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STATE OF THE HOUSING MARKET: REMOVING
BARRIERS TO ECONOMIC RECOVERY—PART I

THURSDAY, FEBRUARY 9, 2012

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

The Committee met at 10:03 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Hon. Tim Johnson, Chairman of the Com-
mittee, presiding.

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON

Chairman JOHNSON. I call this hearing to order. I thank our wit-
nesses for joining us.

Today’s hearing is a continuation of our in-depth look at housing
finance reform that we just started last year in a bipartisan fash-
ion. Many of the previous hearings have examined the long-term
structure of the Nation’s housing finance system. In this hearing,
we will focus on the current state of the housing market and its
effect on the larger economy.

In January, the Board of Governors of the Federal Reserve Sys-
tem released a white paper entitled “The U.S. Housing Market:
Current Conditions and Policy Considerations.” In this paper, the
Board stated that continued weakness in the housing market poses
a significant barrier to a more vigorous economic recovery.

The white paper documents the problems that so many families
and communities are facing, such as: declining home prices and the
loss of $7 trillion in home equity since 2006; millions of responsible
homeowners are underwater on their homes through no fault of
their own; excess supply of homes for sale at the same time that
rents are rising; obstacles to refinancing at today’s record low mort-
gage rates.

The paper also discussed policy options for addressing what it
identified as impediments to a housing—and ultimately economic—
recovery. Such impediments include: the excess supply of homes for
sale, tightened mortgage credit, and the flow of additional homes
entering the foreclosure pipeline under current conditions. Many
potential solutions are being offered by a wide range of interested
parties. In recent weeks, the Administration has outlined adminis-
trative steps and legislative proposals for overcoming barriers to
housing market recovery. An interagency group led by the Federal
Housing Finance Agency has begun taking steps to address the
large volume of real estate-owned properties held by the Govern-
ment-sponsored enterprises and Federal agencies, including pilot
projects converting some of these properties to rentals. I look for-
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ward to hearing more from the Administration and FHFA about
their proposals.

Finally, this morning, we are expecting an announcement in the
long-anticipated mortgage servicing settlement. I look forward to
carefully reviewing the details of these agreements as part of the
Banking Committee’s continued oversight efforts to hold servicers
accountable for their failures and protect homeowners from abuse.
I agree with the Fed’s assessment. Without an improvement in the
housing market, the economic recovery will also continue to drag.
We must do everything we can to help with economic recovery.
This is important to me and my constituents. This means we must
find ways to improve the housing market.

Today, we explore potential solutions with three highly respected
economists. I have invited our witnesses to share their insights on
barriers to and solutions for housing market recovery. These wit-
nesses have extensive experience analyzing the housing market
and broader economy. I hope to learn from them practical solutions
to improve the housing market, the economy, and the lives of mil-
lions of Americans.

With that, I would turn to Senator Shelby.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Mr. Chairman.

Unfortunately, as we sit here today, I believe the only realistic
assessment of the state of our housing market is that it is weak
and has faced continued decline. Home prices declined nearly 5
percent in 2011. This was the fifth straight year of declines. Worse
yet, some States saw declines of more than twice that rate. In Illi-
nois, prices declined over 11 percent; in Nevada, prices declined
more than 10 percent.

The troubled state of our housing market should be a call for
Congress to take action. Traditionally, this Committee has acted in
a bipartisan fashion to address pressing problems facing the Na-
tion, and during my tenure on the Committee, which is 26 years,
we have worked across party lines to pass important legislation to
reform the GSEs and resolve the savings and loan crisis. But there
is a lot of work to do. I believe we can and we should return to
that practice.

Some have speculated that Congress will fall into gridlock during
the rest of the year. However, that does not have to be the path
of this Committee. Given strong bipartisan support for helping
homeowners, I believe that it is unfortunate that Congress has yet
to devise a thoughtful and effective program to revive the housing
market.

As early as 2008, right here I warned that, to be effective, we
needed to address the underlying fundamentals driving the hous-
ing market and the mortgage foreclosures. We have not done that.
I warned that if we did not adopt such an approach, we would risk
wasting a lot of taxpayer money. And perhaps we have. Unfortu-
nately, the Administration has rolled out one ineffective home-
owner assistance program after another.

The Administration’s latest proposal, as I understand it, reveals
its unwillingness to provide the leadership necessary to make the
tough choices required to really revive the housing market. This
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appears to be today now an ideal time for the Members of this
Committee to step into the leadership vacuum. I have no illusions
that this will be easy. However, we will never solve the problems
with the housing market if we do not start working together to find
a reasonable solution here.

Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you, Senator Shelby.

Are there any other Members who wish to make a brief opening
statement?

[No response.]

Chairman JOHNSON. If not, thank you all. I want to remind my
colleagues that the record will be open for the next 7 days for open-
ing statements and other materials you would like to submit. Now
I would like to introduce our witnesses here today.

Dr. Mark Zandi is the chief economist at Moody’s Analytics.

Dr. Christopher Mayer is the Paul Milstein Professor of Real Es-
tate, Finance, and Economics at the Columbia Business School.

And the Honorable Phillip Swagel is a professor at the Univer-
sity of Maryland’s School of Public Policy and the former Assistant
Secretary for Economic Policy at the Treasury Department from
December 2006 to January 2009.

Dr. Zandi, you may proceed with your testimony.

STATEMENT OF MARK ZANDI, CHIEF ECONOMIST AND CO-
FOUNDER, MOODY’S ANALYTICS

Mr. ZANDI. Thank you, Mr. Chairman, Mr. Vice Chairman, and
Members of the Committee. I am the chief economist at Moody’s
Analytics. My remarks, though, are not those of the Moody’s Cor-
poration. They are my own views. You should also know that I am
on the Board of Directors of mortgage insurer MGIC. You should
know that.

I will make five points in my remarks.

Point number one is that the housing crash is not over. Home
sales and housing construction have hit bottom. They have sta-
bilized. There are even some signs of life there. But house prices
continue to decline. Since prices began declining 6 years ago, they
have fallen by about a third, and I expect more price declines in
coming months.

The key problem is the still large number of properties that are
in the foreclosure process. Just to give you a number, there are 3.6
million loans that are in foreclosure or pretty close, 90 days and
over delinquent. They are unlikely to cure, and they will likely go
to foreclosure. So the share of home sales that are distressed, that
are foreclosure and short, will likely rise later this year, and that
means more house price declines.

Point number two is that when house prices are falling, it is hard
to be entirely enthusiastic about the economic recovery. The home
is still the most important asset that most households own, most
middle-income households. Many small business people use their
home as collateral to get a loan. So, for example, when I started
my company 20 years ago, I had to go get a loan, and I put my
home up as collateral. I doubt I could do that in today’s environ-
ment. Many local governments obviously rely on property tax rev-
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enue, which has been falling because of the decline in housing val-
ues.

Most significantly, though, is the risk that we fall back into a vi-
cious cycle that prevailed back in the recession; that is, price de-
clines result in more homeowners that are underwater. By my cal-
culation, there are 14.6 million homeowners that are in negative
equity positions, half of which are underwater by more than 30
percent, and the average amount of negative equity per homeowner
is about $50,000. So that is the fodder for more default; more de-
fault means more distressed sales and more price declines.

This leads to point number three, and that is, I do think the pol-
icy response to the housing crash has been helpful and did, in fact,
break that vicious cycle back in late 2008 and early 2009. There
were a myriad of policy steps taken to break the cycle, everything
from the Federal Reserve’s quantitative easing efforts, buying
mortgage securities to bring down mortgage rates, which has
brought fixed mortgage rates to record lows, to temporarily raising
conforming loan limits, to three rounds of housing tax credits; and,
of course, the FHA, a yeoman effort to fill the void in mortgage
lending left by the collapse of private mortgage lenders. So, in my
view the policy response, while obviously not perfect and we can
take umbrage with any individual aspect of the response, reason-
able criticism, I think the totality of the response was pretty good.

Point number four is at this point I think policy makers should
remain supportive of the housing market and continue to provide
temporary, modest support to housing so that we do not reignite
that vicious cycle. We cannot allow that to occur because if it does,
there will not be any good policy response and our economy will
pay a price for it.

The proposals put forward by the Federal Reserve Board and the
Administration I think are pretty good. They focus on three things,
and I think this is where you should focus.

First is facilitating more marriage refinancing. I think that is a
slam-dunk idea in the context of record low fixed mortgage rates.
That is an immediate boost to these very stressed homeowners.

The second thing is facilitating more loan modifications, particu-
larly principal write-down mods that are very well targeted, and I
think that dovetails very nicely with the mortgage settlement that
we are going to be getting, hopefully today. I think facilitating that
effort would be very helpful.

And then third is promoting REO to rental. The GSEs, obvi-
ously—FHA has a lot of properties sitting in REO. We want to get
that into rental before it hits the market and drives house prices
lower. So anything that could be done—and there are lots of things
that can be done—to address those—to facilitate those three policy
steps.

Finally, my fifth point is that this should not cost taxpayers
money. These are things that can be done, I think, without any
cost to the taxpayer. Some of the things will require some cost, par-
ticularly the principal reduction, if we juice up HAMP and increase
the incentives there. But we have TARP money that has been
budgeted for these purposes, and I think they should be used.

Finally, let me say I think it is very important for Congress, the
Administration, the FHFA, and other regulators to remain aggres-
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sive and vigilant, make sure that this housing crash definitively
comes to an end, because until it does the recovery will not gain
traction.

Thank you.

Chairman JOHNSON. Thank you, Dr. Zandi.

Dr. Mayer, you may proceed.

STATEMENT OF CHRISTOPHER J. MAYER, PAUL MILSTEIN
PROFESSOR OF REAL ESTATE, FINANCE, AND ECONOMICS,
COLUMBIA BUSINESS SCHOOL

Mr. MAYER. Good morning, Chairman Johnson, Ranking Member
Shelby, and Members of the Committee. My name is Chris Mayer.
I am the Paul Milstein Professor of Real Estate at Columbia Busi-
ness School.

Despite record low interest rates, some signs of economic recov-
ery, mortgage activity and house prices continue fall. Purchased
mortgages last year were at the same level as in 1992, according
to data from the Mortgage Bankers Association, and refinancings
were at the second lowest level since 2001. By comparison, new
consumer lending for items like autos and credit cards is up 11 per-
cent.

In its recent white paper, the Federal Reserve observes, “Obsta-
cles limit access to mortgage credit among creditworthy borrowers,
barriers to refinancing blunt the transmission of monetary policy.”

Unfortunately for taxpayers, homeowners, and the economy, 3
years into the FHFA’s conservatorship of the GSEs, Fannie Mae
and Freddie Mac continue to act as profit-maximizing private firms
determined to remain in the game for long-term profits through
their near monopoly power in the mortgage market rather than
making the market more efficient. The FHFA has taken a narrow,
ineffective, and harmful approach to managing GSE activities.

Conservatorship has failed to adequately address critical conflicts
of interest between the two principal GSE businesses: providing
mortgage guarantees and managing a large retained portfolio of
mortgages and MBS. Examples abound of GSE actions that padded
their portfolio profits even while restricting refinancing. Fannie
Mae imposed new origination fees called LLPAs that could be 3
percent or more of the mortgage balance only weeks after the Fed-
eral Reserve announced its intention to purchase what would even-
tually be $1.25 trillion of GSE MBS. Freddie Mac followed suit 2
months later.

LLPAs were applied to those refinancing existing mortgages even
though lowering the payments for those borrowers would save
Fannie Mae and Freddie Mac and the taxpayers money by lowering
defaults. Existing borrowers with high loan-to-value ratios, those at
the greatest risk of default, were locked out of refinancing alto-
gether.

The GSEs made it harder to refinance with another servicer de-
spite borrowers’ many complaints about poor service from their ex-
isting servicers. Consumers now pay three-quarters of a percent
more per year for their mortgage to originators than they did be-
fore conservatorship due to limited competition to originate mort-

gages.
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The GSEs failed to address critical problems in mortgage insur-
ance. The only seemingly plausible reason for policies that unduly
restrict credit and, thus, raise defaults by existing borrowers is to
f1;‘)1"10tec‘c high interest payments on assets held in the GSEs’ port-
olio.

Reports by National Public Radio and ProPublica highlighted
these conflicts of interest and how they may have influenced port-
folio decisions at Freddie Mac. Instead of selling off its MBS,
Freddie Mac created and help complex, highly leveraged, risky
mortgage derivatives that had no value as a hedge. More recently,
Freddie Mac created new and complex long-term financing for its
mortgage-backed security positions called MLANs. Both types of
transactions were structured so that the enterprise lost valuable
interest payments if borrowers with very high interest rates refi-
nance their mortgages, a policy that is substantially under the con-
trol of Freddie Mac. These transactions also make it harder to un-
wind Freddie Mac and its portfolio in the future, something all of
us should be concerned about.

While seemingly consistent with conserving and preserving as-
sets, these policies appear to violate a number of the GSEs’ other
mandates under HERA to foster liquid, efficient, competitive hous-
ing finance markets and to operate in a manner consistent with the
public interest.

Finally, the GSEs need to reform their loss mitigation practices.
Private portfolio lenders were the first to adopt widespread mort-
gage modification programs and principal reduction plans with
their own loans and have also much lower redefault rates than the
GSEs. The GSEs need to follow practices that portfolio lenders use
for their own defaulted mortgages and work to attract private cap-
ital to purchase and manage nonperforming loans and REO.

We must change the mandate of conservatorship. Legislation
should mandate that an independent trustee wind down the GSEs’
retained portfolio of MBS and require other steps to attract private
capital. The GSEs should finally remove all of the obstacles lim-
iting access to refinancing for existing GSE borrowers and address
constraints on mortgage credit as identified by the Federal Re-
serve. Conservatorship as it stands now is laden with conflict of in-
terest and is going to be incredibly difficult to unwind these institu-
tions.

I appreciate the opportunity to address you today and look for-
ward to answering any questions you may have.

Chairman JOHNSON. Thank you, Dr. Mayer.

Professor Swagel, you may now proceed.

STATEMENT OF THE HONORABLE PHILLIP L. SWAGEL, PRO-
FESSOR OF INTERNATIONAL ECONOMIC POLICY, UNIVER-
SITY OF MARYLAND SCHOOL OF PUBLIC POLICY

Mr. SWAGEL. Thank you, Chairman Johnson, Ranking Member
Shelby, and Members of the Committee. The housing market re-
mains weak even as the job market improves. The latest housing
proposals we are considering today largely expand on previous ac-
tions.

My concern is that the proposals share a common feature of the
previous actions, and that is their moderate impact, an impact that
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is in every case less than was advertised when the various policies
were launched.

It is useful to consider a specific example of why the new pro-
posals will share this unfortunate feature. One proposal is a broad
refinance for loans to be refinanced by the FHA, the Federal Hous-
ing Administration. The Administration’s fact sheet—and that is
all we have is a fact sheet—says there will be no red tape, no
delays, no tax forms, no appraisals. The policy applies to owner-oc-
cupied homes and not to investors.

Now, the problem is that the lenders have to verify that a home
is owner-occupied. This is the case even if a lender is refinancing
its own home because now it will be getting a Government guar-
antee. Without access to tax forms, without appraisals, it is not
clear how the lender is supposed to do this. Are they supposed to
send someone to the house and look in the window? So these imple-
mentation details matter greatly. And, again, we have no text for
the legislative proposal. We just have a fact sheet, when these de-
tails are really crucial. It is 2 weeks after the proposal has been
announced. I have serious doubts about whether it can actually be
implemented in practice, and there is really no way to know.

In general, what we have learned over the last 3 years is that
the one-at-a-time nature of the transactions involved in dealing
with the housing weakness is a considerable hindrance to imple-
menting these proposals.

Now, on their impact, I think it is clear that credit was too loose
before the crisis during the housing bubble, and I think a good case
can be made that now credit is too tight, and access to mortgage
financing is too difficult for many homeowners.

To me, the lessons is to get the standards right, not to have the
standards be set by unelected and unconfirmed Government ad-
ministrators, but to think about what are the right standards and
let the private market decide how to deploy capital and what risks
to take on that capital.

I worry that there will be a modest impact from the new pro-
posals in terms of avoiding incremental foreclosures. Many of these
proposals might have made more sense in early 2009, but at that
time the measures were considered not prudent, not a good ratio
of benefits to costs. So here we are in 2012. If anything, as my
written testimony explains in detail, the ratio of cost to benefits
has gone up. There are fewer incremental foreclosures avoided for
each dollar of taxpayer resources used.

If these proposals work, to the extent they do, it will be mainly
as economic stimulus, as writing checks from taxpayers to par-
ticular homeowners. I think it is fine if someone wants to make a
case that we should have more fiscal stimulus. I think that will
have a limited impact and is probably not needed in light of the
improving economic data. But that debate should be made openly
as stimulus and not as a housing policy or as pressure on a Gov-
ernment administrator.

Another point, related, is that Government aid should probably
be better focused. Rather than having the FHA refinance anyone’s
mortgage, it might be useful to look at which homeowners and
which income levels. As I mentioned in my testimony, the White
House has recently defined the middle class as topping out at
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$80,000 a year or $100,000 a year, and it might be useful to limit
FHA to homeowners of that income level.

There are actions that can be taken that will be useful to speed
the housing adjustment. The REO initiative to move empty houses
into rentals I think will be very useful, and that really should be
the focus of policy, a focus on speeding the adjustment. We want
a recovery in housing. We need the housing market to lift off the
bottom. But, unfortunately, that does mean the housing market
has to hit bottom so that it can lift off of it, and we want that to
happen as quickly as possible. We want to end the legal and regu-
latory uncertainties that are now waiting on the market. Moving
forward with housing finance reform, reform of the GSEs in par-
ticular, will be helpful for bringing private capital back to the mar-
ket and moving the housing market forward.

Thank you very much.

Chairman JOHNSON. Thank you, Professor Swagel.

As you mentioned at the outset, the long-anticipated mortgage
servicing settlement has been reached. Although we may not have
all of the details, I am interested to hear each of your thoughts on
the impact of this settlement on the housing market. Dr. Zandi, we
will start with you and go down with the panel in turn.

Mr. ZANDI. I think it will have a meaningfully positive impact on
the housing market and the broader economy for three reasons:

First, it provides a substantive amount of resources for more loan
modifications, and it sounds like a fair number of those will be
principal reduction modifications, which the servicers are already
engaged in quite successfully. According to OCC data, roughly 20
to 25 percent of their current mods are principal reduction mods,
so I think this will be helpful in that regard.

And, by the way, the Administration proposal to triple the bene-
fits to principal reduction mods in HAMP I think would dovetail
beautifully with that settlement. And I think that is meaningful.
I think you will get a half a million to a million homeowners that
get substantive help here, and that will make a big difference in
terms of that share of home sales that are distressed, and that will
help to keep any future house price declines limited.

The second reason is that I think this does help the banking sys-
tem. One of the reasons the banking system has been slow to pro-
vide credit is the cloud hanging over it with regard to various legal,
regulatory issues. There are still many, and there are still many
clouds. But this was one significant cloud, and I think lifting it will
be helpful, and it will allow the banking system to gain confidence
and become more aggressive in extending credit, which is very key
to the economic recovery.

Third, I do think this is consistent with Professor Swagel’s point
about facilitating the foreclosure process. This will allow the fore-
closure process to reaccelerate for us to move through the mountain
of foreclosed property that is still plaguing the housing market.
Many of these foreclosed properties are vacant. They are investor
properties. They are blighting communities. We need to work
through these properties; otherwise, we are not going to find a bot-
tom. So I am hopeful that this leads to a clearer path toward more
foreclosure—resolving more of these foreclosure issues and coming
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to the day when we find the bottom of the housing market. So I
think this is a very encouraging development.

Chairman JOHNSON. Dr. Mayer.

Mr. MAYER. Yes, I agree with Dr. Zandi on many of these points.
I think it does continue a practice which private lenders are doing
with their own portfolios, which are principal modifications.

What is unclear is how well we have bifurcated past actions
versus future results. One of the problems has been there are many
people who are not making their payments for 2 years or longer
and are remaining in their properties, and we are starting to see
in the data that people in judicial States where that is happening
are defaulting relatively more relative to people in nonjudicial
States. And so we should start to worry about that moral hazard,
and if this presents a path for either modifying or foreclosing a
home, we really need that. We cannot have people who stay, you
know, years in homes without payments and without really having
an ownership stake in where they are.

The third is something that I think really highlights what Sen-
ator Shelby said at the beginning of this hearing, which is we are
going to have a lot of stuff coming on the market, and given the
current structure of both the GSEs and the lending market, we are
not going to have the credit or the capacity to absorb this stuff. If
we end up with a couple million homes that come on the market
next year with the sale rate of, you know, under 5 million today,
a third of those home sales are already cash sales; a third are home
sales under contract; a third, brokers report that their sales fall
apart because of credit problems. So it is critical for this Committee
and for policy makers to address the issue of restoring a more nor-
mal credit standard in the market; otherwise, this flood of housing
may well push prices down a lot more and push us into a situation
where we have other problems.

So I think this is a wonderful proposal. Lots of people, including
myself, are talking about refinancing. But we also need to open up
a reasonable standard for new mortgages, whether they be for peo-
ple who are owner occupants, whether they be investors buying in
bulk. And the GSEs at the moment are not accomplishing that
goal, and I think that needs to change.

Chairman JOHNSON. Professor Swagel.

Mr. SWAGEL. I also welcome the settlement on the robo-signing.
Obviously, the robo-signing was outrageous, and illegal behavior
should be—illegal actions should be punished.

I think the positive impacts will be twofold: One is there will be
some assistance for individual homeowners. I think the bigger im-
pact on the overall economy and on the housing market is remov-
ing the uncertainty that is preventing banks from operating and
from lending going forward. We have to remove that uncertainty to
start origination going forward.

We have to be realistic about the impacts, 17 or 37 billion, some-
where in that range, in terms of principal writedowns. Those are
big numbers, but there is $700 billion or more of underwater bor-
rowers, negative equity. So the impact will be pretty modest rel-
ative to the scale of the problem.
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The original HAMP proposal was supposed to help 3 or 4 million,
and it has helped less than a million. It is just an indication that
we should all be wary of these promises.

The last thing to mention is that the market is moving. Lenders
are paying homeowners to avoid foreclosure, and it makes sense,
right? If it takes 24 to 36 months to actually foreclose on someone
who is not even making their payments, it makes sense for lenders
to pay that person to move out, and there is much greater dignity
in that solution than in a foreclosure.

So these adjustments are useful, and we want them to keep hap-
pening, but, again, I think the biggest impact, positive impact of
the AG settlement is the certainty about market conditions going
forward.

Chairman JOHNSON. Dr. Zandi, we have heard arguments that
the market should be left to hit bottom. I would like to hear your
analysis of this issue. Do you see any barriers to the market heal-
ing itself? Are there any risks with remaining housing prices to fall
further?

Mr. ZaNDI. Well, I would make two points. First, I think house
prices have fallen sufficiently to be consistently now with house-
hold incomes and effective rents, so effectively house prices are at
bottom. They are at equilibrium. Affordability is very high, and you
have fairly strong investor demand because rents have risen so
considerably. So I think any further house price declines would be
what you might call overshooting.

Second—and this is more important, and this goes to my point
about the vicious cycle—what concerns me or makes me nervous is
that once house prices start falling, it is very difficult to see where
that ends. We can get back into a very vicious cycle. Prices decline.
You have 14.6 million homeowners underwater. When prices are
falling, people think prices are going to fall in the future, that gives
them less incentive to hold on. They default. The defaults lead to
more foreclosures, short sales, more price declines, more negative
equity homeowners, and you can see this dark vicious cycle taking
hold. And we had to throw enormous resources at this vicious cycle
in the recession to break it. And we did. If you look at prices, they
have basically—they are soft, but they have basically stabilized
since early 2009.

So I do not think it is worth taking the chance to allow that pos-
sibility to occur. The tail risks, as you would say, are very enor-
mous.

So I think policy makers can do some things that are modest, do
not cost taxpayers significant dollars, and mitigate that risk, and
I think that is entirely appropriate.

Chairman JOHNSON. Senator Shelby.

Senator SHELBY. Thank you, Mr. Chairman.

Dr. Zandi, you estimated earlier in your testimony that an addi-
tional 6 million homeowners will lose their homes before the hous-
ing market recovers, and you also said that foreclosures will not re-
turn to normal levels until 2015.

How could you rationalize—I know you are an economist. Some-
times economists are right, sometimes they are wrong.

[Laughter.]
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Senator SHELBY. How do you rationalize the housing market has
bottomed out and so forth if you are going to have 6 million more
foreclosures and so forth? You know, I hope you are right, but I am
not sure. Tell us why.

Mr. ZANDI. Yes, very good question.

Senator SHELBY. In other words, you are saying that the price of
housing is not going to continue to decline, but that seems counter-
productive to what we see.

Mr. ZANDI. Yes, it is a very good question. First, let me say there
are three broad measures of the housing market:

Home sales—that is, housing demand. That has hit bottom. It is
actually starting to improve.

Senator SHELBY. How do you determine that has hit bottom? We
hope it has hit bottom. What is your data?

Mr. ZanD1. Existing home sales from the National Association of
Realtors, new home sales from the Census Bureau. If you take a
look, they have basically been moving along the bottom for 3 years
and are now starting to trend up a little bit.

Housing construction, single-family, multi-family starts, also
Census data, that is starting to rise—admittedly, at very low——

Senator SHELBY. But not everywhere, right?

Mr. ZANDI. No, of course not. I am talking nationally.

Senator SHELBY. OK.

Mr. ZANDI. But house prices, you are right, they are continuing
to be weak, and I do expect more house price declines in the imme-
diate future. But this is a very important point, and it refers to
something Dr. Swagel said. The key to house prices is the change
in the share of home sales that are distressed, foreclosure and
short. You can still have a very high level of distressed sales, and
we are because we have a lot of property in foreclosure, and it is
going to take many years to work through that. But if you can
start moving that share downward, you are going to get house price
growth. And lots of good things will happen as soon as house prices
are moving north.

All T am arguing to you, sir, is that we are very close. We do not
need to solve the %700 billion, by my calculation $750 billion nega-
tive equity hole. We just need to get another half million or a mil-
lion homeowners on solid footing, get that share of home sales that
are distressed moving south, and we will start making progress on
house prices.

Senator SHELBY. Do you have that same feeling in areas like
Florida, Nevada, California, you know, some distressed areas
where so many properties are underwater or is your language, your
testimony, basically across the Nation?

Mr. ZANDI. Well, also a very good question. I so far have been
speaking nationally, but obviously there is a great deal of varia-
bility across the country. Places like Florida, Atlanta, Arizona, Ne-
vada, Central Valley of California, parts of Rhode Island, parts of
the Midwest are encumbered with a great deal of foreclosed prop-
erty, so price declines there are going to be more deep and longer.
It is going to be harder to get that share of distressed properties
moving south in those areas because the foreclosure problem is a
bigger problem.

Senator SHELBY. Dr. Mayer, do you have a comment on this?
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Mr. MAYER. Sure. I am actually in the camp of prices have fallen
further than equilibrium. In many parts of the country, house
prices are below construction costs of comparable homes. And given
where interest rates are——

Senator SHELBY. Is this an area where it is like Florida, Cali-
fornia, Nevada, Arizona, where

Mr. MAYER. Yes, and Atlanta and Phoenix. You know, this is
true in many parts
. Senator SHELBY. Where housing was overbuilt and oversold per-

aps.

Mr. MAYER. Yes, that is true. But the sort of question is where—
if you sort of think about where we should be in equilibrium, that
is the sort of analysis. Now, I think it

Senator SHELBY. That is the ideal way. If demand and supply are
in equilibrium, things are fine, right?

Mr. MAYER. Right. The problem with that is that, on the other
side of the coin, what is not working is access to credit, which is
part of what is contributing to prices hanging below the market.

One of the things I would point out is that I pay a lot of atten-
tion not necessarily to foreclosures but as well to sort of vacant
houses, because if you take a family who leaves a home, they are
going to go somewhere else, and someone else is going to move into
the home that they have. And the question is, is there somebody—
what determines house prices is, is there somebody who can sort
of buy that home and either provide a rental or someone else who
is going to occupy the property? And that sort of transition is a
place that I think policy makers can and should be focusing on,
which is: How do we make sure that when people leave these
homes, whether through short sales, as Dr. Swagel talked about,
or foreclosures, that there is somebody else who can acquire that
property without a huge amount of distress and make it available
for families to live in so it does not become vacant and get de-
stroyed?

The really big overbuilding is in a small number of parts of the
country, and in many other parts of the country house prices are
below construction costs, but we are not seeing it because of this
transition challenge.

Senator SHELBY. Professor Swagel.

Mr. SWAGEL. Yes, I also worry about the impact of the delayed
foreclosures on house prices going forward. There is a sense in
which we have put a bunch of foreclosures on hold, meaning mil-
lions of foreclosures on hold, but we have not prevented them, espe-
cially with the economy having been relatively weak over the last
3 years.

Senator SHELBY. Is one of the problems of delayed foreclosures
that each State has a different law regarding foreclosures and the
speed of them and so forth?

Mr. SWAGEL. That is right, and judicial States take a lot longer.
That is right. We have started to see lenders essentially paying
homeowners considerable amounts to move out of their home and
avoid foreclosure. It seems like the market then is finally starting
to adjust.

Senator SHELBY. Professor Swagel and Dr. Mayer, I will refer
this to you. In both of your testimonies, you cite the lack of GSE
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reform, Freddie and Fannie, as impeding the recovery of the hous-
ing market. So what will be the consequences to the housing mar-
ket if Congress continues to neglect and push down the road GSE
reform? Professor Swagel.

Mr. SWAGEL. I would say it is very much an impediment to hav-
ing the housing market recover, and it is an impediment to the pol-
icy debate today. We see everyone pounding on poor Ed DeMarco
to adjust the refinancing standards. That should not be his line of
business. It should be the market. But we need GSE reform for
that to happen. It would be hard for private market participants
to lend someone money for 30 years when the Government could
change the rules entirely in a few years.

So that is what I would want. Move forward with GSE reform
and have private capital come in and take the risks.

Senator SHELBY. Dr. Mayer.

Mr. MAYER. I am not as sanguine on the actions of the conser-
vator in this regard. I think there

Senator SHELBY. That we have now?

Mr. MAYER. Yes, the current conservator of the FHFA. As I made
comments, I think the conflicts of interest have been material. The
GSEs under conservatorship have imposed new fees, new restric-
tions, and new things that never existed before conservatorship
and are enormous impediments to the recovery of the mortgage
market and can only be explained by the retained portfolio. And
these are things that, in principle, the conservative could within
his power adjust, but he has chosen not to. So the conservator
could hand, without legislation, an independent trustee to manage
and wind down the portfolio, but the conservator has chosen not to
do that. The conservator could take many other steps that would
reduce the losses and foreclosures and open up credit but has cho-
sen not to do it. So while it does not require legislation

Senator SHELBY. Isn’t that going to make it worse in long run
and harder to do and more costly?

Mr. MAYER. Actually, it is counterintuitive, and, you know, this
is based on work I have done with Dean Hubbard at Columbia
Business School, Alan Boyce, and James Witkin. What the GSEs
are doing is actually making it harder for them to be unwound. So
the way they are managing their portfolio with issuing—they just
put out 10-year debt. They have created these complex derivatives.
These are not transactions that are sort of making it easier to un-
wind. They are actually making it harder to unwind. And the fric-
tions in the market that they are creating are also making it hard-
er to unwind them because nobody will sort of—this is not a mar-
ket anybody wants to be in. When you sue your originator, same
problem. The litigation creates a harder space for private capital
to

Senator SHELBY. Is this a philosophical design by the conser-
vator?

Mr. MAYER. I have had different views——

Senator SHELBY. It is not an unknown.

Mr. MAYER. I would not want to speculate as to why the conser-
vator has taken the actions that he has. I just look at the results
of those actions. And I think as the manager of any institution, one
of the critical things, you know, that CEOs have to deal with are
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conflicts of interest in an organization, and not managing those
conflicts of interest effectively is something that a CEO should be
held responsible for if they are not doing that. And so to my mind,
that is the sort of critical question, and I do not want to—I cannot
speculate. I do not know why these have or have not been——

Senator SHELBY. You might not speculate, but you can evaluate
the real data.

Mr. MAYER. Our report clearly—you know, I have done a lot of
writing on this, some of which is in my testimony, more of which
is written on a Web site that we have been maintaining. We have
been arguing this, Dr. Hubbard and I, since September of 2008
when we saw the mortgage spreads go crazy and, you know, con-
servatorship not fixing things.

Senator SHELBY. Dr. Zandi, I know the time has eaten away, but
in fairness, what is your view here?

Mr. ZANDI. Thank you. Yes, I think it is very important for Con-
gress to resolve Fannie and Freddie, that as long as they remain
in conservatorship, nothing good happens. Of course, you have
many other moving parts that you need to nail down before you
can actually resolve Fannie and Freddie. The private residential
mortgage securities market is, as you know, dead in the water, and
that needs to be revived before we can resolve Fannie and Freddie.

But I agree with you. You know, the longer they are in this no-
man’s-land, it is a problem for everybody.

Senator SHELBY. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Reed.

Senator REED. Well, thank you very much, gentlemen, for your
excellent testimony.

Dr. Zandi, longer term we have to do lots of things, but in the
short term, I think that both you and to a degree Dr. Mayer are
saying there are steps that the conservator could and should be
taking right now. In fact, one of the recent Presidential proposals
through HAMP, as you have noted, Dr. Zandi, for principal
writedown modifications has given additional resources potentially
to FHFA and the Fannie and Freddie to do that. And the question,
I think, is why is it—it should be increasingly difficult for FHFA
to argue that they cannot do it because of their obligation to pre-
serve the portfolio, et cetera, et cetera, et cetera, when, in fact, there
are resources available that will make the calculation positive.

Just a final point, too. One of the themes that I sense out is that,
first of all, this settlement today I think is very encouraging, but
that essentially goes to the paper owned by the banking institu-
tions.

Mr. ZANDI. Correct.

Senator REED. And as many have noted, banking institutions,
good businessmen and women are making decisions about principal
writedown mortgage modification not because they want to help
the homeowner, but they are looking at their shareholders’ bottom
line. So the business logic here is to get FHFA to do what business
is doing and use resources that have been recently made available
to start principal writedown modifications and add further momen-
tum. And that can be done instantaneously. They do not have to
wait for new statutory authority. Is that accurate?
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Mr. ZANDI. Yes, I think first I would like to say the principal goal
of the conservator should be to preserve taxpayer money, right? I
mean, we have ante’d up $160 billion for Fannie and Freddie, and
this is getting to be very costly, and I think it is prudent that the
regulator focus on that.

But in that context, I think there are many things that can and
should be done. I think, for example, mortgage refinancing, facili-
tating more mortgage refinancing—it perplexes me why FHFA is
not being more aggressive here in trying to promote that activity.

Now, we had HARP II, the juiced-up HARP, and that is progress.
But even to this day, for example, I think HARP II rules—and we
can describe what they are, but it facilitates more refinancing—
should be extended to all Fannie and Freddie borrowers. But
Freddie has different rules than Fannie, and it is just mucking up
the process. This makes no sense and should be resolved, as an ex-
ample.

Moreover, REO to rental I think everyone agrees makes—you
know, it is a slam-dunk thing, I think. And I know it is a hard
process and we need to have pilot projects, and we are not sure ex-
actly—and we do not want to give too much away to investors. I
am on board with that. But it feels to me that this should be mov-
ing at a much greater pace.

Moreover, the third point, to your point, I am perplexed. I have
my models, and I look at this data very carefully—with the argu-
ment that Fannie and Freddie do not believe in principal
writedown, they believe in principal forbearance. Well, under some
circumstances, under reasonable assumptions, principal writedown
works better than principal forbearance. Just to completely say we
are not going to have any principal writedown in a targeted way
so we do not have moral hazard issues, I mean, I understand that.
I think that is just a step too far.

So, as you can tell from my voice, I am frustrated. I am frus-
trated by it.

Senator REED. You are not alone because, you know, I have been
arguing in REO, for example, for 2-plus, 3-plus years to move on
that. That seems to be sort of something that is obvious. And I
think, Dr. Mayer, you, too, feel that the REO issue is something
that should be moved aggressively.

Mr. MAYER. Yes.

Senator REED. It should have been done.

Mr. MAYER. Right. I should say one thing, which is I do advise
a group of a startup company that is working in the space of trying
to acquire homes on the rental market. I should say that straight
off. They are not actually deploying capital at the moment, but I
do believe in this as a really, really important step to move the
market forward.

I would respond to your question and also that of Senator Shelby
at the end about data and how to account for this. We have posted
an incredibly detailed model that goes through the profitability of
a mass refinancing program to all the various parties. This model
is, I think, a state-of-the-art model and probably better than any-
thing that we have seen out there in terms of analyzing the costs
and benefits, because I agree with Dr. Zandi and Dr. Swagel, and
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I think the Members of this Committee, that, you know, conserving
and preserving assets is an incredibly important goal.

If the GSEs were to do a refinancing program where they added
a modest increase in the G-fee—because many of the old G-fees
were as low as 12 to 15 basis points. If they were to raise that G-
fee on refinanced mortgages to 25 to 35 basis points, which would
still leave enormous benefit for homeowners, a mass refinancing
program would be enormously profitable for taxpayers and for the
GSEs and would actually help wind down the process by reducing
credit losses in the future.

The problem is that that analysis is hard to do without also con-
sidering the portfolio. We have done very careful work, and if you
sort of tell me that, gee, the portfolio has X, Y, Z bonds in it—and,
of course, the conservator has never made public what kinds of
bonds are sitting inside the portfolio. But if you did that and you
told me, gee, you know, 25 basis points was not enough but 35
basis points would do it, given that many of these borrowers have
a 6-percent mortgage and they could be refinancing in something
below 4, there are 200 basis points of spread there. There has got
to be a place that that is profitable for the GSEs, even considering
their portfolio, profitable for taxpayers. In fact, we even go through
and calculate the opportunity costs for the Federal Reserve because
we also believe that we should look at this in a very holistic sense
of the Government to include all the mortgages that the Federal
Government holds.

The other thing I would sort of say is I completely agree on the
mortgage modification. If you look, for example, in 2008, GSE
modifications were about 40 percent less effective than private
lenders in their own portfolio. In 2009, same thing. In 2010, the
GSEs caught up, and their modifications started to have similar ef-
fectiveness to private portfolio lenders. In 2011, we are back to the
GSEs’ modifications being about 40 percent less effective; that is,
the redefault rates are about 40 percent higher than what the pri-
vate sector is doing with their own loan modifications.

I think that is the best place to look, is when somebody owns a
loan outright, what do they do with it? Well, oftentimes they sell
it to special servicers whose job is to write down the loan, modify
it, get the people out, pay them, do whatever they need to do to
work forward. And the GSEs have consistently lagged behind the
private market, which sort of tells me that what they are doing is
not what is the state-of-the-art. And if they cannot do that them-
selves, they should be selling off some of those NPLs into the mar-
ket and letting the private sector do the kinds of things the private
sector would do well, which I suspect would get some of the prin-
cipal modifications that many people hope for, but would also sort
of, I think, get us out of the bureaucracy that we are in at the mo-
ment.

Senator REED. Well, thank you.

Dr. Swagel, I must apologize because my time has long been ex-
ceeded, and my colleagues are waiting, and they have brilliant
questions to ask, much more so than I. But just one point is every-
thing you have talked about I think can be accomplished with the
current authority of the conservator right now. In fact, my sense
is you are arguing that this is really what he should be doing be-
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cause of his obligations under the present law to, you know, sta-
bilize and to recover as much assets and be as businesslike as pos-
sible. You are nodding your heads. I will take that as unanimous.

Mr. ZANDI. Yes.

Mr. MAYER. Yes.

Mr. SWAGEL. I would just make a very small point, if it is OK.

Senator REED. Can I just—go ahead, please.

Mr. SWAGEL. It ultimately comes down to numbers and the costs.
The Federal Reserve is a substantial owner of mortgage-backed se-
curities and would be affected by this. Mr. Garrett asked Chairman
Bernanke last week, “You are in favor of this. What is the impact
on you?” And the Fed has not done the calculation. It is just puz-
zling that they are affected and have not done the calculation. I
wonder if there is a message there.

Senator REED. Hopefully they will do the calculation, and it will
be the right calculation.

Chairman JOHNSON. Senator Corker.

Senator REED. Thank you.

Senator CORKER. Thank you, Mr. Chairman, and I thank each of
you for your testimony, and I appreciate your being here.

I think that all three of you have said that Fannie and Freddie
staying in their present state in perpetuity is probably not a very
good thing, and in order for them to wind down from their domi-
nant position, what we have to do is really bring the private sector
back. They are on strike for lots of reasons, and what we have to
do is build a mechanism to bring them back in and have a real
TBA market on the private side and make sure that reps and war-
ranties are actually there and there is actually the types of under-
writing that they can expect to take place. And if we can figure out
a way to do that, then we can really begin to diminish the amount
of reliance we have on Fannie and Freddie. Is there general agree-
ment on that? And that the longer they stay like they are, actually
more mischief kind of comes into play.

I would love to have your responses very briefly to Congress, for
instance, for 2-month payroll tax adding a G-fee, if you will, to all
Fannie and Freddie loans over the next 10 years to pay for that.
Is that something that is good for our housing industry? I think I
get three noes.

So I hope there is a way that—we have a bill out there that is
just a marker for discussion. We want to attract one of our great
friends on the other side of the aisle and know that changes have
to be made to cause that to happen, and we only did that to begin
conversation. We never offer a piece of real legislation until we
have a Democratic cosponsor, but I sure hope you will weigh in on
that.

But let me move to another question. You know, we have this
chart of underwater loans, and it is pretty interesting how they are
concentrated more fully in a handful of States. Dr. Zandi, what is
the reason for that? I mean California and Nevada and Arizona
and Florida, why is the concentration so heavy there?

Mr. ZanDI1. Well, as you know, that is where the housing bubble
was its most significant.

Senator CORKER. Well, I know that, but why was that housing
bubble predominantly in those States?
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Mr. ZANDI. Well, a number of reasons. One key reason is that
these markets generally are supply constrained. It is hard to build.
So if you get any pick-up in demand for housing, because of the
supply constraints house prices start rising very quickly. And once
house prices start rising quickly, like any asset market, people
start forecasting with a ruler, and they speculate.

Senator CORKER. Speculation, yes.

Mr. ZanDI. And then adding fuel to this fire was, of course, very
easy credit, so private label, subprime lending, Alt-A lending, Op-
tion ARM lending provided the credit, the juice to speculate, and
you saw this surge in prices.

Senator CORKER. I knew you were going to say that, and I thank
you. So——

[Laughter.]

Mr. ZanDI1. Uh-oh, that sounds scary.

1 sznator CORKER. I enjoy so much working with you on the auto
eal.

Mr. ZANDI. I got in some kind of trap.

[Laughter.]

Senator CORKER. I say this to my friends from Colorado and Or-
egon and Virginia and Alabama and Rhode Island and South Da-
kota. I guess as I start looking at the principal reductions, I have
supported what Dr. Mayer said from the very beginning 3 years
ago, that if Fannie and Freddie—if there were spreads there and
there was an opportunity for people to refinance at lower rates, let
us have at it within those institutions. It made them strong, it
made the homeowner stronger.

You start getting into principal reductions, and whether using
existing TARP money, which, you know, our country still owns, or
whether you are doing it through other mechanisms, in essence
what we are doing is really creating a transference of wealth from
Tennesseeans and Alabamans and Virginians and Oregonians and
people from Colorado, a transference of wealth from their taxpayers
to people in these States that speculated. Now, why would we do
that? It just makes no sense to me that everybody has gotten on
this bandwagon of principal reduction when the creation of this
bubble was exactly what you said.

Now, I want you to tell me how I go back home to Tennessee and
say that this is a great policy for you to send a check up each year
to the Treasury and let them write a check to Fannie and Freddie
for losses because we are going to do principal writedowns.

Now, explain to me how that makes sense and why maybe it
would not be better just to say in California or Florida, in places
where people did a lot of speculation—which, by the way, drove a
lot of revenues for those States, I might add. Wouldn't it be better
if those States themselves put up the money for those principal
writedowns? I mean, it is a geographic issue. It is not a national
issue. I do not understand why people have not thought about it
in that way.

I would love for you to respond to that.

Mr. ZANDI. Yes, you make very good points. This is a very dif-
ficult problem, and fairness is, you know, at the heart of it. You
know, there are moral hazard issues. How do you do this so you
do not set off a firestorm?
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Senator CORKER. Right.

Mr. ZANDI. I hear what you're saying, and I understand what you
are saying. This is not something that I would

Senator CORKER. Well, tell the farmer in west Tennessee the an-
swer to that question.

Mr. ZanDI1. OK. I would say a couple things.

The first thing I would say is that I would disagree a bit with
your characterization that this is only a California and Florida

Senator CORKER. No, it is not “only.” All of our States have those
issues, but it is hugely disproportionate.

Mr. ZAaNDIL. It is by my calculation, 14.6 million—and I can pro-
vide it for your State of Tennessee. It is not insignificant. There are
a lot of homeowners in your own State that are underwater.

Senator CORKER. But most folks in other States played by the
rules. They were not going and specking a housing bubble with al-
most no money down.

Mr. ZANDI. I am not so sure. Subprime lending was pretty wide-
spread.

Senator CORKER. Well, tell me the answer for the west Tennessee
farmer.

Mr. ZANDI. Let me get to the more fundamental point.

Senator CORKER. All right.

Mr. ZAaNDI. The more fundamental point is that I think we are
very close to solving this problem, to putting an end to it, and get-
ting house prices moving north. And if it requires a half million to
a million principal reduction mods that are very well targeted and
done by the banking system and some hopefully by the GSEs, then
I think that is a reasonable cost to make a reasonable thing to do
to get the housing market on solid footing, moving north, and our
recovery engaging. And this will benefit all Americans, not just Flo-
ridians but people in Tennessee who are unemployed.

You have to think about this—it is almost—you know, sort of the
metaphor is if someone else’s house is on fire and you are in the
same block, you have to put that fire out because it is going to save
your block. Same deal. I know that does not resonate particularly
with the farmer in Tennessee, but the reality is, I think—it is my
judgment—that that is

Senator CORKER. Let me ask you another question. You know, I
have really enjoyed working with you on numbers of things, and
I always appreciate the input of all three of you. The other thing
we are looking at doing, we are going to take—I understand about
refinancing Fannie inside Fannie and Freddie inside Freddie. But
the fact that we are now going to take private loans and banks and
if they are going to be—let us say they are 5.5, 6 percent rate and
they want to refinance, we are going to transfer those over to FHA,
and the ones that are going to be transferred obviously are the
ones that are problematic.

Do you think that is a good idea, to take from private lending
institutions, transfer them on to the Government’s balance sheet?
Do you think that is a good idea? I am just stunned by that.

Mr. ZanD1. Well, I would put that at the bottom of the list of
things that I would be focused on. I think the most important thing
is to facilitate more Fannie/Freddie refinancings and more FHA
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refinancings. If at the end of the day there is a long list of things
that have been proposed here, I would put that near the bottom.

Senator CORKER. Well, now, that is one of the top-list things that
is being proposed. I would love to have the input

Mr. ZANDI. Well, can I say, by my calculation, if you look at the
benefit of these various refinancing proposals, the biggest benefit
is to refinancing more Fannie, Freddie, and FHA loans. That is
where

Senator CORKER. Within Fannie, Freddie, and FHA.

Mr. ZANDI. Exactly.

Senator CORKER. I agree with that. And I do not know why we
would not do that. I agree that is an absolute no-brainer.

Is it OK if the other two respond to taking private lending insti-
tutions and transferring them over to the FHA books as thinking
that is good public policy?

Chairman JOHNSON. Would you please make it brief?

Mr. SWAGEL. I will be very short, yes. FHA is already about $50
billion under—is going to need a $50 billion or maybe a $100 bil-
lion bailout. I think it would be difficult to countenance transfer-
ring over more risk. A year ago the Treasury report on GSE reform
said we should shrink the FHA from its 30-percent share back to
10 to 15 percent. And now they are going in the opposite direction.
So it is puzzling.

Mr. MAYER. Any such program that involved taking on the risk
of loans from private lenders I think should be predominantly fund-
ed through the owners of those mortgages. There might be ways to
do that, but I think that would be an important thing to look at
in this regard.

Chairman JOHNSON. Senator Warner.

Senator WARNER. Thank you, Mr. Chairman, and I appreciate
the comments of my friend from Tennessee. I have enjoyed working
with him, and I want to go back to his kind of somewhat similarly
answering I think a really legitimate issue that you raised. As
somebody on the principal reduction—and Lord knows as somebody
who spent more time on the business side than I have on this kind
of job, I absolutely start with the same premise that you start with.
But I do kind of think it is more than just certain States’ problems.
We do have now $160 billion worth of taxpayer exposure. The no-
tion that one of the tools in the toolbox, as long as it was narrowly
defined that we would exclude that tool from being used, particu-
larly when we see the private sector—and I think I go back to Dr.
Mayer’s comments, that the private sector is using that tool and
has a more—is it a 40-percent lower redefault rate than the
GSEs?—to me argues—as hard as I would say if somebody would
match my capitalist credentials with you, you know, that we are
in such a hole here, and this has such a potential effect on the
overall national economy that I would not take that tool out of the
toolbox. But, you know, you make a great—I think you make a very
strong, strong case on the other side.

I guess one of the things I want to start with here is that Sen-
ator Reed made mention a number of times about the fact that the
conservator can go ahead and take more actions than he has taken
at this point. It seemed to me, Dr. Mayer, that you were saying—
and I also agree with, I think, Senator Shelby and Senator Corker
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that we need to move on fuller GSE reform. But one of the things
that I think, Dr. Mayer, you were saying, I just want to make clear
that you were saying perhaps as an interim step that we need to
legislatively make clearer to the Administrator that you ought to
not put these further impediments in terms of unwinding the port-
folio, that they need to be—he needs to move more aggressively on
the refinancing opportunities. Did I hear that in your testimony?

Mr. MAYER. Yes, I think I fully appreciate the challenges we all
have with trying to figure out what the future of the U.S. mortgage
finance system is going to look like. That is an enormously chal-
lenging problem, and, you know, I am an economist, not a political
scientist, but I know we have an election coming, and, you know,
there are a lot of issues going on here.

That said, I think there are a number of areas which should be
in common ground across the parties that, unfortunately, would re-
quire legislation because of the existing impasse in the institutions.
I liken it to the responsibility of a board of directors when the CEO
does not step in on his or her own to manage an existing conflict
of interest. That means that the board of directors, unfortunately,
has to step in and manage that conflict of interest. And so I
think:

Senator WARNER. The conflict, again, to be clear, you are saying
implicitly, is the conflict between preserving taxpayer dollars at the
end of the day and the macro goal of one trying to refinance and
also trying to have overall economic health? Is that——

Mr. MAYER. No, no. Actually, the conflict of interest is more
mundane than that, so to speak, which is the conflict of interest
is they are managing a portfolio of mortgages, of hundreds of thou-
sands of dollars——

Senator WARNER. In Freddie’s circumstance that was exposed re-
cently by NPR.

Mr. MAYER. Right. You know, but long before NPR, many people
had been talking about these issues, and, you know, the conserva-
tor’s comments were not to actually deny that there was a conflict
of interest, only to sort of say that he instructed the GSEs in No-
vember of 2011 that they should not consider their portfolio. But
that conflict of interest has existed for years, and I think it is still
the only plausible explanation for some of the comments that Dr.
Zandi made about restrictions on refinancing that exist today. And
so I think, unfortunately, that requires legislation.

Senator WARNER. I would like to—again, I do not want to take
beyond my time, but I would like to get Dr. Swagel and Dr. Zandi.
It does seem to be that there is this common agreement that we
would all agree, whether some of the Administration’s new pro-
posals merit or not, that the refinance opportunity, at least within
the GSE portfolio, we ought to be moving more aggressively on it,
and what else should we do—do you believe that it requires legisla-
tion? Or what else should we do to urge those actions to place? Dr.
Swagel and Dr. Zandi.

Mr. ZANDI. Go ahead.

Mr. SWAGEL. The refinance issue is a tough one. There are people
who are paying a higher interest rate than it seems like they
should. On the other hand, someone who has lost a job over the
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last 3 years of the weak job market, it is not clear that taxpayers
should take on the additional risk.

One other note is that the proposal from the Administration spe-
cifically is limited to people who have been essentially current on
their mortgage for a year. So in terms of preventing incremental
foreclosures, the impact will be modest because the proposal is re-
stricted to people who look like they are doing OK.

So that is what I mean, it is really a stimulus, it is writing peo-
ple a check. That might be the right thing to do, but it is not fore-
closure avoidance, mainly. It is mainly

Senator WARNER. Wouldn’t it be by definition, if they are cur-
rent, then their chances of default would actually be less as well?

Mr. SWAGEL. Absolutely. Absolutely.

Mr. ZANDI. Yes, I would disagree with Dr. Swagel. I think this
is a slam-dunk. You should work very hard to facilitate more refi-
nancing through Fannie, Freddie, and FHA loans. And I think the
Administration’s proposal to extend HARP 2.0 rules to all Fannie,
Freddie, and FHA borrowers is a good one. It is not only—and I
should say this means a lot to a lot of people. Just simple calcula-
tions, I think at least 5 million homeowners at current mortgage
rates, say fixed mortgage rates stay around 4 percent, about 5 mil-
lion homeowners could refinance over the next couple of years. And
I think that makes a tremendous difference to those households.

Senator WARNER. How do we make that urgent? And then I will
stop now, but just do you think we just need to continue to make
that point, or do you think, as Dr. Mayer said, you actually need
legislative direction?

Mr. ZANDI. I think at this point I would go down the path of writ-
ing legislation and hopefully the FHFA, you know, engages. So, for
example, there is a piece of legislation I have seen floating
around—Senator Franken, I believe—trying to require that Freddie
adopt the rules that Fannie has adopted with respect to refi-
nancing. Something along those lines. That is getting really into
the weeds, and you would hope that, you know, this would be done
administratively, not legislatively, because once you do legislation,
things get complicated, right? You do not want to do that. But I
think I would start moving down that path, and hopefully that
lights a fire.

Chairman JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you, Mr. Chair, and thank you all for
your presentations.

The perspective that folks bring to my town hall is that the Gov-
ernment intervened with enormous support for our major financial
institutions, and as we know, a few months ago that included addi-
tional support from the Fed—and I am including the Fed as part
of the definition of “Government” here—of trillions of dollars of
loans, more than $1 trillion. It rolled over several times, which is
what led us to that $7.7 trillion figure. And folks say, you know,
if the Government can intervene with so much help and such low
interest rate money to help our major financial institutions, why
can’t they intervene in that manner to help ordinary citizens wres-
tling with a housing market that was put into a bubble by policies
that allowed predatory loans and teaser rates and steering pay-
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ments, if you will, kickbacks, an enormous set of Government poli-
cies that drove that bubble?

I raise this because I think it is important to return to that
framework, and as we think about this question of refinancing, it
is helpful to have that citizen’s voice in our mind. It is easy for us
to talk about those loans that are currently guaranteed by the Gov-
ernment by chance; that is, when someone comes into our casework
team and says, “Would I qualify for what is going on?” do you have
a Fannie or Freddie mortgage? Because if you do, then you may be
able to get refinanced. But they have no idea where their loan has
been sold until we help them find out.

So you have so many families out there at higher interest rates
who are wondering, well, why should it just be a matter of the lot-
tery, that if my loan happened to be acquired by Fannie and
Freddie, I qualify for this improved HARP program, but otherwise
not? And given we have been so generous in helping financial insti-
tutions—I mean, let us not just look at the economy from the top.
Let us look at it through the success of families. And certainly the
economy in Oregon depends upon a successful home ownership
market.

We sell grass seed, which is down the tubes without people buy-
ing homes. We sell nursery stock. We sell lumber. We sell insulated
doors and windows. And that is true for virtually every State. A
piece of their economy is driven by the housing market.

I have listened to the conversation about let us focus on those
loans that happen to be with Fannie and Freddie, but the rest,
well, maybe we just leave those people adrift, I feel a little bit of
pushback that I wanted to share with you.

I do feel indeed like the conversation about the conflict of inter-
est, Mr. Mayer, that you have been pointing out with Fannie and
Freddie, where they have resisted financing because they have
high-interest loans. Well, this is an argument that one can also
make on the other side of the non-Fannie/Freddie world and part
of why exactly home modifications have been so difficult to achieve.
Maybe you would just like to share a little bit about that.

Mr. MAYER. So, first, I share your concern about the seeming un-
fairness of how the mortgage market and the economy have worked
at the moment, and I think that that is a very, very deep concern,
and I hear it a lot because I, you know, do talk shows and NPR
and other kinds of things, you know, and I talk to a lot of people—
not as many as you do, certainly, or as any of the Committee Mem-
bers do, but I share that, and I have relatives who are locked into
these situations as well. So I feel that very deeply. The challenge
is how to do that within the existing structure.

I think there are ways that we could think more creatively that
fund something a little bit like the Home Owner Loan Corporation,
for example, or some other sort of structure where the funding does
not necessarily have to come from taxpayers, but may also come
from mortgage holders or other kinds of—you know, I think there
are some creative structures that one could build to do this in a
way that would encompass more people but at the same time be
respectful of taxpayers’ obligations as well. And I do think we have
an obligation to think harder about those things, so I think the Ad-
ministration bringing this up is important. I am not sure about a
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bank tax—how I would fund it. I would like the incidence of this
to be on the holders of the mortgages so they understand their cost
to that.

I would also sort of say that I think there are other—we could
help those people also by doing other kinds of reforms in the mar-
ket that help stabilize housing and that bring private capital in as
well. There is no single tool that is going to fix this. It is going to
be a variety of things. But I do think that there are going to be
ways, if there is bipartisan support, to move this forward in a way
that is respectful of taxpayers but is inclusive of a broader group
of people, and I think those are both important concerns.

Senator MERKLEY. The 5 minutes disappears magically, so quick-
ly. So thank you. The HOLC model, there are many, many variants
of it. The President has put out one variant of it. There are many
other ways to tackle this, but I feel like time is passing; that is,
efforts that should have been concluded and put in place very
quickly 2 to 3 years ago, we still have a window now, and we
should get it done.

Chairman JOHNSON. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman. And let me
thank several of you who have appeared before our housing Sub-
committee and given a lot of great insights, and I appreciate it, as
do the Members.

You know, I have, as the Subcommittee Chair, been listening to
a lot of our colleagues, and there seems to be a pretty strong uni-
verse of those for the refinancing camp. And, you know, I fully ap-
preciate the question of the conservator’s challenge in conserving
and preserving assets. The question is whether you do that for a
foreclosure or refinancing to a large degree, because it is, you
know, very well if it is a default option, it is going to be one of
those, too.

And so I do not get it when you could create a large base of con-
tinuing responsible borrowers at the end of the day and, therefore,
solidify a significant part of the housing market and have an eco-
nomic stimulus, because if I have been patching the roof because
I cannot afford to, you know, get a new one and now my mortgage
rate is down and I have some extra money I am going to go ahead
and get the new roof, and that means that there is going to be a
f)timulus in the economy as well as a foundation for the housing

ase.

So that makes me wonder, then, and I would like to ask you, Dr.
Mayer, when I hear about Freddie Mac having investments—some
call it “bets”—against the homeowners that are contrary to the in-
terests of homeowners, is that one of our challenges here? Because
I do not think people make investments to then go against their
investments.

Mr. MAYER. Right. I do agree that this is a very serious concern.
In my written testimony, I go through in fairly good detail, particu-
larly in the conclusion, how it is that that ended up in a situation
where well-meaning people ended up doing things that present an
enormous appearance of, you know, a significant conflict of interest
and a bet against homeowners. And I think you do not have to
have—you know, you could believe, as I think was reported in that
story, that paying $2.5 million salaries to the people that created
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those instruments might well have been involved in the process. I
know many Members of Congress have been very critical of the sal-
aries paid to, you know, some of the executives in those organiza-
tions.

But I think there are—the conflict of interest of an organization
that controls an outcome and also holds securities that are depend-
ent on that control make it very, very difficult to manage the port-
folio, because if you try and sell those bonds, people in the market
look and say, “But I do not want to buy them because the only rea-
son you are selling them is you are about to refinance them 10
minutes later.” And history says that Fannie Mae and Freddie
Mac—particularly Freddie Mac—actually did that.

Senator MENENDEZ. So do you think these investments that in-
fluence Freddie’s policies may very well have discouraged home-
owners with high-interest mortgages from refinancing?

Mr. MAYER. Yes, I think they have to do, and I go through the
logic in my written report. I would not follow the conservator’s ar-
gument that this is $5 billion in a $600 billion portfolio so who
cares, this cannot really have driven anything. I think that argu-
ment is not right because, one, these are derivatives that are based
on probably, you know, $26 to $30 billion of mortgages, not $5 bil-
lion. You never value derivatives based on the value of the deriva-
tive. You value it based on the value of the underlying.

But the second is that almost surely many of the other mort-
gages in their portfolio look exactly—MBS—Ilook exactly like these.
And so without disclosure of what the whole portfolio looks like, I
really think it is—we cannot conclude that that conflict of interest
is

Senator MENENDEZ. Do we know if Fannie or Freddie have other
investments or financing arrangements that are contrary to the in-
terests of homeowners?

Mr. MAYER. I think the mortgage-linked amortization notes that
I talked about earlier give Freddie Mac the same economic interest,
which is they finance over a 10-year period holdings of high-inter-
est rate mortgages, leaving them with a strip or a spread which is
3.96 percent that lasts only as long as the refinancing does not
occur or default does not occur.

Senator MENENDEZ. Well, this is a real concern to me because 1
do not understand why you make a bet that you can largely control
the outcome of and want your bet to lose. I think that is against
human nature. So I am not quite sure these firewalls exist in a
way that are not affecting policies, and that is a problem.

Let me ask any one of you, do you think the $25 billion State-
Federal foreclosure settlement is a good deal? Do you think that
that is the right amount? There is a lot of angst out there in the
country that says $25 billion fell short of the mark.

Mr. ZANDI. Well, I do not know what is appropriate in the con-
text of the misdeeds that were done. I do think $25 billion is sub-
stantive and can make a difference in terms of responding to the
housing crisis. I think if $15, $20 billion go to modifications and
some additional refinancing, I think that is substantive, particu-
larly if it is executed over the next 12 to 18 months. So is $25 bil-
lion the right number? I do not know. But it is a substantive num-
ber.
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Senator MENENDEZ. Do any of you have a view on that?

Mr. SWAGEL. I would just say we should expect a modest impact
and it will help some people. The biggest value is removing the un-
certainty and having the housing market move forward and origi-
nation restart.

Senator MENENDEZ. One last question. We talked a lot about re-
financing. I have been pursuing and am introducing legislation
today that creates a pilot program at the FHA and the FHFA that
would reduce principal writedowns to 95 percent loan to value in
exchange for the bank or the investor getting a share of the profits
when the home is sold or refinanced down the line, generally
known as “shared appreciation mortgages.” I think it takes away
some of the concerns that Senator Corker was talking about. It is
not a complete question that we raise very often here about the
moral line. You are getting a writedown, but you are also giving
up the possibility of appreciation in return for the writedown.

What do you think of that as a concept?

Mr. ZANDI. I think that is an excellent idea. I wish I had thought
of that in my response to Senator Corker. But I do think that that
is appropriate, that there should be shared appreciation of any
principal writedown, and perhaps clawback provisions, too, if
homeowners do not execute in the way that they are contracted to
do in the principal reduction modification. So, I think there are a
lot of moving parts here, and I am sure you know this may not
work out as you would hope for because there are just so many
things going on. But I think given that we have got this issue for
the next 3, 5, 7 years, I think this is entirely appropriate to do.
Hopefully we will learn from this and this will become part of the
toolkit going forward.

Mr. MAYER. I would support the idea of trying to look for ways
that—as you pointed out, the private sector are already managing
these mortgages, and we know some of them are using shared ap-
preciation mortgages. And I think in legislation, as I note in the
written comments, we should actively call for such pilot programs
modeled off of private sector initiatives.

The other thing I would sort of just point to in that process is
one thing that might help in this legislation would be taxpayers
could, in fact, have a clawback over a longer period of time, which
is to say homeowners could promise a share of not only the appre-
ciation of the existing home but future homes to help pay for that.
That could be done through the existing Tax Code which has a de-
ferral of certain capital gains on homes and would be a way of
making such a proposal even more profitable or break even for tax-
payers as well.

Mr. SWAGEL. I would just say that the shared appreciation mort-
gage might be useful for some people. Again, I would worry about
a limited impact. People just do not like to share their home with
the bank or the taxpayer. We have some experience with the so-
called Hope for Homeowners program that was in the 2008 legisla-
tion, and there are more people in this room than were helped by
that program. So it is just a limited

Senator MENENDEZ. I appreciate it. Ocwen is doing this as one
servicer who is doing this pretty successfully, and we think it can
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be, as referred to, a tool within a larger—thank you, Mr. Chair-
man.

Chairman JOHNSON. Senator Hagan.

Senator HAGAN. Thank you, Mr. Chairman. And thanks for your
testimony today.

I know the President recently released his plan to help respon-
sible homeowners and heal the housing market, and one pillar of
this plan is to establish a broad-based refinancing plan for respon-
sible homeowners. I understand that in both public and private re-
finance plans there has been a problem with take-up and lenders
will present borrowers with refinancing plans that would lower
their interest rates and monthly payments, but that some bor-
rowers are simply not choosing to sign up.

Can you shed any light, any of you, on this problem and provide
your thoughts on what might be done to remedy it?

Mr. ZANDI. Well, you are absolutely right, I think there is a prob-
lem with take-up, even when it ostensibly makes sense from a fi-
nancial perspective for the homeowner to engage in the refi-
nancing.

I do think that part of the problem in the take-up is that people
are just very nervous that if they come forward, they are not sure
what else in their financial lives is going to be uncovered and what
other kind of damage could be done to their finances as a result.
So I think it is very important, when servicers go to try to execute
on these refinancings, that they make it very clear that, you know,
they just want to make sure you have a job and that is it. So you
have to be very, very clear that there are no other strings attached.
All we want to do is make sure you have got a job, you are getting
paid. If that is the case and you are current and you meet these
other very limited restrictions, then you are good; we are going to
refinance you.

The other thing is I think financial literacy obviously is a very
significant problem. People are just confused. They do not know,
they do not understand. And so I think anything that could be done
to really educate people as to, this is really going to help you and
make it very clear on one piece of paper, this is your mortgage, this
is your monthly payment, this is exactly what is going to happen,
you email it to them or you put it in their mailbox, then, you know,
hopefully that will increase the take-up.

So I think it is a matter of communication and transparency with
respect to

Senator HAGAN. And how would you go about doing that?

Mr. ZANDI. Well, I think when Fannie and Freddie and the FHA
sit down with the mortgage servicers and talk about how they are
going to execute on this plan, if, in fact, we move forward on it,
then these are the kinds of things that they discuss. How are we
going to do this so that we do get more take-up?

Mr. MAYER. I agree that take-up is an issue, but I actually think
that the right approach is one word: competition. We did not ever
have to sort of push people to take mortgages. You know, in 2002
and 2003, there were 35 million new mortgages originated in this
country. Those were predominantly not subprime loans. Some of
them involved cash-out refinancing. But what drove that was com-
petition among servicers for the businesses, and I think one of the
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most significant barriers to the take-up and one of the reasons that
HARP in all its incarnations, including potentially this one, do not
work is because you lock the existing servicer and you give them
a big advantage relative to other servicers.

So what you need is not only the servicers who are in that room,
but people who want to start a business as servicers who are not
sitting in that room should have the opportunity to enter and take
the business of the existing parties if they do not serve their cus-
tomers well, of which there is some evidence is not happening.
They are going to find lots of ways to reach people that is not just
by mail. They are going to advertise on the Internet. They are
going to be on late-night TV. They are going to figure out ways to
do it because it is in their financial interest to do it, and that com-
petition is also going to drive down these incredibly high spreads
between retail and wholesale mortgage rates.

So my view is that we should be doing everything we can to open
this up to competition. We should put out a list protecting privacy
of borrowers who have Fannie and Freddie loans. Your mortgage
is already a public record in virtually every State in the country.
That should be available to any servicer, existing or not, who wants
to come and say, “These are people who are eligible for this pro-
gram, and I will jump in.” My bet is that somehow those existing
servicers will really quickly discover how to refinance their existing
people if they think they are going to lose that servicing business.

Senator HAGAN. Thank you.

Mr. SWAGEL. I would just add very briefly, it is a tough issue.
A borrower in trouble is being pounded by the bank, you know,
“Pay up, pay up,” and then gets a call, “OK, now we want to help
you,” and it is hard to know. So nonprofit counselors have been a
big success story, a big part of the solution.

Just the other small thought is that it is a difficult issue just be-
cause of the screening, trying to get the right people to help, the
more kind of screening you do to get just the right people limits
the effectiveness, and that is in my written testimony as a concern
I express about the White House fact sheet, the announcement, is
that they are trying to say, OK, we want this to be no red tape,
no hassles, but also no tax forms, but only owner occupied, and
those things do not go together. You cannot make sure it is owner
occupied if you do not have tax forms and you do not have an ap-
praisal.

So I just worry about the ability to implement the proposal that
the White House has proposed.

Mr. ZANDI. Senator, could I say one other thing? Just one other
plug for the Administration’s proposal, which is very similar to the
Federal Reserve’s proposal, and this dovetails with what Dr. Mayer
is saying. The way this is designed is that it is going to relax some
of the reps and warranty features of the refinancings, also the
mortgage insurance companies, most of them have given up rescis-
sion rights. This is very important to the mortgage lenders, the
servicers, and it is a reason to believe that they are going to engage
in a lot more competition and do the kinds of things that Dr. Mayer
has suggested.

So in the design of the proposal, there are a lot of good reasons
to believe that you will get more take-up because you will have
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more competition. So just another reason why I think you would
want to execute on this.

Senator HAGAN. Thank you. And, Mr. Zandi, your comment on fi-
nancial literacy is near and dear to my heart. When I was in the
State Senate, I mandated that financial literacy be taught, at least
a portion, in civics and education class in high school, and it is cer-
tainly something that I am adamantly in support, that you look at
the financial crisis that hit, I think we have got to do a better job
educating our young people in particular on financial literacy and
the skills. You cannot get by in the country today without under-
standing debt. You really need to work on that.

Mr. ZANDI. In my high school education, I learned how to make
a really good omelet. I had no idea what a mortgage was.

[Laughter.]

Mr. ZANDI. I am not sure that makes any sense at all—although
I really make a good omelet.

Mr. MAYER. In my high school, the omelets were on the ceiling.

[Laughter.]

Senator HAGAN. Then I had one other question, Mr. Chairman.
Mr. Zandi, in your testimony you mentioned that Fannie and
Freddie have historically not engaged in bulk foreclosure sales to
investors or entered into agreements with property managers. Do
you believe that a properly constructed—any of you—REO to rental
program would reduce taxpayer exposure to Fannie and Freddie?

Mr. ZANDI. Yes, I think this is also a very fruitful area for ad-
dressing the housing crash. I think that if you look at property in
REO, more than half now, and rising quickly, is at Fannie, Freddie,
and the FHA, and increasingly the share of REO that is going to
be Fannie, Freddie, and FHA is going to rise. So anything that
they can do to facilitate moving that REO to rental as opposed to
moving it through to a distressed sale is really very positive for the
economy.

The one problem is they have no experience with it and, thus,
it is taking them time to really get going. But Congress, I think,
should really be pushing this and asking FHFA to really engage
because this could reap enormous benefit.

And one other quick point. Again, this is a problem that is going
to be with us for a number of years, 5, 6, 7 years. So I think we
should—even if it does not reap benefit 6 months from now or a
year from now, this is something that should be pursued very ag-
gressively.

Senator HAGAN. Thank you, Mr. Chairman.

Chairman JOHNSON. I would like to thank all of our witnesses
for your this and for being here with us today. A strong, robust
housing sector recovery is not just vital to our country’s home-
owners; it is vital to our country’s economic strength. This Com-
mittee will continue to search for consensus solutions to help re-
sponsible borrowers in these difficult times.

This hearing is adjourned.

[Whereupon, at 11:37 a.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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The six-year-old housing crash continues to threaten the U.S. economic recovery. Home
sales and housing construction remain weak, while house prices are still falling in many
parts of the country. Millions of homeowners have lost their homes, and millions more
are likely to follow them, given the unprecedented number of foreclosures.'

It is hard to be enthusiastic about the U.S. economy’s prospects as long as house prices
are declining. A house is typically a family’s most important asset. Many small-business
owners also use their homes as collateral for business loans, and local governments rely
on property tax revenues, which are tied to housing values, to fund schools and other
important public services,

Most worrisome is the risk that housing will fall back into the vicious cycle that occurred
at the depths of the last recession. As prices fell, homeowners found they owed more than
their homes could sell for; this led to more defaults, more distress sales, and still-lower
prices. That cycle was broken only through unprecedented monetary and fiscal policy
support.

The gloom in the housing and mortgage markets notwithstanding, there are reasons to be
optimistic that housing’s long slide will end soon. While a mountain of distressed
property remains to be sold, investor demand appears strong. Prices have fallen enough to
allow investors to profitably rent these homes until the market recovers. Rental vacancy
rates have fallen meaningfully over the past two years, suggesting that new construction
is slow enough to let builders work down the still-considerable number of vacant homes.

Nonetheless, risks remain uncomfortably high. Policymakers should thus consider taking
additional modest steps to support housing temporarily. These should include facilitating
more mortgage refinancing, supporting increased mortgage loan modifications, and
aggressively pursuing efforts to convert distressed properties to rental use before they are
sold and further depress prices. These steps are consistent with the Obama
administration’s recent housing initiative and various policy steps proposed by the
Federal Reserve in a recent white paper. Many of the proposals come at no cost to
taxpayers; others have costs that are already accounted for in the budget.

While many of these policy steps will not be politically popular, the outcome may be
much worse if policymakers stand by while a weak housing market continues to
undermine the economy.
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Six lean years

The housing crash is six years old and counting. Sales of existing homes—a gauge of
demand—languish near an annual rate of 4.5 million, of which about a third are
foreclosures and short sales. Sales of new homes are even bleaker, running at a record
low rate close to 300,000 units per year. In a well-functioning housing market, about a
million more new and existing homes would change hands per year, and fewer than a
tenth would be distress sales.”

Housing construction—the marker for supply—is also depressed. Single- and multifamily
housing starts run close to 650,000 units annualized, and manufactured home placements
barely reach 50,000 per year (see Chart 1). This is nearly the weakest pace for residential
construction since World War II. A well-functioning housing market would produce
closer to 1.75 million units annually."

Chart 1: An Epic Housing Crash
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Nationwide, house prices remain fragile. The Fiserv Case-Shiller national house price
index has dropped by a third since peaking in the first quarter of 2006, and prices are still
falling in many parts of the country as a result of the pressure created by the large number
of distressed property sales. In a well-functioning market, prices should rise around 3%
per year."

Economic fallout

Although housing is no longer the drag it was during the worst of the Great Recession, it
remains a significant weight on economic growth. This is particularly disappointing since
housing is often a major source of growth early in an economic recovery (see Chart 2).

Falling house prices and the resulting hit to household wealth remain serious problems.
Some $7.4 trillion in homeowners’ equity was lost in the housing crash, with close to
$500 billion of that occurring in 2011. Given the impact on consumer spending from lost
housing wealth, this shaved about 0.2 percentage point from real GDP growth last year."
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The loss was particularly hard on middle-income households, who benefited less from
rising stock prices than did their higher-income neighbors.

Chart 2: Housing Weighs on the Economy
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Shaky house prices also make it difficult for small-business owners to use their homes as
collateral. Bank lending to small businesses picked up over the past year, but it is hard to
see how credit will flow freely until house prices rise again. Since small businesses are a
key part of job creation, this is a significant impediment to a stronger job market.

Strapped local governments are also struggling with the impact of falling house prices on
property tax revenues. Despite rising millage rates in many parts of the country, tax
revenue is growing at nearly its slowest pace on record. Given the lag between market
price changes and tax assessments, revenues are likely to slow even more in the coming
year. Local governments will thus have little choice but to continue cutting budgets and
laying off workers. Local government payrolls are off by more than 500,000 from their
peak and shrinking by about 10,000 jobs per month.

Other effects of falling house prices are serious but harder to quantify, such as a reduction
in labor mobility—an important way for the economy to adjust to shocks—and the
erosion of retirement savings for low- and middle-income homeowners.

While the worst of the crash appears to be over, housing continues to grapple with big
problems, including a glut of vacant homes and a mountain of properties in or
approaching foreclosure. With so many home loans deeply under water, risks remain
uncomfortably high that the vicious cycle of foreclosures and price declines that ravaged
the economy during the Great Recession will be reignited. Aside from the European
sovereign debt crisis, there is arguably no more serious threat to the current economic
recovery than the troubled housing market.
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Excess inventory

The rampant overbuilding that occurred during the bubble years remains a significant
impediment to a housing rebound. While builders have slashed construction and have
made progress working down inventory, the market still struggles with excess vacant
homes; we estimate just over 900,000 are either for sale, for rent, or being held off the
market (see Chart 3). This is the difference between the 9.4 million vacant homes
measured by the Census Bureau’s Housing Vacancy Survey and the number of
vacancies—around 8.5 million—that would be consistent with a well-functioning
housing market. At current levels of supply and demand for new houses, it would take
until mid-2013 to work off this excess inventory.

Chart 3: Glut of Vacant Homes
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There is some evidence that the situation may not be quite as bad as these numbers
suggest. It is unclear how well many vacant properties are being maintained, especially in
heavily overbuilt markets such as Florida and California’s Central Valley. Such houses
may be unusable without significant renovation. Moreover, the excess-inventory problem
is regionally concentrated. Atlanta, Florida, Nevada, Arizona, and the Central Valley are
awash in vacancies; elsewhere the inventory problem is much less pronounced and will
thus be resolved sooner.”

Demand and supply will not improve simultaneously, moreover. It is likely that demand
for vacant homes will pick up more quickly than will new construction. The principal
component of demand is household formation, which has been depressed recently
because of the weak job market. With fewer job opportunities, young people have been
staving in school; labor force participation has plunged among those between 16 and 29
years old. While the data here are sketchy, it appears that at its low point, household
formation slowed to an annualized pace close to 300,000 in early 2010. It has picked up
over the past year to closer to 750,000 per year; this has fueled a surge in rental
absorption but is still well below the 1.25 million households expected to be formed each
year in a well-functioning economy.
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As the job market comes back to life and young people return go to work, household
formation should accelerate. Many young people have stayed in their parents” homes
longer than in normal times, suppressing household formation; this should be reversed in
the next year or two. Formations in 2013 and 2014 could be well over the 1.25 million
expected in a typical year.

Still, it will take a number of years for housing construction to really get going. Even as
demand revives and the inventory of vacant homes is worked down, it will take time for
builders to obtain construction and land development loans from banks, many of which
are still processing the poor loans they made during the bubble. It also will take time for
builders to ramp up new-home construction, a process that includes acquiring land,
obtaining permits, and getting equipment on site. Multifamily construction will come
back first—it already is reviving thanks to stronger absorption, falling vacancy rates,
improving rents, and more ample credit—but even under the best of circumstances,
single-family home construction will not be back to full strength until the middle of the
decade.

Foreclosure crisis

A more serious threat is the huge number of first mortgage loans stuck in foreclosure or
more than 90 days delinquent and thus headed for eventual foreclosure. At the end of
2011, 3.6 million loans (out of 49.9 million loans outstanding) were in this predicament
(see Chart 4). Most will end up in foreclosure, short sale or distress sale over the next 12
to 24 months, pushing house prices lower.

Chart 4: A Mountain of Distressed Property
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The key to house prices in the current environment is the change in the share of home
sales that involve distressed properties. Prices fall when the share rises, stabilize when the
distressed share peaks, and rise when the share declines (see Chart 5). It is important to
note that house prices will rise if the share of distress sales declines, even if the share
remains elevated, as it will for a number of years given the large number of troubled
properties.

Chart 5: Higher Distress Share...Lower House Prices
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The share of distress sales is likely to rise and house prices to fall further after the
nation’s largest mortgage servicers and state attorneys general resolve legal issues arising
from the robo-signing scandal and other foreclosure process issues. These issues have
significantly slowed the pace of foreclosures and distress sales over the past year or so.
Little progress has thus been made in reducing the number of troubled loans. Once the
pending lawsuit is settled, which should be soon, the foreclosure process is likely to gear
up again, resulting in more distress sales and more house price declines.

House prices are expected to fall only modestly, no more than 5% from current levels.
Sturdy investor demand for distressed properties will limit the declines, particularly in the
hardest-hit markets. Prices have already fallen so sharply in Atlanta, much of Florida,
Nevada, and Arizona that investors can purchase distressed properties and profitably rent
them out. Many of these markets actually appear undervalued when current prices are
compared with household incomes and effective rents. Unlike the house flippers who
sought quick profits during the bubble, today’s distressed-property investors seem willing
to hold on. They include both individuals and institutions with investment horizons of
more than a few years.

Prices for nondistressed homes are also holding up better than they did earlier in the
foreclosure crisis, according to CoreLogic and FNC. Many distressed properties may be
in less desirable areas and no longer in direct competition with nondistressed properties.
This suggests that damage to homeowners’ wealth will be less severe, with less economic
fallout.
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The flow of mortgage loans entering foreclosure should also begin to slow soon, since
fewer troubled loans are in early stages of delinquency. The number of first mortgage
loans between 30 and 90 days delinquent is falling quickly (see Chart 6). This reflects a
better job market and improvements in underwriting standards since the recession.
Mortgage loans originated during the past three years are of excellent quality.

Chart 6: Early-Stage Mortgage Delinquency Is Falling Fast
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Vicious cycle

Notwithstanding our optimism that future house price declines will be modest, risks are
too high that they will be more severe than anticipated. With so many underwater
homeowners, it would not take much to reignite the vicious cycle that roiled the housing
market and economy during the Great Recession: Falling prices pushed more
homeowners under water, prompting more mortgage defaults and more distress sales and
thus more price declines.

With an estimated 14.6 million homeowners under water, half by more than 30%, this is a
real possibility (see Chart 7)."! Adding to the concern, the average underwater
homeowner’s debt exceeds the market value of her home by nearly $50,000. It would not
take much to induce many in this situation to mail their keys back to lenders; a leaky roof
or broken air conditioner might be sufficient, particularly if rental housing is available
nearby for less than the cost of the mortgage. Studies based on credit file data suggest the
share of strategic defaults—involving homeowners who are current on other debt
obligations—has risen and now accounts for approximately one-fourth of all defaults.

Decisions to default depend critically on expectations about future house prices. If
homeowners think prices will rise, they are more likely to hold on; if they believe more
price declines are coming, they are more likely to give up. This can quickly become a
vicious cycle, as occurred during the depths of the recession.
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Chart 7: Millions of Homeowners Sink Underwater
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Only a massive policy effort broke that vicious cycle. The federal government put Fannie
Mae and Freddie Mac into conservatorship and the FHA aggressively expanded its
lending. Today the federal government originates more than 90% of all new mortgages.
In addition, conforming loan limits were increased and three rounds of housing tax
credits were enacted as part of the federal fiscal stimulus. The Federal Reserve purchased
$1.25 trillion in mortgage securities to bring mortgage rates down as part of its
quantitative easing initiative. The government also took part in the mortgage-loan
modification effort via the Home Affordable Mortgage Program and encouraged
mortgage refinancing via the Home Affordable Refinancing Program.

Although various elements of this policy response may warrant criticism, it is important
to remember that the effort was devised and implemented quickly, under extreme
circumstances. Moreover, in its totality, the policy response worked; the housing market
stabilized beginning in 2009. Yet if housing were to begin another dark cycle, the policy
response would not be nearly as aggressive. There is little political appetite for another
big-government intervention in the economy, particularly given Washington’s precarious
fiscal situation.

With housing and the economy still facing significant threats, and with policymakers
unlikely to respond aggressively in another crisis, it is sensible to consider a number of
modest additional steps now to make sure housing does not backtrack. These should
include facilitating more mortgage refinancing, supporting increased mortgage loan
modifications, and aggressively pursuing efforts to convert more distressed properties to
rental use before they are sold and further depress house prices.™

More mortgage refinancing
Policymakers should move to substantially increase the amount of mortgage

refinancing.™ This is a particularly propitious time for homeowners to refinance, as
mortgage rates have fallen to record lows. The 30-year fixed mortgage rate for prime
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borrowers is well below 4%, and likely to remain very low for some time given the
Federal Reserve’s stated resolve to keep interest rates low for the next several years.
Monetary authorities are also keeping open the possibility of more quantitative easing
that would likely include purchasing more mortgage-backed securities.

Given record low borrowing costs, refinancing has been disappointingly slow. In 2003,
when fixed mortgage rates were between 5.5% and 6%, home loans were being
refinanced at an annualized rate above $4 trillion. The current level of activity is about
one-fourth of that (see Chart 8). The 2003 boom was fueled by the large number of
mortgages that had been originated when rates were much higher, making a sub-6% rate
very attractive. Yet even today, some two-thirds of all outstanding mortgages carry
coupons above 5%. Millions more U.S. homeowners should be refinancing, significantly
cutting their monthly payvments. This would be a boost both for individual household
finances and for the ailing economic recovery.

Chart 8: Rates Plunge, Refis Putter
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The Obama administration has worked since the introduction of HARP in mid-2009 to
encourage homeowners with little or negative equity, and whose loans are insured or
owned by Fannie Mae and Freddie Mac, to refinance. Originally, the administration said
HARP would allow between 4 million and 5 million homeowners to reduce their interest
rates to market levels. But so far, only about 1 million homeowners have refinanced using
HARP, and fewer than 100,000 underwater homeowners have refinanced.

The disappointing results prompted the administration to unveil a number of important
changes to the HARP program late last year. These included relaxed eligibility
requirements, allowing borrowers with loan-to-value ratios (LTV) of above 80% to
participate, streamlining the appraisal and underwriting process, getting most mortgage
insurers to drop their recession rights, and requiring Fannie and Freddie to relax their reps
and warranties. It has taken a few months for mortgage servicers and insurers to
implement the new HARP rules, but the benefits of the new rules should become evident
in coming months.” Servicers appear to be particularly enthusiastic about the possibility
of reducing their put-back risk.™
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As recently as early February, the administration proposed even more aggressive steps to
support refinancing, affecting all mortgage loans including those insured by Fannie,
Freddie, the FHA, and nongovernment lenders.™" If implemented quickly, this proposal
should boost refinancing, speeding the recovery in housing and beyond.

For Fannie and Freddie loans, the Obama administration proposes that the new HARP
rules apply to all loans, not just those with LTVs over 80% as is now the case. For
FHA/VA loans, the administration is proposing that the FHA drop refinanced loans from
the “Compare Ratio” process by which the performance of lenders is assessed (analogous
to Fannie and Freddie’s reps and warranties). For nongovernment loans, the
administration is proposing that the FHA refinance the mortgage. The administration is
also proposing that taxpayers pay closing costs when homeowners agree to loans of 20
years or less, with monthly payments equal to those on their current loan. This would
allow homeowners to build equity more quickly.

The administration’s proposal substantially increases the pool of homeowners eligible to
refinance and helps remove impediments to more refinancing. Significantly reducing the
put-back risk faced by lenders on refinanced loans will encourage lenders to aggressively
compete for refinancing business. Lowering borrowers’ closing costs increases the
incentive for them to participate as well.

Fully implemented, the administration’s proposals would increase the number of
homeowners ¢ligible to refinance to nearly 28 million, covering more than half of all
loans outstanding.™" The plan would affect all mortgage loans on owner-occupied single-
family homes for which the current mortgage rate is above 5%, and that have been
current over the past six months. To qualify, borrowers would have to be no more than
one month past due in the prior 12 months, be within the conforming loan limits, and
have a credit score of more than 580 (see Chart 9). There would be no restriction on when
the loans were originated, unlike the current HARP, which is limited to loans originated
before mid-2009.

Chart 9: Mortgage Loans Eligible for Refinancing
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For all this, many homeowners would still not refinance. Yet under reasonable
assumptions—including mortgage rates remaining near their current 4% —we estimate
that the administration’s proposal would result in 6.8 million more refinancings by the
end of 2013." That number includes 3 million Fannie/Freddie borrowers, 2.5 million
FHA/VA borrowers, and 1.3 million nongovernment borrowers.

There should be no cost to taxpayers for the additional Fannie, Freddie, and FHA/VA
refinancings. As the FHA refinances loans of nongovernment borrowers it will take on
added credit risk, the cost of which would be borne by the financial industry under the
administration’s plan. Since the industry will likely oppose this, jeopardizing the overall
effort, Congress could instead use some of the remaining $20 billion in TARP money set
aside to pay for policies targeted at addressing the housing crisis.

For the administration’s efforts to be effective, the FHFA—Fannie and Freddie’s
regulator—will need to support the plan, and the FHA refinance plan for nongovernment
borrowers will require legislation. The FHFA has been reluctant to engage in such efforts,
ostensibly because it fears they will require more taxpayer support for the agencies.™
This argument seems increasingly specious. While the agencies would lose some interest
income on their $1.2 trillion in mortgage securities and whole mortgage loans, under
reasonable assumptions the cost would be offset by lower default rates on loans that are
refinanced. Borrowers are more likely to stay current if their monthly payments drop by
$100 or $200. Indeed. under reasonable assumptions, Fannie and Freddie would break
even if the probability of default on the loans and securities they own and insure falls by
about 25 basis points.”"

The benefit to borrowers is meaningful. Assuming the average homeowner can refinance
into a 4% fixed-rate loan, the gross saving from lower mortgage payments would come
close to $18 billion a year (6.8 million borrowers x $140,000 average mortgage balance x
1.8% average rate reduction). This would provide a quick cash boost for mostly middle-
income homeowners. Some would be used to repay other debt, but the bulk would likely
be spent on home improvements or other needs. Assuming about three-fourths of the
extra cash is spent during the year, real GDP will see a small but meaningful boost,
adding 0.1 percentage point to growth this vear.™ The fragile U.S. recovery can clearly
use all the help it can get.

More refinancing would also further the Federal Reserve’s short-term goals. Monetary
policymakers are considering a new round of quantitative easing—a process in which the
Fed purchases long-term securities in an effort to bring down interest rates, including
fixed mortgage rates. Indeed, the recent decline in mortgage rates is due in part to
expectations that the Fed will resume quantitative easing. If it does, arguably the most
significant benefit would involve increasing the pace of home-loan refinancing. Anything
fiscal policymakers can do to support the Fed’s efforts would be a plus.
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While homeowners would clearly benefit from more refinancing and taxpayers would be
largely unaffected, global investors in agency mortgage-backed securities would be hurt
financially. As more loans are refinanced, higher-yielding MBS would be retired and
replaced with lower-vielding MBS. To be precise, if a more effective HARP resulted in
6.8 million more refinancings, private investors would receive approximately $11 billion
less in annual interest income.™

MBS investments are held by a wide array of institutions. Through its credit easing
efforts last year, the Fed quickly became the largest owner of agency MBS, amassing
$1.25 trillion or about a fourth of the total outstanding, The nation’s central bank can
easily absorb the lost interest income from increased prepayments, but this may put
pressure on the Fed to be more aggressive in its quantitative easing efforts to forestall a
counterproductive rise in mortgage rates. The interest rate spread between MBS and
Treasury yields will increase regardless, but MBS yields need not rise if the Fed buys a
sufficient amount of Treasury bonds.

While other private MBS investors will not be happy to get their money back when
interest rates are low, they were aware of this prepayment risk when they purchased their
securities. Indeed, investors are likely surprised that their securities have not been retired
already, as they would have been in a more normally functioning mortgage market. The
updated HARP can thus be seen as a way to correct a serious market failure. It is also
important to note that MBS investors have been significant beneficiaries of the monetary
and fiscal policy response to the financial panic and Great Recession. The Fed’s massive
purchases of agency MBS during a previous round of quantitative easing was a windfall.
Myriad federal housing and foreclosure policies aiming to stem foreclosures have also
significantly benefited investors through reduced prepayments.

Policymakers may be nervous that overseas investors, who constitute a sizable and
growing source of capital for the U.S. Treasury, will be annoyed by faster prepayments.
Policymakers may also worry about implications for the financial health of the nation’s
depository institutions and pension funds, who also are big investors in agency MBS.
While not unreasonable, these seem marginal concerns given the magnitude of the losses
that will be widely distributed among investors.

Another potentially unwelcome side effect of boosting refinancing activity today could

be less labor mobility in the future. Borrowers who lock in record low mortgage rates
today will be less willing to move when rates start to climb. Given that homeowners tend
to be more skilled than renters, this impediment to labor mobility could aggravate the U.S.
economy’s current skills mismatch. However, it is difficult to know the scale of this
consideration; it seems small against the sizable near-term benefits of a refinancing
program. It is also worth noting that homeowners who switch from adjustable-rate to
fixed-rate mortgages will be protected when interest rates ultimately rise.
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Principal reduction modifications

A more dramatic and costly policy step, but one with the best odds of ending the housing
crash more quickly and definitively, would be to encourage more mortgage modifications,
particularly those involving substantial principal write-downs, Principal reduction has
economic positives and negatives, but is a positive on net if it is well-designed. The main
concerns are moral hazard and fairness. To deal with these, modifications must be well-
targeted, with clearly articulated eligibility requirements. A long vesting period and some
type of clawback provision for future capital gains to guard against potential fraud would
also be helpful.

HAMP was reworked in late 2010 to promote principal reduction modifications, but the
change has accomplished little so far. To date, there have been fewer than 1 million
permanent HAMP modifications, and very few of these have involved principal reduction.
When HAMP was unveiled in mid-2009, President Obama was hoping for between 2
million and 3 million HAMP modifications.™ (see Chart 10)

Chart 10: Modification Efforts Flag
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Responding to this shortfall, the Obama administration proposes more changes to HAMP
to increase eligibility and extend the program through 2013. More importantly, the new
program will significantly increase incentives for mortgage servicers who modify
mortgages by reducing principal. For every dollar that a servicer writes down a loan, the
Treasury will pay the servicer up to 63 cents. The president proposes paying for this out
of the remaining $20 billion in TARP money slated for housing,

This expansion of HAMP could be particularly effective given the impending settlement
between state attorneys generals and mortgage servicers over robo-signing and other
foreclosure process issues. This deal is reported to include a monetary settlement of up to
$25 billion, a significant share of which will be allocated to modifications, including
principal reduction, of loans on the servicers’ balance sheets.
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For scale, suppose a total of $20 billion is allocated to principal reduction modifications,
including those done via the new HAMP and the mortgage settlement. If the average
amount of principal reduction per homeowner is $30,000, more than 650,000
homeowners would benefit. This is approximately equal to the number who currently
satisfy the following eligibility requirements:

o Homes are owner-occupied.

o Homes were bought before December 31, 2008.

¢ The homeowner took no cash out in past refinancings.
o First mortgages are below conforming loan limits.

o Loan principal is reduced by no more than $40,000.

Moreover, the modification would have to result in the following conditions:

o The loan could be no more than 10% above the home’s market value (to limit the
probability of redefault).

o The “front-end” debt-to-income ratio (counting only housing costs) could not
exceed 31%, and the “back-end” DTI ratio (counting all obligations) could not
exceed 50%.

Assuming a redefault rate of 25%, this would result in almost 500,000 sustainable
modifications.™ Along with those that would take place in any event, this is about the
number needed to forestall anticipated house price declines. Without such a plan, the
share of distress sales is expected to rise from more than a third to just under 40% by late
2012 (see Chart 11). House prices will decline as the share of distress sales rises. But if a
modification program is implemented soon, the share of distress sales will level off and
house prices will stabilize.

Chart 11: Distressed Share of Sales Are High and Rising
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REOQ to rental

Policymakers are also rightly focused on converting more distressed property to rentals.
Reducing the number of distressed properties that go up for sale will reduce the share of
such sales and thus support house prices. The number of properties classified by banks as
“other real estate owned” or REO—the last stage of the foreclosure process before a
distress sale—has declined over the past year, but only because the robo-signing scandals
have slowed foreclosures (see Chart 12). Once a settlement is reached between the state
AGs and mortgage servicers, foreclosures and thus REO properties and the distressed
share of home sales will pick up again. Converting more REQ property rentals will
mitigate this increase and thus slow further house price declines.

Chart 12: REO Inventory Remains High
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A key to doing this is getting private investors and property managers involved. Investors
show healthy interest in buying distressed property for rental, fueled by the fall in house
prices alongside a sharp increase in rents. Given strong rental absorption and very weak
construction of rental space, rents are rising at a sturdy mid-single-digit pace and are at
levels that can cover investors’ costs while they wait for properties to appreciate. Most
investors are not flippers looking for quick profits—given the state of the housing market
this would not be a winning strategy—but have investment horizons of three to seven
years. Such investors would likely be willing to rent properties purchased from Fannie,
Freddie and the FHA for at least several years, selling them after house prices begin to
rise again.

It is important to note that many investors are local, living in the neighborhoods where
they are buying. Many have also bought with cash, given the dearth of mortgage
financing. Institutional investors are also participating, but at least so far have been
cautious and selective in their purchases.

The Obama administration recognizes that converting REQ properties to rentals is a
potentially productive way to help the housing market. Last summer they asked various
housing market participants how to design an REQ-to-rental program. As part of the
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president’s recent housing initiative, the FHFA announced it would pre-qualify investors
to bid on Fannie and Freddie REO-to-rental transactions. Hopefully more initiatives will
soon come to fruition.

It is also important for the FHFA to fully embrace this process. Fannie and Freddie have
historically not engaged in bulk foreclosure sales to investors or entered into agreements
with property managers. To successfully engage in these kinds of activities will require

the blessing of the FHF A and significant investment. Even then, Fannie’s and Freddie’s
lack of experience in this area is among the most significant impediments to success.

One way to significantly increase investor interest in purchasing REO properties is to
allow buyers to expense their investments for tax purposes up front. This is the same
benefit received last year by businesses for investments in equipment and software.
Giving investors a small tax break should boost demand, supporting prices for distressed
homes and the housing market in general. It would cost taxpayers little, since the tax
liabilities of investors will be greater once they have exhausted their depreciation benefits.

Conclusions

The housing crash and foreclosure crisis are not over. Home sales and housing
construction are stable but depressed, and house prices remain weak. With millions of
foreclosures and short sales set to hit the housing market over the next two years, house
prices are set to fall further.

While house prices are declining, the recovery will have difficulty gaining traction. For
most Americans, the home is still the most important asset, and consumers will be
reluctant to spend while their wealth erodes. Many small-business owners use their
homes as collateral to grow, and local governments rely on property taxes tied to house
prices.

There are some reasons to be optimistic that the crash is winding down. House prices
have fallen far enough that single-family housing is affordable and increasingly attractive
compared with renting. Investors are putting up cash to purchase distressed properties.
Overbuilding remains a problem, but a decreasing one given a record-low pace of new
construction and increased household formation.

But this optimism will be easily overwhelmed if house price declines reignite a vicious
cycle, putting more homeowners under water, accelerating foreclosures and distress sales
and driving prices even lower. Only an unprecedented monetary and fiscal policy
response short-circuited that cycle during the recession.

Given the balance of risks, policymakers should thus consider providing additional
temporary help to the housing and mortgage markets. Reinvigorating mortgage
refinancing would provide a substantial boost with no meaningful cost to taxpayers. More
refinancing will mean fewer borrower defaults and more money in the pockets of
homeowners, supporting the recovery through a quick and sizable cash infusion.
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Facilitating more well-targeted principal reduction loan modifications would be a much
larger and costlier step but would bring the housing downturn to a quicker and more
definite end. The number of modifications and the amount of principal reduction
necessary to stabilize house prices can be reasonably financed with funds from the
impending settlement between state attorneys general and mortgage servicers, and the
president’s proposals to expand HAMP.

Moving more property out of the foreclosure pipeline before it goes to a distress sale
would also be abig plus, reducing the pressure on housing values. Given the sharp
decline in house prices and the recent increase in effective rents, the returns to private
investors participating in such efforts are increasingly attractive.

Each of these policy steps has their problems, but they are worth carefully considering
given that the housing downturn remains among the most serious threats to the still-
fragile economic recovery.
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" We estimate that nearly 6.5 million homeowners have lost homes through foreclosure, short sale, or deeds
in lieu since the housing crash began in 2006. An additional 6 million homeowners are expected to lose
homes before foreclosures return to levels consistent with a well-functioning housing market, expected in
2015.

i A well-functioning housing market is defined as one consistent with an economy operating at full
employment and growing at its potential rate.

" The pace of new construction is supported by the annual formation of 1.25 million houscholds, the
obsolescence of 300,000 housing units, and the purchase of 200,000 vacation homes.

" House prices should increase at a pace between the annual rate of growth in household income (4%) and
overall annual price inflation (2%). House prices are ultimately determined by replacement costs, which
equal the cost of land plus the cost of construction. The cost of land is determined by its opportunity cost,
or GDP per developable acre. The growth in GDP per acre is equal to the growth in household income
(assuming that the profit share of GDP remains constant). Construction costs will grow at the rate of overall
inflation in the long run, although material and labor costs can fluctuate substantially in the short run. Since
the share of land costs in overall house prices varies considerably from place to place (very high in San
Francisco, for example, much lower in Des Moines) growth in house prices will vary considerably among
regions. For the past quarter century or so (the recent boom and bust aside), house prices have grown at a
rate closer to household income. As financial and other incentives for homeownership increased,
households spent as much on housing as their incomes would allow. These incentives have likely peaked
and may well decline; therefore households will devote less of their income to housing, and prices are
likely to increase at rates closer to inflation.

¥ There is a long literature with regard to the wealth effect. For a description of my estimates and how they
are incorporated mnto the Moody’s Analytics model of the U.S. economy, see “The Wealth Effect,” Mustafa
Alkcay. Regional Financial Review, November 26, 2008.

* The Housing Vacancy Survey may also overstate the problem. Recent data from the 2010 census suggest
there are fewer rental vacancies than the survey implies. The Census Bureau’s Housing Vacancy Survey is
based on a sample that, given the 2010 census data, appears to be biased.

¥l CoreLogic estimates there are closer to 11 million underwater homeowners. The Moody’s Analytics data
are based on actual mortgage debt outstanding from Equifax credit files, while CoreLogic’s estimate is
based on debt outstanding at origination. The Moody’s estimate of negative equity is nearly the same as
CoreLogic’s in California, much lower in Florida, and higher most everywhere else. CoreLogic may have
some difficulty measuring debt outstanding in rural or exurban areas where homeowners generally have
little equity even in good times (since house prices there do not rise much) and go into small negative-
equity positions in difficult times. The Moody’s estimate is much higher in Texas, for example. CoreLogic
data are also unavailable for a half-dozen states.

"™ The Federal Reserve’s recent white paper on housing advocates similar steps. See “The U.S. Housing
Market: Current Conditions and Policy Considerations,” January 4, 2012.

hitp:/federalreserve gov/publications/other-reports/fileshousing-white-paper-20120104. pdf

™ Calls for policymakers to enable mortgage refinancing have steadily increased since late 2010, See
“Restringing HARP: The Case For More Refinancing Now,” Mark Zandi and Cris DeRitis. Moody’s
Analytics Special Report, October 7, 2010. http:/www.economy.com/mark-

zandi/documents/HHARP 100710.pdf

* See “Improved HARP Will Expand Refinancing and Boost Recovery,” Mark Zandi and Cris DeRitis.
Moody’s Analytics Special Report, October 31, 2011. http:/Avww.economy.com/mark-
zandi/documents/2011-10-26-Zandi-Improved-HARP-Will-Expand-Refinancing-Boost-Recovery. pdf

* Put-back risk is the chance that Fannie and Freddie will require the servicer to take back a loan that was
improperly originated. There is also a risk that mortgage insurers will rescind insurance on a poorly
underwritten loan. The cost to servicers of having loans put back has been considerable.

™ A fact sheet describing the president’s housing plan can be found at http://www.whitehouse gov/the-
press-office/2012/02/01 /fact-sheet-president-obama-s-plan-help-responsible-homeowners-and-heal-h.

* This is based on an analysis conducted by LPS using the McDagsh servicing database and the LPS-AA
HPL

= This is a very conservative estimate of the number of homeowners who will refinance, excluding all
eligible Fannie/Freddie/FHA/VA borrowers with LT Vs of less than 100% and nongovernment borrowers
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with LTVs of less than 80%. The working assumption is that these borrowers have already had the
opportunity to refinance and are thus unlikely to use the new programs.

™ Taxpayers have already put more than $150 billion into Fannie Mae and Freddie Mac since they were put
into conservatorship in September 2008.

* The break-even change in the default rate equals the lost interest income divided by the product of the
mortgage debt owned and insured and the loss from default, which is assumed to be 50% of the mortgage
balance.

=il This assumes the proposed changes to HARP are implemented by early next year. The assumed
spendout rate is consistent with that of the 2001 tax rebate and the refinancing wave early in the last decade.
See Johnson, et. al. “Household Expenditure and the Income Tax Rebates of 2001,” American Economic
Review, vol. 96, no 5. pp. 1589-1610. The spendout would likely be greater given that homeowners will
view lower mortgage payments as a more permanent increase in real incomes.

** This excludes the interest income that would be lost by Fannie, Freddie, and the Federal Reserve.

** There have been nearly 5 million total modifications, including those done under HAMP, by the FHA
and in the private sector since the modification effort began in earnest in 2007. HAMP has arguably
facilitated more private modifications by requiring private servicers to invest in their own modification
efforts. Hope Now provides the most comprehensive accounting of the modification effort. See:
hitp://www hopenow.com/industry-data/2012-01-13-HOPENOW%20Data%20Report-
(November)%20Draft V3 pdf

** The redefault rate could be even lower given that this is comparable to the redefault rate on HAMP
modifications.
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Good afternoon Chairman Johnson, Ranking Member Shelby, and Members of the
Committee. Thank you for inviting me to speak today. My name is Christopher J.
Mayer. I am the Paul Milstein Professor of Real Estate at Columbia Business
School. I have spent the last 18 years studying housing markets and credit while
working at the Federal Reserve Bank of Boston and serving on the faculties of Co-
lumbia Business School, the University of Michigan Business School, and the Whar-
ton School of the University of Pennsylvania. I also serve as Visiting Scholar at the
Federal Reserve Bank of New York.

The Federal Reserve recently issued a white paper documenting many of the fric-
tions in the housing finance system and suggesting how such frictions have had a
negative impact on the housing market and the economic recovery. The Federal Re-
serve points out that “Obstacles limiting access to mortgage credit even among cred-
itworthy borrowers contribute to weakness in housing demand, and barriers to refi-
nancing blunt the transmission of monetary policy to the household sector.”

Despite record low interest rates, mortgage activity has fallen precipitously. Ac-
cording to the Mortgage Bankers Association, the dollar volume of mortgages origi-
nated to purchase homes in 2010 (the last full year of data) has fallen to the same
level as in 1992 (see, Figure 1, at the end of this testimony). Although one might
have expected large numbers of refinancings because of low rates, refinancing activ-
ity in 2010 was, in fact, at the second lowest annual level since 2001 (Figure 2).
So far, through the 3rd quarter of 2011, mortgage lending is down almost 19 percent
from the same period in 2010. By comparison, according to Equifax Origination
Credit Trends, new consumer lending is up 11.1 percent on a year-to-date basis in
November 2011 from the previous year, showing increases in nearly every category
including auto lending, credit cards, consumer finance, and student loans.

Other housing data released since the white paper was published continue to
highlight the negative picture of the housing market that the Federal Reserve dis-
cusses relative to the rest of the economy. S&P/Case-Shiller indexes for 20 cities in
November fell 1.3 percent from October and 3.7 percent for the full year, both larger
decreases than anticipated and stoking fears that home prices might start falling
again if foreclosures pick up, as they inevitably must. Lender Processing Services
reports that 8.15 percent of mortgages are delinquent and 4.12 percent of mortgages
are in some stage of foreclosure; both numbers that are nearly identical to June
2011. The share of mortgages that were current 6 months earlier but seriously de-
linquent now is higher than it was in June 2011. In other words, even as the labor
market has started to improve, the housing market remains mired in difficulties.

Stepping back, it is important to understand the role of Government interventions
in the housing market and the unintended consequences. After housing prices went
into a free fall in 2007, private mortgage credit collapsed shortly afterwards. Newly
issued private first mortgage securitizations, which once were nearly a trillion dol-
lars per year, fell to almost zero. Government sponsored entities Fannie Mae and
Freddie Mac (the GSEs) along with the Federal Housing Administration (FHA)
quickly came to dominate the market. Yet soon the bond market became leery of
lending to the GSEs, which did not have an explicit guarantee on their debt. With
their solvency in doubt, the Federal Government backstopped the GSEs by putting
them in conservatorship in September 2008. The Federal Housing Finance Agency
(FHFA), an independent Government agency and previously the GSE’s regulator,
became the conservator, taking over management of the GSEs. As well, the Govern-
ment provided an explicit guarantee on their debt. The Government began further
backing the GSEs when the Federal Reserve announced at the end of 2008 that it
was beginning the purchase of what eventually became nearly $1.25 trillion of GSE
securities.

Fannie Mae and Freddie Mac Under Conservatorship

In 2008, Congress passed the Housing and Economic Recovery Act (HERA). Under
HERA, which tasked the Director of the FHFA to ensure the GSEs meet a number
of conditions, including: !

2

1. “each regulated entity operates in a safe and sound manner . . .

1See, H.R. 3221-11. I have abbreviated the rules to focus on the relevant parts of the legisla-
tion for this testimony. This is not a complete list of all legislative requirements.
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2. “the operations and activities of each regulated entity foster hquld efficient,
competitive, and resilient national housing finance markets .

3. “the activities of each regulated entity and the manner in which such regulated
entity is operated are consistent with the public interest.”

Soon after taking over conservatorship of the GSEs, Director James Lockhart re-
stated the agency’s mission: 2

Provide effective supervision, regulation and housing mission oversight of
Fannie Mae, Freddie Mac, and the Federal Home Loan Banks to promote
their safety and soundness, support housing finance and affordable housing,
and support a stable and liquid mortgage market.

As well, GSEs were required to start to reduce the size of their retained portfolio
of mortgages and mortgage-backed securities (MBS). While many critics and observ-
ers also expected or hoped that FHFA conservatorship would set the stage for the
eventual wind down and replacement of the GSEs, no such mandate was given to
the FHFA. In fact, Director Lockhart noted the strategic goal under conservatorship,
“FHFA preserves and conserves the assets and property of the Enterprises, ensures
focus on their housing mission, and facilitates their financial stability and emer-
gence from conservatorship.” Nowhere was there a goal to eliminate the GSEs.

Unfortunately for taxpayers, homeowners, and the economy, in the more than 3
years since FHFA has taken over conservatorship of the GSEs, the enterprises have
continued to act as profit maximizing private firms, taking advantage of their mar-
ket power in the mortgage market to earn profits rather than working to make the
market more efficient. In doing so, the GSEs have taken a very narrow, and argu-
ably, ineffective and harmful approach to managing their activities. These actions
have resulted in enterprises that are arguably no easier to wind down today than
they were 3 years ago. This is despite the fact that almost all commentators and
policy makers have suggested that the GSEs as currently constructed do not rep-
resent an attractive way to finance U.S. housing in the future.

Maybe the single biggest problem with the ongoing operation of the GSEs has
been to failure to adequately address critical conflicts of interest in their operations.
The evidence suggests that the conflict of interest between the businesses of pro-
viding mortgage guarantees and managing a large retained portfolio of mortgages
and MBS have led to the obstacles to normal credit conditions. This conflict of inter-
est was raised in recent reporting by National Public Radio and ProPublica.3 In its
white paper, the Federal Reserve noted that “ . . . easing some of these obstacles
could contribute to the gradual recovery in housing markets . . . ” Even without
considering the overall economy, GSEs should be concerned with the health of the
housing market, since they now hold the risk for more than one-half of all out-
standing mortgages. Thus, absent a conflict of interest, it would appear to directly
benefit the GSEs to remove some of the obstacles the Federal Reserve discusses.

There are plenty of examples of how this conflict of interest might have led the
GSEs to take actions that padded their portfolio profits, even while harming the
mortgage market and the larger economy. Many credit market decisions by the
GSEs seem to be driven by a desire to block refinancing.4 Fannie Mae raised up-
front fees on all new loans just weeks after the Federal Reserve announced its MBS
purchase program, with Freddie Mac following suit two months later. These new
fees applied even in cases where borrowers’ mortgages were already guaranteed and
their refinancing not impose any additional risk. The GSEs have taken steps to re-
duce competition between servicers, despite borrowers’ many complaints about poor
service by their existing servicers. Shrinking lending, increasing legal liability, and
other GSE policies appear to have contributed to a lack of competition to originate
mortgages, leading to retail spreads on mortgages that remain near at all-time
highs. The GSEs have failed to address critical problems in the mortgage insurance
industry, leaving many consumers locked into high interest rate mortgages and
making mortgage modification more challenging and less effective. Since refinancing
and mortgage modification as well as lower retail spreads on mortgages reduce the
cost of mortgage guarantees by reducing defaults, the only seemingly plausible rea-

2FHFA Strategic plan, 2009-2014.

3See the recent story from National Public Radio and ProPublica, htip://
www.propublica.org | article [ freddy-mac-mortgage-eisinger-arnold.

4In response to recent allegations of conflicts of interest, the FHFA has pointed out that refi-
nancing represents a large portion of the GSEs overall business. As I discuss below, this fact
is not inconsistent with the allegations of a conflict of interest. Many of the restrictions on refi-
nancing did not impact all borrowers, but instead reduced refinancing by borrowers with high
mortgage rates that may also be held in GSE portfolios.
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son for such policies is to protect high interest payments on mortgages and MBS
held in the GSE’s portfolio.

The reports by National Public Radio and ProPublica highlighted how these con-
flicts of interest may also have influenced portfolio decisions at Freddie Mac. In-
stead of selling off the MBS that it inherited when it entered conservatorship,
Freddie Mac appears to have created and held complex, highly leveraged mortgage
derivatives that are risky and nearly impossible to sell. In addition, Freddie Mac
created new and complex long-term financing for its MBS positions (called Mort-
gage-Linked Amortization Notes, or MLANSs) rather than choosing to sell these secu-
rities into the open market and reduce the size of its portfolio business.5 These
transactions highlighted the appearance of a conflict of interest since the trans-
actions were structured so that the enterprise lost valuable interest payments if bor-
rowers with very high interest rates were able to refinance their mortgages, a policy
that is substantially under the control of Freddie Mac. Whether intended or not,
these transactions also make it harder to unwind Freddie Mac and its portfolio in
the future.

While seemingly consistent with the strategic goal listed above of conserving and
preserving assets to emerge as an ongoing entity, the policies described above ap-
pear to violate a number of the GSE’s other mandates, which are to “foster liquid,
efficient, competitive, and resilient national housing finance markets” and to operate
in a manner “consistent with the public interest.” From the first quarter of 2008
to the first quarter of 2011, the market share of the top five mortgage originators
has grown from 56 percent to 65 percent. As well, according to Bloomberg (Figure
3) the spread between retail and wholesale mortgage rates has widened by at least
0.75 percent (75 basis points) between its average from 2000 to 2007 and its level
at the end of 2011. These facts suggest that conservatorship has resulted in less
competitive and less efficient mortgage markets.

The Dueling Business Interests of the GSEs: A Conflict of Interest?

To better understand these issues, it is important to look at the historical context
in which the enterprises arrived into conservatorship. When the FHFA took over the
management of Fannie Mae and Freddie Mac (GSEs), the enterprises had two prin-
cipal businesses: mortgage guarantees and portfolio management. The mortgage
guarantee business involves collecting premiums and insuring bondholders against
credit losses. When a borrower defaults on a mortgage, the GSEs must buy the
mortgage out of a pool at par, so bondholders are made whole. The portfolio busi-
ness involves owning and managing a large balance sheet made up of mortgage-
backed securities (MBS) and mortgages. Both businesses were considered to be in
serious financial trouble when the GSEs entered conservatorship.

The guarantee and portfolio businesses have always involved an inherent conflict
of interest—the GSEs know more about the mortgages in the MBS than other par-
ties. One study by researchers at the University of California at Berkeley and
Barclays argued that the mortgage-backed securities market was a market for lem-
ons. ¢ The article showed that securities that Freddie Mac sold to the market were
of lower quality than those it didn’t sell. Traders have always recognized that the
GSEs were more informed than they were and market prices reflected this friction.
Financial economists would note that the existence of some traders using nonpublic
information inherently leads to less liquid and efficient markets, as other traders
must account for adverse selection when bidding on securities.

Most public policy concern about the growth of the GSEs portfolio was not about
conflicts of interest, however, but risk. During the 2000s, the retained bond portfolio
grew rapidly, taking advantage of their implicit guarantee by taking on additional
risk on behalf of taxpayers. The GSEs even began to purchase securities with risky
subprime mortgages that were specially designed for them to acquire.

In 2008, the FHFA inherited the management of firms with $1.1 trillion of MBS,
hundreds of billions in mostly failed mortgages, and a bankrupt guarantee business.
As well, with the demise of private securitization and the fragile state of the finan-
cial services sector, the GSEs and the FHA were guaranteeing more than 90 percent
of new mortgages, a condition that continues today. Without competition in new
mortgage origination, the conflict of interest between mortgage guarantees and port-
folio management once again rose to the forefront. After all, actions that might lead
to even a small percentage change in the value of the portfolio would have a mate-
rial impact on profits of these formerly semi-private companies.

5hitp: | | www.businessweek.com [ news [ 2012-01-17 / freddie-mac-sees-selling-40-billion-of-debt-
tracking-mortgages.html

6Downing, Chris, Dwight Jaffee, and Nancy Wallace. 2009. “Is the Market for Mortgage-
Backed Securities a Market for Lemons?” Review of Financial Studies, 22(7):2457-2494.
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Soon after conservatorship, in December 2008, Fannie Mae announced LLPAs
(loan level pricing adjustments), up front fees that would be paid by all borrowers
on newly originated mortgages. These fees, when combined with adverse market de-
livery charges, could equal more than three percent of the mortgage amount, to be
paid up front. Freddie Mac soon followed with its own fees, although it never posted
its fees online the way Fannie Mae did.

While such fees have sometimes been defended as an attempt to add risk based
pricing to mortgage originations, they were also applied on an equal basis to bor-
rowers who were refinancing mortgages that the GSEs already guaranteed. The
Federal Reserve white paper referred to such fees as “hard to justify” when applied
to refinancing their own mortgages. As well, imposing new, large up-front fees in
the middle of a serious recession and stock market decline when down payments
were scarce had the practical effect of reducing demand for mortgages among af-
fected borrowers. A seemingly preferable alternative would have been to increase
the annual guarantee fee (so-called “g-fee”) on mortgages for new purchases, which
would likely have had a smaller negative impact on demand. A fee structure that
decreased demand for new mortgages also would have cut the demand to purchase
homes, helping to contribute to a further decline in home prices. Falling home prices
materially increased losses in the GSE’s mortgage guarantee business. However,
from the perspective of the portfolio, an equivalent increase in the g-fee rather than
a higher up-front borrowing cost (LLPAs) might have allowed a much larger wave
of refinancings, possibly leading to portfolio losses. These large up-front fees were
not a market outcome nor were they mandated in any way by conservatorship, but
were a barrier imposed by the GSEs themselves, seemingly designed to protect their
own portfolios from prepayments, the very outcome that the Federal Reserve’s MBS
purchase program sought to create.

The high up-front fees when applied to mortgages they already guaranteed was
just one of many steps the FHFA and the GSEs have taken since conservatorship
that have had the effect of preventing refinancing of many mortgages. As early as
September 2008, Glenn Hubbard and I have argued for the Government to facilitate
widespread refinancing to reduce defaults, help stabilize the housing market, and
stimulate the economy.? In our own analysis, Alan Boyce, Glenn Hubbard, James
Witkin and I have shown how a slightly higher g-fee on refinancings would create
a structure whereby the GSEs could more than recoup any portfolio losses. David
Greenlaw (Morgan Stanley), Mark Zandi (Moody’s Analytics), Bill Gross (Pimco),
and many economists made similar arguments in the intervening years, but with
little success.

In March 2009, the President announced the HARP (Home Affordable Refinance
Program). The program was an attempt to streamline refinancings, but eventually
resulted in fewer than one million refinancings over a period of nearly 3 years.
While HARP officially applied to borrowers with a loan-to-value ratio (LTV) of up
to 125 percent, technical barriers prevented take-up by all but a few borrowers with
LTVs above 105 percent. And up-front GSE fees (LLPAs) still applied to HARP
mortgages. As well, under HARP, only the borrower’s existing servicer could effec-
tively pursue a new refinancing. Even today under the new so-called HARP 2.0, ex-
isting servicers have a large advantage over new servicers in pursuing a HARP refi-
nancing for a given borrower.

HARP also excluded borrowers with LTVs of less than 80 percent. While some
such borrowers might have had an easier time pursuing a refinancing, many of
these borrowers were still subject to up-front fees and other barriers. LLPAs were
charged for borrowers with LTVs in excess of 60 percent and FICO scores below 760.
Reps and warranties liabilities likely prevented many such borrowers from getting
attractive quotes from other lenders. Also, many borrowers with seemingly low
LTVs had second liens, so that these borrowers would likely have an elevated risk
of default and thus could benefit from lower mortgage payments.

Finally, all of the exclusions from HARP had an additional negative effect on tax-
payers and the overall economy. For example, Joseph Tracy and Joshua Wright of
the Federal Reserve Bank of New York point out that refinancings are not simply
a zero sum game and might instead “. . . stabilize the housing market and support
economic growth.” 8

From the perspective of the mortgage guarantee business, it is difficult to under-
stand why the GSEs would limit refinancing on mortgages that they already guar-
anteed. A widespread refinancing program that lowered payments for risky mort-

7See a history of our research on widespread refinancing along with our current proposals
on our Web site: http:/ /www4.gsb.columbia.edu [ realestate [ research | housingcrisis.

8 http:/ | libertystreeteconomics.newyorkfed.org /2012 /01 | why-mortgage-refinancing-is-not-a-
zero-sum-game.html
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gages would almost surely reduce defaults.® In fact, from the perspective of the
mortgage guarantee business, one might have expected the GSEs to go out of their
way to refinance the riskiest borrowers, who would otherwise be at greatest risk of
default. Yet the barriers imposed by the GSEs had exactly the opposite effect, se-
verely limiting refinancing by the riskiest borrowers. The fees on refinancing were
highest on mortgages where the borrower had a low FICO score or high LTV. Mort-
gages with high loan-to-value ratios were locked out of refinancing altogether.

Looking back, the costs of these actions have become clear. According to my own
calculations using data from Lender Processing Services, about one-sixth of all GSE
guaranteed mortgages with a mortgage rate above 6 percent in 2009 defaulted, com-
pared to defaults by about one in fifty mortgages with rates below 5 percent. Almost
surely a program to refinance high mortgage rate borrowers would have lowered
this default rate for this population, saving the GSEs from some large losses from
their mortgage guarantee business and reducing the number of foreclosures and
short sales that have contributed to falling house prices and thus even larger future
costs from mortgage guarantees. In fact, the Congressional Budget Office’s recent
paper on found that about for every 1,000refinancings that took place, 38 defaults
would be prevented. 1© According to the CBO, such a program would have saved the
GSEs billions of dollars in lower guarantee costs. A program that facilitated millions
of refinancings might have prevented hundreds of thousands of defaults.

It appears only possible to understand this behavior by looking at the GSEs’ port-
folio management business. In fact, the CBO pointed to possible portfolio losses
when considering the costs and benefits of a widespread refinancing program. While
the GSEs have never disclosed much detail about their portfolio holdings, many of
their purchases of mortgage-backed securities seem to have taken place in the mid-
2000s. The mortgages in these mid-2000s pools have mortgage rates that are 5.5
percent or above. These loans have much lower mortgage balances, which indicate
lower income households, and may be more likely to be under financial stress. In
other words, many of the mortgages inside the securities held in GSE portfolios may
also have been those at the greatest risk of default. Refinancing mortgages for re-
sponsible borrowers who were current on their mortgages, but also at great risk of
default, might well have imposed losses on the GSE portfolios while saving signifi-
cantly more for their credit guarantee businesses.

Let me put the hypothesis directly. The possibility of protecting their portfolios
explains why the GSEs have been so resistant to refinancing certain mortgages. If
not for the conflict of interest between the portfolio and mortgage guarantee busi-
nesses, why else would the GSEs have imposed so many barriers to refinancing?

Did Freddie Mac “Bet Against Refinancing?”

Last week, National Public Radio and ProPublica reported that Freddie Mac cre-
ated risky securities called Inverse IO Floaters that had the appearance of betting
against household refinancing. These securities involve creating a concentrated risk
position that pays off only as long as the underlying mortgages continue making
payments. If the mortgages refinance, the payments stop and the securities lose sig-
nificant value.

The FHFA responded with a statement arguing against the premise of the story.
It claimed that “Freddie Mac’s retained portfolio investment in inverse floaters did
not have any impact on the recent changes to the Home Affordable Refinance Pro-
gram (HARP). In evaluating changes to HARP, FHFA specifically directed both En-
terprises not to consider changes in their own investment income as part of the
HARP evaluation process.” As well, it argued “Of Freddie Mac’s $650 billion re-
tained portfolio, only $5 billion is held as inverse floaters.” As well, FHFA points
out that about 80 percent of its recent business is refinancing mortgages.

It is important to understand what the statement says and what it does not. This
statement does not imply that Freddie Mac’s credit decisions prior to HARP 2.0 in
November 2011 were unaffected by its portfolio. In other words, the statement does
not deny that the conflict of interest between lending and portfolio management
might have impacted Freddie Mac’s past practices. In fact, as argued above, the re-
tained portfolio appears to be the only plausible reason to impose many of the lend-
ing restrictions that the GSEs have imposed over time. What remains puzzling, as
well, is why Freddie Mac and not Fannie Mae imposed new and harsher restrictions

9Early research on the HAMP program showed the mortgage modifications that lowered
mortgage payments had a strong impact on reducing defaults. See, Federal Reserve Bank of
New York Staff Report #417, originally published in December 2009, for example.

10 http:/ Jwww.cbo.gov | fipdocs | 124xx | doc12405 / 09-07-2011-Large-
Scale Refinancing Program.pd,
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on refinancing some mortgages under HARP 2.0. If not for the portfolio, why would
Freddie Mac impose new restrictions on HARP 2.0 refinancings?

A recent posting by Alan Boyce on the Web site www.zerohedge.com helps explain
why FHFA’s statement might be true but that the conflict of interest might still
have materially impacted lending. 11 For example, Mr. Boyce shows how the Freddie
Mac might have simultaneously been refinancing some borrowers while also pro-
tecting its portfolio. The highest rates of refinancing have been for borrowers with
relatively low mortgage rates, large loan balances, high FICO scores and low LTVs
originated between 2009 and 2011. These loans were made after conservatorship
and at a time that Freddie Mac was reducing it’s MBS holdings. Refinancing such
mortgages may be good business, but it does not change the GSE risk profile much,
because these mortgages are already unlikely to default. But, of course, Freddie Mac
may not own many securities that contain recently originated mortgages.

NPR/ProPublica identified $3.4 billion of inverse I0s, which were backed by the
interest payments on about $19.5 billion of mortgages. FHFA said that these risky
derivatives were in fact larger, amount to $5 billion in size, which could have been
backed by $26 to $30 billion of loans. The FHFA notes that inverse 10 floaters rep-
resent only a small portion of Freddie Mac’s portfolio, implicitly suggesting that
such a small stake cannot possibly drive their lending restrictions. These trades
took place in a 6 month time period and had the effect of reducing the total balance
sheet of Freddie Mac by almost exactly the amount required by Congress, not an
insignificant sum. In addition, FHFA does not describe the characteristics of the
rest of Freddie Mac’s $224 billion holdings in its own MBS. Is the remainder of
Freddie Mac’s portfolio also composed of high interest rate mortgages that Freddie
Mac has spent more than 3 years imposing restrictions and prohibitions on refi-
nancing? The entire Agency MBS market is trading at a premium, which means
that every bond is well above par. It cannot be the case that taking an illiquid and
highly levered position in inverse IOs can provide any hedge value for the rest of
their portfolio. In fact, such a position would represent additional risk, in the same
direction as its other holdings. Portfolio holdings may also explain why Fannie Mae
has pursued refinancing restrictions that are nearly as strict as Freddie Mac.
Fannie Mae owns nearly as much MBS as Freddie Mac.

Mortgage Modifications Under Conservatorship

Rather than pursue a widespread refinancing program to help reduce credit
losses, the GSEs have attempted to manage the defaults of risky mortgages once
they occur. The problem has been that the GSEs have also been slow and less effec-
tive at adopting loss mitigation practices that the private sector has identified.

Private lenders, at least those who service mortgages in their own portfolio, were
first to adopt widespread mortgage modification programs and have much lower re-
default rates than the GSEs. (This is not to say that the industry responded quickly;
only that the industry responded more quickly than the GSEs.) Consider data from
the latest OCC Mortgage Metrics Report. 12 In 2008 and 2009, the redefault rate on
mortgage modifications by the GSEs was almost 50 percent higher than mortgage
modifications pursued by lenders on their own mortgages. In 2008, for example, the
12-month redefault rate was about 58 percent for GSE modifications versus 40 per-
cent for private lender modifications on their own portfolio loans. In 2009, the GSEs
performed even worse on a percentage basis for the same measure (42 percent
versus 25 percent for portfolio loans). By 2010, the GSEs 12 month redefault rate
had caught up to that of portfolio loans. But in 2011, redefault rates for GSE modi-
fication are once again much higher than modifications of portfolio loans.

In looking at the recent data, one striking feature stands out. Many portfolio lend-
ers, as well as private servicers, have turned to principal reductions to better man-
age defaults. Understanding what private investors and lenders do with their own
loans is very instructive because it helps set a benchmark for behavior that is unaf-
fected by the many conflicts of interest in securitization. 2 According to the OCC
data, portfolio lenders pursue principal reductions for more than 18 percent of mort-
gage modifications on their own portfolios. The FHFA still refuses to allow any prin-
cipal reductions based on its calculations that more progressive modification and
principal reduction programs will cost taxpayers money.

1 http:/ |www.zerohedge.com [ contributed / qa-alan-boyce-freddie-mac-and-inverse-floaters

12 http:/ Jwww.oce.gov [ publications [ publications-by-type | other-publications-reports | mortgage-
metrics-2011/ mortgage-metrics-q3-2011.pdf

13 See, for example, Tomasz Piskorski, Amit Seru, and Vikrant Vig. 2010. “Securitization and
Distressed Loan Renegotiation: Evidence From the Subprime Mortgage Crisis”, Journal of Fi-
nancial Economics 97, 369-397.
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In addition to the fact that private lenders often pursue principal write-downs
with their own funds at risk, other studies also support the value of principal write
downs that reduce LTVs as a tool for modifying mortgages. A 2009 study by the
Federal Reserve Bank of New York concluded “The data indicate that the redefault
rate declines with the magnitude of the reduction in the monthly payment, but also
that the redefault rate declines relatively more when the payment reduction is
achieved through principal forgiveness as opposed to lower interest rates. 14 As well,
a recent study by Laurie Goodman supports the same conclusion, noting “Control-
ling for payment relief, we find that principal reduction modifications are more ef-
fective than either rate modifications or capitalization modifications. These dif-
ferences by modification type are larger for modifications on prime/Alt A/option
ARM loans than for subprime loans.” 15

Another problem with all of these studies, and an issue that does not appear to
be explicitly modeled by the FHFA analysis, is the risk of moral hazard. Private
portfolio lenders are certainly be aware of this risk and have developed ways of
minimizing moral hazard. Nonetheless, Government backed lenders like the GSEs
may face a higher risk of moral hazard than private lenders would. This would be
a place, once again, where the GSEs might benefit from examining the practices of
private portfolio lenders.

For some GSE mortgages, the existence of mortgage insurance (MI) appears to be
a barrier to principal write-downs. However, the value of such MI is likely dubious.
The GSEs have as much as $150 billion of insurance from various MI companies,
but more than 80 percent of those potential claims are underwritten by MI compa-
nies that are either insolvent or have a credit rating of BB- or worse. The suspect
nature of these receivables gives the GSEs incentives to delay loss resolutions as
much as possible and may impact the extent to which the GSEs efficiently manage
losses and foreclosures.

Why Not More Private Capital and Expertise for the GSEs?

Another concern about the current process of how the GSEs have managed the
housing crisis has been the lack of steps to bring in private capital and expertise
in their businesses. It is important to note that the existing mandates for con-
servatorship do not require or even suggest that the GSEs bring private capital into
their businesses. Of course there is a mandate to reduce risk, but that could be done
without sharing the risks with private firms.

Nonetheless, the GSEs have not taken advantage of places where private capital
and expertise might be valuable in reducing losses or helping to stabilize housing
markets. For example, the fact that private portfolio lenders appear to have much
lower redefault rates on mortgage modifications of nonperforming loans (NPLs) sug-
gest that the GSEs might profitably sell NPLs to specialized servicers. Private port-
folio lenders sell certain NPLs to such specialized servicers. One might have ex-
pected the GSEs to do the same.

It is critically important to examine new ideas to help attract private capital and
ideas to address the housing crisis. In my testimony before the Senate Sub-
committee on Housing, Transportation, and Community Development of this Com-
mittee I detailed a number of such proposals, including how to sell non performing
mortgages and why sales of REO to long-term businesses dedicated to building a
business in renting single family homes. 16 T also discussed the potential for shared
appreciation mortgages to help resolve the current glut of seriously delinquent mort-
gages.

Conclusion

I believe that the largest failure of conservatorship has been the unwillingness of
the FHFA to adequately address the conflicts of interest it inherited when it took
over management of the GSEs.

Consider the problem of how the GSEs would have managed a portfolio of MBS
with above-market interest rates—securities that might sell at a price above the par
value of the securities. For example, a pool of MBS with a 6 percent coupon might
sell for $1.10 for each $1 of principal with such a high coupon. Given that the GSEs
had more information than buyers about their own intentions with regard to refi-
nancing, as well as greater information about the underlying mortgages and their
expected performance, buyers might be quite wary of purchasing MBS at market
prices from the GSEs. Buyers could be concerned about the potential that the GSEs

4 http: | Jwww.newyorkfed.org [ research [ staff reports/sr417.pdf

15 Amherst Mortgage Insight, 12/01/2011.

16 Chris Mayer serves as an advisor to Pathway, a start-up firm in the business of purchasing
houses for long-term rental.
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might then turn around and take action that would result in widespread refi-
nancing. Buyers might also be worried that mortgages inside the MBS were at im-
minent risk of default. In either case, the securities would pay off at par ($1.00),
leaving the buyer with an appreciable loss ($0.10). Aware of the conflict of interest,
b]lolyers might appropriately diminish their bids for agency MBS sold by the GSEs
above par.

Under conservatorship, the FHFA could have appointed an independent trustee
to manage the sale of the MBS over time, with the explicit mandate to maximize
the returns for taxpayers. If the trustee were truly independent, this plan would
have mitigated the conflict of interest and maximized the sale proceeds from the
pool of MBS. Put differently, taxpayers likely would have received higher proceeds
from the sale of MBS had the GSEs turned over management of their portfolio to
an independent, third party because buyers would have paid more for the MBS ab-
sent a potential conflict of interest. 17

Of course, the GSEs might have instead tried to earn even higher profits by keep-
ing their portfolio and imposing frictions on refinancing. Even if imposing mortgage
market frictions were to have maximized short-run profits on their portfolio, effec-
tively conserving and preserving assets, it would have had other consequences in
making a less efficient, less competitive, and more illiquid mortgage market and
working against the public interest.

Nonetheless, such a policy would have ignored another option—widespread mort-
gage refinancing—that can and should have been a profitable business. My own
analysis, conducted with Alan Boyce, Glenn Hubbard, and James Witkin, shows
that refinancing should be profitable for the GSEs. By charging a slightly higher
guarantee fee and creating a small fund to cover any possible losses from reps and
warranties relief, refinancing could have been a way to help recapitalize the GSEs
and help minimize taxpayer losses. Combining mortgage refinancing with an inde-
pendent trustee would result in a win-win for taxpayers, mortgage borrowers, home-
owners, and the larger economy.

It is not too late to achieve that win-win scenario. The FHFA still has the author-
ity to follow such a prescription. However, current policies do not make such a policy
shift appear likely.

Instead, Congress should consider changing the mandate of conservatorship to ad-
dress its flaws. Legislation should mandate that an independent trustee be ap-
pointed to wind down the GSE’s retained portfolio of MBS. The GSEs could continue
to retain nonperforming loans that they have bought back from securitizations as
is necessary to perform their mortgage guarantee business. Independent manage-
ment of the retained portfolio will make the eventual privatization or replacement
of the GSEs considerably easier. Legislation should also mandate other steps to
move towards attracting private capital into the mortgage market, including ideas
such as trial programs for the sale of NPLs to third party servicers, the sale of REO
to private investors, and provisions that allow the GSEs to provide responsible
amounts of leverage for owners of single-family home portfolios in the rental busi-
ness on a temporary basis. 18 Legislation should also ensure that the GSEs remove
all of the obstacles limiting access to mortgage credit as identified in the Federal
Reserve white paper. All borrowers should have access to refinancing without re-
strictions or qualifications other than being current on their mortgage and any refi-
nancing programs should be available to be offered by any qualified originator to
any qualified borrower.

Until we fix the housing market, it will be hard for the economy to fully recover.
In this testimony, I have addressed a number of reasons that the lack of GSE re-
form continues to hold back the housing market and the economic recovery. I believe
that immediate action is necessary to address fundamental flaws in the structure
of the GSEs. Conservatorship as it now stands is laden with conflicts of interest be-
tween lending and portfolio management and holds back the reintroduction of pri-
vate capital. These steps can occur now, even without a consensus on what the fu-
ture of the U.S. housing finance system will look like.

I appreciate the opportunity to address you today and look forward to answering
any questions that you might have.

17Some might argue that it is necessary to have an investment portfolio to ensure the sol-
vency of the guarantee business. However, since the GSEs are insolvent, the U.S. Treasury al-
ready serves the role of liquidity provider under conservatorship. As the GSEs return to sol-
vency, they may want to acquire assets that help meet capital and liquidity needs. However,
there is no reason for the GSEs to make such investments in their own MBS, which only ampli-
fies the GSEs exposure to various mortgage market risks. The trustee would use the proceeds
from the sale of the assets of the GSEs (MBS) to pay down the GSE’s liabilities.

18 Any loans made available on portfolios of single-family homes might have a sunset provi-
sion so that lending is reduced over time as the private lending market recovers.
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Figure 1: Mortgage originations according to the Mortgage Bankers Asseciation

Mortgage Originations: Purchases and Refinancings ($billions)
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Figure 2: Mortgage refinancings according to the Mortgage Bankers Association

Mortgage Originations: Refinancings only (Sbillions)
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Figure 3! Spreads between Primary and Secondary mortgage markets, Bloomberg

Vield Spread

According to this figure, spreads between retail and wholesale mortgage rates averaged about 25
basis points between 2000 and 2008, but have ballooned to 100 basis points or more after
conservatorship.

Mayer Testimeny, 2/9/2012
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PREPARED STATEMENT OF THE HONORABLE PHILLIP L. SWAGEL

PROFESSOR OF INTERNATIONAL EcoNoMmIc PoLicy, UNIVERSITY OF MARYLAND
ScHooL oF PuBLIc PoLicy

FEBRUARY 9, 2012

Chairman Johnson, Ranking Member Shelby, and Members of the Committee,
thank you for the opportunity to testify on housing policy and the state of the hous-
ing market. I am a professor at the University of Maryland’s School of Public Policy
and a faculty affiliate of the Center for Financial Policy at the Robert H. Smith
School of Business at the University of Maryland. I am also a visiting scholar at
the American Enterprise Institute and a senior fellow with the Milken Institute’s
Center for Financial Markets. I was previously Assistant Secretary for Economic
Policy at the Treasury Department from December 2006 to January 2009.

The continued weak state of the housing market and the toll of millions of fore-
closures already, millions more families still at risk of losing their home, and tril-
lions of dollars of lost wealth all reflect the lingering impact of the collapse of the
housing bubble and ensuing financial crisis. A range of policies have been under-
taken over the past several years aimed at the housing market—a recent summary
from the Department of Housing and Urban Development lists 10 separate policy
actions.! These can be grouped into two broad categories. What might be seen as
“backward-looking” policies seek to avoid foreclosures on past home purchases
through actions such as incentives for mortgage modifications and refinancing. By
avoiding foreclosures, these policies both assist individual families and help reduce
the supply of homes for sale (and in the overhang of the so-called “shadow inven-
tory”) and thus reduce downward pressures on home prices that in turn affect
household wealth and the broad economy. In contrast, “forward-looking” policies
seek to boost demand for home purchases, such as with the first time homebuyer
tax credit and the Federal Reserve’s purchases of mortgage-backed securities (MBS).

The common feature of these housing policies is their limited effectiveness. To be
sure, these policies have done something: MBS purchases resulted in lower interest
rates for families buying a home or refinancing a mortgage; some 930,000 home-
owners have benefited from permanent mortgage modifications through the HAMP
program; and so on. But relative to the scale of the weakness in home prices and
housing market demand, and especially compared to the tragically huge number of
foreclosures, the set of housing market policies to date appears to have underper-
formed compared to expectation set at each policy unveiling. Moreover, these pro-
grams have involved considerable costs for taxpayers, with the benefits accruing
mainly to a relatively small group of recipients. And on top of the millions of fore-
closures not prevented by the policies of the past several years, there is likely an-
other huge wave of foreclosures set to take place in the next year or two, with many
of these representing foreclosures that were delayed but not ultimately prevented
by policies to date.

This experience is important to keep in mind as the Congress contemplates a
range of new and expanded housing policy proposals from the Administration, along
with a white paper from the Federal Reserve that covers similar ground. Broadly
speaking, the proposed actions look to provide homeowners with reduced monthly
payments through Government-assisted refinances; to lower principal mortgage bal-
ances; and to speed the pace at which vacant homes become rentals. The goal, as
with all policies throughout the crisis, is to have fewer foreclosures and stronger
consumer spending. These policies are well-intentioned.

Unfortunately, there is every reason to believe that the new policy proposals for
streamlined refinancing and principal reduction are likely to have the same modest
impact—and at an even worse tradeoff in terms of cost to taxpayers for each fore-
closure avoided than for the policies to date. Simply put, we have learned that mort-
gage modification programs are difficult to implement and execute because of the
intrinsically one-at-a-time nature of the transactions involved. And the expansions
of some programs, such as considerably increased payments from the Government
to motivate reductions in mortgage principal, face less promising conditions now for
being effective than was the case when many of these policies were launched in
early 2009. Three years of a weak job market have forced many of the borrowers
who might have been helped by reduced payments or a lower mortgage balance into
foreclosure.

There are other approaches that can be taken to help heal the housing market
and speed the recovery of home prices and construction while reducing the pain for

1See the appendix of the January 2012 HUD-Treasury Housing Scorecard: htip://por-
tal.hud.gov [ hudportal | documents | huddoc?id=JanNat2012 Scorecard.pdf.
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American families. This testimony first provides a critical analysis of recent policy
proposals and then discusses alternative steps that the Congress might consider.
The goal of these policies is for the housing sector to once again contribute positively
to the U.S. economy and to American society—to have a housing system that works
for families looking to buy homes, for investors with funds to lend, and for taxpayers
who deserve a stable financial system and protection from another expensive bail-
out.

Mass Refinancing Proposals

It is useful to consider a specific example that raises the question of whether the
latest policy proposals from the Administration will perform differently than pre-
vious initiatives. The White House fact sheet for the Administration’s refinancing
proposal for a single family, owner-occupied principal residence promises that there
will be “no barriers and no excuses” (top of page 3) and no new appraisal or tax
forms involved in enabling eligible homeowners to refinance their mortgages into an
FHA-guaranteed loan with lower monthly payments. Without access to tax forms,
however, it is not clear how lenders are meant to verify that a home is indeed
owner-occupied—the natural mechanism would be to look at the address on the
homeowner’s 1040 tax form. Indeed, the lender could even just examine the address
on the IRS form 4506 by which the borrower requests that a copy of the tax return
be sent to the lender; this would be less intrusive than having the lender examine
the 1040 itself but is again off-limits in the new proposal. A lesson of the past sev-
eral years is that unverified mortgage applications (so called “no doc loans”) are con-
venient but do not end well for either lender or borrower.

The alternative of having the lender send someone out to the home also runs
counter to the stated policy proposal—there are to be no appraisals, and the need
for possibly repeated site visits to confirm the owner-occupied status seems to be
exactly the barriers and red tape that are not allowed (not to mention the intrusive-
n(fiss) of having someone peek through the windows to figure out who is living in-
side).

On the other hand, lenders clearly will not be willing to allow borrowers to simply
attest that they are refinancing an owner-occupied property. After all, this was a
common misrepresentation during the housing bubble and it would be outrageous
for lenders not to check carefully for loans receiving a Government-backed guar-
antee such as with the new refinancing proposal involving the Federal Housing Ad-
ministration (FHA). Moreover, the Administration has launched an investigation
into possible abusive behavior in mortgage origination and servicing; presumably
this investigation and the similar effort launched in 2009 will deter lenders from
allowing potential fraud. But this leaves the problem of how to comply with the con-
(tiradi((i:tions between the proposed policy and the rhetoric by which it has been intro-

uced.

This is just one type of hurdle that implementation of the latest proposal for refi-
nancing of non-GSE loans is likely to face—the desired ease of the refinancing is
defeated by the conditions of the proposal itself. Perhaps there is some workaround
in the offing for this and the other inevitable problems of implementation that have
plagued past efforts, but it is now more than 2 weeks since the proposals were
launched by the President in his State of the Union address and there is no legisla-
tive text to consider these important details. Similarly, the Fed’s white paper on
housing proposals includes a broad discussion of the possible beneficial impacts of
widespread refinancing, but does not get into the operational details that are crucial
to achieve actual policy outcomes. 2

The lower monthly payments for homeowners that would result from the proposed
FHA-based refinancing scheme for non-GSE loans and the expansion of the previous
HARP (Home Affordable Refinance Program) for GSE loans announced in October
2011 are meant to both reduce foreclosures by improving affordability and to boost
the economy through increased spending by families with greater free cash flow as
a result of lower mortgage payments. That is, refinancing would be a sort of stim-
ulus analogous to sending a monthly check to qualifying households. It is clear that
mortgage credit was too easily available in the run-up to the crisis, and a good argu-
ment can be made that the pendulum has swing too far in the other direction now
so that some creditworthy borrowers do not have access to mortgages for home pur-
chases or refinancing. An important lesson of the current situation, however, is to
highlight the problem of having the Government so intricately involved in setting
mortgage standards. It would be preferable for private suppliers of capital to fund
housing and to take on the risks and rewards of credit decisions. This provides an

2This is in some ways reminiscent of the 2008 Hope for Homeowners program that likewise
had only modest impact in reducing foreclosures.
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important motivation for moving forward with housing finance reform. With Fannie
Mae and Freddie Mac in Government control under conservatorship at present, it
is inevitable that public officials will be involved in the choice of credit standards.
The driving force for these decisions should be to find the appropriate balance be-
tween protection for taxpayers against overly risky loans while maintaining access
to credit for homebuyers and rebuilding a responsible private mortgage market—
and not to have these decisions motivated by a desire to implement a backdoor fiscal
stimulus.

Indeed, stimulus is likely the best way to view the impact of the two mass refi-
nancing proposals involving HARP 2.0 for GSE-backed mortgages and the FHA for
non-GSE loans. Both refinancing proposals would benefit borrowers with high loan-
to-value (LTV) mortgages, including underwater borrowers whose mortgage bal-
ances are greater than the value of their home and who thus have an incentive to
walk away from their home and allow a foreclosure. The current proposals, however,
are restricted to borrowers who have been in their homes since at least mid-2009
and have been nearly current on their payments for a year (6 months with no late
payments and no more than one 30-day late payment in the preceding 6 months).
In other words, the refinancing assistance would go to borrowers who have shown
that they want to stay in their home and have done so for several years in the face
of declining home prices and a weak job market. To be sure, these borrowers will
benefit from the lower mortgage payments. But the targeted population for the refi-
nancing has already shown that they are resistant to foreclosure, meaning that the
program will avoid relatively few incremental foreclosures per dollar of taxpayer ex-
pense. This leaves stimulus as the main motivator for mass refinancing.

As noted in the Fed’s white paper and in recent analysis provided by the FHFA
in a letter to Representative Elijah Cummings, both refinancing proposals involve
costs to taxpayers because the U.S. Government is a beneficial owner of mortgages
through MBS holdings of both the Federal Reserve and the GSEs. This is not to
say that U.S. Government asset holdings should come before homeowners—not by
any means. The point is that the costs of the refinancing proposal must be weighed
against the benefits, keeping in mind that the principal benefit is through a rel-
atively targeted fiscal stimulus going to particular homeowners (and not to renters,
who tend to have lower incomes than homeowners). One could imagine policy mak-
ers calling for another round of taxpayer-funded fiscal stimulus such as through pro-
viding checks or other tax benefits, but this should be debated openly. It is hard
to imagine that a new stimulus would involve the relatively narrow targeting of the
population of homeowners with high LTV’s who bought homes at a particular time
period and who have been able to afford their monthly payments.

In a time of tight fiscal constraints, one could also imagine seeking to focus costly
Government programs on homeowners who could be seen as most in need of assist-
ance and for whom refinancing programs might be most effective. The refinancing
proposals are limited by the amount of the mortgage but one could further restrict
this Government assistance to people with desired income ranges. The White House
has recently defined the middle class as households with the median income plus
or minus 50 percent.3 With median household income around $52,000, this would
imply limiting the refinancing program to households with incomes of no more than
around $78,000—the top of the White House definition of middle class. Alternately,
one could use the approximately $64,000 median income of family households (that
is, leaving out individuals, who tend to have lower incomes). This would give a max-
imum income for the middle class as defined by the White House as $96,000—
rounding up would then give $100,000 as the maximum income limit for eligibility
for the Administration’s FHA refinancing proposal. One could imagine applying this
income limit to all FHA programs in order to best focus the taxpayer-provided sub-
sidy implicit in FHA activities to households most in need.

It should be noted as well that the February 2011 report to Congress on “Reform-
ing America’s Housing Finance Market” by the Treasury Department and HUD
stated that the “FHA should return to its precrisis role as a targeted provider of
mortgage credit access for low- and moderate-income Americans and first-time
homebuyers.”4 The report notes that the FHA market share (around 30 percent in
early 2011) is already substantially above what Treasury and HUD see as the his-
torical norm of 10 to 15 percent. The Administration’s refinancing proposal thus rep-
resents a policy reversal that both goes in the wrong direction for housing finance
reform and increases the taxpayer exposure to losses by the FHA when recent anal-

3 See, http:/ |www.whitehouse.gov / sites | default / files
krueger cap speech final remarks.pdf.
4 See, hitp:/ [ portal.hud.gov | hudportal | documents | huddoc?id=housingfinmarketreform.pdf.
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yses indicate that the agency is likely to require a taxpayer bailout of $50 billion
or more as a result of its existing obligations. ®

The Administration proposes to offset the costs of the FHA refinancing proposal
with a tax on large banks. As Treasury Secretary Geithner noted at a press con-
ference last week, “there are pockets where credit is tighter than it needs to be, in-
cluding mortgage finance and small business.” The bank tax would expand these
pockets, with costs of the tax passed through to borrowers in the form of higher in-
terest rates and reduced availability of credit.

It is the case, as noted in a recent analysis from the Federal Reserve Bank of New
York, that foreigners have meaningful holdings of U.S. mortgages in the form of
mortgage-backed securities and would bear some of the cost of the refinancing pro-
posals.® Given the U.S. fiscal imbalance and ongoing current account deficit, it is
likely that the United States will rely on inflows of foreign capital for the foresee-
able future. Policies that are seen as unexpected or unfair to foreign investors might
then result in reduced demand for Treasury securities and other dollar assets and
thus higher financing costs for American borrowers including the United States
Government. This is not a reason to avoid a refinancing proposal, but the potential
impact on future interest rates should be taken into account in evaluating the costs
and benefits.

Similar considerations apply to domestic suppliers of capital for housing finance.
Buyers of mortgages and mortgage-backed securities plainly take on refinancing
risk—the compensation demanded for this risk accounts for part of the spread be-
tween yields on GSE-backed MBS and Treasury securities. Continued expansions of
refinancing proposals, however, could give rise to the belief that mortgages going
forward have embedded in them a new feature that gives borrowers easier access
to a downward adjustment of interest rates than was believed to be the case in the
past. This regime change would then translate into market demands for higher
yields on mortgage-related securities and thus higher interest rates going forward.
In other words, current homeowners would benefit from refinancing but future ones
would pay more. This is akin to the impact of so-called “cramdown” proposals that
would change the bankruptcy code to allow reductions in the principal balance of
mortgages: current homeowners would benefit from having reduced debt but future
homeowners would face higher interest rates and reduced availability of credit. Rel-
atively risky future borrowers, who tend to have lower incomes, would be most ad-
versely affected.

As noted above, there are reasons for concern about the impact and cost-benefit
calculus of mass refinancing programs. Nonetheless, it is possible for the Adminis-
tration to move forward with some aspects without Congressional action. The ex-
panded HARP refinancing is moving forward though financial firms’ computer sys-
tems are reportedly not yet fully ready for the new program. Some FHA guidelines
could be adjusted as well to streamline the appraisal process and include some addi-
tional mortgages (though the expansion to underwater loans would require Congres-
sional action). In other words, there are steps that could be taken without waiting
for the inevitable rejection of the proposed bank tax.

Expansion of the Home Affordable Modification Program (HAMP)

The HAMP program involves Government payments to incentive mortgage modi-
fications that lower homeowner payments and thus seek to prevent foreclosures.
Lenders (typically servicers acting on the behalf of the beneficial owners of mort-
gages) have an incentive to make such modifications to avoid the considerable costs
involved with foreclosure, but many institutional features slowed the modification
process—to widespread frustration, including at the Treasury Department when I
served as Assistant Secretary. The difficulty with a modification is to find the right
targeting, amount, and structure of the modification that balances effectiveness with
cost. A lender will not want to modify a loan for a borrower who can afford their
original payments or for a borrower who could not afford the lower payments result-
ing from a modification that has an economic value equal to the cost of foreclosure.
The presence of underwater borrowers is an important consideration, since an un-
derwater borrower has an incentive to walk away from a home even if the payments
are affordable and the lender will not recover the full value of the loan in a fore-
closure. But a modification involving principal reduction is especially costly for the

58See, Joseph Gyourko, “Is FHA the Next Housing Bailout?” November 11, 2011. hAttp://
www.aei.org | papers [ economics | financial-services | housing-finance | is-fha-the-next-housing-
bailout/

6See, Joseph Tracy and Joshua Wright, “Why Mortgage Refinancing Is Not a Zero-Sum
Game”, January 11, 2012. http:/ /libertystreeteconomics.newyorkfed.org /2012 /01 /why-mortgage-
refinancing-is-not-a-zero-sum-game.html
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lender and gives rise to important concerns about strategic behavior and spillover
effects such as having other homeowners seek unnecessary principal reductions. A
further complication is that the weak economy of the past several years has meant
that some homeowners who could initially afford the lower payments of a modified
loan might suffer an income decline such as from a job loss and then “redefault”
on the modified loan (that is, default). It has been said that this combination of fac-
tors leaves a potentially narrow aperture through which to make a successful modi-
fication.

HAMP uses taxpayer dollars to tip the balance toward increased modifications.
Under certain conditions, the Treasury puts in money to pay for part of the cost
of the modification. The selection criteria are crucial to the outcome of the policy
and involve profound challenges. It is natural to focus taxpayer dollars as tightly
as possible on incentivizing incremental modifications rather than providing a wind-
fall for ones that lenders would have done on their own and to avoid as much as
possible providing an incentive for homeowners to stop paying their mortgages in
order to qualify for assistance. At the same time, implementing a tighter screening
to focus on the right set of borrowers translates into fewer incremental modifica-
tions. 7 These considerations presumably went into the cost-benefit calculations that
were done with the original HAMP program, which was initially predicted to lead
to three to four million modifications by the end of 2012 but had chalked up some-
what less than one million permanent modifications through December 2011.

A key feature of the Administration’s recent HAMP proposal is to substantially
increase the taxpayer-provided payments to lenders that reduce principal as part of
a modification for underwater borrowers. This is a relatively costly way of reducing
monthly mortgage payments compared to reducing a borrower’s interest rate. If the
focus of modifications is on affordability, it would be more effective to extend the
term of a loan and reduce interest payments rather than writing down principal.
Still, one could justify a focus on principal reduction if the goal is to avoid fore-
closures by homeowners who can pay their mortgage but choose not to because they
are underwater. The key issue is whether this is a cost-effective approach.

A concern about the expanded HAMP incentives recently announced by the Ad-
ministration is that this is a policy that would have been much more cost-effective
in terms of a lower cost to taxpayers for each foreclosure avoided in early 2009.
Three years later, underwater borrowers who are still in their homes have dem-
onstrated their attachment to it. To be sure, a principal reduction will benefit home-
owners. But the cost to taxpayers will be much larger with the expansion of HAMP
payments, and the impact in terms of foreclosures avoided is likely to be much mod-
est than in 2009 given that the target population has made it this far. This leaves
a high cost-benefit ratio from the HAMP expansion—presumably a much higher
cost-benefit ratio than was judged to be prudent when the program was designed
in 2009.

A natural question then is to consider what is different today than in 2009 that
results in the apparent imperative to reduce foreclosures in 2012 regardless of the
cost effectiveness of the policy tools involved. This is a worrisome approach to policy-
making and to the stewardship of taxpayer resources.

Pilot Program to Transition Real Estate Owned (REQO) Property to Rental
Housing

The aftermath of the bubble has left the U.S. economy with too many homes for
sale or in the so-called “shadow inventory” of homes that will be for sale once prices
firm. The announcement by the FHFA of a pilot program to transition REO prop-
erties to rentals is a welcome step to speed up the adjustment of the housing market
to post-bubble conditions. Facilitating purchases of vacant homes by firms that can
manage them as rentals will help speed up the market adjustment, at least mod-
estly. This program will not be helpful in all parts of the country, but it will be most
useful in areas in which foreclosures and vacant homes are especially acute. The
inventory of REO properties held by Fannie Mae and Freddie Mac has been declin-
ing as properties are sold while inflows of new REO dwellings have slowed as the
result of legal uncertainties surrounding the foreclosure process. But there is likely
to be a wave of foreclosures in the pipeline and having this program ready will be
useful. At the same time, it will be important to ensure that buyers of REO prop-
erties bring capital to the table rather than relying heavily on the GSEs for financ-
ing. With Fannie and Freddie under taxpayer control, this would constitute yet an-

7For more discussion, see, Phillip Swagel, April 2009, “The Financial Crisis: An Inside View”,
http:/ |www.brookings.edu /economics/bpea | | media/Files /| Programs/ES /BPEA /
2009 spring bpea papers/2009 spring bpea swagel.pdf.
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other Government involvement in the housing sector. GSE financing of institutional
buyers would increase the firms’ balance sheets and thus taxpayer exposure to risk.

The importance of putting vacant homes to use can been seen in the combination
of rising rental costs and declining prices for home sold under “distress” such as fol-
lowing a foreclosure. 8 Overall indices of home prices such as the S&P/Case-Shiller
index declined to post-bubble lows in the most recent data for November 2011, while
the FHFA purchase-only price index rose in November and has moved slightly above
the low point of March 2011. Downward price pressures involved in distressed sales
likely contribute to differences between these price indicators. This conclusion is bol-
stered by recent press reports citing RealtyTrac as calculating that bank-owned fore-
closures and short sales sold at a discount of 34 percent to nondistressed properties
in the third quarter of 2011.

As discussed in the Fed white paper, the use of short sales and deeds-in-lieu of
foreclosure can reduce losses for lenders and provide a better financial outcome for
borrowers (and with greater dignity than a foreclosure). Recent press reports indi-
cate that use of these tools is growing, along with payments by lenders to home-
owners willing to move out rather than go through the foreclosure process. With the
foreclosure process taking 24 to 36 months in States with a judicial foreclosure proc-
ess, quite large payments could be rational on the part of lenders.® The Treasury’s
Home Affordable Foreclosure Alternatives (HAFA) program similarly provides mod-
est payments to market participants (servicers, homeowners, and investors) to
choose short sales over foreclosure. Given the substantial private incentives for
these short sales to take place it is not clear that the HAFA program is needed.

Housing Market Adjustment and Alternative Policy Approaches

Housing markets naturally adjust slowly because the typical homebuyer must sell
their existing home at the same time that they buy a new one, while the stock of
homes evolves slowly given that homes tend to last for 50 years or more. The adjust-
ment has been especially slow in the wake of the crisis and recession as the result
of reduced household formation that has diminished the natural growth in demand
for housing.

The goal of policy moving forward should be to facilitate the ongoing adjustment
and quicken the recovery of both housing prices and construction. By definition, a
recovery commences only after the market hits bottom. It is desirable to lift off the
bottom quickly. Fostering a stronger overall economy is perhaps the most important
element of this, since a stronger economy will boost housing demand, including
through increased household formation. Other policies could be useful as well, nota-
bly a(lictions that facilitate a more rapid market adjustment and that strengthen de-
mand.

Rhetoric about not wanting the market to hit bottom is a combination of empty
and factually incorrect—after all, a housing market recovery by definition will start
only after the market hits bottom. What is desirable is for the recovery to start im-
mediately—that is, for the bottom to have been reached already.

In considering housing policy going forward, it is important both to avoid policies
that will prolong the housing downturn or lengthen the time at which the market
rests on the bottom. This implies that it would be valuable to resolve legal and regu-
latory uncertainty facing mortgage servicers and originators as quickly as possible.
To be sure, past wrongdoing should be punished, notably including inappropriate
foreclosures on servicemen and servicewomen. On the other hand, a lengthy period
of uncertainty will affect the willingness of banks to take on housing-related risks.
This concern has practical relevance for the Administration’s recent proposals. Bank
A, for example, will naturally hesitate to refinance a loan originally made by Bank
B even with an FHA guarantee if there is a concern about the possibility of future
litigation. The same applies to concerns about the ability of banks to foreclose on
borrowers in default—if a mortgage is no longer a securely collateralized asset, then
there would be widespread ramifications to the detriment of future homebuyers.
Imagine the cost of financing a home purchase with an unsecured loan facility such
as credit cards.

There are important institutional and legal overhangs slowing the housing recov-
ery, including lawsuits and regulatory actions involving the MERS title system, set-
tlement discussions related to so-called robosigning, putbacks of bad loans to origi-

8For longer discussions from which this is drawn, see, “The Housing Bottom Is Here” on
http: | Jwww.calculatedriskblog.com /2012 /02 | housing-bottom-is-here.html and Prashant Gopal,
February 7, 2012, “Banks Paying Homeowners To Avoid Foreclosures”, Bloomberg News. http:/ /
www.bloomberg.com [ news/2012-02-07 | banks-paying-homeowners-a-bonus-to-avoid-foreclosures-
mortgages.html.

9See, Gopal, op cit. http:/ /www.bloomberg.com [ news /2012-02-07 | banks-paying-homeowners-
a-bonus-to-avoid-foreclosures-mortgages.html
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nators by the GSE, and perhaps others. Again, there should be appropriate con-
sequences for past wrongdoing and steps to avoid repetition. But there is also a
value in a rapid resolution of these uncertainties so that the mortgage financing sys-
tem can once again operate effectively to the benefit of U.S. homebuyers and home-
owners. A desire to punish the financial industry sits awkwardly with the desire for
a housing recovery. It is important to keep in mind as well that some foreclosures
are unavoidable—just as hundreds of thousands of foreclosures took place in years
with a strong housing market before the recession. It is important to have a fore-
closure process that is accurate and fair and that can move forward responsibly but
without unnecessary delays. Foreclosures are difficult and tragic events for house-
holds. Yet some foreclosures are inevitable. A housing rebound ultimately requires
that adjustments including unavoidable foreclosures take place.

Government policies could also play a positive role in improving industry weak-
nesses that have been highlighted in the various judicial actions. The MERS titling
system, for example, arose in part to compensate for the varying information sys-
tems by which property title information is kept, generally at the county level. A
useful initiative would be to develop standard formats for these data. This would
preserve local control over intrinsically local decisions and information, but facilitate
nationwide transmittal and analysis of information. Similarly, better coordination of
information regarding second liens would facilitate some additional modifications
based on bargaining between owners of the primary mortgage and second lien.

Finally, moving forward with housing finance reform remains vital for a sustained
housing market recovery. It is now a year since the Treasury Department and HUD
released a report on housing finance reform and concrete action is long overdue. Un-
certainty about the future of the housing finance system, notably the role of the
Government, will make private providers of capital hesitate to fund mortgages. This
leaves Government officials to make crucial decisions regarding credit availability
that are better left to market participants with incentives based on having their
own capital at risk.

I have written at length elsewhere about steps for housing finance reform, includ-
ing the future of Fannie Mae and Freddie Mac. 1° The steps involved in moving for-
ward with reform involve a combination of several policy levers: bringing in private
capital to takes losses ahead of taxpayers; reducing the scope of any guarantee; and
increasing the price or reducing the quantity offered of the guarantee. Moving for-
ward in these dimensions would help increase the role of the private sector in hous-
ing finance and reduce Government involvement and taxpayer exposure. Impor-
tantly, these steps could be taken without a firm conclusion about whether there
will be a Government guarantee on housing at the end. Enough progress in utilizing
these policy levers would eventually lead to a housing finance system that is en-
tirely private, but the path to a private system would involve a mix of private cap-
ital and incentives backstopped by a secondary Government guarantee. This means
that starting with reform that involves a secondary Government guarantee does not
rule out ending up with a fully private housing finance system. The key is to move
forward expeditiously in order to provide increased certainty about future market
conditions and thereby bring private capital back into housing finance. A useful ad-
ditional step would be to make transparent the budgetary impact of GSE activities.
The use of the TARP to compensate the GSEs for costs related to the Administra-
tion’s housing proposals, for example, obscures the underlying reality that the finan-
cial consequences of activities of both the TARP and the GSEs show up on the pub-
lic balance sheet. H.R. 3581, the Budget and Accounting Transparency Act that
passed in the House of Representatives earlier this week, provides a step forward
in ensuring desirable clarity in budget treatment. 11 It would useful as well for the
GSEs to make available loan-level data that facilitates analysis of market conditions
and helps private participants to enter the housing finance market.

Recent news reports indicate that Freddie Mac is developing a pilot program
under which private owners of capital would purchase a security that absorbs losses
on a pool of loans ahead of Freddie Mac itself. This would have Freddie in a senior
position and outside investors in a first-loss position. Such a structure would have
the GSEs lay off housing risk on private market participants while obtaining a mar-
ket-based indication of the return market participants require to take on housing

10 See, Phillip Swagel, “The Future of Housing Finance Reform”, October 2011 paper for the
Boston Fed Annual Research conference, http://www.bos.frb.org/economic/conf/LTE2011/pa-
pers/Swagel.pdf, and Phillip Swagel, “Reform of the GSEs and Housing Finance”, Milken Insti-
tute White Paper, July 2011. http:/ /www.milkeninstitute.org / pdf/HousingFinanceReform.pdf

11For more discussion, see, Chris Papagianis and Phillip Swagel, “Put Fannie and Freddie
on Federal Books”, Bloomberg View oped, January 22, 2012. http:/ /www.bloomberg.com [ news /
2012-01-23 / put-fannie-and-freddie-on-federal-books-papagianis-and-swagel.html
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credit risk. Such a pilot program would thus test the appetite of the private market
for first-loss risk on housing assets in exchange (presumably) for higher returns, in-
dicate the market’s assessment of the value of the Government guaranteed on mort-
gages, and illuminate the path leading to a reduced role of the Government in hous-
ing finance. We have learned that it is difficult for the Government to price its guar-
antee for taking on risk, making it extremely useful to have a market-based indica-
tion. One could imagine applying such a framework to FHA loans as well to reduce
Government exposure and protect taxpayers compared to the current model under
which the FHA does not share risk.

Conclusion

A revitalized housing sector and an end to the sadly elevated number of fore-
closures would mark salient progress in moving past the consequences of the hous-
ing bubble and financial crisis. Government policies can usefully contribute to the
needed adjustment. But it is essential to be clear about the costs associated with
proposals such as those from the Administration that would expand efforts to use
taxpayer funds to avoid foreclosures. It is far from clear that these efforts will be
effective and even less apparent that they will have a positive impact commensurate
with the taxpayer resources involved. It would be better instead for Congress to con-
sider steps that would hasten the housing market adjustment, facilitate the return
of private capital into housing finance, and bring the housing sector more quickly
to the point at which home prices and construction activity lift off the bottom into
recovery.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR TOOMEY
FROM PHILLIP L. SWAGEL

Q.1. Last November, Congress passed legislation making loan lim-
its for FHA-insured loans higher than the loan limits for privately
insured loans purchased by the GSEs for the first time in history.
In December, Congress increased the GSE guarantee fee by 10
basis points, which has the effect of making privately insured loans
bought by Fannie and Freddie more expensive than loans insured
by the FHA.

Aren’t these actions going to further move the FHA far beyond
its core mandate of serving low to moderate income borrowers who
otherwise would not have access to home ownership?

A.1. Yes, higher loan limits for FHA and higher fees on GSE-
backed loans both make FHA lending relatively more attractive.
This is in addition to the lower downpayments required for FHA-
backed loans than for GSE-backed mortgages. Having FHA provide
a guarantee for people buying homes with mortgages of up to
$729,750 is far beyond its core mandate to serve low to moderate
income borrowers. It is hard to understand why helping people buy
homes with a mortgage of $729,750 is an appropriate use of Gov-
ernment resources.

Q.2. And in so doing, don’t these moves supplant privately insured
loans with FHA-backed loans, thereby driving private capital away
from the housing market and putting taxpayers at risk for losses
that otherwise would be borne by the private sector?

A.2. FHA guarantees mean risk for taxpayers; indeed, one of six
FHA-backed loans is delinquent. Were it not for the increased FHA
loan limits, the private sector would handle mortgages larger than
the conforming loan limit for Fannie Mae and Freddie Mac. FHA
activities thus displace private sector risk-taking and private cap-
ital.

Q.3. Given that the FHA is severely undercapitalized and teetering
on the edge of a massive bailout, shouldn’t the FHA be focused on
managing and containing its significant risk exposure, and not on
increasing its market share and financial exposure?

A.3. As documented by Joseph Gyourko and Edward Pinto in re-
search released by the American Enterprise Institute (AEI), FHA
is in severe financial difficulty. As Pinto notes, the agency is on
track to end 2012 with only $3 billion in reserves, considerably
worse than the $11.5 billion in reserves projected in November
2011  (http:/ /www.aei.org/files /2012 /08 /20 /-fha-watch-no-8-au-
gust-2012  142920761624.pdf). The agency is likely insolvent if
measured by private sector standards rather than governmental ac-
counting methods. The FHA should focus on managing and con-
taining its risk, since FHA losses ultimately would require a costly
bailout by taxpayers.

Q.4. What actions should Congress take to mitigate these risks and
level the playing field?

A.4. Congress should refocus FHA on a core mission of assisting
homebuyers with low- and moderate-incomes. This could be done
by reducing the limit for mortgages to qualify for an FHA guar-
antee and by imposing income tests on borrowers receiving FHA
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assistance. These steps would help reduce the FHA market pres-
ence back to the roughly 10-15 percent historical market share. It
would be useful as well to require FHA to provide more realistic
measures of its financial condition so that Congress and the public
have a full understanding of the agency’s financial condition and
the risks borne by taxpayers.
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD

STATEMENT OF THE NATIONAL ASSOCIATION OF REALTORS®

Introduction

On behalf of more than 1.1 million REALTORS® who are involved in residential
and commercial real estate as brokers, sales people, property managers, appraisers,
counselors, and others engaged in all aspects of the real estate industry, thank you
for giving us an opportunity to share our thoughts on improving the housing sector,
and thus spurring an economic recovery.

It’s no secret our Nation’s housing markets remain depressed and continue to suf-
fer. While no one thought the crisis would carry on so long, markets are slowly re-
covering, but remain in need of immediate policy solutions to address the myriad
challenges in order to stabilize housing and support an economic recovery. REAL-
TORS® have long maintained that the key to the Nation’s economic strength is a
robust housing industry. And, we remain steadfast in our belief that swift action
is needed to directly stimulate a housing recovery.

REALTORS® Plan To Improve Housing

REALTORS® are eager to work with Congress and the Administration to put a
plan into action that helps significantly reduce monthly mortgage payments by re-
ducing the barriers to low-cost, streamlined refinancing for millions of homeowners
as an alternative to defaulting on their mortgage loans. Moreover, improving access
to simple, low-cost refinancing and streamlining the process will help hardworking
families who have also stayed current on their mortgage payments, which also goes
a long way to helping keep more families in their homes.

With the mantra of helping the Nation’s homeowners maintain their homes, in
late 2011, NAR worked with two well-respected policy think tanks—the Progressive
Policy Institute (PPI) and the Economic Policies for the 21st Century (e21)—to orga-
nize and conduct a housing solutions policy. “New Solutions for America’s Housing
Crisis” brought together policy leaders, industry representatives, Members of Con-
gress, thought leaders and the media to present ideas and make actionable rec-
ommendations intended to stimulate the growth necessary for a sustained recovery
in housing and extend an ensuing positive effect on job creation and the broader
economy.

Crafted from the conference’s discussions are recommendations that REALTORS®
respectfully submit as examples of relatively easy solutions that can help the hous-
ing sector recover. In recent weeks, some of these ideas have been suggested as solu-
tions by the Administration and Federal Reserve. REALTORS® appreciate their
thoughtfulness in identifying a plethora of fixes that we believe will make an imme-
diate, positive impact.

Do Not Risk Weakening Our Nation’s Housing Markets Any Further

There are a number of proposed rules and recent congressional actions that ac-
tively thwart the housing recovery. Rectifying these issues will offer confidence and
reassurance to investors and consumers, and bring them back into the marketplace.

1. Re-craft the Qualified Residential Mortgage rule mandated by the Dodd-Frank
Act to include a wide variety of traditionally safe, well documented and prop-
erly underwritten products. Requiring a 20 percent down payment coupled
with stringent debt-to-income ratios and rigid credit standards—as defined
under the proposed rule by six Federal regulators—would be detrimental to
prospective home buyers, especially first-time and middle-income buyers.

2. Restore higher loan limits supported by the GSEs to provide additional liquid-
ity in housing markets and to assure mortgage financing options while stabi-
lizing local housing markets.

3. Resist proposals that call for changing the tax rules that apply to home owner-
ship now or in the future. Without a doubt, now is not the time to change the
mortgage interest deduction or any other housing incentives. Making gradual
or targeted changes would send the wrong signal further undermining con-
fidence and further depressing home values.

4. Reject further g-fee increases as a means to offset the costs of a payroll tax
extension. Additionally, we urge you to reject measures that would increase
Ginnie Mae’s g-fees or FHA mortgage premiums (both single- and multi-family)
that will disproportionately harm low- and moderate-income borrowers, first-
time homebuyers, renters with modest incomes, and others when those funds
are diverted to the Treasury and used as an offset to pay for a 10-month exten-
sion of the current law. Diverting these fees away from their intended purpose
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is a de facto tax increase on homebuyers and raises costs on the very same
Americans the underlying bill sought to help.

Restore Vitality to Our Communities and Neighborhoods by Reducing the Foreclosure
Inventory

REALTORS® are more than business owners within local communities—we are
residents. As foreclosures mount, REALTORS® are not just impacted by reduced
sales, we are also impacted by depressed home values that reduce Government serv-
ices and further deteriorate communities. Therefore, efforts to mitigate foreclosures
and restore communities are paramount to our members.

1. Support S.170, The Helping Responsible Homeowners Act, sponsored by Sen-
ators Barbara Boxer (D-CA) and Johnny Isakson (R-GA). Their bill would re-
move refinancing limits on underwater properties for borrowers that have been
paying on time, and would eliminate risk-based refinancing fees charged by
Fannie Mae and Freddie Mac.

2. Support bipartisan Senate efforts calling for improvements to the Home Afford-
able Refinance Program (HARP). Led by Senators Barbara Boxer (D-CA), John-
ny Isakson (R-GA) and Robert Menendez (D-NJ), the time is appropriate to en-
hance HARP and provide refinancing opportunities to at-risk borrowers as an
alternative to defaulting on their mortgage loans.

3. Direct Fannie Mae, Freddie Mac and servicers to prioritize short sales above
foreclosures.

4. Support all necessary foreclosure/loss mitigation efforts to keep American fami-
lies in their homes. Realogy Corporation’s President and CEO, Richard Smith,
has proposed a debt for equity approach to help underwater borrowers in trou-
ble keep their homes and lower their monthly payments while lenders take a
smaller hit than they would have with a default and foreclosure. Realogy Cor-
poration is a leading provider of real estate and relocation services rep-
resenting world-renowned brands and business units that include Better
Homes and Gardens® Real Estate, CENTURY 21® |, Coldwell Banker® ,
Coldwell Banker Commercial® , The Corcoran Group® , ERA® , Sotheby’s
International Realty® , NRT LLC, Cartus and Title Resource Group.

5. Ensure that any plans by Government agencies to sell foreclosed properties in
bulk are done on a limited scale, are carefully tailored and appropriate for the
markets in which they occur, and provide flexibility should market conditions
not ultimately favor rental conversion of properties.

Open Opportunities for Private Capital To Return to the Mortgage Marketplace To
Foster New Demand Among Responsible Homebuyers

Reforming the secondary mortgage market is essential to ensuring a reliable
source of mortgage lending for consumers in all types of markets and is integral to
the Nation’s economic and housing recovery. NAR supports efforts to increase pri-
vate capital in the housing finance market and reduce the size of the Government’s
involvement. Below are two quick fixes that we believe will immediately encourage
the return of private capital.

1. Open up the FHA Section 203(k) rehabilitation loan program to investors to
encourage purchasing of foreclosed property. This will facilitate the rehabilita-
tion of the existing housing stock and help reduce the inventory of foreclosed
homes.

2. Require the GSEs to temporarily suspend investor financing limitations, espe-
cially the limit on the number of mortgage loans allowed for any one investor/
borrower (currently 4 for Freddie Mac and 10 for Fannie Mae). This will give
small, private investors the opportunity to absorb some of the excess inventory,
resulting in the stabilization of prices for existing real estate-owned (REO)
properties.

Support a Secondary Mortgage Market Model That Includes Some Level of Govern-
ment Participation

Though REALTORS® agree that a properly functioning housing finance market
requires reducing the Government’s participation and increasing private capital, full
privatization is not an effective option.

REALTORS® oppose proposals that call for full privatization of Fannie Mae and
Freddie Mac. This is not an effective option because private firm’s business strate-
gies will focus on optimizing their revenue/profit generation. This model would fos-
ter mortgage products that are more aligned with the businesses goals than in the
best interest of the Nation’s housing policy or the consumer.
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Conclusion

Home ownership matters. It represents the single largest expenditure for most
American families and the single largest source of wealth for most homeowners. The
development of home ownership has a major impact on the national economy and
the economic growth and health of regions and communities. Home ownership is in-
extricably linked to job access and healthy communities and the social behavior of
the families who occupy it. We recognize the serious public debate as to which tax
and spending policies will best support the sound fiscal management that our Na-
tion requires. However, we urge caution against dismantling or eliminating vital re-
sources for housing that provide important economic, social, and societal benefits.

The National Association of REALTORS® sees a bright future for the housing
market and the overall economy. However, our members are well aware that the
future we see rests on the industry’s and the economy’s ability to successfully navi-
gate some significant obstacles. Congress and the housing industry must maintain
a positive, aggressive, forward looking partnership if we are to ensure that housing
and national economic recoveries are sustained.

I thank you for this opportunity to present our view on improving the housing
market. As always, The National Association of REALTORS® is at the call of Con-
gress, our industry partners, and other housing stakeholders to help facilitate a sus-
tainable housing and national economic recovery.

STATEMENT SUBMITTED BY TIM C. FLYNN, CEO, NATIONAL VALUE
ASSURANCE, LLC

A Unique Strategy for Addressing the Enterprise REO Inventory Imbalance

A solution designed to be immediately deployable and without cost to taxpayers!

The purpose of this submission is to present a new and compelling strategy that
will significantly reduce, or even eliminate the excess REO inventory that is owned
by the Enterprises. This strategy is best described as the ability to provide qualified
homebuyers, who intend to be owner occupants, with the contractual assurance that
their home purchase will not be subject to the value degradation that has been ex-
perienced by almost all homebuyers in America over the past 6 years. In a phrase,
we are referring to the strategy as “homebuyer’s price (value) protection.”

Over the past 2 years, the inability of the American housing economy to absorb
it’s excess housing inventory and install a solid bottom to the downward spiral in
home prices has been a great disappointment. This is especially true in the case of
the Federal Reserve, which through various policy initiatives, has facilitated the
lowest costs for mortgage financing in the Nation’s history. Most regulators and pol-
icy makers believed that home affordability was the key to resolving the Nation’s
housing problem. This strategy proved ineffective, and the need to find a solution
continued with increasing intensity. Policy makers and the Fed are now defaulting
to one of the only remaining options: a bulk sales strategy discussed in the January
4 white paper.

The principal contention of this document is that the Enterprises, neighborhoods,
and taxpayers would be better served by occupying these REQ’s with qualified buy-
ers rather than “bulk purchase owners.” We contend that this can be accomplished
quickly and efficiently with a “homebuyer’s price (value) protection” program. We
disagree with the conclusion that if the most favorable home affordability metrics
in history couldn’t attract buyers, then individual qualified buyers were not present
in sufficient numbers to significantly impact REO inventory. In our opinion, the
major barrier to attracting qualified home buyers in this market is crowd psy-
chology. It’s about fear—the fear of losing principle value on the largest investment
most families will ever make.

Our strategy represents a substantial departure from traditional thinking. The
January 4, 2012, Fed white paper, entitled “The U.S. Housing Market: Current Con-
ditions and Policy Considerations”, did not include the concept of homebuyer’s price
protection in its analysis and subsequent recommendation to Congress. It is our con-
tention that the implementation of this strategy into the Enterprises REO mar-
keting plan will result in a dramatic reduction of inventory and an optimum return
of capital to the taxpayer. It will also foster a rapid, if not immediate, perceived bot-
tom to the downward spiral in home prices.

We have created a model utilizing homebuyer’s price protection that projects a
present value benefit in excess of $42 billion dollars, or in our estimate, 36 percent
in excess of the reasonable financial returns from any “bulk sales” tactic that is
being considered and seems to be gaining momentum.
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Certainly the financial implications are an important consideration, but as sug-
gested in both the August 15th RFT issued by the Enterprises and the Fed white
paper, another critical consideration is to protect the value and integrity of affected
neighborhoods. On this point, there is universal agreement that the most desirable
occupants for the REO inventory are qualified owner occupants.

Our model that generated the above result assumed a 100 percent utilization of
one strategy versus another. We clearly understand that the characteristics of the
Enterprise REO inventory require multiple approaches to attain a satisfactory re-
sult for taxpayers. However, it is clear and financially irrefutable that the most ben-
eficial solution for all related parties is to install owner occupants into as many
REOs as possible and the only way to accomplish this is to use a form of home-
buyer’s price protection.

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

The Committee met at 10:07 a.m., in room SD-38, Dirksen Sen-
ate Office Building, Hon. Tim Johnson, Chairman of the Com-
mittee, presiding.

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON

Chairman JOHNSON. I will call this hearing to order.

I thank our witnesses for joining us. Today’s hearing is part two
of our examination of the state of the housing market and steps
that can be taken in the near term to remove housing market bar-
riers to economic recovery.

This Committee has undertaken a bipartisan, in-depth look at
long-term housing finance reform. I hope to continue this effort
with additional hearings and by working with Ranking Member
Shelby and Committee Members to seek bipartisan consensus. In
today’s hearing, we will focus on the immediate problems con-
fronting the housing market and the larger economy, which is a
critical first step in finding a long-term solution.

In January, the Federal Reserve released a white paper entitled,
“The U.S. Housing Market: Current Conditions and Policy Consid-
erations.” In this paper, the Fed stated that continued weakness in
the housing market poses a significant barrier to a more vigorous
economic recovery.

As I stated during our February 9 hearing on this topic, I share
the concern that ongoing challenges in the housing market are act-
ing as a drag on the economic recovery. I want to find practical so-
lutions to help overcome them.

Today’s hearing provides a good opportunity to discuss the cur-
rent housing market environment with regulators and the Admin-
istration’s top housing official. I would like to hear from our wit-
nesses about potential solutions, both legislative and administra-
tive.

In addition to the Federal Reserve’s recent white paper, other an-
alysts, regulators, and the Administration have offered up options
and proposals to address barriers to housing and economic recov-
ery. Earlier this month, the Administration outlined a new housing
plan to give more families the opportunity to refinance at today’s

(73)
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low rates. Just yesterday, the Federal Housing Finance Agency an-
nounced its first pilot sale in an initiative to address the large vol-
ume of real estate-owned properties held by the Government Spon-
sored Enterprises.

At our February 9 hearing, the witnesses and a number of Com-
mittee Members on both side of the aisle cited helping families refi-
nance at today’s low interest rates as a powerful example of an ac-
tion that would help bolster the housing market and stabilize hous-
ing prices. This is particularly true for mortgages held by the
GSEs. I would like to see the FHFA take additional steps to facili-
tate refinancing for families currently stuck in higher-interest
mortgages held by Fannie and Freddie. I look forward to hearing
more from Acting Director DeMarco on steps that FHFA is plan-
ning to take to speed up these refinancings.

Without a robust housing market recovery, our economy will con-
tinue to drag and millions of Americans will continue to struggle
to make ends meet. I look forward to continuing to work with our
witnesses and Members of the Committee to find workable solu-
tions to improve the housing market and lead us further down the
road to prosperity.

With that, I turn to Senator Shelby.

STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Mr. Chairman.

Welcome, again, Mr. Secretary.

Mr. DoNOVAN. Good morning.

Senator SHELBY. This is the second hearing this Committee has
held this year to examine the Nation’s weak housing market. Each
witness before us today has a proposal to revive the housing mar-
ket and help struggling homeowners. Some of these proposals
would require Congressional action.

As I stated during our last hearing, I believe that this Committee
should come together and craft common sense legislation to address
the serious problems weighing on the housing market today. Hope-
fully, today’s witnesses will identify some potential solutions to
these problems and give the Committee some options for its consid-
eration.

Our first panel will be HUD Secretary Shaun Donovan, who will
discuss the President’s most recent housing proposal. The center-
piece of that plan, as I understand it, would allow underwater bor-
rowers with loans held in the private sector to refinance with an
FHA loan. To subsidize the additional risk placed on the FHA fund,
the President has proposed using money from a bank tax. As we
have not yet received many of the details or any analysis of this
plan, I look forward to hearing more from the Secretary as to who
this plan may help and the Administration’s estimate of its impact
on the housing market as a whole.

Because the President has proposed a new use for the FHA, 1
would like Secretary Donovan to update us on the status of the
FHA fund. The President’s budget predicted that FHA would re-
quire a taxpayer bailout this year were it not for the funds it would
receive from the recent mortgage settlement. And given the re-
peated assurances from the Secretary and multiple FHA Commis-
sioners as to the strength of the fund, this revelation is troubling,
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although not unexpected for those of us here who have predicted
insolvency for the FHA for quite some time. Hence, today’s discus-
sion should also include what changes should be made, Mr. Sec-
retary, I hope, to FHA to ensure that the taxpayer is not on the
hook for FHA losses.

We also, I believe, we need to learn more about the settlement
that is providing these funds to the FHA. To date, Congress and
the public have been given only broad outlines of the terms of the
settlement, and as a result, there are many unanswered questions
about how the settlement was reached and how it will operate. The
most important question, I believe, is how will this money be dis-
tributed, Mr. Secretary. In particular, is there a connection be-
tween how much harm a homeowner suffered and the amount of
compensation a homeowner receives?

Although having the settlement compensate as many people as
possible may make sense politically, settlement funds, I believe,
should compensate homeowners who suffered actual harm and
deter future violations of the law. The settlement, however, ap-
pears to come up short on both counts, but we will wait and see.

For example, the Administration’s press release indicates that
homeowners who were improperly foreclosed upon will receive only
about $2,000, and as a result, homeowners who were wrongfully
foreclosed upon will still likely have to pursue the remainder of
their claims in court or through financial regulators. In contrast,
many homeowners who suffered no legal harm appear to be eligible
for compensation under the settlement, as well. I hope Secretary
Donovan today can provide more clarity on how the Administration
will determine who will be compensated under the settlement and
for what.

Our second panel today, Mr. Chairman, as you pointed out, will
discuss two recent papers by the Federal regulators on reforming
the housing market. Federal Reserve Governor Duke will be dis-
cussing the white paper that was recently sent to Congress by
Chairman Bernanke. This paper reviewed numerous proposals but
concentrated on measures to convert bank-owned real estate to
rental property.

FHFA Director DeMarco will be discussing the new strategic
plan he recently released outlining the future of the
conservatorships of Fannie Mae and Freddie Mac. The conservator-
ship has already lasted over 3 years. The longer it continues, the
greater the risk is, I believe, that taxpayers will suffer additional
losses as Fannie and Freddie’s uncertain future erodes their ability
to retain high-quality personnel and make essential infrastructure
investments.

But given the FHFA’s limited legal authority as conservator, only
Congress, I believe, can determine the future of Fannie and
Freddie. I regret that Congress did not take action with regard to
these companies years ago. I look forward to learning more about
what FHFA intends to do until Congress does act and what addi-
tional steps Congress should take to end the conservatorships of
Fannie and Freddie.

I believe the testimony of all three of today’s witnesses reveals
that there is a great deal to be done to both revive the housing
market and reform the GSEs. It is always my hope that this Com-
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mittee does not delay any further in moving bipartisan legislation
to help struggling homeowners and to reform our housing market.

Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you, Senator Shelby.

Are there any other Members who wish to make a brief opening
statement? Senator Menendez.

STATEMENT OF SENATOR ROBERT MENENDEZ

Senator MENENDEZ. Thank you, Mr. Chairman. I appreciate you
holding this hearing. I think it is incredibly important. It has long
been our top priority in the Housing Subcommittee that I am privi-
leged to chair to restore the housing market to full health so that
we can get the broader economy moving more quickly. And we have
made some progress in knocking down barriers that are slowing
the housing market rebound, but there is a lot more to do.

So I welcome the Secretary. I am looking forward to hearing
more about the Administration’s plan. Many of those items are
items that the Subcommittee has proposed. That includes helping
homeowners refinance more easily, which I am currently working
on a bill to implement. It also creates national servicing standards
so that banks are held accountable for following foreclosure laws
and fixing the vacant homes that are blighting our neighborhoods
and turning some of them into affordable rentals in those places
that make sense.

But last, I am really concerned, and I look forward to Mr.
DeMarco’s appearance, Mr. Chairman. The FHFA has shown a dis-
mal lack of initiative in the housing crisis and needs to be far more
aggressive in taking steps that could both help homeowners and
taxpayers, particularly on the question of refinancing and principal
reduction. We can either achieve that through foreclosure or we
can achieve it through refinancing and principal reduction. It
seems to me that there are greater benefits for both the housing
market and American families through that—via that process than
what we have seen today, and I think that we can do that without
sacrificing taxpayers’ interest, because Fannie and Freddie’s finan-
cial health is directly tied to how quickly the housing market recov-
ers. So I look forward to the opportunity to hear from Mr. DeMarco
as well as the Secretary.

Chairman JOHNSON. Any other Members?

[No response.]

Chairman JOHNSON. Thank you.

I want to remind my colleagues that the record will be open for
the next 7 days for opening statements and any other materials
you would like to submit.

Now, I would like to briefly introduce our first panel witness.
Secretary Shaun Donovan is the 15th Secretary of the Department
of Housing and Urban Development. Secretary Donovan has served
in this capacity since January 2009. Secretary Donovan, you may
proceed with your testimony.

STATEMENT OF SHAUN DONOVAN, SECRETARY, DEPARTMENT
OF HOUSING AND URBAN DEVELOPMENT

Mr. DoNOVAN. Thank you, Chairman Johnson, Ranking Member
Shelby, Members of the Committee. Thank you for this opportunity
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to testify about how the Administration’s housing initiatives are
helping remove barriers to economic recovery.

Thanks in part to the partnership of this Committee, this is a
very different environment than the one we faced when President
Obama took office. Back in January 2009, America lost 818,000
jobs. Housing prices had fallen for 30 straight months and fore-
closures were surging to record levels month after month.

Today, more than 13 million homeowners have refinanced their
mortgages since April 2009, putting nearly $22 billion a year in
real savings into the hands of families and into our economy. Be-
cause we provided responsible families opportunities to stay in
their homes, more than 5.6 million mortgage modifications have
been started in the last 3 years and foreclosure notices are down
about 50 percent since early 2009. Because we helped communities
struggling with concentrated foreclosures, today, vacancy rates are
down and property values are up in areas where we focused Neigh-
borhood Stabilization dollars. Most important of all, our economy
has added private sector jobs for 23 straight months, totaling 3.7
million jobs.

Mr. Chairman, this represents important progress, but there is
more to be done. Three key barriers hold back the recovery of our
housing market, which is key to our broader economic recovery.
The first is keeping more families in their homes. While the num-
ber of homeowners at risk of losing their home is down signifi-
cantly, there are still too many families that face hardships and are
underwater, and their unaffordable monthly payments put them at
an increased risk of default, dragging down markets, reducing
labor mobility and consumer spending.

Indeed, as economist Mark Zandi said, there is no better way to
quickly buoy hard-pressed homeowners than helping them take ad-
vantage of the currently record low fixed mortgage rates and sig-
nificantly reduce their monthly mortgage payments. That is why
last fall, the President announced critical changes that would help
more families with loans backed by Fannie Mae and Freddie Mac
to refinance. Thanks to this work, another 300,000 families have
already filed applications for refinancing and stand to save an aver-
age of $2,500 per year, the equivalent of a good-sized tax cut.

Similarly, we have also been taking steps to make FHFA stream-
lined refinance available to more borrowers with loans insured by
the FHA, allowing them to refinance into a new FHA insured loan
at today’s low interest rates without any additional underwriting.
This not only reduces homeowners’ monthly mortgage payments,
but also risk to FHA.

Still, there is no reason why families with FHA loans or loans
backed by the GSEs should be the only ones who get help. Millions
of homeowners who have done the right thing and paid their bills
cannot refinance because they are underwater and owe more than
their homes are worth, leaving them stuck paying higher interest
rates that cost them thousands of dollars more a year and putting
them unnecessarily at risk.

That is why in his State of the Union Address President Obama
announced a plan that will give every responsible homeowner in
America the chance to take advantage of today’s record low interest
rates. Any borrower with a loan that is not currently guaranteed
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by the GSEs or insured by FHA can qualify if they are current on
their mortgage, meet a minimum credit score, have a loan that is
within FHA’s conforming loan limits, and are currently employed.
While this program would be run by FHA, it would be financed
from a completely separate account from FHA’s MMI Fund. Indeed,
by financing this proposal through a dedicated funding source, it
will have no impact on FHA’s MMI Fund. We look forward to work-
ing with Members of this Committee to craft legislation to accom-
plish these goals and establish a broad-based refinancing program.

At the same time we provide relief to responsible homeowners
and keep families in their homes, we also need to attack the second
barrier to our housing recovery, the overhang of properties that are
at risk of or already in foreclosure. While targeted support to mar-
kets struggling with foreclosures, blight, and abandonment has re-
duced vacancy rates, increased home prices, and shrunk the inven-
tory of homes for sale, an overhang of properties at risk of or in
foreclosure continues to drag down property values and harm the
hardest-hit communities. With the rental market recovering faster,
we need to think creatively about ways we can dispose of this shad-
ow inventory.

With about a quarter-of-a-million foreclosed properties owned by
HUD and the GSEs, this August, HUD joined with FHFA and
Treasury to seek new and innovative ideas for absorbing excess in-
ventory and stabilizing prices. Yesterday, the FHFA in conjunction
with Treasury and HUD announced the first major pilot sale of
foreclosed properties to be repurposed into rental housing. This
marks the first of a series of steps that the FHFA and the Adminis-
tration will take to develop a smart national program to help man-
age REO properties and ease the pressure of these distressed prop-
erties on communities and the housing market.

While expanding REO to rental is a critical tool, in the hardest-
hit markets where prices have dropped the most and the most va-
cant and abandoned buildings are found, more needs to be done to
jump-start construction and reduce vacancy rates. That is why
President Obama has proposed Project Rebuild. Building on the
Neighborhood Stabilization Program, Project Rebuild would allow
commercial redevelopment essential to neighborhood revitalization
to be funded directly and expand the ability of the private sector
to participate with localities, ensuring there is the expertise and
capacity to bring these neighborhoods back in a targeted way. Most
important of all, it would create 200,000 jobs in the places that
need the most.

The third barrier to recovery, Mr. Chairman, is access to credit.
While we stabilize the market and put an end to the worst abuses
that caused this crisis, uncertainty over making loans has made it
too difficult to get a mortgage today. Reducing this uncertainty is
why we recently published our indemnification rule to clarify
standards in FHA’s Lender Insurance Program and continue to
work with Congress to ensure FHA direct endorsement lenders are
subject to the same rules and regulations. And it is why we believe
it is important for the Federal Housing Finance Agency to make
clear the rules of the road for GSE lenders with well defined,
straightforward reps and warranties that will further reduce uncer-
tainty around repurchase risk.
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And, Mr. Chairman, a clear example of our efforts to clear away
all of these barriers to recovery is the historic $25 billion mortgage
servicing settlement reached by the Obama administration and an
unprecedented coalition of 49 State Attorneys General that
spanned partisan and geographic lines. The product of 16 months
of intensive negotiations, the settlement addresses the harm mort-
gage servicing abuses have done to homeowners and the housing
market more broadly. It keeps more families in their homes by pro-
viding tens of billions of dollars in relief for struggling home-
owners, much of which will come in the form of principal reduction
for distressed homeowners.

Keeping these families in their homes not only improves their
prospects, but also those of their neighborhoods who have watched
their own property values plummet by $5,000 to $10,000 each time
a foreclosure sign goes up on their block. Indeed, that is why we
recently tripled the incentives for cost effective mortgage modifica-
tions through the HAMP program that include a write-down of the
borrower’s principal balance and, for the first time, made these in-
centives available to Fannie Mae and Freddie Mac. We believe this
is good for taxpayers and families alike.

The settlement attacks the shadow inventory by reducing the
number of homes that will need to go to foreclosure and by estab-
lishing a clear foreclosure process, helping families who are waiting
to buy vacant homes and lifting neighborhood home prices as a re-
sult. And it reduces uncertainty that impedes access to credit by
providing clear and fair servicing standards that build upon the
new protections in our Homeowner Bill of Rights.

That means at the same time the new Consumer Financial Pro-
tection Bureau is putting in place a single, straightforward set of
common sense rules that families can count on when they are buy-
ing a home, the standards in this settlement will give people the
confidence that lenders and servicers are adhering to a specific set
of rights should they ever lose a job or have a medical emergency
that puts their home at risk. No more lost paperwork. No more
runaround. No more excuses. And by forcing banks that service a
majority of all mortgages in the country to fix the types of problems
we uncovered during our investigations, these new protections set
the stage for servicing standards reform more broadly.

And so, Mr. Chairman, as you can see, we have made very im-
portant progress in recent months to get our housing market back
on track, putting in place the most significant principal reduction
effort in history and establishing critical consumer protections that
hold powerful institutions accountable for their actions, helping our
housing market recover and giving every homeowner the dignity,
respect, and fair treatment they deserve.

But for all this progress, we still need Congress to act to ensure
that every responsible family in America, regardless of who owns
their loan, has the opportunity to refinance. We still need to con-
tinue our work together to create a robust private housing system
of housing finance and protect the FHA fund for the future. And
we still need a balanced National Housing Policy that ensures
Americans have choices in housing that make sense for them and
their families. That is the goal of all of this work and it is funda-
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mental to creating an economy that is built to last. I look forward
to working with Congress to make it possible.

And with that, I look forward to taking your questions. Thank
you.

Chairman JOHNSON. Thank you for your testimony.

As we begin questions, I will ask the Clerk to put 5 minutes on
the clock for each Member.

Secretary Donovan, some have stated concern about the potential
risk to taxpayers from the President’s proposal to refinance non-
Government-backed loans through a new FHA program. What pol-
icy do you believe FHA can adopt to ensure that any risk to the
FHA and taxpayers is paid for?

Mr. DONOVAN. Mr. Chairman, a very important question. First
and foremost, I think the focus of this program, this proposal, is
on borrowers who are paying, who have come through this entire
crisis even though they are underwater and continue to be respon-
sible and make their payments. Those are already low-risk loans,
and by lowering their payments further, on average, about $3,000
a year, we would make them even less risky. So that is the first
important focus.

Second, as I mentioned in my testimony, we would set up an en-
tirely separate fund to—that would not affect FHA’s finances in its
MMI or other funds and would identify a dedicated source of fund-
ing to offset risk in those loans.

Third, we would also impose and look forward to discussing with
Congress a set of standards around what loans could refinance. For
example, we have proposed a cap of 140 percent loan-to-value so
that whoever owns the loans currently is required to do principal
reduction and reduce the risk on those loans even further as they
are refinanced.

But the last thing I would say, and this is perhaps the most im-
portant, is the single most important thing we can do to protect the
taxpayer is to ensure that existing investments of FHA, Fannie
Mae, Freddie Mac, any Government-backed entity, that those in-
vestments improve in value. And by stabilizing the housing market
more broadly, by putting billions of dollars into the pockets of
homeowners that can help to boost the economy more broadly, we
believe that these steps on refinancing can lift the overall housing
market and, therefore, lower losses on legacy books of loans in the
FHA and at the GSEs.

Chairman JOHNSON. Mr. Secretary, a key component of the
multi-State Federal servicer settlement is that a uniform set of
servicer standards will be put in place for the five largest banks.
In your opinion, how will this part of the settlement affect the fore-
closure and loss mitigation process that servicers engage in, and
what benefits will be provided to the housing finance sector as a
whole? What is the time line for implementation of these stand-
ards?

Mr. DONOVAN. A very important piece of the settlement, as you
recognize, is establishing these standards, and one of the things I
would point out, we worked very closely with the FHFA, and I
want to compliment them on their work on that, to make sure that
these standards did not just cover FHA and non-GSE loans, but
also would cover GSE loans. So it is comprehensive in terms of the
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types of loans that it covers. And just the five servicers that have
signed on at this point—there are others that we continue to nego-
tiate with—but just the five represent a majority of all loans serv-
iced in the country. So it is very important just to have those five
signed on.

The three key benefits that I would identify in terms of the serv-
icing standards, one is that homeowners will be able to depend on
getting real help to stay in their homes, as required by FHA stand-
ards and, frankly, in a way that will benefit the investors in those
loans, as well. We found in our investigations significant non-
compliance with our requirements for FHA in terms of loss mitiga-
tion and other standards, and so protections like, for example, not
being foreclosed on while your application for assistance is being
evaluated by the bank is one of the standards. Having a single
point of contact at the banks so that you are not shuffled from per-
son to person, your paperwork lost, et cetera. So those are impor-
tant consistent standards that are there that will help home-
owners.

Second of all, by establishing these standards, we expect to speed
up not just the process of getting help to homeowners, having fewer
families falling into foreclosure, but right now, the foreclosure proc-
ess itself is dragging on across many, many States and is hurting
neighbors where homes are sitting vacant in those communities.
And so clarifying and having a single foreclosure process across the
country is a very important step in terms of getting relief to hous-
ing markets, as well.

And then, finally, I would point out that investors in these loans
will also now have a more consistent set of what they can expect
in the way that loans are serviced and the kinds of steps that will
be taken to protect their investment, just as they will the tax-
payers’ interest in the FHA.

Chairman JOHNSON. Secretary Donovan, can you provide addi-
tional detail on how the elements of the servicing settlement co-
ordinate with the Administration’s housing plan.

Mr. DoNOVAN. I would be very happy to do that. I think two spe-
cific points that I would make beyond the servicing standards that
we just spoke about. These servicing standards, I think, are a good
starting point for the broader work that we are doing across all the
regulatory agencies to create uniform servicing standards by regu-
lation, and so that is a first important step. But two other points
are very critical here. One is that the settlement would make avail-
able to non-GSE, non-FHA borrowers some amount of refinancing
for current borrowers. So it is, if you will, a downpayment, so to
speak, on the broader proposal that the President laid out in the
State of the Union Address. So that refinancing piece is important.

Second, it is, as I said in my testimony, the most important step
that we have taken thus far of the crisis, to get real significant
principal reduction started. But by combining that with increasing
our incentives for principal reduction through the HAMP program,
making those incentives available to Fannie Mae and Freddie Mac,
we think that the settlement could have a catalytic effect in really
showing, demonstrating that principal reduction is positive, not
just for homeowners and communities, but is also positive for in-
vestors. When it is done in a net present value positive way, in a
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way that increases returns to investors, we think it could set a new
standard along with these other steps that we have taken to make
principal reduction more widespread as a solution to our housing
challenges.

Chairman JOHNSON. Senator Shelby.

Senator SHELBY. Thank you.

Secretary Donovan, in 2009, right here, you told this Committee,
and I will quote, “Based on current projections and absent any cat-
astrophic home price decline, FHA will not need to ask Congress
and the American taxpayer for extraordinary assistance. There is
no need for any bailout.” Those are your words.

Despite this reassurance, OMB predicted that were it not for the
funds that FHA is to receive in the mortgage settlement, FHA like-
ly would have required a taxpayer bailout this year. As Secretary
of HUD, you are ultimately responsible for ensuring the solvency
of FHA regardless of unexpected events or erroneous projections.
Without any caveats or qualifiers, can you assure this Committee
;c‘ha:c:1 ?the American taxpayer will not need to bail out the FHA
und?

Mr. DoNOVAN. Senator, I wish I had a crystal ball

Senator SHELBY. I know that.

Mr. DoNOVAN. ——of exactly how the housing market would per-
form the rest of this year and beyond. The fact is that I am con-
fident, and I remain confident, that we are taking responsible steps
to protect the FHA fund and, at the same time, to ensure that our
housing market continues to recover.

And specifically to your question about the numbers in our budg-
et, as OMB made clear, those numbers were outdated at the time
that they were published. We did not include in our budget addi-
tional premium increases that were announced yesterday because
we were waiting to see the outcome of the servicing settlement and
the recoveries that we would make there from our increased en-
forcement activities.

Senator SHELBY. What will the additional fees do for you? How
much money will it bring in, roughly?

Mr. DoNOVAN. If you include both the—actually, not including
the premium increases that were included in our budget, the addi-
tional changes that we announced yesterday will net us over a bil-
lion dollars more between fiscal year 2012 and 2013.

Senator SHELBY. OK. Secretary Donovan, there has been very lit-
tle information provided to the public regarding how the Adminis-
tration determined that the settlement compensates fairly home-
owners who have legal claims. In your review, how many borrowers
did you find that had been improperly foreclosed upon?

Mr. DONOVAN. Senator, I think this is a very important point
about the investigations that we did. One piece of it was on im-
proper foreclosures.

Senator SHELBY. OK.

Mr. DONOVAN. But we also—we began our investigation at FHA
in the summer of 2010 looking at, more broadly, at servicing prob-
lems, not just in the foreclosure process but more broadly in the
servicing problems. And before even the word “robo-signing” be-
came a publicly used term, we were more than a year into those
investigations.
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Senator SHELBY. OK.

Mr. DONOVAN. And so, to be clear, what we found in the case of
some institutions, as high as 60 percent error rates in servicing
FHA loans, a whole range of different types of errors. And then
equally high rates of problems in foreclosures with certain institu-
tions.

We will be actually making public a number of those investiga-
tions, redacting sensitive information that may be there, but we
will be making those available publicly this week——

Senator SHELBY. Would you furnish that——

Mr. DONOVAN. ——and that we would be happy to share more
detail on the

Senator SHELBY. With the Committee.

Mr. DONOVAN. specifics of those reports with the Committee.

Senator SHELBY. With this Committee.

Mr. DONOVAN. Yes.

Senator SHELBY. Does a borrower under the settlement need to
have suffered any legal harm to be eligible for a refinanced mort-
gage or principal reduction under the settlement?

Mr. DONOVAN. There are different pieces of assistance that come
from the settlement. There is direct compensation that is available
that really coordinates with assistance that is made available by
the OCC and the Fed through their process which came out of the
very same investigations. So there is direct assistance there.

But one of the things that we found, Senator, as we went
through and investigated this is that there were many, many
harms to those who had FHA loans, for example, who, because
their paperwork was lost, did not get help or did not get help as
quickly. And in that case, it is very difficult to say precisely what
would have happened had they gotten help on time. And so without
the ability to say exactly what the amount of harm is in each of
those cases, we had to set some standards for those who were
harmed to help those homeowners. So, honestly, there is no precise
way to measure exact harm in all of these processes that we had.

The other thing, frankly, that we found, as I said in my testi-
mony, is that if you live next door to a foreclosure, if there was
somebody wrongly foreclosed on, that harms your neighbor who has
done absolutely nothing wrong. And so we felt having a settlement
that provided broader help to those housing markets that have
been hardest hit through, for example, refinancing for borrowers
who are current, was a—had a real connection to the type of harm
that we saw as we went through these investigations.

Senator SHELBY. But should not compensation as a principle be
based on harm, in other words, somebody suffering harm?

Mr. DoONOVAN. I could not agree more——

Senator SHELBY. OK.

Mr. DONOVAN. and again, the number of families that I have
seen who have done everything right, who have paid their mort-
gages, and because there was a wrongful foreclosure next door, be-
cause somebody lost their home that should not next door, their
own house prices have been harmed as a result.

Senator SHELBY. Mr. Secretary, shifting around a little bit, about
a month ago, President Obama told the American people that he
was sending this Congress a plan to address the troubled housing
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market. Subsequently, he has given speeches urging Congress to,
quote, “pass his plan.” Today, it is my knowledge, as of this morn-
ing, Congress has not received that plan. We have not received it
here. It has not been supplied to the Committee. When will the Ad-
ministration’s housing plan be sent up for us to consider?

Mr. DONOVAN. Senator, I think it is fair to say that we have
shared a plan of the program that we would like to see enacted.
We have had a series of meetings with your team, with others on
the Committee——

Senator SHELBY. no more than——

Mr. DoNOVAN. We do not at this point have specific legislative
language

Senator SHELBY. OK.

Mr. DONOVAN. but we want to make sure that we get the
input of Members of this Committee and others in Congress before
we settle on a final legislative proposal.

Senator SHELBY. Thank you. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Tester.

Senator TESTER. Yes. Thank you, Mr. Chairman, and I want to
thank you for bringing the folks together at this hearing to deter-
mine what is happening in our housing market. I think we heard
some good news, recent data, and I think you have presented some
good news, Secretary Donovan, on the housing market, but I think
we all realize we have got a ways to go.

One important step toward a healthy market is resolving and ad-
dressing the missed contact, which you addressed, that hurt home-
owners, that pushed them into foreclosure. And while I appreciate
the efforts of the State Attorney Generals and HUD and the De-
partment of Justice to hold mortgage servicers accountable through
this settlement, I still have questions how this settlement is going
to help Montana or rural America specifically.

I understand that Montana is going to receive a portion of the
funds, and I know that Attorney General Bullock will put those to
good use with that flat payment, but it is not going to be nearly
enough to compensate, but it is a step. The bulk of the settlement
is targeted toward struggling homeowners through refinancing as
well as a menu of options, including principal reduction, forbear-
ance, and short sales. Each of the parties of the settlement were
required to meet dollar targets through these options and receive
varying amounts of credit based on what sort of assistance is pro-
vided to original homeowners. I am getting there.

As I understand it, the servicers the servicers are the party
which will have complete discretion in determining which loans are
modified, provided that they meet dollar obligations. So the ques-
tion is, is what guarantee—since the servicers are making the call,
what guarantee is there that any of the troubled homeowners in
Montana will see a benefit from this settlement?

Mr. DONOVAN. Senator, we would be happy to share with you
specifics on what our estimates are of that help to Montana home-
owners. But I think you asked a very important question, particu-
larly given the experience we have had with past settlements
where what was promised was not delivered. And there are three
specific ways that we have built into this settlement to make sure
that what has been promised will actually be delivered.
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First of all, there are substantial financial penalties for not
reaching those specific numeric goals. Again, this is not, like in
some past settlements, a promise to knock on a door, to send a so-
licitation to offer something to a homeowner. There are very spe-
cific targets of what they actually have to deliver in each of these
categories, and if they do not, any amount that they do not provide
is converted to a cash penalty with a 25 percent or a 40 percent
penalty on top of that amount.

Senator TESTER. OK.

Mr. DONOVAN. Second of all, there is a very strong monitoring
system that has been put into place that will include a State Moni-
toring Committee. They have the ability to go into court, and both
the monitor can levy fines up to $5 million for any violations and,
beyond that, can go back into court for other remedies.

Finally, and I think this is one of the most important aspects, we
have built into the settlement a requirement that any principal re-
duction or any other help to homeowners has to be successfully
working for 90 days to be able to count. In other words, it is not
just that you have reduced principal, but that you have done it in
such a way that we can assure that that homeowner has actually
benefited and will continue to be able to stay in the home, and
that, I think, is very important in terms of creating sustainable
modifications for these families.

Senator TESTER. OK. And just correct me if I am wrong. Is
there—I mean, there are bigger incentives where there are a lot of
foreclosures, especially compared to rural areas of this country,
Montana being one of them, where we have had our share of fore-
closures, too, but not nearly as many from a numeric standpoint.
Is there anything that will require the servicers to go into rural
areas, or will they just focus on—or could they just focus on the
urban areas?

Mr. DONOVAN. So this was a—this is an important question as
we went through the settlement negotiations. Had we established
individual targets for every State around the country——

Senator TESTER. Right.

Mr. DONOVAN. we could have ended up—if you multiply 15
States by 14 servicers, we could have ended up with 700 different

targets——
Senator TESTER. Understand——
Mr. DONOVAN. ——which was not practical. What we did put in,

though, is a specific requirement that there can be no actions that
any of the servicers take that harm any particular geography. So
the monitor does have the ability to go and say, wait a second. You
are not reaching out to rural borrowers. You are not treating rural
borrowers in the same way that gives them access to the same ben-
efits. And we think that that protection will be strong enough to
make sure that, whether it is Montana borrowers or other rural
borrowers, do not get treated in a different way than anyone else
around——

Senator TESTER. OK, and that monitoring system is the State
Monitoring Committee that you had talked about in a previous
question?

Mr. DoONOVAN. There is a full-time monitor who has been ap-
pointed who has very broad authorities to oversee. There is a Moni-
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toring Committee, including Federal and State officials, that will
have an ability to oversee the monitor. And then there is the Fed-
eral District Court in D.C. that will oversee the settlement. Should
there be any disputes with the monitor, they can be resolved in the
Federal District Court.

Senator TESTER. And so—not to put words in your mouth, and
my time has run out—but you feel confident that there are protec-
tions in place—and it can go either way, by the way. They could
all focus on rural America. That has not traditionally been the way
it has been. So you feel confident that there are entities in place
that can force the settlement to go into rural America.

Mr. DoNOVAN. I do feel strongly that that is true. But I would
also say, Senator, do not take my word for it. Forty-nine different
State AGs, including yours, signed on

Senator TESTER. Yes.

Mr. DONOVAN. ——and many, many other rural States felt con-
fident that this would benefit their States.

Senator TESTER. And there is no doubt that the payment that
those AGs are going to get is going to go to those States. I am talk-
ing about——

Mr. DONOVAN. Absolutely.

Senator TESTER. OK. Thank you, Mr. Chairman.

Mr. DoNOVAN. Thank you.

Chairman JOHNSON. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman. Thank you, Mr. Sec-
retary, for being here.

With the AG settlement, what is the differentiation that is being
made between second lien holders and first lien holders? It is my
understanding that it appears that first lien holders are going to
be taking hits while second lien holders are not, which is incredibly
perverse. I would like for you to enlighten us

Mr. DONOVAN. Yes.

Senator CORKER. —if that is the case.

Mr. DONOVAN. A very important question, and there have been
some mistaken reports about this, so I am glad you asked the ques-
tion. There are two different ways that we are making sure that
lien priority is respected.

First of all, the credit for the write-offs of second liens is different
from the write-off for first liens. We are recognizing

Senator CORKER. Let me just ask it a different way.

Mr. DONOVAN. Yes.

Senator CORKER. I do not want this to take that long. You are
going to make sure that second liens are totally extinguished first,
is that correct, before first liens are taking any heat, which is the
way law works.

Mr. DONOVAN. The minimum—we are basically using the stand-
ards for the HAMP program. The minimum is that it is at least
pari passu, and any seriously——

Senator CORKER. So equal

Mr. DONOVAN. If I could just finish, any seriously delinquent sec-
ond has to be completely written off in the——

Selllator CORKER. So you are going to do pari passu, equal-
equa

Mr. DoNOVAN. Equal——
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Senator CORKER. ——and even though contract law would say
that first lien holders have priority, you are going to pari passu.
You are going to let the second lien holder have equal rights to the
first lien holder, is that what you are saying?

Mr. DONOVAN. Senator, it is actually not correct that law re-
quires—if a second lien is current, for example, there is no require-
ment that says it has to be totally written off. These are standards
that are in place for the HAMP program and that work. I think
they absolutely respect lien priority. It is at least pari passu, but
if it is significantly delinquent, it has to be written off entirely in
any of these transactions.

Senator CORKER. How many of the homes—you all are really in-
teresting when you use the word “improperly” foreclosed. What per-
centage would be your guess of loans that were improperly fore-
closed on over a technicality and over those that actually were not
making payments or behind, or maybe they were making payments
and were not behind but were foreclosed upon?

Mr. DONOVAN. I think this is a very important point, because 1
think the perception is somehow that the settlement was all about
folks who lost their homes that should not have, and the percent-
age, as I think you imply, rightly, there are a very few folks who
actually lost their home that should not have because of some error
in the—still—

Senator CORKER. It would be very good if you all would actually
say that instead of continuing down this rhetorical path that
you

Mr. DONOVAN. Senator, I

Senator CORKER. and in your testimony alluded to on the
front end.

Mr. DONOVAN. I am not sure—I would be interested in your point
on the testimony, but what we did find was very significant and
very pervasive errors in the servicing process more broadly that
have real impacts on families. And we have taken criticism, why
is it only $1,500 or $2,000, the compensation, because most of the
errors did not cause somebody to lose their home wrongly. Most of
the errors were smaller errors that might have delayed help for a
month or fees that should not have been charged, and that is why
the predominant help that we are providing is a smaller number.

Senator CORKER. Yes.

Mr. DONOVAN. But if somebody did lose their home wrongly, they
should obviously be compensated, and we have set up a system
that can do that, as well.

Senator CORKER. Do you think it is a good idea for someone with
a credit score of 580, just out in the private sector, to come on the
FHA’s balance sheet? Do you think that is good public policy?

Mr. DoNOvVAN. What I will tell you is the large majority of the
homeowners with 580 credit scores that we are making loans to are
successful homeowners

Senator CORKER. Yes.

Mr. DoNOVAN. ——and I do not believe we should take away the
ability for somebody who can be a successful homeowner to be one.
We obviously have to make sure that we are implementing risk
controls. That is why when we first came in we raised the down-
payment requirement for low credit score borrowers, and we have
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taken a series of other steps to protect that. But I think if you look
at the performance of our new books of loans, what you see is the
best credit quality in the history of FHA and I think we are—you
know, given that we have to find a balance between protecting the
fund and helping homeowners get access to a home, and, frankly,
making sure that the housing recovery continues.

Senator CORKER. You know, every now and then, a guy comes
along, or a person comes along in public service that you really are
excited to be here and you think that they are going to be here
really putting forth their honest opinions about things and really
be here about good public service. You are one of those people.

Mr. DoNOVAN. Thank you.

Senator CORKER. You and I have talked often. I am really dis-
appointed in the overly political approach that you have taken, and
you and I talked about a GSE proposal and you put forth a white
paper a long, long time ago that had a multiple choice.

I just want to tell you that I hope at some point you will recover
from the mode that you are in right now and that you will actually
bring forth solutions to our housing programs, including a real
GSE reform bill. T just want to tell you, I am personally dis-
appointed and I hope we will begin addressing the real issues that
we have here in our country in housing in a way that is fair to all
Americans, and I hope to talk to you soon.

Chairman JOHNSON. Senator Reed.

Senator REED. Well, thank you very much, Mr. Chairman, and
Mr. Secretary, I want to thank you for your leadership.

Mr. DoNOVAN. Thank you.

Senator REED. I think most people acknowledge that this Attor-
ney General’s settlement, although ably led by Attorney General
Miller of Iowa, would probably not have come together without
your personal involvement, and that is an extraordinary achieve-
ment.

Mr. DoNOVAN. Thank you.

Senator REED. I think the paralysis that we have seen around
here, maybe it has been broken, because now, at least, we have
taken a step forward. There is tangible relief to homeowners. It is
not perfect. Seldom do we do perfect things here. But it is progress
and we have not seen a lot of progress over the last few years.

Not only that, you have led the way with proposals to expand the
effectiveness of the HAMP program to make it more useful, to
apply it to a broader spectrum of Americans. All of those have been
practical solutions to this gnawing problem of a housing market
that was collapsed, frankly, not on your watch but on your prede-
cessor’s watch, and you have been trying to rehabilitate it. We have
seen some modest progress, but not enough.

Now, one of the things I think is interesting, and I think you
have sensed it, too, is that if you look at the people who are the
commercial banks that hold loans in their portfolio that are—and
bound by fiduciary obligations to make money for their share-
holders, they are actually writing down principal as a way to keep
people in their homes. In fact, yesterday, the American Banker re-
ported 80 percent of homeowners who received a modification from
these commercial banks saw their principal cut, and yet we have
not seen that by the GSEs and by others, although I think you
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have made progress in the HAMP program by giving further finan-
cial incentives. Could you talk about this issue of principal reduc-
tion as the way to keep people in their homes?

Mr. DONOVAN. Senator, thank you for asking about this because
I think it is—if I look at the sort of range of tools that we have
tried to use through the last few years in the housing crisis, prin-
cipal reduction is the one tool that we have made perhaps the least
progress on until recently. And there is growing evidence that, par-
ticularly where someone is deeply underwater, if they are looking
at, you know, 10, 15 years of paying their mortgage without being
able to start building equity again, that at some point, that will
have a real impact on their ability to keep going and keep paying
their mortgage.

So the ability to begin to sort of break the logjam, if you will—
there are so many frictions that we see in this system that we have
to principal reduction, to be able to break through some of those
frictions to get interests aligned among all the trustees and the
owners of the loans and others is one of the things that we have
been focused on, particularly over the last few months. And I think
between the settlement itself as well as these other incentives that
we are providing, that those are very important steps that we hope
can jump-start more principal reduction happening, which, again,
we do think is good both for homeowners and communities, but
also for investors in those loans where it can allow people to pay,
stay in their homes, and increase the value of those mortgages.

Senator REED. As a follow-on point, one of the perceptions, and
I think this is borne by people throughout this country, is that we
have gone to extraordinary lengths to provide support for financial
institutions, mainly through Federal Reserve policy of lowering in-
terest rates very close to zero. And yet many homeowners cannot
take advantage of that because their property values have deterio-
rated so much.

But if, in fact, through these principal reductions they can refi-
nance, that would be a tremendous boom to them. And as I think
it is reflected by the commercial banking experience, it is a lot
smarter for a bank to keep someone in their home paying rent and
maybe even have a principal kicker at the end than to foreclose,
maintain the property, pay property taxes on the property, and in
many cases watch the property deteriorate despite all of that. That
logic seems to be compelling to most people back home, but it is
having a—you are having a hard time persuading lots of people
here, is that fair?

Mr. DoNovaN. Well, look, I do think that given the scale of the
housing declines that we saw across the country, we are in a little
bit uncharted territory in terms of what this means. It is one of the
reasons why the settlement, we think, is important, because it can
establish a track record for principal reduction. But there is in-
creasing data available, we believe, that shows that this principal
reduction can be good not only for homeowners and communities
but for investors, as well.

The other thing I would just say is we have a very big oppor-
tunity with interest rates where they are today. Typically, any
homeowner who is less than about 130 percent loan-to-value by re-
financing to today’s low interest rates can get back above water in
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5 years or less just through plowing their savings from refinancing
into rebuilding their equity. And that is something we want to en-
courage with our plan. It is why we have proposed eliminating clos-
ing costs and providing other incentives to folks to choose to take
their savings from refinancing and plow it back into rebuilding
their equity.

Senator REED. Thank you.

Chairman JOHNSON. Senator Johanns.

Senator JOHANNS. Thank you, Mr. Chairman.

Mr. Secretary, it is good to see you again. I was looking at your
written testimony, and let me quote something that you wrote. You
did not say this in your oral testimony, but it is here in front of
me. You say on page one, near the bottom, “Today, because the
Obama administration moved to keep interest rates low and re-
store confidence in Fannie Mae, Freddie Mac, and the Federal
Housing Administration,” then you go on to talk about homeowners
refinancing.

Mr. Secretary, on both points, you do not seriously believe that
it was the Obama administration that kept interest rates low, do
you? I always thought that was the Federal Reserve function.

Mr. DoNOVAN. What I would say—I think it is perfectly fair to
point out the Federal Reserve had taken very significant steps.
There were additional steps that the Administration took, particu-
larly through Treasury, early on in the Administration to keep in-
terest rates low, as well. So if you read as us taking full credit for
that, it is certainly not accurate. There are steps that we took,
however, that contributed to keeping interest rates low.

Senator JOHANNS. Now, on your second point, I have not run into
a single person since I joined the Senate 3-plus years ago that
came up to me and said, “You know, Mike, thanks for your efforts
back in Washington. I now have confidence in Fannie and Freddie.”
Do you really believe that, that confidence has been restored in
these gigantic operations that have been nothing but a liability for
taxpayers?

Mr. DONOVAN. Senator, there is no question that there are addi-
tional steps that need to be taken and we continue to take, and cer-
tainly as we laid out our plan for what should be done with Fannie
and Freddie, we said very clearly that it is structurally a model
that we should discontinue. It is not the right model for the future.

On the other hand, in the midst of the crisis, we were very de-
pendent on ensuring that a new homeowner trying to buy a home,
because private capital was not available in the midst of the crisis,
that we needed to ensure at least that new loans were available.
And so when we talk about confidence that those loans will stand
the test of time, we took very difficult steps to stand behind, to
back those loans, to make sure that interest rates continue to be
at a level that folks could buy homes.

So when we talk about confidence, what we really meant is con-
fidence that the backing of Fannie and Freddie would be good for
homeowners that were looking to buy homes or refinance.

Senator JOHANNS. Well, let me ask you about that, because I
think you are making my point. How much today would the tax-
payers be on the hook for when it comes to Fannie and Freddie?
Everything, right?



91

Mr. DONOVAN. There is no question that taxpayers are at risk for
those loans being made. What I would also say, though, is all the
evidence that we have is that the new loans being made are safe,
good loans. The exposure that taxpayers have is to the legacy loans
that were made before they went into conservatorship, and this
is—

Senator JOHANNS. And how much——

Mr. DoNovAN. and I think this is where the confidence issue is
important. The single most important thing we can do to protect
taxpayers is ensure that those old loans, which we cannot make go
away, perform in a way that improves their value rather than has
their value decline. And in that sense, improving the housing mar-
ket more broadly, keeping confidence in the securities that are
issued by Fannie and Freddie is critical going forward.

Senator JOHANNS. How much are those legacy loans? If you are
the average taxpayer out there and you are tuned into this hearing
and you want to know how much you are on the hook for, how
much is that?

Mr. DONOVAN. I am sorry, Senator, I do not have a number in
front of me. Perhaps—I know that FHFA will be testifying on the
next panel. I am sure that they would have more specific details.
But it is obviously substantial, in the over a trillion dollar range.

Senator JOHANNS. To me, that is not a confidence builder. The
average taxpayer is out there saying, are you kidding me? I am on
the hook for that, too, in addition to the massive national debt?

Let me, if I might, ask you a quick question about the investiga-
tions. When you talk about servicing errors, could that be some-
thing like the failure of Mike Johanns to sign one of the pieces of
paper that you get at a closing?

Mr. DoNOVAN. We did not look at closing specifically, but there
are clearly failures to properly review and sign documents in the
servicing and in the foreclosure process.

Senator JOHANNS. What percentage of all of that would you say
was due to just outright fraud? I want to take advantage of this
poor innocent person sitting in front of me.

Mr. DONOVAN. I would say the minority of those errors that we
found, I would say, could be linked directly to outright fraud. On
the other hand, the extent of the errors, as I said, up to 60 percent
error rates, serious error rates, in the worst of the companies that
we reviewed, did real damage to families and to communities. So
what I want to make sure people understand about these investiga-
tions, what we found were not just trivial errors that had no im-
pact on families. These were significant errors that had real im-
pacts, cost families real money, caused some families to lose their
homes that should not have. And, frankly, we felt they needed to
be held accountable. They were violations of FHA’s rules, among
other things, and that is why we took them so seriously.

Senator JOHANNS. Mr. Chairman, thank you.

Chairman JOHNSON. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman, and Mr. Sec-
retary, thank you for your service. I think you have done an ex-
traordinary job.

Mr. DoNOVAN. Thank you.
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Senator MENENDEZ. I want to follow my colleague, Senator
Johanns, line of question. What is the time frame in which this ex-
plosion at Fannie and Freddie took place, of the challenges we are
facing now in terms of taxpayer exposure? What is the time frame
in which that took place?

Mr. DoNOVAN. Well, their market share really took off sort of in
the middle of the 2000 decade, in the 2005 range, and they were
obviously taken into conservatorship before the Administration
came into office in 2009.

Senator MENENDEZ. So——

Mr. DONOVAN. And so it is really those legacy loans in that pe-
riod that are at issue.

Senator MENENDEZ. So everything you just described with Sen-
ator Johanns was largely—that explosion took place somewhere in
the time frame of 2005 leading up to conservatorship prior to 2009?

Mr. DoNOVAN. That is correct.

Senator MENENDEZ. So largely during the Bush years is when
this explosion took place. So I find it ironic at times that we hear
about these concerns, which are legitimate—they are legitimate
concerns, I share them—but there was no one putting the brakes
on during that period of time to make sure that these institutions
did not follow the marketplace in excesses.

Let me ask you about principal reduction. I know that my col-
league, Senator Reed, began on this. When you look at loans that
are in the banks’ own private portfolios, the banks are finding it
profitable to give principal reductions to about 20 percent of their
own loans, while, ironically, the Government is not allowing prin-
cipal reductions on any loans. Do you think, or do you believe that
it should be completely taken off the table as an option in literally
all cases, as the FHFA has done with Fannie and Freddie?

Mr. DoNovaN. Clearly, given our focus in the servicing settle-
ment and the work we are doing elsewhere in HAMP that I de-
scribed, we believe principal reduction is an important tool in the
tool kit, if you will, that should be available where it can be the
most help to homeowners.

Senator MENENDEZ. So, clearly, if the private sector is looking at
20 percent and saying, this makes sense for us, and we always
hear about how the private sector can lead us in a way, it seems
to me that they are leading in a way in which 20 percent has al-
ready been principally reduced. So it 1s an indicator, at least.

In that context, I have introduced a bill that basically promotes
shared appreciation mortgages at the FHFA and FHA as a creative
solution to the housing crisis, in part, and principal reduction prob-
lems. In essence, a shared appreciation mortgage or debt for equity
is basically when lenders reduce principal now in exchange for get-
ting a percentage of future increases in home prices. It seems to
me that a lot of things are resolved in that process. The homeowner
can be kept in their home, be a responsible—continuing to be a re-
sponsible borrower. The question of moral hazard is largely re-
solved because the appreciation value to the lender is there. And
so, therefore, they have opportunity to recoup equity. Do you be-
lieve that we could see such a pilot program at FHA?

Mr. DoNovAN. First of all, I want to compliment you on the work
on this legislation. It is a creative solution, I think, that you have
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come up with to what can be a very complex problem of misaligned
incentives between homeowners and lenders. We have done a lot
of work with your team and look forward to continuing to do that.
I do think that it is something that could be valuable as a tool
going forward.

I also would just say, on your earlier point, I do think the fact
that where—and this is what is increasingly being found—where
principal reduction is happening, it is happening more frequently
in the portfolios of banks with their own loans, and I think that
does show that where the barriers to principal reduction are re-
moved, which is exactly what we are trying to do through HAMP,
through the servicing settlement, that more principal reduction will
make sense because it is better for those investors. If banks are
doing that with their own portfolios, I think it shows they have
clearly made the decision. It protects their own investments. So
youli point is a very important one. I want to make sure it does not
get lost.

Senator MENENDEZ. And my final question is, how do you antici-
pate that the settlement that was entered into with all the AGs
will interact with the appeals of foreclosures that are being imple-
mented by the consent orders between the OCC and the Federal
Reserve and the major servicers? It seems that there are two par-
allel tracks going on. I want to clarify what that means for home-
owners.

Mr. DONOVAN. Yes. This is a great question because there has
been a lot of misunderstanding when you think about this——

Senator MENENDEZ. I only ask great questions.

[Laughter.]

Senator MENENDEZ. I am kidding, of course.

Mr. DONOVAN. And this relates to some of the earlier discussion
with Senator Corker and otherwise. What we have to recognize is
that many of the sort of harms that were done here did not lead
to somebody losing their home, but it might have been a fee that
was imposed that should not have or a month delay in getting help
which cost a homeowner a month’s payment. And we wanted to
make sure that homeowners did not have to go through a lengthy
process of putting together documentation, maybe even getting a
lawyer that might cost more than the help they would actually get.
So we created through the settlement almost like a class action
process, where somebody can come in very simply, in a very effi-
cient, streamlined process, and get help that averaged sort of
$1,500 to $2,000.

For someone who was harmed much more significantly, the OCC
and the Fed have set up a separate process where they can come
in, demonstrate exactly what that harm is, and get full restitution.
If they lost their home and it was a cost of $100,000 to them, they
can get that restitution.

Those two processes work in concert, if you will, to make sure
that there are options available. Somebody taking $1,000 or $1,500
or $2,000 from the settlement does not stop them from pursuing
the longer, more detailed process. And, frankly, neither of them
stops a homeowner from going into court if they feel like they have
been wronged and their harm has not been adequately addressed.

Senator MENENDEZ. Thank you very much, Mr. Chairman.
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Chairman JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair, and thank
you, Mr. Secretary——

Mr. DoNOVAN. Thank you.

Senator MERKLEY. for the hard work you are doing to try to
figure out the strategies in a very, very complex mortgage world.

One thing I wanted to draw attention to was your commentary
over the Mutual Mortgage Insurance Fund, where you note that
there is a series of basis point insurance premium increases and
then some additional changes announced yesterday, and you con-
clude that with these additional revenues, the capital reserve is es-
timated to have sufficient balances to cover all future projected
losses without triggering a mandatory appropriation under the
Federal Credit Reform Act.

Essentially, since 2009, as you observe, we have been under the
2 percent reserve ratio and kind of hanging by the seat of our
pants, but as I read this, I get the feeling that the adjustments
that have been made, that there is a little bit of a sigh of relief that
we are not going to have a major solvency problem in MMI, that
it is looking fairly decent minus a major unexpected downturn in
the economy.

Mr. DONOVAN. Yes. I would not say it is a sigh of relief at this
point from my perspective. I think we have to remain very vigilant,
because, frankly, the single most important thing that drives the
reserves of the fund and whether they are adequate is what the
performance of the housing market is going to be more broadly.
And given the expected direction of the market, given what we
have seen lately in terms of the most recent numbers, we have
taken steps between the settlement and the additional premium in-
creases that should protect us this year. But, obviously, we are
going to continue to watch very closely, and if there are other unex-
pected changes in the market, we will react accordingly.

Senator MERKLEY. In any event, it is good news and I appreciate
the vigilance going forward.

Mr. DoNovAN. Thank you.

Senator MERKLEY. Turning to HARP 2.0, I appreciate the Admin-
istration really working hard to have the FHFA have this program.
How many actual HARP 2.0 loans have they actually closed, if you
will?

Mr. DONOVAN. So the estimates that we have at this point are
that about 50,000 loans have actually closed and that there are
about 300,000 applications that have been filed. Recognize that the
improvements—the HARP 2.0 improvements really started to go
into effect only in mid- to late-December and that the most impor-
tant change, perhaps, particularly for the hardest-hit communities
is the ability to refinance above 125 percent loan-to-value. That
was completely unavailable before HARP 2.0. That only started to
go into effect really this month.

So what I will tell you is we are encouraged thus far in terms
of the response. There are higher than we expected response rates
coming in terms of homeowners saying, yes, I want to participate,
and particularly in that above 125 percent loan-to-value. So we are
encouraged by those numbers so far.
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Senator MERKLEY. So that is good, because I had not heard that
50,000 had closed, so I think that is great news, and that there is
a whole pipeline coming into effect.

When folks come into my casework team with housing chal-
lenges, there is always a bit of a lottery as to whether or not their
loan is owned by Fannie or Freddie and, therefore, whether they
are eligible for HARP 2.0. So the work the Administration is doing
to try to find a strategy to address the non-GSE is important and
very difficult.

I did want to ask you about one feature that you mentioned,
which is if a family does a 20-year loan, keeping their payments
higher and essentially gaining equity faster, they are incentivized
by having their closing costs covered. And the reason I found this
interesting is at first glance, it felt counterintuitive to me in this
sense, that one of our goals is to reduce strategic defaults. So if
your monthly payments are lower, you therefore have less incen-
tive, if you will, to walk away and go to a rental. And second is
to decrease financial defaults, and if your monthly payment is
lower, you therefore are much less likely to financially default if
your income changes, you lose a part-time job or new job that pays
less.

And so in some ways, I would have thought that maybe the in-
centive would work the other way, encourage people to have the
lower monthly payment and, therefore, more robust or more resil-
ient finances. So I just thought I would have you share just a little
bit more of the thinking that went into that strategy.

Mr. DoNoOVAN. Clearly, that is an option that is up to the home-
owner. They can make that choice, and they could even take a por-
tion of the savings and plow it into rebuilding equity. It is not an
all or nothing proposition.

We simply felt that given the substantial challenges that nega-
tive equity provides, that—and the likely natural sort of short-term
focus that many homeowners would have on reducing those pay-
ments, that we wanted to ensure that those homeowners took seri-
ously the option of rebuilding equity, as well. Again, the numbers
do show that it is not just payment reduction that matters, but also
how deeply underwater a family is to be able to do that.

Senator MERKLEY. Thank you, and just a very short closing ques-
tion, which is it is my understanding that the AGs still do not have
all of the details in writing for the settlement, and it is a little sur-
prising that they have been asked to sign on before having all the
details in writing because, like every contract, the details make a
difference. When are the AGs going to have all the details, and is
it possible that when folks look at those details, some that have
said, “Yes, I am in,” might say, “Hmm, I am going to rethink that”?

Mr. DoONOVAN. The documents were finalized in terms of all the
significant aspects of the agreement when they signed on, and so
they had those documents. What is being finalized, and, in fact, we
expect the documents to be registered in court this week and then
they would become public—but what was being finalized, for exam-
ple, each State has the option to decide how to direct their own
funding through the AGs. There are a series of individual qui tam
actions that were being finalized in particular States. Those had to
be reflected in the documents.
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So I would put it more in the dotting “I”s and crossing “T”s rath-
er than in any significant terms of the settlement that are being
finalized in terms of the documents. And again, they have been fi-
nalized. We expect them to be registered in court this week and be-
come available publicly.

Senator MERKLEY. Thank you.

Mr. DoNovAN. Thank you.

Chairman JOHNSON. Senator Hagan.

Senator HAGAN. Thank you, Mr. Chairman.

Secretary Donovan, thank you for being here today.

Mr. DoNOVAN. My pleasure. Thank you.

Senator HAGAN. The premium changes announced by FHA this
week are expected to increase receipts to the FHA by $1 billion
and, obviously, improve the fund’s capital position. Can you discuss
how and when we will know what this move—whether this move
has proven to be sufficient to restore the fund’s capital position?

Mr. DoNOVAN. To be honest, Senator, we really will not know
until the end of the fiscal year. We will be watching it very care-
fully and we will have early signs of that. But the—it really will
depend on the volume of business that comes in and the trajectory
of home prices over the remaining year, and we will have a new
actuarial report available to Congress in the fall that will redo
those projections based on these new premiums as well as where
we expect the fund to go.

Senator HAGAN. The FHA is limited in statute from taking cer-
tain emergency actions that could restore the fund’s capital posi-
tion if an appropriation from the Treasury Department became
more likely. Can you discuss some of those limitations and what
additional authorities might benefit the FHA in its efforts to avoid
a draw on the Treasury?

Mr. DoNOVAN. Well, first of all, I would just say this Committee
has been very helpful, has given us in the past few years greater
statutory authority to raise our premiums. We are using that au-
thority here.

But what I would also say is while we are focused on premiums
for new loans, it is very, very important that we continue to take
steps to make sure that prior loans that were made that did not
meet our standards can be held to account and that we are enforc-
ing effectively. We have dramatically increased our enforcement. In
fact, the settlement is the single biggest recovery the FHA Fund
has ever made from our enforcement.

But there are additional steps. For example, we have limited au-
thority to go after lenders on a national basis. We are required to
go after them on a sort of region by region basis, which we do not
think is as efficient. We have legislation that is, in fact, reflected
in the House bill right now that we would like to continue to work
with the Committee to get done this year that would increase our
enforcement authorities on that issue and on a number of others,
as well.

Senator HAGAN. Thank you. Last year, the FHA was seeing im-
provements in mortgage delinquency rates in early period delin-
quencies. What is the FHA seeing in delinquency rates today and
are those rates improving?
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Mr. DONOVAN. Yes. So what we are seeing on the sort of early
delinquencies, 30-day, 60-day, continues to improve and really
tracks what is happening, probably most of all, in the jobs market
and the improvement we have seen there.

We have seen our serious delinquencies and in foreclosure tick
up somewhat and that is really due to two factors. One is that be-
cause of the problems that we found in servicing our loans with a
number of the institutions, some of them have held off on fore-
closing and presenting claims to us, and so that has kept those
loans in the foreclosure process longer. And so instead of having—
it has also made our claims go down, which is a good thing, but
it has increased the number that are in the foreclosure process and
seriously delinquent. And so that has sort of had them tick up.

The other thing, frankly, is just simply that we have had very
large books of business in the last couple years. There is a natural
sort of seasoning process that happens with loans and you do not
generally see them start to have delinquencies or defaults until
they are typically kind of 2 years old. And so these very large books
are—the delinquencies are increasing for those. But, frankly, we
looked very carefully at how those loans are performing relative to
past years. We are still very confident that those new loans are
performing extremely well. But as an average, it has kind of driven
the delinquency rates up somewhat because they are just so much
%arger, those books, than the prior years, which were much worse
oans.

Senator HAGAN. The FHA announced the discretionary up front
premium increases and changes to annual premiums that were
mandated by law in December. Can you discuss how these changes
will impact the borrowers who will be refinancing under FHA?

Mr. DONOVAN. So in the budget was reflected a ten basis point
increase across the board for these loans, for all FHA single-family
loans. What we also did, though, which I think is important, we
implemented or are implementing a higher premium increase for
larger loans. We want to make sure that the higher loan limits
that FHA has are seen as temporary and that we are encouraging
private capital to come back into the market more broadly, but par-
ticularly in those larger loans, so that as we transition back to our
lower loan limits, private capital is already filling that space.

Yesterday, we announced an additional 75 basis point increase
on the up front premium that complements the other changes that
were in the budget. In total, if you combine the ten basis point an-
nual premium and the 75, for our typical loan, you are going to see
an increase that is about $15 a month for the average homeowner.
So that is when you combine them. The annual premium is close
to $10 a month. The up-front will add about $5 a month. So that
is the impact. And we think given where interest rates are, we
have tried to balance the health of the fund with making sure that
we do not impede the recovery of the housing market.

Senator HAGAN. Thank you.

Mr. Chairman, I did want to state that North Carolina’s Com-
missioner of Banks, Joe Smith, I am pleased to see that he has
been named—I cannot remember his exact title

Mr. DoNOVAN. He is the monitor for this

Senator HAGAN. the monitor for the fund, so
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Mr. DoNovAN. He will do a terrific job.

Senator HAGAN. we have an excellent individual in that posi-
tion. Thank you.

Mr. DoNovAN. Thank you.

Chairman JOHNSON. I would like to thank Secretary Donovan for
his testimony and for being here with us today. We appreciate your
testimony, Mr. Secretary.

With that, I would like to call forward the second panel for this
hearing.

[Pause.]

Chairman JOHNSON. The second panel of witnesses that we have
here today are no strangers before this Committee and need very
little introduction.

Governor Elizabeth Duke is a member of the Board of Governors
of the Federal Reserve System. She has served in this position
since June of 2008.

Mr. Edward DeMarco is the Acting Director of the Federal Hous-
ing Finance Agency. He has held this position since September of
20009.

Governor Duke, you may proceed with your testimony.

STATEMENT OF ELIZABETH A. DUKE, GOVERNOR, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Ms. DUKE. Thank you. Chairman Johnson, Ranking Member
Shelby, Members of the Committee, thank you for inviting me to
talk about the current situation in housing markets.

The Federal Reserve has a keen interest in the state of housing
and has been actively engaged in analyzing issues in the housing
and mortgage markets. Issues related to the housing market and
housing finance are important factors in the Federal Reserve’s var-
ious roles in formulating monetary policy, regulating banks, and
protecting consumers of financial services.

In particular, the failure of the housing market to respond to
lower interest rates as vigorously as it has in the past indicates
that factors other than financial conditions may be restraining im-
provement in mortgage, credit, and housing market conditions and,
thus, impeding the economic recovery.

Federal Reserve staff have been actively working to understand
the reasons behind the impairment in housing and mortgage mar-
kets and the tradeoffs involved in designing policies that would re-
move obstacles to normal market functioning.

On January 4, 2012, the Federal Reserve released a staff paper
titled, “The U.S. Housing Market: Current Conditions and Policy
Considerations,” which is attached at the end of my written state-
ment. The paper provides information on current conditions in the
housing market and analytic background on some housing market
issues. Although the paper does not include recommendations for
any specific policy actions, it does lay out a framework for discus-
sion, outlining some options and tradeoffs for policy makers to con-
sider. My testimony today will be drawn from this paper.

Six years after aggregate house prices first began to decline and
more than 2 years after the start of the economic recovery, the
housing market remains a significant drag on the U.S. economy. In
a typical economic cycle, as the economy turns down, households
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postpone purchases of durable goods such as housing. Once the
cycle bottoms out, improving economic prospects and diminishing
uncertainty usually help unleash this pent-up demand. This up-
ward demand pressure is often augmented by lower interest rates,
to which housing demand is typically quite responsive.

The current economic recovery has not followed this script, in
part because the problems in the housing market are a cause of the
downturn as well as a consequence of it. The extraordinary fall in
national house prices has resulted in $7 trillion in lost home eg-
uity, more than half the amount that prevailed in early 2006. The
substantial blow to household wealth has significantly weakened
household spending and consumer confidence.

Another result of the fall in house prices is that around 12 billion
households are now underwater on their mortgages. That is, they
owe more on their mortgages than their homes are worth. Without
equity in their homes, many households who have experienced
hardships, such as unemployment and unexpected illness, have
been unable to resolve mortgage payment problems through refi-
nancing their mortgages or selling their homes. The resulting mort-
gage delinquencies have ended in all too many cases in foreclosure,
dislocation, and personal adversity. Neighborhoods and commu-
nities have also suffered profoundly from the onslaught of fore-
closures as the neglect and deterioration that may accompany va-
cant properties makes neighborhoods less desirable places to live
and may put further downward pressure on home prices.

An ongoing imbalance between supply and demand exacerbates
these problems in the housing market. For the past few years, the
actual and potential supply of single-family homes for purchase has
greatly exceeded the effective demand, in part because of the large
number of homes that have come back onto the market after mov-
ing through the foreclosure process. The elevated pace of fore-
closures, unfortunately, is likely to be sustained for quite a while
and, therefore, will continue to put downward pressure on home
prices.

At the same time, a host of factors have been weighing on hous-
ing demand. Many households have been reluctant or unable to
purchase homes because of concerns about their income, employ-
ment prospects, or the future path of home prices. Tight mortgage
credit conditions have also prevented many households from pur-
chasing homes. Although some retrenchment in lending standards
was necessary and appropriate given the lax standards that pre-
vailed before the crisis, current lending practices appear to be lim-
iting or preventing lending even to creditworthy households.

In the paper, we discuss the benefits and costs of a variety of pol-
icy options that have been proposed to respond to difficult housing
issues, including increasing credit availability for households seek-
ing to purchase a home or to refinance an existing mortgage; ex-
ploring the scope for further mortgage modifications, including en-
couraging short sales and deeds in lieu of foreclosure in cases
where foreclosure cannot be avoided; and expanding the options
available for holders of foreclosed property to dispose of their in-
ventory responsibly. Any policy proposals, though, will require
wrestling with difficult choices and tradeoffs as initiatives to ben-
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efit the housing market will likely involve shifting some of the bur-
den of adjustment from some parties to others.

I greatly appreciate the leadership that the Senate Banking
Committee has shown on the profound challenges facing the hous-
ing market. For its part, the Federal Reserve will continue to use
its policy tools to support the economic recovery and carry out its
dual mandate to foster maximum employment in the context of
price stability. In its supervisory capacity, the Federal Reserve will
continue to encourage lenders to find ways to maintain prudent
lending standards while serving creditworthy borrowers.

Thank you again for inviting me to appear before you today. 1
would be happy to answer any questions you may have.

Chairman JOHNSON. Thank you, Governor Duke.

Mr. DeMarco, you may proceed with your testimony.

STATEMENT OF EDWARD J. DEMARCO, ACTING DIRECTOR,
FEDERAL HOUSING FINANCE AGENCY

Mr. DEMARcCO. Thank you, Mr. Chairman. Chairman Johnson,
Ranking Member Shelby, Members of the Committee, I am pleased
to be invited here today to discuss the actions FHFA is taking in
our role as conservator for Fannie Mae and Freddie Mac to aid re-
covery of the U.S. housing market.

My written statement responds to the Committee’s request for a
description of FHFA’s work as conservator of Fannie and Freddie,
or the Enterprises, as I will refer to them, to address barriers to
housing recovery, including preventing foreclosures through loss
mitigation, facilitating refinancing at today’s low interest rates,
and initiating an REO sales program. My written statement also
summarizes the recent strategic plan for conservatorship that I
submitted to you last week.

In contrast to how they are sometimes portrayed, the Enterprises
are playing a leading role in providing assistance to homeowners
seeking to avoid foreclosures. On a nationwide basis, Fannie Mae
and Freddie Mac own or guarantee 60 percent of the mortgages
outstanding, but they account for a much lower proportion, 29 per-
cent, of seriously delinquent loans. And let me add here, there was
a little discussion in the prior panel regarding market share. Dur-
ing the period 2005 to 2007, the Enterprises’ market share was ac-
tually generally declining. More of this was—more mortgage activ-
ity was being financed through the private label market, which is,
of course, where a good bit of our difficulties today are and where
a lot of troubled loans reside.

Even though the Enterprises have a smaller share of seriously
delinquent loans than other market participants, they account for
about half of all HAMP modifications. Between HAMP modifica-
tions and their own proprietary loan modifications, Fannie and
Freddie have completed over one million loan modifications since
the fourth quarter of 2008.

We have also made great strides in improving mortgage servicing
standards. The Servicing Alignment Initiative, which FHFA an-
nounced last year, focuses servicers’ resources and attention on
moving all borrowers in trouble into alternatives to foreclosure and
to do so quickly, efficiently, and aggressively. The Servicing Align-
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ment Initiative aligned the requirements of the Enterprises to re-
move inconsistencies that could cause servicer confusion and delay.

Fannie and Freddie are also at the forefront of refinance activity
for current borrowers. Since April 1 of 2009, the Enterprises have
completed more than ten million mortgage refinances. The Home
Affordable Refinance Program, or HARP, provides refinancing op-
portunities to borrowers that might otherwise be unable to refi-
nance due to house price declines. Changes to this program that we
announced last October are still being implemented, but early indi-
cations are promising.

Just yesterday, we announced the first transaction in our Real
Estate Owned, or REO, Initiative Pilot Program. This transaction
includes approximately 2,500 properties divided into eight subpools
by geographic area. We also want to enhance the opportunity for
smaller-scale investors to bid on properties and obtain financing
fs‘h(l)uld initial efforts to market these properties to owner-occupants
ail.

Now, at FHFA, we are faced with a fundamental task of direct-
ing the operations of two companies that account for roughly three-
uarters of current mortgage originations and have approximately
%5 trillion in outstanding obligations and credit guarantees. To the
question from the earlier panel, that is the answer. Five trillion
dollars is what the American taxpayer is standing behind through
the Treasury Department’s Senior Preferred Stock Purchase Agree-
ment. Our task in overseeing this is complicated by the very uncer-
tain future of the Enterprises.

Now, last week, I submitted to Congress a strategic plan for the
next chapter of conservatorship. The plan sets forth three strategic
goals. Build—build a new infrastructure for the secondary mort-
gage market. Contract—gradually contract the Enterprises’ domi-
nant presence in the marketplace while simplifying and shrinking
their operations. And maintain—maintain foreclosure prevention
activities and credit availability for both new and refinanced mort-
gages.

Achieving these strategic goals will fulfill the statutory respon-
sibilities Congress assigned to FHFA as conservator and also pre-
pare the foundation for a new, stronger housing finance system. Al-
though that future may not include Fannie and Freddie, at least
as they are known today, this important work in conservatorship
can be a lasting positive legacy for the country and its housing sys-
tem. Properly implemented, we believe this strategic plan should
benefit homeowners by ensuring continued emphasis on foreclosure
prevention and credit availability, taxpayers by furthering efforts
to limit losses from past activities while simplifying risk manage-
ment and reducing future risk exposure, market participants by
creating a path by which the Enterprises’ role in the mortgage
market is gradually reduced while maintaining market stability
and liquidity, and finally for lawmakers by building a foundation
on which you may develop new legal frameworks and institutional
arrangements for a sound and resilient secondary mortgage market
of the future.

Thank you again for the opportunity to be here and I would be
happy to answer any questions you may have about my testimony
or about our strategic plan.
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Chairman JOHNSON. Thank you, Mr. DeMarco.

Governor Duke, we have heard arguments that the market
should be left to hit bottom. The Fed’s white paper seems to indi-
cate that there are barriers or frictions to the market healing itself.
Governor Duke, can you discuss some of the barriers your staff has
identified. Are there any risks to permitting housing prices to fall
further?

Ms. DUKE. Thank you. Yes. The bulk of our work was on trying
to identify barriers for the market to seek its own level. One of the
most obvious signals is the difference in the rental market and the
owner occupied market. Right now, you have prices falling and va-
cancies falling in the owner occupied market, and then you have
lower vacancies and higher prices in the rental market, which indi-
cates that the market wants to move housing from owner occupied
to rental.

Some of the frictions that are involved in this are difficulties in
aggregating the properties together in getting the properties for
rental, financing for these properties, and in some cases, regulatory
barriers to facilitating a movement to rental in these properties. So
that is why there is a strong discussion of REO to rental.

Other barriers that we identified were barriers to refinancing,
primarily loans that were underwater, high loan-to-value loans,
and so we discuss some of the changes that might be made in order
to facilitate refinancing of those loans.

Chairman JOHNSON. Mr. DeMarco, at our last housing hearing,
Democrats, Republicans, and experts stated that there is more
FHFA can do and should be doing to expand refinancing opportuni-
ties. Yes or no, will you act without delay to take additional steps
to provide more Americans with the opportunity to refinance at
historically low market rates? If so, what steps will you take?

Mr. DEMARCO. Mr. Chairman, I believe we have already taken
those steps through the changes we announced to the HARP pro-
gram in October. The program actually became effective in Decem-
ber and we are seeing just the first fruits of that. So if there are
additional changes to the HARP program that anyone would like
to suggest to us, I would be quite pleased to immediately take a
look at it and see if we can implement them, if that is going to help
further this process along. But I believe the steps we took in cre-
ating the HARP 2.0 program, if you will, was a very responsive and
responsible set of actions and I am very encouraged by the early
indications from the marketplace regarding this program.

Chairman JOHNSON. Mr. DeMarco, your plan is currently a high-
level document without much detail. You have indicated that you
will be conducting additional analysis to implement the plan to
contract the role of the GSEs. What is your time line for doing so?
In this analysis, how will you account for factors that are impor-
tant to the operations of a healthy secondary market?

Mr. DEMARcCO. So, Mr. Chairman, you are right. What we sent
up here was a strategic plan. It is meant to set the broad goals,
the things that we want to achieve in this next period of con-
servatorship. Now that we have established those goals, the next
step is to develop specific operating plans, to examine particular
options for how we go about achieving those goals, and it is in that
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process that we will develop specific time lines with regard to par-
ticular actions.

But I will say this, Mr. Chairman. You asked with regard to the
second goal, the contracting. There are several things there that I
would fully expect that during this calendar year, you are going to
see activity from Fannie and Freddie in that regard. We have al-
ready begun with one, and that is raising guarantee fees. We have
already had our first announcement of that, actually, the end of
December, based upon the legislation Congress enacted. But we are
also proceeding with both loss sharing as well as additional guar-
antee fee increases and looking to see if we cannot get some addi-
tional transactions in which private mortgage insurance companies
start undertaking additional credit risks to the extent they have
got the capacity to do so. I would like to see all of that begin this
year.

Chairman JOHNSON. Mr. DeMarco and Governor Duke—Mr.
DeMarco, you have stated in your testimony that the secondary
market for mortgages would not exist if not for the Enterprises.
Could you state what might happen if the Enterprises’ activities
were to be terminated immediately? Governor Duke, could you also
comment on this?

Mr. DEMARcO. Well, Secretary Donovan would certainly be a
busy man.

Chairman JOHNSON. Yes.

Mr. DEMARCO. In the absence of Fannie and Freddie, if we lit-
erally, Mr. Chairman, to your question, simply turned off the lights
tonight and did not startup again, there is no immediate infra-
structure for secondary market transactions outside of FHA and
Ginnie Mae securitization. So it would take market participants a
while to be able to step in and redo this. Certainly, some lending
would go on. Banks would book some of this in portfolio. But I
think the near-term impact would clearly be to constrain mortgage
credit.

Chairman JOHNSON. Governor Duke, could you also comment on
this scenario?

Ms. DUKE. Well, first of all, I would agree with Mr. DeMarco.
There would be much, much less lending going on. But I think for
the private market to come in and take up that slack, to begin to
do that lending, it is going to take a couple of things. It is going
to take some certainty, some visibility as to what is going to hap-
pen to the mortgage market in the future, so some idea of what is
going to happen ultimately to the GSEs because the investments
in the infrastructure to do securitization, to do servicing, to do all
the parts of the mortgage market are so large that it takes an un-
derstanding of what the future is going to be before anybody is
going to be able to make those kinds of investments.

Mr. DEMARcCoO. If I might add, Mr. Chairman, I would strongly
endorse that. I think that while—if I may go back to the previous
question you asked me about contracting—these are things we can
do at the margin to shift some amount of mortgage credit risk off
of the balance sheet of Fannie and Freddie and, hence, away from
the taxpayer. But fundamentally, Governor Duke is quite right.
Market participants, if they are going to make a permanent and
lasting investment in bearing mortgage credit risk, they are going
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to need much more long-term certainty about the role of the Gov-
ernment and what the institutional and legal arrangements are
going to be. I very much agree with that.

Chairman JOHNSON. Senator Shelby.

Senator SHELBY. Thank you, Mr. Chairman.

Director DeMarco, your strategic plan, as I understand it, would
shrink Fannie and Freddie’s footprints in the marketplace and seek
to establish a unified securitization platform. And it is my under-
standing that the actions would be designed to set the stage for
broader housing finance reform.

Mr. DEMARCO. That is correct, Senator.

Senator SHELBY. Are there legal limits on how much the Federal
Housing Finance Administration can reform the GSEs without fur-
ther Congressional action? In other words, Congress has got to step
in here, have they not?

Mr. DEMARCO. Yes, Senator Shelby, that is quite correct. We
have no authority to alter the charters of Fannie Mae and Freddie
Mac, nor do we actually have the authority to abolish those char-
ters.

Senator SHELBY. Could you describe the legal limitations in this
regard that Congress placed on the Director of the Federal Housing
Finance Administration, which is you, relating to the approval of
any business activity, such as principal write-downs, so long as
these institutions remain in conservatorship.

Mr. DEMARCO. So the way we interpret this is that Congress has
given us a responsibility as conservator to preserve and conserve
the assets of the company for the benefit of the company own-
ers

Senator SHELBY. To protect the taxpayer, right?

Mr. DEMARCO. Protect the taxpayers, yes, Senator, and that is
what we are trying to do.

Senator SHELBY. If Congress enacts housing finance reform,
which we desperately need, could such an action perhaps help the
housing market recover by providing the legal certainty needed to
attract private capital, which they are going to need? And if Con-
gress continues to delay the needed reform, could this not continue
ti)l ul‘;dermine the recovery of our housing market? How do you see
that?

Mr. DEMARCO. I would concur with that view.

Senator SHELBY. That the sooner we do a comprehensive reform
of Freddie and Fannie, the better off the taxpayer is going to be
and the better off the housing market is going to be, is that

Mr. DEMARCO. Yes, Senator.

Senator SHELBY. Thank you. In your running the Federal Hous-
ing Finance Administration, describe the risk and what it could ul-
timately mean to the taxpayers regarding human capital. In other
words, how do you keep the human capital, the executives, the
knowledgeable people that know these markets that help you pre-
serve these entities and the taxpayers’ risk here.

Mr. DEMARCO. Yes, Senator. This is actually, I believe, one of the
key risks that FHFA faces as conservator, because what we have
here is we have got two large, complex financial institutions, but
they are operating with a great deal of uncertainty regarding their
future. The Administration has made clear they want
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Senator SHELBY. What does that mean to personnel?

Mr. DEMARcoO. It means that these folks do not know if the

Senator SHELBY. I mean, you are in the market for high-quality
personnel, are you not?

Mr. DEMARCO. Yes, Senator, we certainly are, and the people
working at these companies today do not know if that company is
going to be there 2 years from now, 3 years from now, and so what
is it that induces them to stay given that uncertainty? Certainly,
as financial markets more generally recover, we are seeing pick-up
in the labor market for this kind of talent, and so their opportunity
to go work elsewhere continues to get better.

Senator SHELBY. Governor Duke, in your written testimony, you
refer to the Fed’s white paper on housing, quote, as a “staff paper,”
end quote. You also state that the paper, and I will quote you
again, “does not include recommendations for any specific policy ac-
tions.” To be clear here in the Committee, it seems that the Fed
is not making policy recommendations to Congress in its housing
white paper, is that correct?

Ms. DUKE. That is correct.

Senator SHELBY. Did all the members of the Board of Governors,
on which you serve as a Governor, approve the white paper, and
if not, who did and who did not? Is that an internal matter or is
that something you can supply to the Committee?

Ms. DUKE. I want to make sure I am correct, but I think that
the members of the Board of Governors saw the white paper but
did not vote on the white paper.

Senator SHELBY. OK. The Fed’s white paper, among other things,
discusses several ways to address the inventory of Real Estate
Owned properties, REOs, and lays out options for the REO to rent-
al program. Governor Duke, if the REO rental, Real Estate Owned,
policies outlined in the white paper were to be adopted, how much
faster will housing markets recover, in your judgment, and how
long will it take them to recover in the absence of such policies?
In other words, it seems like you have got to do something to move
the market.

Ms. DUKE. I wish I could estimate the exact amount of time that
it would take or how much difference this would make. We are be-
ginning to see multifamily housing construction pick up in response
to these market requests, so——

Senator SHELBY. Excuse me a moment. Now, we do not have
many foreclosures, do we, with multifamily housing?

Ms. DUKE. I do not know how many foreclosures there are——

Senator SHELBY. We have had testimony here before this Com-
mittee that it was less than one-half of 1 percent. I do not know
if that is correct. Mr. DeMarco might want to comment on it.

Mr. DEMARCO. That may be, Senator. Yes. It is certainly not
anywhere near the proportion we are having with single family.

Senator SHELBY. But in multifamily housing, as a rule, people
have to put more skin in the game, do they not, Mr. DeMarco?
They have to pay down

Mr. DEMARCO. Yes, Senator.

Senator SHELBY. with your loans. They have to put some
money into the game, is that correct?

Mr. DEMARCO. Yes, Senator.
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Ms. DUKE. But Senator, if I could——

Senator SHELBY. Governor Duke.

Ms. DUKE. My point was that an alternative to multifamily hous-
ing are portfolios of single-family housing that are offered for rent-
al. But the difficulty there is that there has not historically been
large-scale rental of single-family houses. So you do not have an in-
frastructure that is developed to manage them. You do not have
the infrastructure for financing——

Senator SHELBY. Explain what you mean. Give us some examples
here.

Ms. DUKE. Let us say you had a 100-unit apartment building or
you had 100 single-family units that you were going to rent in a
market area.

Senator SHELBY. You have got two different games there.

Ms. DUKE. Two different games. There is financing experience
with the multifamily. There is not financing experience with the
large number of single-family houses.

Senator SHELBY. So just to put foreclosed properties or inven-
toried properties out there, single houses, is a lot more difficult
than it would be with somebody experienced in multifamily hous-
ing:

Ms. DUKE. Right. If somebody wanted to build a 100-unit apart-
ment building, they could build it

Senator SHELBY. Right

Ms. DUKE. but if somebody wanted to acquire 100 properties,
one at a time, it gets very difficult. Now, the unfortunate truth is
that there are a number of properties that exist that have been ac-
quired within the GSEs, FHA, on bank books, with servicers, so
those properties are already on the books of various entities, and
so a mechanism where those properties can be acquired by inves-
tors would seem to be an alternative to multifamily housing.

Senator SHELBY. Has the Fed done an inventory on their port-
folio, their securities and how many houses there are at risk?

Ms. DUKE. The Fed does not have a——

Senator SHELBY. And if not, why not?

Ms. DUKE. The Fed certainly does not have a large portfolio be-
cause we do not foreclose on houses. The securities that we own are
agency securities, and so the houses that would be foreclosed on in
those loans would be on the books of the GSEs, not on our books.

Senator SHELBY. They would have to handle it.

Ms. DUKE. Right.

Senator SHELBY. OK. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Reed.

Senator REED. Well, thank you very much, Mr. Chairman, and
thank you, Governor Duke and Director DeMarco.

Director DeMarco, in response to a question I posed to your IG,
he indicated that FHFA, in his words, quote, “has too few exam-
iners to ensure the efficiency and the effectiveness of its GSE over-
sight programs.” You have repeatedly told us that your responsi-
bility is to minimize losses to taxpayers, but if, according to your
IG, you cannot ensure the effectiveness of your oversight program,
how can you assure us that you are carrying out this duty to mini-
mize taxpayer losses?
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Mr. DEMARCO. The IG’s report also points out that we have been
undertaking a number of steps regarding both restructuring our or-
ganization regarding safety and soundness oversight and reallo-
cating resources toward it and his report also commends us for
those actions.

I would point out that we recently hired a new head of Enter-
prise Regulation. It is actually a statutorily stipulated position at
the agency. It is an individual that actually spent most of his ca-
reer at the Federal Reserve System as a Senior Examiner and one
of the most senior executives in supervision at the Fed. And we are
continuing in the process of not just increasing our staffing levels
with regard to supervision, but under this new Deputy Director’s
leadership, we are restructuring, reorganizing the deployment of
those resources to be more effective in our supervisory oversight.

Senator REED. And how long has it taken to hire the individual
and to begin to bulk up your resources?

Mr. DEMARCO. It took a fair amount of time to find the right per-
son for this position, Senator, but he is on board now and we have
hired—since the IG’s report came out, we have hired over a dozen
new examiners and that hiring process continues.

Senator REED. The IG also pointed out, in response to my ques-
tion, that the FHFA, quote, “trend of deference to the Enterprises,
including a reliance on the determination of the Enterprises with-
out independently testing and validating them. This largely hands-
off approach to the conservatorships exacerbates FHFA’s challenges
in anticipating problems.” Given your deferential approach, it ap-
pears from the IG, is it just business as usual back at Fannie and
Freddie? And given the fact that until very recently you have not
had a significant number of staff at a significantly high level to
overtake your responsibilities, that you have not been able fully to
guarantee that the taxpayer loss is being minimized?

Mr. DEMARCO. I do not believe that to be the case, Senator. We
have over 500 very hard working people at the Federal Housing Fi-
nance Agency. I believe the IG and I have a somewhat different
perspective on the degree of involvement FHFA shall have in the
day-to-day business operations of Fannie Mae and Freddie Mac.
Long before I became Acting Director, at the time the
conservatorships were established, FHFA made clear that it was
delegating day-to-day business operation decision making back to
the companies with a set of stipulated goals and things that the
Enterprises were supposed to accomplish in conservatorship. We
have reconstituted new Boards of Directors in order to assist FHFA
in ensuring that these companies operated with proper internal
controls and governance processes. That, to me, is part of con-
serving the value in these entities for lawmakers to ultimately dis-
pose of.

But I believe that in all critical matters where there is a question
about the appropriateness of an action or a decision for the
conservatorships, I am in close communication and discussions
with the companies regarding such matters.

Senator REED. Have you directed Fannie or Freddie or both to
independently conduct an evaluation of the pros and cons of prin-
cipal reduction as a way to, hopefully, in the long run, enhance the
value of their franchises?
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Mr. DEMARCO. Both companies have been reviewing principal
forgiveness alternatives. Both have advised me that they do not be-
lieve it is in the best interest of the companies to do so. But as you
know, Senator, FHFA has done a great deal of independent review
itself of this important matter because I believe that assuring that
we are taking appropriate steps to provide assistance to troubled
borrowers is very much at the heart of what we are trying to do,
but we need to do so in a way in which we are meeting our man-
date to protect the taxpayers.

Senator REED. Have you personally reviewed the independent
analysis that Fannie and Freddie have done?

Mr. DEMARcO. I have met with and been briefed by both compa-
nies on this and I have certainly reviewed all the work that my
staff has done on multiple occasions, which I have shared with the
Congress.

Senator REED. Do you review the SEC filings that Fannie and
Freddie make?

Mr. DEMARCO. Senator, I have drafts of them before they go up,
so I have an opportunity to see them, yes. But those filings are the
responsibility of the companies.

Senator REED. But you are the conservator. You are representing
the Federal Government in everything that they do or fail to do.
And again, you simply allow deference to what they decide? You re-
view the drafts and—have you ever made any comments or
changes in their SEC filings?

Mr. DEMARCO. We have made some observations to them about
their SEC filings. But even in conservatorship, Senator, these com-
panies remain private companies with responsibilities under the
securities laws for the filings that are submitted, and the indi-
vidual executives at those companies that have to sign those filings
are subject to all of the legal responsibilities and potential pen-
alties that other private firms are when they do securities filings,
Senator.

Senator REED. But

Mr. DEMARCO. That is part of being in conservatorship.
| Sleglator REED. As conservator, you feel no responsibility simi-
arly?

Mr. DEMARCO. Senator, I do not share the responsibility under
the Sarbanes-Oxley Act for the filing of those documents. The ex-
ecutives of the companies do.

Senator REED. Can you assure us that you believe there are no
material misstatements or material omissions in those statements?

Mr. DEMARcO. We would certainly be concerned about such
things, Senator, and we would have responsibilities both as conser-
vator and as regulator for that and would execute that appro-
priately both in terms of our oversight of the companies and in
terms of our interactions with the Securities and Exchange Com-
mission.

Senator REED. So the answer is you have no concerns.

Mr. DEMARcO. That is correct, Senator. I have not raised any
concern with the filings that have been done while they have been
in conservatorship.

Senator REED. Thank you.

Chairman JOHNSON. Senator Corker.
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Senator CORKER. Thank you, Mr. Chairman.

Governor Duke, I appreciate your testimony, talking about the
fact that the lack of knowledge about what is going to happen,
whether GSEs continue to keep the private market off balance and
not knowing what to do. Let me ask you, the $25 billion settlement
that just occurred where—I think a lot of people think this is com-
ing out of the hides of the servicers, but actually, they can cram
down mortgage investors and get credit for that, which is pretty
unique and I do not think most Americans understand that is what
is really happening, but let me just ask you this. Would that also
potentially create some lack of consistency and concern about the
private sector being involved in buying mortgages when these types
of things can happen and the mortgage investor had nothing what-
soever to do with what happened but was just trying to play a role
in financing housing with no underwriting themselves?

Ms. DUKE. I think mortgage investors are certainly going to be
interested in all the ways that they can recover the money that
they have loaned and ways that they would not recover that
money. One thing, though, that the settlement does do is remove
an uncertainty, and it is these various uncertainties that are out
there about what is going to happen in the mortgage servicing set-
tlement and what is happening with mortgage servicing standards.
And so with that information, then various market participants
will decide either to invest in mortgages, to invest in servicing and
origination platforms, and what they are going to do in that mar-
ket.

Senator CORKER. But it just continues the lack of knowledge of
knowing that settlements can occur that affect them that they had
nothing to do with. We just continue down this path of Government
getting involved in areas, breaking rationality and creating issues.
I appreciate you saying what you just said.

I would ask—and I am going to move on to Mr. DeMarco—I
know you wrote a white paper on housing and I know it met with
a degree of criticism. But I would appreciate if you guys would
write a white paper on financial reform as it is taking place and
share with us the pros and negatives that you are seeing there. I
would ask for you to commit to that and maybe send something up
to us, giving some editorial comments about something that is ac-
tually in your central core area. That would be great to hear.

Ms. DUKE. I think as financial reform gets implemented, one of
the things we will be following very closely is what are the effects
of that financial reform, and as we get that information, yes, we
would be happy to share it with you.

Senator CORKER. So you do not have input now?

Ms. DUKE. We have input now, but we are still developing the
regulations, and so we are trying—as we develop the regulations,
we are absolutely looking at ways that they will impact the market
and ways that they will impact the financial system. But I think,
further, after all of the regulations are implemented, it is going to
be important to then test the assumptions of what you expected to
happen and——

Senator CORKER. If you could do those on an interim basis before
this is all done over the next 3 years, it would be helpful. But
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again, I appreciate your testimony about the lack of consistency out
there in the private side.

Mr. DeMarco, I just want to tell you, you guys have to go back
and just laugh. Here you have tried to lay something out to begin
the process of doing something with GSEs, lay out a strategic
paper that I think has been met widely as a good step, and here
Congress up here has not done a single thing, is totally feckless—
feckless—as it relates to these issues. The Administration has done
nothing except sending a multiple choice plan up here that, you
know, you can choose, each of which is very different than the
other.

What is it like to be out there, a person who basically is there
to serve the taxpayers, has done a good job at doing that, is trying
to move things ahead, and to have people up here criticize you
when they themselves do not have the courage, the will, the desire
to address these issues?

Mr. DEMARCO. There is a lot of conflict in this job and a lot of
balancing, and you are quite right, Senator. There appears to be a
lot of criticism.

Senator CORKER. So what do you think it is? I mean, I think
most Americans would love to see us deal with the GSEs. I think
if you did a poll nationally, people would really love to see us move
back to the private sector being more involved. What is it about
Congress, do you think, that likes to instead have an entity like
this that they can play with and have principal reductions and
serve the social purposes that they would like to see that are really
outside the norms of the housing industry? What is it about a body
like ours, do you think, that causes us to want to do that?

Mr. DEMARcCO. Well, there is something about the structure of
Congress chartering companies like this, giving it certain benefits
unavailable to other market participants, that certainly Congress is
then going to want something in return for all those favors. And
that goes back well before conservatorship, Senator. For many,
many years, Fannie Mae and Freddie Mac operated in a very
unique place in our financial system and were viewed very unique-
ly by Congress and it affected in an adverse way the ability to have
appropriate oversight of them, and it certainly has politicized hous-
ing and housing finance to a very troubling degree.

Senator CORKER. I know that you have to be diplomatic in your
approach, and I appreciate the way you handle yourself and I cer-
tainly appreciate you taking the first steps, but I will tell you, if
I were in your position and I had any criticism whatsoever from
Congress about what you were doing, I would ask them to lay out
their plan. And obviously, we have no plan. We like to criticize. I
thank you for your leadership. I hope at some point Congress will
do its job and reform these entities that I think every American—
most every American, except for those who serve in Congress—
would like to see reformed. I thank you for your service.

Mr. DEMARcO. Thank you, Senator. When the Congress is ready,
we are sure ready to work with them.

Senator CORKER. Thank you.

Chairman JOHNSON. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman.
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Well, let us see if we can get some things that Congress and you
can agree on. For starters, would you agree that if we have a fore-
closure, on average—I know there is a Freddie Mac study, but
maybe you have a different study—that says the loss in foreclosure
is, on average, about $60,000?

Mr. DEMARCO. That sounds ballpark.

Senator MENENDEZ. OK. So if we can either conserve the—as I
look at the law and think about how do we preserve and conserve
FHFA to minimize losses on behalf of taxpayers, we can either pre-
serve that loss either by proceeding to foreclosure, which has a
$60,000 loss, or we might very well be able to look at principal re-
duction at the end of the day if it is somewhere at least in that
ballpark.

And so it seems to me that what we get, however, in principal
reduction is a homeowner who continues to stay in that home in-
stead of become a vacant property, a homeowner who can under
that guise be a responsible borrower, a homeowner who is paying
taxes on a ratable base and not creating a ripple effect on the com-
munity in which multiple foreclosed homes create depressed values
for the community in general, and the savings that takes place in
not having to take that property and go through our present chal-
lenges on the REO to move it so that we can get this housing mar-
ket to move.

If that is the case, then why is it that you have taken the view
that principal reduction is not within the domain of the possibility
of what you can do under the law, because it would preserve and
conserve just as well, certainly in that universe, as a foreclosure,
and it would also meet under the Emergency Economic Stabiliza-
tion Act the other goal that you have, which is a responsibility to
implement a plan that seeks to maximize assistance for home-
owners.

Mr. DEMARCO. So, Senator, I have not said that we do not have
the legal authority to reduce principal. And in the spirit of your
question, which is let us find things we can agree on, there is much
that we do agree on here, Senator. We agree that foreclosure

Senator MENENDEZ. Well, I was listening to Senator Corker and
you and I thought there was nothing we agreed on, so that is why
I wanted to——

Mr. DEMARco. Well, I will be happy to clear that up——

Senator MENENDEZ. OK.

Mr. DEMARCO. ——because, Senator, there is much that we
agree on, specifically in the context of your question. Foreclosure
is the worst possible outcome in almost all instances. It is the most
costly. It is the most devastating to the family. It is most dev-
astating to the neighborhood and surrounding community. And we
have a responsibility to make all prudent actions to find a remedy
to a troubled borrower short of foreclosure because of these costs.
So we agree there.

We also agree that if a borrower is committed to their home and
perhaps has had a change in circumstances where they have more
limited ability to make their mortgage payment, that as one of the
approaches to trying to avoid foreclosure, this borrower should be
offered an opportunity to have their loan restructured in a way
that is affordable to them. And we have taken a great leadership
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role at FHFA and through Fannie and Freddie to ensure that bor-
rowers get this opportunity.

And I would like to expand on this, because this is very impor-
tant for everybody to understand. What we did in the Servicing
Alignment Initiative is we made clear in terms of aligning Fannie
and Freddie’s instructions to mortgage servicers that as soon as a
borrower goes delinquent, that is the time to get a hold of the bor-
rower, find out what the problem is, and develop quickly an appro-
priate response to that borrower’s condition. If it is just a very lim-
ited short-term thing, then it is a pretty simple thing to handle. If
it has been a permanent decline in the financial circumstances of
the family, then it might require something different, like a loan
modification.

But we are doing that, Senator, and we are doing that aggres-
sively. We are outpacing the market, as my testimony shows, with
regard to the amount of that activity that we are doing

Senator MENENDEZ. I do not want to cut you short, but my time
is going to expire——

Mr. DEMARCO. You have asked about——

Senator MENENDEZ. Can you get to the point about principal re-
duction for me——

Mr. DEMARCO. Yes——

Senator MENENDEZ. ——and then I have one other quick ques-
tion.

Mr. DEMARcoO. Yes, I will, Senator. So to understand principal
reduction, here is how this works, because there has certainly been
a lot of attention focused on us on this issue. Principal reduction
alternative in the HAMP modification program is the fourth tool
for how to provide assistance to a troubled borrower to make good
on their mortgage. HAMP gets—in all of these HAMP modifica-
tions, the objective is to get something to—get the borrower to an
affordable payment, and it defines affordable payment as 31 per-
cent of their monthly income would go to their mortgage. That is
the target when you are doing a loan modification in HAMP, is to
get to a 31 percent payment. That can be done by reducing the in-
terest rate. It can be done by extending the term of the loan. It can
be done by forbearing on the underwater portion of principal. Or
it can be done by principal forgiveness. So these are four tools,
using Secretary Donovan’s description, in the tool kit for loan modi-
fications.

What FHFA has consistently found in its analysis is that the
first three of those tools work better than the fourth one with re-
gard to our fundamental mandate of preserving and conserving,
and I think it would be helpful to understand principal forbearance
and why that is the case, because it actually

Senator MENENDEZ. No, I understand what principal forbearance
is—

Mr. DEMARCO. But, Senator

Senator MENENDEZ. You put it at the back end of the loans——

Mr. DEMARco. Well, but it works very much in accord with the
spirit of your proposal, Senator, about shared appreciation, because
it takes that underwater—it takes the underwater portion of the
principal, sets it aside and says, we are not going to focus on that.
We are going to focus on getting you, the borrower, into an afford-
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able payment. You pay that and this underwater portion is going
to sit over here to the side, and if you are successful, then we are
all going to share in your success.

Senator MENENDEZ. Well, let me ask you this question and then
I will yield. We have a disagreement, obviously, in that respect.

Mr. DEMARCO. Mm-hmm.

Senator MENENDEZ. I think there is a fundamental difference
that when the marketplace on the private sector is looking at 20
percent of its portfolios and saying it makes sense for us in the
marketplace to do so, and they certainly want to preserve their as-
sets as much as possible as you do as a conservator, but I get con-
cerned about this issues on principal reduction, looking at these
other issues, because I look at the stories that came out about
Freddie making investments that paid off in the event that home-
owners are kept in higher-cost loans. And I would assume that
they would not make those bets if at the end of the day they were
not hopeful that the bet would pay off.

And so it seems to me, is that leading—do you believe that that
has influenced Freddie’s policies that discourage refinancing for
homeowners, because if your bet is that you are going to keep
homeowners in the higher rate, then, in fact, why would you make
that bet when you can—you would hope to win that bet, and when
you can influence that bet at the end of the day by not permitting
refinancing, principal reduction, and other elements to take place.

Mr. DEMARCO. Senator, there is no betting going on here. When
someone makes a mortgage to a borrower, right, let us say that
mortgage is made at 6 percent. If the mortgage rates then subse-
quently go down to 4 percent, then the holder of that mortgage
knows that they have got the risk the borrower is going to exercise
their right to refinance that mortgage and, hence, they are going
to get their money back faster than they expected and then they
are going to have to reinvest it, if they are going to stay in mort-
gages, they are going to have to reinvest it at lower mortgage rates.
If interest rates go from 6 percent to 8 percent, right, then the bor-
rower—the investors holding this 6 percent

Senator MENENDEZ. Are you telling me Freddie did not make in-
vestments——

Mr. DEMARCO. I am saying——

Senator MENENDEZ. I called them bets, but they made in-
vestments in saying that the consumers would—that it would pay
off in the event that homeowners were kept in higher-cost loans.
Why would they do that?

Mr. DEMARCO. I am saying, Senator, anybody that is holding a
premium mortgage in this mortgage environment has an invest-
ment——

Senator MENENDEZ. Your staff is shaking their head behind you.
Maybe you can explain what she is shaking her head about.

Mr. DEMARCO. Do I need to consult—all right. So anyone that is
holding a 6-percent mortgage in a 4-percent mortgage environment,
Senator, is holding an investment by which if the borrower refi-
nances, they are going to get their money back and have to rein-
vest at a lower rate. This is not a bet against the homeowner.

Senator MENENDEZ. I do not think Freddie would take its money
and make investment decisions and say, let me invest to ensure
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that at the end of the day, I am going to have a positive result in
my investment, and the only way I have a positive result in my in-
vestment is if the mortgage borrower is kept in a higher rate. I just
find that ethically troubling, to say the least.

Chairman JOHNSON. Senator Toomey.

Senator TooMEY. Thanks, Mr. Chairman. I would like to thank
our witnesses for joining us today.

I just want to briefly follow up on a comment or line of ques-
tioning that Senator Corker raised, which, I guess from my point
of view, had to do with the impact on the private market’s ability
to provide mortgage financing, especially after this settlement has
demonstrated the fact that the Government can come along and
change the value of a contract that you have pretty much as it sees
fit. Frankly, I worry about how much more it is going to cost home-
owners to be able to finance their mortgages in light of that. But
that is not what I actually wanted to talk to you about, and I
would like to direct my questions to Mr. DeMarco.

First, I have a copy here of a cover letter that you sent to Rep-
resentative Elijah Cummings, and it is dated January 20. And in
it, you stated that the FHFA has essentially three principal man-
dates, the first of which is a statutory responsibility as conservator
to preserve and conserve the assets and property of the regulated
entities. Is this not a way of saying to protect taxpayers? Is that
not

Mr. DEMARCO. Yes, Senator.

Senator TOOMEY. You go on—now, you mentioned the other two
mandates, and then you have a discussion in the next paragraph
that—and you state right here, you did not conclude that principal
reduction never serves the long-term interests of the taxpayer
when compared to forbearance. But you did compare, as I under-
stand it from your letter, the relative cost to taxpayers, and your
conclusion, as I read it here, is that by avoiding the principal for-
giveness, the net effect is a smaller loss to taxpayers. Is that a fair
way to characterize this?

Mr. DEMARCO. Yes, Senator.

Senator TOOMEY. You go on to then quantify what it would cost
in this letter if the FHA set out to actually provide the principal
forgiveness that would be enough to diminish the value of mort-
gages to make them equivalent to the value of homes, and you esti-
mate that that would cost almost $100 billion and that that would
and this is your language—you say, this would be in addition to
the credit losses both Enterprises are currently experiencing. So
that is a lot of additional cost to taxpayers, right?

Mr. DEMARCO. Yes, Senator.

Senator TOOMEY. And then, last, you have a discussion about
this fact that I do not think has been discussed as much as it ought
to be, namely that nearly 80 percent of Enterprise underwater bor-
rowers are current on their mortgage. And, in fact, those who have
a loan-to-value ratio above 115 percent are 74 percent current,
which seems to me to present a real dilemma of how you would go
about doing this.

For instance, if you provided principal forgiveness for everybody
who was underwater, you would be asking taxpayers to pick up the
tab for people who are actually clearly demonstrating that they are
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capable of making the payments for the loan that they chose to
take. If you did not and you said, no, it is only the people who are
not making payments, why, then how fair would that be to the peo-
ple who are making payments, and would that not create an incen-
tive for people who are currently making payments to stop? Is that
not a pretty tough dilemma?

Mr. DEMARCO. I think that says it quite well, Senator. I think
that one of the under-reported things here is that while this coun-
try has many borrowers with mortgages that are underwater, the
vast majority of them are making their payment every month, and
they must wonder about some of these discussions we are having.

Senator TOOMEY. And then I will conclude on this, Mr. Chair-
man. In the next paragraph, you say, “given that any money spent
on this endeavor,” and by that you are referring to principal reduc-
tions, “would ultimately come from taxpayers, and given that our
analysis does not indicate a preservation of assets for Fannie and
Freddie substantial enough to offset the costs, an expenditure of
this nature would at this time, in my judgment”—that is you talk-
ing—“require Congressional action.”

I just want to say I share that view. I commend you for taking
that view and I want to recognize that you have been under a lot
of pressure to change that view and I hope you will not change it.
I hope you will stick to that view because I think that is the correct
view.

Mr. DEMARCO. Thank you, Senator.

Chairman JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you, Mr. Chair, and thank you to the
panel for your testimony.

One of the things that I found very interesting recently was the
article in American Banker, “Why FHFA is Wrong On Principal
Forgiveness,” and I am sure you have had a chance to read that
article as it has been widely discussed. And essentially, the author,
Kevin Wack, says that in the third quarter of 2011, I believe it was
18 percent of bank modifications involved principal reduction and
he raises the question why it is that for-profit institutions are
doing nearly a fifth of their loans with principal reduction and find-
ing that that is the most cost effective way to their profits but you
have not found any similar results. And I do want you to give brief
responses so that we can actually have a bit of a dialog over sev-
eral issues.

Mr. DEMARCO. A number of these institutions have purchased
these mortgages at a discount. They have bought them at a price
at which doing the principal forgiveness was not something where
they were taking a loss by doing so.

Senator MERKLEY. Well, fair enough, but no matter what you
paid for it, the alternative of the strategies that you use with the
individual would still be the same range of options that you have
if you had paid a lot more for the loan. So in that context, your
logic does not hold, and do you want to further try some other ar-
gument?

Mr. DEMARCO. No. I am comfortable with where I have left it.

Senator MERKLEY. OK. You provided the six-page report to the
House, and I believe Representative Cummings has said, really, on
such a major issue, you ought to provide the full analysis and they
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have asked you to do so by February 29. Do you intend to make
public the full analysis?

Mr. DEMARcO. I provided Representative Cummings and others
with the full three different analyses that we had done on this
issue and he has come back with some follow-up questions and
asked for yet additional information and we are working on that.

Senator MERKLEY. So does that meet his request for the Feb-
ruary 29, or

Mr. DEMARcO. I will not have additional information tomorrow
for him.

Senator MERKLEY. One of the notes has been that your analysis
did not make one of the most fundamental distinctions, that is, be-
tween folks who have mortgage insurance and people who do not
have mortgage insurance. Obviously, that has a huge bearing on
the net present value impact. Why was such a fundamental distinc-
tion not analyzed or not laid out, at least in what you presented
to Congress?

Mr. DEMARCO. Because we were able to reach the conclusion
about principal forgiveness without going to that point. But if we
want to go there, that is quite right. Another issue with principal
forgiveness is that I am then putting the taxpayer, jumping them
ahead of the mortgage insurance company who is in the first loss
position on this mortgage. I would say the same thing holds for any
second liens that might exist on this mortgage. So this is reori-
enting the priority of loss absorption that is part of the structure
that is in place today. But we have not had to go to that issue with
regard to the analysis that we have done.

Senator MERKLEY. Other observers have noted that in your anal-
ysis, you did not look at the shared appreciation model, which actu-
ally is forgiveness plus funds that come back to the originator
which changes the net present value calculation. So you gain the
advantages of people having lower monthly payments, therefore,
less likely to strategically default, less likely to financially default,
and yet there is a back-end funds that return. Do you intend to—
you actually mentioned shared appreciation earlier. Do you intend
to do an analysis of that, and if you have not already done it, why
not?

Mr. DEMARCO. Shared appreciation mortgages are complex in-
struments that are not widely articulated in the marketplace. What
I was trying to convey to Senator Menendez is that principal for-
bearance modifications, which we are doing and we are doing a lot
of them, are effectively principal forgiveness with a shared appre-
ciation on the mortgage attached to it. It is economically approxi-
mately the same thing. So we are, in fact, doing that now, Senator.

Senator MERKLEY. OK. I did not see that in the analysis you pre-
sented to Congress. Do you intend to provide that analysis to us?

Mr. DEMARCO. I believe I will try to articulate this more clearly
in our next round of discussions regarding principal forgiveness.

Senator MERKLEY. OK. One of the things that was disturbing to
folks across the country is when you said in October you had not
met any homeowner who has suffered a foreclosure. Have you had
a chance to actually talk to homeowners in the real marketplace
since October?
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Mr. DEMARCO. You know, Senator, I do know families that have
suffered foreclosures and I believe that my—people I know person-
ally, things in my personal life really are not relevant to the realm
of this because I believe my responsibility goes to analyzing the
law, analyzing the options that are available to us, and proceeding.

I will say something I have done since that time, Senator, that
you may find meaningful in this regard. In December, I went up
to the city of Baltimore and I met with people from the Baltimore
City Housing, the Maryland State Housing Finance Agency, and a
local community bank there as well as some community activists
and had a lengthy discussion about the impact of the housing crisis
in Baltimore. We took a tour of several neighborhoods, some of
which one might call—for which this housing crisis has been very
damaging. And we have talked about what happened. We have
talked about demographic issues. We talked about alternatives for
trying to generate recovery in those neighborhoods.

I take this seriously, Senator, that we have communities and
families across the country that have been greatly harmed by this,
and FHFA is trying very hard to be part of bringing some solutions
and stability back to this. But I will do so in a disciplined way fol-
lowing the mandate that I believe Congress has given us.

Senator MERKLEY. I believe what you just said is that you are
correcting the record from your October statement, or were you
misquoted in October?

Mr. DEMARcoO. I was not misquoted. That is what I had told the
Congresswoman. I thought she meant it in the form of as part of
my work effort, had I been going out and meeting with foreclosed
homeowners.

Senator MERKLEY. Well, I applaud what you did in Baltimore be-
cause I think actually seeing communities on the ground gives one
an understanding that analysis and ivory towers do not gain. I
think you would be hard pressed to find a street in a working class
community like the one I live in that does not have one or two fam-
ilies on it that are foreclosed on. I mean, the impact is very real,
very evident, the destruction of families’ dreams, the destruction of
their finances. I applaud you for going to Baltimore and doing what
you can to kind of see the real impact on the ground. Thank you.

Chairman JOHNSON. I would like to thank Governor Duke and
M(r1 DeMarco as well as Secretary Donovan for being here with us
today.

This hearing has provided this Committee important insight to-
ward achieving realistic solutions to many of the problems con-
fronting the housing market. Stabilizing this market remains a top
priority of this Committee and I will continue to work to find bipar-
tisan consensus to achieve it.

This hearing is adjourned.

[Whereupon, at 12:34 p.m., the hearing was adjourned.]

[Prepared statements and responses to written questions sup-
plied for the record follow:]
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PREPARED STATEMENT OF CHAIRMAN TIM JOHNSON

I thank our witnesses for joining us. Today’s hearing is part two of our examina-
tion of the state of the housing market and steps that can be taken in the near term
to remove housing market barriers to economic recovery.

This Committee has undertaken a bipartisan, in-depth look at long-term housing
finance reform. I hope to continue this effort with additional hearings and by work-
ing with Ranking Member Shelby and Committee Members to seek bipartisan con-
sensus. In today’s hearing, we will focus on the immediate problems confronting the
housing market and the larger economy, which is a critical first step in finding a
long-term solution.

In January, the Federal Reserve released a white paper entitled “The U.S. Hous-
ing Market: Current Conditions and Policy Considerations.” In this paper, the Fed
stated that “continued weakness in the housing market poses a significant barrier
to a more vigorous economic recovery.”

As I stated during our February 9th hearing on this topic, I share the concern
that ongoing challenges in the housing market are acting as a drag on economic re-
covery. I want to find practical solutions to help overcome them.

Today’s hearing provides a good opportunity to discuss the current housing mar-
ket environment with regulators and the Administration’s top housing official. I
would like to hear from our witnesses about potential solutions, both legislative and
administrative.

In addition to the Federal Reserve’s recent white paper, other analysts, regu-
lators, and the Administration have offered up options and proposals to address bar-
riers to housing and economic recovery. Earlier this month, the Administration out-
lined a new Housing Plan to give more families the opportunity to refinance at to-
day’s low rates. Just yesterday, the Federal Housing Finance Agency announced its
first pilot sale in an Initiative to address the large volume of Real Estate Owned
properties held by the Government-Sponsored Enterprises.

At our February 9th hearing, the witnesses and a number of Committee Members
on both sides of the aisle cited helping families refinance at today’s low interest
rates as a powerful example of an action that would help bolster the housing market
and stabilize housing prices. This is particularly true for mortgages held by the
GSEs. I would like to see the FHFA take additional steps to facilitate refinancing
for families currently stuck in higher-interest mortgages held by Fannie and
Freddie. I look forward to hearing more from Acting Director DeMarco on steps that
FHFA is planning to take to speed these refinancings.

Without a robust housing market recovery, our economy will continue to drag and
millions of Americans will continue to struggle to make ends meet. I look forward
to continuing to work with our witnesses and Members of the Committee to find
workable solutions to improve the housing market and lead us further down the
road to prosperity.

PREPARED STATEMENT OF SHAUN DONOVAN
SECRETARY, DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

FEBRUARY 28, 2012

Chairman Johnson, Ranking Member Shelby, and Members of the Committee,
thank you for this opportunity to testify about how the Administration’s housing ini-
tiatives are helping remove barriers to economic recovery. This hearing comes at an
important moment—a moment President Obama described in his State of the Union
as “a make or break moment for the middle class and those trying to reach it.” In
that address, he said that what’s at stake is the survival of the basic American
promise—the idea that if you work hard, you can do well enough to raise a family,
own a home, and put a little away for retirement.

Mr. Chairman, I couldn’t agree more. As the President said, the defining issue
of our time is how to keep that promise alive—to build a Nation where everyone
gets a fair shot, everyone does their fair share, and everyone plays by the same
rules. And nowhere is that challenge clearer than in the homes where we live—from
when we buy a home—and make the biggest financial decision of our lifetimes—to
our ability to refinance that loan, to the way banks treat us as customers should
we ever lose a job or experience a medical crisis that puts our homes at risk.

Indeed, as this Committee knows well, too often in the years leading up to the
crisis, mortgages were sold to people who couldn’t afford or understand them. Banks
made huge bets and bonuses with other people’s money. The resulting recession cost
more than 8 million jobs and our economy and the world plunged into a crisis from
which we are still recovering.
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Thanks in part to the partnership of this Committee, today we face a very dif-
ferent environment than the one we faced when President Obama took office. Back
in January 2009, America’s economy was shed 818,000 jobs alone. Housing prices
had fallen for thirty straight months. And foreclosures were surging to record levels
month after month after month.

Today, because the Obama administration moved to keep interest rates low and
restore confidence in Fannie Mae, Freddie Mac, and the Federal Housing Adminis-
tration, more than 13 million homeowners have refinanced their mortgages since
April 2009—putting nearly $22 billion a year in real savings into the hands of
American families and into our economy.

Today, because we provided a range of solutions to responsible families fighting
to hold on to their homes, more than 5.6 million families have been able to reduce
their payments and modify their loans to more sustainable terms and foreclosure
notices are down nearly 50 percent since early 2009. Because we provided resources
for communities struggling with concentrated foreclosures, today we are on track to
help them fund better uses for almost 100,000 vacant and abandoned properties
through our Neighborhood Stabilization Program. Most important of all, because of
our commitment to economic growth and recover, our economy has added private
sector jobs for 23 straight months, totaling 3.7 million jobs.

Mr. Chairman, this represents important progress. But we know there is much
more to be done. Three key barriers prevent our housing market—and our econ-
omy—from fully recovering.

While the number of homeowners at risk of losing their home is down signifi-
cantly, there are still too many families that face hardships and are underwater—
and their unaffordable monthly payments put them at an increased risk of default,
dragging down markets, reducing labor mobility and consumer spending alike.

While targeted support to markets struggling with foreclosures, blight and aban-
donment has reduced vacancy rates, increased home prices and shrunk the inven-
tory of homes for sale, an overhang of properties at risk of or in foreclosure con-
tinues to drag down property values and harm the hardest-hit communities.

While we put an end to the worst abuses that caused this crisis and stabilized
the market, it is too difficult to get a mortgage today—largely because of uncer-
tainty over making loans attributable to lack of clarity around mortgage servicing,
and continued market volatility.

And so today, I want to talk about the new tools we are providing to overcome
these three key barriers—keeping people in their homes, the shadow inventory and
access to credit—and the steps we still need to take to move forward.

Relief for Responsible Homeowners, Keeping People in Their Homes

First and foremost, we needed to ramp up our efforts to keep people in their
homes and provide relief for homeowners who've done the responsible thing time
every month when that mortgage bill arrives in their mailbox.

Mr. Chairman, millions of responsible homeowners who are current on their mort-
gages and could benefit from today’s low interest rates face substantial barriers to
refinancing through no fault of their own. Sometimes homeowners with good credit
and clean payment histories are rejected because their mortgages are underwater.
In the end, these responsible homeowners are stuck paying higher interest rates,
costing them thousands of dollars a year.

Indeed, as economist Mark Zandi said, “There is no better way to quickly buoy
hard-pressed homeowners than helping them take advantage of the currently record
low fixed mortgage rates and significantly reduce their monthly mortgage pay-
ments.”

That’s why, on February 1st, President Obama announced a package of adminis-
trative actions and legislative proposals to help responsible homeowners save thou-
sands of dollars through refinancing. Under his proposal, borrowers with loans in-
sured by Fannie Mae or Freddie Mac (GSE-insured loans) would have access to
streamlined refinancing through the GSEs. Borrowers with FHA insured loans will
be able to take advantage of an enhanced FHA streamline refinance program. And
borrowers whose loans are held by private banks or are securitized in private label
securities would have access to refinancing through a new, low-cost, streamlined re-
finance program that would be facilitated by the FHA.

Allow me to explain each of these efforts in detail.

Refinance Assistance for Borrowers With GSE Loans—HARP 2.0

In his jobs speech to Congress last September, President Obama charged HUD
and Treasury to work with the Federal Housing Finance Agency to lower barriers
to refinancing. Following weeks of intensive discussions with lenders, mortgage in-
surers, regulators, and investors, FHFA announced changes to help borrowers
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whose loans were purchased or guaranteed by Fannie Mae or Freddie Mac and who
are located in areas suffering from house price declines.

With the Administration’s Home Affordable Refinancing Program previously lim-
iting refinancing to borrowers with high loan-to-value ratios (LTVs) of 125 percent
and responsible for less than a million refinances, the need to pick up the pace was
clear. Announced in October 2011, HARP 2.0 eliminates the LTV ceiling, reduces
certain risk-based loan-level guarantee fees (also referred to as loan level pricing ad-
justments, or LLPAs), extends the program’s end date to December 2013, stream-
lines automated valuation model (AVM) coverage and foregoes appraisal require-
ment when AVM is available, and provides representations and warranties relief.

Eliminating the LTV cap will allow those GSE borrowers who have been respon-
sible in paying their mortgage, but happen to be deeply underwater, the opportunity
to take advantage of unprecedented mortgage interest rates. The extension of the
program for 2 years will allow lenders to hire staff and upgrade systems to assure
all eligible borrowers will have the opportunity to take advantage of the HARP pro-
gram. It will minimize the amount of funds borrowers would be required to obtain
for a refinance because the GSEs reduce the fees that borrowers have to pay on 30-
year fixed rate loans with an LTV over 80 percent from 2 percent to .75 percent
of the loan amount. And by ensuring that the GSEs do not require the HARP origi-
nator to take responsibility for the quality of the loan that is being refinanced, it
will expand the universe of responsible borrowers to whom they offer the refi-
nancing option.

In addition to these changes, the Administration continues to work with FHFA
on ways to increase uptake. Specifically, the Administration is evaluating auto-
mated valuation models as approval alternatives to manual appraisals, removing
operational barriers that preclude or hinder cross-servicer refinances, and seeking
to extend HARP 2.0 to those borrowers with LTVs under 80 percent so that more
responsible, current homeowners have the opportunity to refinance.

We expect most lenders will have their HARP 2.0 operations fully up and running
by the end of March. These changes have met with a very positive response from
homeowners. Already, according to an informal survey almost 300,000 families have
filed applications for refinancing and stand to save on average $2,500 per year—
the equivalent of a pretty good-sized tax cut—speeding our efforts to help respon-
sible families stay in their homes and start to rebuild the wealth they lost in the
economic crisis.

We look forward to working with Congress to further reduce the barriers to refi-
nancing under HARP 2.0, including easing costs associated with mortgages that
have greater equity than 80 percent, easing underwriting standards, and easing ap-
praisal requirements.

Refinance Assistance for FHA Borrowers—FHA Streamlined Refinance

FHA Streamline Refinances allow borrowers with loans insured by the Federal
Housing Administration who are current on their mortgage to refinance into a new
FHA-insured loan at today’s low interest rates without requiring additional under-
writing, allowing these borrowers to reduce their mortgage payments in a low-cost,
simple manner. This program benefits current FHA borrowers—particularly those
whose loan to value may exceed the current value of their home. This both lower’s
a borrower’s payment and reduces risk to FHA. As part of our efforts to help respon-
sible homeowners who are current on their mortgages and because we see potential
for more widespread use of this product, FHA will make changes to the way in
which streamline refinance loans are displayed in the Neighborhood Watch Early
Warning System (Neighborhood Watch), so that these lenders are not on the hook
for loans they did not originate and thus will be more willing to provide the refi-
nancing.

In addition to taking steps to make these refinance loans more widely available,
FHA is working on adjusting the premium structure for all Streamline Refinance
transactions that are refinancing FHA loans endorsed on or before May 31, 2009,
to further incentivize refinance activity. These changes will ensure that borrowers
benefit from a net reduction in their overall mortgage payment while still ensuring
FHA has the resources to pay any necessary claims.

Broad Based Refinancing for Non-GSE, Non-FHA Borrowers

Lastly, the President has called on Congress to open up opportunities to refi-
nancing for responsible borrowers who are current on their bills and paying their
mortgage but whose loans aren’t GSE or FHA-insured. Under the proposal, bor-
rowers with standard non-GSE, non-FHA loans will have access to refinancing
through a new program run through the FHA. For these responsible borrowers,
there will be no more barriers and no more excuses.



121

Key components of this plan include:

Providing Non-GSE, Non-FHA Borrowers Access to Simple, Low-Cost Refinancing:
The program will be simple and straightforward. Any borrower with a loan that is
not currently guaranteed by the GSEs or insured by FHA can qualify if they meet
the following criteria—each of which is designed to help reduce risk to the taxpayer:

e They are current on their mortgage: Borrowers will need to have been current
on their loan for the past 6 months and have missed no more than one payment
in the 6 months prior.

o They meet a minimum credit score. Borrowers must have a current FICO score
of 580 to be eligible. Approximately 9 in 10 borrowers have a credit score ade-
quate to meet that requirement.

e They have a loan that is no larger than the current FHA loan limits in their
area: Currently, FHA limits vary geographically with the median area home
price—set at $271,050 in the lowest cost areas and as high as $729,750 in the
highest cost areas.

e The loan they are refinancing is for a single family, owner-occupied principal
residence. This will ensure that the program is focused on responsible home-
owners trying to stay in their homes.

o They are currently employed. To determine a borrower’s eligibility, a lender need
only confirm that the borrower is employed.

Borrowers will apply through a streamlined process designed to make it simpler
and less expensive for both the borrower and the lender. The President’s plan in-
cludes additional steps to reduce program costs, including:

o Establishing loan-to-value limits for these loans. The Administration will work
with Congress to establish risk-mitigation measures which could include requir-
ing lenders interested in refinancing deeply underwater loans (e.g., greater than
140 LTV) to write down the balance of these loans before they qualify. This
would reduce the risk associated with the program and relieve the strain of neg-
ative equity on the borrower.

e Creating a separate fund for new streamlined refinancing program. This will
help the FHA better track and manage the risk involved and ensure that it has
no effect on the operation of the existing Mutual Mortgage Insurance (MMI)
Fund, which is FHA’s already established insurance fund.

Cost-Savings to the Borrowers who Participate in This New Program: Given to-

day’s record low interest rates, we estimate that on average, borrowers who partici-
ate in this program would reduce their monthly payments by between $400 and
500 a month.

Option To Rebuild Equity in Their Homes Through This Program: All underwater
borrowers who decide to participate in this refinancing program through the FHA
outlined above will have a choice: they can take the benefit of the reduced interest
rate in the form of lower monthly payments, or they can apply that savings to re-
building equity in their homes. The latter course, when combined with a shorter
loan term of 20 years, will give the majority of underwater borrowers the chance
to get back above water within 5 years, or less.

To encourage borrowers to make the decision to rebuild equity in their homes, we
are proposing that the legislation provide for the closing costs of borrowers who
chose this option—a value averaging about $3,000. To be eligible, a participant in
this option must agree to refinance into a loan with a term of no more than 20 years
and with monthly payments roughly equal to those they make under their current
loan. For those who agree to these terms, their lender will receive payment for all
closing costs directly from the FHA or another entity involved.

A Separate FHA Fund: The broad based refinance program will have a separate
fund that is funded through premiums established and direct funding provided
under this program with its net cost offset by the financial crisis fee. The program’s
premium structure will be designed in a way to ensure that homeowners have the
incentive for lower monthly payments through the program. By maintaining a sepa-
rate fund and funding source for this program the broad-based refinance will not
be contingent on appropriations action and will have no impact on FHA’s MMI Fund
which, as the Committee knows, has been strained in recent years.

We look forward to working with Members of this Committee to craft legislation
to accomplish these goals and offset the costs associated with establishing a broad-
based refinance program.

Further easing refinancing through HARP 2.0, the FHA streamlined refinance,
and expanding refinance options for homeowners with non-GSE and non FHA loans
finally ties together a critical patchwork of refinance programs. By working together
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with Congress, we can ensure that every family can have the opportunity to take
advantage of today’s historically low interest rates. This will save homeowners thou-
sands of dollars a year, and as a result provide much needed payment relief and
further strengthen the economy.

HAMP Changes and Extension

In February 2009, the Obama administration introduced the Making Home Af-
fordable Program and the Home Affordable Modification Program (HAMP) to sta-
bilize the housing market and to help struggling homeowners get relief and avoid
foreclosure.

As I noted at the beginning of my testimony, since that time more than 5.6 mil-
lion families have received mortgage modifications with affordable monthly pay-
ments—which include more than 1.7 million HAMP trial modification starts. HAMP
is managed primarily by Treasury.

There is no question that HAMP has had a positive impact on the private market.
Before President Obama took office, as many of you know, many mortgage modifica-
tions actually increased costs for borrowers. HAMP has not only helped keep fami-
lies in their homes—it’s also helped set a standard for affordability in the private
market, where families today save an average of $333 per month.

And we’ve made changes to respond to evolving challenges. For instance, when
foreclosures began to migrate from the subprime to the prime market because of un-
employment, we expanded our focus to offer more help for unemployed home-
owners—requiring servicers participating HAMP to give borrowers a minimum of 12
months to catch up on payments while they are looking for work.

In addition, last month, the Administration took a series of steps to expand the
eligibility for HAMP and maximize its impact.

Expanded Eligibility: To ensure HAMP reaches a broader pool of distressed home-
owners, we opened the program up to those who struggle with secondary debt, such
as second liens, medical bills, and credit cards.

In particular, the Administration has created a second tier that would provide
modification relief to borrowers not currently eligible. This tier would include:

e Mortgages secured by properties that are currently tenant occupied or prop-
erties that are vacant but which the borrower certifies intention to rent.

e Borrowers failing to satisfy the 31 percent debt-to-income (DTI) test, unable to
achieve the target monthly mortgage payment ratio without excessive forbear-
ance or who have received a negative net present value (NPV) test due to other
factors.

These changes will not only not only help homeowners, but also stabilize neigh-
borhoods struggling with foreclosures by helping hundreds of thousands of owners
Kho rent their properties avoid foreclosure—in turn, keeping more families in their

omes.

Principal Reduction: Still, it’s not enough to lower the barriers to participation in

P—we also need to increase its impact. HAMP has made a real difference for
the families who have received a modification—saving an average of more than $500
per month. But to rebuild the equity these families have lost, lowering payments
isn’t enough.

That’s why we are also increasing incentives for cost-effective mortgage modifica-
tions that include a write-down of the borrower’s principal balance through HAMP.

With these changes to the Principal Reduction Alternative (PRA), whereby inves-
tors are eligible for financial compensation incentives whenever the servicer pro-
vides a borrower with a permanent modification that reduces mortgage principal,
we are tripling the incentives provided to encourage modifications that rebuild eq-

y.

Specifically, with respect to loans which were less than or equal to 6 months past
due at all times during the 12-month period prior to the NPV evaluation date, inves-
tors will be entitled to receive, effective in May 2012:

e $0.63 per dollar of principal reduction equal to or greater than 105 percent and
less than 115 percent mark-to-market LTV (MTM) ratio;
e $0.45 per dollar of principal reduction equal to or greater than 115 percent and
less than or equal to 140 percent MTMLTYV ratio; and
e $0.30 per dollar of principal reduction in excess of 140 percent MTMLTV ratio
With respect to loans which were more than 6 months past due at any time dur-
ing the 12-month period prior to the NPV evaluation date, irrespective of MTMLTV

(mark-to-market loan-to-value) ratio range, investors will be paid $0.18 per dollar
of principal reduction and will not be eligible for incentives in the above extinguish-
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ment schedule. These improvements to HAMP augment incentives in a meaningful
way for investors to allow for a greater degree of principal reduction of loans under-
lying the securities they own, thus keeping more people in their homes with mort-
gages they can afford.

To further increase the amount of principal reduction provided to borrowers, we
are also working to expand it to those with loans guaranteed by the GSEs. Bor-
rowers with GSE loans have been unable to benefit from the PRA modification due
to FHFA restrictions on the use of principal reduction in modifications. So home-
owners couldn’t benefit solely because they had a GSE loan. In order to ensure con-
sistency throughout the HAMP program, and to ensure that homeowners can be
considered for rebuilding equity modifications, we have notified FHFA that Treasury
will pay these incentives to the GSEs if they participate in the program.

Sunset Extension: Lastly, we have extended HAMP’s sunset deadline. Originally
slated to sunset at the end of 2012, HAMP has been extended to December 31, 2013,
which conforms to the recently extended deadline for HARP and provides an ex-
panded window of time for homeowners to gain relief which investors provide while
preserving their investments.

Strengthening FHA’s Mutual Mortgage Insurance Fund

The books of business in the few years before 2009 have largely driven the high
number of claims to the MMI Fund. This was driven by overall economic and unem-
ployment trends as well as by the combined effects of poor underwriting, unscrupu-
lous and noncompliant practices on the part of lenders, and a seller-funded down-
payment assistance program that allowed many borrowers to obtain mortgages that
they shouldn’t have or without a meaningful down payment. As a result, the books
of business FHA insured prior to the start of this Administration have severely im-
pacted the health of FHA’s MMI Fund. But thanks to our efforts, I can say con-
fidently that FHA is moving in another direction, and that the long term outlook
for FHA and the Fund are now much better than they were in 2009. Through sys-
tematic tightening of risk controls, increased premiums to stabilize near-term fi-
nances and expanded usage of loss mitigation workout assistance to avoid unneces-
sary claims, the efforts of this Administration have led to the highest quality of
loans FHA has seen in its history.

And still, we continue to take steps to further strengthen the Fund. In the
FY2013 Budget submission we included 10 bps annual premium increase passed
late last year by Congress on all FHA insured loans mandated by law in December,
as well as an additional 25 bps annual premium increase on “jumbo” loans making
the total increase for these larger loans 35 bps. And, just last yesterday, we an-
nounced a series of premium changes that will further increase receipts to FHA by
$1 billion in fiscal years 2012 and 2013, beyond the receipts already included in the
President’s budget submission. In addition, we have also taken significant additional
steps to increase accountability for FHA lenders discussed in more detail below.

Yet, despite the unprecedented efforts of the Administration to alter the trajectory
of FHA, considerable risks remain. The FHA Mutual Mortgage Insurance (MMI)
Fund has two components: the Financing Account, which holds enough money to ac-
commodate expected 30-year losses on FHA’s insured portfolio as of the end of the
current fiscal year; and the Capital Reserve Account, which is required to hold an
additional amount equal to 2 percent of the insurance in force. Since 2009, the
Fund’s capital reserve ratio has been below that 2 percent level.

Annually, the President’s Budget includes estimates regarding the status of the
capital reserve at the end of the current fiscal year. This prediction is based on esti-
mates and projections of future economic conditions, including house prices and
other economic factors. The 2013 Budget estimate for the FHA Capital Reserve ac-
count in fiscal year 2012 did not include the added revenue from the further in-
creased premiums and the proceeds from the recently announced settlements with
FHA-approved lenders. With these additional revenues accounted for, the Capital
Reserve is estimated to have sufficient balances to cover all future projected losses
without triggering a mandatory appropriation under the Federal Credit Reform Act.
What’s more, the Budget estimates, FHA will add an additional $8 billion to the
Capital Reserve Account in 2013, and will return to the congressionally mandated
capital reserve ratio of 2 percent by 2015.

As we undertake efforts to strengthen FHA and lay the foundations for the return
of private capital, it is important to recognize the critical role that FHA has and
continues to play in times of stress on the housing market. One of the critical pur-
poses of the FHA is to stand as a bulwark of liquidity in a time when capital has
fled the market, and in such times the FHA will inevitably grow beyond the size
that we would be comfortable with, taking on more risk that we would normally be
comfortable with. We are in such a time now. So while we will continue to take the
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steps needed to ensure an FHA that is as strong as we can make it, and we will
gradually take the steps needed to pull the FHA back from the market to crowd
in more private capital, we must not forget that it is playing an absolutely critical
role today, ensuring access to capital in an environment when capital is extremely
difficult to come by. As we discuss and consider ways to strengthen FHA and to cre-
ate an environment for the return of private capital, we must be mindful of its con-
tinued critical role inherent in its mission—providing home ownership opportunities
to families that do not have access to traditional financing, and to serve as vital
source of credit, when the broader market undergoes stress.

Reducing the Overhang and Shadow Inventory

At the same time we provide relief to responsible homeowners and keep families
in their homes, we also need to attack the second barrier to our housing recovery:
}he slhadow inventory—the overhang of properties that are at risk of or already in
oreclosure.

REO to Rental

With the rental market recovering faster, we need to think creatively about ways
we can dispose of this shadow inventory.

With the purchase market continuing to be dragged down by the glut of vacant
foreclosed properties and rental rates rising as those who lose their homes to fore-
closure seek rental housing, there is an unprecedented imbalance of supply and de-
mand between the purchase and rental markets.

When there are vacant and foreclosed homes in neighborhoods, it undermines
home prices and stalls the housing recovery. As part of the Administration’s effort
to help lay the foundation for a stronger housing recovery, the Department of Treas-
ury and HUD have been working with the FHFA on a strategy to transition REO
properties into rental housing. Repurposing foreclosed and vacant homes will reduce
the inventory of unsold homes, help stabilize housing prices, support neighborhoods,
and provide sustainable rental housing for American families.

With about a quarter-of-a-million foreclosed properties owned by HUD and the
GSEs, this August, HUD joined with FHFA and Treasury to issue a “Request for
Information” to generate new ideas for absorbing excess inventory and stabilizing
prices. In all, about 4,000 submissions were received.

Over the past several months, the interagency task force has been reviewing the
submissions and formulating strategies based on the best practices gathered from
the RFI. Throughout this process, the task force has continuously met with industry
members, community groups and other key stakeholders to make sure they are
heard in the strategy development process.

We expect a range of strategies to emerge; however the most commonly discussed
centers around selling REO properties to buyers who will convert and market them
as rental units.

Recently, the FHFA, in conjunction with Treasury and HUD, announced that in-
vestors may prequalify for the first major pilot sale of foreclosed properties
repurposed into rental housing. This marks the first of a series of steps that the
FHFA and the Administration are taking to develop a smart national program to
help manage REO properties, and ease the pressure of these distressed properties
on communities and the housing market.

We plan to learn and leverage all we can from this initial pilot as we work to-
wards conducting a series of additional pilots throughout the rest of the year.

Project Rebuild

While expanding REO-to-Rental is a critical tool, in the hardest-hit markets,
where prices have dropped most and the most vacant and abandoned buildings are
found, more needs to be done to jumpstart construction and reduce vacancy rates.

As I mentioned earlier, the Neighborhood Stabilization Program (NSP) has helped
improved sale prices and vacancy rates in areas with concentrated investments. In
fact, three-quarters of communities across the country with targeted neighborhood
stabilization investments have seen vacancy rates go down—and two-thirds have
seen home prices go up compared to surrounding communities. Further, the $7 bil-
lion that has been allocated under the three phases of NSP will support an esti-
mated 88,000 jobs by the time the funding is fully spent. These jobs are created in
a variety of fields including housing construction, infrastructure construction, main-
tenance and repair, management, technical consulting services, real estate, State
and local Government.

In Hernando County, Florida, our NSP investments have helped families move in
to once-foreclosed homes in hard-hit places. Just as importantly, they’ve helped keep
construction workers on the job and given real estate agents the opportunity to
show and sell homes once again. Indeed, in the La Puente community, a predomi-
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nately Hispanic suburb outside Los Angeles, these efforts have helped increase
home prices by nearly 15 percent.

However, even in these NSP investment clusters, NSP has been able to reach only
46 percent of the census tracts in the United States that are hardest hit by the fore-
closure and unemployment crisis. That is why President Obama has proposed
Project Rebuild to further stabilize neighborhoods and communities, an initiative
which would create 200,000 jobs in the places that need them most.

Nearly two thirds of the $15 billion Project Rebuild funding will be provided to
States and local governments by formula as specified in the American Jobs Act. The
remaining third will be allocated by competition—which is open to State and local
governments, nonprofits, and for profit entities and consortia of these parties.
Project Rebuild proposes important modifications to the NSP model to extend the
benefits of the program beyond affordable housing, enabling greater job creation,
and a broader positive impact on neighborhoods.

Recognizing that it’s not just abandoned homes that can drag down an entire
neighborhood, but also vacant commercial properties, Project Rebuild broadens eligi-
ble uses to allow commercial projects and other direct job creating activities, capped
at 30 percent of funds. Up to 10 percent of formula grants may be used for estab-
lishing and operating jobs programs to maintain eligible neighborhood properties.
Formula funding will go directly to States and entitlement communities across the
country. Competitive funds will be available to States, local governments, for-profit
entities, nonprofit entities and consortia of these entities.

Each State will receive a minimum of $20 million of the $10 billion in formula
funds. Funds will be targeted to areas with home foreclosures, homes in default or
delinquency, and other factors, such as unemployment, commercial foreclosures, and
other economic conditions. Project Rebuild also will expand the ability of the private
sector to participate with localities—ensuring there is the expertise and capacity to
bring these neighborhoods back in a targeted way. I urge the Committee to join with
the Administration in working toward the enactment of this proposal.

Reducing Uncertainty, Improving Access to Credit

Of course, underlying many of the issues in our housing market is a lack of cer-
tainty—of a clear understanding of the rules of the road lenders need to do business
and our housing market needs to recover. And one way to reduce uncertainty is to
clear away barriers to recovery—to resolve these matters in a way that holds those
responsible accountable, but moves us forward by creating conditions more condu-
cive for lending.

Lender Indemnification

As part of FHA’s continued efforts to protect and strengthen the MMI Fund, facili-
tate access to mortgage credit for qualified borrowers and provide clarity to our
lending partners, last month FHA issued final rule governing the process for receiv-
ing and maintaining approval to participate in the Lender Insurance (LI) process.
These new regulations will provide greater clarity regarding our expectations for our
LI lending partners, as well as the actions we will take to prevent losses when those
standards are not met.

The regulations reiterate FHA’s commitment to ongoing quality assurance reviews
of lenders with LI authority. In addition, the rule sets a standard for what con-
stitutes a “serious and material violation” of FHA origination requirements. Serious
and material violations, as well as instances of fraud or misrepresentation, will re-
quire indemnification by LI mortgagees. In providing a standard for these violations,
along with a clear process by which FHA will require indemnifications for loans that
do not meet these standards, FHA is providing a level of certainty to our partners
with regard to the types of violations which are actionable under HUD policy.

It is significant, however, that FHA currently has the ability to exercise this in-
demnification authority with respect to only one of our two classes of FHA approved
lenders. FHA Direct Endorsement (DE) Lenders are currently not subject to the
same regulations with regard to indemnification. In order to protect the MMI Fund
and ensure the term viability of the FHA, the Administration continues to pursue
legislation to allow FHA to pursue indemnifications from these DE lenders.

In addition, we believe it is important for the Federal Housing Finance Agency
to work with Fannie Mae and Freddie Mac to make clear the rules of the road for
GSE lenders with straightforward and well defined representations and warranties
that will further reduce uncertainty around repurchase risk. Equipping banks with
a better understanding of what mortgages they can be held responsible for can yield
positive externalities with respect to REO inventory overhang and the damaging im-
pact of foreclosures on house prices.
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Homeowner Bill of Rights

Consumers need certainty and clarity most of all. The Homeowners Bill of Rights
recently announced by President Obama would guarantee consumers access to a
simple mortgage disclosure form, so borrowers understand the loans they are taking
out; full disclosure of fees and penalties; guidelines to prevent conflicts of interest
that end up hurting homeowners; support to keep responsible families in their
homes and out of foreclosure; and, protection for families against inappropriate fore-
closure, including right of appeal.

Tackling All Three Barriers: Mortgage Servicing Settlement

All three of the barriers I have described—keeping people in their homes, the
shadow inventory, and uncertainty—are addressed by the historic mortgage serv-
icing settlement the Obama administration and a bipartisan coalition of attorneys
general from 49 States reached providing at least $25 billion on behalf of American
homeowners.

The product of 16 months of intensive negotiations between the five banks and
an unprecedented coalition of State attorneys general and Federal agencies, includ-
ing the Departments of Justice, Treasury, and HUD, that spanned partisan lines,
the settlement helps families keep their homes and reduces the shadow inventory
by providing relief to homeowners, in part by forcing banks to reduce the principal
balance on many loans, refinancing loans for “underwater” borrowers. In addition
the settlement will pay billions of dollars to States to stabilize communities and
cover the costs associated with the foreclosure crisis and consumers who have been
foreclosed upon.

And it reduces uncertainty by providing clear servicing standards going forward
for these five institutions which currently service over 70 percent of all mortgages—
standards that can set the stage for servicing standards going forward.

Background

In the summer of 2010, HUD initiated a large-scale review of the FHA’s largest
servicers, devoting thousands of hours to reviewing servicing files for thousands of
FHA-insured loans. While we began with a focus on failure to engage in loss mitiga-
tion, the scope of this review encompassed a long list of mortgage servicing issues,
such as lost paperwork, long delays and missed deadlines. As HUD’s Office of the
Inspector General found, the country’s five largest loan servicers routinely signed
foreclosure related documents without really knowing whether the facts they con-
tained were even correct.

In effect, many of the very same financial institutions responsible for selling loans
to people who couldn’t afford them and then packaging those mortgages to make
profits, effectively fueling the housing crisis, were actually making it worse—harm-
ing families, neighborhoods and our economy.

Following revelations of widespread use of “robo-signed” affidavits in foreclosure
proceedings across the country, the Federal-State working group launched an inves-
tigation into the problem and confronted the 5 largest servicers, representing more
than 80 percent of the loans serviced, about these problems. These banks soon ac-
knowledged that individuals had been signing thousands of foreclosure affidavits
without reviewing the validity or accuracy of the sworn statements. Several national
banks then agreed to stop their foreclosure filings and sales until corrective action
could be taken.

Other servicer-related problems were identified as well, including deceptive prac-
tices in the offering of loan modifications (for example, telling consumers that a loan
modification was imminent while simultaneously foreclosing). These performance
failures resulted in more than just poor customer service. Unnecessary foreclosures
occurred due to failure to process homeowners’ requests for modified payment plans.
And where foreclosures should have been concluded, shoddy documentation led to
protracted delays. This misconduct not only harmed homeowners—but communities,
our housing market and economy.

Relief for Homeowners

The settlement imposes monetary sanctions on the banks while providing imme-
diate and continuing relief to homeowners. The single largest Federal-State civil
settlement ever agreed to—and the largest financial recovery from the banks during
this crisis—the accord will enable hundreds of thousands of distressed homeowners
to stay in their homes through enhanced loan modifications. It will also fund pay-
ments to victims of unfair foreclosure practices and provide support for housing
counseling and State-level foreclosure prevention programs.

One of the most important features of the settlement is the $17 billion in con-
sumer relief options that will offer homeowners a variety of home retention and
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home disposition alternatives. Because the banks will receive credit for employing
these options at specified credit rates (e.g., a deficiency waiver carries a 10 percent
credit, so for every dollar supplied by the bank, it would only count 10 cents), this
$17 billion has the potential to provide as much as $32 billion in relief.

Much of this relief will come in the form of principal reduction for distressed
homeowners. Enabling these families to restructure their debt and start building eq-
uity again not only improves their prospects—but also those of their neighbors who
have watched property values plummet by $5,000-10,000 simply because there are
foreclosures on their block.

In addition, it provides:

e $3 billion for refinances for current homeowners who, because their home val-
ues are underwater, would not be able to refinance their mortgages into lower
interest rate loans.

o Approximately $2.6 billion to States which can choose to apply funds to repay
public funds lost as a result of servicer misconduct, fund housing counselors,
legal aid, and other similar purposes determined by State attorneys generals.

e A $1.5 billion Borrower Payment Fund for borrowers who were foreclosed upon
on or after January 1, 2008. Banks must notify those borrowers of their right
to file a claim. Payout is anticipated to be approximately $2,000 per person, de-
pending upon levels of claim and whether they meet some relatively basic cri-
teria. Borrowers receiving claims will not have to waive any legal rights or
claims against the banks, and can seek additional relief.

With specific regard to the Borrower Payment Fund, as I noted earlier, when
HUD initiated a large-scale review of the FHA’s largest servicers in the summer of
2010, we found that families who should not have gotten into trouble—and who
should have been able to get some help early on that was both good for them and
good for the lender—didn’t get that help—help that in many cases banks were le-
gally obligated to provide.

These %2,000 payments will be made to families who suffered from these kinds
of errors—where borrowers were charged fees that they shouldn’t have been or had
dropped calls or lost paperwork when they sought help with their mortgages.

For families who suffered much deeper harm—who may have been improperly
foreclosed on and lost their homes and could therefore be owed hundreds of thou-
sands of dollars in damages—the settlement preserves their ability to get justice in
two key ways:

First, if a borrower can document that they were improperly foreclosed on, they
can receive every cent of the compensation they are entitled to through a process
established by Federal banking regulators. The agreement also preserves the right
of homeowners to take their servicer to court. Indeed, if banks or other financial
institutions broke the law or treated the families they served unfairly, they should
pay the price—and with this settlement they will.

I would note that these funds are paid entirely by the banks. The taxpayer doesn’t
pay a dime.

And homeowners aren’t the only ones who will see the benefits of this settlement.
So, too, will the taxpayer who has paid a steep price for financial institutions’ fail-
ure to follow the law when it came to families who had FHA-insured loans. In addi-
tion to the steps I mentioned earlier that FHA is taking to protect its MMI fund,
approximately $900 million from this settlement will help shore up the FHA’s fi-
nances, preserving this critical resource for the future and protecting taxpayers’ in-
vestment.

Residential Mortgage Backed Security Group

While this historic settlement will offer significant help to those who suffered the
most harm and provide a path toward stability for our housing market and our
broader economy, it isn’t designed to address all the issues of the housing crisis.
While it resolves certain violations of civil law based on the banks’ mortgage loan
servicing activities, the United States and the State attorneys general preserved the
right to pursue claims in a number of important areas, including criminal authori-
ties, securities claims, and loan origination claims.

Indeed, in some ways, just as important as what this settlement accomplishes is
what it does not do. It will not prevent State attorneys general or regulators from
pursuing criminal cases or conducting investigations that get to the bottom of the
crisis. Last month, Attorney General Holder and I joined New York Attorney Gen-
eral Schneiderman and several other State attorneys general in announcing a work-
ing group comprised of representatives from DOJ, HUD, SEC, and the State AGs
focused on investigating the conduct of financial servicers that broke the law and
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contributed to the crash of the housing market, including securities- and origina-
tion-related cases.

New Customer Service Standards

That’s why this agreement forces the banks that service nearly 2 out of every 3
mortgages to take action to address the problems uncovered during our investiga-
tions.

In particular, these standards prohibit robo-signing, improper documentation and
lost paperwork; clarify what servicers have to do on foreclosures and modifications,
including requiring strict oversight of foreclosure processing, including of third-party
vendors; make foreclosures a last resort by requiring servicers to evaluate home-
owners for other loan mitigation options first; restrict banks from foreclosing while
the homeowner is being considered for a loan modification; and establish procedures
and timelines for reviewing loan modification applications, and give homeowners the
right to appeal denials. Having to satisfy these requirements, banks are also more
certain of the costs associated with them.

These standards will set the stage for clear, national servicing rules for all
servicers which the new Consumer Financial Protection Bureau, under the leader-
ship of Director Richard Cordray, and along with an interagency team comprised
of independent regulators as well as Treasury and HUD, are working to craft These
national standards are an aggressive and critical first step in a broader Administra-
tion effort to provide a single, straightforward set of commonsense rules that are
in keeping with Homeowner Bill of Rights that families can count on when they’re
buying a home and paying their mortgage. The standards in this settlement will
serve as benchmark for the development of these uniform rules, giving people the
confidence that lenders and servicers are following a long list of rights should they
ever lose a job or have a medical emergency that puts their home at risk.

Lastly, the settlement’s release of limited origination claims with both Bank of
America and Citibank which, coupled with the Lender Insurance indemnification
rule discussed earlier, provides clarity for lenders on when the FHA will take action,
reducing concerns over lawsuits and additional reputational risk. In the same way,
clarifying representations and warranties at the GSE level will help to achieve a
well-defined and well understood buyback policy that fosters a degree of uniformity
and certainty across the Government-backed space.

An Economy Built to Last

And so, Mr. Chairman, as you can see, we have made very important, significant
progress in recent months to get our housing market back on track—helping tens
of thousands of additional families refinance, putting in place the most significant
principal reduction effort in history and establishing critical consumer protections
that hold powerful institutions accountable for their actions, help our housing mar-
lget recover and give every homeowner the dignity, respect and fair treatment they

eserve.

But for all this progress, we can’t declare victory and go home. We still need Con-
gress to act to ensure that every responsible family in America, regardless of who
services their loan, has the opportunity to refinance.

We still need to continue our work together to create a robust private system of
housing finance and protect the FHA fund for the future.

And we still need a balanced national housing policy that ensures Americans have
access to credit for those in a position for sustainable home ownership, assistance
for those who feel the strain of high housing costs, rental options near good schools
and good jobs, and above all—choices in housing that make sense for them and for
their families.

That is the goal of all this work—and it is fundamental to creating an economy
built to last. And I look forward to working with Congress to make it possible.
Thank you.

PREPARED STATEMENT OF ELIZABETH A. DUKE
GOVERNOR, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

FEBRUARY 28, 2012

Chairman Johnson, Ranking Member Shelby, and Members of the Committee,
thank you for inviting me to talk about the current situation in housing markets.
The Federal Reserve has a keen interest in the state of housing and has been ac-
tively engaged in analyzing issues in the housing and mortgage markets. Issues re-
lated to the housing market and housing finance are important factors in the Fed-
eral Reserve’s various roles in formulating monetary policy, regulating banks, and



129

protecting consumers of financial services. In particular, the failure of the housing
market to respond to lower interest rates as vigorously as it has in the past indi-
cates that factors other than financial conditions may be restraining improvement
in mortgage credit and housing market conditions and thus impeding the economic
recovery. Federal Reserve staff have been actively working to understand the rea-
sons behind the impairment in housing and mortgage markets and the tradeoffs in-
volved in designing policies that would remove obstacles to normal market func-
tioning.

On January 4, 2012, the Federal Reserve released a staff paper titled “The U.S.
Housing Market: Current Conditions and Policy Considerations”, which is attached
at the end of my written statement. The paper provides information on current con-
ditions in the housing market and analytic background on some housing market
issues. Although the paper does not include recommendations for any specific policy
actions, it does lay out a framework for discussion by outlining some options and
tradeoffs for policy makers to consider. My testimony today will be drawn from this
paper.

Six years after aggregate house prices first began to decline, and more than 2
years after the start of the economic recovery, the housing market remains a signifi-
cant drag on the U.S. economy. In a typical economic cycle, as the economy turns
down households postpone purchases of durable goods such as housing. Once the
cycle bottoms out, improving economic prospects and diminishing uncertainty usu-
ally help unleash this pent-up demand. This upward demand pressure is often aug-
mented by lower interest rates, to which housing demand is typically quite respon-
sive.

The current economic recovery has not followed this script, in part because the
problems in the housing market are a cause of the downturn as well as a con-
sequence of it. The extraordinary fall in national house prices has resulted in $7
trillion in lost home equity, more than half the amount that prevailed in early 2006.
This substantial blow to household wealth has significantly weakened household
spending and consumer confidence. Another result of the fall in house prices is that
around 12 million households are now underwater on their mortgages—that is, they
owe more on their mortgages than their homes are worth. Without equity in their
homes, many households who have experienced hardships, such as unemployment
or unexpected illness, have been unable to resolve mortgage payment problems
through refinancing their mortgages or selling their homes. The resulting mortgage
delinquencies have ended in all too many cases in foreclosure, dislocation, and per-
sonal adversity. Neighborhoods and communities have also suffered profoundly from
the onslaught of foreclosures, as the neglect and deterioration that may accompany
vacant properties makes neighborhoods less desirable places to live and may put
further downward pressure on house prices.

An ongoing imbalance between supply and demand exacerbates these problems in
the housing market. For the past few years, the actual and potential supply of sin-
gle-family homes for purchase has greatly exceeded the effective demand, in part
because of the large number of homes that have come back onto the market after
moving through the foreclosure process. The elevated pace of foreclosures, unfortu-
nately, is likely to be sustained for quite a while and therefore will continue to put
downward pressure on home prices.

At the same time, a host of factors have been weighing on housing demand. Many
households have been reluctant or unable to purchase homes because of concerns
about their income, employment prospects, and the future path of home prices.
Tight mortgage credit conditions have also prevented many households from pur-
chasing homes. Although some retrenchment in lending standards was necessary
and appropriate given the lax standards that prevailed before the crisis, current
lending practices appear to be limiting or preventing lending even to creditworthy
households.

In the paper, we discussed the benefits and costs of a variety of policy options
that have been proposed to respond to these difficult housing issues, including in-
creasing credit availability for households seeking to purchase a home or to refi-
nance an existing mortgage; exploring the scope for further mortgage modifications,
including encouraging short sales and deeds-in-lieu of foreclosure in cases where
foreclosure cannot be avoided; and expanding the options available for holders of
foreclosed properties to dispose of their inventory responsibly. Any policy proposals,
though, will require wrestling with difficult choices and tradeoffs, as initiatives to
benefit the housing market will likely involve shifting some of the burden of adjust-
ment from some parties to others.

I greatly appreciate the leadership that the Senate Banking Committee has
shown on the profound challenges facing the housing market. For its part, the Fed-
eral Reserve will continue to use its policy tools to support the economic recovery
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and carry out its dual mandate to foster maximum employment in the context of
price stability. In its supervisory capacity, the Federal Reserve will continue to en-
courage lenders to find ways to maintain prudent lending standards while serving
creditworthy borrowers.

Thank you again for inviting me to appear before you today. I would be happy
to answer any questions you may have.
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January 4, 2012
The U.S. Housing Market: Current Conditions and Policy Considerations

The ongoing problems in the U.S. housing market continue to impede the economic recovery.
House prices have fallen an average of about 33 percent from their 2006 peak, resulting in about
§7 trillion in household wealth losses and an associated ratcheting down of aggregate
consumption. At the same time, an unprecedented number of households have lost, or are on the
verge of losing, their homes. The extraordinary problems plaguing the housing market reflect in
part the effect of weak demand due to high unemployment and heightened uncertainty. But the
problems also reflect three key forces originating from within the housing market itself: a
persistent excess supply of vacant homes on the market, many of which stem from foreclosures;
amarked and potentially long-term downshift in the supply of mortgage credit; and the costs that
an often unwieldy and inefficient foreclosure process imposes on homeowners, lenders, and
communities.

Looking forward, continued weakness in the housing market poses a significant barrier to a more
vigorous economic recovery. Of course, some of the weakness is related to poor labor market
conditions, which will take time to be resolved. At the same time, there is scope for
policymakers to take action along three dimensions that could ease some of the pressures
afflicting the housing market. In particular, policies could be considered that would help
moderate the inflow of properties into the large inventory of unsold homes, remove some of the
obstacles preventing creditworthy borrowers from accessing mortgage credit, and limit the
number of homeowners who find themselves pushed into an inefficient and overburdened
foreclosure pipeline. Some steps already being taken or proposed in these areas will be
discussed below.

Taking these issues in turn, the large inventorv of foreclosed or surrendered properties is
contributing to excess supply in the for-sale market, placing downward pressure on house prices
and exacerbating the loss in aggregate housing wealth. At the same time, rental markets are
strengthening in some areas of the country, reflecting in part a decline in the homeownership
rate. Reducing some of the barriers to converting foreclosed properties to rental units will help
redeploy the existing stock of houses in a more efficient way. Such conversions might also
increase lenders” eventual recoveries on foreclosed and surrendered properties.

Obstacles limiting access to mortgage credit even among creditworthy borrowers contribute to
weakness in housing demand, and barriers to refinancing blunt the transmission of monetary
policy to the household sector. Further attention to easing some of these obstacles could
contribute to the gradual recovery in housing markets and thus help speed the overall economic
recovery.
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Finally, foreclosures inflict economic damage beyond the personal suffering and dislocation that
accompany them.! In particular, foreclosures can be a costly and inefficient way to resolve the
inability of households to meet their mortgage payment obligations because they can result in
“deadweight losses,” or costs that do not benefit anyone, including the neglect and deterioration
of properties that often sit vacant for months (or even vears) and the associated negative effects
on neighborhoods.” These deadweight losses compound the losses that households and creditors
already bear and can result in further downward pressure on house prices. Some of these
foreclosures can be avoided if lenders pursue appropriate loan modifications aggressively and if
servicers are provided greater incentives to pursue alternatives to foreclosure. And in cases
where modifications cannot create a credible and sustainable resolution to a delinquent
mortgage, more-expedient exits from homeownership, such as deeds-in-lieu of foreclosure or
short sales, can help reduce transaction costs and minimize negative effects on communities.

Intertwined in these issues is the unresolved role of the government-sponsored enterprises
(GSEs) Fannie Mae and Freddie Mac, in both the near term and long term.” The GSEs hold or
guarantee significant shares of delinquent mortgages and foreclosed properties. Because of their
outsized market presence, the GSEs’ actions affect not only their own portfolios, but also the
housing market overall. However, since September 2008, the GSEs have operated in
conservatorship under the direction of the Federal Housing Finance Agency (FHFA), with
specific mandates to minimize losses for taxpayers and to support a stable and liquid mortgage
market. In many of the policy areas discussed in this paper--such as loan modifications,
mortgage refinancing, and the disposition of foreclosed properties--there is bound to be some
tension between minimizing the GSEs” near-term losses and risk exposure and taking actions
that might promote a faster recovery in the housing market. Nonetheless, some actions that
cause greater losses to be sustained by the GSEs in the near term might be in the interest of
taxpayers to pursue if those actions result in a quicker and more vigorous economic recovery.

! This paper does not address the important issues surrounding whether lenders and servicers have appropriately
carried out their roles in foreclosures. In April 2011, the Federal Reserve, along with the other federal banking
agencies, announced formal enforcement actions requiring many large banking organizations to address a pattern of
misconduct and negligence related to deficient practices in residential mortgage loan servicing and foreclosure
processing. These deficiencies represented significant and pervasive compliance failures and unsafe and unsound
practices at these institutions. For further information, see Board of Governors of the Federal Reserve System
(2011), “Federal Reserve Issues Enforcement Actions Related to Deficient Practices in Residential Mortgage Loan
Servicing and Foreclosure Processing,” press release, April 13,
www.federalreserve.gov/newsevents/press/enforcement/20110413a.htm, and Board of Governors of the Federal
Reserve System (2011), “Federal Reserve Board Announces a Formal Enforcement Action against the Goldman
Sachs Group, Tnc., and Goldman Sachs Bank USA,” press release, September 1,
www.federalreserve.gov/newsevents/press/enforcement/20110901b.htm.

% See, for example, John Y. Campbell, Stefano S. Giglic, and Parag P. Pathak (2011), “Forced Sales and House
Prices,” American Economic Review, vol. 101 (August), pp. 2108-31,
www.aeaweb.org/atypon.php?return_to=/doi/pdfplus/10.1257/aer.101.5.2108; and Dan Immergluck and Geoff G.
Smith (2006), “The External Costs of Foreclosure: The Impact of Single-Family Mortgage Foreclosures on
Property Values,” Housing Policy Debate, vol. 17 (1), pp. 57-80 (Washington: Fannie Mae Foundation),
http://content knowledgeplex.org/kp2/cache/documents/1 860/186040.pdf.

* This paper does not discuss alternatives for longer-term restructuring of the housing finance market, including the
future form or role of the GSEs.
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In this report, we provide a framework for thinkang about direchions policymakers mught take to
help the housing market. Cur goal 13 not to provide a detal ed Bluepnnt, but rather to cutline
1zsues and tradeoffs that policymakers might consider, We caution, however, that although
policy action in these areas could Facilitate the recovery of the housing market, economic losses
will remain, and these losses must ultmately be allocated among bomeowners, lenders,
guarantors, 1nvestors, and taxpayers.

We bagin with some background regardng housing market conditions. We then discuss
proposals aimed at foreclosed propertes that are owned by financial instiutions such as the
GSEs orbanks. After that, we examine proposals mmed at hom eowners & nsk of default or
foreclosure. Finally, we discuss 1deas For improving mortgage servicing prachces.

Housing Market Conditions
House Prices and Inplications jor Household Wealth

Heuse prices for the nation as a whole (figure 1) declined sharply frem 2007 to 2009 and remain
about 33 percent below their early 2006 peal, according to data from CoreLogic. For the United
States as a whele, declines on this scale are unprecedented since the Great Depression. In the
aggregate, more than §7 tnillion in home equity (the difference between aggregate home values
andmortgage debt owed by hom eowners)--more than half of the aggregate home equity that
existed in early 2006—has been lost. Further, the ratio of home eqguity to @ spozable personal
incmnic has dechined to 35 percent (Agare 2), far below levels seen since thes data senes began in
1950

Fig. 1: House Prices
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Fig. 2: Ratio of Home Equity to Disposable Personal
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This substantial blow to household wealth has significantly weakened household spending and
consumer confidence. Middle-income households, as a group, have been particularly hard hit
because home equity is a larger share of their wealth in the aggregate than it is for low-income
households (who are less likely to be homeowners) or upper-income households (who own other
forms of wealth such as financial assets and businesses). According to data from the Federal
Reserve’s Survey of Consumer Finances, the decline in average home equity for middle-income
homeowners from 2007 through 2009 was about 66 percent of the average income in 2007 for
these homeowners. In contrast, the decline in average home equity for the highest-income
homeowners was only about 36 pereent of average income for these homeowners,”

For many homeowners, the steep drop in house prices was more than enough to push their
mortgages underwater--that is, to reduce the values of their homes below their mortgage balances
(a situation also referred to as negative equity). This situation is widespread among borrowers
who purchased homes in the vears leading up to the house price peak, as well as those who
extracted equity through cash-out refinancing. Currently, about 12 million homeowners are
underwater on their mortgages (figure 3)--more than one out of five homes with a mortgage.® In
states experiencing the largest overall house price declines--such as Nevada, Arizona, and
Florida--roughly half of all mortgage borrowers are underwater on their loans.

¥ Middle-income households are defined as those in the 40" through 60" percentiles of the household income
distribution. High-income households are defined as those with income exceeding the 90™ percentile of the
household income distribution. In 2007, the 40% percentile was around $40,000; the ot percentile was around
$65,000; and the 90™ percentile was around $150,000.

¢ This calculation does not account fully for second liens. The share of underwater borrowers would likely be a bit
higher if we had complete coverage of these liens. These estimates are derived from CoreLogic and LPS Applied
Analytics data.
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Fig. 3: Mortgages with Negative Equity
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Negative equity is a problem because it constrains a homeowner’s ability to remedy financial
difficulties. When house prices were rising, borrowers facing payment difficulties could avoid
default by selling their homes or refinancing into new mortgages. However, when house prices
started falling and net equity started turning negative, many borrowers lost the ability to
refinance their mortgages or sell their homes. Nonprime mortgages were most sensitive to house
price declines, as many of these mortgages required little or no down payment and hence
provided a limited buffer against falling house prices. But as house price declines deepened,
even many prime borrowers who had made sizable down payments fell underwater, limiting their
ability to absorb financial shocks such as job loss or reduced income.”

The resulting surge of delinquencies (figure 4) has overwhelmed the housing finance system.
Mortgage servicers were unprepared for the large number of delinquent borrowers and failed to
invest the resources necessary to handle them properly, resulting in severely flawed and, in some
cases, negligent servicing practices. Exacerbating the problem, some of the incentives built into
servicing contracts encouraged foreclosures rather than loan modifications.

7 For more discussion, see Christopher Mayer, Karen Pence, and Shane M. Sherlund (2009), “The Rise in Mortgage
Defaults,” Journal of Economic Perspectives, vol. 23 (Winter), pp. 27-50,
www.aeaweb.org/atypon. php?return_to=/doi/pdfplus/10.1257/jep.23.1.27.
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Fig. 4: Prime Mortgage Delinquency Rates
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Mortgage Cradit Congditions

A a result of these developments, morigage credit condiions have tightened dramatically from
thear prerecesmon levels Mortgage lending standards were lax, at begt, in the years before the
heuse price peak, and some tightening relative to pre-cnsis practices was necessary and
approprate. Monetheless, the extracrdinanly tight standards that currently preval reflect, in part,
ehetacles that limat or prevent lending to creditwerthy borrewers. Tight standards can talkee many
forms, including stncter underwniting, higher fees and mterest rates, more-stningent
documentati on requirements, langer required down payments, stncter apprasal standards, and
fewer available mortgage [:tru-ﬁlu.l:ts.a Bank responses to the quasterdy Senior Loan Officer
Opanten Survey on Bank Lending Practices indicate perastent net tightening in lending standards
for mortgages to purchase homes from 2007 through 2009, and surveys since then have wet 1o
show any unwinding of that move, even for pnme mongages shpble for GSE or Federal
Housing Administranon (FHA) goarantess, for which lendsrs do not bear the credit nsk 3

Crher data show, for instance, that 1 ess than half of lenders are currently offenng mortgages to
berrowers with a FICO score of 620 and a down payment of 10 percent (Bgure 5)—even though
these loans are within the GSE purchase parameters ' This hestancy on the part of lenders 18
due in part to concerns abowt the high cost of servicing in the event of loan delinquency and fear
that the GZEs could force the lender to repurchase the loan if the borrower defaults in the

orich regaed Lo appratesls, the Appesissl Foundstion's Appradesl Practices Board bae recendy iesosd for public
comament & drafl of gudance that would address the speaal chalenges of pesfomang readential spprasalsin
declmnng. vahs markels, including the method by which sppresssrs sseembie dats on markel condhilione snd the
etend 1o which distrepsed & arssclions should effect the comparabe. saleg valustion of & property.

*Resudts foom the Senior Loan Officer 10 pint om Siarvey on Bank Lending PracEces s available ot

wwrw Federdreserve. gowbosrddoc 'l oersurvey.

¥ Federal Feserve saff caboulstion bassd on dea from LoanSifter,
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future.!! Concems about the hugh cost of sermcing reflect recent expenence, in which servcers
were badly underprepared to deal wath the volume of troubled loans, aleng with cngoing
uncertainty about the cost of compliance with mortgage servicing-related regulatory
requirements going forward, prospective capital reatment of mortgage servicing nghts under
Basel I may also be affecting the perceived costs and benefits of servicing operations. Lenders'
reaction to the possbality of forced repurchases haghlights the tradeoff between the GSEs
pursuing a policy of reducang their near-term losses and risk exposure versus adopting policies to
support the broader howsing masket. Aggressively puthng back dehinquent leans to lenders helps
the GSEs maximvize ther peafits on old bunness and thus limats their draws on the S Treasury,
bt at the same time, 1t disconrages lenders from onginabng new mortgages, Meanwhile, for
loams that are ineligible for GSE purchase, only high-credit-score borrowers generally have
access to financing, and lenders often keep these loans 1n portfelio, leading them to be selective
abaut the volume of such loans they criginate.

Fig. 5: Percent of Lenders Offering GSE-Eligible
Loans by Cradit Quality Percant

i 2011 to dade
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Reduced mortgage lending 12 also notable ameng potential first-time homebuyers, whe are
tpically an important sousce of incremental housing demand  These households often hawve
relatsvely new credit profiles and  ower-than-average credit scores, as they tend to be younger
and hawe fewer economic resources to make alarge down payment. Consumer credit record data
show that the share of 29- to 3-year-olds getting a first-hime mortgage was significantly lower

O 4ty e (35E ¢ prrchiass merigages from cngmstors, the costracts specrfy that the origrators make
“represniabions and warranbies” wilh resped to information relaed to the borrower, propedty, and 80 on [n the cam
of delinquency; iFthe GEEs beliewe thess nepresentations snd warranties were wol sbed (For exemple, infomation
wasFdse or iradequalely venfied), they can “pud back” the boen to the originator, who iz oblgated to repurchase the
morigage & par value
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in the past 2 years than it was 10 vears earlier."” The same data show that the drop-off was more
pronounced among individuals with less-than-excellent credit scores, even in parts of the country
where unemployment rates are better than the national average.” These data suggest a large
decline in mortgage borrowing by potential first-time homebuyers due to not only weaker
housing demand, but also the effect of tighter credit conditions on all but the highest-credit-
quality borrowers.

At the same time, a host of factors have been weighing on housing demand. High
unemployment and weak income growth have made it difficult for many households to purchase
homes despite the large declines in house prices and mortgage rates. Uncertainty about the
future prospects for the economy and labor market has also likelv made some households
reluctant to buy homes. The combination of weak demand to purchase homes and the restricted
supply of mortgages has put considerable downward pressure on house prices in many areas.

Addressing Foreclosed Properties: REO to Rental
Background

At the same time that housing demand has weakened, the number of homes for sale is elevated
relative to historical norms, due in large part to the swollen inventory of homes held by banks,
guarantors, and servicers after completion of foreclosure proceedings. These properties are often
called real estate owned, or REQ, properties. While the total stock of REO properties is difficult
to measure precisely, perhaps one-fourth of the 2 million vacant homes for sale in the second
quarter of 2011 were REO properties. The combination of weak demand and elevated supply
has put substantial downward pressure on house prices, and the continued flow of new REO
properties--perhaps as high as 1 million properties per year in 2012 and 2013--will continue to
weigh on house prices for some time." To the extent that REO holders discount properties in
order to sell them quickly, the near-term pressure on home prices might be even greater.

In contrast to the market for owner-occupied houses, the market for rental housing across the
nation has recently strengthened somewhat. Rents have turned up in the past vear (figure 6), and
the national vacancy rate on multifamily rental properties has dropped noticeably from its peak
in late 2009. These developments have been fairly widespread across metropolitan areas. The
relative strength of the rental market reflects increased demand as families who are unable or
unwilling to purchase homes are renting properties instead. Rental demand has also been

" In particular, 17 percent of individuals in this age group acquired a mortgage for the first time between mid-1999
and mid-2001, while only 9 percent did so between mid-2009 and mid-2011. These figures were calculated using
data from the FRBNY/Equifax Consumer Credit Panel.

B For example, among individuals with credit scores between 620 and 740 and who lived in counties with
unemployment rates less than 9 percent in 2010, the share obtaining first-time mortgages was 23 percent from 1999
through 2001 and only 14 percent from 2009 through 2011. In contrast, individuals with credit scores above 740 in
the same counties experienced a decline of just 2 percentage points (26 percent to 24 percent). These figures were
calculated using data from the FRBNY/Equifax Consumer Credit Panel.

Y The timing of future REO flows is difficult to forecast because the foreclosure process has slowed considerably in
many states since the October 2010 revelations of significant deficiencies in foreclosure processes at many servicers.
Foreclosures in states with judicial foreclosure processes have been particularly affected.
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rental housing, most commenly to single-family rentals !
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The price signals in the owner-occupied and rental housing markets —that 15, the dechinein house
prices and the nse in rents —-suggest that it might be appropmate in some cases to redeploy
foreclosed homes as rental properties, In additen, the forces behind the decline in the
homeownershp rate, such as bght credit condtions, are unhikdy to unwind sgmficantly mn the
imm ediate future, indicating a lenger-term need for an expanded stock of rental housing,

Although seadl inwestors are currently buying and converting Eorec] osed properties to rental
umits on a limited scale, larger-coale conwersions have not occurred for at least three mnterre] ated
reasons. First, it can be difficult for an investor to assemble encugh geographical ly proximate
properties to achieve efficiencies of scale with regard to the fixed costs of a rental pmg:m.m
Second, attracting investors to bulk sales opportunities—whether for rental or resale--has
trpecally required BEO hol ders to offer significantly larger price concessions relative to direct
sales bo owmer cocupants through conventional realter-listing channels, in part becanse it can be
ifficult for investors to obtan financing for such sales. Third, the supervisory policy of GSE
andbanking organizaton regulators has generally encouraged sales of REQ property as early as
prachcatle. We discuss each of these 155ues 10 more detail [

™ Zee Raven Molloy and Hul Shan (3011), “The Post-Foreclosure Experience 0f U 5. Housshalds,™ Finance end
Economics Dnscusseon Series J011.32 (Washnglon: Bowd of Governoes of the F ederd Reoserve Syslem, May),
wrw federdeeserve. gowipubafeds011201132.
¥ Conader the most cof-effechive form of retad housing a lesge apariment buldngin which the cods of operting
the hualding s gwesd ove nany wdle By pooling ceaby properlies, 8 rental program can come clossr bo
?pmimﬁngh efficiencies of aloge sputment bulding.

As disoussed lader in this paper, wnder banking bows snd regul dions, banking o ganzsbions geoenlly m sy not
engage in properly mansgemerd &5 an ongoing busness, alibough they sre gersrally dlowed 1o munage RED
propedtiss danng the pesmified REQ holding pariods. [n contras, ose whio make decisions regreding Sspostion
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Characteristics of REQ Properiies

Fannie Mae, Freddie Mac, and the FHA together hold about half of the outstanding REO
inventory and so might be able to aggregate enough properties to facilitate a cost-effective rental
program in many rental markets. As of early November 2011, about 60 metropolitan areas each
had at least 250 REO properties currentlly for sale by the GSEs and FHA--a scale that could be
large enough to realize efficiency gains.'® Atlanta has the largest number of REO properties for
sale by these institutions with about 5,000 units. The next-largest inventories are in the
metropolitan areas of Chicago; Detroit; Phoenix; Riverside, California; and Los Angeles, each of
which have between 2,000 and 3,000 units.

Other financial institutions also hold or control substantial inventories of REO properties. More
than one-fourth of REO properties are held by non-agency securitized pools, which are
controlled by mortgage servicers under the terms of pooling and servicing agreements. Because
these properties are more likely to have been financed by subprime and alt- A loans, they are
concentrated in somewhat different metropolitan areas than the inventory held by the GSEs and
FHA. About 50 metropolitan areas appear to have at least 250 REO properties held by
securitized pools, with the largest inventories in Miami; Los Angeles; Riverside, California;
Chicago; and Las Vegas.19 The remaining REO inventory--a bit less than one-fourth--is held by
commercial banks and thrifts. Roughly 50 metropolitan areas each have at least 250 properties
held by these institutions, and the geographic distribution of these properties is similar to that of
the inventory held by the GSEs.

Not all of these REO properties are good candidates for rental properties, even in geographic
markets with sufficient scale. As discussed in more detail later, some properties are badly
damaged, in low-demand locations, or otherwise low value. Nonetheless, according to Federal
Reserve staff calculations, many REQ properties appear to be viable rental properties in terms of
both physical adequacy and potential attractiveness to tenants. For example, most REO
properties are in neighborhoods with median house values and incomes that are roughly similar
to the medians for the metropolitan area overall ™ Similarly, the vast majority of REO properties
are in neighborhoods with an average commute time that is similar to the average for the entire
metrop(;lzitan area, suggesting that the properties are not located unusually far from employment
centers.

of REO properties in securitized pools may be, or may feel, restrained from renting properties by provisions in the
pooling and servicing agreements.

' Federal Reserve staff calculations from data on the Department of Housing and Urban Development’s Real-Estate
Owned Properties Portal, available at www huduser.org/reo/reo.html. Recently, only around half of the properties in
the REO inventories of the GSEs have been offered for sale at any given point. The other properties are leased to
existing tenants under the provisions of the Protecting Tenants at Foreclosure Act, are located in states witha
redemption period after foreclosure, or are under renovation or otherwise unavailable for sale.

'* Federal Reserve staff calculation based on data from CoreLogic.

* Federal Reserve staff calculation based on data provided by McDash Analytics, LLC, a wholly owned subsidiary
of Lender Processing Services, Inc.

* About three-fourths of REQ properties are in neighborhoods where the median house values and incomes are
greater than 80 percent of the medians for the metropolitan area.

2 Data on median house values, income, and commute times are from the 2000 Census.
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Many REO properties also appear to be viable rental properties in terms of improving loss
recoveries to the REO property holder. One method of gauging the profitability of renting a
particular property is to calculate its capitalization rate, or cap rate--the expected annual cash
flows from renting the property relative to the price at which the REO property holder could
expect to sell it in the owner-occupied market.”® Preliminary estimates suggest that about two-
fifths of Fannie Mae’s REO inventory would have a cap rate above 8 percent--sufficiently high
to indicate renting the property might deliver a better loss recovery than selling the property.™
Estimated cap rates on the FHA’s REO inventory are a bit higher--about half of the current
inventory has a cap rate above 8 percent--because FHA properties tend to have somewhat lower
values relative to area rents. These cap rate calculations are illustrative examples subject to a
number of assumptions, and do not control for the fact that holding on to properties and renting
them may entail more risk than selling into the owner-occupied market. In particular, the REO
holder receives cash in the event of a sale, but earns a potentially higher but more uncertain
return from renting a property.

Finally, the number of properties currently in the foreclosure process is more than four times
larger than the number of properties in REQ inventory. The geographic distribution of these
“pipeline” properties is similar to that of REO properties, although states that are experiencing
significant foreclosure delays tend to have larger backlogs.” If recent trends continue, the share
of REO inventory held by the GSEs and FHA should increase.

REQ to Rental Program Design

The data cited earlier suggest that a government-facilitated REQO-to-rental program has the
potential to help the housing market and improve loss recoveries on REO portfolios. The FHFA
released a request for information on August 10, 2011, to collect information from market
participants on possible ways to accomplish this objective and received more than 4,000
responses. An interagency group in which the Federal Reserve is participating is considering
issues related to the design of a program that would facilitate REO-to-rental conversions. As no
such program currently exists, predicting its success or efficacy is difficult. Ongoing
experimentation and analysis will be a crucial component of developing such a program.

 For further discussion of cap rates in the real estate context more generally, see Board of Governors of the Federal
Reserve System, Division of Banking Supervision and Regulation (2009), “Interagency Policy Statement on Prudent
Commercial Real Estate Loan Workouts,” Supervision and Regulation Letter, SR 09-07 (October 30, p. 31,
www.federalreserve.gov/boarddocs/srletters/2009/sr0907a1 pdf.

* The return from renting is the annual gross rental income less leasing costs, maintenance expenses, property taxes,
management fees, and foregone rent when the property is vacant. This estimate assumes leasing costs are equal to
one month’s rent, management fees are 8 percent of monthly rent, maintenance expenses are 2 percent of the
property’s market value, and the property is vacant for one month per year. Data on rents are from Zillow and the
2010 American Community Survey, and data on property taxes are from the 2007-09 American Community Survey.
The cap rate estimates are based on Fannie Mae’s and the FHA’s REO portfolios as of midsummer 2011.

% Of course, it is possible that properties will transition from foreclosure to REQ at a faster rate in some locations
than others, for instance due to state foreclosure laws, so the flow of incoming REO could be distributed somewhat
differently than the current stock.
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A government-facilitated REO-to-rental program could take many forms. The REO holder could
rent the properties directly, sell the properties to a third-party investor who would rent the
properties, or enter into a joint venture with such an investor. In making this decision,
policymakers should consider what program design will provide for the best loss recoveries and
the best outcomes for communities.

To date, REO holders have avoided selling properties in bulk to third-party investors because the
recoveries that REO holders receive on such sales are generally lower than the corresponding
recoveries on sales to owner occupants. Investors considering such bulk-sale transactions tend to
demand a higher risk premium than owner occupants and thus will purchase only at lower prices.
Investors in such transactions also might have more difficulty obtaining debt financing than
owner occupants. Although mortgage products are available for individual one- to four-family
houses and for multifamily properties (albeit currently at tight terms), no mortgage products
currently exist for a portfolio of single-family homes.”® In addition, REO holders must absorb
the costs of assembling inventory for bulk sale--that is, holding properties off the market until
enough properties have been assembled to cover the fixed costs of a rental program. Until the
inventory is assembled, the REO holder receives no revenue from the property but incurs direct
financing costs; carrying costs such as taxes, utilities, and maintenance expenses; and the
continued depreciation of the property.

An REO-to-rental program that relies on sales to third-party investors will be more viable if this
cost-pricing differential can be narrowed. REO holders will likely get better pricing on these
sales if the program is designed to be attractive to a wide variety of investors. Selling to
third-party investors via competitive auction processes may also improve the loss recoveries.

Providing investors with debt financing will likely also affect the prices they offer on bulk pools
of REO properties. As noted, such financing is largely unavailable now, thus limiting the
number of potential investors. In the current tight mortgage lending environment, private lenders
may not have the capacity to fund a large-scale rental program, and it may be appropriate for
REO holders to fill the gap. However, whether such funding should be subsidized is an
important question. Subsidized financing provided by the REQ holder may increase the sales
price of properties, but at the cost of reducing the REO holder’s future income stream. If so, the
costs of such financing need to be accounted for in the rental program.

In addition, a program that minimizes the amount of time that a vacant property lingers in REO
inventory before being rented would reduce disposition costs to the REO holder. These costs
might be reduced by including properties that are already rented, such as properties rented under
the provisions of the Protecting Tenants at Foreclosure Act.”’ Another possibility is to auction to

% 1 is unclear whether these mortgages have not existed because of a historical lack of demand (that is, under earlier
housing market conditions, investors did not find operating large-scale rental programs of single-family homes
attractive) or because lenders perceived such loans as not worth the risk.

T The Protecting Tenants at Foreclosure Act of 2009 protects tenants from immediate eviction by persons or entities
that become owners of residential property though the foreclosure process. Title VII of the Helping Families Save
Their Homes Act of 2009. Public Law 111-22, effective May 20, 2009 (www.gpo.gov/fdsys/pkg/PLAW-
111publ22/pdfPLAW-111publ22.pdf).
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investors the rights to acquire, in a given neighborhood, a future stream of properties that meet
certain standards instead of auctioning the rights to current REO holdings. A third possibility is
to encourage deed-for-lease programs, which circumvent the REO process entirely by combining
a deed-in-lieu of foreclosure--whereby the borrower returns the property to the lender--with a
rent-back arrangement in which the borrower remains in the home and pays market rent to the
lender.

If, after addressing these obstacles, selling to third-party investors still provides lower loss
recoveries than selling to owner occupants, policymakers might want to consider the merits of
allowing or facilitating the rental of properties by REQO holders themselves. Alternatively,
policymakers may judge that the broader positive effects on the economy from redirecting
properties to the rental market justify a moderate decline in loss recoveries. Finally, even if the
cost differential is large at this point, the calculation may change if the foreclosure process
accelerates in some states and REO holders experience significant increases in their inventories.

An REO-to-rental program should also consider the effects that poorly managed or maintained
properties have on communities and, in particular, ensure that communities are not damaged by
rental practices. For example, investors might be allowed to bid on properties only after
demonstrating some experience with property management and commitment to rehabilitation of
properties. Experienced nonprofit organizations with established ties to the community could
also play a natural role as rental managers. In the case of for-profit companies or joint ventures,
investors might be given an incentive to provide appropriate property management by deferring
some of their compensation. Investors might receive some proportion of their payment only
after several vears of renting properties in a manner consistent with “good landlord” practices
and compliance with pertinent landlord-tenant and fair-housing requirements.

A final consideration is the length of time REO properties are rented before they are placed on
the for-sale market. Given the depressed state of the housing market, properties may remain
rental properties for an extended period. Rent-to-own provisions, which would give existing
tenants the option to purchase their properties during their tenancies, might facilitate the
transition of some renters back to the owner-occupied market. Such provisions may also reduce
costs by encouraging renters to maintain their properties to a greater extent.

The Role of Banks

The GSEs, of course, do not hold all of the residential REQ exposure. As of September 2011,
U.S. commercial banks had $10 billion in residential REO properties on their balance sheets,
while savings and loans had an additional $1.4 billion.”® Generally, banking organizations are
not permitted to engage in real estate ownership or property management, and supervisory policy
typically encourages banking organizations to dispose of REO property as carly as practicable.
However, current law clearly contemplates some scope for REO ownership to last beyond the
fastest-possible disposition. In particular, federal laws dealing with bank holding companies and

% In aggregate, the serviced-for-others REQ portfolios managed by banking organizations are significantly larger
than their owned portfolios. These statistics are for the owned portfolios in depository institutions, as disclosed in
bank and thrift regulatory reports.
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national banks and state laws dealing with state-chartered banks typically allow banking
institutions to hold REO properties for a time (such as up to five years), and often include a
possibility of extending the permissible holding period, if approved by the appropriate regulator.
During this holding period, banking organizations are permitted to rent the REO properties on
their balance sheets, as well as manage the properties directly or through a third-party vendor,
and take steps necessary to keep up the properties” condition and value. Regulators generally
expect that such rentals would be done with the goal of improving the ultimate recovery to the
banking organizations. Regulators also expect that banking organizations engaged in rental of
REO properties demonstrate ongoing good faith efforts to sell the properties within the statutory
and regulatory time periods and as appropriate under prevailing market conditions.

In light of the current unusually difficult circumstances in many housing markets across the
nation, the Federal Reserve is contemplating issuing guidance to banking organizations and
examiners to clarify supervisory expectations regarding rental of residential REO properties by
such organizations while such circumstances continue (and within relevant federal and statutory
and regulatory limits). If finalized and adopted, such guidance would explain how rental of a
residential REQ property within applicable holding-period time limits could meet the
supervisory expectation for ongoing good faith efforts to sell that property. Relatedly, if a
successful model is developed for the GSEs to transition REO properties to the rental market,
banks may wish to participate in such a program or adopt some of its features.

Land Banks: An Option for Low-Value Properties

Some REO properties are low value and less likely to be viable for an REO-to-rental program.
About 5 percent of properties in the REO inventory of the GSEs and FHA are appraised at less
than $20.000. In some markets, the share is significantly higher; for example, in Detroit and
Cleveland, more than half of the REQ inventory of these institutions is appraised below this
value. In these markets, low-value properties are less suitable for disposition through sales in the
owner-occupied market or through rental market strategies, and alternative disposition strategies
may be needed.

Currently, a small number of these properties are disposed of through land banks, which are
typically public or nonprofit entities created to manage properties that are not dealt with
adequately through the private market. Land banks are government entities that have the ability
to purchase and sell real estate, clear titles, and accept donated properties. Properties may be
rehabilitated as rental or owner-occupied housing, or demolished, as market conditions dictate.

While the number of land banks has increased significantly over the past few years, capacity
nationwide remains quite limited, in terms of both institutional infrastructure and funding, Only
a handful of states have passed legislation to establish land banks, and, as a result, many areas
lack land banks altogether. Only about half of the GSE and FHA inventory of low-value REQ
properties (properties with a value of $20,000 or less) is in metropolitan areas with an existing
land bank. In addition, the land banks that have been created have only limited resources--the
largest land bank can handle about 100 properties per month, but most handle just a few each
month. This capacity pales in comparison with the number of low-value REQ properties in
current inventory. One potential strategy would be to consider increasing funding (at the federal,
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state, or local level) and technical assistance to land banks in existence, encourage the creation of
more land banks on the local or regional level, or create a national land bank program, in order to
scale up capacity to match current low-value inventories. Such initiatives would need
appropriate controls to promote value to the communities affected and maximize efficiency
whenever possible.

Credit Access and Pricing

As noted earlier, mortgage credit conditions have tightened dramatically from their pre-recession
levels. Lax mortgage lending standards in the years before the house price peak contributed to
problems in the housing market, so some tightening relative to pre-crisis practices was necessary
and appropriate. The important question is whether the degree of tightness evident today
accurately reflects sustainable lending and appropriate consumer protection.

Financial regulators have been in consultation with the GSEs and originators about the sources of
the apparent tightness in lending standards. Continued efforts are needed to find an appropriate
balance between prudent lending and appropriate consumer protection, on the one hand, and not
unduly restricting mortgage credit, on the other hand. In particular, policymakers should
recognize that steps that promote healthier housing and mortgage markets are good for safety and
soundness as well.

Addressing Homeowners at Risk of Default or Foreclosure
Obstacles to Refinancing

Many homeowners have been unable to take advantage of historically low mortgage rates
because of low or negative home equity, slightly blemished credit, or tighter credit standards.
Perhaps only about half of homeowners who could profitably refinance have the equity and
creditworthiness needed to qualify for traditional refinancing.

In response to some of these obstacles, the FHFA introduced the Home Affordable Refinance
Program (HARP) in 2009. HARP allows qualifying borrowers who are current on their
payments, and whose mortgages are owned or guaranteed by Fannie Mae or Freddie Mac, to
refinance even if they have insufficient equity to qualify for a traditional refinance.”
Participation in the program to date has been relatively modest, with only about 925,000
mortgages refinanced through HARP.*

% A traditional GSE refinance requires a loan-to-value (LTV) ratio of 80 percent or less unless the mortgage is
enhanced with mortgage insurance provided by a third party. Initially, HARP allowed refinances of qualifying loans
with LTVs up to 125 percent. To have qualified, loans must have been originated before May 31, 2009, and have
been current with certain restrictions on late payments over the preceding year.

* Data from the FHFA’s quarterly Foreclosure Prevention & Refinance Report. See Federal Housing Finance
Agency (2011}, “Foreclosure Prevention & Refinance Report: Third Quarter 2011,” report (Washington: FHFA,
October), www.fhfa. gov/webfiles/22827/3Q2011ForePrevFullReport12611.pdf.
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The low participation rate has been attributed, in part, to lender worries about GSE putback risks.
When a lender refinances a loan originated by a competitor, the new lender in effect takes on
some of the original lender’s putback risk. Because lenders are reluctant to take on this added
risk, they tend to refinance only their own loans and do not aggressively market the program to
borrowers.

GSE fees known as loan-level pricing adjustments (LLPAs) are another possible reason for low
rates of refinancing. Under normal cireumstances, LLPAs are used to provide higher
compensation to the GSEs for the risk that they undertake when new loans are extended to
borrowers with high loan-to-value (LTV) ratios or low credit scores. In a HARP refinancing,
however, the GSEs already carry the credit risk on the original mortgage, and refinancing to a
lower rate could even lower the credit risk of some such loans; thus, it is difficult to justify
imposing a higher LLPA when refinancing in this circumstance.

To reduce these and other obstacles to refinancing, the FHF A announced changes to HARP in
October 2011.*' LLPAs for HARP loans were eliminated for borrowers shortening the term of
their loans to 20 years or less and reduced for longer-term loans, certain representation and
warranty requirements were waived, loans with LTVs greater than 125 percent were made
eligible for the program, the appraisal process was largely automated, servicers were given
greater flexibility to notify borrowers of their eligibility for refinancing through HARP, and
private mortgage insurers agreed to facilitate the transfer of mortgage insurance. Some estimates
suggest that another million or so homeowners could refinance their mortgages with these
changes in effect.

Nonetheless, more might be done--for example, reducing even further or perhaps eliminating
remaining LLPAs for HARP refinances (again, on the rationale that the GSEs already carry the
credit risk on such loans); more comprehensively reducing putback risk; or further streamlining
the refinancing process for borrowers with LTVs below 80 percent, a potentially large group of
borrowers who face some (though not all) of the same obstacles confronting high-LTV
borrowers. Fannie Mae has reduced putback risk for all loans (including those below 80 percent
LTV as well as those above 80 percent LTV), while Freddie Mac has reduced putback risk for
loans above 80 percent LTV but not those below 80 percent LTV. Harmonizing traditional
refinancing programs for borrowers with LTVs less than 80 percent, so that these programs
become operationally consistent with HARP, could facilitate more refinancing among this group
of borrowers.

An important group of borrowers who are not able to take advantage of the HARP program is
homeowners with high LTVs but whose mortgages are not guaranteed by the GSEs. For the
most part, these borrowers are not able to refinance through any public or private program. One
possible policy option might be to expand HARP--or introduce a new program--to allow the
GSEs to refinance non-GSE, non-FHA loans that would be otherwise HARP eligible. Unlike
HARP refinances, however, these refinances would introduce new credit risk to the GSEs

* Federal Housing Financing Agency (2011), “Fannie Mae and Freddie Mac Announce HARP Changes to Reach
More Borrowers,” press release, October 24, www.thfa. gov/webfiles/22721/HARP release 102411 Final.pdf.
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because the GSEs do not currently guarantee the loans, even if the loans were offered only to
borrowers who are current on their payments and would meet underwriting standards (for
example, debt-to-income ratio and credit score), if not for their high loan-to-value ratios.
Perhaps 1 million to 2-1/2 million borrowers meet the standards to refinance through HARP
except for the fact that their mortgages are not GSE-guaranteed. >

To be sure, this change would introduce a host of risk-management issues, and the GSEs would
likely require new underwriting and fees for insuring these loans. Moreover, legislative changes
to GSE governing statutes would likely be needed because the GSEs are prohibited from
purchasing or guaranteeing mortgages with LTV ratios exceeding 80 percent unless the
mortgages have credit enhancement such as mortgage insurance. This policy, because it requires
a potentially large expansion of the GSE balance sheet, would also have to be balanced against
the other policy goals of winding down the GSEs over time and returning private capital to the
mortgage market.

The structure of the HARP program highlights the tension between minimizing the GSEs”
exposure to potential losses and stabilizing the housing market. Although the GSEs would take
on added credit risk from expanding HARP to non-GSE loans, the broader benefits from an
expanded program might offset some of these costs. In particular, some homeowners who are
unable to refinance because of negative equity, slightly blemished credit, or tighter underwriting
standards could reduce their monthly payments significantly, potentially reducing pressures on
the housing market. A stronger housing market would in tumn likely imply an earlier stabilization
of house prices and reduced rates of mortgage delinquency, helping both borrowers and lenders.
Neighborhoods would benefit from reduced rates of foreclosure and fewer vacant homes, while
localities would experience gains, or less pronounced reductions, in property tax receipts. The
reduction in aggregate mortgage payments could also provide some boost to consumer spending,
although the net effect would likely be relatively small, in part because the gains to homeowners
may be partially offset by corresponding reductions in the incomes of investors in mortgage-
backed securities.

However, many GSE and non-GSE mortgages are not eligible for traditional or HARP
refinancing because they are already delinquent or have been sufficiently delinquent in the past.
These mortgages might be best addressed through loan modification programs--the topic of the
next section.

Loan Modifications and the HAMP Program

Loan modifications help homeowners stay in their homes, avoiding the personal and economic
costs associated with foreclosures. Modifying an existing mortgage--bv extending the term,
reducing the interest rate, or reducing principal--can be a mechanism for distributing some of a
homeowner’s loss (for example, from falling house prices or reduced income) to lenders,
guarantors, investors, and, in some cases, taxpayers. Nonetheless, because foreclosures are so

% Federal Reserve staff calculation based on data from CoreLogic and from McDash Analytics, LLC, a wholly
owned subsidiary of Lender Processing Services, Inc.
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costly, some loan modifications can benefit all parties concered, even if the borrower is making
reduced payments.

About 880,000 permanent modifications have been made through the voluntary Home
Affordable Modification Program (HAMP), which is part of the Making Home Affordable
(MHA) program. HAMP pays incentives to lenders, servicers, and borrowers to facilitate
modifications. Among its key program terms, HAMP reduces monthly payments for qualifving
borrowers to 31 percent of income. For borrowers who have received HAMP modifications, the
help is often substantial. For example, the median monthly payment after a permanent HAMP
modification is about $831, compared with about $1,423 before the modification.*® Millions of
additional mortgages have been modified by lenders, guarantors, and the FHA.

As is the case with all loan modifications, some mortgages that have been modified under
HAMP have ended up defaulting after modification. For example, among HAMP modifications
made permanent in the first quarter of 2010, 16 percent of mortgages were more than 90 days
late a year after modification, and 22 percent were 90 days late after 18 months.** These re-
default rates are lower than those for non-HAMP modifications, according to Office of the
Comptroller of the Currency (OCC) statistics.* Such defaults after modification highlight the
difficulty that some homeowners have had in sustaining even substantially reduced mortgage
payments over time. In some cases, this difficulty likely owes to the burden from other
expenses, such as medical or elder care, or other debt, such as a second mortgage or consumer
debt, which may make a 31-percent-of-income first mortgage payment unaffordable.

On the other hand, the 31 percent payment-to-income target has also precluded the participation
of borrowers who might benefit from a modification even though their first-lien payment is
already less than 31 percent of income. One potential method of expanding the reach of HAMP
that may be worth exploring would involve allowing payments to be reduced below 31 percent
of income in certain cases. This exploration might consider incorporating all of a borrower’s
mortgage payments on a property in the debt-to-income calculation, instead of just the first lien.
Alternatively, taking the entirety of a borrower’s balance sheet into account or making

% Data from the October 2011 Making Home Affordable program servicer performance report. See U.S.
Department of the Treasury (2011}, October 2011 Making Home Affordable Report and Servicer Assessments for
Third Quarter 2011, report (Washington: U.S. Department of the Treasury, December), available at

www.treasury gov/initiatives/financial-stability/results/ MHA-Reports/Pages/default. aspx.

* More recent modifications may have different default experiences due to different economic conditions during the
life of the loan.

3 For example, according to the OCC Mortgage Metrics Report for the third quarter of 2011 (table 32), some 17
percent of HAMP permanent modifications finalized in the second quarter of 2010 at a select group of national
banks and thrifts had fallen 60 days delinquent within 12 months of the modification. In contrast, for this same
group of financial institutions, some 31 percent of non-HAMP modifications made permanent in the second quarter
of 2010 had become 60 or more days delinquent within the same interval. The lower rate of delinquency for HAMP
permanent modifications has likely been influenced by differences in documentation standards, magnitudes of
payment reduction, and requirements for a trial period. For the OCC report, see U.S. Department of the Treasury,
Office of the Comptroller of the Currency (2011), OCC Mortgage Metrics Report, Third Quarter 2011
(Washington: Department of the Treasury, December), www.occ.treas.gov/publications/publications-by-type/other-
publications-reports/mortgage-metrics-2011/mortgage-metrics-q3-2011.pdf.
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allowances for other unavoidable bomrewer expenses might be conadered Expanding the
magnituds of potential pagment reduction in this way would, though, rasse difficultissues of
fairness and implementation,

Ancther 150ue 15 the fact that many borrowers bave gone delinquent or have defaslted becanse of
mnceme logs resulting from unempl oyment o other presumably temporary factors, which impairs
thear abality 1o meet presiously affordable payment obligations. The basic HAMP modficatons
forus on longer-term payment reduction to a level that can be supported by the barrower’s
inceme at the ume of modficabon. This appreach i3 aften dl-suited for those who have lost their
Jjobs becanse the income of unempl oyed borrowers is generally quite low.

Instead of alongerterm modificaton, a payment deferral may be more helpful to temporanly
unemploved borrewers whese income, it 15 hoped, wall nse in the near future. MHA has
introduced an unempl oyment forbearance program under whach servicers grant 12 months”
forbearance, Besources from the Hardest Hit Fund, which was created by the Department of the
Treasury (Treasuory) under the Troubled Asset Belief Program, have been uzedto provide
assistance to unemployed homeowners through a vanety of programs run by state housing
finance agencies.

Programs of this type may prove helpful in preventing costly fareclosures ameong home owners
suffenng temporary income reductions. Monetheless, a significant challenge involves targeting
theze initiatives to the borrowers most likely tobe reemployed. In the current economy, fewer
tham &0 percent of unemployed workers find reemployment within a year of losing their jobs
(Bgure 7). Moreover, even after reempl oyment, a borrower's income from the new job may be
lower than 1n the prewons job, and his or her savings may be depleted, reducing the borrower's
ahility to keep up wath mortgage payments. Forther work in this area iz warranted to better
understand the tradeoffz in devising such programs.
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Broadly speaking, HAMP emphasizes modifications in which the net present value to the lender
of the modification exceeds the net present value of pursuing a foreclosure. It should be
recognized that other types of loan modifications may be socially beneficial, even if not in the
best interest of the lender, because of the costs that foreclosures place on communities, the
housing market, and the broader economy. However, although policymakers might very well
decide that the social costs--while obviously difficult to gauge--are great enough to justify
additional loan modifications, lenders are unlikely to be willing to make such modifications on
their own. Moving further in this direction is thus likely to involve additional taxpayer funding,
the overriding of private contract rights, or both, which raises difficult public policy issues and

tradeoffs.
Loan Modifications with Principal Reduction

Reducing monthly payments to a sustainable level for distressed borrowers who are significantly
underwater on their mortgages may require principal reductions--that is, reductions in their
mortgage balances--in addition to interest rate concessions and term extensions. Consequently,
HAMP allows principal reduction to be used as part of its standard protocol when interest rate
reduction and term extension are not sufficient to reduce a borrower's debt-to-income ratio to 31
percent. In addition, the HAMP program introduced the Principal Reduction Alternative (PRA),
which allows the servicer to use principal reduction as the first step in modifying the loan. In
both cases, HAMP uses principal reduction primarily as a means to improve the affordability of a
borrower’s mortgage, though with the concomitant benefit of reducing negative equil:y.36 The
Hardest Hit Fund has also funded principal reduction programs at the state level.

Negative equity is a problem, above and beyond affordability issues, because it constrains the
ability of borrowers to refinance their mortgages or sell their homes if they do not have the
means or willingness to bring potentially substantial personal funds to the transaction. An
inability to refinance, as discussed previously, blocks underwater borrowers from being able to
take advantage of the large decline in interest rates over the past vears. An inability to sell could
force underwater borrowers into default if their mortgage payments become unsustainable, and
may hinder movement to pursue opportunities in other cities.

Principal reduction has been proposed and debated as one possible policy response to negative
equity, including for borrowers current on their mortgage payments. Principal reduction has the
potential to decrease the probability of default (and thus the deadweight costs of foreclosure) and
to improve migration between labor markets. Principal reduction may reduce the incidence of
default both by improving a household’s financial position, and thus increasing its resilience to
economic shocks, and by reducing the incentive to engage in “strategic” default (that is, to
default solely based on the household’s underwater position rather than on the affordability of
the payments).

% Reflecting the preference for capitalization and interest rate reduction that is built into the HAMP “waterfall,”
98 percent of HAMP modifications reduced the interest rate and 31 percent recuced principal. Since its inception in
October 2010, the PRA program has modified 32,000 loans.
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These potential benefits, however, are hard to quantify. Based on the evidence to date, the effect
of negative equity on migration between labor markets appears to be fairly small.’” The effect of
reducing negative equity on default is hard to estimate because borrowers with high LTV ratios
tend to have other characteristics correlated with default.® For example, high-LTV homeowners
often made small initial down payments--perhaps due to a lack of financial resources--and tend
to live in areas with greater declines in house prices, where unemployment and other economic
conditions also tend to be relatively worse. Hence, principal reduction is likely to lower
delinquency rates by less than the simple correlation between LTV and default rates would
suggest. Further research or policy experiments in this area would be useful.

At the same time, the costs of large-scale principal reduction would be quite substantial.
Currently, 12 million mortgages are underwater, with aggregate negative equity of $700 billion.
Of these mortgages, about 8.6 million, representing roughly $425 billion in negative equity, are
current on their payments.39 These costs might be reduced if it was possible to target borrowers
who are likely to default without a principal reduction. However, identifying such borrowers
among the many who are current on their payments is difficult. Moreover, targeting principal
reduction efforts on those most likely to default raises faimess issues to the extent that it
discriminates against those who were more conservative in their borrowing for home purchases
ot those who rent instead of own. Depending on the requirements for relief, such a program may
also give some borrowers who otherwise would not have defaulted an incentive to do so.

An alternative to large-scale principal reduction for addressing the barriers that negative equity
poses for mortgage refinancing and home sales could involve aggressively facilitating
refinancing for underwater borrowers who are current on their loans, expanding loan
modifications for borrowers who are struggling with their payments, and providing a streamlined
exit from homeownership for borrowers who want to sell their homes, such as an expanded deed-
in-lieu-of-foreclosure program (described later). This approach focuses on reducing payments
rather than reducing principal per se, and could be more effective at keeping committed
borrowers in their homes if affordability is the prime consideration driving default.

Alternatives to Foreclosure

Despite the potential for loan modifications and targeted forbearance programs to prevent
unnecessary foreclosures, many borrowers will not be able to keep their homes. In these cases,
the most efficient solution may be to find an alternative to foreclosure such as a short sale or a
deed-in-lieu-of-foreclosure (DIL). In a short sale, the home is sold to a third-party buyer
offering less than the amount owed by the homeowner. In a DIL, there is no sale, but the

%7 See Raven Molloy, Christopher Smith, and Abigail Wozniak (2011), “Internal Migration in the United States,”
Journal of Economic Perspectives, vol. 25 (Summer), pp. 173-96,
www.aeaweb.org/articles.php?doi=10.1257/jep.25.3.173.

% See Neil Bhutta, Jane Dokko, and Hui Shan (2010), “The Depth of Negative Equity and Mortgage Default
Decisions,” Finance and Economics Discussion Series 2010-35 (Washington: Board of Governors of the Federal
Reserve System, June), www.federalreserve,gov/pubs/feds/2010/201035/201035pap. pdf.

* About 660,000 mortgages are 30 days past due, 310,000 are 60 days past due, 1 million are 90 days or more past
due, and 1.4 million are in foreclosure.
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property is transferred directly to the lender or guarantor, rather than going through the formal
foreclosure process. Both options are within the bounds of mortgage contracts and avoid some
of the economic damage potentially caused by the foreclosure process. Short sales can be
attractive because the property is transferred to a (presumably sustainable) new owner, keeping
the property out of REQ and reducing potential negative effects on communities from vacant
properties. DILs can also be helpful because they can sometimes be easier to execute than a
short sale and because they can fit into an REO-to-rental program to prevent a discounted sale
that would otherwise occur. Both options may be particularly attractive to borrowers if lenders
partially or fully waive borrower liability for deficiency balances. The MHA’s Home Affordable
Foreclosure Alternatives program provides incentive payments to facilitate both short sales and
DILs.

Both short sales and DILs, however, face barriers in current markets. Short sales require a
willing buyer, a price that is acceptable to all parties, and a timeline that allows the transaction to
close before foreclosure (which is likely proceeding on a parallel path). DILs may not be
actively pursued because of informational or logistical obstacles. Further, short sales and DILs
often present additional obstacles to lenders, such as the disposition of second liens, the cost and
uncertainty of loss recovery via mortgage insurance or deficiency judgments, and (in the case of
DILs) accumulating additional REO properties. For their part, borrowers may not know about
DILs or short sales as an alternative to foreclosure and, in some cases, may see little reason to
engage in a short sale or DIL rather than stay in their homes throughout the often drawn-out
foreclosure process. Given the scope of the economic losses associated with foreclosure,
figuring out ways to surmount these obstacles is crucial.

Mortgage Servicing: Improving Accountability and Aligning Incentives

Mortgage servicers interact directly with borrowers and play an important role in the resolution
of delinquent loans. They are the gatekeepers to loan modifications and other foreclosure
alternatives and thus play a central role in how transactions are resolved, how losses are
ultimately allocated, and whether deadweight losses are incurred.

Thus far in the foreclosure crisis, the mortgage servicing industry has demonstrated that it had
not prepared for large numbers of delinquent loans. They lacked the systems and staffing needed
to modify loans, engaged in unsound practices, and significantly failed to comply with
regulations. One reason is that servicers had developed systems designed to efficiently process
large numbers of routine payments from performing loans. Servicers did not build systems,
however, that would prove sufficient to handle large numbers of delinquent borrowers, work that
requires servicers to conduct labor-infensive, non-routine activities. As these systems became
more strained, servicers exhibited severe backlogs and internal control failures, and, in some
cases, violated consumers’ rights. A 2010 interagency investigation of the foreclosure processes
at servicers, collectively accounting for more than two-thirds of the nation’s servicing activity,
uncovered critical weaknesses at all institutions examined, resulting in unsafe and unsound
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practices and violations of federal and state laws.*® Treasury has conducted compliance reviews
since the inception of HAMP, and, beginning in June 2011, it released servicer compliance
reports on major HAMP servicers, These reports have shown significant failures to comply with
the requirements of the MHA program.“ In several cases, Treasury has withheld MHA
incentive payments until better compliance is demonstrated.

These practices have persisted for many reasons, but we focus here on four factors that, if
addressed, might contribute to a more functional servicing system in the future. First, data are
not readily available for investors, regulators, homeowners, or others to assess a servicer’s
performance. Second, even despite this limitation, if investors or regulators were able to
determine that a servicer is performing poorly, transferring loans to another servicer is difficult.
Third, the traditional servicing compensation structure can result in servicers having an incentive
to prioritize foreclosures over loan modifications.* Fourth, the existing systems for registering
liens are not as centralized or as efficient as they could be.

The lack of consistent metrics for assessing the quality of practices across servicers is a
significant problem. Helpful metrics might include measures of borrowers” ability to contact
representatives through call centers, results from third-party satisfaction surveys, or measures of
investors’ abilities to get data on loss-mitigation activities. Treasury has taken steps toward
addressing this lack of consistent metrics in its monthly MHA reports, which include data on
error rates, complaint response quality, and conversion rates (from trial to permanent
modifications). These data could help inform the development of appropriate metrics for the

industry.

The information provided by the metrics could be even more helpful if combined with lower
costs when transferring servicing rights to a competing servicer. In a well-functioning servicing
market, lower quality servicers would quickly lose business to competitors who are better able to
reduce losses to investors, deliver a high quality of interaction with homeowners, and comply
with regulations. However, because servicing systems are not interoperable or designed to easily
import or export new records, transferring servicing responsibilities from one servicer to another
is expensive, time consuming, and prone to error.

A third potential area for improvement in mortgage servicing is in the structure of compensation.
Servicers usually earn income through three sources: “float” income earned on cash held
temporarily before being remitted to others, such as borrowers” payments toward taxes and
hazard insurance; ancillary fees such as late charges; and an annual servicing fee that is built into

0 See Federal Reserve System, Office of the Comptroller of the Currency, and Office of Thrift Supervision (2011),
Interagency Review of Foreclosure Policies and Practices, report (Washington: Board of Governors of the Federal
Reserve System, April),

www.federalreserve.gov/boarddocs/rptcongress/interagency _review_foreclosures_20110413.pdf.

! The latest quarterly servicer assessment reports (through October) can be found in the Treasury’s October 2011
Making Home Affordable Report (see note 33).

“ See Larry Cordell, Karen Dynan, Andreas Lehnert, Nellie Liang, and Eileen Mauskopf (2008), “The Incentives of
Mortgage Servicers: Myths and Realities,” Finance and Economics Discussion Series 2008-46 (Washington: Board
of Governors of the Federal Reserve System, November),
www.federalreserve.gov/pubs/feds/2008/200846/revision/index.html.
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homeowners’ monthly payments. For prime fixed-rate mortgages, the servicing fee is usually
25 basis points a year; for subprime or adjustable-rate mortgages. the fee is somewhat higher.
From an accounting and risk-management perspective, the expected present value of this future
income stream is treated as an asset by the servicer and accounted for accordingly.

The value of the servicing fee is important because it is expected to cover a variety of costs that
are irregular and widely varying. On a performing loan, costs to servicers are small--especially
for large servicers with highly automated systems. For these loans, 25 basis points and other
revenue exceed the cost incurred. But for nonperforming loans, the costs associated with
collections, advancing principal and interest to investors, loss mitigation, foreclosure, and the
maintenance and disposition of REO properties might be substantial and unpredictable and might
easily exceed the servicing fee.

The standard servicing compensation model assumes that the revenue streams are more than
enough in low-default environments, allowing servicers to cross-subsidize for high-default
scenarios. But most servicers do not appear to have invested in enough infrastructure, or
reserved sufficient capital, for high-stress conditions. Thus, they were ill equipped to deal with
the magnitude of the ongoing foreclosure wave. Also, the fee structure of the servicing industry
helped create perverse incentives for servicers to, for example, reduce the costs associated with
working out repayments and moving quickly to foreclosure, even when a loan modification
might have been in the best interest of the homeowner and investor.

Possible changes to the compensation model might include aligning servicing fees more closely
with expenses, such as smaller annual servicing fees for performing loans but higher
compensation for servicing delinquent loans, with fees tied directly to expenses incurred and
with incentives for loan performance.”® A small part of the current servicing business, including
niche institutions known as “special servicers,” already operates under such a payment regime.
In addition, servicers’ contractual requirement to continue advancing payments of principal and
interest to investors, even when a loan is delinquent, strengthens servicers’ incentives to move
quickly to foreclosure. One possibility might be to advance mortgage principal and interest only
60 days beyond the first missed payment. This change would affect payment streams to
investors modestly, and the market could adjust pricing accordingly, but it could also help align
the interests of servicers, borrowers, and investors in reaching final resolution of delinquent
mortgages.

A final potential area for improvement in mortgage servicing would involve creating an online
registry of liens. Among other problems, the current system for lien registration in many
jurisdictions is antiquated, largely manual, and not reliably available in cross-jurisdictional form.
Jurisdictions do not record liens in a consistent manner, and moreover, not all lien holders are
required to register their liens. This lack of organization has made it difficult for regulators and
policymakers to assess and address the issues raised by junior lien holders when a senior
mortgage is being considered for modification. Requiring all holders of loans backed by

“ The FHFA has proposed and sought comment on alternative servicer compensation structures. See Federal
Housing Finance Agency (2011), “Alternative Mortgage Servicing Compensation Discussion Paper,” white paper
(Washington: FHFA, September), www.thfa.gov/webfiles/22663/ServicingCompDiscussionPaperFinal092711.pdf.
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residential real estate to register with a national lien registry would mitigate this information gap
and would allow regulators, policymakers, and market participants to construct a more
comprehensive picture of housing debt.

The national lien registry could also record the name of the servicer. Currently, parties with a
legitimate interest in contacting the servicer have little to go on from the land records because,
among other reasons, many liens have been recorded only in the name of the trustee or of
Mortgage Electronic Registration Systems (MERS)." Registering the servicer, and updating the
information when servicing is transferred, could help local governments and nonprofits, for
example, who might be working to resolve the status of vacant or abandoned properties.
Implementing a modernized registry could build on systems that have been put in place locally in
some jurisdictions and could be designed to retain a role for state and local governments as the
default collectors of information, as long as the information is collected in an efficient and
consistent manner.

Conclusion

The challenges faced by the U.S. housing market today reflect, in part, major changes taking
place in housing finance; a persistent excess supply of homes on the market; and losses arising
from an often costly and inefficient foreclosure process (and from problems in the current
servicing model more generally). The significant tightening in household access to mortgage
credit likely reflects not only a correction of the unsound underwriting practices that emerged
over the past decade, but also a more substantial shift in lenders” and the GSEs” willingness to
bear risk. Indeed, if the currently prevailing standards had been in place during the past few
decades, a larger portion of the nation’s housing stock probably would have been designed and
built for rental, rather than owner occupancy. Thus, the challenge for policymakers is to find
ways to help reconcile the existing size and mix of the housing stock and the current
environment for housing finance. Fundamentally, such measures involve adapting the existing
housing stock to the prevailing tight mortgage lending conditions--for example, devising policies
that could help facilitate the conversion of foreclosed properties to rental properties--or
supporting a housing finance regime that is less restrictive than today’s, while steering clear of
the lax standards that emerged during the last decade. Absent any policies to help bridge this
gap, the adjustment process will take longer and incur more deadweight losses, pushing house
prices lower and thereby prolonging the downward pressure on the wealth of current
homeowners and the resultant drag on the economy at large.

In addition, reducing the deadweight losses from foreclosures, which compound the losses that
households and creditors already bear and result in further downward pressure on house prices,
would provide further support to the housing market as well as provide assistance to struggling
homeowners. Policymakers might consider minimizing unnecessary foreclosures through the

“ MERS provides services related to tracking and registering residential mortgage ownership and servicing, acts as
mortgagee of record on behalf of lenders and servicers, and initiates foreclosure actions. The April 2011
enforcement action included an action against MERS (see note 1).

* Although most of the information that would be registered is already in the public record, safeguards would be
needed to protect privacy.
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use of a broad menu of types of loan modifications, thereby allowing a better tailoring of
modifications to the needs of individual borrowers; and servicers should have appropriate
incentives to pursue alternatives to foreclosure. Policymakers also may want to consider
supporting policies that facilitate deeds-in-lieu of foreclosure or short sales in order to reduce the
costs associated with foreclosures and minimize the negative effects on communities.

Restoring the health of the housing market is a necessary part of a broader strategy for economic
recovery. As this paper suggests, however, there is unfortunately no single solution for the
problems the housing market faces. Instead, progress will come only through persistent and
careful efforts to address a range of difficult and interdependent issues.
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Chairman Johnson, Ranking Member Shelby, and Members of the Committee, I
am pleased to be invited here today to discuss the actions the Federal Housing Fi-
nance Agency (FHFA) has taken or will take in our role as Conservator for Fannie
Mae and Freddie Mac (the Enterprises) to aid recovery of the U.S. housing market.

In my testimony, I will respond to the Committee’s request for a description of
FHFA’s work as Conservator of the Enterprises to address barriers to housing recov-
ery, including our leadership role in preventing foreclosures through loss mitigation,
facilitating refinancing at today’s low interest rates, and initiating a real estate
owned (REO) program to address the supply of foreclosed homes.

Current Activities

Let me start by describing some of the key activities that FHFA and the Enter-
prises have undertaken to address problems in the mortgage market. In contrast to
how they are sometimes portrayed, the Enterprises are playing a leading role in
providing assistance to homeowners and seeking to avoid foreclosures. As I have
stated before, these activities are based on FHFA’s statutory responsibilities as Con-
servator, and the Enterprises’ historic statutory missions.

Enterprise Loss Mitigation Activities

The Enterprises have been leading the effort on foreclosure prevention since they
entered conservatorship. On a nationwide basis, Fannie Mae and Freddie Mac own
or guarantee 60 percent of the mortgages outstanding, but they account for a much
lower proportion, 29 percent of seriously delinquent loans. These are loans that have
been delinquent for 3 or more months or are in the process of foreclosure. However,
the housing crisis is concentrated in a handful of States. Ten States account for ap-
proximately half of loans serviced and 60 percent of the country’s seriously delin-
quent loans. Similar to the nationwide proportions, the Enterprises hold approxi-
mately 59 percent of the loans in those States but account for 29 percent of seriously
delinquent loans in those States. As such, while the Enterprises are taking a leader-
ship role in solving the crisis, similar actions from the holders of the other 70 per-
cent of seriously delinquent loans are crucial to a successful outcome.

Even though the Enterprises have a smaller share of seriously delinquent loans
than other market participants, they account for about half of all Home Affordable
Modification Program (HAMP) permanent modifications. Similarly, data from the
Office of the Comptroller of the Currency (OCC) show that in the 2 years ending
in the third quarter of 2011, modifications on Fannie Mae and Freddie Mac loans
accounted for 40 percent of all loan modifications. Between HAMP modifications and
their own proprietary loan modifications, Fannie Mae and Freddie Mac have com-
pleted over one million loan modifications since the fourth quarter of 2008. These
modifications typically lowered borrowers’ payments by substantial amounts and
have yielded positive results.

The performance of Enterprise modified loans has improved relative to Enterprise
loan modifications from before HAMP was fully implemented, and it is better rel-
ative to contemporaneous modifications on Federal Housing Administration (FHA)
or Veterans’ Administration (VA) loans and loans held by private investors. For En-
terprise loans modified throughout 2010, fewer than 20 percent of the loans had
missed two or more payments after 9 months. Comparable redefault rates are down
from the 40 percent range for their loans modified in 2008 and most of 2009.

Some observers have cited declines in the number of loan modifications completed
by Fannie Mae and Freddie Mac over the past year or so as evidence of a lack of
support for foreclosure prevention. In fact, this trend is applicable to all investors
in mortgages as illustrated by the OCC’s report. The quarterly number of loan modi-
fications peaked in the second and third quarters of 2010 for all investors in mort-
gages (i.e., the GSEs, FHA, VA, portfolio investors, and private investors). A contrib-
uting factor to this trend may be that the initial backlog of eligible borrowers in
2009 has been addressed to some extent.

The continued leadership and improvements in the Enterprises’ foreclosure pre-
vention efforts is based on continued program evaluations and efforts to make these
programs work better. In particular, the Servicing Alignment Initiative (SAI) estab-
lished new borrower communication requirements for servicers to ensure that bor-
rower outreach occurs at the earliest stage of delinquency, when foreclosure preven-
tion measures are most effective. Furthermore, under SAI, Fannie Mae and Freddie
Mac made clear that servicers are expected to evaluate borrowers for the full range
of loss mitigation options simultaneously. This allows the borrower and servicer to
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pursue and lock in an alternative to foreclosure as quickly as possible. Servicers are
obligated to collect information from borrowers and assess their eligibility for a
modification well before a loan is referred for foreclosure and such referrals may
only occur after an independent review of the case to ensure that the borrower was,
in fact, considered for an alternative to foreclosure.

To encourage loan modifications, the Enterprises offer substantial incentive pay-
ments to servicers to motivate them to meet the aggressive timelines for offering
loan modifications, be they HAMP or Enterprise standard modifications. The pay-
ments should cover the servicers’ costs for engaging in more borrower outreach, such
as “door-knocking” and other face-to-face techniques.

The SAI improvements represent a highly targeted approach, the goal of which
is to refocus the servicers’ resources and attention on moving all borrowers into al-
ternatives to foreclosure, quickly, efficiently, and aggressively. The SAI aligned the
requirements of the Enterprises to remove inconsistencies that could cause servicers
confusion and delay.

Furthermore, under the SAI the Fannie Mae standard modification program was
adopted by Freddie Mac, again, to ensure that borrowers had easy access to a sim-
ple and straightforward modification option. I am pleased to see that the Treasury
Department has acknowledged the benefit of this program, creating a Tier 2 pro-
gram under the HAMP that is modeled on the Enterprise program. As the data
show, more borrowers have benefited from the Enterprise modification programs
than from HAMP, so I think that this program change will help more households
access a modification.

The Home Affordable Refinance Program

Fannie Mae and Freddie Mac are at the forefront of refinance activity for current
borrowers. Since April 1, 2009, the Enterprises have completed more than 10 million
refinances, accounting for 63 percent of refinance originations over that period. With
respect to underwater borrowers, Fannie Mae and Freddie Mac account for less than
half of underwater borrowers compared to their 60 percent share of total mortgages
serviced. However, Fannie Mae and Freddie Mac are the only institutions that cur-
rently operate a large-scale refinancing program for underwater borrowers. Since
the inception of the Home Affordable Refinance Program (HARP), the Enterprises
have completed over one million HARP refinances. Furthermore, since the inception
of HARP, Fannie Mae and Freddie Mac have completed 1.9 million streamlined refi-
nances that expedited the refinance process for borrowers.

HARP was designed in 2009 to allow borrowers with loans backed by Fannie Mae
and Freddie Mac, whose loan-to-value (LTV) ratios had increased as a result of de-
clining home values, a refinancing option that did not require new or additional
mortgage insurance coverage. In October 2011, FHFA announced a set of changes
to HARP meant to enhance access to the program.

The program allows lenders to qualify borrowers using a very streamlined under-
writing process, relying on the borrower’s payment history as an indication of capac-
ity and willingness to repay the new loan. While this streamlined underwriting ap-
proach is available for most borrowers with loans backed by Fannie Mae and
Freddie Mac, those with the highest LTV ratios stand to benefit most because they
have fewer or no other refinance options available to them. HARP is intended to
serve these borrowers, whose LTV ratios are greater than 80 percent.

FHFA and the Enterprises have been closely tracking program participation and
performance since the program’s inception in 2009. The eligible population for the
program is fairly limited, but the data, reported monthly in the FHFA Foreclosure
Prevention and Refinance Report, suggested that some borrowers were not being
reached or were not taking advantage of the program.

To better understand why eligible borrowers were not accessing the program,
FHFA and the Enterprises established a task force to work with the industry to as-
sess and streamline program operations. The research showed that increasing ac-
cess to the program would not be driven by addressing any single or obviously re-
strictive program feature. Rather, a variety of operational constraints and risk miti-
gation measures put in place by program participants, to control for and limit a
transfer of risk from one party to another required revision. By working through the
broad set of issues with a cross-section of market participants, FHFA and the Enter-
prises were able to create an environment where all parties were willing to accept
some degree of risk and to streamline program requirements and operations in a
way that was mutually beneficial.

In the end, the set of policy changes announced by FHFA were fairly simple—
(a) extend the program sunset date to December 31, 2013, to provide lenders with
more time to execute against the more liberal program terms; (b) provide lenders
with additional relief from representations and warranties, to provide comfort that
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the Enterprises would not pursue repurchases for defects in original loan files; (c)
transmit property value data to lenders to use when originating the new loans, lim-
iting the need for appraisals; (d) reduce the loan-level pricing adjustments for all
borrowers and eliminate them altogether for borrowers who choose mortgage terms
of 20 years or less, a product option that reduces risk to the Enterprises and helps
a borrower build equity faster; and (e) remove the loan-to-value cap, previously set
at 125 percent. The program modifications took effect on December 1, 2011, for
those lenders who were able to update and implement quickly; for most in the in-
dustry, including the Enterprises, implementation will continue through the next
few months.

In exchange for these program changes, lenders and mortgage insurance compa-
nies agreed to remove their own restrictions and overlays, to offer the program in
a manner that is consistent with the parameters set out by the Enterprises. This
agreement across the industry was unprecedented and the participation and support
of the industry is to be commended. Already many of the largest lenders are seeing
tremendous borrower interest and we expect to see an increase in HARP volume in
the upcoming reports.

Some have suggested that the program changes made to HARP ought to be car-
ried over to the rest of the book of business at Fannie Mae and Freddie Mac. In
fact, both companies do have streamlined refinance programs available today. The
data suggests that borrowers are not having any excessive difficulty accessing these
and other refinance programs as over 10 million households have refinanced with
Enterprise-backed loans over the last 3 years.

Real Estate Owned Initiative

The Enterprises are also in the process of evaluating alternative methods for sell-
ing Real Estate Owned (REO) in ways that produce value for taxpayers and con-
tribute to improved housing market stability. Yesterday we announced the first
transaction in our REO Initiative pilot program. This transaction includes approxi-
mately 2,500 properties, divided into 8 subpools by geographic area. Information on
the number of properties in each location is available on FHFA’s Web site, but let
me say here that the targeted Metropolitan Statistical Areas are likely no surprise
to you because they represent hard-hit parts of the country: Las Vegas, Nevada;
Phoenix, Arizona; various communities in Florida; Chicago, Illinois; Riverside and
Los Angeles, California; and Atlanta, Georgia.

With this next step, prequalified investors will be able to submit applications to
demonstrate their financial capacity, relevant market experience, and specific plans
for purchasing pools of foreclosed properties with the requirement to rent the pur-
chased properties for a specified number of years.

Future transactions will also be targeted to these types of markets, where the
supply of homes for sale is greater than the demand from homebuyers and where
demand for rental housing is strong. The pilot is not intended to be a national bulk
sale program, where the entire existing inventory is pooled for sale to investors; we
are engaged in a targeted effort that is focused on markets with a large number
of foreclosed properties and where local market conditions suggest a possible benefit
from this approach.

The number of properties available for sale by Fannie Mae and Freddie Mac rep-
resents only a fraction of the total supply that is depressing home values in certain
affected markets. The existing retail sales strategy at both companies works well
for moving properties into the hands of new owner-occupants at close to market val-
ues. However, through FHFA’s REO Initiative, we are testing to see if FHFA can
help address the broader set of market conditions with pilot programs that could
serve as models to be replicated by other market players and in differing market
situations.

In addition to this pilot work, which is focused on moving properties in bulk, both
companies are looking for ways to enhance their existing retail sales strategies, re-
examining the programs available for homebuyers and for small investors. The En-
terprises’ retail execution has been very successful to date. Our primary goal will
continue to be selling properties first to homebuyers who will use them as their pri-
mary residences or nonprofits that include homes in mission-oriented activities. We
also want to enhance the opportunity for smaller-scale investors to bid on prop-
erties, and obtain financing, should initial efforts to market the properties to owner-
occupants fail.

Strategic Plan

At FHFA we are faced with a fundamental task of directing the operations of two
companies that account for roughly three-quarters of current mortgage originations
and have approximately $5 trillion in outstanding obligations and credit guarantees.
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FHFA’s task is complicated by the uncertain future of the Enterprises and increas-
ing dissatisfaction with various aspects of their business operations. Conflicting
opinions abound about what our responsibilities should be. Some think FHFA
should be doing more to help housing recover, others think that FHFA should be
winding down the Enterprises’ operations more quickly, others think that FHFA
should be making all the business decisions at the Enterprises, and others think
that the Enterprises are part of the Federal Government.

To address these issues, what FHFA has done since conservatorship is to be clear
about how we view our legal responsibilities as Conservator, and what actions we
are going to take to fulfill those responsibilities.

Two years ago, FHFA sent a letter to Congress that set forth the agency’s under-
standing of its conservatorship obligations and what actions we intended to take to
fulfill those obligations. In that letter, we focused on four main areas, including: En-
terprise focus on loan modifications and mitigating credit losses; reduction in the
Enterprises’ retained portfolios; no new product deployments by the Enterprises;
and meeting the Enterprises’ affordable housing goals.

It is time to update and extend that plan in view of where the Enterprises and
the country’s housing system are today. In particular, with the conservatorships op-
erating for over 3 years and no near-term resolution in sight, it is time to assess
the goals and directions of conservatorship.

The strategic plan FHFA released last week, which is attached to this testimony,
outlines the steps FHFA has taken and will be taking to address these challenges.
The plan sets forth three strategic goals for the next phase of conservatorship:

1. Build. Build a new infrastructure for the secondary mortgage market.

2. Contract. Gradually contract the Enterprises’ dominant presence in the mar-
ketplace while simplifying and shrinking their operations.

3. Maintain. Maintain foreclosure prevention activities and credit availability for
new and refinanced mortgages.

The first goal—building a new infrastructure—recognizes that the country would
be without a secondary market for non- Government-insured mortgages without the
Enterprises. No private sector infrastructure exists today that is capable of
securitizing the $100 billion per month in new mortgages being originated. This goal
establishes the steps FHFA and the Enterprises will take to create that necessary
infrastructure and upon which Congress and market participants may use to de-
velop the mortgage market of the future.

The “Build” component includes the following activities, some that FHFA has al-
ready been working on over the last year:

e New securitization platform

e Standardized pooling and servicing agreements, including transparent servicing
requirements

e Servicing compensation structure that promotes competition

e Enhanced loan-level data for investors

e An efficient system for document custody and record keeping

The second goal—contracting Enterprise operations—describes steps that FHFA
plans to take to gradually shift mortgage credit risk from the Enterprises to private
investors and eliminate the direct funding of mortgages by the Enterprises. This
goal is consistent with the fundamental goals of the conservatorship, of the Enter-
prises operating in a sound and solvent condition, and of limiting future risk expo-
sure in the face of uncertainty.

The “Contract” component includes the following activities:

Single-Family Credit Guarantees

e Increase guarantee fee pricing

e Develop loss-sharing arrangements

e Expand ways of using mortgage insurance

Multifamily Credit Guarantees

e Market analysis of the viability of the Enterprises’ multifamily operations

Capital Markets

e Portfolio already on a steady path of reduction

The third goal—maintaining foreclosure prevention efforts and credit avail-
ability—recognizes that the work begun 3 years ago is not finished. Programs and
strategies to ensure ongoing mortgage credit availability, assist troubled home-
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owners, and minimize taxpayer losses while restoring stability to housing markets
continue to require energy, focus, and resources.
The “Maintain” component includes the following activities:
Implementation of recent HARP changes
Continued implementation of SAI and loss mitigation activities
Further implementation of REO disposition initiative
Renewed focus on short sales, deeds-in-lieu, and deeds-for-lease foreclosure pre-
vention options
. Alilg'qment and greater transparency on Enterprise representation and warranty
policies

Achieving these strategic goals will fulfill the statutory responsibilities Congress
assigned FHFA as Conservator and also prepare the foundation for a new, stronger
housing finance system in the future. Although that future may not include Fannie
Mae and Freddie Mac, at least as they are known today, this important work in
conservatorship can be a lasting, positive legacy for the country and its housing sys-
tem.

Properly implemented, this strategic plan should benefit:

e Homeowners, by ensuring continued emphasis on foreclosure prevention and
credit availability;

e Taxpayers, by furthering efforts to limit losses from past activities while simpli-
fying risk management and reducing future risk exposure;

e Market participants, by creating a path by which the Enterprises’ role in the
mortgage market is gradually reduced while maintaining market stability and
liquidity; and

e Lawmakers, by building a foundation on which they may develop new legal
frameworks and institutional arrangements for a sound and resilient secondary
mortgage market of the future.

The public interest is best served by ensuring that Fannie Mae and Freddie Mac
have the best available corporate leaders and business professionals to carry out the
work necessary to meet the critical goals set forth here. The managers and staff at
each company also have critical roles to play since the numerous activities and
changes necessary to accomplish the strategic goals will require substantial effort
by many people at Fannie Mae and Freddie Mac.

Conclusion

The strategic plan provides an outline for the next chapter of conservatorship, one
that focuses in earnest on building a secondary mortgage market infrastructure that
will live beyond the Enterprises. The steps envisioned in the strategic plan are con-
sistent with various approaches to housing finance reform.

The final chapter, though, remains the province of lawmakers. Fannie Mae and
Freddie Mac were chartered by Congress and by law, only Congress can abolish or
modify those charters and set forth a vision for a new secondary market structure.
This plan envisions actions by the Enterprises that will help establish a new sec-
ondary mortgage market, while leaving open all options for Congress and the Ad-
ministration regarding the resolution of the conservatorships and the degree of Gov-
ernment involvement in supporting the secondary mortgage market in the future.

I would be happy to answer any questions you may have about my testimony or
FHFA’s new strategic plan.
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Summary

Since establishing conservatorships for Fannie Mae and Freddie Mac (the Enterprises) in 2008,
the Federal Housing Finance Agency (FHFA) and the Enterprises have focused on three key
goals:

o mitigating Enterprise losses, which ultimately accrue to taxpayers,

e ensuring families have access to mortgages to buy a home or refinance an existing
mortgage; and

o offering borrowers in trouble on their mortgage an opportunity to modify their loan or
otherwise avoid foreclosure.

Two years ago, FHFA sent Congress a letter setting forth the agency’s understanding of its
conservatorship obligations and how it planned to fulfill those obligations. It is time to update
and extend that plan in view of the status of the Enterprises and the country’s housing system
today. In particular, with the conservatorships operating for more than three years and no near-
term resolution in sight, it is time to assess the goals and directions of the conservatorships.

This assessment has been made in light of FHFA’s statutory mandate to “take such action as may
be necessary to put [Fannie Mae and Freddie Mac] in a sound and solvent condition.” FHFA
also needs to make sure strategic decisions about the Enterprises’ future are in accord with the
statutory purpose of the conservator for “reorganizing, rehabilitating, or winding up the affairs of
aregulated entity.”

This strategic plan outlines the steps FHHFA has taken and will be taking to address these
challenges. The plan sets forth three strategic goals for the next phase of conservatorship:

L. Build. Build a new infrastructure for the secondary mortgage market.

% Contract. Gradually contract the Enterprises” dominant presence in the marketplace
while simplifying and shrinking their operations.

3. Maintain. Maintain foreclosure prevention activities and credit availability for new and
refinanced mortgages.

The strategic plan explores each of these goals and identifies particular actions FHFA is
contemplating, or already taking, to accomplish them.

The first goal — building a new infrastructure — recognizes that the country would be without a
secondary market for non-govemment-insured mortgages without the Enterprises. No private
sector infrastructure exists today that is capable of securitizing the $100 billion per month in new
mortgages being originated. Simply shutting down the Enterprises would drive up interest rates
and limit mortgage availability. This goal establishes the steps FHFA and the Enterprises will
take to create that necessary infrastructure, including a securitization platform and national

2
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standards for mortgage securitization that Congress and market participants may use to develop
the mortgage market of the future.

The second goal — contracting Enterprise operations — describes steps that FHFA plans to take to
gradually shift mortgage credit risk from the Enterprises to private investors and eliminate the
direct funding of mortgages by the Enterprises. This goal is consistent with the fundamental
goals of the conservatorship, of the Enterprises operating in a sound and solvent condition, and
of limiting future risk exposure in the face of uncertainty.

The third goal — maintaining foreclosure prevention efforts and credit availability - recognizes
that the work begun three years ago is not finished. Programs and strategies to ensure ongoing
mortgage credit availability, assist troubled homeowners, and minimize taxpayer losses while
restoring stability to housing markets continue to require energy, focus, and resources.

Achieving these strategic goals will fulfill the legal requirements Congress assigned FHFA as
conservator and also prepare the foundation for a new, stronger housing finance system in the
future. Although that future may not include Fannie Mae and Freddie Mac, at least as they are
known today, this important work in conservatorship can be a lasting, positive legacy for the
country and its housing system.

Properly implemented, this strategic plan should benefit:

¢ Homeowners, by ensuring continued emphasis on foreclosure prevention and credit
availability;

¢ Taxpayers, by furthering efforts to limit losses from past activities while simplifying risk
management and reducing future risk exposure;

¢ Market participants, by creating a path by which the Enterprises’ role in the mortgage
market is gradually reduced while maintaining market stability and liquidity; and

o Lawmakers, by building a foundation on which they may develop new legal frameworks
and institutional arrangements for a sound and resilient secondary mortgage market of
the future.

The public interest is best served by ensuring that Fannie Mae and Freddie Mac have the best
available corporate leaders to carry out the work necessary to meet the critical goals set forth
here. The managers and staff at each company also have eritical roles to play since the numerous
activities and changes necessary to accomplish the strategic goals will require substantial effort
by many people at Fannie Mae and Freddie Mac.,

The early chapters of the conservatorship story focused on market functioning and loss
mitigation. More recent chapters have covered renewed efforts to enhance refinancing
opportunities and real estate owned (REO) disposition. The strategic goals and performance
objectives set forth here provide an outline for the next chapter of the story, one that focuses in
earnest on building a secondary mortgage market infrastructure that will live beyond the
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Enterprises. This next chapter will also see a gradual reduction in the Enterprises” dominant
position in holding mortgage credit risk as private capital is encouraged back into that role.

The final chapter. though. remains the province of lawmakers. Fannie Mae and Freddie Mac
were chartered by Congress and by law, only Congress can abolish or modify those charters and
set forth a vision for a new secondary market structure.

One critical point: The steps envisioned in this strategic plan are consistent with each of the
housing finance reform frameworks set forth in the white paper produced last year by the U.S.
Department of the Treasury and the U.S. Department of Housing and Urban Development as
well as with the leading congressional proposals introduced to-date. This plan envisions actions
by the Enterprises that will help establish a new secondary mortgage market, while leaving open
all options for Congress and the Administration regarding the resolution of the conservatorships
and the degree of government involvement in supporting the secondary mortgage market in the
future.
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A Strategic Plan for Enterprise Conservatorships:

The Next Chapter in a Story that Needs an Ending

Introduction

The Housing and Economic Recovery Act of 2008 (HHERA), which created the Federal Housing
Finance Agency (FHFA), granted the Director of FHF A discretionary authority to appoint FHFA
conservator or receiver of the Enterprises “for the purpose of reorganizing, rehabilitating, or
winding up the affairs of a regulated entity.””

On September 6, 2008, well over three years ago, FHFA exercised that authority, placing the
Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage
Corporation (Freddie Mac) (together, the Enterprises) into conservatorships. FHFA has since
overseen the largest, most complex conservatorships in history.

Two years ago, FHF A sent Congress a letter setting forth the agency’s understanding of its
conservatorship obligations and how it planned to fulfill those obligations. It is time to update
and extend that plan in view of the status of the Enterprises and the country’s housing system
today.

The two companies have received more than $180 billion in taxpayer support. The benefit to the
country from maintaining their operations has been to ensure the secondary mortgage market
continues to function. During this time, the Enterprises have completed more than 2 million
foreclosure prevention actions, including more than 1 million loan modifications and they have
refinanced more than 10 million mortgages. Together they are guaranteeing roughly $100 billion
per month in new mortgage production, representing about 3 of every 4 mortgages being
originated. But the Enterprises’ ongoing operations are entirely dependent on taxpayer support
provided through the Senior Preferred Stock Purchase Agreements with the U.S. Department of
the Treasury.

The future of the Enterprises and the housing finance system continues to be the subject of many
questions and much debate. A new structure for housing finance requires congressional action,

" Housing and Economic Recovery Act of 2008, Section 1367 (a)(2), amending the Federal Housing Enterprises
Financial Safety and Soundness Act, 12 USC 4617(a)(2).
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but no clear legislative consensus has emerged from the Administration or Congress. In the
meantime, like other large, complex financial institutions, the Enterprises require strategic
direction though they face an uncertain future. Market participants are also seeking answers
about the future.

This strategic plan provides lawmakers and the public with an outline for how FHFA as
conservator intends to guide the Enterprises over the next few years. FHFA has developed this
plan because of the following:

¢ The Enterprises” boards of directors and management teams can more readily fulfill the
goals of conservatorship with a clear and transparent course of action,

s Asinvestors in the Enterprises today, taxpayers deserve a plan on how their continued
support will be used.

+ Proposals for rebuilding the secondary mortgage market vary in their reliance on
government credit guarantees but most assume some sort of securitization infrastructure
to take the place of the Enterprises or assume the Enterprises” securitization
infrastructures are used in some way in the future.

¢ Lawmakers have asked FHFA for ideas on a stable transition from a secondary market
dominated by the Enterprises to one that could operate without them.

» FHFA committed to provide a strategic plan for the next stage of the conservatorships in
response to a request from the Chairman of the House Financial Services Subcommittee
on Oversight and Investigations in December 2011.

As with any strategic plan, this document is not a step-by-step guide. Rather, it sets forth certain
broad objectives that are consistent with FHFA’s legal mandate and the policy direction that has
emerged from the Administration and Congress. Importantly, this plan is consistent with each of
the housing finance reform frameworks set forth in the white paper produced last year by
Treasury and the U.S. Department of Housing and Urban Development (HUD) and with the
leading congressional proposals introduced to-date. This plan envisions actions by the
Enterprises that will help establish a new secondary mortgage market, while leaving open all
options for Congress and the Administration regarding the resolution of the conservatorships and

the degree of government involvement in supporting the secondary mortgage market in the
future.

FHFA remains committed to its obligation to ensure a stable and liquid secondary mortgage
market while preserving and conserving Enterprise assets to minimize taxpayer losses. FHFA
looks forward to continuing to work with Congress and the Administration on a resolution of the
conservatorships and a comprehensive review of the country’s housing finance system.
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Background: The Early Chapters of the Conservatorship Story

The Law

As conservator and regulator, FHFA has three legal obligations that direct the agency’s activities
and decisions involving the Enterprises.

First, HERA specified two conservator powers, stating that the agency may “take such action as
may be

(1)  necessary to put the regulated entity in a sound and solvent condition; and

(i)  appropriate to carry on the business of the regulated entity and preserve and conserve the
assets and property of the regulated i:miiy.“;I

FHF A has reported on numerous occasions that, with taxpayers providing the capital supporting
Enterprise operations, this “preserve and conserve” mandate directs FHFA to minimize losses on
behalf of taxpayers.

Second, although each Enterprises is in conservatorship, without statutory changes their mission
of supporting a stable and liquid mortgage market remains the same as before the
conservatorships. FHFA has a statutory responsibility to ensure each Enterprise “operates in a
safe and sound manner” and that “the operations and activities of each regulated entity foster
liquid, efficient, competitive, and resilient national housing finance markets.”*

Third, under the Emergency Economic Stabilization Act of 2008 (EESA), FHFA has a statutory
responsibility to “implement a plan that seeks to maximize assistance for homeowners and use its
authority to encourage the servicers of the underlying mortgages, and considering net present
value to the taxpayer, to take advantage of ... available programs to minimize foreclosures.™

212 USC 461 7(h)(2)(D)
T 12 USC 4513 1)(B)D)
112 USC 4513(a)(1)(BY(ii)

$ 12 USC 5220(b)(1)
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Conservatorship Goals

In 2008, the immediate objectives of conservatorship were to help restore confidence in the
companies, enhance their capacity to fulfill their mission, and mitigate the systemic risk that
contributed directly to instability in financial markets. Because the private mortgage
securitization market had already retreated and there were no other effective secondary market
mechanisms in place, the Enterprises” continued operations were necessary for most Americans
to obtain a mortgage or refinance an existing mortgage.

Since 2008, several government efforts have kept the country’s housing finance system
functioning, including:

o the Treasury Department’s financial backstop of Enterprise debt and mortgage-backed
securities (MBS);

o Treasury’s and the Federal Reserve’s MBS purchases;

o FHFA’s and the Enterprises” actions to ensure the continued functioning of the
secondary mortgage market; and

o the Federal Housing Administration’s (FHA) rapidly growing market presence.

As aresult, credit has remained available, albeit with more restrictive underwriting terms, and
more than 10 million Americans have refinanced Fannie Mae and Freddie Mac mortgages.

During these years, these same government agencies together with the Enterprises and other
market participants undertook a series of efforts to help families avoid foreclosure through loan
modification programs and foreclosure alternatives. For FHFA and the Enterprises, these efforts
directly relate to the “preserve and conserve” mandate because such activities are designed to
reduce credit losses on mortgages originated primarily in the years before conservatorship. In
addition, these efforts are consistent with FHFA’s other mandates, including the EESA mandate
to maximize assistance for homeowners. Since conservatorship began, the Enterprises have
completed more than two million foreclosure prevention actions, including more than one
million loan modifications.

Today, loss mitigation efforts focus on helping households as early as possible when they
become delinquent on their mortgages, and employing innovative strategies for returning
foreclosed properties back to the market. The continued high level of mortgage delinquencies
shows that more is left to do, but several programs now exist to address these challenges. FHFA
and the Enterprises will remain vigilant in ensuring that appropriate assistance and support is
offered to all homeowners in distress through loan modifications and other foreclosure avoidance
tools.

Three years into conservatorship, it is time to update and extend the goals of conservatorship in
light of FHFA’s statutory mandate and the market environment that has evolved since 2008. As
noted, the operations of the Enterprises in conservatorship are unlike anything the country has
experienced. The conservatorship structure was designed to allow a temporary period for an
institution to stabilize and return to the market or to lead to an orderly disposition of a firm.

8
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Unlike the banking industry, there are not thousands of potential firms ready to step into the
business of mortgage securitization. Indeed, outside of the securitization available through the
Government National Mortgage Association (Ginnie Mae) for loans primarily backed by FHA,
there is liftle else in place today to assume the secondary market functions served by the
Enterprises.

What Needs to Be Done Now

Policymakers need to address the future structure of housing finance, which would allow for a
smooth transition from today’s market. Without action by Congress, FHF A must continue to
look to the existing statutory provisions that guide the conservatorships. In particular, FHFA
must consider what it means to “take such action as may be necessary to put [Fannie Mae and
Freddie Mac] in a sound and solvent condition” when it is clear that the draws the companies
have taken from the Treasury are so large they cannot be repaid under any foreseeable scenarios.

Without further statutory direction, FHFA views the mandate to restore the Enterprises to a
sound and solvent condition as best accomplished not only through aggressive loss mitigation
efforts, but also by reducing the risk exposure of the companies, through appropriate
underwriting and pricing of mortgages. Such actions are consistent with what would be expected
of a private company operating without government support. At the same time, the unanticipated
length of the conservatorships poses additional risks for taxpayers and markets not contemplated
by HERA. FHFA views those risks as best managed by contracting the Enterprises’ footprint in
the marketplace.

To achieve these outcomes, FHF A will need to make strategic decisions regarding the
Enterprises’ level of participation in the market while developing ways for the taxpayers to
ultimately derive value, consistent with FHFA’s “preserve and conserve” mandate.

Reviewing the Existing Landscape: Considerations for Moving Forward

In view of FHFA’s statutory mandates and in light of the current environment, it is necessary to
define new goals for the Enterprises operating in conservatorship. Key issues and circumstances
FHF A faces include the following:

¢ The Enterprises” losses are of such magnitude that the companies cannot repay taxpayers
in any foreseeable scenario.

¢ The operational infrastructures at each company are working but require substantial
investment to support future business. The question is whether to improve the current
infrastructure or to consider this an opportunity to build something new.



171

¢ Inthe absence of other comparable market infrastructure, minimizing future taxpayer
losses and ensuring market liquidity and stability requires preserving the Enterprises as
working companies. But some of the things this approach requires, such as retaining
some semblance of private sector pay comparability, have generated concerns because
the companies receive substantial taxpayer assistance.

+ Although the housing finance system cannot be called healthy, it is stable and
functioning, albeit with substantial ongoing government support.

¢ Congress and the Administration have not reached consensus on how to resolve the
conservatorships and define a path for housing finance. Legislative proposals have begun
to emerge, but enactment soon appears unlikely.

Absence of consensus on a resolution of the conservatorships does not imply a lack of consensus
on general direction. Both the Administration and Congress have expressed discomfort with the
level of government involvement in the mortgage market and a desire for greater private sector
participation and risk-taking. A central issue remains: whether a government guarantee is
essential to a functioning mortgage market. On other market issues, some consensus has
emerged on what is needed to fix the problems we have witnessed over the past several years.
At a minimum there is a desire for greater standardization and more equitable and transparent
treatment of borrowers and investors in mortgage origination, mortgage servicing, and securities
disclosure.

Over the past two years, FHFA has initiated several long-term improvements to the housing
finance system that address shortcomings in the current system, meet the goal of reducing
taxpayer exposures, and provide flexibility for lawmakers as they move toward legislative action
on housing finance. These improvements include the following:

¢ The Uniform Mortgage Data Program will improve the consistency, quality, and
uniformity of data collected at the beginning of the lending process. Developing standard
terms, definitions, and industry standard data reporting protocols will decrease costs for
originators and appraisers and reduce repurchase risk. It will allow new entrants to use
industry standards rather than having to develop their own proprietary data systems to
compete with other systems already in the market. Common data definitions, electronic
data capture, and standardized data protocols will improve efficiency, lower costs and
enhance risk monitoring. Standardizing data will be a key building block of housing
finance reform.

¢ The Joint Servicing Compensation Initiative is considering alternatives for future
mortgage servicing compensation for single-family mortgage loans. The goals of any
changes to the current Enterprise model of compensation will be improving service for
borrowers, reducing financial risk to servicers, and providing flexibility for guarantors to
better manage non-performing loans, while promoting continued liquidity in the “To Be
Announced” mortgage securities market. More broadly, the goals of the initiative are to
consider changes to the servicing compensation structure that would improve competition

10
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in the market for mortgage servicing and which could be replicated across any form of
housing finance reform.

The Servicing Alienment Initiative has produced a single, consistent set of protocols for
servicing Enterprise mortgages from the moment they first become delinquent. This
initiative responds to concerns about how delinquent mortgages have been serviced and it
simplifies the rules for mortgage servicers by giving them just one set of procedures to
follow whether a mortgage is owned by Fannie Mae or Freddie Mac. The first phase of
this initiative has already been implemented. Developed in consultation with the federal
banking agencies and state attorneys general, the new requirements could serve as the
basis for establishing broad national mortgage servicing standards.

The Loan-Level Disclosures Initiative will produce loan-level investor disclosures on
Enterprise MBS, both at the time of origination and throughout a security’s life.
Improving MBS disclosures will help establish consistency and quality of data. With
better information, private investors can efficiently measure and price mortgage credit
risk, which will likely be a hallmark of any form of housing finance reform.

Writing the Next Chapter: Setting the Strategic Goals

Looking ahead, three broad goals will define the focus of the conservatorships for the next few

years:

L.

Build. Build a new infrastructure for the secondary mortgage market.

Contract. Gradually contract the Enterprises’ dominant presence in the marketplace
while simplifving and shrinking their operations.

Maintain. Maintain foreclosure prevention activities and credit availability for new and
refinanced mortgages.

Achieving these strategic goals will fulfill the legal requirements Congress assigned FHFA as
conservator and also prepare the foundation for a new, stronger housing finance system in the
future, Although that future may not include Fannie Mae and Freddie Mac, at least as they are
known today, this important work in conservatorship can be a lasting, positive legacy for the
country and its housing system.

Properly implemented, this strategic plan should benefit:

¢ Homeowners, by ensuring continued emphasis on foreclosure prevention and credit

availability;

11
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o Taxpayers, by furthering efforts to limit losses from past activities while simplifying risk
management and reducing future risk exposure;

e Market participants, by creating a path by which the Enterprises” role in the mortgage
market is gradually reduced while maintaining market stability and liquidity; and

o Lawmakers, by building a foundation on which they may develop new legal frameworks
and institutional arrangements for a sound and resilient secondary mortgage market of
the future.

Strategic Goal I: Building a New Infrastructure

The absence of any meaningful secondary mortgage market mechanisms beyond the Enterprises
and Ginnie Mae is a dilemma for policymakers expecting to replace the Enterprises. This fact
was a key motivation for the conservatorships and for the Treasury support agreements in the
first place. Without an alternative market infrastructure that investors could rely on, new
mortgages would have been largely unavailable if the Enterprises suddenly had been shut down.

The elements for rebuilding the market system are known and work on them can begin without
knowing whether there will be a government guarantee apart from FHA in the mortgage market
of the future. In fact, the four initiatives FHFA and the Enterprises have already begun would
be essential to any new infrastructure.

A secondary mortgage market infrastructure without Fannie Mae and Freddie Mac would likely
include the following clements:

¢ A framework to connect capital markets investors to homeowners - specifically, a
securitization platform that bundles mortgages into any of an array of securities structures
and provides all the operational support to process and track the payments from
borrowers through to the investors.

¢ A standardized pooling and servicing agreement that replaces the Enterprises” current
Servicer Participation Agreement and corrects the many shortcomings found in the
pooling and servicing agreements used in the private-label MBS market before the
housing bubble burst.

s Transparent servicing requirements that set forth requirements for mortgage servicers’
responsibilities to borrowers and investors across a spectrum of issues including
delinquent loan servicing, solicitation for refinance or loan modifications, and servicing
transfers.

¢ Aservicing compensation structure that promotes competition for, rather than
concentration of, mortgage servicing. Such a structure would take full account of

12
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mortgage servicers’ costs and requirements, and consider the appropriate interaction
between origination and servicing revenue.

¢ Detailed, timely, and reliable loan-level data for mortgage investors at the time a security
is issued and throughout the life of the security. Such transparency is a prerequisite for
private capital to bear a meaningful portion of mortgage credit risk.

s A sound, efficient system for document custody and electronic registration of mortgages,
notes, titles, and liens that respects local property laws but also enhances the liquidity of
mortgages so that borrowers may benefit from a liquid secondary market for buying and
selling mortgages. Such a system should be especially attuned to privacy and security
issues while providing full transparency where required by law or in the interest of
borrowers.

s An open architecture for all these elements, to facilitate entry to and exit from the
marketplace and an ability to adapt to emerging technologies and legal requirements over
time.

Securitization Platform

Bevond the initiatives FHFA and the Enterprises have begun, a cornerstone to building for the
future is a new securitization platform. While competing securitization platforms may emerge in
the future, back-office operations arguably lend themselves to a public utility construct, at least
in the early stages of building a new secondary mortgage market infrastructure. The economies
of scale are substantial as are the potential market benefits of standardization to a single
securitization platform. Neither Enterprise has a securitization infrastructure capable of
becoming a market utility today. Taking on that role would require substantial investment of
both human capital and information technology resources.

Both Enterprises would have to draw from the American taxpayer to make such a long-term
infrastructure investment, so it makes more sense to do this only once. FHFA will determine
how Fannie Mae and Freddie Mac can work together to build a single securitization platform that
would replace their current separate proprietary systems.

In the infermediate term, a single platform would allow for a single mortgage-backed security.
Accomplishing this objective will take time. FHFA and the Enterprises will provide market
participants with ample time to adjust to the new structure in order to minimize disruptions and
uncertainty. Ensuring, indeed enhancing, liquidity for mortgage-backed securities will be a
central objective.

For the platform to have long-term value, it should have an open architecture that will permit
multiple future issuers of mortgage-backed securities to access the platform and it should be
flexible enough to permit a wide array of securities and mortgage structures. Since this platform
could become a type of public utility (in effect) that would outlast the Enterprises as we know
them today, input from all market stakeholders will be sought.

13
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The intended outcome of such an important infrastructure investment is to provide a sound
securitization platform on which to rebuild the country’s secondary mortgage market. The
platform itself will be one way American taxpayers realize a return on their substantial
investment in the Enterprises while also making it possible to retire the Enterprises” proprietary
systems and programs from the marketplace. The platform will be designed to issue securities
supported with or without a govemnment guarantee.

Pooling and Servicing Agreements

Beyond building the operational infrastructure to issue mortgage-backed securities, building for
the future also requires developing and implementing standards for underwriting, disclosures,
servicing and other considerations. Creating a robust and standardized pooling and servicing
agreement is key. The strategic goal is to learn from the Enterprises’ existing practices and the
shortcomings identified in the private-label mortgage-backed securities market and to solicit
broad public input to build a better standard for the future. Input from investors and a careful
review of applicable Securities and Exchange Commission rules and best practices will be
essential,

As with the securitization platform, the goal is not to rebuild Fannie Mae and Freddie Mac but
rather to leverage the experience and human capital expertise at these firms to build a new
infrastructure for the future. The goal is not a proprietary system but rather an open system that
promotes competition and transparency while forming a basis for a stable, liquid, and efficient
secondary mortgage market.

Developing these standards will not only correct past problems, it will make the existing system
better. We know how past shortcomings have harmed borrowers and investors. Since the point
of a secondary mortgage market is to operate an infrastructure that most efficiently brings
investor capital to individual families seeking to finance a home, standards must be more
transparent and accessible for both of these “end-users.”

Strategic Goal 2: Contracting Enterprise Operations

Since entering conservatorship in September 2008, Fannie Mae and Freddie Mac have bought or
guaranteed roughly three of every four mortgages originated in the country. Mortgages
guaranteed by FHA make up most of the rest. Reducing the Enterprises’ position in the
marketplace and doing so in a safe and sound manner, in the absence of other comparable
private-sector players operating in this market, is the second strategic goal.

The Enterprises operate three lines of business: a single-family mortgage credit guarantee
business, a multifamily mortgage credit guarantee business, and a capital markets business that
finances single-family and multifamily mortgages by issuing debt securities in the capital
markets.

14
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Single-Family Credit Guarantees

The first strategic goal sets forth a plan for moving away from each company’s proprietary
securitization platform but it does not address the mortgage credit insurance business. It is that
business for which the securitization platform provides the architecture for delivering the
Enterprise guarantee to investors. Establishing a path for shifting mortgage credit risk from the
Enterprises (and, thereby, taxpayers) to private investors is central to the second goal.

Gradually shifting mortgage eredit risk from Fannie Mae and Freddie Mac to private investors
could be accomplished in several ways. The following are under consideration or already being
implemented:

¢ Increase guarantee fee pricing. Continued gradual increases in the Enterprises’ guarantee
fee (or, g-fee) pricing may move their pricing structure closer to the level one might
expect to see if mortgage credit risk was borne solely by private capital. In September
2011, FHFA announced its intention to continue a path of gradual price increases based
on risk and the cost of capital. In December 2011, in the Temporary Payroll Tax Cut
Continuation Act of 2011, Congress directed FHFA to increase guarantee fees by at least
an average of 10 basis points and further directed that FHFA consider the cost of private
capital and the risk of loss in setting guarantee fees. Congress also encouraged FHFA to
require guarantee fee changes that reduce cross-subsidization of relatively risky loans and
eliminate differences in fees across lenders that are not clearly based on cost or risk.

»  Establish loss-sharing arrangements. Most Enterprise mortgage securitization yields
securities fully guaranteed by the Enterprises. Alternative securities structures could
result in private investors bearing some or all of the credit risk. FHFA is considering
various approaches, including senior-subordinated security structures.

¢ Expand reliance on mortgage insurance. As required by law, most mortgages purchased
or guaranteed by the Enterprises with less than 20 percent borrower equity in the property
have private mortgage insurance in the first-credit-loss position. While some mortgage
insurers are facing financial challenges as a result of housing market conditions, others
may have the capital capacity to insure a portion of the mortgage credit risk currently
retained by the Enterprises. This could be accomplished through deeper mortgage
insurance coverage on individual loans or through pool-level insurance policies.

Multifamily Credit Guarantees

Unlike the single-family credit guarantee business, each Enterprise’s multifamily business has
weathered the housing erisis and generated positive cash flow. In contrast to their common
approach to their single-family businesses, Fannie Mae and Freddie Mac do not take the same
approach to their multifamily businesses. For a significant portion of its business, Fannie Mae
shares multifamily credit risk with loan originators through its delegated underwriting program.
For a significant and increasing portion of its business, Freddie Mac shares multifamily credit
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risk with investors by issuing classes of securities backed by multifamily mortgages where the
investor bears the credit risk. Both approaches are broadly accepted in the marketplace.

Rising rental rates and declining vacancy and delinquency rates reflect, in part, the shift of some
households from home ownership to renting as well as other demographic trends. The demand
for Enterprise employees with expertise in this specialized market is also strong; both companies
have lost key personnel to other market participants.

Multifamily lending has played an important role in how the Enterprises have fulfilled past
affordable housing mandates, but the activity itself is more akin to other commercial real estate
lending than to the Enterprises’ single-family businesses. In conservatorship, the Enterprises
have seen their market share grow in the multifamily sector but they do not dominate that market
as they do in single-family.

Given these conditions, generating potential value for taxpayers and contracting the Enterprises”
multifamily market footprint should be approached differently from single-family, and it may be
accomplished using a much different and more direct method. To evaluate how to accomplish
the second strategic goal in the multifamily business, each Enterprise will undertake a market
analysis of the viability of its multifamily operations without government guarantees. This will
require market reviews of their respective business models and the likely viability of those
models operating on a stand-alone basis after attracting private capital and adjusting pricing, if
needed, to attract and retain that capital.

Capital Markets

Before conservatorship, many Enterprise observers and analysts thought capital market activities
to be each company’s source of greatest profits, controversy and risk. With the numerous
subsidies inherent in the government-sponsored enterprise (GSE) charters granted by Congress,
the Enterprises have long been able to borrow money in the capital markets by issuing debt
securities at interest rates approaching those of Treasury securities. They did this not by virtue
of their financial strength and strong capital base, but because of a broad perception in the
marketplace that the government would not let the companies default on their obligations. With
this borrowing advantage, which was unavailable to other investors, the Enterprises issued debt
to buy mortgages, including their own MBS, in competition with private investors.

The Enterprises fund their retained portfolios through their capital markets operations, which
need to continually monitor and hedge the interest rate risk inherent in mortgages, including the
risk that changing interest rates could lead to either sudden mortgage prepayments or a
slowdown in mortgage prepayments. Interest rate risk overwhelmed the savings and loan
industry in the 1980s and made Fannie Mag technically insolvent in the early 1980s. Although
capital markets operations were not the leading contributor to the losses that led the Enterprises
into conservatorship and the accompanying taxpayer support, it remains a complex business
activity requiring specialized and expert risk managers.
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Today, this business line is already on a gradual wind-down path. The Treasury support
agreements require the Enterprises to shrink their retained mortgage portfolios at a rate of 10
percent per year. Most mortgages the Enterprises add to their retained portfolios today are
delinquent mortgages removed from their mortgage-backed securities. Each Enterprise also has
certain legacy assets from before conservatorship, including private-label MBS, for which there
is little or no liquidity in the marketplace. Thus, over time the Enterprises” retained portfolios
are becoming smaller, but also less liquid.

Maximizing returns for taxpayers on the $1.4 trillion in mortgage assets currently owned and
financed by the Enterprises is a key element of FHFA’s mandate as conservator. The gradual
wind-down of the retained portfolios since 2009 has led FHFA to consider strategic sales of
assets that maximize value for the conservatorships. But depressed market prices for many of
these assets, particularly when tied to market illiquidity rather than a permanent decline in asset
value, argues for holding some of them for a longer period to minimize taxpayer loss.

In view of the need to retain capital market expertise to operate this business, accomplishing the
second strategic goal for this line of business has two basic options: retain each company’s in-
house capital markets expertise to continue to manage these portfolios to maximize value while
managing risk or retain a third-party investment firm(s) to manage each company’s portfolio.
The first is less disruptive but retains human capital risk, especially in view of proposed
legislation on Enterprise compensation. The second option would hasten the shrinkage in
Enterprise headcount but is likely to be the more costly, and it poses new control and oversight
challenges for FHFA.

Strategic Goal 3: Maintaining Foreclosure Prevention Efforts and Credit
Availability

Amidst the building up and winding down activities defined by the first two strategic goals, there
remains a critical third goal: ensuring ongoing stability and liquidity in the marketplace for new
mortgages and mortgage refinancing, and continuing the critical tasks of foreclosure prevention
and loss mitigation. This third goal has been central to the conservatorships since they began
and it continues to be essential today.

Together, the Enterprises purchase or guarantee roughly $100 billion in home purchase and
refinanced mortgages each month. Market confidence in the Enterprises” ongoing ability to
provide this stable, liquid flow of mortgage-backed securities to investors is essential to
stabilizing house prices and ensuring stability in the value of nearly $3.9 trillion in outstanding
Enterprise mortgage-backed securities.

Other ongoing Enterprise activities that must be continued and enhanced include:

»  Successful implementation of the Home Affordable Refinance Program (HARP),
including the significant program changes announced in October 2011.
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» Continued implementation of the Servicing Alignment Initiative, including its rigorous
approach to loss mitigation through loan modifications and other means by reaching out
to borrowers at the first signs of distress.

¢ Renewed focus on short sales, deeds-in-lieu, and deeds-for-lease options that enable
households and the Enterprises to avoid foreclosure. The frictions and barriers to more
successful use of these tools should be identified and removed using the same renewed
focus brought to HARP last year. Enhanced use of these foreclosure avoidance tools may
have important benefits for borrowers, neighborhoods, and taxpayers. Given the large
backlog of pending foreclosures, renewed focus on these alternatives is a near-term
priority.

¢ Further development and implementation of the real estate owned (REO) disposition
initiative announced by FHFA last year. Adding creative strategies for placing
foreclosed homes back into the marketplace, including efforts to convert properties into
rental units, remains a promising path to reduce losses and to stabilize house prices and
neighborhoods hit hard by the housing crisis.

Beyond these sensible strategies to assist homeowners and reduce taxpayer losses, achieving the
third strategic goal will require FHFA and the Enterprises to work harder to resolve certain long-
standing concerns in the marketplace that may be suppressing a more robust recovery and
limiting credit availability. Each of these will be particularly challenging to resolve as they are
essential to conservatorship efforts to minimize losses and to put the Enterprises in a more sound
and solvent condition to manage the new business being taken on with taxpayer support.

First, representations and warranties are a long-standing means for enhancing liquidity in the
mortgage origination process while protecting the Enterprises from loans not underwritten to
prescribed standards. Representations and warranties are a loan originator’s assurance to an
Enterprise that a mortgage sold to the Enterprise has been underwritten as specified by contract,
and, if that is found not to be the case, the originator undertakes responsibility for buying the
loan back at par. Enforcing these claims ensures the Enterprises are compensated for losses that
are the legal responsibility of another party. Still, such enforcement is costly and some have
argued it has delayed market recovery because it led to new mortgage originations being
underwritten to stricter standards than the Enterprises require.

FHFA and the Enterprises will respond to this market concern by aligning and making policies
for representations and warranties more transparent (consistent with the first strategic goal). As
noted earlier, a long-term goal associated with the Uniform Mortgage Data Program is to reduce
representation and warranty risk through up-front monitoring of loan quality. In conjunction
with this initiative and, in the interim, defining more clearly under what conditions
representations and warranties will be employed to put back mortgages is an objective under the
third strategic goal. Completing the resolution of outstanding “put back” requests is a related
objective.
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Second, FHFA has filed 18 separate lawsuits in connection with alleged securities law violations
in private-label mortgage-backed securities purchased by the Enterprises. Speedy resolution of
these claims would also help restore some vibrancy to the mortgage market and put claims
related to past deficiencies to rest.

Accomplishing the Strategic Goals: Human Capital and Business Realities

No business endeavor can be successful without careful consideration of human capital. The
numerous activities and changes necessary to accomplish the three strategic goals described here
cannot be accomplished solely by legislation or declaration. They require substantial effort by
many people at both Fannie Mae and Freddie Mac.

The boards and executives responsible for the business decisions that resulted in the Enterprises
entering conservatorship and subsequent taxpayer support are long gone. Nearly every current
top executive at each company either joined the company affer the conservatorships were
established or were promoted from within to replace departed executives. It is also worth noting
that shareholders of each Enterprise effectively have already lost their entire investment.

The public interest is best served by ensuring that Fannie Mae and Freddie Mac have the best
available corporate leaders to carry out the work necessary to meet the critical goals set forth
here. FHFA and the Enterprises’ boards of directors currently are engaged in a search for a new
chief executive officer (CEO) for each company. We are seeking accomplished corporate
leaders willing to undertake the unique challenge of running a large, complex financial
institution while fulfilling the public goals described here in an uncertain legislative
environment. FHFA and the boards are seeking highly qualified executives willing to take on
these daunting challenges as a form of public service, despite the ongoing criticism of the
companies and their executives. The success of these new CEOs will depend directly on the
stability and experience of the executive teams and staff already in place at each company.
Disrupting what has taken more than three years to achieve will only add to taxpayer losses and
threaten the fragile housing recovery.

FHF A and the Enterprise boards of directors have taken seriously the concerns raised by
members of Congress and the public regarding executive compensation. For 2012, work on a
new compensation structure that eliminates bonuses is nearly complete. The new structure will
be all salary, some paid currently, but a larger portion will be deferred. The deferred salary will
be at-risk, meaning it may be reduced (but not increased) from the target amount, and reductions
would be based on shortcomings in achieving individual performance goals and corporate
conservatorship goals tied to this strategic plan.

Mid-level managers and rank and file staff have been held to a pay freeze the past two years.

Yet retention of these staff is at least as important as retaining senior management. The day-to-
day running of the businesses and the countless decisions that result in gains or losses are made
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in these ranks. Even with the great uncertainty as to the future of their companies, many
Enterprise staff have remained committed to the important work taking place there.

When the conservatorships were created, FHFA made clear to Enterprise employees, Congress,
and the public that retaining corporate managers and staff was essential to the work of the
conservatorships. Conservatorship did not turn once-private companies into government
agencies, nor their workers into government employees. As with everything else with these
conservatorships, there has been a challenging vet critical balancing required.

In addition to the senior managers and staff, the Enterprises’ boards of directors have played, and
continue to play, an important role in assisting Enterprise management and FHFA. Board
members themselves are engaged in a form of public service while retaining fiduciary
responsibility as board members, and they too face unique challenges as boards of companies in
government conservatorship.

From FHFA’s standpoint, part of what is being preserved and conserved at the Enterprises is the
processes and procedures, including business decision-making and requirements, of private
financial institutions. These are critical to safe and sound operations, and can be disrupted by a
failure at the senior management or operational staff levels. Each board’s oversight of its
Enterprise helps to preserve and reinforce among managers and staff these important private-
sector disciplines. Each board’s review and consideration of risk management practices, key
business decisions, human capital management, and other key functions greatly assists FHFA in
its regulatory and conservatorship responsibilities by providing the discipline and rigor expected
of corporate boards. In these ways, the boards help FHFA enhance the corporate value at each
Enterprise for ultimate disposition by Congress.

Conservatorship: Writing the Final Chapter

The early chapters of the conservatorship story focused on market functioning and loss
mitigation. More recent chapters have covered renewed efforts to enhance refinancing
opportunities and REQ disposition. The strategic goals and performance objectives set forth here
provide an outline for the next chapter of conservatorship, one that focuses in eamest on building
a secondary mortgage market infrastructure that will live beyond the Enterprises themselves.
This next chapter will also see a gradual reduction in the Enterprises” dominant position in
holding mortgage credit risk as private capital is encouraged back into that role.

The final chapter, though, remains the province of lawmakers. Fannie Mae and Freddie Mac
were chartered by Congress and by law, only Congress can abolish or modify those charters.
The strategic plan set forth here will move the housing finance system forward and enhance the
foundation on which Congress can make decisions about the role of government in the future of
the country’s housing finance system. Congress then can decide on the disposition of the
Enterprises and their business operations.
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This plan does not anticipate Fannie Mae and Freddie Mac continuing as they existed before
conservatorship. And though the Enterprises may well cease to exist at some point in the future,
at least as they are known today, the country’s $10 trillion single-family mortgage market will
not go away. Therefore, an orderly transition to a new structure is needed.

Ensuring the ongoing liquidity and stability of the market, and establishing new conduits that
connect local mortgage originators with the capacity of global capital market investors, will
require new institutions and legal frameworks. The executives and employees of Fannie Mae
and Freddie Mac are well situated to begin the process of building for that future and they can be
expected to remain key contributors to housing finance in whatever new companies and
institutional arrangements arise to replace Fannie Mae and Freddie Mac. Getting the most value
for taxpayers and bringing stability and liquidity to housing finance during this long transition
remain the overriding objectives of FHFA as conservator.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM SHAUN DONOVAN

Q.1. Secretary Donovan, in your testimony before the Committee,
you stated that the non-GSE loans that would be eligible for refi-
nancing through the Federal Housing Administration as part of the
President’s recently announced housing plan are “already low-risk
loans.” The President’s plan, however, appears to include loans
that do not fall into this category. For example, it specifies that the
refinancing program would be open to borrowers with a low FICO
score of 580 as well as borrowers with “deeply underwater loans.”
How do you define “low-risk loans?”

A.1. Although the plan calls for loans with FICOs as low as 580,
the plan explicitly states that the loan must be current at the time
of the refinancing. Furthermore, the borrower must have exhibited
a strong track record of on-time payments, with no late payments
in the 6 months prior to the refinancing and no more than one 30
day late in the 6 months prior to that. The borrower may have suf-
fered one or more hardships in the past which may be the reason
the credit score is low, however, the borrower has reestablished the
ability to pay and has proven responsibility with the strong 12-
month payment history.

Q.2. Specifically, what are the expected default rates for borrowers
eligible for this program? What is the expected participation rate,
and how many foreclosures do you expect this program would pre-
vent? What is the projected subsidy for this program, and how
would it be offset?

A.2. We expect that that with homeowners experiencing lower in-
terest rates, the likelihood of default would be decreased. However,
at this time we do not have official estimates of default rates, par-
ticipation rates, or other performance parameters.

It is estimated, based on the current program guidelines that
roughly three million borrowers would be eligible to participate. We
cannot estimate exactly how many homeowners will participate in
this program, as the decision to refinance is contingent on many
personal factors, such as expected time in a residence, employment,
etc.

This is not an explicitly targeted foreclosure prevention program
like HAMP, but we do expect that home ownership sustainability
will improve when homeowners can refinance to lower rates. This
in turn improves neighborhood stability and reduces the likelihood
of default in the long run.

We are working with members of the Senate to develop program
parameters and identifying sources of funding to serve as a back-
stop to the premiums that would be collected through the program
to absorb unexpected large losses.
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