partners to make a bright future for
America.

Housing is not a partisan issue, nor is it simply in the common
interest. It is the national interest. Thank you.

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

Chairman GARRETT. Thank you.

And we look now to the professor, Professor Wachter, for 5 min-
utes.

STATEMENT OF SUSAN M. WACHTER, PROFESSOR, THE
WHARTON SCHOOL, UNIVERSITY OF PENNSYLVANIA

Ms. WACHTER. Chairman Garrett, Ranking Member Waters, and
other distinguished members of the subcommittee, thank you for
the opportunity to testify at today’s hearing. I am honored to be
here to discuss the proposed legislative initiatives and the broader
need for a reinvented housing finance system.

While comprehensive reform is necessary for a stable housing fi-
nance system, the transition must be accomplished while taking
into consideration the current extraordinary fragility of housing
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markets. With January prices in real dollars breaching the 2009
bottom and still falling, there is a danger of a double dip.

In the reformed system, private capital must be accountable and
at-risk. However, today, in that part of the market in which Fannie
and Freddie cannot operate, the jumbo market, there is still only
a very limited supply of private capital. This points to the need for
comprehensive reform to bring back private capital.

There is a need for rules of the game, standards and trans-
parency to counter the information failures that caused reckless
mortgage products and underwriting practices to drive the system
to failure. There is an important role for collective or government
action to mandate transparency standards and information to allow
for all market participants—borrowers, regulators, and investors—
to prevent risks from becoming uncontrollable. Investors are asking
for this before they enter the market.

My written testimony addresses each of the legislative initia-
tives. I will limit my comments to two. First, the GSE Mission Im-
provement Act repeals affordable housing goals without suggesting
what might replace them going forward. As we re-envision the
housing finance system, there will be a need to address the goal
of nondiscriminatory access to housing finance. In the academic lit-
erature, there is substantial evidence that the affordable housing
goals were not the major factor responsible for the housing bubble
and crash.

Second, the Portfolio Risk Reduction Act caps the GSEs’ port-
folios at $250 billion in 5 years. While it is ultimately both desir-
able and necessary to reduce the portfolio, constraining the path of
reduction in this way is not, in fact, the way to optimize taxpayer
returns.

Policymakers and the Nation as a whole must make fundamental
decisions about the shape of our Nation’s finance system going for-
ward. The issues being considered today are of critical importance
to the Nation’s future.

I thank you for the opportunity to testify, and I welcome your
questions.

[The prepared statement of Professor Wachter can be found on
page 213 of the appendix.]

Chairman GARRETT. I thank the panel.

So I will begin by yielding myself 5 minutes. And I guess I will
just start with Mr. Dalton.

One of your opening comments was to make a comparison to the
first day of baseball, which is cute, but, of course, the Secretary—
the Federal Government doesn’t subsidize the first day of baseball,
at least I hope they are not. Maybe it will be something we will
discover during the C.R. discussion.

So can you run down and take a look at some of the things that
we are doing right now? I am getting a little bit of a mixed mes-
sage here. Some people on the panel are saying that we are moving
too quickly, that we shouldn’t be acting now, that despite, of
course, the fact that it has been 2 years and we have been asking
for hearings on this, and we haven’t had anything. Now we are
having hearings, and we are having the experts come up before us.

So do you believe that the legislation that you are seeing before,
as far as the IG, additional powers there, and the rest, as far as
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the G-fees and the rest, will those things be moving too quickly if
we begin to consider them and debate them and discuss them and
move those along?

Mr. DALTON. Mr. Chairman, I think that there are positive as-
pects to a number of these bills, but I think it is very important
that we have a comprehensive program in place before we—for ex-
ample, one of the bills has the GSEs going out of business in 5
years. And I think to have that without having a new system in
place—

Chairman GARRETT. Actually, let me just correct you there. I
think you are talking about the portfolio language, which winds
that down. Is that what you are talking about?

Mr. DALTON. That is right.

Chairman GARRETT. Yes, that just deals with the portfolio,
shrinking the portfolio over 5 years, right? So—yes.

Mr. DALTON. I was referring to the Hensarling bill, that I believe
does, in fact, within—at the end of a 5-year period, the GSEs—

Chairman GARRETT. So you are not opposed to the idea of having
an acceleration, for example, of the portfolio so that we can try to
wind down that $1.5 trillion deficit hanging around our head?

Mr. DALTON. No, sir. I think the winding down of the portfolio
has merit.

Chairman GARRETT. Okay. Since we only have so much time, Mr.
Pinto, in your testimony, you describe the advantages that the big
banks somehow have over the small banks, in terms of one of the
other bills with regard to the issue of G-fees. Can you just elabo-
rate on that and explain that to us?

Mr. PINTO. Yes. Actually, in my testimony, I believe I quote Jay
Brinkmann, the chief economist for the Mortgage Bankers Associa-
tion, who about 2 weeks ago said that the history of the GSEs was
to promote ever-larger consolidation among large financial institu-
tions, controlling the housing finance market through their offering
of discounts to the large financial institutions, Countrywide and
the large banks.

The community banks and the other community financial institu-
tions were charged what you would consider in ho