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A LEGISLATIVE PROPOSAL TO
PROTECT AMERICAN TAXPAYERS
AND HOMEOWNERS BY CREATING A
SUSTAINABLE HOUSING FINANCE SYSTEM

Thursday, July 18, 2013

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

The committee met, pursuant to notice, at 1:04 p.m., in room
2128, Rayburn House Office Building, Hon. Jeb Hensarling [chair-
man of the committee] presiding.

Members present: Representatives Hensarling, Miller, Bachus,
Royce, Capito, Garrett, Neugebauer, McHenry, Campbell, Bach-
mann, Pearce, Fitzpatrick, Westmoreland, Luetkemeyer, Huizenga,
Duffy, Hurt, Stivers, Fincher, Stutzman, Mulvaney, Hultgren,
Ross, Pittenger, Wagner, Barr, Cotton, Rothfus; Waters, Maloney,
Velazquez, Watt, Sherman, Meeks, Capuano, Clay, Lynch, Scott,
Green, Cleaver, Moore, Ellison, Perlmutter, Himes, Peters, Carney,
Sewell, Foster, Kildee, Murphy, Sinema, Beatty, and Heck.

Chairman HENSARLING. The committee will come to order. With-
out objection, the Chair is authorized to declare a recess of the
committee at any time.

Before recognizing Members for opening remarks, I want to
make a statement about process. We are starting this hearing at
1:00 as opposed to our usual 10:00. That was at the request of the
ranking member, who brought to my attention the Nelson Mandela
birthday celebration. And certainly, I was in accord with her rec-
ommendation. So that is why we are starting at 1:00. The bad
news is we will undoubtedly be interrupted by votes. And this is
a two-panel hearing. So ahead of time, I wanted to apologize to
Members and apologize to panelists, particularly those in the audi-
ence who are on the second panel, because I cannot tell you the
exact time that the second panel will convene. But, hopefully, you
will call this, as I do, an excused tardiness in the beginning of this
hearing.

At this time, I will recognize myself for opening remarks for 5
minutes.

Today, the Financial Services Committee meets in its 12th hear-
ing over the last 6 months on the need to create a sustainable
housing finance system. By the end of the hearing, our committee
will have heard from more than 50 witnesses on the subject since
January. Americans clearly deserve a better housing system, one
that protects homeowners and taxpayers, so that every American
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who works hard and plays by the rules can have opportunities and
choices to buy homes they can actually afford to keep. One that
protects hardworking taxpayers so they never again have to bail
out corrupt Government-Sponsored Enterprises like Fannie Mae
and Freddie Mac, whose top managers engaged in extensive ac-
counting fraud to trigger huge executive bonuses for themselves.

America needs a housing policy that is sustainable over time, not
one that causes endless boom/bust cycles in real estate which harm
our economy. Regrettably, such a commonsense and responsible
system is not in place in America today. Today, taxpayers have
been forced to pay nearly $200 billion for the bailout of Fannie Mae
and Freddie Mac. Today, taxpayers remain on the hook for more
than $5 trillion in mortgage guarantees, roughly one-third the size
of our economy. Today, the Federal Government has a virtual mo-
nopoly on the housing finance system that is unwise, unfair, and
unsustainable.

Today, Washington elites decide who can qualify for a mortgage.
That puts homeownership out of reach for millions of creditworthy
American families. That is not fair. Americans truly deserve better.
The proposal we will discuss today will give Americans the better,
fairer, and sustainable housing finance system they deserve. It is
called the PATH Act because it Protects American Taxpayers and
Homeowners. The PATH Act ends the bailout of Fannie Mae and
Freddie Mac by gradually winding them down over a 5-year transi-
tion period. On their best day, they delivered 7 to 25 basis points
interest rate advantage to home buyers and could only deliver a
mediocre rate of homeownership.

Contrasted with almost $200 billion of bailout, wrecked lives of
those who lost their homes, artificially driving up the cost of prin-
cipal, and helping bring the economy to its knees, Fannie and
Freddie did little to help the home buyer but an awful lot to hurt
the taxpayer and the economy.

The PATH Act also protects taxpayers and homeowners by fi-
nally codifying what most everyone claims the FHA was designed
to do, and that is, an agency that was intended to help first-time
home buyers and those with low and moderate incomes. But in-
stead, today they can insure millionaires’ mortgages for homes val-
ued as high as $729,750. In many sections of my district, that is
a mansion.

The mission creep has overextended FHA. Today, it is broke,
unsustainable, and projected to need its own taxpayer bailout, just
like Fannie and Freddie. An unsustainable, bankrupt FHA will
help no one. The PATH Act puts it on a sound footing.

The PATH Act tears down barriers to private capital and frees
home buyers from a government-dominated system that puts again
Washington elites in control of deciding who can and cannot buy
a home. Washington should not steer our citizens into mortgages
that may not be right for them, nor should Washington prevent
them from taking out mortgages of their choosing. Reforms in the
PATH Act increase competition, enhance transparency, and give
consumers more freedom to choose the mortgage that is right for
them as long as the terms are fully disclosed and understandable.

Witnesses at our previous hearings have warned that regulations
coming down the pike could increase mortgage interest rates 1 to
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4 percentage points, lead to fewer home sales, and deter commu-
nity banks from making mortgage loans. Core logic is that only half
of today’s mortgages would comply with the bureaucratic Dodd-
Frank rules that could go in effect in just 177 days. Again, this is
wrong and unfair.

Now, a significant number of Members in this room have said
they want to end Fannie and Freddie, they want a new system, but
they want to do it up until it is time to actually do it. Nearly 5
years after the bailout of Fannie and Freddie, I asked my friends
on the other side of the aisle and in the Administration, if you don’t
like our plan, where is your plan? Some say the plan will end the
30-year fixed-rate mortgage. But it exists today without a govern-
ment guarantee, and many of these same naysayers are the ones
who said we have nothing to worry about with Fannie and Freddie,
let’s roll the dice. Thus, their track record on predictions is not an
enviable one.

Some say this plan would end the Federal guarantee for the
housing finance system. Yet FHA, the Federal Home Loan Banks,
the VA, and the rural housing programs are still there. Some say
the PATH Act is ideological. But it seems to me that those who de-
fend the status quo of a government-run monopoly, complete with
taxpayer bailouts, economic crises, and mediocre rates of homeown-
ership are the ones that are being ideological. It is past time to pro-
tect taxpayers and homeowners. It is time to pass the PATH Act
today. As I have stated publicly before, it is my intention to mark
up the PATH Act before the House adjourns for the August district
work period, and I look forward to this hearing.

At this time, I yield 5 minutes to the ranking member.

Ms. WATERS. Thank you, Mr. Chairman.

While I am appreciative that you are holding this hearing today,
I am deeply disappointed in the radical and unworkable discussion
draft that is before us today as well as the lack of interest in mak-
ing this a bipartisan effort.

Mr. Chairman, it did not have to be this way. We have on the
table a bipartisan housing finance reform proposal in the Senate.
During the last Congress, we saw numerous bipartisan reform pro-
posals here in the House. But this bill you have put forward, with
zero input from Democrats, is obviously a non-starter among all
the individuals who have a stake in a healthy housing finance sys-
tem. It is an unrealistic proposal based on the notions of ideological
academics whose ideas have no real audience or weight outside of
certain members on this committee. We Democrats here on this
committee have authored principles that guide our consideration of
this discussion draft as well as all proposals to reform our markets.
To put it plainly, the “Path to Nowhere Act” fails all of them. To
take them one by one:

The proposal would be bad for America’s middle-class, ending the
affordable 30-year fixed-rate mortgage and making it a product
only available to a tiny subset of lower-income FHA borrowers, or
to the richest households getting jumbo loans.

The proposal would be bad for investors, expecting them to ac-
cept all the credit risks on U.S. mortgages, but removing key pro-
tections in our securities laws and excluding them from the man-
agement of this new utility.
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The proposal would be bad for community banks and credit
unions, with the new utility presenting them with tremendous
challenges, access in the capital markets, and severely undercut-
ting the FHA. The proposal also leaves them in the dust with a big
bankcentric covered bond proposal that requires them to pick up
the tab if these bonds bankrupt the deposit insurance fund.

The proposal would be bad for consumers, repealing the preda-
tory lending provisions in the Wall Street Reform Act and inviting
unscrupulous subprime lenders back in the market.

The proposal would be bad for renters at a time when vacancy
rates are at an all-time low and American families increasingly
need access to rental options. The proposal abolishes the trust
fund, eliminates the GSE’s role in multi-family housing, and makes
the FHA multi-family program an administrative nightmare in
which no lender would want to participate.

And finally, the proposal would be bad for taxpayers, codifying
an implicit guarantee on our housing market instead of making the
guarantee explicit and paid for by the industry as other bipartisan
proposals suggest.

When the Republican experiment in extreme privatization ulti-
mately fails, we will see a future Administration come into Con-
gress asking for us to clean up the mess this bill created. And, fi-
nally, your proposal would be a disaster for the American housing
market, which drives nearly 20 percent of our Nation’s GDP.

Mr. Chairman, I stand ready to work with you if you want to get
serious on housing finance reform or regulatory relief for our Na-
tion’s community banks and credit unions. But, to be candid, this
proposal is a failure on all accounts and for all stakeholders. And
given that this draft bill undercuts both the homeownership and
rental market, I am not sure where my Republican counterparts
expect middle-class American families to live. I yield back the bal-
ance of my time.

Chairman HENSARLING. The Chair now recognizes the gentleman
from New Jersey, the Chair of the Capital Markets Subcommittee
and the chief author of the PATH Act, for 2 minutes.

Mr. GARRETT. Thank you, Mr. Chairman, for holding this impor-
tant hearing, and thank you for your hard work and also for the
hard work all of the staff put into the legislation. I am very pleased
this committee the is addressing one of the underlying causes of
the financial crisis: the oversubsidization and misallocation of cred-
it through Fannie and Freddie.

But the hemming and the hawing and the gnashing of teeth by
my friends across the aisle maybe is a little bit surprising given all
the compromises you will find in this draft. Over the last 2 years,
our friends on the other side have set forth a number of demands
that must be included in any GSE reform measure. Now that we
have listened to them and introduced legislation that specifically
addresses each of those concerns, I see it is still not good enough.
See, first, they demand that GSE reform be comprehensive. You
would be hard-pressed to find anyone who says the package before
us today is not comprehensive.

Second, they demanded that reform ensure all financial institu-
tions have access to the secondary mortgage market. So we com-
promised and ensured that they have access to the mortgage mar-
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ket through a different government-sponsored entity, the Federal
Home Loan Banks. Included in the bill are several provisions
which directly authorize Federal Home Loan Banks to aggregate
loans for community banks and credit unions.

Next, they demanded we retain some method for the government
to play a countercyclical role in the market to ensure continued ac-
cess to credit during times of market uncertainty. We compromised
again, and included a provision in Title II that allows the FHA to
do just that. Then, they demanded that we ensure the government
continue to provide direct support for first-time and low- and mod-
erate-income home buyers. So we compromised again, and made
changes to FHA to preserve its important role in the marketplace
of serving those people most in need.

And finally, they required we preserve the availability of the 30-
year fixed mortgage. We compromised yet again and included lan-
guage to facilitate a new marketplace that will replicate the deep
and liquid market enjoyed by investors today that allowed for the
continued widespread availability of a 30-year fixed mortgage.

Mr. Chairman, I commend you on your hard work on this legisla-
tion, your willingness to compromise and address their concerns,
and your moving forward on this important debate.

Chairman HENSARLING. The Chair now recognizes the gentlelady
from New York, Mrs. Maloney, for 1¥2 minutes.

Mrs. MALONEY. I thank the chairman for starting this important
conversation. And while the chairman’s bill includes vague lan-
guage about maintaining the 30-year fixed-rate mortgage, wishing
doesn’t make it happen. The bill would virtually eliminate the 30-
year fixed-rate mortgage by making it unaffordable and inacces-
sible to middle-class Americans.

According to Moody’s economist Mark Zandi, this bill would raise
mortgage rates by at least 90 basis points, or $130 a month. That
is a great deal of money over 30 years. This is not only unaccept-
able, it is unnecessary, because there are proposals such as the bi-
partisan Corker-Warner bill that would reserve the 30-year fixed
affordable mortgage, and also protect taxpayers. Under their bill,
taxpayers would have multiple layers of protection.

First, private investors would have to take the first 10 percent
of any losses. If the losses exceed 10 percent, then an industry
guarantee fund similar to the FDIC would kick in and be able to
bear losses even greater than the losses Fannie and Freddie suf-
fered during the recent housing bust. Only then, in a catastrophic
crisis, worse than 2008, could the government potentially be asked
to provide a backstop. And even then, there is a clawback to the
industry-guaranteed fund that would reimburse and protect the
taxpayer.

The housing market accounts for 20 percent of our overall entire
economy. And the affordable home is part of the American dream.
So it is absolutely critical that we work together in a bipartisan
way to get this right to protect the taxpayer and the affordable
home for Americans dreams.

Chairman HENSARLING. The Chair now recognizes the gentleman
from Texas, Mr. Neugebauer, Chair of the Housing and Insurance
Subcommittee, and another co-author of the PATH Act, for 2 min-
utes.
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Mr. NEUGEBAUER. Thank you, Mr. Chairman, for holding this im-
portant hearing. And, most importantly, thank you for driving the
House finance reform debate on behalf of taxpayers and home-
owners.

Today, we are discussing the PATH Act, a commonsense and
pragmatic reform measure of which I am proud to be a cosponsor.
After 12 hearings and multiple conversations with stakeholders, we
have put together a framework for a dynamic, healthy, and stable
housing market. The PATH Act is a transformative piece of legisla-
tion that will bring our housing markets into the 21st Century and
allow our housing finance system to function without the unprece-
dented government intervention that we have seen in recent years.

The PATH Act will do three things. First, it will end the costly
bailouts of Fannie and Freddie by phasing them out over a 5-year
period. Second, it will right-size FHA by clearly defining its mission
to ensure that the agency is focused on serving first-time home
buyers and low- to moderate-income borrowers. And lastly, it will
facilitate increased investor interest in the secondary mortgage
market by removing impediments to private capital and defining a
clear set of rules for securitization in the future.

Now, I know some of my colleagues want to gloss over the cro-
nyism and the Enron-style accounting and the outright financial
fraud that allowed Fannie and Freddie to generate a subprime cri-
sis. They would like to extol the virtues and the benefits of GSEs
and propose to simply place a Band-Aid on the current govern-
ment-centric housing system. But these calls remind me of a saying
we have back in Texas, “You can put your boots in the oven, but
it doesn’t make them biscuits.” This basically means that you can
say what whatever you want to about these entities, but they are
what they are. Let me remind my colleagues exactly what the sys-
tem delivered for the American people: $16 trillion in wealth de-
struction; and $200 billion in taxpayer bailouts, all in the name of
homeownership, in which, by the way, we rank 17th in the world.
I know that it is human nature to resist change. I get it. Change
is difficult. But in the case of housing finance, not to change is
fatal. I urge all of my colleagues to support the PATH Act so that
we can finally have of a 21st Century housing finance model that
protects taxpayers and helps homeowners.

Chairman HENSARLING. The Chair now recognizes the gentlelady
from New York, Ms. Velazquez, for 1% minutes.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Mr. Chairman, while I understand the need to reform the hous-
ing finance system, I am extremely troubled by the proposal before
us. The PATH Act removes the main source of viability in the
multi-family market, the government guarantee. This will unduly
impact many New Yorkers who rely on rental housing because of
high homeowner costs. New York State is home to very tight rental
markets. In fact, vacancy rates in Manhattan decreased to 1.83
percent in the last year. We need more rental housing options to
keep up with the demand. Yet this proposal does the opposite: re-
ducing liquidity; increasing building costs; and driving up working
families’ rent.

As the ranking member of the House Small Business Committee,
I am also concerned about the bill’s impact on small businesses.
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Even though my community is a short subway ride to Wall Street,
it is our credit unions and community banks that working families
rely on for a loan. These are the exact institutions that this pro-
posal will crowd out of the mortgage market.

Mr. Chairman, we need a system that leads to stable, affordable
housing. However, this bill is a path to nowhere. It does not protect
anyone; indeed, it eliminates housing options for working families
and excludes small businesses from the market. Thank you, and I
yield back.

Chairman HENSARLING. The Chair now recognizes the gentlelady
from West Virginia, the Chair of the Financial Institutions Sub-
committee, and also a co-author of the PATH Act, for 1 minute.

Mrs. CapiTO. Thank you, Mr. Chairman. Thank you for the hear-
ing. This an issue that we need to address and we want to address.
And I thank the chairman for his hard work.

As we have heard before, the focus of this discussion draft is pro-
tecting consumers and protecting taxpayers. I am especially
pleased that this legislation reforms the secondary mortgage mar-
ket and also provides much-needed reforms for FHA that we have
discussed time and time and time again in this committee. The
FHA is an extremely important component of the Nation’s finance
system. And the reforms here will focus on first-time home buyers
and those with moderate and low incomes and will ensure that the
FHA is serving its core mission in future generations.

The PATH Act also will end the bailouts of Fannie and Freddie.
As a Nation, we cannot return to a system that allows private enti-
ties to enjoy the profits in a bull market and then sticks the tax-
payers with the bill in a downturn. Moving towards a privatized se-
curity—secondary mortgage markets will prevent this from hap-
pening in future housing cycles.

Finally, there are critical provisions in Title IV that ensure small
banks and credit unions will have access to the secondary mortgage
market. These provisions provide significant release and certainty
for these institutions that are extremely important in the relation-
ship banking that they do every day in communities. I yield back.
Thank you.

Chairman HENSARLING. The Chair now recognizes the gentleman
from Massachusetts, Mr. Capuano, for 2 minutes.

Mr. CapuaNo. Thank you, Mr. Chairman. Thank you for having
this hearing. Mr. Chairman, look, everybody today is going to pon-
tificate an awful lot. I guess it is pontification day. And I would
really rather avoid as much as possible. So for our panel members,
here is what I am interested in: What will this bill do to the aver-
age person who wants to buy a home? Simple. Please don’t talk in
basis points or market. Here is what they want to know: Will they
have access to an affordable, standard, fixed 30-year mortgage at
rates they are currently seeing without massive downpayments?
That is really what it is all about. All of this is just
hyperventilating to make ourselves sound smarter than we really
are.

What we are interested in is does this bill work. And, honestly,
I have my doubts. We have only had it for a couple of days, and
we are trying to pore through it, trying to get as much information
as we can. The information I have at the moment is that the an-
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swers to all the questions I just said is probably no. I know full
well you won’t know it. But they won’t have access to a standard
30-year mortgage. There might be 30-year mortgages, but no one
I know will be able to afford them.

So, for me, I would like to limit these panel comments to—I
know you are all 10 times smarter than I will ever be, but you
don’t have to prove it today. Speak in small words, words that we
understand, words that I can explain to my constituents at home,
and to me, to figure out what this bill does to America. And to as-
suage my fears as I enter this that the 30-year mortgage is gone,
the downpayments will skyrocket, and that my average home-
owner, based on my brief numbers, would have to pay $40,000
more over the life of a 30-year mortgage, if they could get one, on
a $200,000 mortgage, which in my district is a small mortgage. We
have high values.

So, my time is up. But please, again, you don’t have anything to
prove to me. Small words. Thank you.

Chairman HENSARLING. Today, we have two panels of witnesses.

Mr. CAPUANO. Between your accent and mine, we have to have
a translator.

Chairman HENSARLING. I concur.

Today, we have two panels of witnesses. At this time, we will
welcome our first panel of distinguished witnesses.

Peter Wallison is the Arthur F. Burns Fellow in Financial Policy
Studies at the American Enterprise Institute. He previously served
as General Counsel to the U.S. Treasury Department, and was a
member of the Financial Crisis Inquiry Commission. Mr. Wallison
is the author of several books, including a 2004 work on Fannie
Mae and Freddie Mac. He holds law and undergraduate degrees
from Harvard.

Douglas Holtz-Eakin is the President of the American Action
Forum, and is the former Director of the Congressional Budget Of-
fice. He also previously served as an economic advisor to President
Bush 41. He, too, was a member of the Financial Crisis Inquiry
Commission. He earned his Ph.D. from Princeton and holds an un-
dergraduate degree from Denison University.

Adam Levitin is a law professor at the Georgetown University
Law Center where he teaches bankruptcy, commercial law, and fi-
nancial regulation. He earned his law and undergraduate degrees
from Harvard, and a master’s degree from Columbia.

Mark Calabria is the Director of Financial Regulation Studies at
the Cato Institute. We welcome him back as a previous Congres-
sional staffer. He has also served as the Deputy Assistant Sec-
retary for Regulatory Affairs at HUD, and has held a variety of po-
sitions at Harvard’s Joint Center for Housing Studies, the National
Association of Home Builders, and the National Association of RE-
ALTORS®. He earned his Ph.D. from George Mason University.

Last but not least, Mark Zandi is the Chief Economist at Moody’s
Analytics where his research focuses on macroeconomics, financial
markets, and public policy. Dr. Zandi also has written a number of
books on the economy, including at least one on housing finance.
He holds his Ph.D., master’s, and bachelor’s degrees from the Uni-
versity of Pennsylvania.
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I believe all of you have testified before our committee before.
You will each be recognized for 5 minutes to give an oral summary
of your testimony. And without objection, each of your written
statements will be made a part of the record. After each of our pan-
elists have finished—as I warned earlier, votes may interrupt us.
But at some point, each Member will be recognized for questioning
for 5 minutes apiece.

Mr. Wallison, you are now recognized for your testimony.

STATEMENT OF PETER J. WALLISON, ARTHUR F. BURNS FEL-
LOW IN FINANCIAL POLICY STUDIES, THE AMERICAN EN-
TERPRISE INSTITUTE (AEI)

Mr. WALLISON. Thank you, Mr. Chairman.

Chairman Hensarling, Ranking Member Waters, and members of
the committee, although there seems to be a near consensus in
Congress that Fannie and Freddie should be eliminated, there is no
agreement on what should replace them. Since the financial crisis
in 2008, almost every plan that has been put forward in Wash-
ington has involved one or another ingenious way to wind down
Fannie and Freddie while keeping the government involved in
housing finance. This reflects, in my view, a kind of delusion that
Fannie and Freddie were bad but government’s involvement in
housing finance is somehow good. In reality, Fannie and Freddie
did what they did, and became insolvent doing it, because they
were backed by the government.

If Congress adopts another plan for the government to back
housing finance, we will end up in the same way, with a mortgage
meltdown, a major recession, taxpayer losses, and millions of fami-
lies losing their homes. The last point finally got to a former chair-
man of this committee, Barney Frank, who said in 2010, “I hope
by next year we will have abolished Fannie and Freddie. It was a
great mistake to push lower-income people into housing that they
couldn’t afford and couldn’t really handle once they had it.”

It is easy to see why government does this. Every Member of
Congress wants to do something for his or her constituents. Con-
gress spends because the voters like it. All the better then when
the benefits for constituents do not involve spending. Fannie and
Freddie are examples of this. Because they were controlled by the
government, they could be forced to provide a government guar-
antee for subprime and other risky mortgages, so that financial in-
stitutions and others would buy these mortgages when, in any
other world, they would not think of taking such a risk. This was
a taxpayer gift to constituents who did not have the financial re-
sources or the credit records to get a mortgage, but the reduced un-
derwriting standards that Fannie and Freddie were compelled to
use inevitably spread to the whole market.

There were no appropriations or increases in the debt until the
whole system crashed because of risky mortgages in 2008, and mil-
lions of surprised and angry Americans lost their homes.

Housing finance is a particularly good example of how Congress
likes to spread the government benefits around. In the 2000s, it
also made sure that wealthy constituents, people who were buying
million-dollar homes, could get the benefits offered by the GSEs
and FHA. If Congress adopts another plan for government-backed
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mortgages, this will happen again. The Corker-Warner bill is an
example of the many proposals that will eliminate GSEs, but put
another government program in its place. Investors will be pro-
tected, but the government insurance program that would replace
Fannie and Freddie will eventually be pressured by Congress to
make the same risky mortgages that brought the financial system
down in 2008.

We should recall that FHA started its life requiring 20 percent
downpayments. Now, it requires 3 percent downpayments and
needs a government bailout.

This story should tell all of us that the bill now before this com-
mittee makes practical sense. It would take the government out of
most of the housing finance market, but it would still provide for
a new and very prudent FHA for first-time home buyers. It winds
down Fannie and Freddie over 5 years, terminates the affordable
housing goals, creates a utility to organize and standardize the pri-
vate securitization market, and clears away obstacles to the revival
of private securitization.

I have some suggested improvements for this bill detailed in my
written testimony. But on the whole, it will eliminate the repetitive
cycles of failure that have been the story of the housing finance
market in the past. Instead of yet another government program
and another meltdown in the future, the PATH Act would open the
way for the private sector to do for housing finance what it has al-
ways done for the rest of the American economy, that is, innovate
and cut consumer costs. It is the first hopeful sign that Congress
isn’t mired in ideology but can learn from history and practical ex-
perience. Thank you. I look forward to your questions.

[The prepared statement of Mr. Wallison can be found on page
227 of the appendix.]

Chairman HENSARLING. Dr. Holtz-Eakin, you are now recognized
for your testimony.

STATEMENT OF DOUGLAS HOLTZ-EAKIN, PRESIDENT, THE
AMERICAN ACTION FORUM

Mr. HoLTZ-EAKIN. Thank you, Mr. Chairman, Ranking Member
Waters, and members of the committee. It is a privilege to be here
to discuss the PATH Act today. I look forward to your questions.
Let me say four things briefly, with short words, to begin. First,
I applaud action. For anyone who has looked at the crisis and
watched events since the crisis, the inability of Congress to move
forward on genuine reform of the GSEs has been a frustration, and
to begin reform is to make a real step toward the ultimate recovery
of the U.S. housing market. And so I am thrilled to see the bill
under discussion, and I hope we see legislative action and law mak-
ing in our future.

Second, I think there is a broad consensus that Fannie Mae and
Freddie Mac should be phased out. And the winding down on this
bill is a desirable action. They were at the heart of poor mortgage
origination, which was a key part of the 2008 financial crisis. Their
structure guaranteed that the bad mortgages and the mortgage-
backed securities were disseminated widely through the financial
system, and the interconnectedness guaranteed that taxpayers
were required to step in and keep them from failing. Not only are
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these facts well understood by experts and by the members of this
committee, they are very well understood by the American public.
And the evidence from polling and other sources is that the Amer-
ican public believes that they should no longer have a future in
American housing finance either. And I am thrilled that this bill
would wind them down.

The third thing I think is admirable is the fact that the FHA re-
forms are taken in a coordinated fashion with the other GSE re-
forms. In too many efforts on both sides of the Congress, these are
done in separate silos and don’t recognize that we have, in fact,
seen one government backstop substitute for another at different
times, and that we ought to have a single, coherent strategy for
backstopping the low-income Americans who need help getting into
the housing that we believe they deserve. And the coordination, the
targeting toward a more appropriate footprint for the FHA, and the
steps taken to threaten its solvency and protect it—the taxpayers
from its exposures at present are all desirable steps in this legisla-
tion.

And then, lastly, I want to applaud the broad array of efforts to
bring private capital back into mortgage finance in the United
States. We simply cannot go forward with 80 to 90 percent of hous-
ing finance running through the Federal Government. The private
sector is imminently capable of providing large-scale finance. As
Mr. Wallison mentioned, it does so in every other sector of the
American economy. We can be relied on to do so and do so in an
innovative and consistent fashion in housing finance. The steps
taken to clarify, and in some cases slow down, recent rule making
will allow that to happen, as opposed to impede it. And I would en-
courage the committee to keep a focus, 100 percent, on attracting
private capital. That in the end will be the best solution to all of
the problems we have experienced over the past several years.
Thank you for the chance to be here today, and I do look forward
to your questions.

[The prepared statement of Dr. Holtz-Eakin can be found on
page 141 of the appendix.]

Chairman HENSARLING. Professor Levitin, you are now recog-
nized for 5 minutes.

STATEMENT OF ADAM J. LEVITIN, PROFESSOR OF LAW, THE
GEORGETOWN UNIVERSITY LAW CENTER

Mr. LEVITIN. Chairman Hensarling, Ranking Member Waters,
and members of the committee, good afternoon.

The housing finance market does badly need reform. But the
PATH Act is the wrong path to take. The PATH Act would recreate
the worst features of the housing finance market during the hous-
ing bubble: predatory lending; unregulated securitization; and too-
big-to-fail banks. I detail these and other problems in my written
testimony.

My remarks today will focus on the key feature of the PATH Act,
a proposal to privatize the housing finance system. Privatizing the
housing finance system has several problems. First, there is not
sufficient capital willing to assume credit risk on U.S. mortgages.
Currently, there is $6 trillion in interest rate risk investment in
the U.S. housing finance system. There is no reason to believe that
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these rate risk investors will transform into credit risk investors.
If they do, the yields they will require will substantially raise mort-
gage costs, thereby depressing housing prices.

Privatization could leave the housing finance system without suf-
ficient capital. In plain language, that means higher rates and
higher downpayments for your constituents. The PATH Act, there-
fore, is a risky gamble with the entire U.S. economy, based on ide-
ology, not evidence.

The second problem with the private housing finance system is
that the products available would change. If the PATH Act were
law, it would be difficult for most American families to obtain 30-
ylear fixed-rate mortgages or to lock in interest rates in advance of
closing.

The 30-year fixed is not the best product for all home buyers, but
it is a consumer-friendly product that is particularly well-suited for
financial stability. It has been a bedrock of post-war American
homeownership. The availability of the 30-year fixed is also heavily
a function of Federal backing of the housing finance system. While
it is true that one can find a 30-year fixed in the private jumbo
market, as Mr. Wallison likes to note, the truth is that jumbo 30-
year fixed-rate mortgages are rare. Jumbo mortgages are a small
part of the housing finance market, and most jumbo mortgages are
adjustable rate.

Fixed-rate jumbos are less than 4 percent of the entire housing
finance market, and not all of those are for 30-year terms. Instead,
the massive evidence is that private lending markets do not gen-
erate widespread availability of long-term fixed-rate loans. And
this is because the interest rate risk is too great, as Mr. Loving
from the ICBA explains in his written testimony. Thus, 30-year
fixed-rate loans are also a rarity in the totally private commercial
real estate market, and they did not exist before the entry of the
Federal Government into the housing finance space.

Similarly, the PATH Act would make it difficult for most Amer-
ican families to lock in interest rates in advance of closing. The
ability to get a preclosing rate lock is a substantial benefit to the
entire U.S. housing market. American home buyers are able to lock
in rates in advance because of the To Be Announced (TBA) market.
This is a market in forward contracts on GSE MBS. A TBA market
requires tremendous liquidity, and that liquidity requires a high
degree of interchangeability among MBS. GSE MBS has that high
degree of interchangeability because they entail uniform credit risk
for investors, namely, none.

The PATH Act would produce private label MBS with all types
of variation in credit risk that would make a TBA market impos-
sible. While there is a TBA market for jumbos, it is a—you can get
a rate lock on jumbos, it is only because that rate risk can be
hedged in the GSE TBA market. The jumbo market piggybacks on
the existence of the federally-backed market. Thus, the PATH Act
would make it impossible for most Americans to get preapproved
for a mortgage at a particular rate before shopping for a home.

The third problem is that the PATH Act encourages riskier lend-
ing. Not only does the PATH Act repeal key anti-predatory lending
laws, but it recreates the unregulated securitization markets that
could produce the housing bubble and financial crisis. The PATH
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Act creates an optional, privately owned but regulated
securitization utility. It is questionable whether banks will find
that the benefits of the utility outweigh its costs. Because the util-
ity is merely optional, the utility will have to compete with unregu-
lated securitization by banks for market share. The result could
well be a race to the bottom in underwriting standards that in-
creases the likelihood of government bailouts.

In an ideal world, I would unequivocally prefer to see the U.S.
housing finance system financed entirely with private capital. The
government’s involvement in the U.S. finance system does carry
with it serious concern of moral hazard and politicized under-
writing. Yet, proposals like the PATH Act that would eliminate any
government guarantee from the housing finance system are not a
solution. Every developed economy either has an explicit or implicit
guarantee of its housing finance system because housing is too im-
portant to the economy and social stability for any government to
let the market collapse. Accordingly, we need to proceed by think-
ing about how to structure an explicit government guarantee real-
istically so as to minimize moral hazard rather than pretending
that we can simply have a private market and ignoring the implicit
guarantee that will always exist in that market. The PATH Act is
not the right act for reforming our housing finance system. Thank
you.

[The prepared statement of Dr. Levitin can be found on page 172
of the appendix.]

Chairman HENSARLING. Dr. Calabria, you are now recognized for
5 minutes.

STATEMENT OF MARK A. CALABRIA, DIRECTOR, FINANCIAL
REGULATION STUDIES, THE CATO INSTITUTE

Mr. CALABRIA. Chairman Hensarling, Ranking Member Waters,
and distinguished members of the committee, I thank you for the
invitation to appear at today’s important hearing, and I also want
to express my delight to be among so many friends on both sides
of the aisle. It truly is a pleasure to be back here. The committee
will note from my biography that I have spent the last 2 decades
involved in various aspects of housing and mortgage finance policy.
Let me be very clear that I believe housing is a critical component
of our economy; moreover, I believe that housing is one of the basic
necessities of life, if not the most important necessity of life. So, to
be very clear, I do have a stake in a healthy mortgage finance sys-
tem.

Without stable, decent, and affordable housing, many other goals
in life become quite difficult if not impossible to achieve. With that
in mind, I would submit that our current system of mortgage fi-
nance has not facilitated the dream of affordable, accessible home-
ownership. Our current system has largely encouraged families to
become highly leveraged and highly indebted, leaving both them
and our greater economy at risk.

Our current system has not resulted in long-term gains of home-
ownership. You can look at the Census data, it is pretty clear. Nor
has our current system provided financial stability, which should
be obvious. The recent recession and the accompanying 8 million-
plus job losses were a direct result of our current mortgage finance



14

policies along with other policy mistakes. Were we to choose to re-
tain the current system or to make only cosmetic changes, we guar-
antee, let me emphasize, we guarantee a repeat of the recent reces-
sion.

It is far past time we recognize the failures of our current system
and move toward a better system that effectively serves home-
owners and taxpayers. Fortunately, in my opinion, such a system
need not cost the taxpayer nor endanger our economy. Affordable—
in contrast to what my good friend Adam has said—fixed-rate fi-
nancing is available in other parts of our financial system. Jumbo
mortgages today trade at rates, and you can get at rates com-
parable to the conforming, in my opinion, having about 40, 50 per-
cent of the jumbo market is not rare. I think it is actually quite
common.

You can get affordable fixed-rate financing in the auto market.
And if you look at the recession, auto sales followed a similar trend
downward as the housing market, yet auto sales recovered years
ahead of the housing market, despite a lack of direct government
support from auto purchases, with the exception of Cash for
Clunkers.

So, let me be crystal clear. We can’t have affordable, long-term
mortgages without the support of Government-Sponsored Enter-
prises. In my opinion, claims to the contrary are pure fiction.
Elimination of Freddie and Fannie would also have limited impact
on homeownership rates. Let me emphasize that the Nation’s
homeownership rates reached levels comparable to those today be-
fore we witnessed even having a secondary mortgage market. That
is a fact. I would be happy to give you cites for the data. In fact,
the initial growth period of the secondary mortgage market, be-
tween 1982 and 1992, was a time of declining homeownership
rates.

Let me turn now to the Protected American Taxpayers and
Homeownership Act, the PATH Act. Let me commend the Chair
and the committee staff on their efforts. I would also say I have
followed the actions of this committee for close to 20 years. And let
me say, I think this is without a doubt the most balanced, thought-
ful, and logical piece of legislation I have ever seen come before the
committee. I recognize it is a low bar. We urgently need to elimi-
nate Fannie Mae and Freddie Mac. The PATH Act charts a course
for doing so.

I will note that even if the PATH Act was passed into law as
written, our mortgage market would be characterized by extensive
government support. Yes, the PATH Act helps create a freer mort-
gage market, but it does not create a free one. My one complaint
would be that the PATH Act does not go far enough and contains
too many compromises. For instance, I would suggest to the com-
mittee that an additional 5 years of conservatorship for Fannie and
Freddie is unnecessary. I think at most, a 2-year lead time for
FHFA would give a sufficient time to prepare for a receivership.
The reduction in GSE and FHA loan limits should also be acceler-
ated. A loan limit of 525, 500, as ultimately envisioned by the
PATH Act, still covers around 90 percent of the U.S. housing mar-
ket.
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In my opinion, a more reasonable number would be closer to 200.
Our mortgage finance system has long been a massive, regressive
subsidy to America’s wealthiest families. And while I commend the
new income-targeting requirements for the FHA retained in the
PATH, I believe we can do a lot more to ensure that what subsidies
are provided are targeted to those in need.

Lastly, I want to commend the committee’s inclusion of reforms
to stop abuses of eminent domain. While I would extend these pro-
visions far beyond the mortgage market to protect all homeowners
from having government steal their homes, I think the included
provisions are an important first step.

So, again, let me close by commending the Chair for his efforts
to take our mortgage market in a more rational and sustainable di-
rection. I would certainly say I have yet to see a perfect piece of
legislation. This is certainly not one. I don’t expect to ever see a
perfect piece of legislation. I certainly think there are changes that
could be made, but I think this is a terrific start.

[The prepared statement of Dr. Calabria can be found on page
104 of the appendix.]

Chairman HENSARLING. The Chair will note the call of votes on
the Floor. So, we will listen to Dr. Zandi’s testimony, I will take
the liberty of taking my 5 minutes to ask questions, and then when
we return, if it is acceptable, the ranking member can ask her
questions at that time, and then Members may leave when they
feel it necessary. I hope everybody stays for Dr. Zandi’s testimony.

Dr. Zandi, you are now recognized for 5 minutes.

STATEMENT OF MARK M. ZANDI, CHIEF ECONOMIST, MOODY’S
ANALYTICS

Mr. ZANDI. Thank you, Mr. Chairman, Ranking Member Waters,
and the rest of the committee for the opportunity to be here. I am
an employee of Moody’s Analytics, but these are my views and
opinions, not those of Moody’s. You should also know that I am on
the board of directors of MGIC, which is one of the largest private
mortgage insurance companies in the country. And I am also on
the board of directors of the Reinvestment Fund. That is one of the
largest CDFIs in the country, and also has a stake in all of this.

I have three points to make. The first point is, I do want to con-
gratulate the chairman and the other members of the committee
who worked on this, particularly the staff. This was clearly a very
significant piece of work, with a lot of moving parts and a lot to
digest. And to be frank, I haven’t been able to digest it all. But it
is significant. And I agree with the word “comprehensive.” It is a
comprehensive effort. And I think that is laudable, because I don’t
think we can consider solving the problems posed by Fannie and
Freddie without considering the housing finance reform system in
its entirety. That involves FHA reform, and it involves getting pri-
vate capital in more through the banking system and through the
private residential mortgage securities market. So, that is all good.

The part on covered bonds, I enjoyed that very much. I think
that is a very appropriate place to look for additional capital. I
think there is a lot more work that needs to be done there to make
this a workable proposal, but I think that is a good direction to
head.
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And as the chairman knows, I have long been skeptical of the
QRM rule as currently written. And I am hopeful the Federal Re-
serve will address those issues before the end of the year. So, this
isn’t necessary for part of GSE reform. But the first point is, I
think this is a significant piece of work.

My second point is that the vision in the PATH for the private
mortgage finance, that the private mortgage finance system would
be the primary provider of credit, is not viable. It is not viable for
three reasons. The first reason is it will lead to much higher mort-
gage rates. By my calculation, and there are a lot of assumptions,
obviously, that go into these calculations; you need to vet them
very carefully. But for the typical buyer, home buyer in today’s
market, and today’s market is a pretty tight market, the quality of
the borrower is very high relative to the average market. But for
the typical borrower today, by my calculation, this will—if the
PATH was passed in its entirety, it would raise mortgage rates by
90 basis points. So, that is .9 percentage points, that is $130 per
month for the typical borrower. For the borrower who is not as
high quality through, say, an edge of the qualified mortgage box
which is being used to find eligible mortgages, it will be measur-
ably higher than that. And in times of stress, in times of recession,
even typical recessions, it would be even higher than that.

So, this is very costly. One of the key reasons for this is a lack
of liquidity in this market that, with no government, explicit gov-
ernment guarantee. The To Be Announced market, the TBA mar-
ket, this is absolutely critical to a well-functioning housing finan-
cial system, this has to be preserved. This will not be preserved
under the vision that is in the current PATH plan with regard to
privatization. It will not work.

Now, I understand there are other elements of the plan that try
to address this issue. You clearly understand this is an issue. The
common securitization platform is a good idea. But I am very skep-
tical that there will be any takeup on that platform. There are
some benefits, but there are also costs. And there is no compelling
reason for anyone to move to the platform.

The second reason this isn’t viable is that the 30-year fixed-rate
loan will become marginalized in this system. In our current sys-
tem, three-quarters of the mortgage loans are fixed-rate. We can
debate the merits of fixed-rate loans. But I think Americans like
them, and we should preserve that. I think in the PATH, it would
be closer to 20 to 25 percent of mortgages would be 30-year fixed.

And finally, when push comes to shove, the government is going
to step in. When times are tough, the government is going to step
in. And we need to recognize that and charge for that. And if we
don’t do it up front, it is going to cost taxpayers a lot more.

The third point I want to make, and it is a very quick point, and
I will just state it, is I do worry about access in this proposal, ac-
cess for small banks and community banks. I know you try to ad-
dress it through the Federal Home Loan Bank System. I don’t
think it is adequate. And for access for disadvantaged homeowners.
I think we need to do more for them in the context of a bill like
this.

Thank you for your time. I really appreciate the opportunity.
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[The prepared statement of Dr. Zandi can be found on page 240
of the appendix.]

Chairman HENSARLING. The Chair will now recognize himself for
5 minutes for questions. And again, to Members, votes are taking
place on the Floor right now.

Dr. Zandi, in listening to your testimony, you said in your opin-
ion, as you have examined the PATH Act, you believe that it could
drive up interest rates 90 basis points, 9/10ths of 1 percent; cor-
rect?

Mr. ZANDI. Yes, that is correct.

Chairman HENSARLING. And you also mentioned in your testi-
mony your earlier concern about premium capture. You have been
on the public record saying that the premium capture reserve ac-
count could increase interest rates not 90 basis points, but 100 to
400 basis points. Do you still stand by your earlier statement?

Mr. ZANDI. I do, yes, sir. That is under the—the current way the
QRM and premium capital—

Chairman HENSARLING. So one current regulation of the status
quo, in your opinion, could drive up interest rates 1 to 4 points in
the entirety of the PATH Act, you believe may drive up interest
rates 9/10ths of 1 percent. Is that correct?

Mr. ZANDI. That is correct. For the typical borrower, the bor-
rower in the middle of the distribution.

Chairman HENSARLING. Next question: You recently wrote in
Moody Analytics, it is dated July 13th, that under the PATH Act
the FHA would account for no more than one-fifth of the mortgage
market on average, which is 20 percent. Historically, prior to the
crisis, it has averaged 10 to 15 percent.

Mr. ZANDI. Right.

Chairman HENSARLING. So what do you consider to be the opti-
mum footprint of FHA if the PATH Act leaves it larger than its his-
toric average?

Mr. ZANDI. I don’t have a number for you. And I really—I think
the FHA’s key role is providing affordable credit to first-time bor-
rowers, lower-income households, as envisioned in the PATH plan.
And I also think in the Path plan, one good element to the plan
is that it allows the FHA to expand its footprint in times of eco-
nomic crisis. I think that is appropriate. But I don’t have a number
for you.

Chairman HENSARLING. Okay. Thank you. I want to read from
a Financial Times article dated Tuesday, which is entitled, “U.S.
Jumbo Loan Rates as Cheap as Standard Mortgages.” “The rates
on mortgages for expensive U.S. homes are converging with loans
on government-subsidized loans. The difference between the aver-
age jumbo rate and the standard rate on a 30-year fixed-rate mort-
gage—so this is 30-year fixed to 30-year fixed—has been 20 basis
points or less, two-tenths of 1 percent, in 6 of the past 7 weeks.”

We have heard some who say that under the PATH Act you
could still find a 30-year fixed, but the delta would be such that
it could not be affordable. What do you make of this Financial
Times article, Dr. Holtz-Eakin?

Mr. HoLTZ-EAKIN. These are the facts on the ground. I do think
they call into question the blanket claim that we can’t have a 30-
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year fixed-rate mortgage in the absence of the current government
backing.

Chairman HENSARLING. Dr. Calabria, did you want to chime in?

Mr. CALABRIA. Let me say, I very much agree. I am going to dis-
agree with my friend Mark here.

When you look at the jumbo market today, it is 60, 70 percent
fixed-rate. So it is not clear to me why would assume that you are
going to have 25 percent of it be fixed-rate if you got rid of that
government guarantee. So, again, the fact that you can get afford-
able 30-year fixed-rate financing in the jumbo market is proof that
it can be done. It is done.

Chairman HENSARLING. We have observed in 2 of the last 3 dec-
ades that we have had serious housing bubble pops that precip-
itated economic crises. One of the things we are attempting to do
with the PATH Act is ameliorate these boom-bust cycles. I know
this is something that you had studied, Mr. Wallison. Do you be-
lieve that the PATH Act as currently drafted would help ameliorate
those cycles?

Mr. WALLISON. I do, Mr. Chairman. Private markets very seldom
result in the kind of bubbles that we confronted, for example, in
2007 and 2008. That bubble was 9 times larger than any housing
bubble we had ever had. The biggest before that was about 10 per-
cent. In 2008, the bubble was about 90 percent.

Now, that was because of the fact that the government had
begun to pour a lot of money into the housing market and the gov-
ernment was not concerned about the risks. In a private market,
the lenders become concerned about the risks as the prices go up.
The government had no concern about that, and that would be true
under any government-backed program.

Chairman HENSARLING. My time has now expired.

Again, votes are on the Floor. With apologies to our audience and
our panelists, this committee will stand in recess until immediately
after this vote series, approximately 2:30.

[recess]

Chairman HENSARLING. The committee will come to order. The
Chair now recognizes the ranking member for 5 minutes.

Ms. WATERS. I would like to direct my question to both Adam
Levitin and Mark Zandi. The question-and-answer document that
was released by the proponents of this discussion draft claim that
the affordable 30-year fixed-rate mortgage will continue to exist
even without a government guarantee. Though they offer little by
the way of evidence to support this claim, does the language in the
bill specifying that the new mortgage utility needs to include for
securitization a 30-year, fixed-rate mortgage actually mean that
the middle-class borrowers will have access to their product on af-
fordable terms? The Republican Q and A document then pivots and
says that most Americans shouldn’t have 30-year fixed-rate mort-
gages anyway because homeowners typically move after 7 years.

Can you discuss the benefits of the 30-year fixed-rate mortgage,
including how the predictable payment helps families with finan-
cial planning? Are loans that amortize on a 15-year schedule af-
fordable for most American households?

Let me start with Mr. Levitin.
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Mr. LEVITIN. Thank you very much, Congresswoman. In the Q
and A that the Majority produced on this bill, they give an example
of the difference between a $400,000 30-year fixed-rate mortgage
and a $400,000 15-year fixed-rate mortgage, and the example is
meant to illustrate that with a shorter mortgage term, principal
gets paid down faster, and that is true, but what is not stated in
the example is the effect on the monthly payment for that home-
owner. Using the numbers from that example, the homeowner’s
monthly payment would go up almost $1,000 by going from a 30-
year fixed-rate mortgage to a 15-year fixed-rate mortgage.

Now, when you figure that the average—the median American
family has an income of about $55,000, adding $12,000 in mortgage
payments a year just isn’t feasible. Even for a family who is earn-
ing double the median, $100,000, adding $12,000 in mortgage pay-
ments just doesn’t work. So, if the availability of 30-year fixed-rate
mortgages decreases, that means there are going to be people who
are just kept out of the housing finance market and that is really
going to be a problem.

Ms. WATERS. Thank you. Mr. Mark Zandi?

Mr. ZANDI. Yes. The debate about the 30-year fixed-rate loan is
a legitimate debate. I can see both sides of the argument, but my
sense is that at the end of the day, it is a product that is very good
for American households. It is really a question of who bears the
interest rate risk, the homeowner, the household, or the financial
system, the folks making the loans, and I think we decided as a
nation, at least since the Great Depression, that it is better that
the risk resides in the financial system and it is best handled
there, and I think that is appropriate.

So I think we should work really hard to preserve the 30-year
fixed-rate loan as a mainstay of the American mortgage finance
system. And to second Adam’s point, this is very key to afford-
ability. If you can extend the payments over 30 years, it makes the
loans much more affordable.

One last quick point: We are unique in the world in having a 30-
year fixed-rate loan. The rest of the world does not have a 30-year
fixed-rate loan, and that is largely because of the way we have or-
ganized our system and because of the government guarantee.

Ms. WATERS. Taking a page out of Congressman Green’s book, he
has sometimes asked a question of all of the panelists at one time,
and it doesn’t require everybody to talk but simply to raise your
hand. How many think we should preserve the 30-year mortgage?
If you think so, would you raise your hand?

[Show of hands.]

Mr. HoLTZ-EAKIN. I don’t understand the question.

Ms. WATERS. I beg your pardon?

Mr. HoLTZ-EAKIN. I don’t understand what the question means.
You can have a mortgage.

Chairman HENSARLING. Microphone, please, Doctor, we can’t
hear you.

Mr. HoLTZ-EAKIN. Congresswoman, I am not sure I understand
what the question means. You can have a 30-year mortgage, it can
be at a fixed-rate, you can have no penalties for prepayment, you
can have at what rates, there are lots of—
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Ms. WATERS. We are talking about a 30-year fixed-rate mortgage.
That is what we are talking about. I know that there are lots of
products. Some of them sound like 30-year fixed-rate mortgages,
but they are not, and I am simply just asking a basic question
about the 30-year fixed-rate mortgage. It is not complicated.

Chairman HENSARLING. The time of the gentlelady has expired.
The Chair now recognizes the gentleman from New Jersey, Mr.
Garrett, for 5 minutes.

Mr. GARRETT. Thank you, Mr. Chairman. So, some people say—
and I will direct this to start with Mr. Wallison—that if there is
less of a government guarantee in the housing market, there will
not be enough investor demand to support the market. That is
what some people say. Now, I spent some time digging down into
the question, and I want to discuss with you and the panel what
I found, and I will use, as been requested, some basic language
here as we look at Fannie and Freddie.

I am going to talk about supply and demand. On the supply side,
when you wind down Fannie or Freddie and eliminate them, you
have to ensure that there are significant pieces to fill the pie that
they leave open. Under this legislation, we have a variety of mech-
anisms, as you know, that have filled the pie. There is a new quali-
fied securitization market that is established under the bill, there
is a new U.S. covered bond market under this bill, there is an en-
hanced and more transparent private label market, there is an ini-
tial room on bank balance sheets through regulatory changes pro-
vided under the bill, there is an expanded role of the Federal Home
Loan Banks provided under the bill, and there is a restructured
and a solidified FHA Ginnie government guarantee issue and
structure under the bill as well. So when you add all these up,
these new and enhanced supply channels, I believe you are getting
very close to equaling the current space that Fannie and Freddie
occupy.

Now, I heard in regards to the demand side, many supporters of
a large government role in the housing market, including on the
panel, Professor Levitin, talk about how there are certain so-called
rate buyers out there who don’t want any credit risk and they
won’t participate in the market without a government guarantee.
And Dr. Zandi mentions that, too, in some of his assumptions.

Mr. Levitin actually, not only in his written testimony speaks to
this specifically, and he identifies what he is talking about. He spe-
cifically gives examples. He talks about the Norwegian pension
funds and states that they are “unlikely to seek to assume credit
risk or mortgages in a consumer credit market that they do not
know intimately.” I am sure you remember that.

The pension fund that he is referring to is the Government Pen-
sion Fund Global. It is the largest sovereign wealth fund in the
world with roughly $730 billion in assets under its management,
and since he referred to it, I thought I would dig it up and see
what he is talking about. And I have a part of the Norwegian pen-
sion fund here in my hand. This is part of the Partners Group
which spells out their guidelines that he is talking about, which I
assume he knows about.

What does it say as far as their intentions? They say they will
involve themselves with securities such as lower unrated tranches
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of pre-existing securitized or structured debt instruments such as
mezzanine debt or others that have that feature. In other words,
they will engage in credit risk, contrary to your testimony.

Now, to make sure that the Norwegian fund was not an outlier,
I examined the next biggest fund that is out there, a sovereign
wealth fund. That is the Abu Dhabi Investment Authority, which
is over $600 billion in assets under management, and I did some
research there on this fund, and one of the things that popped up
was a recent article—a Google search is all you had to do—and
they have in here that they are basically doing $200 million in In-
dian real estate. Now, I know that Abu Dhabi is closer to India
than it is to the United States, but I assume if they are going to
go over there investing it, they will be looking over here as well.

Now, another class of rate investors that frequently gets men-
tioned by some commentators who won’t theoretically buy U.S.
mortgage bonds without a government guarantee are foreign cen-
tral banks, and this in fact is one of the three assumptions that Dr.
Zandi uses, that he used in his numbers to get to the 90 basis
points.

So, what I did there, I looked up to see whether that is true as
well and I found a article from April of 2013 from Bloomberg News
that reports that foreign central banks are actually loading up on
equities, and as you well know, equities have far more credit risk
associated with them than what we are talking about here.

The potential rate investors it mentions also are insurance com-
panies, pension funds and diamonds. So I think if you do an anal-
ysis as I have done here—which didn’t take too long—of their in-
vestments, there are plenty of products with credit risk in their
portfolio.

So, Dr. Wallison, or Mr. Wallison, would you like to address that
as to whether there is enough appetite to fill the rest of the pie as
we seem to see that there is?

Mr. WALLISON. I am glad that you almost called me “Dr.”
Wallison. I am the only one on this panel who doesn’t deserve that.
In any event, the way the private market works is there are groups
within the economy that do want to buy securities that do not in-
volve credit risk, and of course, they would be clustered around
government agencies of various kinds.

So the fact that it is now true that certain banks and foreign
banks and so forth are buyers of Fannie and Freddie securities
doesn’t mean that there isn’t an economy out there made up of
many other kinds of financial institutions, life insurance compa-
nies, private pension funds that need the kinds of private securities
that pay good yields to invest in.

Mr. GARRETT. We are—

Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the gentlelady from New York, Mrs.
Maloney, for 5 minutes.

Mrs. MALONEY. Thank you. I would like to ask Mark Zandi some
questions on the FHA section of the bill.

Supporters of this bill claim that FHA would play a counter-
cyclical role by increasing lending during times of economic down-
turn and cushioning the housing market, but under this bill the
FHA would only be permitted to lend to a limited segment of the



22

market and could not backstop the mortgage-backed securities
market. Without a government backstop, wouldn’t the mortgage-
backed securities market be vulnerable to investor runs in times of
financial stress? And I am interested in any other comments you
may have on the FHA portion of the bill.

Mr. ZaNDI. Yes, that is a good point. Another concern about a
privatized system as envisioned in the PATH is that it does leave
the system open to runs. The banking system was subject to runs,
deposit runs, prior to the formation of the FDIC. We established
the FDIC to provide deposit insurance, and that has worked mar-
velously well. We haven’t had a run on the banking system since
the Great Depression.

My worry would be that in a system which has no explicit cata-
strophic government backstop, we would see runs in the mortgage
securities markets in times of stress, and that would impair the
system and result in much higher interest rates, particularly for
borrowers with lower credit quality, and it would be quite dam-
aging not only to the housing market but also to the financial sys-
tem because the U.S. mortgage market is such a large part of the
global financial system, and obviously to our economy as well. So,
I think that is a very reasonable concern.

The PATH does recognize this as an issue and tries to allow the
FHA to help step in the void, and I think there is credit due. It
tries to provide that kind of cyclical entry point for the government,
but I would be concerned that it is inadequate and would not be
sufficient to forestall runs throughout the barter system and we
would have problems, yes.

Mrs. MALONEY. All right. You also stated in your testimony that
the underlying bill would increase mortgage rates by roughly 90
basis points and that this was a conservative estimate, and I would
like to allow you time to respond to some of the issues raised by
my colleague, Mr. Garrett, and also, if you use less conservative as-
sumptions, how much could mortgage rates realistically rise under
this bill? 200 basis points? 300 basis points? If you could elaborate
and comment on this section?

Mr. ZANDI. Sure. The 90 basis point estimate is based on the typ-
ical borrower in the current credit environment. That is a borrower
with a 20 percent downpayment, that is a borrower with a 750
credit score, which as you know is very high. The median credit
score in the Nation is about 720, and it also has a borrower with
a debt-to-income ratio, a front-end debt-to-income ratio of 31 per-
cent, so this is a pretty high-quality borrower. So, it is 90 basis
points in a normal economic environment for that typical borrower.

For a borrower who is on the edge of the credit spectrum but is
still a Qualified Mortgage (QM) loan, let’s just say that is the defi-
nition of the credit box we are using here, in a stressed environ-
ment, let’s say a typical recession since World War II, not the
Great Recession, say the average typical recession, it could result
in interest rates that are almost double that, so it would be quite
significant. And it goes to my point about the 30-year fixed-rate
loan. At that kind of an interest rate, when you raise rates that
much, it is unaffordable, and therefore you won’t have borrowers
who take on a 30-year fixed-rate loan. They just can’t afford it, and
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therefore, the share of the market that is 30-year fixed would de-
cline quite substantively.

Now, the question that—would you like me to go on, or would
you like me to stop? I can go on for 5 hours or 5 minutes.

Mrs. MALONEY. I want to move on to another issue that you have
raised in testimony. You testified that and related industries were
25 percent of our overall economy. Other economists say it is 20
percent. Some make it higher, some make it lower. It is important.
How important is this, getting this bill right and making sure that
housing is available to middle-class buyers to our overall economy?

Mr. ZaNDI. It is vitally critical that we get this right. We can’t
mess this up because there is $10 trillion in U.S. mortgage debt
outstanding. Just for context, there is $40 trillion in credit market
debt in the United States. It is a big part of our financial system.
If we mess this up, we are going to mess up our financial system
and we are going to mess up the barter economy. There is no doubt
that we have to get this right, and I applaud this kind of intellec-
tual debate because we are not going to get it right unless we have
this kind of debate.

Chairman HENSARLING. The time of the gentlelady has expired.
The Chair recognizes the gentleman from Texas, Mr. Neugebauer,
Chair of the Housing and Insurance Subcommittee.

Mr. NEUGEBAUER. Thank you, Mr. Chairman, and I thank the
witnesses for being here this morning, this afternoon, I guess, now.

Mr. Zandi, you mentioned in your testimony that the cost of FHA
insurance would likely rise because of the required changes in the
premium policy and the doubling of its reserve fund from 2 to 4
percent. Do you know what the FHA’s capital ratio was in 2005?

Mr. ZANDI. In 2005? I don’t recall, no.

Mr. NEUGEBAUER. We have a chart. Let me just put that chart
up here.

Mr. ZANDI. That was a trick question.

Mr. NEUGEBAUER. And so it was—in 2005, it was 6.5 percent, the
capital ratio, and as you can see from there, it went up to 7.38,
6.97, and I guess the other question is, was the premium at that
particular time lower or higher than it is now?

Mr. ZANDI. I believe it is higher now, but I don’t know for sure,
no.
Mr. NEUGEBAUER. So, I guess the question is, do we think that
a higher capital ratio is a harmful thing? Or why would a more sol-
vent entity cause the rates to go up when in fact we are asking this
entity to go from—actually what we would like for it to do is move
away from a minus 1.44 percent capital ratio to a 4 percent,
which—and I believe you said that you sit on the board at MGIC,;
is that correct?

Mr. ZAaNDI. Yes, I do.

Mr. NEUGEBAUER. Yes. So would MGIC be underwriting any
mortgage insurance today if they had a capital ratio of minus 1.44
percent?

Mr. ZANDI. No, they would not, sir.

Mr. NEUGEBAUER. Would they be underwriting anything at 2
percent?

Mr. ZANDI. No, it wouldn’t be with us.

Mr. NEUGEBAUER. Yes. So—
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Mr. ZANDI. Yes. I don’t disagree with you. I am not arguing with
you. I would not disagree about your points about the FHA. I
would like to stipulate that.

Mr. NEUGEBAUER. But you are saying that you think that the
premiums would have to go up to be—to go to that level?

Mr. ZANDI. All I am saying is that under the provisions of the
legislation—let me preface this by saying one thing: This is a very
complicated part of the bill, with a lot of moving parts, and as I
said in my testimony, I have to digest all of it, so I was opaque for
a reason. But my sense of it is it would result in higher premiums,
but I am not saying that is a bad thing or a good thing. That was
just a description of what would happen.

Mr. NEUGEBAUER. The point I would make here is they have had
higher capital ratios with lower premiums in the past, and see how
that is stopped, so the argument that the premiums are going to
go up to reach this goal is not necessarily validated by history.

Mr. ZANDI. And we can go through the arithmetic, but yes, it is
possible.

Mr. NEUGEBAUER. This is to Mr. Calabria and Mr. Wallison, we
have had 12 hearings and we have heard a lot of perspectives from
a lot of different groups about the impact on housing to move to
strengthen FHA, the potential impact on housing to—if we begin
to wind down Freddie and Fannie, but the people who keep getting
locked out of this discussion are the taxpayers. It is the taxpayers
who have been making their house payment, and then they ended
up making up for the fact that some of their friends and neighbors
didn’t make theirs, to the tune of $200 billion. As you look at this
bill, the two of you, is this going to be a better deal for the tax-
payers?

Mr. WALLISON. Yes, I think it is. What this bill does is create a
much more prudent FHA, one that has to stand on its own 2 feet
without the support of the taxpayers, although the taxpayers are
ultimately going to be behind it, but there are sufficient provisions
in this legislation that would reduce what the FHA does so that it
only is covering low-income buyers of their first home. That would
be exactly the right thing that we ought to encourage through this
system. And if we can help low-income people to make their first
purchase so that we can bring them into the housing market, that
would be the way the FHA would be working best without any
threat to the taxpayers.

Mr. NEUGEBAUER. Thank you. Mr. Calabria?

Mr. CALABRIA. Let me say, I very much believe that the responsi-
bility of the committee, in my opinion, is to look out for the good
of the entire American public, and that doesn’t just mean bor-
rowers, renters, lenders, whatever; it is everybody. And as a bor-
rower, if you give me a 90-cent subsidy and then take a dollar out
of me as a taxpayer, I am worse off, I am not better off, so that
is one point.

The other point I would make is if you pass that subsidy on to
me through my friends in the lending industry, the real estate in-
dustry, they are not going to give me all of it. They are going to
take part of that. If you want to subsidize homeowners, cut them
a check directly.
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Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the gentleman from North Carolina, Mr.
Watt, the President’s nominee to be Director of the FHFA whose
nomination was approved by the Senate Banking Committee ear-
lier this morning, and if the gentleman—in the words of Mr.
Cleaver yesterday—would like to be eulogized, I am sure he will let
the rest of the committee know.

The Chair yields to the gentleman from North Carolina.

Mr. WaTT. Thank you, Mr. Chairman, and I think I am going
to—in everybody’s interest—pass on the opportunity to ask ques-
tions, but I didn’t want to pass on the opportunity to commend the
Chair for starting this discussion. It is a discussion that is long
overdue and there are lots of moving parts we have to get through,
and I suppose I am not supposed to say anything facetiously, but
Mr. Calabria mentioned the possibility that the FHFA might be
put out of business earlier than 5 years. That possibility was men-
tioned at the Senate hearing also, and a lot of people thought I
would be offended by that notion, but the truth of the matter is
that would be an indication that we have gotten through this dis-
cussion and to a point in the future where we would have a hous-
ing system that has been approved in the political process.

So in that sense, I would certainly welcome that. I said that to
the Senate, and I say that to Mr. Calabria, also. So with that, I
can either yield my time to somebody else or yield back.

Chairman HENSARLING. Since the gentleman yields back and ef-
fectively did not use his time, the Chair will instead recognize the
gentleman from New York, Mr. Meeks, for 5 minutes.

Mr. MEEKS. Thank you, Mr. Chairman. Let me ask Mr. Levitin—
I believe you testified that an overwhelming majority of investors
in the U.S. secondary mortgage market are not credit risk inves-
tors. So, do you see any emerging appetite to assume this risk by
any major private sector source of capital, and what could be the
risk premium or capital charges that could be imposed for assum-
ing this risk?

Mr. LEVITIN. This is one of the really scary unknowns about any
attempt to privatize the housing finance system. I would hope that
everyone could agree that the first rule of housing finance reform
should be to do no harm, and we don’t know how much transfer
there will be of investors who currently are interest rate investors
into being credit risk investors. To maintain current housing prices,
to keep the system functioning as it is, we need $6 trillion of rate
risk investors to transform into credit risk investors.

It may well be that many rate risk investors are willing to take
on credit risk, but if it is only $5 trillion, not $6 trillion, that is
going to have a serious effect on housing prices. It is going to push
them down. And to the extent that we have that transfer from rate
risk investors to credit risk investors, those investors are taking on
new risk and they are going to be charging for it. I don’t know ex-
actly how much that is going to increase housing prices. Dr. Zandi
has some estimates of that, but it is going to cause the cost of a
mortgage to go up.

Mr. MEEKS. Speaking of that, Dr. Zandi, let me ask you this:
Many small community banks and credit unions rely heavily on the
secondary market to sell up to 60 percent of the originated mort-
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gage loans, and with the elimination of GSEs and the formation of
a national mortgage market utility, what do you think would hap-
pen to these institutions’ access to a secondary market?

Mr. ZANDI. That is a good question. It is an open question, I
think. The PATH Act, from my reading, tries to address this in two
ways, this concern you have: the first is to the utility and telling
the utility, you have to take all comers on equal terms; and the sec-
ond is to use the Federal Home Loan Bank System as an
aggregator of loans from small banks.

Now, the way the legislation is written, I would be nervous about
both entry points. The utility is not compelled to follow through,
and there is not—more importantly, there is no—it is not com-
pelled—there is no compelling reason why mortgage companies
would use the utility. It is not clear to me why they would do it,
and so I don’t think you have a lot of people moving through the
utility. And using the Federal Home Loan Bank System, it might
work, but the Federal Home Loan Banks are not compelled in the
legislation to do it, and I think even if they wanted to do it, and
maybe it could work, it probably, because the small lenders aren’t
on the same—there is a potpourri of them, they are all doing dif-
ferent things at different times in different ways, the Federal
Home Loan Banks would probably have to backstop the reps and
warranties to make it work. They would have to do some other
things to make the loans coming to them from the small commu-
nity banks on the same equal footing with the large banks to make
it work in a reasonable way for the small banks.

So, bottom line, I am not sure. I am skeptical that the way it is
written would actually work. Maybe the legislation could be rewrit-
ten in a certain way to address these concerns and make it more
viable, but as written, I would be concerned about it.

Mr. MEEKS. Thank you.

Mr. CALABRIA. If T could only clarify some of the discussion. The
special risk about the 30 years, the interest rate risk has been al-
luded to. It is important to keep in mind that Fannie and Freddie
provide a guarantee of the credit risk. Now, more often than not,
how it functions is, let’s say Bank of America sells 1,000 mortgages
to Fannie Mae, buys back the mortgage-backed security holding
those 1,000 mortgages, Bank of America brings back that interest
rate risk on its own books. It transfers the credit risk to Fannie
Mae. So again, what is special about the 30-year mortgage, by and
large, in a securitization model, is that interest rate risk is trans-
ferred on to the final investor.

So unless we are envisioning a model where Fannie and Freddie
maintain very large portfolios, because that is the only time where
they maintain interest rate risk, otherwise it is passed on, and
what I finally want to end with is the Democrat principles that
were released earlier today say, we want to charge a fair price but
with adequate revenue to cover the risk, so I think everybody is of
a consensus here that this should be paid for one way or another.
So even in this, rates go up.

Mr. MEEKS. Is it the concern, though, that based upon this, it
seems as though that not only will rates go up, but the individuals
would have to have almost 20 to 30 percent down and not able—
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and an adjustable rates where we just got out of that problem. I
am out of time. I have to yield back.

Chairman HENSARLING. The time of the gentleman has expired.
The Chair recognizes the gentlelady from West Virginia, Mrs. Cap-
ito, the Chair of the Financial Institutions Subcommittee.

Mrs. CapiTo. Thank you, Mr. Chairman. This question is for Dr.
Holtz-Eakin on how the market utility is envisioned to work as pro-
posed to set uniformed standards for securitization. Do you believe
that a standardized platform would provide the market with a cer-
tainty that it would need about the terms of an agreement?

Mr. HovLtz-EAKIN. Frankly, I have some ambivalence about the
utility as it is written. I think there is tremendous value to stand-
ardization. I think, and there is great role in the legislation for pro-
viding that standardization. I am less enthusiastic about govern-
ment-sanctioned monopolies of any type.

Mrs. CAPITO. Government-sanctioned what? I didn’t—

Mr. HoLTZ-EAKIN. Monopolies, single entities of any type, and so
I have some ambivalence about how this might play out in practice.
The standardization, I wholly applaud. That is a very important
step, something that I think would allow securitization broadly to
function very effectively.

Mrs. CapiTO. Thank you. This is for Dr. Calabria. I represent a
rural area, and my great independent banker is going to be on the
next panel, Mr. Loving from Pendleton Community Bank, and he
holds his mortgages on the books in his community bank. Do you
think that without the government guarantee, more institutions
will be moving in that direction, where they keep their mortgages
on their portfolio, and is that a bad thing?

Mr. CALABRIA. I generally do think that without the Fannie and
Freddie structure, you would have more portfolio lending. Quite
frankly, I think that’s a positive. I included a graph in my testi-
mony. Before 1980, and again, you need to keep all the failures of
the savings and loan industry in mind. We don’t want to repeat
that either, but I think you get better mortgage modification, for
instance, you get a better knowing of the borrower when you have
a problem with your mortgage, you can go to your lender, they
have it, you have that discussion, you get a workout.

I think a lot of the problems in the most recent crisis was an out-
come of the securitization model, which we embraced, and as I
mentioned, we previous pretty much had reached the homeowner-
ship rates we have today when securitization was irrelevant, so it
is hard for me to see the last several decades of securitization as
actually having brought a lot of good, other than in my opinion
transferring risk to the more highly leveraged parts of the system.

So, I think we should reconsider a broad portfolio model. I will
say, I think a private TBA market certainly has a place. I think
covered bonds has a place, but at the end of the day, going back
to a lender makes it, keeps it, is responsible for it, I think you get
better quality lending out of that.

Mrs. Capito. Thank you. And this is a bit of a statement and
then a question for Dr. Zandi. We talked about the 30-year fixed-
rate mortgage. That is important to me. In the place where I live,
we have lower incomes, and we have lower property values, and
you absolutely gauge whether you are going to be able to do this



28

or not on whether you can meet your monthly obligation, and in
a State like mine which has lower socioeconomics, we do meet our
obligations. We have some of the highest homeownership in the en-
tire country, and so that can be achieved.

But my question is—we have had hearing after hearing on this
QM. There is a study out there by CoreLogic that says the mort-
gages that were written in 2010, under the QM, 52 percent of those
mortgages would not qualify for a QM. So that is 52 percent of
folks who got a mortgage under those standard—under those un-
derwriting, and in this market now, with a QM, would be unable
to access the mortgage market. That, to me, is an enormous red
flag, and so if—I don’t see how we are going to have do no harm
and keep a 30-year mortgage rate when we are going to be cutting
out half of the people under the Dodd-Frank Act, under the aus-
pices of protecting the consumer when the consumer, many of them
are in Mr. Loving’s bank who are farmers and rural and folks who
don’t met the metrics of a QM, they are the ones, those are the
families, the young families who aren’t going to be able to buy that
first house.

There is a bank in Wheeling, West Virginia, which underwrites
a program where the first-time home buyer doesn’t have to put
down a downpayment. It is a charity program that was established
by a trust 30 years ago. They are out of it. They are not going to
be able to do it. So I would like to know what your response to
something—to these folks are going to be, these 52 percent.

Mr. ZANDI. I would say a few things. First, I think the intent of
QM is a good intent. We want to make sure that borrowers can af-
ford the mortgages that they are taking on. I think we can all
agree.

Mrs. CapiTo. Right.

Mr. ZANDI. And I think that we do want some criteria for deter-
mining that, and it would be helpful if they are clearly defined and
articulated, and I think that is the intent and purpose of QM.

Second, I would say with regard to its implementation, I think
there are some reasonable concerns about how tight QM has been
defined. I think actually the Consumer Financial Protection Bu-
reau (CFPB), the keeper of the rule, has relaxed some of the key
constraints on QM over time and much of the industry feels com-
fortable with those.

Mrs. CAPITO. I think I have just lost my time. Thank you.

Mr. ZANDI. I had a third point, but it was the best one actually.

Chairman HENSARLING. Maybe in the next round.

The Chair now recognizes the gentleman from Massachusetts,
Mr. Capuano, for 5 minutes.

Mr. CAPUANO. Thank you, Mr. Chairman. I actually found your
testimony very interesting and intriguing. I didn’t disagree with al-
most anything anybody said. A couple of things you said, Mr.
Calabria, but pretty much nothing else. Especially, Mr. Holtz-
Eakin, I agreed with pretty much everything you said. The generic
goals are the same. The question is, okay, what does this bill do
to those goals, and I only have one segment to look at things.

I can’t find any models that I think are comparable with the
United States today that I can really look at a purely private mar-
ket, and the only thing I can look at is the United States prior to
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1930, 1933, and in that market everything I found, the history is
a little vague, tells me that we had about the same rates we have
today, give or take, but with a 50 percent down, 5-year payment,
which pretty much came out to double any monthly mortgage any-
body would have, rough numbers. And in today’s world, the aver-
age person who qualifies, which I agree, there are fewer people who
qualify. And by the way, before I forget, I want to echo 100 percent
the comments that were made by the previous speaker. If the QM,
the QRM, the ABC, XYZ, anything ends up turning 50 percent of
the potential market away, that is a wrong goal, that should be ad-
dressed immediately, and I haven’t had an answer to that by some
people. That is a different hearing.

But under today’s market, just based on some work I did today,
the average mortgage that is available today to the qualified per-
son, which is most people, most people who are looking to buy a
house, for a 30-year fixed is 4V2 percent, that comes out to $1,013
a month, which is still out of the range for a lot of people, but it
is there.

I can’t imagine taking that $1,000 and turning it into $2,000 a
month, and so I need to go back to my original opening statement.
Mr. Wallison, do you think that this bill, as currently drafted,
would provide 90 percent of the people who are currently getting
a mortgage today with access to a fixed 30-year mortgage in the
4% percent range with a 10 percent downpayment, roughly, do you
think this bill achieves that goal?

Mr. WALLISON. I think this bill could very easily achieve that
goal, and in fact, right now, Wells Fargo is offering a 30-year jumbo
fixed-rate mortgage for 4v4 percent—less than the conforming loan.

Mr. CAPUANO. Jumbo.

Mr. WALLISON. A jumbo.

Mr. CAPUANO. Who qualifies for jumbo? Tell me that again.

Mr. WALLISON. A jumbo is a mortgage that is over and above—

Mr. CAPUANO. I understand that, but who qualifies?

Mr. WALLISON. Who qualifies?

Mr. CAPUANO. Could my mother qualify for one of those?

Mr. WALLISON. Of course. I don’t know your mother, but I as-
sume she’s—

Mr. CApUANO. I think not, but that is beside the point.

Mr. WALLISON. —a person who meets her obligations.

But the point—

Mr. CAPUANO. Would most of my constituents qualify for that?

Mr. WALLISON. Of course, because when you have—

Mr. CAPUANO. Really?

Mr. WALLISON. When you have a market in which there is a lot
of private competition, those rates will be kept low by the competi-
tion.

Mr. CApUANO. The one thing that is interesting to me is that one
of your colleagues came in and dramatically demanded that we get
rid of the 30-year mortgage in favor of a 20-year mortgage, and if
we did that at the same rates, you are basically adding another
$300 a month to it, but that is beside the point.

Ms. Levitin, do you think that this bill would allow a typical, as
we understand it today, 30-year mortgage to be available?
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Mr. LEVITIN. I do not think that under the PATH Act a 30-year
fixed-rate mortgage on affordable terms would be available to most
home buyers.

Mr. CapuaNoO. Mr. Holtz-Eakin, do you have an opinion on this?

Mr. HovLTz-EAKIN. I do, and respectfully, I don’t think it is the
right question.

Mr. CAPUANO. You don’t have to think it is the right question.
I just want you to answer it.

Mr. HovLTz-EAKIN. But respectfully, you just said there was a
consensus that we have to change from where we are now, and so
the mortgages that you are comparing to are ones which are vastly
subsidized, have all sorts of opaque risks, and have left the tax-
payer—

Mr. CapuaNo. That is all well and good. But my average con-
stituents are not interested in that. They just want to know if they
can get a mortgage and their kids can.

Mr. HoLTZ-EAKIN. I hope they are interested because it is costing
them a lot of money. So the question will be, in whatever new sys-
tem we have, will they have access to an affordable mortgage, and
the answer to that is yes.

Mr. CAPUANO. Are they going to have access to a mortgage that
is in the range of what they have now? Because “affordable” is not
an objective term. Would you agree with that?

Mr. HoLTz-EAKIN. “Affordable” is not an objective term, but I be-
lieve there will be a well-functioning mortgage market under the
PATH Act that will give your constituents the housing finance they
need.

Mr. CAPUANO. So, thank you for not answering it, but close
enough. I am trying to avoid this ideological philosophical state-
ment so that I can go home and tell people yes or no.

Mr. Zandi, do you think that the mortgage that my average con-
stituents can get today will still be available under the PATH Act?

Mr. ZANDI. No, I don’t. Going to the jumbo market, it is—the
loans in that market current—especially today are incredibly high
quality. I love Peter’s—I only have 7 seconds left, so—

Mr. CapuaNoO. Use it well.

Mr. ZANDI. I have a good story for you.

Mr. CApPUANO. Thank you, Mr. Chairman.

Chairman HENSARLING. And Mr. Zandi, your timing isn’t the
greatest.

The Chair now recognizes the gentleman from California, Mr.
Miller.

Mr. MILLER. Thank you, Mr. Chairman. Mr. Zandi, I am not
going to ask you, because you are wearing some kind of dart on
your chest or something out there.

Mr. ZANDI. I am used to that. I grew up in a big family.

Mr. MILLER. It is very tough to determine what is happening in
the marketplace because the marketplace is not normal today. The
quotes that we had about the jumbo loans being competitive, 70
percent loan-to-value, 750 FICO scores and stable for 3 years, you
look at the conforming mortgage, $75 billion is being bought each
month by the Fed, so it is almost impossible to look at anything
today and say that is the norm and this is where we go from.
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My only concern is will financing be available for homeowner-
ship. Remember back in 1983, remember how bad that was. I had
major lenders telling me that you will never see a fixed-rate 30-
year loan again. That proved, thank goodness, not to be true, but
the prime rate was 21.5 then. Fannie and Freddie made some hor-
rible, horrible mistakes, but in 2008 the default rate for the jumbo
marketplace was greater than Freddie and Fannie’s even, so every-
body in the marketplace made horrible mistakes. They made loans
they shouldn’t have made. They made them to people they
shouldn’t have made them to, and we ended up with a mess on our
hands. First, $2.7 trillion lost in mortgage—default market, $180
billion was lost by Fannie and Freddie which they owned a bunch
of it, but that is still $180 billion they should not have lost. So
there is no excuse for any of it, but what do we do today is my con-
cern.

Mr. Holtz-Eakin, you wrote an article last year stating that
should another housing bust occur, Congress will intervene in some
way. I think that is probably a reasonable statement, and yester-
day, Fed Chairman Bernanke echoed that if we don’t define the
role of government, won’t it cost taxpayers more in the end. So,
thel(‘ie are some red flags that we need to look at and say what do
we do.

My question to you is without a guarantee, what happens in time
of crisis, and we need to worry about crisis. Will investors be there
to purg)hase mortgage-backed securities and will interest rates tend
to rise?

Mr. HoLTZz-EAKIN. It is a very good and a difficult question, and
I have struggled with it.

Mr. MILLER. Even the committee.

Mr. HoLTZ-EAKIN. A lot of it is an issue of a Federal backstop.
The focus today has been on what will a 30-year fixed-rate mort-
gage look like. That is one way to think about it, but the second
way to think about it is what is the cheapest taxpayer protection
we can get, because if you do believe that in a—

Mr. MILLER. I think Freddie made a horrible mistake.

Mr. HoLTZ-EAKIN. —major crisis Congress will intervene, will
that be more expensive than something that is a backstop price
now. That is a fair question—

Mr. MILLER. And my concern is—

Mr. HoLTZ-EAKIN. —that I worry about.

Mr. MILLER. —as your statement here last year and Chairman
Bernanke’s is the government is probably going to end up being
there, and that is a huge concern if we don’t define some role and
purpose for them. But numbers bother me, and I say, let’s look at
the market today. What is the private sector doing?

Banks own about $1.5 trillion of wrapped mortgage-backed secu-
rities. Foreign holders own approximately 1 trillion of wrapped.
The Fed owns $1 trillion of wrapped. Insurance companies, State
and local investment funds own about a trillion between them in
wrapped. So you have about $4 trillion in residential mortgages to
buyers who don’t buy unwrapped mortgages, and I am looking at
a huge sector of the economy that is buying only wrapped.

Mr. Levitin, you have kind of gotten by unscathed. I will direct
this one to you. Can you, as an academic, tell this committee and
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the American people that the market participants are wrong in
what they are doing today and that some other fashion is right?

Mr. LEVITIN. That they are wrong in only buying wrapped?

Mr. MILLER. Yes.

Mr. LEVITIN. No, I can’t say that. I think a mortgage investor
right now should rightly have a lot of concern about credit risk on
any loans that are being originated, and therefore would want
wrapped securities.

Mr. MILLER. Any of you, there is no definition of the TBA mar-
ket. That is a huge concern for me out there because there is no
front and there is no rear. You have your microphone up, go for it.

Mr. CALABRIA. Let’s keep in mind that part of the existence of
a TBA market is because Fannie and Freddie have 1933 Securities
Act exemptions, so you could craft those sort of exemptions for a
TBA market that allows you to sell that forward.

Mr. MILLER. But if we don’t do that on the front end, the back
end connecting the person who wants to buy a house to the person
who wants to buy the loan could be problematic.

Mr. Zandi, you touched on that briefly. The bull’s-eye is back on
you at the conclusion. I have 30 seconds, so what do you think
about the TBA market? Is it necessary? Is it something that’s—

Mr. ZANDI. Yes, I think that is a very important part of our mort-
gage housing finance system. It provides liquidity, it keeps rates
much lower than they otherwise would be, and we need to preserve
that under all circumstances.

Mr. MILLER. So, Freddie and Fannie made huge mistakes, no
doubt. I'm not defending Freddie and Fannie, something has to
change, but there are some holes that bother me, and TBA is one
of them, and the wrapped on the investment side is the other, and
Mr. Chairman, thank you for the time. I yield back.

Chairman HENSARLING. The Chair now recognizes the gentleman
from Georgia, Mr. Scott, for 5 minutes.

Mr. Scort. Thank you, Mr. Chairman.

Mr. Zandi and Mr. Levine, I kind of want to direct my questions
to you. Is that right, in the middle, is it Levine or—

Mr. LEVITIN. Levitin.

Mr. ScoTT. Levitin. All right. I am really worried about this bill.
It sort of reminds me of like a Darth Vader, sort of a dark star that
kind of sends us on the dark side, because, Mr. Zandi, you men-
tioned this because it sends us back, all the way back 80 years to
the Great Depression. We have had a need to respond, and I have
listened to this discussion, and nowhere in this discussion have we
considered the plight of the American people, the struggling home-
owner, the person out there, the fact that we need to admit the
truth here that this bill not only sends us back past 80 years, back
to 1934 when the National Housing Act was put in place, where
we knew we needed a government backing for housing.

And now in this rush to declare this war on Fannie and Freddie,
we are losing sight of that human quality, the middle-class. And
I really would like—I have 3 minutes, and I would like for the two
of you to really stress how this definitely, without question, will
cause havoc to the 30-year fixed mortgage rate, which is the cru-
cible that allows people to be able to have an affordable payment
schedule and how refusal of this will send them into the arms of
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predatory lenders, of prime selection, and of some of the very
things that caused the trouble in the first place.

Please tell us, without question, that this bill will end for those
pﬁzople, the vast majority, the 30-year mortgage rate and impact of
that.

Mr. LEVITIN. Congressman, we have never seen a private mort-
gage lending market produce long-term fixed-rate mortgages on
any scale. We have several examples of these markets. We have
the current jumbo market, which does produce some fixed-term,
fixed-rate mortgages, but not on a large scale. The much higher
percentage of jumbos are adjustable-rate and fixed-rate. We have
the commercial mortgage market which generally does not produce
loans much longer than 10 years in duration, and we have the pre-
depression housing finance market, which was totally private and
the standard product there was a 3- to 5-year fixed-rate loan where
it was not amortized. It was interest only. They were called bullet
loans, because at year 5, you had to bite the bullet. Either you
could pay the entire principal or you had to roll it over, and if mar-
kets were frozen, if your credit was damaged, or if rates had simply
gone up, you might lose your home.

Mr. ScorT. But I want to—what I am after is, will not this cause
havoc to the—I am not worried about the rich folks. They are going
to go get their house. They are not worried about that. We have
to worry about the middle income and the lower income and will
not this, in effect, end that 30-year fixed mortgage for them in
large measure? Yes or no? That is what I am after here.

Mr. LEVITIN. It is going to make it much harder for them to get
affordable 30-year fixed-rate mortgages.

Mr. Scort. All right. Mr. Zandi, your comments on this, please.

Mr. ZANDI. Yes, I would agree with that. It is going to make it
a lot more difficult for lower- and middle-income households with
lower credit scores, less of a downpayment, more disadvantaged
folks who don’t fit quite in the box for a 30-year fixed-rate loan.

Mr. SCOTT. And in addition to that, will not it make it more dif-
ficult for those poor little community banks and those credit unions
who could fill in the gap here under this legislation, would be very,
very hurtful to them?

Mr. ZANDI. Yes, but let me just say that I think the legislation
is sensitive to that concern. It is just a matter of getting the me-
chanics right to address that concern, so it is not a matter of in-
tent. It is a matter of can we get this workable in the framework
that has been put forward in the legislation.

Mr. ScoTT. But it is the bottom line that you all agree that this
bill, as structured, needs to be fixed or else it will do tremendous
damage to the middle-class and the lower-income people.

Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the gentleman from North Carolina, Mr.
McHenry, the Chair of the Oversight and Investigations Sub-
committee.

Mr. McHENRY. Thank you, Mr. Chairman. Thank you for having
this important hearing, and for a great panel of witnesses. I think
it is a deep ideology we hear from my colleagues on the other side
of the aisle that says only government can provide this type of
product and otherwise it would simply not exist in nature.
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It is wholly ridiculous on its face that that is in fact not what
a new market would look like without the government interven-
tion. In fact, Mr. Zandi, to—a quote the chairman referenced before
about QRM and the premium capture rule, and you stated before,
quote, as a result of the way the premium capture rule is stated,
the mortgage rate impact to borrowers would be significant, on the
order of an increase of 1 to 4 percent.

Now, I am bringing this up because many of us believe that
Dodd-Frank is going to drive up the cost of lending, especially in
the mortgage marketplace. And Mr. Zandi, you said as much in the
response to the chairman at the beginning. And so, let’s talk about
that. Walk me through your thinking on this, why the reforms that
we have and a part of this legislation actually will end that, right,
and that is beneficial in your view, Mr. Zandji, is it not? I am sorry,
Dr. Zandi.

Mr. ZANDI. Yes. Specifically on QRM. As QRM and the premium
capture rule are written, it would be, I think, a mistake because
it would raise mortgage rates considerably, particularly for house-
holds with lesser credit scores, more disadvantaged groups, so I
think as currently written, it would be a mistake.

Now, having said that, the Federal Reserve, which is the keeper
of that rule, understands this and has been working quite hard
over the last couple of years—I think it has been at least 2 years
since they introduced the rule—to address these concerns, and they
are going to rule on this, at least it is my understanding, by the
end of the year, so let’s take a look at it, and they understand—
because I have gone back and forth with spreadsheets and they un-
derstand the concerns.

Mr. McHENRY. Right. So we are dealing with this legislation. Do
you think this is a beneficial provision that we have in the bill?

Mr. ZANDI. I think it is almost irrelevant because by the time
this bill gets anywhere or any other bill gets anywhere, this will
be—

Mr. McHENRY. No, no, no, but today. We are talking about today.
If you are telling us as Congress to hang out for 6 months, we are
not Members of the Senate. We don’t do that well in the House.

Mr. ZANDI. If I were king for the day, I would say I understand
the intent of QRM, I understand the intent, but it does not—it is
skin in the game, the logic is straightforward. If you have skin in
the game, therefore you are going to make better quality mortgage
securities. I am on board with that. I just don’t think the QRM
rule, as it is currently defined, will accomplish that. That is all.

Mr. McHENRY. Right. Thank you.

Mr. Calabria, when we talk about the impact of Dodd-Frank on
mortgage-backed securities, rather than making it a more robust,
more? liquid market, it actually has the opposite effect; is that your
view?

Mr. CALABRIA. I would very much agree. I think the provisions
in Dodd-Frank are going to do more to restrict mortgage credit
than anything in the PATH Act. I also want to mention to Con-
gressman Capuano’s question, 2 or 3 years from now, nobody is
going to get a mortgage for 4%2 percent under any system because
of what the Federal Reserve is going to do. So, you should have
raised that yesterday with Ben Bernanke. That is the place to go.
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Mr. McHENRY. Okay. So the cost of mortgages has more to do
with Federal Reserve policy?

Mr. CALABRIA. And I would also emphasize, if you look at the dif-
ference between choices in say Europe between fixed-rates and
short-rate financing, it has far more to do with the conduct of mon-
etary policy. We have talked repeatedly about interest rate risk.
The prime source of interest rate risk in this country is the Federal
Reserve.

Mr. MCcHENRY. Sounds like a good way to articulate for the Tay-
lor Rule for monetary policy.

Mr. Wallison, when we talk about the PATH Act, in the provi-
sions that are there to entice and attract private capital to the
MBS market, do you think that is sufficient, do you think those are
proper for us to have in this legislation?

Mr. WALLISON. Yes, I do. The one thing to realize is that in the
private sector, people are compensated for taking risks. The idea
that there isn’t enough capital in the private sector to replace gov-
ernment-supported capital such as with Fannie Mae and Freddie
Mac is, of course, wrong, because the rest of our economy is fi-
nanced entirely by people who do take risks in order to make loans.
And if you are looking at institutional lenders, insurance compa-
nies and pension funds, have about $13 trillion that they do not in-
vest by and large today in government-backed instruments. They
are looking for risk-based instruments.

Mr. MCHENRY. And finally, only half of today’s mortgage origina-
tions would meet Dodd-Frank requirements.

Chairman HENSARLING. You are out of time. The time of the gen-
tleman has expired. The Chair now recognizes the gentleman from
Massachusetts, Mr. Lynch.

Mr. LYNCH. Thank you, Mr. Chairman.

I want to thank the panel as well for your willingness to help us
out on this. Dr. Zandi, I had an opportunity to read your testimony
last night. I think you did a great job. Very balanced. But you have
raised some very real concerns about what might happen to mort-
gage rates if we went through with the PATH bill as is written.

There is a formula here that you have used which describes at
least what the minimal impact might be, and that would be, I be-
lieve, under certain conditions to raise mortgage rates by 90 basis
points. Is that correct?

Mr. ZANDI. That is correct. For the typical borrower in the cur-
rent mortgage market, it would be about 90 basis points, under the
assumptions that are laid out clearly in the testimony.

Mr. LYNCH. But there are other parts of your testimony where
you talk about the inability to quantify the tangible risks that
might be increased because of the lack of a government backstop.
And I was just trying to add that in if there was any sense of what
you thought that might bring us to above the 90 basis points.

Mr. ZANDI. I took a crack at estimating that. This brings up a
broader point. And that is, we are going to have a debate about the
impact of this legislation and other legislation on mortgage rates
and the 30-year fixed and mortgage credit availability. It is really
an empirical question. It is going to be very difficult to answer.
Given that, we have to be very careful that we don’t, as Adam said,
do anything that harms the current system. It is like—I am not
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going to have as good a metaphor as the Congressman from Texas
with the boot and the oven, but if you are standing on a cliff, you
want to make sure there is some water underneath you if you dive
off.

Mr. LyNcCH. Right.

Mr. ZANDI. And I am very concerned that under the legislation,
we will be diving off a cliff, and we don’t know what is underneath
us.
Mr. LYNCH. Right. Here is my problem. You are describing a 90
basis point increase under average conditions here with an average
buyer when the time at which we actually need the backstop and
we need the system to hold firm is under the direst or the most
calamitous market conditions. That is when we need the backstop
to be there. Have you thought about—in the past, we have seen
private capital flee when market conditions are unfavorable. So
what does that say about the ability of private capital to replace
a government backstop under those conditions?

Mr. ZANDI. That is a very good point. So my sense, just to give
you the sense of magnitude, is that if you took a borrower who is
at the edge of the QM credit box, that is kind of the box we have
defined as we are going to lend into in general, in a stressed envi-
ronment, let’s call it a typical recession, since World War II, not
the Great Recession, just a typical recession, that for that borrower
the impact on mortgage rates in the vision presented in the PATH
plan for privatization would probably be double the 90 basis points,
closer to double, so closer to 180 basis points. I am giving too much
precision to this because there are so many assumptions. But that
kind of gives you kind of order of magnitude, yes.

Mr. LyNcH. Okay. The other—in your testimony you also talk
about the covered bond piece of this. And you made some—I think
it was your testimony talked about some of the—the use of covered
bonds in Europe and how the government backstop there really is
what made the covered bond work. Talk about that.

Mr. ZANDI. Yes. The covered bond market works in Europe as
well as it does because the financial system is dominated by too-
big-to-fail banks. And in Europe, there really is no significant de-
bate about too-big-to-fail. That is taken as a given, very different
from here, where we are working really hard, Congress, the Admin-
istration, and regulators, to reduce too-big-to-fail risk. But in Eu-
rope, if Deutsche Bank gets into trouble—just picking a name of
the air—the German population, the policymakers are going to be
behind and backstop Deutsche Bank. So the guarantee, in a sense,
the government guarantee in Europe is through the banks and the
banking system and that is how—

Mr. LyNcH. Right. And large banks, not just—that is not just a
bank—the banks are increasingly large there to make that covered
bond work.

Mr. ZanDI. Correct, yes.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Georgia, Mr.
Westmoreland.

Mr. WESTMORELAND. Thank you, Mr. Chairman. And thank all
of you for being here and going through this process.
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The CFPB put out a statement trying to tell the consumers about
not paying the minimum on a credit card, saying, pay your debt off
quicker. Because if you pay the minimum, you are just—the debt
is just going to continue to build. And so, they recommend paying
the most you can.

If you compare that to if you look at a home loan, let’s say of
$100,000 at 5 percent interest, a 30-year fixed-rate, it is going to
be about $550 a month, and a 15-year would be about $800 a
month. You would pay total interest of $93,000 on a 30-year, and
$42.,000 for the interest on a 15-year. So is this something that you
would—is the 30-year fixed something that is making it so easy for
people to assume all this debt rather than getting a shorter-term
loan? Anybody?

Mr. WALLISON. All right. I will pick that up. Yes, indeed, you are
pointing to something very important. And that is the question of
leverage. People who take a 30-year fixed-rate loan or any kind of
30-year loan are in a position where they are not actually accumu-
lating any equity or very much equity in the house for the first 6
or 7 years. Most people then move after 6 or 7 years. So they
haven’t accumulated much.

The question always comes down to this: What is the monthly
cost in relation to the size of the home. And what we are doing
with 30-year mortgages, by reducing the monthly cost with less
amortization, we are encouraging people to buy bigger homes.
What people should be thinking about is the same thing you men-
tioned with the credit card. And that is, they should be buying a
house that enables them to get equity as soon as possible, and that
is with a shorter term, not with a 30-year term, and to pay as
much of the principal as they can in terms of the size of the home.

We don’t necessarily have to persuade people to buy the biggest
home they can possibly buy with whatever they have available to
spend on a mortgage.

Mr. HoLTZ-EAKIN. That was beautifully said. And I just want to
emphasize the flip side to that transaction is lenders who have pri-
vate capital risk are going to take the argument Peter just made
and give good counsel to borrowers and say, this really isn’t the
house you should be buying, it is too much. And in a system that
used private capital just to screen risks to make sure wise deci-
sions are being made you will get better information on both sides
of that transaction.

Mr. LEVITIN. I would agree with everything that has been said
so far. But I would add in this. The credit card analogy is problem-
atic for two reasons. Number one, credit cards are now pretty much
all variable rate, and that means that the consumer is taking on
the risk that interest rates can go up. With a fixed-rate mortgage,
it may be advantageous not to prepay sometimes. On the other
hand, you can prepay your credit card whenever you want, you can
pay off the whole balance, you don’t have to pay the minimum.
That gives you an option. That option is really valuable because
you might have an unexpected expense in a month when you don’t
want to have a make a larger payment. The 30-year fixed-rate
mortgage basically builds in that option. You can always prepay.
You can make that larger payment, pay down the debt. And that
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is often the smart thing to do, but you have the flexibility. And
that is one of the real consumer benefits of the 30-year fixed-rate.

Mr. CALABRIA. I want to make a broader point about this sort
of—all of this takes context in obviously the housing market. So
let’s even think about the height of the bubble in 2006, 2007. We
added less than 2 percent to the total stock of housing. So part of
the problem here is that supply is relatively fixed in the short run.
And if Adam and I are bidding against the same house and you
keep raising the amount we can borrow, one of us is just going to
bid higher and higher. This is great for the home seller, great for
the real estate industry. It is not so great for Adam and me. And
a better world would be Adam and I agree we are not going to bid
each other up. Unfortunately, we are in a bad equilibrium. So how
do you get past this where people who are struggling don’t have to
bid higher and higher prices for housing? At the end of the day,
a lot of these subsidies in the mortgage market just go to the seller
of the house, not the buyer.

Mr. WESTMORELAND. Mr. Zandi, I am not trying to keep you from
answering. But I would like to say that if these—if it did come
about that the shorter-term mortgages came out, people could still
buy houses. They just might not be able to buy as big a house as
what they want. And the same thing with credit card debt; it de-
pends on what your limit is.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Missouri, Mr.
Clay.

Mr. CLAY. Thank you, Mr. Chairman. And I thank the panel for
being here today.

The discussion draft we are considering today repeals the afford-
able housing goals and the trust fund, it eliminates the GSE’s role
in multi-family housing, and it would make the FHA multi-family
program an administrative nightmare, making it similar to the
Section 8 program by setting income limits and requiring annual
recertifications of income.

Can you talk about the cumulative impact this would have on
multi-family housing rents across the United States? And wouldn’t
it be a mistake to undertake such a dramatic divestment to multi-
family housing at a time when vacancy rates are at an all-time low
in many years and when we expect the demand for rental housing
to surge due to demographic trends? Let me start with Mr. Levitin.

Mr. LEVITIN. Let me start with this: There is definitely a need
to rethink the affordable housing goals. And I would say in con-
junction with that also the Community Reinvestment Act. Both of
those are dated in many ways. But rethinking is not the same as
getting rid of them. And I am not ready to make prescriptions
about what they should look like, but I would say that whatever
is done should apply marketwide, not simply to a securitization
utility or the GSEs, but duties to serve should apply across the en-
tire housing market, that we should have a level playing field that
ensures affordable access to all Americans in that way.

As far as the rental market goes, there is a real concern right
now that if we make—if we tighten up credit availability for multi-
family, we are going to see real problems in the rental market. As
people lose houses in foreclosure, they don’t just disappear. Instead,
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they become renters. And we are seeing an increase in demand for
rental housing as homeownership rates have fallen. And it is very
important that we ensure that there is both adequate supply of
rental housing and of housing to buy.

Mr. Cray. Thank you. Mr. Calabria?

Mr. CALABRIA. Let me try and take a couple of these things. First
of all, in the trust fund, I am generally a believer that these things
should be done through the appropriations process, keeping in
mind the various problems that the appropriations process has. But
my read of the Constitution is if you want to spend money out of
the Treasury, it has to come from appropriations. There is account-
ability.

Second, in terms of the multi-family FHA, a lot of what this is
does mirror, for instance, the low-income housing tax credit. If you
want to get a low-income housing tax credit for property, there are
income restrictions. Currently, in terms of—we give insurance to
multi-family properties and ask nothing from the lender-developer
in return. In my neighborhood on U Street here in Washington, I
have seen a number of multi-family FHA signs. And I can tell you
those properties are not serving low-income poor. So I think they
should give back if we are going to give them to get FHA insur-
ance.

Mr. Cray. So that is why you agree with the annual recertifi-
cations of income?

Mr. CALABRIA. I don’t think you need to do it on annual basis;
5 years is probably sufficient.

Mr. CLAY. Okay. Dr. Zandi, any comments?

Mr. ZANDI. Yes. I think there is a role for an explicit catastrophic
government guarantee for multi-family mortgages for two reasons.
One, the multi-family mortgage market is subject to runs, and it
does shut down in times of extreme stress. We saw that in the
Great Recession. Without Fannie Mae and Freddie Mac’s guar-
antee, the market would have completely shut down, and that
would have ended construction activity and caused vacancies to
fall, and rents to rise.

Second, and I think also very important, is that the flow of multi-
family mortgage capital to rural areas and non-large urban areas
is constrained, particularly the lower-income households, and the
middle-income households. And I think there is a role to try to help
facilitate the flow of credit to those parts of the multi-family mar-
ket. I think that this is something we need to think about very
carefully. I think there are changes that need to be made in how
we do this. But I think the principles should be that there should
be some backstop there as well, yes.

Mr. CLAY. Thank you for that response.

Mr. Wallison or Mr. Holtz-Eakin, any comments?

Mr. Hovrtz-EAKIN. I would just like to make the point that I
think if you look at the multi-family history, the credit risk is prob-
ably lower. They performed much more through the crisis and the
need for a government backstop and everything is less than what-
ever you believe it is on the other side in the single-family.

The place where I would express concern, without knowing
how—again this is going to be an empirical question—is liquidity
in that market after reform. And that will be interesting to watch.
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Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from California, Mr.
Royce.

Mr. ROYCE. Thank you, Mr. Chairman.

I think the panel here would agree that one of the reasons we
are looking at an alternative model is because we have experience
with what happened with the GSE model and how that did help
lead to a ballooning of the market and in terms of what it did—
and with respect to moral hazard, it was a serious problem. Part
of the problem with creating something which is a public-private
partnership is in this case, the profits accrue to the benefit of the
shareholders and the management at the GSEs, right? Whereas
the risks, which you could see coming, which the regulators could
see coming, because they came to us. I had legislation in 2004 and
in 2005 that tried to regulate those institutions for systemic risk,
so that we could do something about the portfolios. The portfolios
were then about $1.6 trillion. Fannie and Freddie had moved away
from their historic model of securitization. Now they were taking
on this enormous new risk, and so much of that was subprime. And
the government’s stamp of approval on that also bled into the pri-
vate market. So this was a problem.

So today, what is the proposed solution here? It is to take low-
and moderate-income home buyers and keep them in a GSE, have
the FHA do and first-time home buyers and so forth, and then try
to bring the private capital back into the market by slowly drawing
down and making space for private capital to come in. And it would
seem to me if we wanted to adequately price risk going forward,
we would have to devise something for that end of the spectrum,
for people who are better off, where the risk is borne—where the
market indicates what the risk should be.

The other advantage of this is we still have $1.2 trillion in those
portfolios. And, as you know, economists are still pretty worried
about the quality of that $1.2 trillion and what that is going to
mean in terms of eventual losses. So the other thing the legislation
tries do is slowly ratchet down or at least codify the reduction at
15 percent a year.

There is one thing here that is still missed. In my original legis-
lation, working with the Fed, what we were trying to do was also
look at the Federal Home Loan Bank, because that is sort of the
forgotten GSE. You can have a problem with some of the largest
financial institutions accessing the window there. And basically,
you would have some of the same questions that you have here in
terms of moral hazard. That is not really addressed in the legisla-
tion.

But in terms of what I have laid out here, if members of the
panel would like to respond to those observations, I would be happy
to hear your thoughts.

Dr. Calabria, would you like to begin?

Mr. CALABRIA. I would be happy to. But let me take just a mo-
ment and say I was there at that time and I very much do com-
mend your efforts in the past and think if we had listened to you
we would be in much better shape today. So I think that needs to
be appreciated. I also remember that at that time, the Federal
Home Loan Banks actually received more scrutiny than Freddie
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and Fannie and came through this better. So in some sense, I feel
like the cooperative structure is probably more stable than Freddie
and Fannie, but were you to do a variety of things to the Federal
Home Loan Banks, certainly, my ultimate goal would be to get rid
of them. In the interim, I think looking at their debt registration,
I would certainly put them under the 1933 Securities Act in terms
of their debt registration. I think certainly some concerns about the
concentration and advances to a small number of lenders is a con-
cern. We all remember the very large advances that were given to
Countrywide before it went down. So, there is a very high con-
centration in advance to a small number of institutions. I think
that is something—

Mr. Royck. Thank you.

Dr. Zandi?

Mr. ZANDI. I can concur with the spirit of what you said. I really
do think this is a very therapeutic process. We need to go down all
the paths, and this is a very important path that we need to ex-
plore in great detail and just work it out. My sense of it, just based
on the work I have done and my experience, is that this isn’t going
to be viable. But I am not saying we shouldn’t go down the path.
We should. And you are doing a good job of it.

Mr. Royck. Thank you.

Mr. Wallison or Mr. Holtz-Eakin?

Mr. HoLTZ-EAKIN. I can’t resist the temptation to say that I con-
cur with your reading of the record on Fannie and Freddie. And I
told you so, literally. When I was the CBO Director, we testified
in 2003 that it was going to cost the taxpayers about $20 billion
a year for 10 years. We were pretty close to right when it went
down. So we cannot replicate that structure again. This FHA is not
that. It is better capitalized. I think we will survive better than
they did. But certainly the thing I would emphasize most is the
steady withdrawal to allow private capital to come in. That has to
happen.

Mr. RoYCE. Right. Mr. Wallison?

Mr. WALLISON. I think that it is pretty clear that the way Fannie
and Freddie worked was troubling. And everything that has been
said here is correct. We have to stop that kind of—

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentlelady from New York, Ms.
Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Mr. Levitin, your testimony indicated that the PATH Act could
potentially undermine the TBA market and make it extremely dif-
ficult for borrowers to lock in mortgage rates 60, 90 days before
closing. Do you believe that the mortgage market will see fewer
closings and subsequent sales under these circumstances?

Mr. LEVITIN. I do. The ability to lock in a rate before closing
means that a borrower knows what the expense of the loan will be.
And when you are buying a house, you have to figure out how
much house you can buy and how much loan you can buy, as it
were. If you can figure out how much loan you can buy in advance,
you then know how much house you can buy. That means when
you go out looking for a house, you know what the price range is
that you can bid on. If you don’t have your rate locked in, in ad-
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vance, there is some uncertainty about what that rate will be. And
that means you are going to have to lower your bid on the housing
price. And the effect of that is going to be to lower housing prices,
which have real effects on the economy.

Ms. VELAZQUEZ. Thank you. As the Representative of a number
of credit unions, community banks, and CDFIs in New York’s 7th
Congressional District, I am troubled by the PATH Act’s lack of
protections for small financial institution access to the secondary
mortgage market.

Dr. Zandi and Mr. Levitin, do you believe the proposed national
mortgage market utility provides small financial institutions with
adequate opportunities to securitize their mortgage portfolios?

Mr. ZaNDI. I think that is an open question. My sense is there
wouldn’t be, as currently written in the legislation, that there
would be much take-up on the platform. The key incentive for insti-
tutions to go to a common securitization platform is the ability to
gain the government reinsurance, the government guarantee. Of
course, in PATH, there is no government guarantee, so there is not
that incentive. There are additional restrictions, though, and you
might call costs to going to the platform. There are data require-
ments—you have to disclose data. You have to pool—a pooling serv-
icing, all kinds of different things you have to worry about. So the
question is, what is the benefit? Here are the costs. So I am very
skeptical that the platform as structured would get any take-up, or
significant take-up. And if you don’t get take-up, you don’t get li-
quidity, the TBA market. So that makes me nervous about the
whole structure of the platform.

Ms. VELAZQUEZ. Professor Levitin?

Mr. LEVITIN. I agree. As the PATH Act is written, there certainly
is open access to the utility for smaller financial institutions. And
I think that is very important. But for all the reasons that Dr.
Zandi just outlined, that may not matter. If there isn’t enough
scale created with the national mortgage utility, it is just not going
to be successful, and that will mean that smaller institutions are
basically kept out of the market. And critically, I want to under-
score for the other financing channel that the PATH Act envisions,
covered bonds, smaller institutions are not going to be able to
issue—do covered bond programs, that investors simply do not
want to take on that type of credit risk on those smaller institu-
tions. They would rather take on the credit risks of the too-big-to-
fail banks.

Ms. VELAZQUEZ. Thank you. Dr. Zandi, one of the most important
issues for me, coming from New York, is multi-family mortgages,
and ending the government guarantee represents a very important
issue for us.

Do you think that the private sector effectively taking over the
GSE’s role as a facilitator of credit for multi-family mortgages with
our government guarantee will help meet this growing demand?

Mr. ZANDI. No. I do think there is a role for an explicit cata-
strophic government guarantee to backstop the multi-family mort-
gage market. I think the experience of the Great Recession makes
that—strikes that point very clearly. The market shut down, and
there was no credit. And this is obviously very important to multi-
family construction, to vacancies, to rent. And not only in urban
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areas but particularly in—especially in rural areas and ex-urban
areas. So I do think a role—has to be explicit, it has to be cata-
strophic, has to be paid for, has to be very clear. But I think there
is a role for it.

Ms. VELAZQUEZ. Thank you. Thank you, Mr. Chairman.

Chairman HENSARLING. The gentlelady yields back.

The Chair now recognizes the gentleman from New Mexico, Mr.
Pearce.

Mr. PEARCE. Thank you, Mr. Chairman. And thanks to each one
of you who are here today.

Dr. Zandi, you have quantified your estimate of the cost of doing
what we are considering here today. Is there a quantifiable cost to
not doing anything, a quantifiable cost to the government backstop,
the explicit guarantee?

Mr. ZanDI. If we do nothing, if we keep the current system?

Mr. PEARCE. If we keep the current system, yes.

Mr. ZANDI. I think that would be a serious and grave error. I
think there is no reason why the government needs to be making
85, 90 percent of the mortgage loans in the United States. It is a
cost that taxpayers don’t need to—

Mr. PEARCE. Does it have to be higher, less—I am back with Mr.
Capuano from Massachusetts. Just get it down to the big stuff for
us, our constituents. So are the costs going to be greater in the cur-
rent system or less under the current system?

Mr. ZaNDI. I haven’t done—I haven’t thought through that cal-
culation.

Mr. PEARCE. You are in a better position than me. I could flip
a coin, and it might end up heads or tails. But you would come up
with a closer guess than I would.

Mr. ZANDI. Can I answer—I am not going to be satisfactory in
my answer, but let me answer it this way. I don’t like either ap-
proach. I wouldn’t go down either path at the end of the day. There
is a better approach.

Mr. PEARCE. Mr. Wallison, do you have an opinion?

Mr. WALLISON. You have to take everything into account, includ-
ing the costs that occur when—

Mr. PEARCE. I think that’s the point.

Mr. WALLISON. —we make the kinds of investments that Fannie
and Freddie made, that is the current system. And when those in-
vestments are in poor quality mortgages, we have a loss, a severe
loss in the case of Fannie and Freddie, up to almost $200 billion,
and the taxpayers had to pay for that. So if you are looking at the
costs, if you look at the entire cost, including what it may cost the
taxpayers, I think the system that is recommended in this bill in
the PATH Act would be cheaper for the taxpayers and still produce
a very effective system of financing mortgages.

Mr. PEARCE. When 1 first came to Congress, I read and heard
speculation that the Japanese had damaged their economy to a
point that it might never recover in the 1990s. And when I read
what they did, they started letting housing prices escalate. And in
order to make it affordable, they began to lower interest rates. And
then, they began to mix public and private money. And they hurt
their economy maybe forever. And we are still short of that year.
We have not yet reached forever.
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So I would come back to Dr. Zandi, when you are estimating a
cost of implementing this, can you now compare it to what the Jap-
anese did, which sounds exactly like what we have done, starting
with Mr. Greenspan and now with Mr. Bernanke? Could you quan-
tify the cost of ruining an economy forever versus 90 basis points,
or whatever, can you give me sort of an indicator on that?

Mr. ZANDI. Congressman, we are not Japan. We have made a lot
of progress—

Mr. PEARCE. I understand. So you are saying we can do things
that Japan can’t do.

Mr. ZANDI. No. I'm not saying that. I am saying—

Mr. PEARCE. Excuse me, sir.

I view the laws of economics as being one of the really neat
things. They don’t know boundaries, they don’t know anywhere. If
you do the wrong thing, the capital is going to get up and leave
today. That is really refreshing to me. It is pure. It is beyond
human touch. And to say that the Japanese economy is not our
economy, I'm sorry, sir, but that says we have different rules. We
can print 40 percent of our national budget, and we are okay. I
don’t think we are okay. But I am sitting here with just some coun-
try background from New Mexico. And I am just trying to get a
sense—

Dr. Levitin, I see you kind of peering. Do you have an opinion?
We only have 47 seconds for your opinion.

Mr. LEVITIN. I am not quite sure where to begin. I think that
there is a real problem that we may be locking ourselves into a pe-
riod of very low interest rates. Lots of homeowners have refinanced
into incredibly low rate loans. And when they want to move, when
they have to move, if rates are up, we are going to have a problem.

1(\1/11‘. PEARCE. Dr. Calabria, why don’t you finish this up? 20 sec-
onds.

Mr. CALABRIA. I will just say that the biggest problem, in my
opinion, having been to Japan, and talked to people there, is every
other company is like Fannie Mae, it is such a crony-capitalism so-
ciety that we want to avoid that, in my opinion, or you will regret
it.

Mr. PEARCE. All right, fair enough. Thanks.

Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the gentleman from Texas, Mr. Green.

Mr. GREEN. Thank you, Mr. Chairman. And I thank the wit-
nesses for appearing.

Let me start with you, Mr. Zandi—Dr. Zandi, excuse me. We
have all seemed to make this faux pas today.

Mr. ZANDI. You can call me anything you would like. It doesn’t
matter really.

Mr. GREEN. I will call you a friend.

Mr. ZANDI. Thank you. I appreciate that.

Mr. GREEN. Dr. Zandi, you have wanted to juxtapose the con-
forming market to the jumbo market. And each time I think you
were not given the opportunity to express yourself. I did step out
for a moment, and I don’t know whether it occurred while I was
away or not. So would you kindly now give us your explanation as
to why we cannot anticipate the jumbo market to be indicative of
what will happen in the conforming market?
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Mr. ZanDI. Thank you. Yes. I don’t think the jumbo market is,
as I would say, scalable. It will serve a small part of the market,
it does serve a small part of the market. Just for context, in a nor-
mal housing market it is 10, 15 percent of the market, something
like that. These are usually higher-quality borrowers. In many
cases, they are not 30-year fixed-rate loans, they are adjustable
rate mortgage loans. There’s a—Mr. Wallison had in his testimony,
go Google, “30-year fixed-rate loan.” If you do that, you get to the
Wells Fargo site, and you compare a Wells Fargo conforming loan
with a jumbo loan, and the interest rates are very comparable. The
thing is, you have to assume a 20 percent downpayment. If you put
into the calculator a 10 percent downpayment, which is more typ-
ical for many Americans, it doesn’t calculate, because they don’t
offer that. So that goes to the point that this is a market that is
very specialized.

Now, in a world like PATH, this market will expand. The U.S.
economy and financial system are very adept, and they will adjust,
and we will see the ability to provide jumbo-like loans to a bigger
part of the market grow. But it will never, in my view, be able to
offer up 30-year fixed-rate loans to the vast majority of American
households. And I think that should be a key working assumption
that we want to preserve that as part of our system.

Mr. GREEN. Thank you. I think that was very important for us
to have in the record.

Let’s move to the covered bonds for just a moment.

What percentage of the covered bond market is contained within
the United States, if you can, Dr. Zandi?

Mr. ZANDI. I think it is marginal. There are no covered bonds,
or very few covered bonds of which I am aware.

Mr. GREEN. And in Europe, where we do have covered bonds, we
don’t have, generally speaking, 30-year fixed-rate mortgages. Is
that correct?

Mr. ZANDI. That is correct.

Mr. GREEN. Which means—

Mr. ZANDI. Just to be precise, France has a 30-year fixed-rate
market. But there are very extensive prepayment penalties. And
the Danish have 30-year fixed, but that goes to the very idiosyn-
cratic nature of their system.

Mr. GREEN. But my point that I would like to get to is that if
you don’t have a 30-year, you have, say, 3, 5, up to 15, maybe, that
means that you don’t get the asset liability mismatch that you can
get when you have a mortgage that will expire in 30 years, ma-
tures in 30 years, but your covered bonds, if the pool will mature
in 5 to maybe 10 years. And this creates some sort of market value
risk that many investors will have a second look at.

Can you just briefly comment on this, please, in terms of how
this impacts the market?

And I would also add this: That when this occurs, it seems to
have some pressure on the market to avoid the 30-year fixed-rate
product because of this mismatch that can occur.

Mr. ZAaNDI. Yes. That is correct. And that is one of the reasons
why you don’t see 30-year fixed-rate loans in other parts of the
world, including Europe. And the key to the European system, and
this is a point we were discussing earlier, is that the European
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banks are very large. So if you go to any European country, three
or four banks dominate the banking system. And the banking sys-
tem is where all the credit is provided. That is because they are
too-big-to-fail, and Europeans really don’t have a problem with
that. That is part of their system.

Mr. GREEN. Quick response to this question, please: If we have
the FDIC backing in the shadows the covered bonds, would this
cause the premiums that banks will pay to go up?

Mr. ZaNDI. Okay. That is an interesting, good point. So there is—
if we are going to incent more of the mortgage lending to come out
of the banking system through, say, a covered bond market, then
you are using a government guarantee. It is not the Fannie,
Freddie, or the catastrophic guarantee; it is the FDIC. It is just an-
other form of government guarantee.

Mr. GREEN. Yes. So what we have done is sort of move the chairs
around.

Mr. ZANDI. Just moving the chairs around, to some degree, yes.

Mr. NEUGEBAUER [presiding]. I thank the gentleman.

Now the gentleman from Michigan, Mr. Huizenga, is recognized
for 5 minutes.

Mr. HUIZENGA. Thank you, Mr. Chairman. I appreciate that. And
you interrupted one of my Google searches here. Because I do want
to explore this as we were going into this what other countries are
doing. But I would be remiss if I didn’t bring up a portion of the
bill that I have some distinct interest in. My bill, H.R. 1077, having
to do with the points and fees that are going to be part of the final
QM rules, which are going to be taking effect in January. This is
part of it. And I am very concerned about the consequences if Con-
gress doesn’t resolve the issue. And I appreciate the chairman and
others including that. I don’t know if anybody wants to comment
on that, but it seems to me that is another barrier for entry as we
are looking at that for consumers.

I have a background in construction, real estate. My family has
been involved in that for about 60 years. We have an employee, Irv.
Irv has worked for my grandfather, my dad, and myself. This is a
man who has worked for my family for nearly 50 years. I have an
obligation to him as well to make sure what we are doing is getting
it right, because he works in and depends on that. And whether it’s
Irv, Dirk, Mark, or Larry, the guys who work for us are intensely
interested in this, as are all of our constituents.

But I think, Mr. Calabria, you hit the nail on the head. Yester-
day, when Mr. Bernanke was here, I asked him, only half tongue-
in-cheek, whether or not we should refinance. That was a question
my friend had. He did quip that he wasn’t qualified to give that
advice, at which point I was concerned for all of us. And maybe
Keynes is right, and in the end we are all dead anyway. But that
was very problematic.

My background in real estate started in the late 1980s and into
the 1990s, and interest rates were significantly higher than they
are now. Downpayments were typically much higher than what
they are now. I will never forget when my real estate mentor
pulled me aside one day when we had seen interest rates going
from 12 percent to 11 to 10 to 9 to 8 and at 7.95 percent, he pulled
me aside and said, “Buy a house now, interest rates will never be
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this low again.” He had been in the industry for about 30 years.
And Mr. Miller had talked about the 212 percent mortgage rates.
Downpayments went from 20 percent to 15 to 10 to 7 to 5 to 3 to
2 to 1 to nothing to 20—120 percent loan to value. I will never for-
get that my first closing was one of those where they are sliding
a check across to the purchaser, not just the seller. This is a
generational issue. We have seen house sizes increase dramatically.
Hey, I am 44 now, and when I was buying my first house about
20 years ago, a little short of that. It wasn’t going to have to be
long, because I am pretty darn sure I deserve the three-stall garage
and the walk-in closet and let’s get a pool, and all of those other
things. So we have some generational expectations that I have been
talking about with my friends.

Part of the problem also has been as we saw equity. Equity
didn’t rise because people were putting more in, whether it was a
30-year or 15-year or 5-year mortgage. They saw equity increase
because of home values. That was why. And you only realized it
when you got out. A bubble occurs when people outpace reality.
Would you agree with that? That is certainly part of what they are
doing.

And that has happened way too many times. I commend the
chairman and everybody else who has put time into this because
the cycle needs to end. It used to be when I was in real estate get-
ting an FHA loan, there was some sort of stigma to it. It was a
bit of a taboo. One, you didn’t want to have an FHA deal. And you
didn’t want to be the buyer or the seller who was having to deal
with that. And the taxpayer was a backstop of last resort. And now
it seems that taxpayers are the first stop, not the backstop. And
we have to get serious about this.

So, 30-year fixes. What is the proper downpayment, Dr. Zandi?
You were saying 20 percent certainly isn’t it. What is?

Mr. ZANDI. There is no one answer because you have to take the
borrower’s entire financial situation into account.

Mr. HUIZENGA. 20 percent—

Mr. ZANDI. Are they an owner? Are they an investor? Do they
have an 830 FICO score?

Mr. HUIZENGA. All right. Does anybody have anything else other
than a government program that is going to help people get into
homes? It happened during the 1980s a lot. In my 2 seconds, I will
close it with land contracts. The marketplace is going to fill in if
and when that there isn’t a specific government program-backed
mortgage. It might not be ideal. But there are a lot of other things
that are going to happen that we can’t even predict right now nec-
essarily of what is going to be happening.

Sorry, Mr. Chairman, I filibustered myself. I apologize for that.

Mr. NEUGEBAUER. Now, the gentleman from Missouri, Mr.
Cleaver, is recognized for 5 minutes.

Mr. CLEAVER. Thank you, Mr. Chairman. This is primarily a
question for Dr. Zandi, but I would like for Mr. Levitin to also be-
come involved.

In your statement, Dr. Zandi, on the fourth page, you state that
complete privatization is much more plausible in theory than it
would be in practice. Private capital is not limitless and there are
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plausible catastrophic scenarios similar to the Great Recession that
would completely wipe it out.

On page 8 of your testimony, you state that, “a fully privatized
mortgage finance system will have difficulty providing stable mort-
gage funding during difficult financial times.”

I tried to get Mr. Bernanke to respond to this yesterday. I failed.
But my question is, the private markets are generally going to bail
out in tough times. And if that is the case, and I don’t think there
is a question we just witnessed that after 2008. This proposal, this
PATH Act, can you envision in any way how this would—how we
would be able to effectuate this PATH Act in a time of financial
crisis? If this bill as proposed is approved, do you think it would
hold up in post-2008 to 20127

Mr. ZanDI. No. I think one of the significant drawbacks to a
purely privatized system without any catastrophic government
backstop is it would be subject to runs. Investors would lose faith
and they would run at just the worst time for the housing market
and for the economy. And of course we saw that in regard to depos-
its. And that is why we have an FDIC that provides a catastrophic
backstop to our depositors. The principle is just the same. We apply
the same principle to the mortgage market, a catastrophic backstop
which would prevent runs. It should be paid for by homeowners.
It is a service we are providing. But it is a very valuable service
and would ensure that we would not have this problem at the
worst possible time.

Mr. CLEAVER. Yes, Mr. Levitin?

Mr. LEVITIN. On its face, the PATH Act would create a private
housing finance market. But in reality it would create an implicitly
guaranteed housing finance market. There is no such thing as a
non-guaranteed housing finance market. It is only whether there is
an explicit guarantee or an implicit one. And we know this from
our own history. In 2008, we had a statute that said Fannie and
Freddie debt is not guaranteed by the government. It was there in
bright letters for everyone to see, and we bailed them out. And if
you look outside of the United States, Germany bailed out its
banks, Denmark bailed out its mortgage banks. We know that
there will be bailouts if the housing finance system gets in trouble
because housing is simply too important to too many people. There-
fore, the question is whether we just kick the can down the road
and let some other Administration pay for the costs or whether we
prudently try and charge risk premiums now that will—and build
up an insurance fund, essentially, against future problems.

Mr. HoLTZ-EAKIN. If I may?

Mr. CLEAVER. Yes, please.

Mr. HoLTZ-EAKIN. I think this is an important question, but
there are arguments on the other side. First, it is important to re-
member as well that one of the things that happens when private
capital comes in is there is better scrutiny of risk. So the trouble
you are going to get in is going to be smaller. And, second, if you
have better scrutiny of risk broadly in the system—the greatest
failure we had was poor pricing of risks. If you price risks, you
don’t get runs because people aren’t afraid of the securities. And
so the very act of putting the private capital in mitigates the fears
they are worried about.
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Mr. CLEAVER. I agree with you. But is there any scenario where-
by you can envision the government not being a backstop?

Mr. HoLTz-EAKIN. You can always envision a disaster so bad it
is impossible for the private sector to survive. So, let’s just stipu-
late that.

Mr. CLEAVER. We just had one.

Mr. HoLTz-EAKIN. The question is, how do you want to handle
the issue of providing the bulk of housing finance? And we are
right now providing the bulk of housing finance on the taxpayers’
dime, not on the private sector.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Pennsylvania, Mr.
Fitzpatrick.

Mr. FiTzPATRICK. I thank the chairman for all of your hard work
in reforming a finance system that is in desperate need of reform,
and I appreciate the time and patience of the panel as well. It was
about 3, 3% hours ago when you gave your opening statements,
and I listened to each one of them. And I have been out of the room
since.

But Professor Levitin, you made a statement that I think is im-
portant. You said—and I want to make sure I am correct in this,
so please correct me if I am wrong—that one of the bedrock prin-
ciples of housing finance post World War II has been the avail-
ability of the 30-year fixed-rate mortgage. Which we are all inter-
ested in. Is that correct?

Mr. LEVITIN. That is correct.

Mr. FrrzpATRICK. And I have a lot of very specific questions. And
I think probably a lot of them have been asked. I am going to write
each of you and just ask you to consider some of what I am saying.
And if you get a chance, get back to me. And I will share that with
my constituents.

But I would like to kind of ask a general question by telling a
story. And it is a story of my hometown, Levittown, Pennsylvania.
But I believe the story of Levittown is somewhat the story of Amer-
ica. In 1950, in Bucks County, the president of the United States
Steel Corporation, Ben Levitt, announced he was going to build a
steel mill in Bucks County. And he did. And that mill provided
about 10,000 really good jobs to folks who were going to come from
the coal mining country of northeastern Pennsylvania, out from
Pittsburgh. And jobs for a lot of returning veterans, World War II
and Korea veterans.

All those jobs created quite a demand for housing in lower Bucks
County. And we being Americans, we met that demand. We figured
out how to do it. It is the town where I grew up; I would never
have grown up anywhere else. Bill Levitt, from Long Island, New
York, who had figured out how to mass produce housing, he came
down. He was part of the solution in meeting that demand. He
came to Bucks County, and he built 17,311 houses between 1952
and 1957. And if you were a returning veteran from World War II
or Korea—my father was a veteran who purchased his first home
in Levittown around that time—you could purchase the basic Levit-
town model for $9,990. If you were a veteran, it was $100 down.
And it was a perfectly planned community—some say too planned.
Bill Levitt even brought a bank with him from New York, the Bow-
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ery Savings Bank, and they provided mortgages for those individ-
uals who—most of whom thought they would never own a home in
their life. And so this was described to be their first home. And for
many of them, 60 years later, it is still their home, if they are still
there. And so this for many is everything that they own in the
world. It is their complete retirement, what they will pass on to
their children.

But the point of the question is that—and my father and others
who settled Levittown, they would build a statue of Bill Levitt in
the middle of town, if they could. They were provided that oppor-
tunity because of the availability of a great builder, a community
willing to accept it, and a fixed-rate mortgage that they could af-
ford, they could figure out what it was.

So my question is today, 21st Century in the year 2013, how
would the PATH Act have affected the ability of Bill Levitt to build
that community and those veterans to move out of the cities, the
first suburban planned community to be able to own that home
today, in your view?

Mr. LevITIN. With the PATH Act, Levittown, Pennsylvania,
would not exist. Your father would not have been able to buy a
home. That is the sad truth.

Mr. CALABRIA. If I could make a comment on that. Let’s be clear.
Freddie Mac didn’t exist at that time. Fannie Mae’s operations in
the mid-1940s were approximately zero; about 1, 2 percent of the
market. As mentioned, it was a bank that made those loans, and
held them on portfolio. There is nothing in the PATH Act that says
you can’t do this. There is nothing in the PATH Act—nobody here
is talking about banning the 30-year mortgage. Again, before the
1980s, we did not have a secondary mortgage market. So I think,
going back and looking at some history—I also want to emphasize
there is nothing to pass on to your children if you are drowning in
debt. Getting people in with 100 percent financing, with nothing in
there, there is nothing to pass on. You are leaving them debt to
pass on. And that to me, I think, is not what we should be looking
for, for our children or our future generations.

Mr. WALLISON. If T could just add something to that. And that
is in the 1980s, the technology of securitization was developed.
What Fannie and Freddie were initially intended to do was to cre-
ate a secondary mortgage market and the liquidity that allowed
banks to sell the mortgages into the secondary market and make
more mortgages. Once we had the technology in the private sector,
we didn’t need Fannie Mae and Freddie Mac. So if this had existed,
if the PATH Act had existed back then, and if the technology of
securitization had existed, a private secondary market could have
existed. Either of those mortgages could have been portfolioed by
the bank that made them or they could have sold them to private
securitizers without Fannie and Freddie.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentlelady from Wisconsin, Ms.
Moore.

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

I guess I want to start out by asking Mr. Wallison a question.
I notice that you served on the Financial Crisis Inquiry Committee,
appointed by our Speaker, Mr. Boehner. And there was a minority
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report. And then you had a separate report of your own, which it
mirrors—I looked it up, I Googled too because I thought it was kind
of familiar, kind of a familiar argument with your testimony that
you have given here today.

And I guess your testimony here today seems to sort of lay the
blame for the entire financial crisis at the feet of these constituents
of ours who just wanted a house so badly that we sort of induced,
the government induced the bad underwriting and tolerated bad
underwriting. These are words that I have sort of taken out of your
testimony.

And your minority report, along with the other three commis-
sioners who gave a minority report, didn’t mention a word about
credit default swaps or derivatives or credit rating agencies. Or we
have heard testimony on this committee from people like Andrew
Cuomo who said that at the bottom of every single one of these
things was a bad appraisal. Predatory lenders. I think Mr.
Fitzpatrick made a wonderful point. There are people who are liv-
ing in the first and only house that they have ever bought. So, how
were they supposed to know that they needed to bring certain doc-
umentation? Freddie and Fannie weren’t doing the underwriting.
And so I guess I am curious, particularly in view of your—Freddie
and Fannie do need some reforms. They were overleveraged, there
were many things done. And you also said maybe CRA was also
sort of at fault as well. And what we have found is that only 6 per-
cent of all of these toxic loans were—had a delinquency rate of
2012 of—from the GSEs versus 28 percent for non-GSEs. And of
course the CRA was definitely not a factor in subprime lending or
the crisis.

And so I am very curious to see—to ask you why you think the
GSEs, in view of all these other things that we know happened in
the marketplace, why you say that at the centerpiece of it all was
the fault of our constituents who the government induced us to give
them all these loans.

Mr. WALLISON. In my dissent, I focused on the affordable housing
requirements which were put into effect in 1992, when many peo-
ple came to Congress and said that Fannie Mae and Freddie Mac
actually are much too conservative in their underwriting, so many
of our constituents cannot buy homes. Congress acted in 1992 and
said, okay, Fannie and Freddie, from now on you are going to have
to buy a certain number of these loans that are made to people who
are below the median income. Fannie and Freddie did in fact con-
trol the market. And as Fannie and Freddie reduced their under-
writing standards in order to meet the affordable housing require-
ments, the result was that by the year 2008, we had 28 million
subprime loans in this economy—

Ms. MOORE. Thank you.

Mr. WALLISON. —about half of all mortgages.

Ms. MOORE. My time is lapsing. And so, Freddie and Fannie
were not—they did not do the—the underwriting was wrong.

Let me ask you a question, Mr. Zandi, in my last 49 seconds.

You keep saying that we are going to have this guarantee, but
if we don’t, what do you think downpayment and interest rates will
be so that the private sector can finance its risk in the marketplace
to have this private securitization market?
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Mr. ZANDI. The calculation I did in the testimony was for the
typical borrower in the current mortgage environment, 20 percent
down, 750 credit score, 31 percent debt-to-income ratio. That is the
middle of the distribution right now. The PATH Act as currently
envisaged would raise the mortgage rate for that borrower by 90
basis points. That is .9 percentage points. That is $130 a month in
monthly mortgage payments.

Ms. MOORE. And interest rates, what would it do to interest
rates, specifically?

Mr. ZANDI. That 90 basis points, that .9 percentage points, that
is the effect on mortgage rates.

Ms. MOORE. Okay. Thank you.

Chairman HENSARLING. The time of the gentlelady has expired.

The Chair now recognizes the gentleman from South Carolina,
Mr. Mulvaney.

Mr. MULVANEY. Thank you, Mr. Chairman.

I was going to start off by saying I was surprised, but I guess
I'm not surprised. I guess I am just disappointed that somehow this
debate today has turned into rich versus poor. It strikes me that
if you think that Fannie and Freddie and more directly the abuses
that we saw in Fannie and Freddie were about somehow helping
poor people or helping deal with the plight of the American worker,
you are sadly mistaken.

Ms. MoOORE. Will the gentleman yield?

Mr. MULVANEY. No, I will not.

The abuses at Fannie and Freddie were designed mostly—

Ms. MoOORE. Will the gentleman yield?

Mr. MULVANEY. I absolutely will not. And I would appreciate not
being interrupted.

Ms. MOORE. Well, you are talking about me.

Chairman HENSARLING. It is the time of the gentleman from
South Carolina.

Mr. MULVANEY. The abuses at Fannie and Freddie were designed
to enrich the shareholders and to a great extent the executives,
most of whom were heavily connected to both parties. It was never
involved, never designed to help the plight of the American work-
ers. We are dealing with—a question that we just asked Mr. Zandi.
I heard $150 a month, not $130, so I ran the numbers on $150 of
additional payment, the 90 basis points leading to $150 of addi-
tional monthly payment. I ran the numbers on that. It is a multi-
variable equation, so you sort of have to freeze an interest rate.
But it looks like that house costs about $325,000. Is that poor? Be-
cause that could buy 90 percent of the houses in my district. It is
not about rich and poor. What really is telling is that we had testi-
mony today, or at least the chairman mentioned it, that there is
currently a regulation that is being considered by this Administra-
tion that would raise interest rates 400 basis points. Where is the
outrage over that? Where is the concern that this Administration
is beating up on poor people and making housing unaffordable for
the American worker with a 400 basis point increase in the regula-
tion that we will never see? Where are the demands for a hearing
on this regulation from my friend across the aisle?

We are sitting here. We talked about a hundred mortgage points,
a hundred—a hundred basis point increase last week in the 30-
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year. A hundred interest basis points last week in large part be-
cause of the fiscal policies that this government is undertaking. We
are hurting poor people. We are hurting the people who are trying
to buy houses because we are borrowing money. We are going to
the markets and saying, would you please lend us money. They are
going to the same markets and saying, please lend them money.
And we are driving up the price of them buying their houses. We
are doing that. Where is the outrage over that?

Since the outrage today, though, seems to be focused on the 90
basis points and how that is supposedly going to be the end of the
world, I will accept for sake of the argument that there is going to
be a 90 basis point increase in this, Mr. Zandi.

And I will simply point out the fact that my family has been in
this business off and on for the last 50 years, okay. 1970. Does any-
body remember—and I had to Bing it, not Google it, since I have
friends who work at Microsoft—I Binged it. Do you know what the
average interest mortgage rate was in 1970? It was 8 percent, 350
basis points higher than it is today. Did we have a functioning
mortgage market in 1970, gentlemen? Does anybody know what
the homeownership rate was in 1970—it was 62 percent. In 1980,
interest rates, 18 percent, 15 percent, pick a number. 1,400 basis
points higher than we are today, than we have today. We still had
a functioning mortgage market, and we still had 64 percent of the
people living in houses. In 1990, it was 9 percent, 64 percent.

In 2000, it was 7 percent. And we are sitting here today saying
that supposedly a 90 basis point increase, just so we can protect
the American taxpayer, is somehow going to end the housing mar-
ket in this country. It is absurd. It is absolutely absurd.

We are trying to have a conversation not about rich versus poor.
We are trying to have a conversation that somehow finds a way to
protect the American taxpayer, rich and poor. And ends the abuses
that fabulously enriched people probably illegally at the expense of
the American taxpayer.

I would hope, Mr. Chairman, that is what this debate would be
about, and not about class warfare, not about pitting against each
other. There are reasons that there are bipartisan bills on the Floor
to try and fix this problem, because it needs to be fixed. You may
disagree with the fact that this might be the best way to do it, but
don’t accuse us of going after poor people because that is not what
we are doing. We are trying to help the taxpayers. And I would
think that would be something on which we could all agree.

With that, I yield back the balance of my time.

Chairman HENSARLING. The gentleman yields back.

The Chair now recognizes the gentleman from Colorado, Mr.
Perlmutter.

Mr. PERLMUTTER. I knew somebody would raise my blood pres-
sure on this one. So, the first thing I would like to do is introduce
for the record something I always do when we talk about housing
and Fannie Mae and Freddie Mac, and that is the Financial Times
article of September 9, 2008, where Mr. Mike Oxley hits back at
ideologues that—Mr. Wallison, you and I have had this conversa-
tion on at least three occasions, if I am counting right, where this
was a few days after Fannie Mae and Freddie Mac were placed in
conservatorship. Do you recall that?
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Mr. WALLISON. Yes.

Mr. PERLMUTTER. Okay. And what Mr. Oxley said in this article
was—Congress was taking a lot of criticism about why there wasn’t
more oversight. And he said, “Instead the Ohio Republican, who
headed the House Financial Services Committee until his retire-
ment after midterm elections, blames the mess on ideologues with-
in the White House, as well as Mr. Greenspan, former Chairman
of the Federal Reserve. The critics have forgotten that the House
passed the GSE reform bill in 2005 that could well have prevented
the current crisis.” He fumes about the criticism of his House col-
leagues, “All the handwringing and bedwetting is going on without
remembering how the House stepped up on this. What did we get
from the White House? We got a one-finger salute.”

Okay. So, Mr. Wallison, you and I have had a chance to talk
about this on several occasions. And, quite frankly, you and I agree
on a lot of the basic points. But we draw very different conclusions.
And we have talked about the length of time that Fannie Mae has
been in existence, since 1933 or 1934 to today. We talked about the
fact that in the period of time from 2004 to 2007, especially the
time when no documents were required, no downpayment was re-
quired, that time the public sector, Fannie Mae, Freddie Mac, had
much less than the private sector in terms of outstanding loans.
Then when the market fell apart in the fall of 2008, that is when
Fannie Mae and the public sector was the only game in town. The
only lender in town. And I would just—instead of me filibustering,
which I have already done, let me just ask a couple of simple ques-
tions.

How many of you own a home?

Okay. So I assume there is one renter. Do you own a home or
are you renting?

Mr. HOLTZ-EAKIN. I am renting.

Mr. PERLMUTTER. For those of you who own a home, do you have
mortgages?

The answer is yes. Mr. Levitin, good job.

Okay. Within those mortgages, does anybody have a jumbo loan?

Mr. WALLISON. Yes.

Mr. PERLMUTTER. I just bought a house. We just sold a house,
and bought a house. And I know that between the jumbo loan to
the loan under $417,000, which is what it is in the Denver area,
in Colorado, there is a difference of about a point. So did any of
you go looking to try to get under what would be the FHA number
of $417,000 or whatever it might be in your locale?

Doctor?

Mr. CALABRIA. If I can make a point where I think you are going
with this. Let me—

Mr. PERLMUTTER. I am not sure where I am going, so hopefully
you can make a point.

Mr. CALABRIA. Let’s have me filibuster for a little while then if
that is going to be the case.

Mr. PERLMUTTER. I will interrupt you if you get off track.

Mr. CALABRIA. Please do. So, full admission, I have a mortgage.
I got it with Wells. I think they might have sold it to Freddie. I
even take the mortgage interest deduction. I, as a citizen, am will-
ing to give up all of those things because I believe our system will
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be safer because of that. Will I pay higher mortgage costs? Prob-
ably. I will say that I paid more in taxes last year than I made in
mortgage payments. Now, that is not necessarily a bad thing be-
cause again, it is better to be non-poor.

Mr. PERLMUTTER. One of the points was that you are not build-
ing up much equity with a 30-year loan, but I would like to ask
Dr. Holtz-Eakin, do you build up any equity by renting?

Mr. HoLTz-EAKIN. Not in my apartment, but elsewhere.

Mr. PERLMUTTER. Maybe elsewhere, but certainly not in your
apartment. These are so simple. And I have to ask a question. Dr.
Calabria, we were talking a little bit about auto loans. We are look-
ing at auto loans. So I am looking at your graph which shows that
in 2009, basically there were no auto loans. Do you see that?

Mr. CALABRIA. I am going to apologize because the scale of that
chart is not zero at the bottom. So, again, that probably is not the
best. It is cut off at actually a positive number at the axis. So, my
apologies.

Mr. PERLMUTTER. Okay, let’s go to the bottom there. At the bot-
tom, there is a spike. I think the spike was the Cash for Clunkers?

Mr. CALABRIA. It was.

Mr. PERLMUTTER. Okay. So that was Federal injection of money,
right?

Mr. CALABRIA. Another great policy.

Mr. PERLMUTTER. Okay. But there was a spike. Oh, heck. Thank
you, Mr. Chairman.

Chairman HENSARLING. That word would almost be stricken
from the record.

The Chair now recognizes the gentleman from Alabama, the
chairman emeritus, Mr. Bachus.

Mr. BacHUS. Thank you. In the last few years, I guess since the
financial meltdown, the one question I have been asked more than
any other question back home is, “How can you justify asking me
to pay somebody else’s mortgage? I struggle to pay my mortgage.
Why does the government take my tax dollars and help someone
else pay their mortgage?”

And I think it is almost impossible when you have a government-
sponsored entity for it not to subsidize someone else’s mortgage
with your tax dollar. Maybe that is not the intent, but it always
has mission creep and more. And what we have discussed today is
that FHA intended to help low-income Americans, and it has
morphed into something quite different, where even in attempts to
lower the high number of those eligible, we have not been able to
accomplish that. Once you start, once you put it out there, it is al-
most impossible to end it.

Dr. Zandi, you said you liked parts of this bill. I find the parts
where it does seem to, the provisions to attract private capital or
to lessen some of the barriers to private capital. Do you see those
as helpful? And you said you don’t believe enough private capital
will come into the market, is that right?

Mr. ZANDI. I do like the provisions in the bill that try to attract
capital, yes. I like the idea of trying to support and promote a cov-
ered bond market. I think that is a laudable effort. I think it is
going to be difficult in the context of our current financial system
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and some of the issues with regard to the FDIC. But I applaud the
effort to go down that path, yes.

I think some of the provisions related to the residential mortgage
securities market, we talked a lot about QRM, but there are others,
I think that is laudable because we need to get the RMBS market
up and going again. It is still dead in the water. So getting private
capital is exactly the right thing to do. And there is a lot of good
in the bill that I think we really should think through, yes.

Mr. BAacHUS. We have the largest and deepest financial system
in the world. There are always tremendous amounts of capital look-
ing for more return. And now that the return on Treasuries and
other things is not that good, I would imagine there is an immense
amount of capital that would love to come in and invest in safe
mortgages.

Mr. ZANDI. Can I respond? I agree. You want to design a mort-
gage finance system, a housing finance system for all times, good
times and bad times and everything in between. So in the good
times, yes, you will find private capital and people taking chances.
But that is not—we can’t build a housing finance system for our
kids and our grandkids based on that.

Mr. BACHUS. But in the bad times, it creates bad times. I asked
the chairman yesterday whether unemployment was structural. He
had said it was cyclical. Some of it is structural. But in the bad
times, the cyclical, people are losing their jobs. So when you lose
your job, it is hard to keep your home.

Mr. ZANDI. Yes, it is. Yes.

Mr. BAcHUS. I would just ask Mr. Wallison or Mr. Holtz-Eakin,
do you have any comments on anything you heard in the last few
minutes or during this hearing on which you would like to further
elaborate? Or do you believe—our private markets in the United
States are immense.

Mr. Hovrtz-EAKIN. I want to second what Mr. Zandi said about—
or I guess I should say Dr. Zandi. I think the provisions to attract
private capital are very important. I think it does a very good job
of bringing in better scrutiny. I would like to see it be more aggres-
sive about bringing in taxpayer protection, broader, deeper capital.

Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the gentleman from Delaware, Mr. Car-
ney.

Mr. CARNEY. Thank you very much, Mr. Chairman. Thank you
for having this hearing, and thank you to all the panelists for stay-
ing so long. I apologize for coming in and out.

Dr. Zandi, you said when I was here about an hour or so ago,
that this is a really critical issue and an important decision. We
have to get it right. You said we have to get it right not only be-
cause we could screw up the housing finance system, but we could
screw up the financial—I don’t think you used the words “screw
up,” we could mess up the financial system as well.

What are the risks here? What do I tell my middle-income con-
stituents back in the State of Delaware, are the risks associated
with adopting this approach to housing finance? You mentioned
some of them in answer to the questions. But in terms that the or-
dinary guy or gal that I talk to on the street can understand, what
are the risks involved in this approach?
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Mr. ZANDI. There is no bigger risk I think at this point that—
the housing finance system, the mortgage market is the largest
market, say, for the U.S. Treasury market on the planet, and if we
mess that up, it is going to raise interest rates not only for mort-
gages, but for every other thing that we borrow, credit cards, auto
loans.

The other thing to consider is that the home is the most impor-
tant asset for most Americans.

Mr. CARNEY. So what is it going to do, in your view, to real es-
tate values and values potentially?

Mr. ZANDI. If the bill is passed as it is and mortgage rates rise
as is? It would hurt home sales, it would hurt housing construction,
it would lower house prices.

Mr. CARNEY. It would lower house prices and therefore reduce
personal wealth.

Mr. ZANDI. Can I make a broader point?

Mr. CARNEY. Sure you can.

Mr. ZANDI. Look, I think we have to put our housing finance sys-
tem on a more solid ground and it is not going to be free, it is going
to cost us.

Mr. CARNEY. I want to get to that. But I want to talk about the
risks first. At the end, you said that there is a better approach and
I want you to answer that question. But let’s focus on the risk first,
just so we understand, so I can tell my constituents when they ask
me, do you support this piece of legislation or not.

What do I tell them specifically that might be at risk for them?
I take a little bit of offense to the insinuations that were made
about some of my colleagues on this side of the aisle defending or
being concerned about lower-income access to homeownership. Is
that at risk here at some level?

Mr. ZANDI. Yes. I think that it means higher mortgage rates for
all homeowners with mortgages. It will make it harder for first-
time home buyers to become homeowners. It will make it harder
to refinance. Particularly in the worst of economic times, when
things are going badly, wrong, and when people are losing their
jobs and they can ill afford any other financial stress, it means that
the asset that they own that is most important to their financial
well-being, their home, will be worth less.

So, the housing finance reform is going to cost us, but there are
more efficient ways to do it, better ways. We can accomplish all the
goals that we have in a different way.

Mr. CARNEY. What about the effect on jobs and real estate and
housing, home construction, that kind of thing. Positive or negative
effect, big risk?

Mr. ZANDI. It would be negative. Higher mortgage rates, less
housing activity, fewer jobs in the housing sector.

Mr. CARNEY. So what is the better approach? You mentioned ear-
lier that there is a better approach. In your view, what is the bet-
ter approach?

Mr. ZANDI. There is. In my view, I would call it a hybrid system,
somewhere between the privatized system that the committee is
working on, and the current system that is a nationalized system,
the government is making all the loans. It involves an explicit cata-
strophic government guarantee, private capital in front of the guar-
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antee, a lot of private capital. It can be a boatload of private cap-
ital. I am all on board with that. It is explicit and it is paid for
by mortgage borrowers. And it is fashioned off the FDIC so that it
protects us in bad times.

Mr. CARNEY. So a better system, a more prudent system and a
big change, but not the kind of risk that we would be taking in
goingﬁlown the approach of the past. It is a pretty serious change
as well.

Mr. ZANDI. In my view—I don’t know if you were here for my cliff
metaphor. With the privatization path, you are diving off a cliff,
but you don’t know what you are diving into. With a hybrid system,
you are diving off the cliff, but you are diving into water. We have
a much better sense of what that means and what the implications
are.

Mr. CARNEY. So we are looking at a pretty big dive or a big
change in any case?

Mr. ZANDLI. It is a big change. And by the way, of all the financial
and all the economic efforts to address the great recession and the
financial crisis, we are addressing each of them, we have addressed
each of them except for what we are going to do with Fannie Mae
and Freddie Mac.

Mr. CARNEY. And as you say, it is absolutely critically important
that we get it right, that we are careful. Otherwise, as you said,
we could ruin the financial system. Did I hear you say that right?

Mr. ZANDI. You heard right.

Mr. CARNEY. Thank you, I yield back.

Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the gentleman from North Carolina, Mr.
Pittenger.

Mr. PITTENGER. Thank you, Mr. Chairman, and thank you, gen-
tlemen, for being with us today. As I assess where we are in terms
of our debt obligations, we have about $1 trillion in student loan
debt, about $1 trillion in credit card debt, and we have about $5.1
trillion in mortgage guarantees. The American taxpayers have paid
now for $200 billion or so of obligations back to Fannie and Freddie
for which they were responsible. So in a sense, as Mr. Bachus said,
Billy Bob from North Carolina has assumed the obligation of Win-
ston from Connecticut, or vice versa, and he has taken on their
debt and their obligation.

Mrs. Maloney and our distinguished body authored a bill, the
CARD Act, that put restrictions on interest rates for credit cards,
all for the stated purpose of protecting the American consumer. We
have, as a body, as a government, according to the testimony of Mr.
Wallison a few minutes ago, facilitated the access of credit for
homeowners by offering easy credit, by encouraging if not instruct-
ing lenders to make credit available to some of those who perhaps
were not worthy of credit, but they had that requirement nonethe-
less.

So the government has, in many ways, been complicit in a way
to cause those consumers that we are so concerned about to have
an inordinate amount of debt and obligation that has been cata-
strophic for their lives and their families and enormous displace-
ment for where they are today. And I think the point that I would
like your response to is it seems to me that the manager, the gov-
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ernment, as the manager of housing financing, we have been an
abysmal failure. What we have done, with all good intentions, in
all good faith, seeking the best from our position, trying to control
it through central planning, has had an adverse effect, has been
counterproductive to what we had intended.

Having said that, it would beg the question of have we done any-
thing thus far to correct the problem, to make that change, to pro-
tect the taxpayer, to protect that consumer, as well as look at be-
yond—if we haven’t done a good job, what is the alternative? And
I would say to you, and I would like your reaction, that markets
work, free markets work. And perhaps it is true that a market-
driven housing industry would better determine who is worthy of
that credit so that we don’t create a problem for them in the long
run, that they are assuming an obligation that they cannot afford.
Maybe that is the reason why some people won’t be able to get
those loans. Maybe they shouldn’t be taking on those loans and
maybe we are complicit in causing their own demise.

So I would state to you, and welcome your response in the
minute left, that markets can work and they should work. Thank
you. I welcome your response.

Mr. WALLISON. Let me try to take that on, and thank you for
leaving me a minute. Actually, I haven’t had much of that this
afternoon. But what we are looking for here is balance, and one of
the really wonderful things about this Act as I see it is an attempt
to achieve a balance between a social program, which is fundamen-
tally what FHA does, that is, to enable people to get into homes
who wouldn’t otherwise have the downpayments, for example, to do
that, and to eliminate the things that have always caused difficul-
ties in the housing market, which is excessive use of credit for peo-
ple who ultimately—

Mr. PITTENGER. All right. I have 10 seconds left. Does anybody
else have anything they want to say?

Mr. LEVITIN. That we have seen markets not work though in
housing finance. In the housing bubble, that was private—

Mr. PITTENGER. We have done it worse though, haven’t we?

Chairman HENSARLING. The time of the gentleman has expired.

The Chair recognizes the gentleman from Washington, Mr. Heck.

Mr. HEcK. Thank you, Mr. Chairman, and to each and every one
of the panelists, thank you so much for the generous presence of
your time and your expertise. It is exceptional, even by congres-
sional standards.

Dr. Zandi, I am not quite done with the 90 basis point issue, but
I kind of want to turn it on its ear. I am a little taken aback at
the prospect that somebody would need to have a credit score of
750 and put 20 percent down to pay 90 basis points more, but I
want to turn it on its head.

Under the proposed legislation, what credit score and how much
down would you guesstimate would be required for a home pur-
chaser to pay interest rates that are currently available?

Mr. ZANDI. That is a great question.

Mr. HECK. Would you repeat the part about it being a great
question?

Mr. ZanDI. That is a great question. That is a nice way of think-
ing about it. Let me just do the calculation. Obviously, it would be
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a very pristine borrower, yes. But I don’t want to give a number
without—I can run it through my model with you and I will show
you what the results are. But it would be a pristine borrower, yes.
A very, very interesting way of looking at it.

Mr. HECK. So given that all of these things would occur, higher
interest rates and the removal of the mandate to serve all bor-
rowers, I am interested, and I realize that the proposal has only
been out a few days, if you have thought about or even begun to
do any modeling about what would happen to the rate of homeown-
ership in the country? The rate has been, as best as I can deter-
mine, relatively stable over a long period of time, and we are at
what now, about 63 percent?

Mr. ZANDI. 65 percent, a little over 65 percent.

Mr. HECcK. What would happen to that over what period of time?

Mr. ZANDI. You are asking such precise questions and they are
great questions. I just don’t have the answers at my fingertips. But
they would be lower, obviously. I don’t know how much lower.

Mr. HECK. Materially lower?

Mr. ZANDI. Yes, I think it would be meaningful. I guess the big-
ger point is it is unnecessary.

Mr. HECK. Mark, I actually think the bigger point is whether or
not we think homeownership is an inherently good thing on bal-
ance. Do you?

Mr. ZANDI. Yes, I think that is a good question. Ultimately, that
is a question we have to ask and answer ourselves collectively. Is
homeownership something that we want to promote or not? But
that is a basic question, yes.

Mr. CALABRIA. If T could make a point?

Mr. HECK. Make it quick.

Mr. CALABRIA. Okay. I love homeownership. I think it is a great
thing. I am happy to be a homeowner. I am not sure having some-
body drowning in debt—people aspire to be homeowners. People
don’t aspire to be highly leveraged and drowning in debt.

Mr. HECK. So back to you, Dr. Zandi. Have any of the green eye-
shade, sharp-penciled economists ever tried to quantify what the
community and societal benefits are of increased homeownership?

Mr. ZANDI. Yes.

Mr. HECK. Does this go beyond just a value that has long held
the American dream? Are we let better off when more people own
homes when they can?

Mr. ZANDI. You are asking really good questions. Too bad we are
3% hours in and I am running out of juice. But this is actually a
very legitimate discussion and debate we should have.

I think we have come to the conclusion that homeownership—
there are costs and there are benefits, and on net, it is a benefit.
It is part of the American dream. But it is not—that is not an im-
mutable fact and we should really think about and there are actu-
ally a lot of—I am just bringing this up—there is a lot of really
good recent research that calls into question just what is the ben-
efit and the cost. And it is worthy of looking at more carefully.

This goes back it a bigger point, broader than housing finance re-
form that has been brought up, and that is the subsidies we pro-
vide to the housing market. They go well beyond the guarantee,
right? We are talking about the mortgage interest deduction, we
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are talking about FHA. This goes on and on and on. It is very, very
significant and we need to ask ourselves is this appropriate, are we
getting our money’s worth? These are very legitimate and impor-
tant questions.

It is not a slam-dunk to say, I think, homeownership, this is the
number and in every case it is a good thing. It really is much more
complicated than that. But, again, I am sorry I am not as articu-
late as I would aspire to be, but I am literally running out of—

Mr. HECK. My sixth grade teacher, Harry Noonan, God rest his
soul, used to say, “That is a really good question. The definition of
a good question is one I can’t answer.”

Mr. ZANDI. Yes, that is exactly right.

Mr. HECK. So I am out of time except to reiterate—

Mr. ZANDI. But I will definitely get back to you. I absolutely will.

Mr. HEcK. I hope you will, sir. If I might just reiterate my grati-
tude. Thank you all.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Kentucky, Mr.
Barr.

Mr. BARR. Thank you, Mr. Chairman.

Professor Levitin, you testified that we have a government guar-
antee of housing finance regardless, that it will either be explicit
or implicit. Isn’t your assumption proof that moral hazard exists by
virtue of the fact that interventionist politicians have, in fact, kind
of carried out your point, and then if we had restrained ourselves
as an institution, that moral hazard would not exist and market
discipline would exist in this world?

Mr. LEVITIN. I don’t think that this Congress or any Congress
can restrain itself or would in the face of a collapse of the housing
market. While I understand that certainly there are Members of
Congress who would just let the chips fall as they may, I think we
saw proof that two different Administrations, a Republican Admin-
istration and then a Democratic Administration, were willing to
proceed with a wide-ranging bailout, not just of housing, but of all
sorts of sectors of the economy. Yes, ideally, if we could credibly
commit never to have bailouts, we would see a better functioning
market. But I don’t think we can credibly do that.

Mr. BARR. Let me ask any of the panelists who want to comment
about the flow of private capital back into the housing finance sys-
tem. Presumably, the PATH Act would require a great deal more
credit risk investors as opposed to rate risk investors. Can you all
comment, and Dr. Zandi, in particular, can you all comment on
why there are barriers in a more market-driven mortgage finance
system? Why credit risk investors are not there?

Mr. ZANDI. In part, it is legacy. We have set up a system, it is
the system that has been in place since the Depression, and as a
result of that to some degree. Part of it is that credit risk is very
difficult to evaluate and assess. It is very idiosyncratic. It depends
on the specific credit, and when we are dealing with lots, millions,
tens of millions of homeowners, it becomes very difficult to evalu-
ate. And in the case of mortgage securities which are based on the
mortgage payments, those securities themselves are quite complex,
right? There are all kinds of financial structures, and the rating
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agencies obviously didn’t get that right when they were trying to
evaluate the quality of those structures.

So it is a level of complexity that when you combine it with the
interest rate risk makes it incredibly difficult.

The third point is that it is hard to hedge. Interest rate risks,
there are mechanisms to hedge it and you can assess and quantify
your risk. Credit risk is a lot harder. We have tried to develop
mechanisms for doing that. For example, the credit default swap
market, the CDS market was an effort to try to hedge credit risk.
But as we know, we didn’t really get that quite right. It will be bet-
ter in the future, but that is also a problem, and all those things
combined make this very difficult to do.

Mr. BARR. Does anybody else have a comment on that in terms
of the availability of credit risk investors?

Mr. WALLISON. Yes, let me try to address that, because a mort-
gage is a particularly good investment for life insurance companies
and private pension funds, because they want long-term assets to
deal with their long-term liabilities. The reason they don’t invest
now in Fannie and Freddies, most of them do not, and they don’t
put a lot of money into Treasuries either, is because the yields are
too low for them. They need a higher yield and they get that higher
yield by making prudent investments, taking prudent risks. That
is the market that this bill would open up because those investors
will be looking for private credit risk that will compensate them for
taking those risks and be long-term assets.

Mr. CALABRIA. I want to make an important point because some-
times we talk as if the government is there, then magic, the risk
goes away. The credit risk is always going to be there. The interest
rate risk is always going to be there.

I would choose to have that risk borne by people who choose to
bear it, and I don’t believe as a taxpayer—our taxpayers in general
are very good at managing credit risk. So I am not going to pretend
the private sector is going to do a great job, but I am absolutely
certain that the government will do a horrible job at managing that
credit risk.

Mr. BARR. Just in the 20 seconds left, does anyone on the panel
wish to respond to, I believe it was Dr. Zandi’s concern about the
utility in the PATH Act? Does anybody wish to respond to the con-
cern that with the utility, there is no requirement compelling use
of the utility? Why would people not use the utility for purposes of
securitization?

Mr. LEVITIN. They don’t want to have to comply—one reason not
to use it would be that the utility would have certain underwriting
standards with which a bank that is conducting its own private
label securitization might not want to have to comply.

Mr. ZaNDI. Large lenders would almost assuredly not use it,
right, because they have their own platform?

Mr. BARR. I yield back.

Mr. GARRETT [presiding]. The gentleman from California is now
recognized.

Mr. SHERMAN. Thank you, Mr. Chairman.

I am glad we are holding these hearings, but I think that we
have selected a room that is way too small, because if we were
going to put all of the business groups that have come to me and
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others and said they oppose the path that we are on in this bill but
they don’t want to say so on C-SPAN, they don’t want to offend the
chairman, we would need to be in the large auditorium in the Cap-
itol Visitor’s Center.

This is a long hearing, but this is a bill with hundreds of pages,
that has taken many years to write behind closed doors, and now
in a couple of weeks, we are supposed to go from seeing the bill
to moving it out of the committee. I would hope that we wouldn’t
be marking up this bill until we have a chance to spend August re-
viewing it.

The old system had a lethal combination of private sector objec-
tives for Fannie and Freddie where there were stock options, large
compensation plans, pressures from the stock market, and a desire
for market share combined with government credit guarantees and
then finally, combined with inadequate oversight. And as the gen-
tleman from Colorado, Mr. Perlmutter, pointed out, when we tried
to have oversight and passed it in this committee, Chairman Oxley
saw the bill die in the Senate and attributed that to the one-finger
salute that he received from the Bush Administration. To this day,
Mr. Oxley has not indicated which finger was involved.

What we need is a new system that continues the government
guarantee but eliminates the private ownership with stock market
pressures, stock options, and enormous compensation plans, and
that has adequate oversight and an adequate fee to make sure that
the taxpayers are reimbursed for the risks that they are taking.

Now, I realize you can read everything Ayn Rand ever wrote, and
you won’t see any mention of Fannie, Freddie or the FHA, but just
because it is not in “The Fountainhead” doesn’t mean it should not
exist.

The Chair was here saying that for $729,000, $750,000, you
could buy a mansion in his district. I don’t know what the houses
sell for in Coffman, Texas, but in my area, that is a middle-class
home. And I would like to, for the record, point out that there are
10 million Californians who live in counties where the median
home price is over $525,500. And I assure the chairman, whom I
know will take an interest in reading this transcript, that for
$729,000, $750,000, you do not get a mansion in America’s best
named city, which, of course, is Sherman Oaks, California.

As to auto loans, they were referenced by one of the other Mem-
bers. You can’t get a 30-year fixed-rate auto loan. The private sec-
tor will not take both the credit risk and the interest rate risk.

Mr. Zandi, we have been told how well the jumbo loans are work-
ing, but let’s say you are getting a conforming loan. You are put-
ting about 5 or 10 percent down. Imagine what the interest rate
would be. Now, to get that same interest rate on a jumbo, how big
a downpayment would you need?

Mr. ZANDI. It depends on all of the other circumstances. I can’t
answer that question. It would be large. Larger.

Mr. SHERMAN. Does someone else—professor, do you have a com-
ment?

Mr. LEVITIN. No.

Mr. SHERMAN. Doesn’t it typically take a 20 percent downpay-
ment on a jumbo, or aren’t the vast majority of jumbos at 20 per-
cent downpayment?
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Mr. WALLISON. I don’t know the answer to that, but whenever
you have a mortgage, you have a balancing of the creditworthiness
of the borrower, the collateral, the importance of the collateral, as
virlell as the downpayment. So there can be a lot of bargaining over
that.

Mr. SHERMAN. Without the government guarantee, and expecting
a fixed-rate loan for 30 years, you are going to be putting at least
20 percent down.

Finally, I would like to be concerned about the effect this is going
to have on home prices. Keep in mind we have guaranteed $5 tril-
lion worth of mortgages, and if they go underwater, we, the Federal
Government, are going to lose a lot of money. What happens, and
I will ask Dr. Zandi, if you take 20 or 30 percent of the potential
buyers out of the market? What happens to home prices?

Mr. ZanDI. All else being equal, they will decline.

Mr. SHERMAN. Yes. And wouldn’t we have at least 20 or 30 per-
cent of the home buyers today unable to put up a 20 percent down-
payment or having a 750 FICO score?

Mr. ZANDI. Almost certainly, yes.

Mr. GARRETT. Mr. Duffy is recognized for 5 minutes.

Mr. Durry. Thank you, Mr. Chairman. I appreciate the panel
staying here and working so hard, staying so late.

I just want to take a look back to 2008 to Mr. Calabria. Do you
know what the cause was of the 2008 financial crisis? Do you have
an opinion as to what caused it?

Mr. CALABRIA. I think you have, at minimum, a dozen different
factors. It would be nice if there was one thing you could point to
and say, fix that, and that was it. So I would certainly put a num-
ber of things. According to my opinion, what I think was absolutely
reckless monetary policy. I don’t think you could have a real Fed-
eral funds rate negative for 3 years. You had a situation where be-
cause of the Fed, we were paying people to take money. That is all
you need to have for a bad situation.

Mr. Durry. Did the housing bubble have an impact on the finan-
cial crisis of 2008?

Mr. CALABRIA. Absolutely. And I think to really distinguish part
of the discussion here and maybe differences between Adam and
Mark and myself is the real question of how much of the current
system is procyclical versus countercyclical. If you assume that this
sort of crisis just happens, and then, of course, you want to say we
want a backstop because a crisis happens. So our argument is, how
much of the backstop caused the crisis?

Mr. DUFFY. I hear you. And one of the main drivers of the hous-
ing bubble, we are talking about monetary policy, but also Fannie
and Freddie had a role in that too, didn’t they?

Mr. CALABRIA. Absolutely. They helped inflate the housing bub-
ble, and just as importantly they helped transfer losses to the tax-
payer, which is the difference between, say, the office market bub-
ble, the hotel market bubble. All of these things bubbled, but you
and I did not pick up the check for them in the same way.

Mr. Durry. I want to move along a little bit more quickly here,
but you would agree in the financial crisis of 2008, we had a hous-
ing bubble, and Fannie and Freddie played a role in it. Right? You
would agree?
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Mr. CALABRIA. Absolutely.

Mr. Durry. And have you had a chance to review the Dodd-
Frank legislation that passed a number of years ago?

Mr. CALABRIA. I am afraid to say I have actually read it several
times.

Mr. DUFFY. Section by section, title, the whole thing?

Mr. CALABRIA. Yes.

Mr. DUFFY. Could you give me the section where Dodd-Frank ad-
dresses Fannie and Freddie?

Mr. CALABRIA. I think it is pretty clear that was left out.

Mr. DurFry. That was left out, that is right. So that is why we
find ourselves here today, right, having a conversation about how
do we fix one of the main drivers of the 2008 crisis?

Mr. CALABRIA. Right.

Mr. DUFFY. Does anyone on the panel disagree with this? Mr.
Levitin?

Mr. LEVITIN. I would say Fannie and Freddie played a role in the
crisis, but they were not the leading edge of the housing bubble.
The leading edge of the housing bubble was private label
securitization—in 2006, over half of mortgages originated ended up
getting securitized in private label securitization. I don’t think that
can be ignored. Fannie and Freddie played a role in creating de-
mand for private label securitization. They are not guiltless. But it
I don’t think it is quite right to say that they were the main driver
of the crisis.

Mr. DUFFY. But my point is they were left out, and that is why
we find ourselves here today. And I think that is important to note.
We are having a big conversation about this because this wasn’t
addressed and it should have been addressed, and that is why we
are here today having a conversation about what are the right
steps forward to make this system work.

I want to talk about the 30-year fixed. We have had a lot of con-
versation about that. So obviously we have, in our traditional sys-
tem that exists today, we have the investors in mortgage-backed
securities. They take the rate risk, and we have the government
take the credit risk, right? And, Mr. Zandi, is it your position that
if the investors have to take the rate risk and the credit risk, that
they are not going to invest in these products? Is that your posi-
tion?

Mr. ZAaNDI. No, they will, it will just be much diminished. So the
share of the market that is 30-year fixed would decline signifi-
cantly.

Mr. DUFFY. How much?

Mr. ZANDI. I think the rest of the world would be a good bench-
mark. In the rest of the world, 30-year fixed, say Europe probably
is the best market, it is about 20 to 25 percent of the market. I
would say that is about right.

Mr. Durry. Mr. Holtz-Eakin, do you agree with that?

Okay. So we are still saying there is going to be a 30-year fixed-
rate. That product will be available, yes?

Mr. HoLTZ-EAKIN. And can I make the point, I think it is an im-
portant one, that if we do nothing, we are going to see rates go up,
and about 20 percent of mortgages taken off the market by Basel
IIT and QM-QRM, and if we do the hybrid system that Mark de-
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signed, there is going to be an explicit charge built into interest
rates for the backstop. It is going to raise rates. It is going to lower
home prices. It is going to lower the homeownership rate. The no-
tion that there is a freebie out there where we have a better sys-
tem and these things don’t happen is wrong.

Mr. DurryY. There is no free lunch, right. I think it is a good
question for you all. You look at the moderate- and low-income con-
stituents that I have in central and northern Wisconsin, or in any
of our districts, were they helped when they lost their home be-
cause they were encouraged to buy homes they couldn’t afford?
Were they helped in that process?

Mr. WALLISON. That was the point that I made in my opening
statement, that the people who really got hurt by the policies that
we followed during the 1990s and into the 2000s were the people
who were induced to buy homes even though they had very low
credit scores, and very low financial capabilities, who then found
when the market turned that they lost their homes. That was a
tragedy.

Mr. DUFFY. Right. And so the status quo of not fixing the system
isn’t helping poor and moderate-income families—

Chairman HENSARLING. The time of the gentleman has expired.

Mr. DUFFY. So close. I yield back.

Chairman HENSARLING. The Chair wishes to make a process an-
nouncement. Again, my apologies. Due to starting 3 hours late in
votes, the hour is much later than anticipated. I understand, Mr.
Wallison, you need to be excused at this time. My apologies to the
second panel as well. We currently have two more Members to ask
questions of this panel, in which case we hope to excuse this panel,
take a short break, and impanel the second panel, although votes
are anticipated sometime within the next 30 to 40 minutes.

So the Chair now recognizes Mr. Stutzman of Indiana.

Mr. STuTZMAN. Thank you, Mr. Chairman, and thanks to each of
you for being here and thank you for your testimony and for your
answers and for your expertise on this very complex issue.

I would like to touch just quickly, I guess my question kind of
maybe comes more from a position of where and why should gov-
ernment be helping. I want to touch on a comment that Mr.
DeMarco made: “One thing I would say about 30-year mortgages,
it is not necessarily the best mortgage product for a home buyer,
especially a first-time home buyer. If you look at statistics and see
that the first-time home buyers in this country tend to own their
first home for 4 years or 5 years, it may not be the best for their
circumstance if they buy that house with that kind of timeline.” He
goes on to say, “There may be a different mortgage product in
which they can build equity at a faster rate than a 30-year fixed-
rate mortgage.”

I want to ask any of you on the panel, where is the best place
for government to guarantee mortgages? Is it a first-time home
buyer? Is it a lower- to medium-income household? Where do we
start picking, or why do we start picking and choosing who does
and who shouldn’t? And if you look at the statistics, obviously we
are backing a lot of them.

Dr. Calabria?
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Mr. CALABRIA. Let me preface with, I wouldn’t back any of them.
But I do think you have to ask yourself the question of if you are
going to have a government intervention, and you have decided to
have a government intervention, it should be helping people who
would not be helped otherwise. A very large segment of the sub-
sidies that Fannie and Freddie deliver are people who would have
become homeowners otherwise, would have gotten a mortgage oth-
erwise. So if you are going to have that subsidy, I would focus it
on families who, but for the subsidy, would not be homeowners.

Mr. STUTZMAN. Dr. Holtz-Eakin, go ahead.

Mr. HoLTz-EAKIN. I think it is important to recognize, and Mark
made this point earlier, that we care about people having access to
shelter, but a lot of this belongs in the appropriations process
where you explicitly have a social program to help low-income
Americans.

The second thing I would say is remember there is also a private
mortgage insurance market too, so it is not like the government is
the only one who can provide guarantees.

Mr. STUTZMAN. Because in the bill, from my understanding,
where we are addressing FHA and what FHA’s mission really is,
it is designed or targets FHA’s mission specifically to first-time
home buyers, and they are eligible—the eligibility is regardless of
their income nationwide. We are helping people out there get into
a home.

Mr. CALABRIA. I think that is the right approach, to have an in-
come-based approach where you are making sure that you are tar-
geting somebody who is middle-class or not necessarily having all
these subsidies go to the rich.

Let me say as an aside, my approach to public policy questions
is often the first thing to ask, is this problem a problem for rich
people? If it isn’t, then it is an income problem. Rich people have
no problem getting housing. I don’t care about subsidizing rich peo-
ple. And if what we care about is that the poor people are poor,
the best thing to do is try to give them direct subsidies so they are
not poor rather than feed it through all sorts of industries.

Mr. STUTZMAN. Dr. Zandi or Professor Levitin, any comments on
that? Isn’t that a good approach and shouldn’t that be our primary
focus?

Mr. LEVITIN. If you started with a blank slate, I think that is a
very reasonable approach. The problem is we are not starting with
a blank slate. And if you start tinkering with the guarantee too
much, it risks pushing down housing prices, and for lots and lots
of families, their house is their most significant asset. If housing
prices fall, the family’s net worth falls, it has a real impact on their
financial stability.

Mr. STUTZMAN. But it is a good goal, isn’t it?

Mr. LEVITIN. To push down housing prices?

Mr. StuTZMAN. No. No, no, no, I'm sorry. To focus on first-time
borrowers—

Mr. LEVITIN. That is definitely an appropriate role.

Mr. STuTZMAN. How much to you—from FHA-guaranteed GSEs,
more than 85 percent of all new mortgages originated and were re-
sponsible for 99 percent of all mortgage securitizations in 2012.
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How much is too much? Where is that line? Is it 100 percent?
Would you say that should be 100 percent?

Mr. LEVITIN. Not at all. I think I take a position pretty similar
to what Dr. Zandi has articulated, which is that there is a role for
a government guarantee, but a limited one, and it should be fo-
cused on catastrophic risk.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair recognizes the gentleman from Virginia, Mr. Hurt.

Mr. HURT. Thank you, Mr. Chairman. I certainly appreciate the
chairman’s leadership on this issue and I certainly thank the mem-
bers of the panel for spending the time with us this afternoon.

I wanted to follow up on something that Ms. Velazquez was talk-
ing about in terms of the national mortgage market utility during
her line of questioning. Dr. Zandi concluded and stated that he did
not think that there would be much uptake on the securitization
platform.

I was wondering if we could hear from Dr. Holtz-Eakin and Dr.
Calabria on their take on the platform itself. Do you believe that
it will attract the private sector and why? And then the second
thing that I was hoping you could address is, do you believe that
platform will also have a place there and encourage smaller institu-
tions to be a part of it?

Mr. HoOLTZ-EAKIN. I think the utility is an important question
and I don’t have a bright line answer. I have a couple of thoughts
on it. First, I don’t see any particular problem with access from the
smaller institutions that needs to be fixed. That has come up a cou-
ple of times today.

Second, it clearly reflects a problem, which is that currently,
Fannie and Freddie have platforms and the FHA is developing an-
other platform, and if you were to simply privatize that, you would
give someone a deeply unfair competitive advantage. You can’t do
that. So this seems so be a halfway house where you turn into a
goverﬁment utility. I am not particularly happy with that ap-
proach.

And third, and what I think is the most important aspect, is the
degree to which the utility is the mechanism by which you impose
standardization, data collection, and some transparency on this
market. Those are all absolutely admirable goals, and if you can do
that without creating the utility, do it.

Mr. HURT. I want to hear from Dr. Calabria, but on that point,
that was my follow-up question, had to do with, as you said earlier,
talking about the importance of scrutinizing risk and how vital
that is to strengthening, strengthening homeownership in this
country and preventing future crises, are you satisfied with the
way the bill is laid out in terms of providing the transparency and
disclosure that will allow investors what they need to be able to get
on to the platform or use the platform?

Mr. HoLTZ-EAKIN. I won’t pretend to have read every line of it,
but it seems to be in the right ballpark. No question about that.

Mr. HURT. Thank you.

Mr. CALABRIA. Let me start from the observation, and it is im-
portant to keep in mind, that Fannie and Freddie and the Federal
Home Loan Banks all, in my opinion, clearly increase consolidation
among originators. They charge different G fees by size. At one
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point Countrywide was almost one-third of Fannie Mae’s business.
So it is hard for me to look at the previous and somewhat existing
model and think that was good for small institutions. It wasn’t. It
drove consolidation in the industry.

I also will say as you are well aware there are estimates across
the board, but there are certainly concerns that 1,000 or more
small banks will be driven out of business because of Dodd-Frank.
So there are a number of things that worry me in terms of consoli-
dation in the industry.

That said, I think the utility is a reasonable start. I have some
concerns. Doug mentioned, I think, hours ago that the problem
about having a monopoly, I worry about that. I am less enamored
of standardization than I think anybody else at the table is. I tend
to like a lot of diversity in our mortgage market and lots of dif-
firent products and lots of different players. So I do worry about
that.

I guess to me, the biggest flaw in the previous system was the
government put its thumb very heavily in favor of one system. I
think that is a mistake. We need to let 1,000 flowers bloom, so to
say, and let the market figure that out.

Mr. HURT. On the second part of Mr. Holtz-Eakin’s answer, you
talked about scrutinizing risk. Do you have a sense of whether or
not this bill offers a transparency in the disclosure necessary for
investors to see what they are buying and make prudent decisions
in allocating risk?

Mr. CALABRIA. I think there is some increased transparency
there that is a positive. I think it is also important to keep in mind
that this is a minimum level of disclosure. Investors are always
free to go back to somebody who is issuing private label securities
and say we want more information, and certainly I think there was
a lack of transparency in those securitizations pre-crisis. But you
are already seeing investors, you look at things like what Redwood
has done, there is far more transparency in the private label mar-
ket, albeit it is a small market, but there is far more transparency
today there. So I think it is an adequate floor in which the market
will demand more information to distinguish between players.

Mr. HURT. Thank you. I yield back the balance of my time.

Chairman HENSARLING. The gentleman yields back the balance
of his time. There are no other Members who wish to be recog-
nized. I want to sincerely thank the panel for their patience and
for what they have added. Even the witnesses who have difficulty
agreeing with the chairman have had much to add today. This
panel is excused, again, with our gratitude.

We will take a brief moment as we seat the exceedingly patient
second panel.

[recess]

Chairman HENSARLING. If Members could please take their
seats. Although we are missing two witnesses, in the interest of
time we will go ahead and start the introductions. Votes are, re-
grettably, expected soon, but perhaps we can start on some of the
opening statements. Again, if staff could close the door, please.

I do wish to say for the record that with one exception, this in-
dustry panel was invited by the Majority, and even though a num-
ber of the witnesses oppose some or all of the provisions of the
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PATH Act, even though we have a disagreement, we respect the or-
ganizations, we respect their members, and their voices need to be
heard, and I am glad they took the opportunity to accept the invi-
tation to testify.

Testifying on behalf of the National Association of Federal Credit
Unions is Ms. Janice Sheppard, who serves as the senior vice presi-
dent for mortgage compliance at Southwest Airlines. It is nice to
have somebody from back home.

Testifying on behalf of the Mortgage Bankers Association is its
president and CEO, David Stevens, who, as most of us know, pre-
viously served as the Assistant Secretary for Housing and as the
Federal Housing Commissioner at HUD.

William Loving, Jr., is the president and CEO of Pendleton Com-
munity Bank in West Virginia. He will offer testimony on behalf
of the Independent Community Bankers of America.

Testifying on behalf of the National Association of Home Build-
ers, we welcome its CEO, Jerry Howard.

We also welcome the testimony of Tom Deutsch, the executive di-
rector of the American Securitization Forum.

Our final witness will be Mike Calhoun, the president of the
Center for Responsible Lending.

I think most of you have testified in the past. You will have 5
minutes to give your oral testimony.

Mr. Loving, you are now recognized for your testimony.

STATEMENT OF WILLIAM A. LOVING, JR., PRESIDENT AND
CHIEF EXECUTIVE OFFICER, PENDLETON COMMUNITY
BANK, ON BEHALF OF THE INDEPENDENT COMMUNITY
BANKERS OF AMERICA (ICBA)

Mr. LovING. Chairman Hensarling, Ranking Member Waters,
and members of the committee, my name is William A. Loving, Jr.,
and I am president and CEO of Pendleton Community Bank, a
$260 million bank in Franklin, West Virginia. I am also chairman
of the Independent Community Bankers of America, and I testify
on its behalf.

Thank you for convening this hearing on the PATH Act. It is
critically important to our Nation’s borrowers and the broader
economy that the details of any housing finance reform are done
right. We appreciate your efforts to advance needed reforms.

Community banks represent approximately 20 percent of the
mortgage market, but, more importantly, our lending is con-
centrated in small towns in rural America which is not effectively
served by large banks. Any mortgage reforms that constrain lend-
ing by community banks will seriously harm communities like
mine.

Access to a robust secondary market is vitally important to com-
munity banks as we do not have the scale and resources needed to
effectively hedge the interest rate risk inherent with long-term
fixed-rate lending. Secondary market sales make it possible for
community banks to offer these loans without risk exposure.

ICBA has developed a comprehensive set of principles for sec-
ondary market reform which I will summarize as follows: First,
community banks must have equal and direct access. We must
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have the ability to sell loans individually for cash under the same
terms and pricing available for larger lenders.

Second, there can be no appropriation of customer data for cross-
selling of financial products. We must be able to preserve the cus-
tomer relationship after transferring loans.

Third, originators must have the option to retain servicing rights
at a reasonable cost. Servicing is a critical aspect of the relation-
ship lending model vital to community banks.

Finally, private capital must protect taxpayers. Securities issued
by secondary market entities must be backed by private capital and
third-party guarantors. Government catastrophic loss protection,
which is critical during periods of market stress, must be fully and
explicitly priced in the guarantee fee and loan level price.

Any reforms that are not consistent with these principles could
drive further consolidation of the mortgage market, which would
harm borrowers and communities and put our financial system at
risk of another collapse.

ICBA appreciates Chairman Hensarling drafting legislation to
protect taxpayers, enhance the role of private capital and housing
finance, and provide needed regulatory relief for community banks.
These critical areas of reform are reflected in the PATH Act. We
are encouraged by the bill and believe it is something with which
we can work.

With that said, we have questions about how the national mort-
gage market utility, which would serve as a platform for the
securitization of mortgages, would perform in a live marketplace
inherently dominated by large lenders. These questions include,
first, would community banks be forced to sell loans to the large
aggregator that would appropriate servicing rights and valuable
customer data? Second, would the owners of the utility have the
ability to appropriate customer data? Third, while we are encour-
aged that any Federal Home Loan Bank would be authorized to ag-
gregate mortgages for securitization, nothing in the Act compels
them to perform this service, if they choose not to, what direct ac-
cess will community banks have to the secondary market?

Finally, the majority of community banks that now sell directly
to Fannie Mae and Freddie Mac do so through the GSEs’ cash win-
dow. Can the utility accommodate this option? We hope that the
utility can be implemented in a way that does not, despite the in-
tent of the statute, marginalize community bank mortgage lenders
or lead to further consolidation of the mortgage market. ICBA looks
forward to working with you and the committee to address these
and other questions as the PATH Act is debated.

ICBA sincerely appreciates the chairman’s effort to protect com-
munity banks from Basel III. In addition, the Act’s mortgage lend-
ing regulatory relief, especially the qualified mortgage status for
portfolio loans and repeal of the new credit risk retention require-
ment, are urgently needed and will facilitate community bank
mortgage lending. The Capito-Maloney examination reforms will go
a long way towards improving the oppressive examination environ-
ment which is impeding the flow of credit in our communities.

Thank you for the opportunity to share our views. We look for-
ward to working with the committee and providing ongoing input
into the process.
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[The prepared statement of Mr. Loving can be found on page 191
of the appendix.]

Chairman HENSARLING. Votes have been called on the Floor. We
should have the opportunity to hear two more opening statements.

Ms. Sheppard, you are now recognized.

STATEMENT OF JANICE SHEPPARD, SENIOR VICE PRESIDENT,
MORTGAGE COMPLIANCE, SOUTHWEST AIRLINES FEDERAL
CREDIT UNION, ON BEHALF OF THE NATIONAL ASSOCIA-
TION OF FEDERAL CREDIT UNIONS (NAFCU)

Ms. SHEPPARD. Good afternoon, Chairman Hensarling, Ranking
Member Waters, and members of the committee. My name is Jan-
ice Sheppard, and I am testifying today on behalf of NAFCU. I ap-
preciate the opportunity to share our views with the committee on
housing finance reform and the PATH Act.

Credit unions have a solid track record of making safe and sound
mortgage loans that members can afford. As the committee works
on housing finance reform, a primary concern of credit unions is
continued unfettered access to the secondary mortgage market, in-
cluding adequate transition time to a new system. A second con-
cern equally as important is recognizing the quality of credit union
loans through a fair pricing structure. Because credit unions origi-
nate a relatively few number of loans compared to others in the
marketplace, they cannot support a pricing structure based on loan
volume, institution asset size, or any other issue that could dis-
advantage our members.

Credit union mortgage originations have more than doubled be-
tween 2007 and 2013 as we helped meet the demand created when
other lenders cut back. The portion of first mortgage originations
sold into the secondary market also more than doubled over that
same period, from 25 percent to 53 percent. While credit unions
hedge against interest rate risk in a number of ways, selling prod-
ucts for securitization on the secondary market is vital to our safe-
ty and soundness. Small lenders must have continued access to sec-
ondary market sources, including Fannie Mae, Freddie Mac, Ginnie
Mae, and the Federal Home Loan Banks or any new entity Con-
gress may create. They are valuable partners for credit unions who
seek to hedge interest rate risk by selling their fixed-rate mort-
gages, as credit unions do not have the economies of scale that
larger market participants enjoy.

In 2010, the NAFCU board of directors established a set of prin-
ciples that the Association would like to see reflected in any reform
efforts. These principles are outlined in my written testimony. We
believe that the unveiling of the PATH Act is an important step in
the debate on housing finance reform.

While NAFCU appreciates the serious and comprehensive effort
put forth by the PATH Act, we have outstanding concerns with
how the elimination of the GSEs and the government guarantee
could impact reliable market access for credit unions. We believe
that any reforms should focus on the consumer and not disrupt the
recovery under way in the housing market. The guaranteed access
to the secondary market was a critical component for credit unions
being able to continue to meet the mortgage needs of Americans
during this recent economic downturn.
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We are pleased, however, to see Section 261, to discourage the
trend of strategic defaults that some credit unions have seen.
NAFCU also believes that the regulatory relief found in Title IV is
a very important aspect of the bill. In particular, NAFCU strongly
supports Section 403, to address the CFPB’s definition of points
and fees under the ability-to-repay rule.

Given the tidal wave of new mortgage regulations, we also
strongly support the 1-year delay of the mortgage rules found in
Section 406. NAFCU also strongly supports Section 409, which ex-
empts from the Qualified Mortgage definition residential mortgage
loans held in portfolio. We also support Section 411 that allows 40-
year mortgages to be considered for QM and would allow con-
sumers to waive the 3-day waiting period before closing.

In addition to the mortgage-related provisions contained in the
draft bill, NAFCU would like to recognize the important changes
that would be made with respect to the examination process at
credit unions. Finally, we would like to know that if the bill con-
tains provisions relating to Basel III for community banks, we be-
lieve provisions implementing risk-based capital for credit unions
should also be included.

In conclusion, we appreciate the opportunity to provide our input
on this important issue. We look forward to working with Chair-
man Hensarling, Ranking Member Waters, committee members,
and your staff to address our comments as housing finance reform
moves forward. I thank you for your time today and I would wel-
come any questions that you may have. Thank you.

[The prepared statement of Ms. Sheppard can be found on page
196 of the appendix.]

Chairman HENSARLING. We will go to Mr. Howard’s testimony,
and then we will recess. Mr. Howard, you are recognized.

STATEMENT OF JERRY HOWARD, CHIEF EXECUTIVE OFFICER,
THE NATIONAL ASSOCIATION OF HOME BUILDERS (NAHB)

Mr. HOwARD. Chairman Hensarling, Ranking Members Waters,
and members of the committee, my name is Jerry Howard, and I
am the CEO of the National Association of Home Builders and I
appreciate the opportunity to testify here today. NAHB is proud to
appear here today, Mr. Chairman, and we applaud you for finally
beginning the debate on housing finance reform.

The housing finance system has been in limbo for the past sev-
eral years and we strongly believe that the status of the system
has held back the overall economic recovery. We applaud you also
for looking at this issue holistically. I have been around here long
enough to remember several housing bills, including the Cranston-
Gonzalez Act. And I believe that looking at these holistically is a
much more effective way of legislating than piecemeal. NAHB is
eager to be a constructive partner in this debate as we move for-
ward. There are elements of the PATH Act that we support and
there are elements of the Act with which we have serious concerns.

Let me start by touching on provisions that we support. First,
many of the provisions for building a new market structure are
consistent with NAHB’s policy recommendation for reforming the
mortgage securitization practices and procedures.
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Second, we are very pleased that you included the Capito-Malo-
ney bank examination bill which addresses bank examiners and
their actions with respect to commercial real estate lending. We be-
lieve that this legislation, if enacted, will add consistency to the
regulatory processes that banks undertake on a daily basis when
interacting with our members.

Third, we are happy to see you address the QM and QRM rules,
and we support the proposed amendment to the Truth in Lending
Act for exceptions to the calculation of points and fees.

Finally, addressing the Basel III accords and ensuring that Basel
IIT does not apply onerously to community banks, as has been
feared, will go far toward helping banks free up capital that is
much needed in the housing finance system.

These four elements alone are very, very important and we are
grateful that they are included in the draft legislation.

With respect to the title that addresses FHA, we have to be
mindful of the fundamental countercyclical mission of the FHA.
While NAHB could support moving the FHA out of HUD, we are
concerned that an independent FHA, with the restrictions imposed
by the PATH Act, would be ineffective in its countercyclical mis-
sion, a mission that to date has served us so very well during the
current downturn, despite the financial status of the MMI fund.

With respect to GSEs, I have to tell you that I have been in the
game long enough that I remember when President Clinton called
the housing industry into a room and said, “Make more Americans
homeowners.” I also remember 8 years after that when President
Bush issued the same edict. I believe that the goals of President
Clinton and President Bush, to increase America’s homeowners,
are valid public purpose goals. And I believe that expending Fed-
eral resources to that end is an equally valid public purpose.

Prior to this downturn, which was the fault of the American
housing industry itself, the housing finance system as a whole was
working fine. To totally dismantle the housing finance system
based on this recent short-term though devastating crisis we be-
lieve would be a shortsighted and a dramatic departure from the
longstanding American housing policy dating back at least to the
Housing Act of 1949.

Most significantly, NAHB believes that the future housing fi-
nance system must have an explicit Federal Government guar-
antee. NAHB urges the committee to make changes to the PATH
Act to ensure the Federal Government continues to provide a back-
stop for a reliable and adequate flow of affordable housing credit
for both single and multi-family housing and in all economic and
financial conditions.

NAHB believes that this Federal support is particularly impor-
tant in continuing the availability of a 30-year fixed-rate mortgage.
We believe that the PATH Act as currently drafted does not pro-
vide the Federal support necessary to ensure a liquid and strong
housing finance system.

Mr. Chairman, the National Association of Home Builders is
eager to begin this debate. We believe that a fundamental goal of
the American people is still to own their own homes. And we be-
lieve that an abundance of affordable rental housing must be avail-
able to provide Americans with housing choice. Unfortunately, we
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believe that the PATH Act as drafted would make homeownership
unnecessarily expensive for first-time homebuyers, reduce home-
ownership opportunities for middle-class Americans, and retard the
construction of rental housing. NAHB will be a constructive part-
ner in this process. I sincerely thank you for the opportunity to tes-
tify, and I look forward to working with the entire Congress that
will enact legislation to create a sustainable housing finance sys-
tem. Thank you, sir.

[The prepared statement of Mr. Howard can be found on page
148 of the appendix.]

Chairman HENSARLING. Thank you.

There are votes on the Floor at the moment. We expect to return
in approximately 40 minutes. The committee stands in recess until
such a time.

[recess]

Chairman HENSARLING. The committee will come to order.

Mr. Stevens, you are now recognized for your testimony.

STATEMENT OF THE HONORABLE DAVID H. STEVENS, PRESI-
DENT AND CHIEF EXECUTIVE OFFICER, THE MORTGAGE
BANKERS ASSOCIATION (MBA)

Mr. STEVENS. Thank you, Mr. Chairman. Thank you for holding
this hearing and, more importantly, for jump-starting a debate that
is long overdue.

Fannie Mae and Freddie Mac have been in conservatorship for
almost 5 years now and it is important that policymakers begin de-
fining a long-term plan for the future role of the Federal Govern-
ment in the mortgage market. Your legislation, coupled with the
recent introduction of the Corker-Warner bill in the Senate, and
the FHA bill unveiled earlier this week by Chairman Johnson and
Ranking Member Crapo, helped set the process in motion and
frame the boundaries of this debate.

Over the course of the last year, MBA reconvened our members
in two task forces, one for a single family, another for multi-family,
to discuss the future of the secondary market and examine the
broad range of issues that will be crucial to this debate. Our mem-
bers identified several key principles necessary for a sound sec-
ondary market. We believe any new structure should rely primarily
on private capital but must also provide liquidity through economic
cycles with an explicit government backstop. Additionally, the new
structure should support the availability of a traditional long-term
fixed-rate mortgage product with the ability to lock interest rates
efficiently and at low cost.

Finally, there must be robust competition supporting multiple
business models in both the primary and secondary mortgage mar-
kets. We believe these principles will ultimately benefit borrowers
and taxpayers through increased competition and lower costs. As
we begin to work toward a new secondary mortgage market end
state, we must be mindful that this could be a long road.

To that end, the MBA has also developed a series of transitional
steps that can be taken now without congressional action that can
help bring private capital back and help pave the road for com-
prehensive housing reform. Each one of these steps, which I out-
lined in my written testimony, advances healthy reforms to the sec-
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ondary mortgage market in a manner consistent with the common
objectives shared by the majority of GSE proposals. And each one
of these steps can be taken by FHFA and the GSEs through a
transparent process without the need for authorizing legislation,
thus allowing Congress to focus its efforts on developing the end
state.

I want to turn my attention to the FHA. We wholeheartedly
share your goal of strengthening FHA'’s fiscal solvency and pro-
tecting taxpayers from future losses, a process I began when I took
over as FHA Commissioner at the height of the housing crisis.
However, MBA has strong concerns with the overall scope of the
FHA changes contemplated in the discussion draft. Each of the pol-
icy choices in this bill carries with it the potential for reducing af-
fordable credit options for many otherwise qualified borrowers in
the single family and multi-family markets. While we share your
goal of reducing FHA’s footprint to a more traditional role, we urge
the committee to re-examine changes to the single family mortgage
insurance coverage, repurchase requirements, and loan limit floor
as well as multi-family income limits. The final bill needs to strike
a balance between strengthening FHA’s fiscal solvency and main-
taining flexibility to support homeownership opportunities for both
first-time and working-class borrowers as well as a vibrant rental
housing market.

Finally, MBA welcomes many of the improvements to Dodd-
Frank contained in the discussion drafts. The proposal contains the
provisions of H.R. 1077, the Consumer Mortgage Choice Act, which
would amend the way points and fees are calculated for purposes
of determining the eligibility for the Qualified Mortgage. This will
make these safer loan products more affordable and more widely
available to qualified borrowers.

The bill also contains a prohibition on Fannie Mae, Freddie Mac,
and FHA from purchasing or insuring mortgages in jurisdictions
that permit using the power of eminent domain to seize under-
water mortgages out of private label mortgage pools. MBA has
strongly discouraged local jurisdictions from moving forward with
this unprecedented and likely unconstitutional scheme and sup-
ports legislation to ensure U.S. taxpayers do not ultimately foot the
bill for these unwise programs.

Mr. Chairman, I want to again thank you for beginning this
process of reforming our Nation’s housing finance system. As I
have outlined, we believe there are some key changes that are nec-
essary prior to this legislation being considered by the full House.
But we stand ready to work with you, the ranking member, and
all other members of this committee to improve the bill as it moves
through the legislative process. Thank you.

[The prepared statement of Mr. Stevens can be found on page
212 of the appendix.]

Chairman HENSARLING. Mr. Deutsch, you are now recognized for
your testimony.

STATEMENT OF TOM DEUTSCH, EXECUTIVE DIRECTOR, THE
AMERICAN SECURITIZATION FORUM (ASF)

Mr. DEUTSCH. Thank you, Mr. Chairman. I very much appreciate
the opportunity to testify here today on behalf of the hundreds of
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ASF member institutions. We issue, structure, trade, service, and
invest in trillions of dollars of outstanding and newly originated
mortgage, residential mortgage-backed securities, and asset-backed
securities in the United States, including those entirely backed by
private capital as well as those guaranteed or insured by public en-
tities such as Fannie Mae, Freddie Mac, and Ginnie Mae.

ASF strongly supports the introduction of the PATH Act as its
proposal should continue to fuel what we hope to be a tangible,
constructive dialogue to resolve the future of U.S. housing finance
reform. For the 5 years since the onset of the GSE’s conservator-
ship, the mortgage reform dialogue has been, in our opinion, far too
theoretical. While ASF and others will propose changes to this dis-
cussion draft, we believe this bill, along with the recent introduc-
tion of the GSE and FHA reform bills in the U.S. Senate, serve as
concrete steps towards comprehensively restructuring the currently
misguided U.S. housing finance system that relies on the U.S. Gov-
ernment to backstop 90 percent of residential mortgages made in
America. We agree this must be done responsibly so that greater
dislocation does not occur within our Nation’s housing market, the
materially reduced access to credit, and/or impairment of the value
of outstanding agency and private label RMBS. We believe there
are many aspects of the PATH Act that would help achieve this
goal.

In our submitted written testimony, we provide substantial detail
on seven key views we have on different parts of this proposed bill.
One, we are strongly supportive of ratcheting down in the near
term the Federal Government’s involvement in the U.S. housing fi-
nance system, the gradual reductions in GSE loan limits, appro-
priate increases in guarantee fees, and the GSEs issuing material
amounts of their securities that expose investors to credit risk of
the underlying mortgages. I point you to a recent White Paper we
also issued in April of this year for substantially more detail and
steps the Congress, FHA, and all regulators can and should take
to increase private capital in the near term regardless of how long
or in what form housing finance reform takes.

Two, as many of these near-term steps take effect, the credit risk
investor base is rebuilt, heavier competition returns to the RMBS
issuance market in the private sector, and crisis era regulations
are finalized. Congress and FHFA should push additional volume
loans outside of the government guarantees through its various le-
vers in the form of either GSE risk sharing deals and/or privately
issued transactions.

Let me take a point here to note that we believe that the 30-year
fixed-rate note will by no means disappear at any future state with
or without a government guarantee. In our opinion, there is no real
debate about the 30-year fixed-rate mortgage disappearing or not
existing. Currently, in the existing market, RMBS deals entirely
backed by private capital, ones being just issued last month in-
cluded 30-year fixed-rate collateral. That is not something that is
necessary to have a government guarantee to backstop. As I think
Mr. Garrett had indicated earlier, the real debate is about filling
the entire pie of the outstanding agency asset-backed mortgage-
backed securities market out there, is effectively bringing credit in-
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terest rate risk investors in to fill this credit risk volume. And that
is where a number of the aspects of the PATH bill will look to fill.

Let me go to my third point, which is that ASF is strongly sup-
portive of the FHFA securitization platform and/or any subsequent
utility that all market stakeholders have an appropriate say in cre-
ating those standards of development that will increase the stand-
ardization. The point of that standardization is to create more fun-
gible and liquid securities that will in part attempt to achieve and
replicate some of the agency market that exists right now. By cre-
ating that fungibility and that standardization, those securities—
the hope is that they will trade in a liquid and deep market. But
you can’t have a liquid and deep market of private label capital
when the government guarantees approximately 90 percent of ex-
isting mortgages.

Fourth, ASF has supported, and continues to support, a strong
legislative covered bond market in the United States that will help
create even more demand and more product for these rates inves-
tors that are not necessarily looking to create credit risk.

Five, ASF is strongly supportive of targeted corrections to the
Dodd-Frank Act, Basel III, and other regulations to remove impedi-
ments and better facilitate the origination and capital market sales
of mortgages and other securities backed by them. As an example,
eliminating the premium cash capture reserve account that many
people have noted, if people are concerned that 90 basis points is
too much by eliminating the government guarantee, losing 100 to
400 basis points by just one of the aspects of Dodd-Frank seems to
be a pretty obvious answer to us.

Sixth, ASF is extremely supportive of the PATH Act’s prohibition
of the GSEs and FHA from guaranteeing any mortgage out of a ju-
risdiction that seized mortgages through eminent domain.

And finally, ASF offers some key amendments that would fix
some of the Dodd-Frank Act related to swap and margin require-
ments that got some of the same impacts as the premium cash cap-
ture reserve account.

Thank you very much, Mr. Chairman. I look forward to answer-
ing questions.

[The prepared statement of Mr. Deutsch can be found on page
126 of the appendix.]

Chairman HENSARLING. And finally, Mr. Calhoun, you are now
recognized for your testimony.

STATEMENT OF MICHAEL D. CALHOUN, PRESIDENT, THE
CENTER FOR RESPONSIBLE LENDING

Mr. CALHOUN. I may be popular today as the last witness of the
day.
Thank you, Chairman Hensarling, and members of the com-
mittee who have stayed for this important hearing. And thank you
for your work to address the future of the critically important hous-
ing finance system.

The PATH bill raises numerous ideas that add to this important
discussion. We are concerned though that as currently drafted, it
would lead to unnecessarily more expensive and riskier home
loans, reduction of borrowing options for the popular and safe 30-
year fixed-rate mortgage, more concentration in what is an already
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too concentrated banking and mortgage industry with harm to com-
munity banks, and disruption of the housing industry and harm to
the overall economy.

Let me first address comments to the quality of U.S. mortgages
leading up to the housing crisis because I think it is instructive to
look back at those, and it addresses several questions today. Let
me start with recognizing the work of the chairman emeritus to try
to address that quality issue back in 2006.

Loans in this country were unaffordable without constant refi-
nancing that depended upon unsustainable home price growth and
the musical chairs game came to an end when house prices slowed
down and then declined. It is important that the quality of our
mortgages was very low compared to other countries where there
was a housing bubble and prices reduced but people were not in
mortgages that they couldn’t afford just the basic payments. It is
also notable that quality was lowest and defaults and losses were
by far the highest on private label security mortgages. They were
more than double the defaults, for example, in the severity that
you saw for the GSE portfolio.

Ultimately, our housing finance system depends on the quality,
transparency, and predictability of our mortgages. And those mort-
gages were driven by the fee incentives up and down the chain.
Those mortgages, for example—people ended up in no-doc loans.
Well, those loans carried higher interest rates than a full-docu-
mentation loan. So if a borrower walked in, the broker or the lend-
er could earn twice as much money putting the person in a no-doc
loan as giving the same borrower a fully documented loan. As we
have quoted in previous testimony, one CEO of a mortgage com-
pany said, “Wall Street pays me almost double for a no-doc loan
versus a full-doc loan. Which ones do you think I am going to
write?” That is market incentive.

Importantly, the Dodd-Frank Act has provided incentives and
standards, commonsense standards that will dramatically improve
mortgage quality and, indeed, overall in response to the crisis,
mortgage quality right now is at its highest and, indeed, I think
there is consensus if you ask that credit is too tight at this time.

Going forward, the Qualified Mortgage ability-to-repay will pre-
vent the return of the exotic unsustainable mortgages that went
from being small niche products to dominating the whole market
leading up to the crisis.

I will address quickly a couple of questions that came up. First
of all, there have been cites to the CoreLogic data about what is
the size of this QM market. Let me clarify again for the record. It
has been cited that 50 percent of current loans would fit the QM
market, that is, if you do not take into account the compensating
factors that the rule explicitly allows. When you do that, depending
upon whether you look at 2010 or 2011, 90 to 95 percent of mort-
gages fit the QM box with no adjustment. There has been talk
about the fee level. The fee level for QM loans is 3 points. The av-
erage fee on a GSE loan today is less than one point. That was an
intentional part because the idea is to align that lenders make
money not from the fees, prepayment penalties, and things like
that made at closing, but rather from the performance of the loan.
It realigns a sustainable loan with a lender’s model.
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Let me address also very quickly just with community banks. We
must preserve the TBA market and the cash window. As the bill
is written out, it is very difficult for community banks to compete
against the larger banks and we are going to see further concentra-
tion in the market.

Thank you for the opportunity to testify. I look forward to your
questions.

[The prepared statement of Mr. Calhoun can be found on page
119 of the appendix.]

Chairman HENSARLING. Thank you. And I thank all of the panel-
ists for their testimony.

The Chair now recognizes the gentleman from Missouri, Mr.
Luetkemeyer, for 5 minutes.

Mr. LUETKEMEYER. Thank you, Mr. Chairman. I was kind of in-
terested that the last panel—I had a lot of comments with regards
to some of the things that they were saying. But it would seem to
me that back in the 1980s and 1990s, we were able to have a mar-
ketplace without a tremendous amount of government-backed secu-
rities, yet we had everybody getting into houses that they could af-
ford. And in the interim here, we have had a large run-up of loans
which are guaranteed by the government, and yet we haven’t in-
creased homeownership. I think 1 percent was one of the statistics
that I saw. Which is kind of interesting to see that all we have
done is transfer risk basically from the financial institution individ-
uals to the Federal Government and the taxpayers. So, it is just
a comment.

Mr. Deutsch, you deal with a lot of the securitization stuff. You
mentioned Basel III. How is Basel III going to affect the
securitization market here?

Mr. DEUTSCH. There are multiple parts I think of Basel III that
are ultimately going to reduce demand for mortgage-backed securi-
ties. I would first start with what is called the liquidity coverage
ratio. It is a new aspect of Basel III to make sure the banks have
sufficient liquid assets to withstand a credit crisis, in effect. The li-
quidity coverage ratio is an example that allows RMBS—private
label RMBS to be eligible as liquid assets. But it says that for non-
recourse States—for nonrecourse loans, they can’t be included in
any RMBS securities. So for a committee like this where the chair-
man is from Texas, and the ranking member is from California, I
would think this would be anathema to this committee because
California and Texas both are nonrecourse States, which means no
loans from California or Texas may be included in any RMBS secu-
rity if that security is ultimately then considered to be a “liquid
asset.”

Mr. LUETKEMEYER. And therefore, they can’t be included in the
capital ratio.

Mr. DEuTscH. Exactly. The United States is one of the few, if
any, of the countries around the world that has nonrecourse stat-
utes. Australia, Canada, England, they are all fully recourse. So all
of their RMBS will be considered high quality liquid asset as pri-
vate securities.

Mr. LUETKEMEYER. Okay. So this is going to hurt the ability of
people to get loans, is basically what it boils down to, right?

Mr. DEUTSCH. Yes. It only applies to private capital securities.
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Mr. LUETKEMEYER. Okay. Is this going to increase the cost then
as well?

Mr. DEUTSCH. It ultimately will reduce demand by banks to pur-
chase these private securities which of course means that they are
then going to have to charge higher rates to get those securities.

Mr. LUETKEMEYER. One of the problems that we are having here
and we are discussing is kind of getting around the edges of it as
with the qualified mortgages, qualified real estate mortgages here.
We have talked about it a couple of times. But it really is con-
cerning to me because it looks to me like we are having two dif-
ferent markets that are going to be defined here by this rule. We
are going to have one market with loans that conform to the rule
and one market with loans that don’t conform to the rule. How are
you going to mesh those two into a securitized situation?

Mr. DEUTSCH. I think the simple answer is that securitizations
will include only QM loans generally. You will have securitizations
with QM. You may eventually see some securitizations with non-
QM loans but I think those are farther down the road compared
to—

Mr. LUETKEMEYER. Okay. So, Mr. Stevens, whenever somebody
comes to one of your folks and wants a loan, the choices are going
to be limited, are they not?

Mr. STEVENS. Absolutely. Yes. The QM rule does a lot of good
things. But without question, it is going to limit the capital avail-
able for anything outside the QM provision. And there will be some
good borrowers on the margin who are caught outside. To Tom’s
point that common securitizations will be QM only, they will be
specifieds or story bonds that get done as non-QM pools. And we
are already hearing about companies being started up to enter that
space.

Mr. LUETKEMEYER. So there will be somebody that fills the void
then?

Mr. STEVENS. They will fill the void but in the early phase it will
be for high-wealth clients. And it will provide programs like inter-
est-onlys which are not allowed in the QM provisions. But they are
just such wealthy borrowers that the risk is very low. And those
will sell as sort of separate story execution—

Mr. LUETKEMEYER. Would you anticipate the rate being higher or
lower on those?

Mr. STEVENS. I think the rate differential for the high net worth
borrower could be equal or perhaps in some cases even more ad-
vantageous. For anybody who is at all on the margin from a risk
standpoint, it will be much more expensive. So you are going to
have two different markets. The low-downpayment market is going
to be much more expensive loans. The high net worth borrower will
get you products.

Mr. LUETKEMEYER. Very good. I appreciate your answer. I don’t
want to cut you off but I only have about 20 seconds left here. And
I have one more question I want to ask because I don’t think any-
body has asked it all day, which is kind of amazing. Does this bill
prohibit innovation? Mr. Calhoun, you talked a while ago about all
these things are going to go out the window. Products are going to
be restricted. And yet I don’t see anything in here that prohibits
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the private sector from coming up with new financial instruments.
Do you see anything in there that prohibits them from doing that?

Mr. CALHOUN. I think the question is, does it allow for innova-
tion that will be widely available? And that is our concern.

Chairman HENSARLING. The time of the gentleman has expired.
The Chair now recognizes the ranking member from California for
5 minutes.

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

I would like to direct a question to Mr. Bill Loving of the ICBA.
Earlier this year, the ICBA released its policy resolutions for 2013.
In this document, the ICBA stated that to ensure the continued
flow of credit for housing, some type of government tie to the sec-
ondary market is necessary. Your testimony today notes that gov-
ernment catastrophic loss protection would provide credit assur-
ances to investors and sustain robust liquidity even during periods
of market stress. Your testimony does not provide a view of what
happens to community banks in the absence of such protection, as
the Republican discussion draft contemplates. Why do you think a
government tie to the secondary market is necessary? Does the Re-
publican proposal have such a tie? And what are the consequences
of not having this government role?

Mr. LovING. We believe that there needs to be a catastrophic
backstop behind the private capital that will provide for support in
the market during times of stress. We haven’t changed our position
from the earlier policy statement. Looking at the bill as it is in
draft form today, it does provide for liquidity through the Federal
Home Loan Bank System. And so without the government or the
Fannie or Freddie model, then we are looking to the Federal Home
Loan Bank System to support that borrowing role.

Ms. WATERS. Does the Republican proposal have such a tie?

Mr. LovING. Which tie? To the government?

Ms. WATERS. In your testimony, you did not really give us a view
of what happens to community banks in the absence of such protec-
tion, as the Republican discussion draft contemplates. Why do you
think a government tie to the secondary market is necessary? And
in looking at this proposal, the question is, does the Republican
proposal have such a high a tie?

Mr. LovING. The proposal we do not see has a tie but we believe
that there does need to be backstop for the catastrophic backstop
in the plan.

Ms. WATERS. What are the consequences of not having this gov-
ernment role?

Mr. LoVING. At this point, there is uncertainty in the market-
place about how it will function without that catastrophic backstop.
Recent history has shown that there has been a catastrophic back-
stop. We are uncertain how it will perform without that element.

Ms. WATERS. The ICBA took a strong position criticizing the bi-
partisan policy commission’s proposal to reform the market. The
main argument against the structure was that it would favor only
a few large institutions because it would require community banks
to sell their loans to an aggregator in order to access the secondary
market. Another argument against it was that the system would
add significant costs, as there were several private credit
enhancers ahead of the government guarantee.
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Given that the Republican discussion draft also appears to favor
the largest institutions in spite of a few lines in the bill about fair
access and envisions a completely private system, does the ICBA
have an equally strong position against the Republican plan?

Mr. LovING. We have concerns with any model that would pro-
vide for one or a few number of mortgage originators and would not
allow private access by the community banking industry.

Ms. WATERS. Let me turn to Mr. Stevens.

Mr. Stevens, in your testimony, you explain why the MBA op-
poses Section 237 of the discussion draft which sets income and oc-
cupancy limitations on FHA multi-family properties and requires
annual recertifications. It seems to me that the Republican discus-
sion draft is trying to make the FHA multi-family program more
like Section 8 and bog it down in the types of onerous rules that
I have been trying to provide relief from as I work on Section 8
voucher programs.

In your opinion, will this new requirement restrict multi-family
lending? What impact will this discussion draft have on the overall
production and availability of multi-family housing, especially dur-
ing an economic downturn?

Mr. STEVENS. I appreciate the question. The challenges with the
multi-family role of FHA—and I respect the concern about trying
to ensure that as much multi-family lending is done by private cap-
ital. When I came in as FHA Commissioner, the multi-family mar-
ket had all but evaporated. There were 5-year notes that were com-
ing due and there was no way for these multi-family properties to
refinance themselves. FHA became sole source provider during that
period of time and the demand became very extensive. And many
of you remember that. You probably got calls from multi-family
owners and originators who couldn’t get their loans through the
FHA because the backlog became so strong.

So having that liquidity there, particularly during times when
private capital isn’t there is extremely important for the rental
community. As to income limits, I think that is just an awkward
way to deal with people who are paying their rent and market rate
finance properties that are profitable to the government but all of
a sudden have a threshold that says, if your income goes above it,
you are going to have to relocate and move out of this building to
another location, creating a vacancy for the owner which creates
higher risk on the transaction in the first place, causing stress
again to the taxpayer simply as that result. I think there is an-
other way to discuss these multi-family limitations that are a con-
cern of FHA’s extensive role. But it is a profitable program. And
I think that income barrier, where they would have to ultimately
move out of the building just doesn’t really make sense for a mar-
ket rate property—

Mr. NEUGEBAUER [presiding]. The gentlewoman’s time has ex-
pired. Thank you.

The gentleman from Pennsylvania, Mr. Rothfus, is recognized for
5 minutes.

Mr. RoTHFUS. Thank you, Mr. Chairman. I would like to venture
into the regulatory burdens imposed by Dodd-Frank and how the
PATH Act might alleviate some of the barriers to capital. We know
from previous testimony of Dr. Holtz-Eakin, who was actually on



84

the prior panel, but he testified earlier this year before the Judici-
ary Committee about how Dodd-Frank had already caused signifi-
cant compliance costs and paperwork burdens. I would like to ask
Mr. Loving, Ms. Sheppard, and Mr. Stevens whether you would
agree that Dodd-Frank has put in place significant burdens that if
alleviated could improve our housing finance system and attract
more private capital; specifically, in particular, are the credit
unions, community banks, and mortgage bankers ready to comply
with all of these impending Dodd-Frank rules?

Ms. SHEPPARD. I will take that one first.

Mr. ROTHFUS. Sure.

Ms. SHEPPARD. No. The answer is no. I just recently came back
from a nationwide participatory program with a national trade as-
sociation called ACUMA. We spent three different sessions in three
major cities. And the concern in the credit union world out there
is, no, they are not compliant with all that is expected under the
CFPB in January. Everyone is working really hard and diligently
to work towards that. But there are major concerns across the cred-
it union industry nationwide about being in compliance in January.

I do see that some of the protections that are in the PATH Act
would be beneficial to credit unions regarding the QM exemptions.
That is a very attractive consideration.

Mr. RoTHFUS. Mr. Stevens?

Mr. STEVENS. I would just like to say at the outset that I think
the CFPB got a lot right in the Qualified Mortgage rule and imple-
menting some of the rules. There are still provisions that have yet
to be implemented. QRM is a perfect example of that, that if it is
implemented as the proposed rule is structured, it would be ex-
tremely prohibitive I think not just to lending overall but particu-
larly to private capital re-engaging in the marketplace and would
be counterproductive to that end. So we are very concerned about
ensuring that at a minimum, QRM equals QM in the final rule and
that would be very helpful as a provision in the PATH Act.

Likewise, the points and fees limitations that came out in the
final rule get resolved by incorporating the language from H.R.
1077, which we think would actually be beneficial ultimately to
providing access to the market for more institutions to compete for
American home purchasers’ business and ultimately make rates
even more competitive for homebuyers.

So those two provisions are examples of how you can continue to
ensure that what is left in Dodd-Frank creates easier access to
housing finance.

Mr. RoTHFUS. Mr. Loving?

Mr. LovING. Yes. We share the concern as well with the regu-
latory burden. In particular, we appreciate the parts of Title IV
that will eliminate QM and provide the opportunity to provide cap-
ital to many borrowers across America. The rule designation is a
help but we are still concerned that many will not qualify and will
be able to meet the requirements of QM.

Mr. RotHrUSs. Have any of your respective organizations cal-
culated compliance costs under Dodd-Frank for your organizations?

Mr. STEVENS. The MBA does a peer group study in which we are
looking at the cost of compliance in all areas. And it has definitely
added a significant expense to the process which of course we all
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know gets passed on to the consumer. I would stress that there is
balance in all things. If the industry was processing loans without
enough scrutiny, and we were having products that were not sus-
tainable in a previous period, that needed to be corrected. The
question is, has the pendulum gone so far as now these costs are
overly burdensome, creating less competition and transferring too
much cost to the consumer? And I think ultimately that is what
the policy debate needs to work on is making sure loans are sus-
tainable, that the process is sound, that it is well-managed, but it
doesn’t add so much cost and burden to the marketplace that it cre-
ates a new level of lack of access for homeownership.

Mr. ROTHFUS. Ms. Sheppard, have you calculated the compliance
costs for your organization?

Ms. SHEPPARD. We do not have a specific percentage. But I can
tell you, we have had to bring on full-time additional staff and
management to handle our compliance costs. So I am sorry I don’t
have a specific number for you. If you would like, I can take that
down and answer your question in writing.

Mr. RoTHFUS. Yes. Thank you. I would appreciate that. I yield
back.

[The following response was received for the record:
“We estimate that Southwest Airlines Federal Credit Union di-
rectly spends over $259,000 a year on Federal regulatory com-
pliance.”]

Mr. NEUGEBAUER. I thank the gentleman. Now, the gentlewoman
from New York, Mrs. Maloney, is recognized for 5 minutes.

Mrs. MALONEY. Thank you, Mr. Chairman. I would like to ask
Mr. Howard, in your testimony you state that the Home Builders
oppose the FHA title of the PATH Act. And you urge the committee
to “make the changes necessary to preserve FHA’s vital liquidity
mission.”

Could you elaborate? What changes would you make to Title II
to preserve FHA'’s historical role in the mortgage market?

Mr. HowARrD. Well, ma’am, I guess the simplest way to answer
is to say that we believe that the measures that were contained in
the FHA Solvency Act that the House passed last year were much
more effective in getting FHA solvent and maintaining its ability
to respond to the needs in the marketplace. Specifically, I think
there were provisions in that Act that would have called for in-
creased premiums and also would have called for a stronger lender
indemnification. Those two things. And FHA is implementing some
of those changes on their own. In fact, it is already adding money
into the fund already without the legislation. But clearly, a regu-
latory reform bill more like the Solvency Act we think would be
more effective than the provisions in the PATH Act.

Mrs. MALONEY. So basically, you would scrap Title II entirely
and replace it with the bipartisan bills that we passed really on
suspension twice in two prior Congresses. Would that be what you
would say, to scrap it?

Mr. HOWARD. Yes, ma’am.

Mrs. MALONEY. What is your position on it, Mr. Calhoun? Would
you scrap it and go back to what we already passed twice in two
Congresses?
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Mr. CALHOUN. I think everybody agrees that the FHA needs
some improvements. But I would second the comments there. I
think it is noteworthy that the largest portion of their losses was
for loans that they had actually asked Congress to allow them to
stop taking and Congress had, up until 2009, required them to
keep doing, a so-called seller-assisted downpayment program. Of
the $16 billion deficit, about $13 billion of that is from that one
program which now they did discontinue and that is why their
book is among the more profitable they have ever had at this point
going forward.

So yes, I would support that same substitution.

Mrs. MALONEY. What about you, Mr. Deutsch?

Mr. DEUTSCH. I think the existing Act, as you push it out, many
of the features that are in this Act can be very helpful to the mar-
ket and would push forward with what is being proposed.

Mrs. MALONEY. And what about you, Mr. Stevens?

Mr. STEVENS. I think I am consistent with the others. I do be-
lieve if you were to reintroduce the FHA Reform Act that there are
some minor nuance provision changes that could make it more
implementable for the market. But yes, we are in agreement.

Mrs. MALONEY. Ms. Sheppard?

Ms. SHEPPARD. I can’t speak to the FHA reform. Our credit union
does not do FHA or VA or government loans.

Mrs. MALONEY. Okay. And Mr. Loving?

Mr. LovING. Yes. We believe that the FHA model does need re-
form. As it is proposed, there are some good elements, but we do
believe there needs to be some further negotiation on the percent-
age of guarantee, the 50 percent guarantee seems to be a low level
and needs to be at a much higher level.

Mrs. MALONEY. Okay. So you are all in agreement. Is it a fair
statement to say to go back to the bill that we passed twice in the
House? Is that a fair statement?

Mr. STEVENS. If I could add, I think that having worked on
that—having been FHA Commissioner when the first bill was in-
troduced, and this was the body that actually approved that bill to
begin with and gave us some initial ability to even raise premiums,
which made it through the Senate without the rest of the bill, there
are some variables that we would love to follow up with you on as
to how that bill could be made even stronger.

Mrs. MALONEY. Okay. Mr. Stevens, also in your testimony, you
noted that the government role to provide quality regulation of
grantors and systems and to provide a clearly defined but limited
catastrophic credit backstop is an important component of this
ideal system. And you went on to say that it would have a big im-
pact on qualified lower-income households and their access to af-
fordable mortgage credit.

Would you elaborate on how this smaller mortgage market with
tighter credit would affect the economy and jobs in our country?

Mr. STEVENS. Look, it is a well-known fact that housing has been
actually one of the positive stories of however we view the current
economic recovery. Mark Zandi, who was on the previous panel,
has stated publicly the role that FHA had played in the housing
recovery. The concern I have as we think about the complete lack
of a backstop is that private capital is clearly opportunistic. It
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comes into markets when markets are strong, and when you are
in a recovery market, there is a lot of private capital, spreads be-
tween private mortgage-backed securities and guaranteed mort-
gage-backed securities, narrows. And you can talk about how
jumbo fixed-rates are priced very closely to conventional rates.

Mr. NEUGEBAUER. I am not picking on you, but we were trying
to keep our time here.

Mr. STEVENS. Okay.

Mr. NEUGEBAUER. I will now recognize myself for 5 minutes.
Again, I thank the panel for your endurance here.

Mr. Calhoun, you are the president of the Center for Responsible
Lending. So you believe in using market discipline as one of the
factors of making sure that everybody kind of has a stake in the
lending. That is when lending works best, right?

Mr. CALHOUN. Yes. We support—

Mr. NEUGEBAUER. So the borrowers have responsibilities and the
lenders have responsibilities, is that correct?

Mr. CALHOUN. Certainly.

Mr. NEUGEBAUER. Yes. So what about then if a lender can trans-
fer all of the risk, what part of market discipline interacts with the
lender if he is going to transfer 100 percent of that risk? What
would encourage that lender to have market discipline?

Mr. CALHOUN. One of the concerns that we have—

Mr. NEUGEBAUER. No. I am not asking your opinion about the
bill. I am just saying, is there any market discipline when 100 per-
cent of the risk is transferred?

Mr. CALHOUN. If the lender has some legal liability as they do
under Dodd-Frank for writing—

Mr. NEUGEBAUER. I am not asking about Dodd-Frank. This is
just a simple question: Is there market discipline when somebody
can transfer 100 percent of the risk?

Mr. CALHOUN. There may be legal risk. Separate from that—

Mr. NEUGEBAUER. Obviously, you are not answering the ques-
tion. So the other question here is that I know there is some heart-
burn about 50 percent. Does anybody know what the guarantee
level is on a VA loan? I think Mr. Stevens knows the answer to
that question. What is it?

Mr. STEVENS. Yes. It is 90 percent.

Mr. NEUGEBAUER. I don’t believe that is correct. It is 25 percent.

Mr. HOWARD. I thought it was 50.

Mr. NEUGEBAUER. Yes. So it is not unprecedented. And we had
a gentleman from the mortgage insurance industry here a while
back on the last panel. Now there has been a lot of discussion
about what to do with FHA. And Mr. Howard, I know that you
mentioned in your testimony that you supported the past proposal
restructuring FHA. But yet I just heard you say that you want to
go back to the previous—

But in your testimony you said you supported restructuring FHA
and I believe—and allowing it to be a wholly owned government
corporation. Is that true?

Mr. HowARD. We support FHA—we can support, depending on
the concept, Mr. Neugebauer, of taking FHA outside of HUD, yes.
But we would still like to see the provisions of the Solvency Act,
the FHA Solvency Act be the guiding provisions for its regulations.
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Mr. NEUGEBAUER. What is the advantage of having an inde-
pendent FHA, in your estimation?

Mr. HOWARD. I believe it could be nimbler.

Mr. NEUGEBAUER. One of the things that was brought up about
this bill that was passed on suspension—I would remind everybody
who was before we knew that they were $16.3 billion underwater.
And so it became obvious, the disclosure came after we passed that
legislation, that FHA was in a much deeper hole than I think pre-
viously folks had represented to us.

The question is then in this countercyclical role that everybody
seems to be extremely concerned about, and so the concern then is
about the borrowers being able to continue to access credit, but the
question is, if we are going to have a balanced housing finance sys-
tem, we have to make sure that everybody’s interest is represented
in this process.

So tell me, in this countercyclical role, should we just regard the
taxpayers and just say, you know what, we are going to keep plow-
ing. We may have to have some taxpayer assistance here but we
are going to keep pushing the ball down the road. Is that the coun-
tercyclical role that you anticipate? Jerry?

Mr. HOWARD. No, sir, I think what we are forgetting in the de-
tailed level we are getting in this conversation is it is all about the
underwriting, Mr. Neugebauer. And in the past when FHA got into
trouble, when the GSEs got into trouble, it was during a time when
traditional underwriting standards were just being ignored. I be-
lieve that the FHA would not be in the financial condition it is in
now, and I am speaking only of the single family fund, had tradi-
tional underwriting standards been in place throughout the earlier
part of this century.

Mr. NEUGEBAUER. I appreciate that. And I think you are exactly
right. I think one of the things I want to make sure as we address
this issue, and I appreciate everybody’s feedback, is that there is
a time to quit lending. If markets are—and that is the reason we
need that market discipline in there. If there are too many apart-
ments units or there are too many houses, it doesn’t do any good
to make a little family a 97 percent loan in a neighborhood where
the prices of those houses could be dropping because there is an
overbuilt situation. So the countercyclical role isn’t—necessarily
shouldn’t be to counteract market swings.

Now, what I think you are trying to say is that market should
come in, in the event that there is a plumbing stoppage in the fi-
nance market. Is that true?

Mr. HOWARD. Yes, sir, that is certainly part of it.

Mr. NEUGEBAUER. I see my time has expired. In order to be fair
here, we will now go to Mr. Capuano from Massachusetts, the
ranking member of the Housing and Insurance Subcommittee.

Mr. CAPUANO. Thank you, Mr. Chairman. I just want you to
know I don’t understand you any more than I understood the full
committee chairman.

Mr. NEUGEBAUER. You and I have to have an interpreter when
we talk to each other.

Mr. CapuaNo. I want to thank the panel for being so patient and
for sticking around on this important issue. I kind of wish you had
been the first panel because the first panel I am sure if you had
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watched was very thoughtful, very theoretical. You guys are the
hands-on people, and honestly it is about hands on. The theory is
wonderful and all that, but I really need to know what it does, how
it really impacts the building and buying and selling of homes.

I guess, first of all, some of this stuff that has been talked about,
Dodd-Frank, have any of your organizations ever testified in front
of Congress to say there was too little regulation? I don’t think so.
If you have, you can raise your hand.

There you go, there is one. And I don’t expect that you did. I un-
derstand, I think it is a fair question where the pendulum should
be. I think that is a very fair question. We are always asking this.
But to ask you if there is too much regulation is almost setting you
up a little too easily. And I love you, but not that much.

So I want to move on to the basis of why we are really here,
which is to try to figure out what to do with the mortgage financing
industry.

Do any of you believe or any of your institutions believe that the
United States really can get to a fully privatized home mortgage
system as proposed in the PATH bill? Mr. Loving, do you believe
we can get to a fully privatized system and still provide the kind
of opportunities that we have provided to so many Americans?

Mr. LovING. We support provisions of the PATH Act but believe
there has to be a catastrophic backdrop in the model for this pe-
riod.

Mr. CAPUANO. Fair enough. Ms. Sheppard, do you believe that
we can get to a fully privatized system?

Ms. SHEPPARD. No, sir, I don’t believe we can get to a fully
privatized system.

Mr. CapuAaNO. Thank you. We are having a good time, but thank
you. Simple question, simple answer. Mr. Howard, do you believe
we can get to a fully privatized system?

Mr. HOWARD. No, sir.

Mr. CApuANO. Mr. Stevens, do you?

Mr. STEVENS. We need more private capital, but not fully
privatized.

Mr. CapuaNo. I agree with that, but we can’t get to a fully
privatized. Mr. Deutsch, do you believe we can get to a fully sub-
sidized system?

er. DruTscH. No. We are always going to need FHA to serve a
role.

Mr. CApUANO. Mr. Calhoun, do you?

Mr. CALHOUN. No, we need a catastrophic backstop. And the
numbers now show—

Mr. CAPUANO. Fair enough. Because I agree. I am no different
than anybody else. I want more private capital in as well, and to
me the question is, what is the balance, and again simply some
regulation. What is the balance? What is too much? What is too lit-
tle?

As you know, Mr. Deutsch, actually you said there was far too
much theoretical conversation so far. I couldn’t agree with you
more, even today. But here is my dilemma. We get this bill last
week, a nice, long, thoughtful, comprehensive bill that includes ev-
erything but the kitchen sink, more than I thought that it would
include. That is great. A lot of hard work. I think the staff has been
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properly thanked for that. But we don’t have time to really com-
prehensively fully integrate this without talking to people like you.
I don’t get a chance to talk about what should and shouldn’t be.
We are kind of beyond that.

You know how this place works. What is likely to happen is that
I will soon, within the next week or two, be asked to vote on this
bill yes or no pretty much in the form that it is in now. We might
be able to amend a few things around the edges. But you all know
that to be a fact.

So the question I have for you, if I gave you my voting, come on
up, sit up here, next week we go to a markup on this bill, it is an
up or down vote, not let’s talk about I like this, I like that. There
has never been a bill I have ever voted for or against that I didn’t
like or hate something in it. I was a big supporter of the health
care bill, but there are things in there that I don’t like. I was a
big supporter of Dodd-Frank, but there are things in there I don’t
like. Though with due respect, I am not interested in the things
you like or things you don’t like, I get to vote yes or no.

Mr. Loving, would your group suggest that I vote yes or no on
the bill as is?

Mr. LovING. We believe it is something we can work with, but
we believe it is an imperfect bill and there still needs to be discus-
sion.

Mr. CAPUANO. I understand that. I appreciate that. I don’t mind,
but I am going to try again. I think the same thing you just said.
It is a great thing to have something to begin with. I get to vote
yes or no. Would you vote yes or no?

Mr. LOVING. Again, as I said earlier, we believe it is something
that we can support and get behind with additional work.

Mr. CAPUANO. So, that is a no.

Mr. LovING. We can support it with additional work.

Mr. CapuaNO. I am going to jump to Mr. Calhoun. Would you
vote yes or no?

Mr. CALHOUN. No.

Mr. CAPUANO. Mr. Deutsch, would you vote yes or no?

Mr. DEUTSCH. I would vote yes, with changes.

Mr. CAPUANO. No, that is not what I said. I would vote yes with
changes too. My definition of how many changes is a different
thing.

Mr. DEUTSCH. I think the number one rule of sitting here is an-
swering a question you would like to have asked.

Mr. CapuANO. I know. And my number one rule is to get you to
take a position.

Mr. Stevens, would you vote yes or no?

Mr. STEVENS. I am going to align with Mr. Loving, that I that
I think this is—

Mr. CAPUANO. You can’t blame me for trying. My time is up. I
appreciate these witnesses.

Mr. STEVENS. We have been very clear in our position about—

Mr. DEUTSCH. Thank you for using the gavel, Mr. Chairman.

Chairman HENSARLING. Saved by the gavel. The time of the gen-
tleman has expired. The Chair will recognize himself for 5 minutes.
I did have to step out for a few minutes, so forgive me if I am cov-
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ering some old ground here that might have been covered when I
was out of the room.

Sometimes, I think at certain points, we need to step back from
the trees and look at the forest here. And we have been here for
many, many hours, you quite patiently, and I want to cover a cou-
ple of the concerns that I still hear, particularly from Members on
this side of the aisle.

One of the concerns is, again, without some form of government
guarantee, private capital will not come in and fill the void and we
will not have a 30-year fixed mortgage at something approaching
affordability, however that is defined.

So, Mr. Deutsch, will private capital come in, and there is very
little private capital today, so will it not come in or can it not com-
pete under the provisions currently of Fannie and Freddie and
Dodd-Frank? What is the answer here?

Mr. DEUTSCH. I think there is a simple answer that there is a
fallacy in the market that private capital doesn’t want to come into
the mortgage market. Private mortgage-backed securitizations are
not going to compete for $200,000 loans because each and every
one of those loans being made are going to be sold to FHA or
Fannie or Freddie because it is effectively better execution. It is a
better deal for an originator to sell that to Fannie or Freddie than
it is to sell it on the open market, in large part many would argue
because the guarantee fees are too low, which is in effect a subsidy
for those mortgages.

So I think the answer to your question is private capital does
and will come back into the market if there is space for it to come
back into. But since the crisis, because loan limits went up so
much, from $417,000 to now $625,000, there are effectively very
few loans you can originate nationwide that are above that
$625,000 that private originators then can compete and sell to pri-
vate label mortgage-backed issuers.

Chairman HENSARLING. Mr. Calhoun, you have been a frequent
witness before our committee. I haven’t found anything we have
agreed on yet, but I haven’t lost hope. It may happen one day. But
here is something I don’t quite get.

I have a 30-year fixed-rate mortgage. I am glad I had the oppor-
tunity to get it. The truth is as I look at it a little bit more closely,
I am not completely certain, had I spent more time, that it was the
right product for myself and my family. I know that you have ar-
ticulated in the past and your organization, your great concern
about low-income people finding themselves awash in debt, and yet
I look at the figures, and math occasionally can be a little pesky
here, but just the difference on a 15-year fixed-rate mortgage
versus a 30-year fixed-rate mortgage, this is a hypothetical,
$400,000, a little bit on the high side for my district, but 7 years
into a 15-year fixed-rate mortgage you have $143,000 of principal,
and 7 years into a 30-year mortgage you have $38,000 of principal.
So if the average American is selling their home after 7 years, I
want everybody to have the opportunity to have a 30-year fixed,
but I am not sure I want my government steering people into a
product that may not be right for them. And is it really the purpose
of the Federal Government to tell people take on the maximum
amount of debt possible?
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Then when you talk about concern about homeownership oppor-
tunities, I know what you are saying, that somehow these rules
and the CFPB is going to get it right, but it seems to me we have
gone from extremes here. We have a Federal Government on the
one hand through their affordable housing goals helping put people
into homes they couldn’t afford ultimately to keep. They didn’t do
them any favors there. And now, it seems like the pendulum has
swung the complete opposite direction, and we are about to tell half
of America, you can no longer qualify for a home.

And so I don’t understand how you can kind of have it both
ways. So regrettably, I am leaving you all of 16 seconds to com-
ment, but have at it.

Mr. CALHOUN. The record will reflect that when you were out we
discussed—the CoreLogic data shows that when you apply the full
QM rule as it exists today, 90 to 95 percent of mortgages fit in that
box without any restructuring, and then with restructuring a huge
array of mortgages can fit there. And that is what we support.

Chairman HENSARLING. That may be a closely held opinion. My
time has run out, which means that your time has run out.

The Chair now recognizes the gentleman from California, Mr.
Sherman.

Mr. SHERMAN. Thank you, Mr. Chairman.

We all want to see private capital in these markets. In fact, what
we do see now is private capital. That is to say eventually, these
mortgage-backed securities are sold for private capital. The ques-
tion is whether private capital is going to provide the average
American family with a 30-year fixed-rate mortgage at a rate they
can afford with a downpayment that they can come up with.

The chairman correctly points out that some people might prefer
a 15-year fixed. I have a 15-year fixed. I saved 50 basis points. Pay-
ments are a bit higher. That is fine. We in Congress make 3 times
what the average American family makes, but it turns out it may
be a good deal for people in our bracket.

The question I have is without a government guarantee, how
much more difficult and how much more expensive are these mort-
gages going to be and what effect is that going to have on the num-
ber of buyers in the market? Have any of your groups—we heard
Mark Zandi tell us the 90 basis points, and that is only if you have
a very high FICO score. Have any of your groups analyzed what
this bill will do to the average home price in the United States?

Mr. DEUTSCH. I will take the first shot. I think a quick answer
is I don’t think you can possibly model it to come up with a very
credible estimate of the basis points.

Mr. SHERMAN. Mr. Chairman, I think that illustrates why we
should not mark up this bill until at least after the August break.

Mr. DEUTSCH. But I think the second part of that question—

Mr. SHERMAN. Yes. We are talking about home values in this
country totaling between, what, 5 and 10 or 12 trillion dollars. We
are going to have a dramatic effect on that, and I would like an-
other month to figure out whether this bill is going to have an ac-
ceptable effect. But go on with your answer, Mr. Deutsch.

Mr. DEUTSCH. I think in the last 5 years since the advent of
Fannie and Freddie’s conservatorship, there has been plenty of
time to try to model that and figure that out. I don’t think in an-



93

other 5 years you could get a bunch of rocket scientists in a room
who could come up with a credible number as to what that rate dif-
ferential is. Because you have a lot of other factors moving, Basel
III, $85 billion a month currently being purchased right now of
mortgage-backed securities by the Federal Reserve. Just the mere
whisper by the Federal Reserve Chairman of moving away from
that created an 80 basis point jump in one month.

Mr. SHERMAN. Okay. Just by show of hands here, who represents
an organization that feels that we can live, and this picks up on
Mr. Capuano’s question, without a government guarantee playing
a role in the mortgage market?

I see no hands going up, and yet that is exactly or pretty much
exactly what this bill does.

There has been a lot of discussion of the jumbo market, but the
person with the jumbo loan is in the top 5 or 10 percent in terms
of their income. Mr. Stevens, wouldn’t almost all those jumbo loans
involve a 20 percent downpayment, at least?

Mr. STEVENS. Today, they do. We have seen the market shift,
Congressman, over the years, and as markets are healthier, and I
think we will begin to see that—Wells Fargo just announced a
jumbo with a 15 percent downpayment and they are trumpeting
that in the marketplace.

Mr. SHERMAN. Yes, and if you have a FICO score of 950, you can
probably get that loan.

Mr. STEVENS. I think it goes back and makes the point that as
markets improve, I think we will see more private capital com-
peting to finance mortgages. There will be 30-year fixed-rate mort-
gages, but the risk we run, we have to protect against—

Mr. SHERMAN. Yes. If I could just squeeze in one more question.
To oversimplify Dr. Zandi’s testimony, it was that this bill would
take say 30 percent or more of the buyers out of the market. What
effect would that have on not only the value of homes, but the
value of mortgage-backed securities in the market today? Mr. Ste-
vens, any comment?

Mr. STEVENS. We have not had the time to calculate that.

Mr. SHERMAN. Would it take you 5 years or 5 weeks?

Mr. STEVENS. I think there are benefits to this bill and there are
benefits to driving towards a private capital solution. But as we
have said very clearly, we believe there is some work that could be
done to make this kind of legislation something that would ensure
that there is liquidity as well as private capital.

Mr. SHERMAN. And anybody who thinks we can do that in 5 days
does not understand Congress. I yield back.

Chairman HENSARLING. The time of the gentleman has expired.

To announce to all Members, I think I understand this right, Ms.
Sheppard, you have asked to be excused at 7:30. Is that correct?

Ms. SHEPPARD. Yes, sir.

Chairman HENSARLING. Okay. So for Members who may have
questions for her, you don’t have too long.

The Chair now recognizes the gentleman from New Jersey, Mr.
Garrett.

Mr. GARRETT. Thank you, Mr. Chairman. Thank you to the
panel. I will just digress and follow up with Mr. Capuano’s ques-
tion.
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He had asked, Mr. Chairman, who would vote for this legislation
as it stands right now. I will just ask rhetorically—not rhetorically,
how many people would vote for Dodd-Frank if that bill just came
up once again?

Okay, no one, that is as I thought. Good. Should the record re-
flect that no one on the other side of the aisle raised their hand?
Oh, one did. Okay. I see.

So where are we here? Let me just go down this other road for
one second. The question was also asked as far as a government
involvement or government backstop and I saw your hands or lack
of hands on that. Does this panel recognize that with this bill as
it reads right now, there will be a variable, significant government
involvement in the housing market with FHA, VA, Federal Home
Loan Banks, and the Federal Reserve, along with some 87 other
housing programs as well, that these make up some additional
backstops in the housing market? Does anyone recognize that on
the panel?

I see hands nobody wants to raise. Good.

I probably shouldn’t go with this question. For those who think
we need an explicit government backstop, is there anyone who dis-
agrees with the statement that we also would need, if you had
something akin to what we have right now, in other words, keep
going with some sort of a mechanism like we have right now, that
you need for the government to also therefore appropriately deal
with the risk, credit risk, deal with the risk and price that risk ap-
propriately? Does everyone agree if we were to have some other ex-
plicit backstop other than what we have in the bill, that we have
to price that risk?

Everyone is nodding heads.

Can someone give me just one Federal program where we are
currently appropriately pricing risk? I am thinking flood insurance.
No, I guess that is not it. Is there any program that you can look
to historically where the Federal Government has done an exem-
plary job of pricing that risk?

And I see no one raising your hand. So you are suggesting that
we are going to go forward and create that program going forward.

Do you have a program where we appropriately priced the risk?

Mr. CALHOUN. If you look at what has happened with the GSEs
since the passage of HERA, there was no question you had a ham-
strung regulator misaligned at center.

Mr. GARRETT. But going back, we haven’t seen until the next cri-
sis—okay.

Mr. CALHOUN. But going forward, they are generating enough
revenues to repay the bailout within the next year.

Mr. GARRETT. That is clever. So I will ask Mr. Deutsch, here is
a question. Is there a benefit, if we were to put something akin to
this legislation through and we have the utility, which I should add
that we got some of this idea by looking to the Administration
where they had three different proposals out there and one of their
ideas talked about somewhat of a utility and we sort of copied some
of that idea here, if we had this platform set up, is there a benefit
to using that utility, the securitization on that platform?

Mr. DEUTSCH. Fundamentally, a key benefit of the utility is the
standardization. Investors can go buy a security that has a stamp
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that says this is pretty fungible with a separate security that may
be issued the next day or the following day. That is, I think, the
key benefit of any utility that could create that fungibility.

Mr. GARRETT. We have put other benefits we thought in there.
Do you see other benefits with regard to exemption from
securitization, registration as well, and the QM exemptions as well.
Do you see them as benefits? They are in the legislation for people
to say, I am going to go through the utility as opposed to the other
market?

Mr. DrEUTSCH. Yes. I think investors in the securities, you
wouldn’t be able to create any kind of TBA without that exemption
from the securities laws, so that would be critical to try to recreate
any part of the TBA market.

Mr. GARRETT. If we are able to get that homogeneity in the un-
derwriting and the standardization and the securitization, what
does that do—maybe you have answered this—what does that do
as far as the depth and liquidity of the marketplace under this?

Mr. DEuTscH. Ultimately what you trying to do is create a bigger
swimming pool, and the more water you have in the pool the more
liquidity you have, which means that you can interchange the secu-
rities. People can trade them in the secondary market almost as if
they were cash.

Mr. GARRETT. Got it. Okay.

Mr. DEUTSCH. And the positive impact of that is it ultimately
ends up lowering rates for the borrowers because those securities
are that much more valuable.

Mr. GARRETT. And in real simple terms that I can understand,
what that also means to me as a homeowner is what, maybe some-
one on the earlier panel, I forget, said that that means I am able
to, what, lock in my rates to the TBA, is that right?

Mr. DEuTSCH. Correct. If you as a borrower want to be able to
lock your rate in, the TBA market is critical, so that if you go today
and say I would like a mortgage, when you actually get the mort-
gage 90 days from now your rate will be as it was at the day you
asked for it.

Mr. GARRETT. In 9 seconds, does that not also mean that through
to that depth that you also facilitate the extension of the 30-year
mortgage as well?

Mr. DEUTSCH. Correct.

Mr. GARRETT. Great. Thanks for your answers.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair now recognizes the gentleman from Texas, Mr. Green.

Mr. GREEN. Thank you, Mr. Chairman. Also, Mr. Chairman, if I
may, I would like to thank you for the recognition that we showed
earlier today to the former President of South Africa, Mr. Nelson
Mandela. I regret that some of you have been detained possibly
longer than we wanted you to be detained. It was one of those
times when there was a really important event to many of us that
was taking place. So thank you for your patience.

To reward you for being so patient, I am just going to ask one
question and I will give each person an opportunity to respond, a
very simple question. Why, in your opinion, is the 30-year fixed-
rate mortgage important? Why is it important to your constituents,
the people that you serve or represent here today?
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Mr. Calhoun, I will start with you, and I do so with the under-
standing that you do have a constituency and I am sure you have
an opinion.

Mr. CALHOUN. Yes. Quickly, households do not handle interest
rate risk well. As you see in today’s market, if you had a variable
rate loan, they were down as low as 3 percent or less, and within
a couple year period we could be easily looking at rates of 5 per-
cent. That is more than a 50 percent increase in the borrower’s
mortgage payment. Most households don’t fully understand that
and very few of them have the financial reserve and liquidity to be
able to absorb that.

Mr. GREEN. My friend?

Mr. DEuTSCH. I would say what the 30-year fixed effectively pro-
vides to a borrower is they are buying insurance on their interest
rate risk. Instead of paying, let’s say 4% percent, you are paying
4%4, and that differential between 4%2 and 434 is effectively an in-
surance payment, so that 10 years down the road your interest rate
doesn’t go up. But there is a cost to that and ultimately the capital
markets will always provide that service, but, of course, for that in-
surance price cross.

Mr. GREEN. My friend, Mr. Stevens.

Mr. STEVENS. Congressman, first, not everybody necessarily
needs a 30-year fixed-rate loan, but for many families the con-
fidence of knowing that their rate will not go up over time for their
shelter is important. But more so as we look forward, it is going
to be much more important than in decades past. We have gone
from 18 percent back in 1980 to 3 percent several weeks ago. On
a forward-looking basis we are going to have rates rising, so having
that protection is going to be a stability factor, not just for the fam-
ily but for the economy overall.

Mr. GREEN. Thank you. My friend from the builders, Mr. How-
ard.

Mr. HOWARD. In the interest of time, I will associate myself with
the remarks of the three previous speakers. They hit the nail right
on the head.

Mr. GREEN. All right. And we will move next to my friend, Ms.
Sheppard.

Ms. SHEPPARD. The quick answer is that we have a system of
long-term fixed-rate mortgages financed through the stable
securitization, which helps provide stability in the U.S. economy on
the 30-year mortgage. But in addition to that, I would like to men-
tion really quick that this is something our membership asks for.
They demand or want this product, the very members that we
serve. So because we serve them, we go to meet their demand and
we do the 15-year. And it is almost a 50-50 split now.

Mr. GREEN. Thank you. My friend, Mr. Loving?

Mr. LOVING. As well, our customers ask for this product. Not all
customers want this product. I think the real issue is the fixed-
rate. Depending upon whether it would be 10 years, 15 years or 30
years, it is the knowledge of what the payment will be from the day
of origination to the day that they pay the loan off in full.

So I think the key is the fixed-rate component. Again, the 30-
year product is something that is asked for by our customers and
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is something that allows us as community banks to serve our cus-
tomers’ needs.

Mr. GREEN. Thank you very much.

Thank you, Mr. Chairman. I yield back.

Chairman HENSARLING. The gentleman yields back. At this hour,
Ms. ?heppard, I understand that you wish to be excused from the
panel.

Ms. SHEPPARD. Yes, sir. Thank you very much.

Chlairman HENSARLING. Thank you. We will excuse you from the
panel.

The Chair now recognizes the gentleman from California, Mr.
Miller, for 5 minutes.

Mr. MILLER. Thank you, Mr. Chairman.

I keep hearing from investors that they believe we need a vibrant
TBA market for the housing finance system. Mr. Deutsch, what
changes would need to be made in this bill to ensure a vibrant TBA
market would occur?

Mr. DreuTscH. Currently, the TBA market functions because
there is a government guarantee. If you go and you try to take out
a mortgage and you want to rate-lock it on a go-forward basis, the
originator of that mortgage knows that they can sell it. They have
a government guarantee behind it. So fundamentally, what this bill
tries to do is evolve that system from being a government guar-
antee that is a backstop to ultimately the capital markets evolving
in some fashion through the utility, through other methods, to
where the capital markets will effectively provide that insurance,
if you will, in that you want as, a borrower, to be insured that from
the time that you ask for the mortgage until the time you take out
the mortgage, that that rate doesn’t change over time.

So I think like virtually any other financial product, there is al-
ways a price that the capital markets will be willing to charge and
ultimately offer that product to you to be able to rate lock over
time.

Mr. MILLER. If we end the guarantee, will investors continue to
buy mortgage-backed securities in the market?

Mr. DEUTSCH. If you end the guarantee—

Mr. MILLER. Will they continue to invest?

Mr. DEUTSCH. Absolutely, but it will and it does require a shift.
And I think the first panel hit on it a few different points is that
currently, you have a significant amount of rates investors out
there, but you need to shift some of those. And not all of them will
shift. There will be many investors who are rate investors who
won’t magically turn overnight into credit investors. But there will
be some who will shift some of their product from buying rates
products to credit risk products. But ultimately, and I indicated
this in my oral and written testimony, we have to start rebuilding
that credit risk base to be able to get more investors to buy those
credit risk products.

Mr. MiLLER. Okay. A question for the panel. Would it be more
appropriate to avoid shocks in the market to tie the wind-down of
the GSEs to the ramp up of the utility with evidence-based market
and structural triggers and milestones? Mr. Stevens?

Mr. STEVENS. Congressman, I think this is the question that has
been debated a lot today, is can there be a TBA market without
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a guarantee. And I think what Tom alluded to is if the
counterparty ultimately isn’t backstopped by the U.S. Government,
which backs the mortgage-backed security even if the originator
fails and can’t back up their representations and warranties them-
selves, it brings a lot of investment capital from around the globe,
because then all the investor has to worry about is the interest rate
risk. They know what they are buying from a homogenized product
standpoint because it is defined, but what they don’t know is
whether the counterparty will be there to back up that loan, and
having that wrap on it has created that capital flow.

So I think there is an opportunity as a pilot to determine wheth-
er you really can create a TBA market without the backstop, rather
than completely pulling out the supports without knowing yet
whether that system will work. And given the size and scope of it,
which has been discussed today, I think doing this in a measured
way is far more critical to making sure the system could support
any shift to that kind of structure.

Mr. MILLER. That seems to be what I am hearing from a lot of
sources.

Mr. Howard, would you agree with that?

Mr. HOwWARD. I would agree with that, Mr. Miller, and I would
suggest that there might be a TBA market without a government
guarantee, but I think it would be very, very expensive and it
would force a lot of people out of the housing markets.

Mr. MILLER. So you think a wind-down tied to a ramp-up for
verification would be most appropriate?

Mr. HOWARD. Yes, sir.

Mr. MILLER. Mr. Calhoun?

Mr. CALHOUN. A real additional concern is the TBA market, even
if it does exist, is it available to all lenders based on size at com-
parable prices? It is a lot easier for an investor to evaluate what
the counterparty risk is for Wells Fargo than it is for the local com-
munity bank. So the real questions are if you have a TBA market,
which is uncertain, it might be available just for the largest lend-
ers, which we think has adverse consequences, and if it is available
even at all for the smaller lenders, there is almost certainly a tre-
mendous price penalty that they have to pay.

Mr. MILLER. I don’t believe any of us want to see another Coun-
trywide machine who sold these mortgage-backed securities that
couldn’t be unwound. They couldn’t replace the bad mortgages. In-
vestors were just stuck with them. That is why it left a lot of bad
taste in a lot of investors’ mouths today, and I think you, Mr.
Deutsch, what a lot of people who realize that. They thought they
were buying mortgage-backed securities from a GSE and they
weren’t, and they lost tremendous amounts of money.

I yield back the balance of my time.

Chairman HENSARLING. The gentleman yields back. The Chair
now recognizes the gentleman from New Mexico, Mr. Pearce.

Mr. PEARCE. I almost drifted off there, Mr. Chairman. You
caught me just before I was going away.

Mr. Calhoun, you had spent adequate time talking about the no-
doc loans, and I think you articulated the problems with them. Do
you think that the government had any role in those no-doc loans
or was that just sheer, greedy capitalism?



99

Mr. CALHOUN. I think the main role the government had was lift-
ing up the rating agencies, because the rating agencies gave those
no-doc loans a rating that created the arbitrage.

Mr. PEARCE. Okay. Just by point of differentiation from that
point, I have an article here that talks about Countrywide and
doing exactly what you are describing. It also talks about the GSEs
buying them straight from them. And I think that if the GSEs had
not bought those things, I think when Countrywide began to choke
on them in their portfolio, I suspect they would have quit doing it.
But I saw Mr. Franklin Raines make $29 million in one year cook-
ing the books, doing things like this, and James Johnson before
him, $100 million in 10 years, and they were doing Enron-type
stuff, which was cycle the stuff in faster, go get everything you can
get. So I suspect that the government had something to do with
Countrywide’s decision to do that.

Ml; Deutsch, is there a cost to consumers for a 30-year mort-
gage?

Mr. DEUTSCH. Absolutely.

Mr. PEARCE. What would that cost be?

Mr. DEUTSCH. It is simply an insurance payment cost. It is that
if you as a consumer want to lock your rate in for 30 years, the
financial institution of some kind has to be on the other side of
that. They have to say if rates rise, effectively we are going to take
a loss, so we want an insurance payment for that.

Mr. PEARCE. Let me tell you the cost to me. When I bought my
first house it was a trailer house for $4,500. My next house was
a townhouse, brand new for $55,000 when I was about 30. They
asked me 15 years or 30 and they didn’t explain there is a dif-
ference. I had never considered that question at all. I could have
afforded it. It was $400 a month for my $55,000 over 30 years. I
could have afforded the $485, but I didn’t because I just said, well,
I don’t know. I hadn’t thought about it.

I sold my townhouse 15 years later for $55,000. I owed $55,000
still. T would have had it paid clear. So the cost of the 30-year
mortgage to me was $55,000, cash in hand. And so when we are
talking about this sacred product, there are instances where it is
very costly to the consumer.

Mr. Loving, are there products available in the financial market
today that weren’t available, say, back in 1970 or something, finan-
cial products available to the consumer?

Mr. LovING. To the consumer? I would say the products that
were available then are available today. There has just been a
greater utilization of the 30-year fixed-rate mortgage.

Mr. PEARCE. Are there investment mechanisms out there that
couldn’t have been dreamed about 4 or 5 years ago, 10 years ago,
20 years ago?

Mr. LovING. I would say there could be, yes.

Mr. PEARCE. Yes. When I look at the problem we got into, I can’t
dream of my banker back when I was borrowing $2,000 a year for
my 4-H pigs when I was 14, I can’t dream of my banker having
derivatives and stuff like that. Am I correct or maybe—

Mr. LovING. I think from the community bank perspective, you
are exactly correct. Derivatives, swaps, certainly were not in the
vocabulary.
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Mr. PEARCE. Yes, there is all sorts of stuff moving just like this,
because computers make some things available and then we as
people can design things as long as there is a demand. So I just
see this tremendous demand out there in the private market, and
we are being told that the 30-year fixed mortgage would go away.
If the demand is that strong, I just can’t visualize that with all the
magnificent things we do for one-quarter of a basis points for 36
hours that there wouldn’t be some product developed out there.
Maybe I am wrong, but I just have trouble seeing it.

I am going to wrap up with the idea that is there private capital
that will do what we consider to be government functions? And so,
I will just take one of the most explicit government functions,
which is going into space—one giant step for mankind or whatever
that deal was.

Do you think that the private market could or would ever do
that? Just a show of hands altogether. Yes? No? No. No, no, no, no,
no. So let the record reflect that everybody says no.

Let me tell you that the X Prize was set up just to do that.

Mr. CALHOUN. I would say yes.

Mr. PEARCE. They are all yeses. Okay, I'm sorry.

The X Prize was set up because most people would think there
is no way private capital would chase this because there is no in-
vestment return. Yet the X Prize put in 2 years something that
NASA has never done.

Thank you, Mr. Chairman.

Chairman HENSARLING. The time of the gentleman has expired.

The Chair recognizes the gentleman from Wisconsin, Mr. Duffy.

Mr. Durry. Thank you, Mr. Chairman, and again, I appreciate
the panel staying so late, giving us a long day of your time.

I want to talk about the 30-year fixed-rate mortgage. There has
been a lot of focus on that during this hearing. Maybe I will have
you all walk me through your thoughts on this. And, again, just to
review right now, we have our investors in mortgage-backed securi-
ties, they assume the rate risk. The American taxpayer assumes
the credit risk.

Is it everyone’s position on the panel that if we actually have our
investors assume the credit risk as well, they are not smart enough
to price that, and then invest accordingly in our mortgage-backed
securities? Is that the position of the panel?

Mr. DEUTSCH. I wouldn’t take the position that investors are not
smart enough to price the credit risk, no, absolutely not rep-
resenting institutional investors who do it every day.

Mr. DUFFy. All right. Anyone else?

Mr. STEVENS. We do have a history where subprime and no-doc
lending was promoting to an excess and private investors went too
far. So there are imbalances you can have in a fully privatized
market or a fully guarantored market, and it is getting those bal-
ances right that I think ultimately creates sustainability.

Mr. DUFFY. But if we get the balance right, the investors can as-
sess that new credit risk, right? If they get a return on their invest-
ment to assume that risk, they will make that investment along
with the rate risk they are already assuming, correct?

Mr. DEUTSCH. Many can.

Mr. DUFrrY. Mr. Loving, do you agree with that?
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Mr. LovING. I think they can, but I think the question is how
broadly available will the 30-year fixed-rate mortgage be to the
marketplace, and if it is not available, if it is demanded, what im-
pact it would have upon the overall housing market. So it is not
a question of if, it is of how much, and how broadly available it
would be.

Mr. HOWARD. And how much it would cost if it was available to
the consumer.

Mr. DUFFY. But the point you all made earlier to Mr. Garrett,
you said should the Federal Government accurately assess the
credit risk that the government assumes, and you all I think you
shook your head saying, yes, we should all try to accurately assess
that risk, and then Mr. Garrett pointed out that the government
really hasn’t done a very good job of it. But you all agree that we
should try to assess that credit risk and pass it on in the form of
an interest rate hike, of a G fee.

Why can’t the market do the same thing? And why would there
be a significant price differential, Mr. Howard?

Mr. HOWARD. In our conversations with investors and potential
investors and those that do the securitization, what we are told is
that absent the guarantee, the product is viewed as a riskier prod-
uct, purely and simply, and therefore it will cost more to the con-
sumer to put the product on the market.

Mr. DUFFY. And they are going to price that risk, but those are
going to start off at a lower rate because they are not paying G fees
right now, right? They are going to start at a lower rate.

Mr. HOwWARD. Right.

Mr. DUFFY. They will assess the risk.

Mr. HOWARD. Not necessarily.

Mr. STEVENS. The guarantee fee is the guarantee on that mort-
gage-backed security that comes where a AAA rating. So the guar-
antee fee reduction is offset by the fact that the value of the secu-
rity is greater. In fact, Tom Deutsch was talking about how that
is actually crowding out private capital from competing. So that
execution difference is legitimate.

Mr. CALHOUN. And can I add just very quickly, I have bought
mortgage pools. It is very complex. Mortgages are not cookie-cutter
all-alike borrower significant. It is hard to assess the risk on pools
that are relatively small. There are huge economies of sale—

Mr. DUFFY. But if you get the standardization right, you should
be able to, right?

Mr. CALHOUN. In lending by having large issuances that make
the system work. On small deals, there are tremendous price pre-
miums that are added because of the work and the economies of
scale.

Mr. DUFFY. Very well. And I guess we have a lot of things, Mr.
Calhoun, we disagree on. I don’t know that the panel would agree
that 95 percent of current mortgages would fit the QM rule, but we
will leave that alone right now.

I guess I would just point out, you look at why we are here.
Again, I am going to make the same point. Dodd-Frank, massive
financial reform, and it left Fannie and Freddie alone, didn’t ad-
dress a significant portion of the cause of the 2008 crisis. I would
argue that it hasn’t lowered the cost of mortgages, hasn’t increased
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access to credit, and it is causing a lot of problems in the market
that we are trying to also resolve in this bill. So though we are
here today, frankly we should be reviewing policies that our friends
across the aisle had included in Dodd-Frank and trying to tweak
them instead of starting from scratch.

But, again, I want to be clear to all of you here. I want to make
sure coming from small town America, rural Wisconsin, that our
small community banks and our credit unions have the ability to
aggregate and securitize their loans effectively, and I want to make
sure we continually work together to make sure that we have a
process in place that that will absolutely work for us.

I yield back.

Chairman HENSARLING. The time of the gentleman has expired.

The ranking member?

Ms. WATERS. I have a unanimous consent request. I would like
to enter into the record a letter from a number of organizations
who have indicated some concerns.

Chairman HENSARLING. It will all come in under general leave,
and without objection.

I would like to thank all of our witnesses again today for their
testimony, and for their patience.

The Chair notes that some Members may have additional ques-
tions for these panels, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

This hearing is adjourned.

[Whereupon, at 7:50 p.m., the hearing was adjourned.]
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Chairman Hensarling, Ranking Member Waters, and distinguished members of the
Committee, I thank you for the invitation to appear at today's important hearing. I am Mark
Calabria, Director of Financial Regulation Studies at the Cato Institute, a non-profit, non-partisan
public policy research institute located here in Washington, D.C. Before I begin my testimony, 1
would like to make clear that my comments are solely my own and do not represent any official
positions of the Cato Institute. In addition, outside of my interest as a citizen, homeowner and
taxpayer, [ have no direct financial interest in the subject matter before the Committee today, nor

do I represent any entities that do.

Let me first commend the Chairman, and the Committee staff, for their efforts in crafting
the “Protecting American Taxpayers and Homeowners (PATH) Act.” Rarely docs Congress so
directly, clearly and accurately identify a problem and craft a solution actually addressing the

problem.
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Need for Reform

It should be beyond dispute that our nation’s system of residential mortgage finance is
badly broken. A few tweaks here and there will not suffice. Major structural reform 1s needed.
Never again should the taxpayer be forced to pay tens of billions to bail-out the mortgage finance
industry. It is well worth remembering that the most recent bailout is not the first. The Savings
and Loan crisis of the 1980s was essentially a taxpayer financed bailout of the mortgage-finance
and housing sectors. We cannot leave the taxpayer holding the bag the next time the housing
market goes boom and bust, which it will. We have not ended either the business cycle or the

related housing cycle. If anything, our current system has madc thosc booms and busts worse.

Let us also make no mistake. The recent recession, from which we are still recovering,
was a dircct result of the boom and bust in our housing market. This boom and bust was caused
by, among other policy mistakes, our current systcm of mortgage finance. Eight and half mithion
workers lost their jobs in the recent recovery. We are still 2.5 million jobs below the peak, and
that cxcludes population growth. Housing starts fell around 1.7 million units on an annual basis.
I could go on, but we arc all aware of how painful the rceent recession has been. Perhaps the
most painful part was that the recession was avoidable. Had we a diffcrent system of mortgage
finance, we could have avoided much of the pain of the rceent years. If we choose to retain the
current system or make only cosmetic changes, we guarantee a repeat of the recent

recession. I believe such would be the height of irresponsibility.

This summer sadly marks the tenth anniversary of the discovery of Freddic Mac’s
accounting scandal, which led to the recognition of widespread regulatory failings at Freddie,

Fannie and at their previous regulator OFHEO. Unfortunately, efforts to reform the regulatory
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structure of Fannie and Freddic failed until 2008, which by then was too little, too late. Even
what was passed in the Housing and Economic Recovery Act of 2008 (HERA) has been, in part,
ignored. HERA cstablished a receivership mechanism that, if used, could have protected the

taxpayer from foss. As we all know, it was not used.

While the eventual failure of Fannie and Freddie scemed a foregone conclusion to me by
2004, perhaps others can be forgiven for believing we had defeated the business cycle and that
housing prices would soar forever. It is hard to cither understand or forgive such a position
today. Those who argue for the status quo, or only cosmetic changes to it, would take us back

down the painful path of financial crisis and rcccssion.

We should also remember Fannic Mae and Freddie Mac were two of the largest corporate
financial restatements in history. Thesc were not innocent companies sunk by a hundred year
storm. Both companies were deeply corrupt—a depth of corruption that can only result from
their protected, entrenched status. Bear Stearns, Lehman Brothers, and Countrywide arc all
gone. Fannie Mac and Freddie Mac merit the samc fatc. In so many ways, Fannie Mac and
Freddie Mac have been and continue to be emblematic of what is broken in both Washington and
corporate America. If we cannot end entitics so obviously broken as Fannie Mac and Freddie

Mac, then we have almost no hopc in addressing other pressing issues that face our country.
There’s no “need” for a guarantee

Objections to the climination of Fannie Mae and Freddic Mac often assert that such
would be “dangerous” because our mortgage market needs a government guarantee to function.
Such an assertion is false on a variety of fronts. First, our mortgage market is characterized by

several government backstops besides Fannic Mac and Freddie Mac. The Federal Reserve has
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purchased trillions of dollars in mortgage-backed sccuritics. The Fed’s 13-3 powers were also
used to support assct-backed commcercial paper funding non-mortgage debt during the crisis. In
addition, we have the Federal Housing Administration (FHA), Government National Mortgage
Association {GNMA), and the Federal Home Loan Banks (FHLBs). Onc could argue that
deposit insurance for banks and thrifts also scrves as a backstop for the mortgage market. While
1 would eliminate or rol} back most of these interventions, that does not change the fact they are
indeed there. Even in the absence of Fannie Mae and Freddie Mac, our mortgage market

maintains considerable governmental support.

Further proof of the mortgage market’s ability to function without Fannic Mae and
Freddie Mac is the existence of the jumbo mortgage market. Thirty-year fixed-rate financing is
readily available at affordable rates in the United States without the backing of a government
sponsored enterprise. A handful of lenders today offer jumbo rates that do not differ from
conventional mortgage rates. If a government guarantee was essential, we would expect the
jumbo market to be relatively small compared to the rclevant portion of the housing market. It is
not. Homes valued above the current FHA high-cost limit are about 4 percent of the overall
housing market, whereas the jumbo market is currently around 5 percent of the mortgage market.
Homeowners in the jumbo markct are actually more likely to have a mortgage than thosc whose
homes fall under the conforming limit. Families with incomes placing them in the likely
category of jumbo borrower arc also more likely 1o be homeowncrs than other families. The
notion that without Fannie Mae and Freddie Mae we would be a nation of renters is simply

pure fiction.

Homeownership rates, with the cxception of the recent boom, had stabilized in the low 60

percents in the beginning of the 1960s. By 1969, the national homeownership rate reached 64.3
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percent. At this time, the pereent of mortgages securitized was in the low single-digits and the
secondary market was irrclevant. Over 70 percent of mortgages were held on the balance sheets
of depositories, with the remainder largely held by insurance companics. From 1982 to 1992,
securitized mortgages increased from around 10 percent to just over 50 percent of the mortgage
market. This, however, was a time of stagnating-—cven declining—homeownership. Even
during the temporary boem in homcownership, from 1995 to 2004, the percentage increase of
mortgages securitized was relatively modest. It is impossible to objectively examine the last
30 years of data and conclude that the creation of the U.S. secondary mortgage market has
any noticeable long-run impact on homeownership rates.

Percent Home Mortgages Securitized
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Nor docs the data support the notion that the growth of Fannie and Freddic actually

lowered mortgage rates relative to Treasurics. In the decade before the growth in securitization,
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between 1971 and 1981, the spread of the 30 year fixed over the [0 year Treasury was 1.56.

From 1982 until the financial coisis in 2008, that spread averaged 1.72.

Onc thing that the growth of Fannie, Freddie, and the sccondary mortgage markct has
achicved is a massive increasce in the leverage of our mortgage finance system. As illustrated
below (from IMF), the growth of securitization , along with development of the Base] capital
standards has greatly reduced the amount of corporate equity standing behind our mortgage

market.

Balance Sheet Profiles for 10 Large Publicly Listed Banks
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The combination of Fannic Mac, Freddie Mac, and the Basel capital accords resulted in a
mortgage market that in 2006 was leveraged almost 60 to 1 on the part of financial institutions.
Even a mortgage market consisting solely of prime, high-quality mortgages would have resulted

in losses given that cxcessive leverage. Had all mortgages been held as whole loans on the
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balance sheets of depositorics, the system would have included an additional $214 billion in

capital in 2006.

An important lesson gleancd from the financial crisis is that risk will flow to the feast-
capitalized segment of the market. The fact that Bear Stearns was leveraged over 30 to 1 has
received considerable notice by both academic and journalist commentators. Sadly, that the
Fannie and Freddie guarantee business was leveraged over 200 to | receives far too little

attention. This was a system destined to fail, and fail it did.

Another rationale given for the continued existence of Fannie and Freddie is the 30 year
fixed-rate mortgage. Let me be very clear: the 30-year mortgage exists in the jumbo market. Tt
would exist without Fannic or Freddie. Borrowers choose mortgages bascd upon their relative
costs. In much of Europe, adjustable-rate mortgages are priced more attractively than fixed rate
mortgages. This is due, in considerable part, to the worse record of European central banks on
the issuc of inflation. For instance, in Italy from 1969 until the adoption of the Euro, inflation
averaged nine percent per year with wide fluctuations year to ycar. With such an crratic
macroeconomic environment, lenders will only offer fixcd-rate financing at considerable cost.
As bad a record as the Federal Reserve has, by the standards of Europe, it has done relatively
well. The future of the 30-ycar mortgage in the United States depends less on Fannie Mae and

Freddie Mac and morc on the behavior of the Federal Reserve.

One should also recognize that long-term fixed financing is readily availablc for the auto
loan market. Scven year auto loans are readily available at affordable rates without the support

of a government sponsored cnterprise. They are cven available at loan-to-value ratios that mirror
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thosc found in the mortgage market. The notion that such financing would not be made availablc

in the mortgage market absent a government sponsored enterprisc is, again, a pure fiction.

It is also worth noting that the auto market, without a govermment sponsored enterprisc,
recovered more quickly than the housing market. As the chart below illustrates, vehicle sales
followed a similar path to that of home sales. Not surprising, since the decision to purchase a car
is made with similar concerns as that of purchasing a home. But where the auto market began
recovering in 2009 and 2010, the housing market continued to limp along. Whilc any
comparison is imperfect, the performance of the auto market suggests that a government

guarantee is not needed, even during a recession.

- TOTALSA {Left}
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On other occasions, the Committee has heard how other countries manage to provide

long-term fixed-rate affordable mortgage financing without government sponsored enterprises
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and do so with homeownership rates often above that of the United States. As those facts arc
clear, I will not repeat them here, only to note many other countrics have far better functioning
mortgage markets with similar or better results than the U.S. without such an extensive cost to

the taxpayer and to the cconomy.

Of course, that might be the most important point to remember. Despite all the massive
subsidies and distortions, the truth is we have very little to show for it. We know onc must breal
some cggs to make an omelct, but at some point it becomes to reasonable to ask “Where’s the
omelet?” Fannie Mac and Freddic Mac have delivered almost nothing in terms of increasing the
long-run homcownership rate. They haven’t even narrowed the homeownership gap between
white and African-American houscholds. At the height of the bubble in 2007, homeownership
rate for whites was 76.5 percent, while that for African-Americans was 54 percent, leaving a gap
0f22.5 pereent. In 1910, before the creation of FHA, Fannic Mae, or Freddic Mac, that gap was
23.5 percent. In more than one hundred years, the ditference in white and African-American
homeownership rates has decline a whole 1 percent. 1 must note that the gap had narrowed to
18.8 percent by 1980—before the massive growth of our agency-driven secondary mortgage
market. The simple fact is that the growth in Fannie Mae’s and Freddie Mac’s market share has
been associated with a growing (worsening) gap between the homeownership rates of whites and
African-Americans. Only if the purpose of Fannie Mac and Freddic Mac was to worsen existing

economic inequalities could you cven try to call thesc companies “successes”.

Nor has the homeownership gap improved by income. In 1994, the gap in
homeownership rates for families with incomes above the median, compared to familics below,
was 30.4 percentage points. In the first quarter of 2013, that gap is 30.0 percentage points. That

gap actually worsens during the boom to a high of 32.3 in the first quarter of 2004. Again, our

10
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current mortgage-finance policies have, if anything, increased cconomic inequality in America,

not redueed it. Fannie and Freddic have managed to be both inefficient and unjust.

Ultimately what our current mortgage finance polices have wrought is a massive increasc
in household debt with little to show for it. As the following graph illustrates, the
homeownership rate has stagnated since 1960, yet the average mortgage debt to home valuc has
dramatically increased. In 1960, our housing market was one of cquity, rather than debt. In fact,
before 1960, a majority of owners owned their homes free and clear with no mortgage at all.

Today, owners have Icss than 30 percent cquity, on average.
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Rather than producing a nation of homeownecrs saving wealth to pass along to their

children, we have created a nation of families drowning in debt. While most families dream of

11
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becoming homeowners, 1 suspect few dream of becoming highly leveraged. The primary result

has simply been to push up home prices beyond the reach of many families.

Ending Too-Big-To-Fail

As the Committee is well aware, the problem of too-big-to-fail financial institutions
continues to distort our capital markets. Fannic and Freddic are the poster-children for TBTF.
Freddie is close in size to both Citibank and JP Morgan. If we are not willing to resolve Freddie,
which is far less complex than either Citibank or JP Morgan, then I believe market participants
will continuc to view our largest banks as TBTF. In order add credibility to efforts to end TBTF,

the place to start is Fannic Mace and Freddie Mac.

PATH Act

Given the urgent need to climinate Fannie Mae and Freddie Mac, 1 want to commend the
Chairman for putting forth legislation that does so. First a few general comments. Even if the
PATH Act were enacted, our mortgage market would still be characterized by considerable and

excessive government intervention. A freer mortgage market, yes. A free mortgage market, no.

As someone who has closely studied our housing and mortgage markets for almost two
decades, I believe that the long-run impact on homcownership and mortgage rates would be
insignificant. That said, there is considerable potential to protect the taxpayer and increase

financial stability.

First, the elimination of Fannic and Freddic is essential. Given the ability to “run” the

companies while in receivership, I would suggest to the Committee that an additional five years

12
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of conservatorship is unnccessary. A two-year lead would give FHFA more than sufficient time

to prepare for a receivership.

The reduction in GSE/FHA loan limits should also be accclerated. According to the
Census Bureau’s American Community Survey, the U.S. median home value (2011) was
$173,600. The Census Burcau reports that only about 25 percent of homes are valued more than
$300,000. To be blunt, the foan limit reductions in PATH are modcst, at best, and would
continue to eave the vast majority of the housing market at the backing of the government. A
loan limit of $525,500, as ultimately envisioned by the PATH Act, still covers around 90 percent

of the U.S. housing market. A more reasonable number would be closer to $200,000.

I especially want to commend the Chair’s inclusion of reforms to stop attempted abuses
of eminent domain. While ] would like to sec such provisions extended beyond the mortgage
space and protect all homeowners, the included prohibitions are an important step. According to
the Census Bureau’s American Housing Survey, between 30,000 and 40,000 families are
displaced from their homes cvery year due to some governmental action. Around a quarter of
these families live below the poverty level, and about half arc African-American familics. When
the government takes someonc’s home, it is disproportionately the home of someone lacking the
political power to fight back. I would urge the Committec to consider the issuc of eminent

domain more broadly in its future deliberations.
FHA Reform

Fannie and Freddie may be the weakest links in our mortgage finance system, but they
are not the only weak links. The Federal Housing Administration (FHA) poses a considerable

risk 1o the taxpayer. Eliminating Fannie and Freddic without FHA reform runs the very real risk

13
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that shoddy lending flows from the GSEs into FHA. We already witnessed a migration of
subprime from GSEs and private label into FHA after the onsct of the financial crisis.

Additional FHA reforms are cssential. Over two years ago (May 25, 2011), I made a number of
suggestions to thc Subcommittee on Insurance, Housing & Community Opportunity regarding
FHA reform. I refer the Committec to that testimony for my views on FHA rceform. I would add
only two comments to that testimony. First, it is cncouraging to sec a few of my suggestions on
FHA reform surface in the Chairman’s bill. Sccond, there are a handful of issues on FHA wherc
I believe the Chairman’s draft should go further. Foremost among these is the need for greater
down-payments in FHA. Under PATH, first-time buyers will still be ablc to get an FHA loan
with only 3.5 percent down. I recognize a number of other needed reforms have been included
in the bill, but I would urge the Committee to consider increasing FHA’s down-payment
requirements beyond those already in the bill. Again, I want to commend the many necded and

important changes to FHA contained in the PATH Act.

One must also recognize that our mortgage finance system is a “house of cards”—the
GSEs were the largest distortion in this market but certainly not the only one. While the Basel
capital changes and other reforms in Title IV arc helpful, 1 believe we would achieve greater
financial stability by abandoning the Basel process altogether and adopting flat, but high, capital

standards for banks.
Conclusions

I thank the Committee for inviting me to offer my thoughts on mortgage finance reform.
As the Committce will note from my biography, | have spent most of the last two decades

involved in various aspects of housing and mortgage finance policy. Without a doubt, I believe

14
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housing is a critical component of our cconomy. Moreover, I believe that housing is one of the
basic necessities of life, if not the most important. Without stable, decent, and affordable

housing, many other goals in life become quite difficult, if not impossiblc, to achieve.

With that in mind, our current system of mortgage finance has not helped facilitatc the
dream of affordable, accessible homeownership. Our current system has largely encouraged
families to become highly leveraged, Ieaving both themsclves and our overall economy at greater
risk. Our current system has not resulted in longer term gains in homeownership. It is far past
time we recognize the failures of our current system and move toward a hetter system that

cffectively serves homcowners and taxpayers.

Examples of stable rcliable long term funding can be found in many contexis, including
our jumbo mortgage market. Long-term affordable financing is also found in our auto market, as
well as in the mortgage markct of other developed countries. This funding is and can be
provided without a government backstop. The subsidies provided via Fannie Mae and Freddie
Mac werc largely captured by the companies themselves and various scrvice providers in the real
cstate and mortgagc industries. T have zcro doubt that the existence of Fannie Mac and Freddie
Mac has made us considerably poorer as a country. We would have been better off if they had
never cxisted. While it is unfortunate that Washington lacked the forcsight to correct that error
in the past, we now have the opportunity to chart a path forward that is more efficient, cffective

and just.
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Good Afternoon Chairman Hensarling, Ranking Member Waters and Members of the
Committee. Thank you for inviting me to testify at today’s hearing on how to ensure that
American families can obtain sustainable mortgages in a future mortgage finance system.

I am President of the Center for Responsible Lending (CRL), a nonprofit, nonpartisan
research and policy organization dedicated to protecting homeownership and family
wealth by working to eliminate abusive financial practiees. CRL. is an affiliate of Self-
Help, a nonprofit community development financial institution. For thirty years, Self-
Help has focused on creating asset-building opportunities for low-income, rural, women-
headed, and minority families, primarily through financing safe, affordable home loans
and small business loans. In total, Self-Help has provided $6 billion in financing to
70,000 homebuyers, small businesses and nonprofit organizations and serves more than
80,000 mostly low-income families through 30 retail credit union branches in North
Carolina, California, and Chicago.

The mortgage finance system should have a balance of eonsumer protections that prevent
abusive lending practices and policies that prioritize access to sustainable credit. The
Protect American Taxpayer and Homeowners Act (PATH Act) meets neither of these
goals. Instead, the PATH Act would result in affirmative harm on both accounts. My
testimony will make the following points:

o First, the PATH Act eliminates any government guarantee for eligible mortgages
for most families, which would make the 30-year fixed-rate mortgage a product ot
the past. As a result, families striving to own their own home would face
restricted access to credit, and fewer would become homeowners. Those able to
obtain mortgages would end up with less affordable, less stable, and shorter-term
mortgage financing. The PATH Act’s creation of a unified utility to provide a
securitization platform for issuers is a constructive contribution to the mortgage
finance discussion, but it falls significantly short of sufficient housing finance
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reform given the other provisions of the Act. Importantly, small lenders such as
community banks would still be squeezed out of the mortgage market under this

regime.

» Second, on top of curtailing the 30-year fixed-rate mortgage, the PATH Act
would fundamentally alter the FHA program and limit the number of families able
to obtain FHA-insured mortgages. The PATH Act’s approach to FHA reform is
death by a thousand programmatic changes, with the cumulative effect being a
much more restricted and expensive program that would likely have difficulty
fulfilling its mission and meaningfully serving borrowers.

s Third, the PATH Act also strikes critical mortgage reforms included in the Dodd-
Frank Act, which invites a return to the predatory and abusive lending that
proliferated during the late 1990°s and 2000’s. Instead of learning from the
subprime meltdown, housing downturn and foreclosure crisis, this legislation
would allow the private label securities market to return to its old, harmful and
reckless ways.

I The PATH Act Would Curtail the 30-Year Fixed-Rate Mortgage.

Middle-class families across the country depend on having a 30-year fixed rate mortgage
in order to build wealth and, at the same time, make cnds meet. Borrowers with fixed-rate
mortgages benefit from having stable mortgage payments for the life a loan. This
prevents the kind of payment shock that can happen when borrowers take out an
adjustable rate mortgage and interest rates increase. Borrowers also benefit from having
mortgage payments spread out over 30-years, which makes the payments more affordable
than a 10 or 15-year term. On top of these budgeting benefits, by enabling borrowers to
become homeowners, the 30-year fixed rate mortgage helps borrowers build wealth
through growing home equity. According to the Pew Research Center, “[a]Jmong
households with net worth of less than $500.000, just 33% of their wealth comes from
financial assets and 50% comes from their home.”'

The 30-year fixed-rate mortgage — and the benefits this product provides to borrowers —
would be scare without the availability of a government guarantee, This guarantee makes
it possible to securitize mortgages through the so-called To-Be-Announced (TBA)
market, which is a standardized system for investors to purchase securities with

' See Richard Fry and Paul Taylor, A Rise in Wealth for the Wealthy; Declines for the Lower 93%, Pew
Research Center (April 23, 2013) {available at http:/www pewsocialtrends.org/2013/04/23/a-rise-in-
wealth-for-the-wealthydeclines-for-the-lower-93/1/).
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mortgages that meet specified underwriting standards. Investors bear the interest rate risk
of these investments, rather than the credit risk, which is borne by Fannie Mae and
Freddie Mac. Without this guarantee of timely payment of principal and interest
investors would likely not purchase these securities. Additionally, without the TBA
market, borrowers would be unable to get rate locks on their mortgage, transactions
would take more time, and loan prices could vary significantly by geographic location.
Not only would borrowers have difficulty getting a 30-year fixed-rate mortgage, but
restricted access to credit would make it more difficult to get any kind of mortgage

product, and that mortgage would be more expensive.

A future mortgage finance system must include an on-going, explicit, and actuarially
sound government guarantee in order to preserve the 30-year fixed-rate mortgage. While
systems should be designed to alleviate unnecessary risk as much as possible,
government has an appropriate role to play in the event of a housing market crash. Given
the reality that the Federal government will bear the risk of stepping in during a housing
market crash, this risk should be accounted for up front and priced accordingly.

Yet, the PATH Act would eliminate a government guarantee and require investors to take
on credit risk when purchasing mortgage-backed sccurities. This would have a dramatic
effect on access to credit. Instead of expanding access to credit at a time when the
average denial on a conforming loan is for a borrower with a FICO score of 734 and
willing to put 19% down, the PATH Act, would make credit more scare and more
expensive for borrowers.? As a result, housing prices would likely decline due to reduced
demand. This could ultimately push many homeowners underwater on their mortgages
and increase default rates. Additionally, private capital would likely pull even further
back — instead of facilitating stable aecess to credit - during times of economic or
housing market stress. The end result would be destabilizing the housing market and
limiting homeownership to wealthier households.

Furthermore, although this portion of the bill does not explicitly address down payment
requirements, it would result in very restricted access to credit for borrowers with smaller
down payment amounts. Given that investors would assume credit risk of securities under
the PATH Act, investor capital would prioritize borrowers with very high down payment
amounts in an effort to make this credit risk as insignificant as possible. Prioritizing these
lower LTV borrowers would box out lower-wealth borrowers — including many
borrowers of color — who are capable of being successful homeowners but lack access to
reserves. Extensive experience demonstrates that responsibly underwritten lower-down

* See Kenneth Harney, Mortgage lenders set higher standards for the average borrower, The Washington
Post (September 28, 2012) {available at hitp://articles. washingtonpost.com/2012-09-
28/news/35495052 1 fico-score-mortgage-lenders-debi-to-income).
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payment mortgages perform well and provide critical homeownership opportunities for
households.?

The PATH Act would also harm smaller lenders. The creation of a utility with a
standardized securitization platform is laudable, but it is not sufficient to provide smaller
lenders with equal access to the secondary markets. As a result of the PATH Act. smaller
lenders would no longer have access to a liquid and efficient TBA market that can
provide cash payments to purchase their foans. And, under the PATH Act’s utility
platform, there is no guarantee that aggregators and issuers will even use the utility, much
less purchase from smaller lenders. Instead, aggregators and issuers could purchase from
larger originators, because this would streamline the securitization process. Providing the
Federal Home Loan Banks (FHLB) with the authority to act as aggregators also is not
enough to place smaller institutions on equal footing under this system. First, this
authority is voluntary for the FHLBs to use. Second, even when aggregated, securities
built with loans from smaller lenders likely will not be as liquid as those aggregators
drawing from larger lenders, which would result in unfavorable pricing. Additionally,
section 312 of the PATH Act requiring that the privately-owned utility not adopt policies
or procedures that disadvantage smaller lenders would be of little value in a system that
makes it impossible for smaller lenders to have equal footing with their larger
competitors.

Lastly, in the event of a borrower going into default on their mortgage, the PATH Act
would make it difficult for borrowers to get a loan modification and likely that investors
will face high foreclosure losses. As has been the case throughout the foreclosure crisis,
borrowers with mortgages in privaic label securities are often unable to get loan
modifications even though modifications would also provide a better return for the
investor compared to a foreclosure.

II. The PATH Act Would Limit FHA Lending and Restrict Access to Credit
for Borrowers.

FHA has played a critical role during the housing crisis and the economic downturn by
providing credit to families who otherwise would not have been able to buy homes. In
2011, 27% of homes were purchased with an FHA insured mortgage.* An even higher
percentage of African-American and Latino homebuyers have recently used FHA

* See generally Quercia, Freeman and Ratcliffe, Regaining the Dream: How to Renew the Promise of
Homeownership for America's Working Families, UNC Center for Community Capital (2011)

*U.S. Department of Housing and Urban Development, Annual Report to Congress Fiscal Year 2012
Financial Status FHA Mutual Morigage Insurance Fund, (November 16, 2012) (available at
http://portal.hud.cov/hudportal/documents/huddoc?id=F 1 2MMiFundRepCong1 116 12.pdf).
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financing — in 2011, 50% of African-American borrowers and 49% of Latino borrowers
used an FHA insured mortgage to purchase their home.”

This access to FHA-insured loans during a time of otherwise restricted access to credit
has not only helped new home owners, but has also helped stabilize neighborhoods and
communities and boost the economic recovery overall. According to 2010 estimates from
Moody’s Analytics, FHA-insured lending during the housing downturn stopped home
construction activity from dropping another 60% and housing prices from going 25%
lower.’ Moody’s caleulated that the cost of such a retraction would have resulted in an
additional 3 million lost jobs and an almost 2 percent reduction in gross domestie
product.” It is essential that FHA continue to fulfill its role in the housing market,
especially as the recovery continues.

There are improvements that should be made to help improve FHA solvency, but that can
be done without these harmful reforms. The PATH Act makes a myriad of changes that
taken together would unnecessarily restrict who can obtain an FHA-insured mortgage and
would result in a limited number of mortgages being originated with FHA insurance.
These changes include reducing the FHA insurance level from 100% to 50% overa 5
year period, requiring additional risk sharing, imposing means testing for some
borrowers, restricting mortgage amounts eligible for FHA insurance, mandating specified
down payment requirements, and imposing added-cost accounting measures that will
make FHA mortgages less affordable.

The collective impact of these changes would substantially reduce the effectiveness of the
FHA. First, scaling back the guarantee would make FHA mortgages less affordable and
less available for borrowers. Instead of providing an efficient and lower-cost 100%
guarantee, the PATH Act would impose higher costs on borrowers by requiring investors
to determine and bear part of the credit risk of these securities. In addition to affecting
pricing, this would also significantly dampen if not all together climinate investor interest
in purchasing securities of FHA mortgages. This change — especially when considered in
tandem with the PATH Act’s elimination of the government guarantee in place for
Fannie Mac and Freddie Mac securities — would result in a mortgage market with
radically reduced access to credit.

f1d

¢ See John Griffith, The Federal Housing Administration Saved the Housing Market, Center for American
Progress at 4 (October 11, 2012) (citing Moody’s Analytics unpublished estimates from October 2010)
(available at http://www.americanprogress.org/issues/housing/report/2012/10/11/40824/the-federal-
housing-administration-saved-the-housing-market/).

Td.
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Second, the PATH Act would impose overly restrictive eligibility requirements that
provide unnecessary complexity in administering the program. Limiting eligible
homebuyers to either first-time homeowners or households below either 115% or 150%
of area median income could impact overall FHA pricing and restrict families from
obtaining mortgages during periods when access to credit is otherwise restricted. The
current mortgage market highlights this very real risk. While the PATH Act includes a
provision allowing for countercyclical insurance authority, this structure is not only
cumbersome but could be ineffective in mecting its stated goal. Additionally, the PATH
Act would also reduce FHA loan limits in a way that could unnecessarily limit home
purchases for borrowers. The PATH Act reduces the maximum FHA [oan limit to the
Jower amount of either 115% of the Area Median Home Price or 150% of the threshold
established for GSE mortgages in high cost areas, which is currently $625,500.

Third, the PATH Act would require the FHA to use inappropriate, added-cost accounting
that uses the private sector’s cost of funds instead of the government’s to make credit
programs appear more expensive than they truly are. This type of “added-cost”
aecounting results in a misstatement of the agency’s true financial position and would
under most circumstances make FHA-insured mortgages more expensive for borrowers.

III.  Consumer Protections that Will Prevent Future Lending Abuses and
Crises Should Not Be Weakened or Eliminated.

In addition to reducing access to credit, the PATH Act would increase reckless lending.
Passage of this bill would allow many lenders to originate loans without regard to the
borrower’s ability to repay the loan and without verifying income, assets and debts. For
those loans still subject to the Ability to Repay and Qualified Mortgage standards under
the PATH Act, the bill would delay CFPB regulations and create loopholes in the points
and fees definition. Eligible borrowers would be restricted in challenging a mortgage
where the lender intentionally originated a mortgage the borrower could not afford. High-
cost loan protections would be weakened. Requirements for timely mortgage disclosures
to borrowers would be undermined. Capital requirements would be delayed. Regulators
would have compromised authorities to properly supervise institutions. In effect, lenders
and originators could return to lending in a market that would be primed to repeat the
failures of the past.

The Title X1V provisions of the Dodd-Frank Act that would be repealed by the PATH
Act are critical mortgage reforms that will prevent future mortgage lending abuses and
crises. In fact, if the reforms in Title XIV had been in place earlier, there never would

have been a lending crisis and subsequent housing market crash, and mitlions of
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Americans would not have lost trillions of dollars of wealth or their jobs. Rather than
stifling legitimate lending, these reforms will provide a level playing field and sensible
rules of the road so that we will avoid the constriction of credit we're facing now that
invariably follows a crisis. These are reforms for the long-term to prevent future abusive
lending and foreclosure waves from resurfacing. Undoing these protections through the
PATH Act would send borrowers back to a marketplace where short-term gains prevail
over the long-term financial stability of both our markets and household balance sheets.

Iv. Conclusion

In summary, reform of the housing finance system is certainly needed. However, the
PATH Act would unduly reduce mortgage access, raise costs and limit options for
American families. It would also disadvantage community banks and other small lenders
and produce lower economic growth for the whole economy.
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Introduction & Summary of Testimony

Chairman Hensarling, Ranking Member Waters and distinguished Members of the
Committee, my name is Tom Deutsch and as the [Executive Director of the American
Securitization Forum (the “ASE™', 1 very much appreciate the opportunity to testify here
regarding the proposed “Protecting American Taxpayers and Homeowners Act™ (“PATH Act™).
on behalf of the hundreds of ASF member institutions who originate, structure, trade, service,
invest® and serve as trustee for residential mortgage-backed securities (“RMBS™) and asset-
backed securities (“ABS™) created in the United States, including those backed entirely by
private capital as well as those guaranteed or insured by public entities such as Fannie Mae and
Freddie Mac (the “Government-Sponsored Enterprises™ or “GSEs™) or the Federal Housing
Administration (“FHA™).

ASF strongly supports the introduction of the PATH Act, as its proposal should continue to
fuel what we hope to be a tangible, constructive dialogue to resolve the future of U.S housing
finance reform. We strongly advocate that this dialogue culminate sooner rather than later in
answering the core question of what the federal government will do with the GSEs. For the five
years since the onset of the GSEs® conservatorship. the mortgage reform dialogue has been, in
our opinion, far too theoretical. As ASF testified in 2010° and in 2011* regarding
Congressman’s Garrett’s introduction of the Private Mortgage Market Investment Act, we have
been strong supporters of turning this theoretical debate into tangible legislation. While ASF and
others all along the political spectrum will likely propose changes to this discussion draft, we
believe this bill, along with the recent introduction of GSE and FHA reform bills in the U.S.
Senate, serve as conerete steps towards comprehensively restructuring the currently misguided
U.S. housing finance system that relies on the U.S. government to backstop over 90% of
residential mortgages made in this country. No other country in the world, small or large, has
ever put their taxpayers in such an extreme backstop position. We believe Congress must take
steps to substantially reduce the government’s role in mortgage finance. This must be done
responsibly so that greater dislocation does not occur within our nation’s fragile housing market
through materially reduced access to credit and/or impairment of value of agency and private-
label RMBS. There are many aspects of the PATH Act that work toward this goal and that ASF
strongly supports.

' The American Securitization Forum is a broad-based professional forum through which participants in the U.S.
structured finance market advocate their common interests on important legal, regulatory and market practice issues.
ASF includes hundreds of member firms, including issuers, investors, servicers, financial intermediaries, rating
agencies, financial guarantors, legal and accounting firms, and other professional organizations involved in
structured finance transactions. ASF also provides information, education and training on a range of structured
finance market issues and topics through industry conferences, seminars and similar initiatives. For more
information about ASF, its members and activities, please go to www.americansecuritization.com.

* The preponderance of investors in the structured finance market are institutional investors, including mutual funds.
money market funds, pension funds, banks, insurance companies, hedge funds and sovereign wealth funds.
Although these direct market participants are institutions, many of them, such as pension funds and mutual funds.
uftimately invest on behalf of individuals and their retirement savings. ASF investor member institutions have
outstanding RMBS assets under management measured in the trillions of dolars.

* See http://www americansecuritization.com/uploadedFiles/ ASF_HFSC Testimony_09.29.10.pdf.

* See http//www.americansecuritization.com/uploadedFiles/ASF_Private Morigage Testimony 11 3 11.pdf.
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In the testimony that follows, we make the following key statements:

I, Short-Term Transition to More Private Capital—ASF is strongly supportive
in the ncar term of ratcheting down the federal government’s involvement in the
U.S. housing finance system through gradual reductions in loan limits.
appropriate increases in guarantee fees and the GSEs” issuing material amounts of
their securities that expose investors to credit risk of the underlying mortgages. In
an April 2013 ASF White Paper.” we provide substantially more detail about
appropriate bipartisan steps Congress, the Federal Mousing Finance Agency
(“FHFA™) and other regulators should take to increase private capital in the
mortgage market if the broader housing finance reform debate stalls passage of
major reform.

II.  Long-Term Transition to More Private Capital—As the credit risk investor
base is rebuilt, heavier competition returns to the RMBS issuance market, and
crisis-era regulations are finalized, Congress and FHFA should push additional
volume of loans outside of the GSEs and FHA through its various levers in the
form of either GSE risk-sharing deals or purely privately-issued transactions.

1I.  Market Standards Utility—ASF is supportive of the GSEs and/or a subsequent
utility furthering market standards in the form of mortgage loan level data.
representations and warranties. repurchase provisions, etc., though the extent of
their usage by private market participants will be bounded by the benefits the
Utility offers, as opposed to issuing private-label RMBS outside of the Utility
without the associated Utility platform costs.

IV.  Covered Bonds—ASF has and continues to be a strong supporter of instituting a
legislative covered bond framework in the U.S. to provide additional outlets for
capital markets sales of mortgages and other assets, which would also keep U.S.
institutions on a level playing field with other countries around the world, such as
Canada and Australia, who have most recently instituted similar legislated
frameworks and whose banks scll billions of dollars to U.S. investors.

V.  Impediments to Mortgage Originations and Sales—ASEF is strongly supportive
of targeted corrections to the Dodd-Frank Act, Basel I and other regulations to
better facilitate the origination and capital markets sales of mortgages and
securities backed by them.

VI.  Use of Eminent Domain—ASF is extremely supportive of the PATH Act’s
prohibition of the GSEs and FHA from guaranteeing or insuring mortgages

* ASF’s April 23, 2013 White Paper constitutes a concise summary of key policy proposals that can be implemented
in the short-term to expedite the process of hringing private capital back to the mortgage market by incrementally
reducing the government-guaranteed market well befaw the current 90+4%. These tangible proposals are proposed to
be addressed in a comprehensive manner to promote a robust privatc-label RMBS market. See
http://www.americansecuritization.com/Work Area/Download Asset. aspx2id=9337.
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originated in a county that has exercised eminent domain to seize mortgage loans
in the past 10 years. The basic premise is simple—governments should not
change the rules of the game after a mortgage is originated. Investors buy
mortgages and RMBS at prices they believe are appropriate. There is no role for
the government to come along later and seize those mortgages for another private
firm’s gain and then pay the original investors what the government thinks is
appropriate, particularly when the exercise of eminent domain does not yield an
appropriate public purpose such as building a road or laying water lines. Many
would also argue the history of the use of eminent domain has often yielded too
low of a price to the owner of a seized asset.

Suggested Additions to the PATH Act—Upon initial review, ASF offers
additions to the PATH Act to evolve and clarify governance of FHFA and the
Utility over time. In addition, we propose to eliminate many of the
counterproductive applications of the derivatives section (“Title VII™) of the
Dodd-Frank Act to RMBS and ABS transactions. In particular, application of
swap and margin requirements to securitization transactions could have extremely
damaging impacts to the return of RMBS by forcing issuers to effectively strand
valuable capital in transactions for long periods of time.

I.  Short-Term Transition to More Private Capital

Because broad legislative reform of U.S. housing finance could unfold and eventually pass
over the course of several years, the ASF urges Congress and U.S. regulators to continue to
move forward with other incremental steps to increase private capital, while the broader reform

debate unfurls

. Earlier this spring, ASF released a detailed set of policy proposals to increase

private capital in the U.S. mortgage finance system. including:

Increase GSE Guarantee Fees/FHA Premiums

Reduce GSE and FHA Conforming Loan Limits

GSE Risk Sharing Transactions

Align QM, QRM and Base! lIf Risk Weighting Definitions

Eliminate QM and Risk Retention Provisions that Favor GSE Execution
Eliminate Basel HI LCR Recourse Requirements

Establish U.S. Covered Bond Market.

We strongly support the inclusion of many of these proposals in the discussion draft of the
PATH Act and would urge Congress to pass them as part of the Act. But many of these
proposals, such as the Basel I liquidity coverage ratio (“LCR™) requirements, will be
implemented by regulators under their own authority or can and should be legislated as stand-
alonc legislation.
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II.  Long-Term Transition to More Private Capital

Reducing dependence on public guarantees for new mortgage origination necessarily implies
that private capital investment in mortgage originations will have to be reinvigorated.
Securitization is the essential funding mechanism for this to occur to move loans in bulk from
originators balance shects to investors who have long-term capital to put to work. This is also
evidenced by observing the signiticant proportion of consumer credit RMBS financed in the U.S.
in the last few decades and the growing regulatory emphasis on banks shedding credit risk.
Securitization generally refers to the process by which consumer and business assets are pooled
into securities that arc issued and sold into the capital markets. The payments on those sccurities
depend primarily on the perforrnance of the underlying assets. Over the past 25 years,
securitization has grown from a relatively small and unknown segment of the financial markets
to a mainstream source of credit and f{inaneing for individuals and businesses, representing a
vital sector of the financial markets.® 1t is estimated that securitization has funded between 30%
and 75% of lending in various markets, including an estimated 59% of outstanding home
mongages.7

Since the rapid deflation of the housing bubble beginning in 2007, the question most trade
groups arc ultimately asked is whether market participants would ultimately support climinating
the government guarantee over an extended period of time, and ultimately what the mortgage
market would look like without a guarantee. This is an extremely difficult, if not impossible.
question to answer without some initial cvolution in the mortgage finance system. Because the
U.S. mortgage market has grown up for nearly a century around the presence of a government
guarantee, breaking down institutional buildup of demand for government wrapped securities
and rebuilding demand for deep and liquid markets for credit risk RMBS products will take time.

There is approximately $10 trillion in mortgage debt outstanding in the US, of which
approximately $5.5 trillion has been funded through scecuritizations guaranteed by the GSEs
(with an implicit/explicit government guarantec) or Ginnie Mae (with an explicit government
guarantee). Many of those investors who have provided that $5.5 trillion do invest in these
mortgage-backed securities in a meaningful way precisely because of the government wrap—
banks, sovereign wealth funds, the Federal Reserve, insurance companies, just to name some of
the larger holders.

Securitization also helps foster origination of the popular 30-year fixed rate mortgage. We
don’t believe the question is whether the 30-year fixed rate morlgage will continue to exist
without any government guarantee, because it will. Long-term investors have and will continue
to invest in RMBS backed by 30-year fixed rate coliateral. In fact, a number of the private-label
transactions sold in 2013 were entirely backed by the 30-vear fixed rate collateral.

® For more information on the role and importance of securitization to the financial system and US cconomy. see ASF's August
2010 Reg AB 1 Comment Letter, Attachment 1. pg. 143-147. at

hitp:/fwww.american ization.cony/uploadedFiles/ASFReg ABHCommentLetier8.2.10.pdf.

’ Citigroup, “Does the World Need Securitization” 16-11 (Dec. 2008 ailable at
http//www.americansecuritization.com/uploadedFi iti121208_restart_securitization.pdf.
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. Market Standards Utility

A key goal of the PATH Act appears to be to increase standardization and uniformity within
the secondary mortgage market by directing FHFA to establish a National Mortgage Market
Utlity (“Utility™) to develop an open-access common sccuritization platform and a set of
standards relating to servicing, pooling, and securitizing residential mortgage loans. FHFA has
previously contcmplated the nced to establish a single platform for the future issuance of all
RMBS that arc guaranteed by the GSEs, both during the remainder of the conservatorship {)criod
and thereafter, including a standardized form of pooeling and servicing agreement ("PSA™)." ASF
supports this initiative, as we have worked with a wide range of industry participants to develop
standards and practices that improve overall market functions and thus benefit all participants in
the sccuritization market. Please see ASF’s December 3, 2012 comment letter responding to the
proposals set forth in FHFA’s White Paper for a more detailed explanation of the arguments set
forth below concerning the development of a eommon sccuritization platform and market
standards for private-label securitics.”

In the context of fully guaranteed Enterprise securitizations, the standardization of loan
delivery interfaces and data validation will ereate cfficiencies for lenders. The standardization of
disclosure and reporting, in particular if it were based on current market and regulatory efforts,
would create efficiencies across the market and ensure that each Enterprise was distributing
robust data to investors. ASF also supports the devclopment of a model PSA, which will
standardize contractual and governance provisions between the Enterprises. We belicve the
standardization afforded by a single securitization platform and model PSA could, if effectively
implemented over time, ultimately result in substantial efficiencies and reduced costs, and in
connection with other efforts by FHFA to further standardize and align business practices of the
Enterprises, potentially offer comparable security performance. However, if the guarantee is
eliminated and credit risk is sold in a risk sharing securitization, the incentives among lenders
and investors will be altered, and individual determinations of contractual and securities faw
tiability may lessen the Enterprises” ability to impose standard terms and documentation.

The proposed standards for qualified securities under the Utility would attempt to replicate
much of the liquidity function of the so-called “To-Be-Announced” (“TBA™) market. through the
establishment of standards for debt-to-income ratio, loan-to-value ratio, credit history, loan
documentation, occupancy, credit enhancement, and loan payment term. A TBA is a contract for
the purchase or sale of GSE MBS to be delivered at a future, speeified date, sometimes

¥ See FHFA's October 4, 2012 White Paper, “Building a New Infrastructure for the Secondary Mortgage Market,” at
http://www thfa gov/webfiles/24572/FHF ASecuritization WhitePaper 10041 2FINAL .pdf.

* ASF’s December 3, 2012 comment letter submitted to FHFA in response to their October 4, 2012 White Paper,
“Building a New Infrastructure for the Secondary Mortgage Market,” details our general support for the
development of a single securitization platform with a model PSA for fully guaranteed securitizations issued by the
GSEs, as well as our support for the use of the single securitization platform for GSE risk sharing transactions, using
either a senior/sub or a synthetic structure. In addition, our letter provides an overview of current factors inhibiting a
robust private-label securities (“PLS™) market, industry efforts to restart the PLS market through ASF Project
RESTART, and a detailed description of how PLS securitization differs from GSE securitization.

Also see http//www.americansecuritization.com/Work Area/Download Asset.aspx2id=6608 for ASF’s July 2, 2012
White Paper, “Discussion of a Proposed Single Agency Sceurity,” for additional discussion regarding a new
infrastructure for the GSEs, including a single securitization platform and the development of a single agency
security.
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substantially (up to 90 days) in advance of the settlement date. The TBA market makes it
possible for borrowers to have the peace of mind of locking in favorable mortgage rates and
originators’ immediate and liquid sale in the capital markets. The TBA model is valuable and
informative because it allows for mortgages to be priced based on general characteristics without
loan-level data, which keeps prices down as a standardized product.

However, as the GSEs are gradually phased out in favor of a risk sharing model, TBA
eligibility becomes a concern. If a senior/sub structure is implemented in which non-guarantced
subordinate first loss classes cvidencing a direct interest in the mortgage pool are issued to
investors, the non-guaranteed subordinate classes would not meet TBA guidclines. In addition,
prospective investors in these securities may insist on receiving detailed loan-level data prior o
purchase, or at a minimum would require robust disclosure of pool characteristics including
stratifications, which in either casc would not be consistent with how the TBA market currently
operates. In a synthetic risk sharing structure,' on the other hand, the fully guaranteed RMBS
would be very similar to those currently issued by the Enterprises because the structure does not
impact the guaranteed securities in any way. and should therefore continue to be TBA eligible. 1t
is also important to consider how these two possible structurcs for a common securitization
platform after the wind-down of Fannie and Freddie relate to ongoing regulatory initiatives,
including risk retention, Reg AB [I, Basel 111, and commodity pool regulations. Any reform of
the GSEs which does not accommodate. or suitably replace. the existing GSE MBS TBA market
will undoubtedly impact mortgage originators and borrowers both severely and negatively. At
the same time, while ASF fully supports the shift towards such a common platform as envisjoned
by the PATH Act as a mechanism to gradually introduce more private capital into the market, we
also urge caution and a recognition that the private and agency markets are inherently different,
meaning that if the guarantce is eliminated and credit risk is sold, the incentives among
transaction parties will shift, and individual determinations of contractual and securities law
liability as well as the simple proeess of negotiation will result in non-standard transactions that
have differences in structure, governance and disclosure.

As indicated above, a shift to a common platform through the National Mortgage Market
Utility and the introduction of market standards are worthy goals that will be helpful to the
private-label market, but it is also important to understand that such goals will inherently have
limits. Private-label market participants have endeavored to create standardization and best
practices through ASF’s Projeet on Residential Sccuritization Transparency and Reporting
(“ASF Project RESTART™),'" which began in late 2007 as an industry-developed initiative to
help rebuild investor confidence in RMBS.  As part of this effort, ASF developed and finalized
loan-level disclosure and reporting packages (the “ASF _RMBS Disclosure and Reporting
Packages™)™ that have since been largely incorporated by the SEC through proposed Regulation
AB 11, as well as a set of model representations and warrantics (the “ASF RMBS Model Reps™)'”

19 a synthetic structure, credit linked notes issued by a special purpose entity are sold to investors, the proceeds of
which are held in pledged accounts, and the entity issues a credit default swap to the Enterprise, whereby if losses
are incurred on the reference pool of mortgage loans up to certain limits, funds in the pledged account are paid to the
Enterprise.

" For more information on ASF Project RESTART, see http://www.americansecuritization.com/restart.

l‘ See www.americansecuritization.com/uploadedFiles/ASF Project RESTART Final Release 7 _15_09.pdf,

" See
www.americansecuritization.com/uploadedFiles/ASF Project RESTART_Reps_and_Warrantics_121309.pdf.
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aimed at infusing transparency and comparability across securitization transactions. Our work to
date on ASF Project RESTART, with a wide variety of stakeholders in the PLS markets
including issuers, investors, financial intermediaries, trustees, servicers, rating agencies,
professional firms and service providers, none of whom have the power to unilaterally set
standards and practices, has made it clear to us that these markets are very dynamic. Consensus
is only achieved over time through an iterative process, and its implementation in new
transactions evolves over time. We look forward to working with the regulatory agencies on
improving these standards and practices with the help of private and public partnership, as well
as continued input and feedback from the buy and sell sides. We are committed to creating
liquidity in the market, and believe that increased standardization will help boost liquidity
generally, as well as during times of stress, and assist replacing the government guarantee market
with private capital. We also propose further governance considerations in Section VII of this
testimony.

As stated previously, the PATH Act contemplates the Utility to establish uniform
underwriting standards. A clear advantage to having the Ultility, or any other government
agency, set these standards is that bright-line underwriting guidelines will bring additional clarity
and certainty with respect to the underwriting of mortgage Joans. However, we have concerns
with government involvement in setting underwriting criteria as they could, over time, become
susceptible to political interference. such as pressure to achieve increased homeownership in
particular segments of the country or access to credit for certain borrowers. if the goal of the
legislation is to promote robust private capital without government involvement, then it may be
advisable to move some of the standard-setting process to private market participants or leave it
to evolving market practice. This could be accomplished in a variety of different ways.
including a “standards board” comprised of issuers and investors.

IV.  Covered Bonds

ASF has long supported the creation of a legislative framework for covered bonds in the
United States. Covered bonds and securitization can and do co-exist in a complementary fashion
with one another, as they have for some time in Europe. The PATH Act has the power to creatc
a new channel of efficient credit flow through our financial system while facilitating an
accelerated and more orderly exit of U.S. government financial support for the private scctor.
The economic benefits of a country’s covered bond program can be significant. Market research
shows that banks issuing covered bonds can save between 20 and 60 basis points per year on
intercst rates when compared to the rates paid on their senior unsecured issues of comparable
maturity.}4 Such savings can be transmitted through society in the form of lower ratcs on the
consumer and commercial credit that finances our economy, stimulates growth, and creates jobs.
The ability to issue relatively lower-cost financing, which becomes increasingly relative lower-
cost financing during periods of worsening economic and financial stress, is a distinguishing
benefit of covered bonds.

The proposed legislation would create a new and disciplined market structure around which
free market forces can organize to better balance the flow of money, capital, and credit in our

" Natixis Credit Research, Cristina Costa and Jennifer Levy, March 2011.
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highly sophisticated financial system. The concentrated U.S. banking system market structure
invites the creation of new financing channels, so we can better democratize the flow of credit to
Main Street in an effort to improve its post-crisis affordability and accessibility to American
consumers and businesses. In addition, covered bonds would help extend the balance sheets of
banks to fund additional mortgages because they remain on the balance sheet of the corporate
issuer. Please click here for ASF’s March 14, 2012 joint letter to the Senate, supporting S. 1835,
the “United States Covered Bond Act,” and here for ASF’s March 11, 2011 testimony before the
HFSC Subcommittee on Capital Markets and Government Sponsored Enterprises regarding
covered bonds legislation.”

V. Impediments to Mortgage Originations and Sales

As ASF believes that housing finance reform is critical to the long-term efficiency and
sustainability of the housing market, we are strongly supportive of many of the provisions in
Title 1V of the PATH Act, intended to reduce unnecessarily burdensome regulatory requirements
that impede the return of private capital to the mortgage market. In our May 2011 U.S Senate
and November 2011 HFSC testimonies,’® we articulated many of the most pressing regulatory
issues currently confronting the securitization industry, and just this past month circulated a list
of key proposed statutory changes that, if implemented. would eliminatc important impediments
to securitization that exist in Dodd-Frank, Basel HI and Reg AB I rulemakings.'” We believe
that many of the key policy proposals ASF has articulated over the past several years and that are
substantially included in this bill can he implemented as part of the broader PATH Act or, as an
alternative, in the more immediate near-term by separate legislative or FHFA action, to expedite
the process of bringing private capital back to the mortgage market by incrementally reducing
the government-guaranteed market well below the eurrent 90-95%.

Given the success of recent private-label issuers in the market, the time to implement these
reforms is now. In 2012, there were approximately $3.5 billion of new-issue RMBS backed by
newly-originated mortgage loans. So far in 2013, RMBS issuers have surpassed last year’s total,
and industry researchers estimate that the total volume for 2013 could be $15-$25 billion.
Despite the market’s recent success, however, these issuance levels are merc specks when
compared to pre-crisis levels, which peaked at approximately $700 billion in 2006, or the
approximately $1.7 trillion of mortgages originated in the U.S. in 2012, In order to promotc a

"> Both ASF’s March 14, 2012 fetter and March 11, 2011 testimony indicate ASF’s strong support for new
legislation aimed at establishing a vigorous covered bond market in the United States, which would have the
potential to create new credit for American businesses and consumers.

See http:/financialservices. house.gov/calendar/eventsingle aspx?EventiD=231757 for more information on the
HFSC hearing

' See testimonies of ASE Executive Director Tom Deutsch delivered to the Senate Committee on Banking.
Housing, and Urban Affairs (“SBC™) Subcommittee on Securitics, Insurance, and Investment (“Securities
Subcommittee™) on May 18, 2011, available at:
htip://www.americansecuritization.com/uploadedFiles/ASF_Senate_Banking_Securitization_Testimony_5-18-

1 1.pdf; and to the HFSC Subcommittee on Capital Markets and Government Sponsored Enterprises on November 3.
2011, available at:

http://www.americansecuritization.com/uploadedFiles/ASE Private Mortgage Testimony 11 3 11 pdf.

' See hitp:/fwww.americansecuritization.com/Work Area/Download Asset.aspx?id=9350 for ASF’s July 8, 2013 list
of proposed legislative fixes.
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more meaningful private-label market, policymakers must begin pulling levers to climinate
impediments to private capital that currently exist, and we strongly believe many of the
provisions set forth in Title IV of the PATH Act go a long way toward realizing this goal. In the
discussion below, we focus on a number of the PATH Act proposals that specifically relate to the
PATH Act.

i DBasel Il

Sections 401 and 402 of the bill delay the implementation of Basel 11T in the U.S. to allow for
further study of its impact and prohibit the imposition of a liquidity coverage ratio (“LCR™) that
would exclude non-recourse loans from eligibility as high quality liquid assets ("HQLA™).
Given the complexity of the Basel {11 rules recently released by the Board of Governors of the
Federal Reserve System (“FRB™), Federal Deposit Insurance Corporation (“FDIC™), and Office
of the Comptroller of the Currency (“*0CC™)," and their potential impact on securitization, ASF
advocates a cautious approach to their implementation. For example, residential mortgage loans
that arc classified as qualified mortgages (“QMs™) currently may or may not be considered
Category 1 loans under the Basel 1l capital rules, creating disparate treatment between and
among QMs. ASF believes that all QMs should uitimately be required to receive this more
favorable capital treatment. In addition, under the current Basel 111 {.CR proposal, higher quality
private-label RMBS will only be eligible as HQLAs under the proposed Basel 11 LCR if all the
underlying loans have full recourse back to the borrower’s other assets. However, twelve U.S.
states, including California and Texas, have non-recourse statutes. If the LCR proposal were to
be implemented in the U.S. as proposed by the Basel Committee, no U.S. private-label RMBS
(or GSE credit risk RMBS deal) would qualify as a HQLA. Therefore, eliminating the mortgage
recourse requirement in the LCR for U.S. private-label RMBS, as the PATH Act does, would
greatly improve liquidity and execution for high quality private-label RMBS and level the
playing field between U.S. and non-U.S. RMBS. For more information on ASF’s positions
regarding potential concerns with the Basel HI rules, please see page 9 of our July 8, 2013
Proposed l.egislative Changes circulated to Members and staff of this Committee and the
securitization related sections of ASF’s October 22, 2012 joint comment letter to the FRB, FDIC,
and QCC regarding the Basel [} proposed rules, '3

"% See hp://www.federalreserve. cov/aboutthefed/boardmeetings/20130702_ Basel_I11_Final Rule.pdf.

' On July 8, 2013, ASF submitted a list of key proposed statutory changes that, if implemented, would eliminate
important impediments to securitization that exist in Dodd-Frank, Base} {1l and Reg AB 11 rulemakings. We also
propose federal government involvement to prevent the misguided use of eminent domain to seize residential
mortgage loans out of securitization trusts. ASF memnbers have reviewed and commented extensively on these
proposals in an effort to hone these proposals into ones that work for all corners and constituencies in the market.
These fixes are intended to apply to all securitization markets, including MBS and consumer ABS, where applicable.
but the most likely vehicle in this Congress or the next for any of these changes to move is as part of broader
housing finance reform discussions.

* For more information concerning ASF's advocacy efforts specifically regarding the development of the LCR, see
http:/www.americansecuritization.com/Work Area/Download Asset.aspx?id=8739 for the working draft of ASF’s
LCR study, http://asf.informz.net/ ASF/data/images/asf proposed_revisions_paragraphs 95-97 11.20.12.pdf for
ASF’s November 20, 2012 proposed revision to Paragraph 97,
http://www.americansecuritization.convuploadedFiles/ASF_Optimizing LCR 4 22 12.pdf for an ASF presentation
on the LCR delivered to American and European regulators on April 23, 2012,
http://www.americansecuritization.conv/uploadedFiles/ASF_ Optimizing LCR_Spring 2012 pdf for an ASF
presentation on the LCR delivered to European regulators in June 2012,




136

ASF HFSC Testimony re PATH Act
July 18,2013
Page 11

7l Dodd-Frank Rulemakings

a. Volcker Rule

In addition, ASI has long been concerned that many securitizations”' will inadvertently be
brought within the scope of the proposed Volcker Rule?? simply because they share the same
exemptions from the Investment Company Act as traditional hedge and private equity funds, and
we strongly support the exclusion of ABS from covered funds under the rule, as proposed in
Section 404 of the PATH Act. There is ample evidence that the Volcker Rule is intended to
address concerns that have nothing to do with the securitization markets, including the
securitization exemption language in Dodd-Frank that explicitly states, “[n]othing in [the
Volcker Rule] shall be construed to limit or restrict the ability of a banking entity...to sell or
securitize loans in a manner otherwise prohibited by law,” which is also included in Section 13
of the Bank Holding Company Act. For this reason. industry participants believe that Congress
intended the Volcker Rule to fully exempt securitizations from the regulation, and would
advocate making this intention explicitly clear in subsequent legislation.

If a broad exclusion such as that included in Section 404 is not granted for securitization,
other provisions of the proposed Volcker Rule, such as the so-called “Super 23A™ provisions,
which prohibit banking entities from engaging in certain “covered transactions™ with
securitization entities that are covered funds, may preclude banking entities from engaging in
transactions that are integral to various types of sceuritizations, likely resulting in a substantial
decrease in available liquidity in these markets and an increase in transaction costs and market
volatility, leading Lo higher borrowing costs for consumers and corporations. Further, in light of
changes to the Commodity Exchange Act (“CEA”) and the CFTC’s related regulations (notably,
the inclusion of “swaps™ in tbe definition of “commodity interests™), we are similarly concerned
that without an explicit exemption, many seeuritizations may be classified as “commodity pools™
under the CEA and, thereforc, may be brought within the scope of the Volcker Rule simply
because they make limited usc of swaps for hedging or risk management purposcs.1 For a

http://www.americansecuritization.com/uploadedFiles/Optimizing_ LCR_Summary.pdf for two summary slides, and
http://www.americansecuritization.com/uploadedFiles/ASE -

QOptimizing_the_Liguidity Coverase Ratio Europe_Presentation.pdf for a presentation on the LCR delivered to
European regulators in February 2012,

! Including asset-backed commercial paper (*“ABCP™) conduits, tender option bonds (*TOBs"), automobile and
equipment lease securitizations in which significant residual value of the collateral is financed, corporate debt
ffpackagings, and collateralized loan obligations (*CLQOs™).

= See http://'www gpo.gov/fdsys/pke/FR-2011-11-07/pdf/201 1-27184.pdf.

** The CEA and the CFTC’s rules thereunder define a commodity pool as an “investment trust, syndicate, or similar
form of enterprise operated for the purpose of trading in commodity interests™ and the definition of “commodity
interests” will include swaps after the effective date of new CFTC regulations. In its release relating to the
elimination or modifications of certain exemptions from commodity pool operator registration, the CFTC indicated
that it considers a vehicle with a single swap to be a commodity pool. 77 Fed. Reg. 11252, 11258 (Feb. 24, 2012).
In light of the CFTC’s historically broad interpretation of its authority with respect to vehicles that own commodity
interests, we fear that securitization vehicles that are counterparties to swaps may be swept into the CFTC's
interpretation of “commeodity pool.”

** We note that the CETC has stated that “it is the position of the [CFTC] that a fund investing in an unaffiliated
commodity pool is itself a commodity pool.™ 77 Fed. Reg. 11252, 11268 (Feb. 24, 2012). We also note that the
CFTC has taken the position, in connection with controlled foreign corporations wholly owned by registered
investment companies, that wholly owned subsidiaries ~ which by definition have a single equity investor, and thus
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more detailed and expansive explanation of why securitizations should not be considered
covered funds, please see ASF’s February 13, 2012 broad comment letter regarding the Volcker
Rule and our August 23, 2012 comment letter specifically regarding the Volcker implications of
sceuritizations being classified as commodity pools.ZJ

b. Risk Retention

Furthermore, while there are many investors who generally support the premise of risk
retention requirements, and therefore would not endorse the full repeal included in Section 407
of the PATH Act, most industry participants agree that there are certain extremely problematic
elements to the proposed risk retention rules that should not be included in the final rule, and
ASF supports legisiative action to repeal these components. We broadly believe that risk
retention can aid in cfforts to align the incentives of issuers and originators with investors, and
believe these incentives should encourage the application of sound underwriting standards by
both the originator and securitizer, so long as the requirements ultimately prescribed are
appropriately tailored to each class of sccuritized assets where misalignment of incentives have
been demonstrated to have caused substantial losses. We are concerned, however, that the rules
put the private markets at an enormous disadvantage vis-a-vis the government-backed market,
which will ultimately keep the private markets on the sidelines.

For instance, the premium capture cash reserve account (“PCCRA”™) requirements of the
proposed risk retention rules will eliminate the incentive of securitizers to issue ABS, and we
propose prohibiting such requirements. {n addition, in order to streamline compliance and
ensure that lending standards are not overly restrictive, therefore constraining the availability of
credit to borrowers, we believe the QM and “qualified residential mortgage” (“QRM™)
definitions should be substantially aligned, although many of our members, particularly
institutional investors, believe that the QRM definition should also have a down payment
requirement.  We also propose to allow commingling of QRMs and non-QRMs in the same
RMBS pool so that the QRM market does not suffer from unforeseen liquidity issues. Finally,
certain aspects of ASF’s Project RESTART serve to better align incentives within the industry,
and depending on their specific language. representations and warranties and repurchase
principles can function as an effective form of risk retention.”® Please see both ASF’s July 8.

are not collective investment vehicles — can nonetheless be commodity pools. /d. at 11260. We believe that these
two positions, when combined with a broad interpretation of the effect of hedging swaps on commodity pool status,
may Jead to illogical results—for instance that a wholly owned subsidiary of a bank could own a mortgage-backed
security issued by a trust that included an interest rate swap and thus be treated as both a commadity pool and a
“covered fund.”

* For additional ASF commentary regarding the Volcker Rule, please see

http//www.americansecuritization com/uploadedFiles/ASE_CFTC Voleker Letter_4-13-12.pdf for ASF’s April 13,
2012 comment letter specifically in response to the CFTC’s proposal,
http://www.americansecuritization.com/uploadedFiles/ASF _Volcker Supplemental Depositor 7 27 12.pdf for
ASF’s July 27, 2012 supplemental comment jetter regarding intermediate entities, and
http:/f'www.americansecuritization.com/uploadedFiles/ASF_Volcker Effective_Date_Correction_Request 3 21 12
_pdf for ASF’s March 21, 2012 fetter requesting a correction to the Volcker Rule’s statutory implementation date.

* See http:/www.americansecuritization.com/Work Arca/Download Asset.aspx?id=6705 for ASF's RMBS Model
Representations and Warranties and

htip://www.americansecuritization.com/Work Area’DownloadAssel.aspx?id=6545  for  ASF's  Model RMBS
Repurchase Principles.
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2013 Proposed Legistative Changes and ASF's April 23, 2013 White Paper, “ASI Policy
Proposals to Increase Private Capital in the U.S. Housing Finance System.” for more detail on
risk retention issues.

il Regulation AB I

In a similar vein, ASF is generally supportive of the Securitics and Exchange Commission’s
(*SEC™) efforts through the registration, disclosure, and reporting requirements laid out in the
Regulation AB I proposals and re-proposals 1o improve investor protection and promote more
efficient asset-backed markets in the wake of the financial crisis. However, since the proposed
rule’s initial introduction in 2010, ASF has expressed a number of concerns and suggested
changes to the proposals in order to ensure an effective balance between the aims of the
regulation and the needs of the market. For example, among many other issues, the Reg AB {1
proposals would require issuers of structured finance products to provide public style disclosures
for private transactions offered to highly sophisticated institutional investors. Such a
requirement would likely be impossible for many types of structured finance products, including
esoteric asset classes such as whole business, timeshares and rental cars, and we would suggest
revising these provisions. Many aspects of Reg AB H are, we believe, essential to safeguard the
securitization market going forward and have already begun to be incorporated by the industry,
therefore making a full-scale suspension of the rulemaking such as prescribed in Section 405 of
the PATH Act unnecessarv. However, ASF is fully supportive of ongoing legislative oversight
to ensure that certain problematic aspects of the proposed rules are fully addressed before they
inflict substantial harm on the marketplace. Please see ASF’s broad Reg AB 1l comment letter
submitted on August 2, 2010 and ASF’s October 4, 2011 comment letter in response to the
SEC’s Reg AB 11 re-proposal for significant additional detail on issues concerning Reg AB 11.77

V1.  Use of Eminent Domain

Lastly, Id like to focus on the prohibition relating to eminent domain to scize mortgages
contained under Section 107 of the bill. ASF is strongly opposed to the use of eminent domain
to acquirc mortgage loans, and we applaud the PATH Act’s proscription. While we recognize
and appreciate the serious challenges associated with the current housing market, poor policy
solutions such as the proposal to seize mortgage loans through eminent domain are not
productive, legal, or constitutional answers. Moreover, home prices throughout the country have
been steadily increasing, returning many underwater borrowers to positive equity through natural
market conditions and mitigating the incentives for undertaking such drastic and ill-conceived
measures.  Given sustained home price increases throughout the country, borrowers are

* In addition, see

http://www.americansecuritization.conVuploadedFiles/ASFReg ABHABCPCommentLetter8.2.10.pdf  for  ASF's
August 2, 2010 Reg AB 11 ABCP comment letter,

http://www.americansecuritization.com/uploadedfiles/asf ree ab_ii auto_abs comment {etter 8.31.10.pdf for
ASF’s August 31, 2010 Reg AB Il Auto Disclosure comment letter,

http://www . americansecuritization.com/uploadedFiles/ASF_Ree AB_ 1 Waterfall Comment Letter 8.31.10.pdf
for ASF’s August 31, 2010 Reg AB 1I Waterfall comment letter, and
http://www.americansecuritization.com/uploadedFiles/ASF Equipment ABS Letter (11-2-11).pdf for ASF's
November 2, 2011 Reg AB 1l Re-Proposal Equipment ABS comment letter.
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considerably less likely to walk away from their homes and mortgages. The national
delinquency rate has fallen to 6.08%, a drop of over 15% since December 2012, which is the
largest year-to-date drop since 2002  While many borrowers still remain underwater, the
landscape is shifting markedly, and many of these borrowers may reasonably expect to return to
positive equity in the coming months and years. In fact, approximately 850.000 properties
returned to positive equity during the first quarter of 2013, and 1.7 million homes have emerged
from being underwater over the past year, lowering national negative equity rates to below 15%.
a decrease of 47% since 2012, According to reeent data from the S&P/Case-Shiller Home
Price Indices, the 10-city, 20-city, and national composites cach increased by over | percent
since the previous quarter, and over 10 percent over the past year;w

Notably, such proposals are not set up to help borrowcrs who are having difficuitics making
their monthly mortgage payments, and do not take into account these recent market trends. As
such, not only would such proposals fail to help those most at risk. they would undermine the
national market as a whole, making credit less accessible for homeowners and devaluing the
investments of pension funds, mutual funds and other entities that hold mortgage-backed
securities. Because these programs would alter the value of Fannie Mae’s, Freddie Mac’s and
the Federal Home l.oan Banks® securities holdings, it is imperative that the GSEs be prohibited
from purchasing or guaranteeing mortgages in these districts, as the PATH Act does, since such
programs would negatively affect both investors and the extension of credit to borrowers. Please
see ASF’s most recent [etter submitted to the North Las Vegas City Council on July 10, 2013 for
our fulf legal and policy argument against the use of eminent domain.*'

VII. Suggested Additions to the PATH Act

While ASF supports many aspects of the PATH Act, we propose below three additional
features that we believe should be included in any final legislation.

i Dodd-Frank Derivatives Title

First, while we very much support and appreciate most of the regulatory changes already
included in the bill, ASF has developed a few other measures that we believe would materially
contribute to increasing return of private capital to the mortgage market. Please see ASF’s April
23, 2013 White Paper, as well as our July 8, 2013 Proposed Legislative Changes for more detail.

In particular, we consider it essential that certain ABS issuers are explicitly excluded from
the swap clearing and margin requirements of the Commodity Exchange Act. The current

* See

http/fwww . Ipsves.com/LPSCorporatelnformation/CommunicationCenter/DataReports/MortzageMonitor/20 1 303M
origageMonitor/MortgageMonitorMav201 3 pdf.

* See hitp://www.corelogic.com/about-us/researchtrends/equity-report.aspx Ubinhd XbK wA and

http:/fwww Ipsves.com/LPSCorporateInformation/CommunieationCenter/DataReports/MongageMonitor/20 1 305M
ortgageMonitor/MortgageMonitorMay2013 pdf.

* See http://www_housingviews.com/wp-content/uploads/201 3/05/CSHomePrice Release March-Otr1-Results.pdf.
*' Over the past year, ASF has submitted numerous letters to municipalities around the country urging them to
oppose implementing eminent domain programs. See
http://www.americansecuritization.com/Issues.aspx?taxid=6387 for a complete index of ASF’s advocacy cfforts
concerning this issue.
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proposed margin rules may inadvertently requirc RMBS and ABS to post margin into their
securitization transactions, despite the fact that counterparties to a swap entered into by a
securitization vehicle typically hold a senior priority position in the asset pool backing the
RMBS or ABS. If securitization swaps were forced to be cleared and/or to post margin, many
structures would become less efficient and potentially even uneconomical. Essentially, for
similar reasons that the mechanics of the risk retention PCCRA provisions of the proposed risk
retention rules are so problematic, requiring issuers to put up cash at the outset of the
securitization can eliminate the economic incentive to issue ABS.
ii.  FHFA Board of Directors
Given the significant amount of authority retained by the sole director of FHFA, ASF
proposes that legislators consider shifting control of the conservator 10 a board structure, simifar
to those at the SEC and FDIC, where no more than three of the five Board members may be of
the sitting President’s party. A Director would continue to directly control and oversce the staff
of the agency, but would have additional Board members of opposing parties to balance the
considerations and actions of FHFA.

jii.  Self-Regulatory Authority for National Mortgage Market Utility

We would also suggest that the National Mortgage Market Utility created by the PATH Act
function ultimately as a self-regulatory organization (“SRO™), similar, for example, to the
Municipal Securities Rulemaking Board ("MSRB™) or to the Financial Industry Regulatory
Authority (“FINRA™. Such a structure would guarantee the Ultility appropriate autonomy, but.
depending on how an agency oversight structure is developed, would still allow the federal
government to retain appropriate broad oversight.

Conclusion

ASF greatly appreciates the invitation to appear before this Committee to share our views
related to these significant policy issues. 1 look forward to answering any questions the
Committee may have.

Thank you.



141
Comments on:

A Legislative Proposal to Protect American Taxpayers and Homeowners by
Creating a Sustainable Housing Finance System

U.S. House of Representatives
Committee on Financial Scrvices

Douglas Holtz-Eakin, President”
American Action Forum

July 18,2013

"The views expressed here are my own and not those of the American Action Forum. [ thank,
without implication Andrew Winkler for his assistance.



142

Chairman Hensarling, Ranking Member Waters, and Members of the Committee, thank you for
the opportunity to appear today. In this testimony, 1 wish to make three basic points:

*  The legislation being discussed today represents a long-overdue cffort to address
damaging weaknesses in the U.S. system of housing finance. Iapplaud the Committee
for moving forward,

*  The most significant component of the legislation is its commitment to winding down
and closing Fannic Mac and Freddic Mac. These government-sponsored enterpriscs are
fundamentally flawed in their design and politically toxic, and

* Tam plcascd that the Committee is simultancously undertaking needed reforms to FHA,

Let me provide additional detail on cach in turn, as well as comment on other aspects of the
draft.

The Need for Reform

Housing finance was at the center of the 2008 financial crisis that visited substantial economic
distress on Americans and spawned dramatic government infervention. Yet, over five years later
the central actors in the crisis and response — Fannie Mac, Freddie Mac, and the Federal Housing
Authority — remain cssentially unchanged. Genuine recovery of housing finance will not be
complete until this task is donc. 1applaud the Committee’s desire to undertake thesc reforms.

Fannie Mae and Freddie Mac

Fannic Mae and Freddie Mac need to be wound down and closed as a matter of both policy and
politics. From a policy perspective, the government-sponsored enterpriscs were central clements
of the 2008 crisis. First, they were part of the securitization process that lowercd mortgage credit
quality standards. Sccond, as large financial institutions whosc failures risked contagion, they
were massive and multidimensional cases of the too big to fail problem. Policymakers were
unwilling to let them fail because financial institutions around the world bore significant
counterparty risk to them through holdings of GSE debt, certain funding markets depended on
the value of their debt; and ongoing mortgage markct operation depended on their continued
existence. They werc by far the most cxpensivce institutional failures to the taxpayer and are an
ongoing cost.

There is vigorous debate about how big a role these two firms played in sccuritization relative to
“private label” sceuritizers. There is also vigorous debate about why these two firms got
involved in this problem. In the end, this debate need not be fully resolved to recognize that
while Fannie Mac and Freddie Mac did not by themselves cause the crisis, they contributed
significantly in a number of ways.

The mortgage securitization process turned mortgages into mortgage-backed sccurities through
the government-sponsored enterprises, as well as Countrywide and other “private label”
competitors. The securitization process allows capital to flow from investors to homebuyers.
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Without it, mortgage lending would be limited to banks and other portfolio lenders, supported by
traditional funding sources such as deposits. Sccuritization allows homcowners access to
cnormous amounts of additional funding and thereby makes homcownership more affordable. it
also can diversify housing risk among diffcrent types of lenders. If everything clse is working
properly, these are good things. Everything clsc was not working properly.

There were several (laws in the securitization and collateralization process that made things
worse. Fannie Mae and Freddie Mac, as well as Countrywide and other private label
competitors, all lowered the credit quality standards of the mortgages they sceuritized. A
mortgage-backed sceurity was therefore “worse™ during the crisis than in preceding years
becausce the underlying mortgages were generally of poorer quality. This turned a bad mortgage
into a worse sccurity. Mortgage originators took advantage of these lower credit quatity
sccuritization standards and the easy flow of credit to relax the underwriting discipline in the
loans they issucd. As long as they could resell a mortgage to the secondary market, they didn’t
care about its quality.

In addition to feeding toxic mortgages into the system, Fannie Mac and Freddie Mac proved to
be so decply interconnected with the broader financial system that policymakers were forced to
step in to prevent their failure. In September 2008, the Federal Housing Finance Agency
(FHFA) put Fannic Mac and Freddie Mac into conscrvatorship. Policymakers in effect promised
that “the Iinc would be drawn between debt and equity,” such that equity holders were wiped out
but GSE debt would be worth 100 cents on the dollar.

They made this decision becausce banking regulators (and others) treated Fannic and Freddic debt
as equivalent to Treasuries. A bank cannot hold all of its assets in debt issued by General Electric
or AT&T, but can hold it all in Fannic or Freddie debt. The same is true for many other investors
in the United States and around the world — they assumed that GSE debt was perfectly safe and
so they weighted it too heavily in their portfolios. Policymakers were convinced that this
counterparty risk faced by many financial institutions meant that any write-down of GSE debt
would trigger a chain of failures throughout the financial system. In addition, GSE debt was used
as collateral in short-term lending markets, and by extension, their failure would have led to a
sudden massive contraction of credit beyond what did occur. Finally, mortgage markets
depended so heavily on the GSEs for sccuritization that policymakers concluded that their
sudden failure would effectively halt the creation of new mortgages. All three reasons led
policymakers to conclude that Fannie Mae and Freddie Mac were too interconnected with the
system to be permitted to fail.

As a matter of politics, Fannie Mac and Freddie Mac are extremely unpopular and the public
supports winding them down. (This section draws on a recent poll commissioned by the
American Action Forum.") The poliing shows that a large majority of the voters have a “hard
ID” of Fannic and Freddie. They are viewed favorably by only 20 percent and unfavorably by
52 percent.

! American Action Forum, “AAF Releases New Poll of Public Attitudes on Fannie Mae, Freddie Mac, & Housing
Reform,” (July 15, 2013); http:/aynericanactionforum.org/topic/aaf-releases-new-poll-pablic-attitudes-fannie-mae-
(reddie-mac-and-housing-reform
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This is related to another finding, namely that 52 percent of the voters said that their greatest
concern is either no accountability of banks and Wall Strect or that Wall Street banks are so big
that if they fail the taxpayers will have to bail them out again. By a small mnargin (11 percent)
voters arc still unfavorable toward the bank bailouts and TARP. Likely for this reason, a
majority favor (52 percent) phasing out both Fannic and Freddie.

Greater information sharpens these views. When informed that Fannie and Freddic played an
instrumental role in the housing bubble and received nearly $200 billion doflars in a bailout,
voters” opposition to Fannie and Freddie moves to 59 percent. Additionally, the notion that
Fannie and Freddic could require more public money in {uture bailouts is unaceeptable to a
sizable majority of the voters.

Reform of the Federal Housing Administration

After the housing bubble burst, the Federal Housing Administration (FHA) expanded the scope
of its mortgage insurance program in response to the massive loss of private liquidity. The FHA
gained significant market share at a time when lending seized up and home prices were still
falling. Following its annual actuarial report last November, the critical question became how to
ensure FHA’s solvency, return it to its original mission, and bring back private capital.2

Normally seif-funded through premiumns, it was announced in April that the FHA may need to
draw $943 million from the Treasury Department to cover losscs, largely from books of business
after the housing bust and the FHA’s reverse mortgage program. Previous legislative proposals
to bolster the FHAs finances have failed to pass both Houses despite consistent majority suppor
for an overhaul.

There are three critical goals to FHA reform:
* Limit mortgage insurance to a defined group as per the original mission of the FHA,
* Return the FHA to its mandatcd capital requircment and himit future taxpayer losses, and

* Coordinate reform of the larger housing finance system and the return of private capital
with changes to the FHA.

The PATH Act goes beyond legisiation passed by the Committee in 2012 in its call for
fundamental changes to both the structure and opcrations of the FHA.

Evaluating on the basis of thosc three aims, the proposcd legislation would accomplish a great
deal. The PATH Act would clearly limit mortgage insurance to a defined group, first-time
homebuyers and low- and moderate-income homebuyers. With a mix of income-based borrower
requirements and revised loan limits, the FHA would more adequately address a demonstrated
need while enhancing the role of the private market. By addressing reform of the FHA in

* Prepared for HUD by Integrated Financial Engincering, Inc., “Actuarial Review of the Federal Housing
Administration Mutual Mortgage Insurance Fund Forward Loans for Fiscal Year 2012,” (November 5, 2012);
http://portal hud.gov/hudportal/decumentsthuddoc?id=ar2012  forward_loans. pdf
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conjunction with a wind down of the GSEs, the bill is cognizant of how misaligned pricing,
limits, and standards can shift market share between government-backed cntities instead over
drawing in private capital.

Table 1 shows what provisions would help accomplish each of the three broad goals of reform.
Additionally, it marks where there is overlap with the discussion draft recently introduced by
Senators Johnson and Crapo, the “FHA Solvency Act of 201 3.

Tablc 1. Major Provisions of PATH Act and Effect

Define FHA Mission

Restore Fiscal Solvency & Prevent Future

Coordinate within

Losses Housing Finance
System & with GSE
Reform
¢ Income-based ¢ Independent agency (Sce. 211) Tightened

borrower
requirements (Sec.
232)

Risk-sharing (Sec. 233)

Mortgage insurance coverage of 50 percent
of original principal obligation (Scc. 234)
Annual premium floor of 0.55 percent (Scc.
235)*

Annual budget and busincss plans following
GAAP accounting standards (Sces. 252 &
253)

Greater FHFA oversight (Sec. 254)

Capital reserve requirement of 4 percent
with triggered restoration plans when
undercapitalized, FHFA enforcement, three
month assessment by FHEA Director (Sccs.
256, 257, & 258)*

Limitation on scller concessions (Sce. 263)*
Lender repurchase requircment (Sec. 264)
Indemnification by mortgagces (Scc. 265)*
Prohibition in eminent domain jurisdictions
(Sce. 266)

Residual income requirement (Sce. 267)*
Fair value accounting in cost calculations
(Sec. 268)

Phase out of HECM program (Scc. 292)

mortgage loan
Timits bascd cither
on appraised
value, Area
Median Home
Price, or GSE
single family loan
Timit (Sec. 232)

* Similarly provisions proposed by Sens. Johnson and Crapo in FHA Solvency Act of 2013

Other Aspects of the Legislation
In addition to thesc key reforms, the path legislation contains other desirable clements.

* Senate Banking and Urban Affairs Committee, “FHA Solvency Act of 2013,” (Discussion Draft);
http://www banking senate.gov/public/index.cfim?FuseAction=Files. View& FileStore_id=230fb6c1-{1e0-4ea7-beee-

¢2b4e0d9d261
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Risk-sharing programs.

With respect to both GSEs and the FHA, the PATH act mandates the usc of risk-sharing. Asa
policy matter, it is desirablc to draw private capital into a risk-taking rolc and to place its losscs
ahead of those borne by the taxpayer.

As a strategic issue, it is desirable to embody such experiments and programs in legislation, as
the administrative ability to do so (which is already present) has proven insufficient to prompt
actions.

Eminent domain. Proposals made by local municipalitics to use eminent domain to seize
underwater mortgages in partnership with private companics arc undesirable. As a gencral
matter, it is past time to create new mortgage modification programs, as these tend to frecze
activity and slow recovery. With the specifics of eminent domain proposals, close examination
has thrown up numerous legal red tlags. Regardless of the legal murkiness, they could also
subject taxpayers to losses. It is wise for the PATH Act to preclude this policy.

Fair Value Accounting. The legislation builds upon the foundation of the Federal Credit Reform
Act (FCRA) to require “fair value accounting™ in identifying the financial condition of
government-related housing finance (e.g., the FHA). This is an important step in the right
direction. FCRA necdlessly restricted analyses to credit risk - the probability of failure to fully
repay — while ignoring the fact that the timing of thosce failurcs matters enormously. As the past
few years have starkly reminded cvery American, the need to tax, borrow and otherwise deprive
the private sector of another dollar has far greater implications during the depths of economic
distress than during periods of robust cconomic growth. Adoption of FVA would rectify this
oversight.

Such a significant reform to budget procedures should not be undertaken lightly. However, my
views arc informed by the fact that during my tenure as Director the Congressional Budget
Office undertook a number of studies of the implications of accounting fully for cconomic risks
in the budgetary trecatment of financial commitments like credit programs. In example after
cxample (pension guarantees; deposit insurance; flood insurance; student loans; and assistance
for Chrysler and America West Airlines) it becomes clear that an incomplete asscssment of risks
leads to mislcading budget presentations and may cngender poor policy decisions. Fair value
accounting would be a significant step toward improving this informational deficit.

My views are echoed by a wide array of budget experts. In March 2010, CBO issued a new
report recommending the use of FVA for federal student loan programs, on the grounds that
budget rules do “not include the costs to taxpayers that stem from certain risks involved in
lending.” In addition, the Pew-Pcterson Commission on Budget Reform proposed “fair-valuc
accounting” for credit programs and the President’s National Commission on Fiscal
Responsibility and Reform advocated for reform of budget concepts that would more accurately
reflect costs.
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Finally, fair value accounting has already been used successfully as the budgetary treatment of
the Temporary Asset Relief Program of 2008 (TARP) and the federal assistance to Fannie Mac
and Freddic Mac.

Delay, Limitations and Repeal of Morigage-Relared Regulations. Regulations enacted from the
Dodd-Frank Wall Street Reform and Consumer Protection Act (D-F) and Basel 111 (B3)
implementation could severely impact the economy and recovering housing markets. In October
2012, AAF cstimated that the bottom line cffects of proposed D-F and B3 regulations may
include 20 percent fewer loans, resulting in 600,000 fewer home sales. In turn, the resulting
tightened lending and reduced sales were estimated to cost up to 1,010,000 housing starts, 3.9
million fewer jobs, and a loss of 1.1 percentage points from GDP growth over the next three
ycars." While some regulations, like QM, have been revised since that time, the reality of
tightened credit and its effect on the cconomy remain largely the same. Additionally, the
National Association of Realtors has cstimated that D-F regulations could raise mortgage rates
75-125 bp for non-QRM, high LTV borrowers and B3 could raisc rates by 80 bp.”

Thank you. I iook forward to answering your questions.

* Douglas Holtz-Eakin, Cameron Smith & Andrew Winkler, “Regulatory Reform and Housing Finance: Putting the
‘Cost’ Back in Benefit-Cost,” (October 2012);

hitp:/americanactionforum.org/sites/default/files/Regulation_and Housing pdf

* National Association of Realtors, “Recent Lessons for the QRM,” (December, 8, 2011);
hitp;//economistsoutlook.blogs.realtor.ore/2011/12/08/recent-lessons-for-the-grm/
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Chairman Hensarling, Ranking Member Waters, and members of the House Financial Services
Committee, | am pleased to appear before you today on behalf of the National Association of
Home Builders (NAHB) to share our views on the Protecting American Taxpayers and
Homeowners (PATH) Act and the need for comprehensive housing finance reform legistation.
We appreciate the invitation to appear before the committee on this important issue.

My name is Jerry Howard and | am NAHB’s Chief Executive Officer. NAHB represents over
140,000 member firms involved in building single family and muitifamily housing, remodeling,
and other aspects of residential and light commercial construction. Each year, NAHB'’s builder
members construct about 80 percent of all new housing in America.

NAHB commends the Chairman for starting the dialogue in the House of Representatives about
long-overdue reforms to the housing finance system. After years of conservatorship for Fannie
Mae and Freddie Mac, it is time for Congress to address this critical issue. The PATH Act
begins this process, and while the draft bill includes some constructive legislative proposals
supported by NAHB, we strongly believe that it diminishes housing as a major poficy priority for
this nation. Rather than reform and restructure the basic housing finance system, the PATH Act
dismanties the Housing Government Sponsored Enterprises (GSEs) and deflates the Federal
Housing Administration (FHA) by both removing and diminishing the federal support critical to
meet our nation’s current and future mortgage liquidity needs.

Past abuses, by nearly all participants in the financial industry, combined to create a tragic
impact on the well-being of our country. The early stages of the economic downturn became
evident in the housing finance arena due in large part to the origination of excessively risky
mortgage products and an overly zealous securitization market. The resulting meitdown of the
mortgage finance industry led, ultimately, to the crises in the financial markets as a whole.

Today’s mortgage finance system is in a state of uncertainty. There is no clear path for housing
finance reform, or agreement on the components of reform. However, nearly all system
participants agree that reform is critical to the economic recovery of this nation. NAHB believes
that legislation to address the past abuses should be designed to ensure transparency, as well
as safety and soundness in the housing finance system, but not so restrictive as to impede
viable transactions by home buyers, lenders, and investors.

America’s future housing finance system must be designed to ensure that creditworthy
borrowers have access to prudently developed and underwritten housing finance options and
therefore are provided the opportunities bestowed in the Housing Act of 1949. Directly resulting
from the recent negligence and mismanagement in the financial industry, millions in the U.S. are
suffering from the loss of employment and are thereby increasing the burden on the national
government to extend unempioyment benefits and other supports to citizens we can, and
should, put back to work. No other industry in the country depends more on the U.S. labor force
to manufacture its product than the housing industry. Homes and apartments are not
manufactured overseas and shipped to the U.S to sell — we build and seli our products right
here in the U.S.A.

NAHB believes that the U.S. housing finance system should be muitifaceted with both
competing and complementary components, including private, federal and state sources of
capital. The system shouid support a reasonable menu of sound mortgage products for both
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single family and muitifamily housing, governed by prudent underwriting standards and
adequate oversight and regulation.

NAHB supports policies designed to ensure that the United States is the best-housed nation in
the world. The Housing Act of 1949 pledged a “decent home and a suitable living environment
for every American family.” The American dream of homeownership, as well as the availability
of decent, safe and affordable rental housing, should continue to be supported by federal policy
within reasonable, safe, and sound parameters. NAHB believes this goal should be
emphasized in U.S. housing policy and urges this committee to reestablish housing as a
national policy priority.

First, NAHB urges the committee to make changes to the PATH Act to ensure that the federal
government continues to provide a backstop for a reliable and adequate flow of affordable
housing credit in all economic and financial conditions. While NAHB agrees that private capital
must be the dominant source of mortgage credit, the future of the housing finance system
cannot be left entirely to the private sector. The historical track record clearly shows that the
private sector is not capable of providing a consistent and adequate supply of housing credit
without a federal backstop.

NAHB has made recommendations to this committee outlining a plan by which Fannie Mae and
Freddie Mac would be gradually phased into a private-sector-oriented system, where the federal
government's role is explicit, but its exposure is limited. Federal support should be limited to
catastrophic situations where carefully calibrated levels of private capital and insurance
reserves are depleted before any taxpayer funds are employed to shore up the mortgage
market. NAHB believes federal support is particularly important in continuing the availability of
the affordable 30-year fixed-rate mortgage, which has been a staple of the U.S. housing finance
system since the 1930’s. As currently drafted, the PATH Act does not provide the federal
support necessary to ensure a strong and liquid housing finanice system, and we urge the
committee to make the necessary changes.

Secondly, NAHB urges the committee to make modifications to the sections of the bil outlining
changes to the Federal Housing Administration (FHA). Taken as a whole, the PATH Act
represents a drastic diminishing of FHA's vital liquidity mission. By simultaneously leaving all
federal support for housing to the FHA, and then by greatly reducing the overall scope and
reach of the FHA’s programs, the PATH Act will greatly iimit homeownership and rental housing
opportunities for many qualified Americans. While we befieve that the private market should be
the primary source of mortgage financing, that market remains extremely limited.

NAHB has long advocated for reforms to keep the FHA financially solvent and stable, and will
continue to support any and ail reforms to accomplish this goal. Nevertheless, we strongly
support the abiiity of the FHA to serve a broad group of potential homeowners and renters,
especially in times of economic crisis and recovery when private sector lending participants
have not yet returned to the marketplace. NAHB urges the committee to make the changes
necessary in the PATH Act to preserve FHA’s vitai liquidity mission.

NAHB looks forward to working with all members of this committee to make these necessary
changes.
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TITLE | — Wind-down of Fannie Mae and Freddie Mac
GSE Bailout Elimination and Taxpayer Protection Act

Incorporated in the PATH Act is the “GSE Bailout Efimination and Taxpayer Protection Act " that
lays out the steps to wind-down Fannie Mae and Freddie Mac (the Enterprises) while
encouraging the return of a private market without a federal government guarantee.

NAHB is a strong proponent of housing finance system reform and feels significant changes
should occur in the conventional mortgage market, where Fannie Mae and Freddie Mac
currently account for almost alt activity. NAHB supports steps to increase the role of private
capital but does not believe the market can rely exclusively on private sources. Recent
experience demonstrates that private players are unwilling or unable to participate in periods of
extreme economic and financial distress.

NAHB's priority in housing finance system reform is ensuring liquidity for the housing sector in
all markets throughout the economic cycle. This is only possibie if market participants know
there is a federal government backstop that will maintain stability in catastrophic circumstances.
While NAHB agrees that the current degree of government intervention is unsustainable, an
ongoing, though more limited, government role must be maintained to avoid future interruptions
in the flow of credit to mortgage borrowers.

NAHB recommends establishing a new securitization model for single family and multifamily
mortgages where Fannie Mae and Freddie Mac would be transitioned to private housing finance
entities that would aggregate mortgages into securities for sale to investors worldwide. Private
capital from mortgage originators and securities issuers would be in the first loss position but the
principal and interest for investors in the mortgage-backed securities would be guaranteed
through a privately capitalized, federally backed insurance fund. Only mortgages with
reasonable and well understood risk characteristics would be eligible to serve as collateral for
government-backed mortgage securities and the system would be overseen by a strong and
independent regulator.’

Section 103. Termination of Conservatorship; Mandatory Receivership.

Five years after the enactment of PATH, Fannie Mae and Freddie Mac would be put into
receivership and stripped of their government charters. As noted above, while NAHB agrees
that Fannie Mae and Freddie Mac shouid be phased out and the market should transition to a
new mortgage securitization system, NAHB does not support removing all government support
from the conventional mortgage market. In addition, NAHB believes that a transition must be
done in an orderly fashion over time and should not conciude until a viable aiternative system is
fully functioning. There is no mention of a transition to a new secondary market system in Title
I, although the PATH discussion draft offers a plan for transition to a market utility in the third
section titled, National Mortgage Market Utility Act of 2013. NAHB urges the Committee to
carefully evaluate transition issues to ensure that any changes do not cause market disruptions
or dislocations.

' The full details of NAHB's housing finance system recommendations are contained in “A
Comprehensive Framework for Housing Finance System Reform,” published by NAHB on February 9,
2012.
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Section 104. Limitations on Enterprise Authority; Section 106. Mandatory Risk-Sharing; Section
110. Authority of Receiver to Repeal Enterprise Charter

Many of the provisions in Title | that are intended to shift the market away from its current
dependence on the Enterprises already are taking place through mandates by the Federal
Housing Finance Agency (FHFA) and the U.S. Department of Treasury (Treasury). In March
2013, FHFA issued a Conservatorship Scorecard that outlined specific objectives and priorities
to implement the agency’s own strategic plan for how the Enterprises should operate in
conservatorship. The Conservatorship Scorecard directed Fannie Mae and Freddie Mac to: 1)
raise guarantee fees to be more consistent with the risk-based pricing as it would be in the
private market and, 2) incorporate risk sharing in singte family transactions of $30 billion of
unpaid principal balance for both Enterprises in the year 2013.

The PATH Act would require similar steps in its strategy to wind down the Enterprises ~
specifying that a credit risk-sharing program should be established between the Enterprises and
the private market covering at least 10 percent of the Enterprises’ new business each year; and
that the FHFA Director ensure, on an annuai basis, that the guarantee fees charged by the
Enterprises are equivalent to the amount an Enterprise would charge if it were held to the same
capital standards as private banks or financial institutions.

Risk Sharing Program

NAHB supports the exploration of risk-sharing structures for the Enterprises’ mortgage
securities, since such experimentation can provide vaiuable information that will be usefui in
structuring first-loss positions for private capital providers in a reformed housing finance system.

Guarantee Fees

NAHB does not support further increases in Enterprise guarantee fees that are not required to
ensure the safety and soundness of Fannie Mae and Freddie Mac. Enterprise guarantee fees
(or “g-fees”) have doubled since 2011 while their risk exposure has dramatically decreased due
to more stringent underwriting standards, improving home prices and declining mortgage
defaults. Further g-fee increases would have a major adverse effect on both the affordability
and availability of credit while having a very uncertain impact in attracting private capital to the
mortgage markets. A recent study by the Office of inspector General of FHFA raises strong
questions on the effectiveness of g-fee increases in increasing the flow of private capital. The
study states that “significant guarantee fee increases, under some scenarios, couid result in
higher mortgage borrowing costs and dampen both consumer demand for housing and private
sector interest in credit risk.”?

NAHB supports appropriate charges to those benefitting from government mortgage market
support and [ooks forward to working with Congress and financial market experts to determine
the pricing for insurance premiums to be paid by the issuers of mortgage-backed securities
receiving a federal government backstop.

? Federal Housing Finance Agency Office of Inspector General, “FHFA’s initiative to Reduce the
Enterprises’ Dominant Position in the Housing Finance System by Raising Gradually Their Guarantee
Fees,” Evaluation Report EVL—2013-005, July 16, 2013
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Preferred Stock Purchase Agreements
in October, Treasury modified the terms of the Preferred Stock Purchase Agreements (PSPA)
structured between Treasury and the Enterprises in September 2008 at the time the Enterprises
were placed in conservatorship. Per the agreements in effect today, the Enterprises are

required to transfer all of their profits, on a quarterly basis, to Treasury.

The new Treasury agreement also accelerates the winding down of the Enterprises’ portfolios
by requiring a 15 percent reduction per year until each portfolio is reduced to $250 billion.

NAHB has not taken a position on these Treasury requirements, both of which are maintained in
the PATH Act.

Section 105. Modifications to Increases in Conforming Loan Limits

The PATH discussion draft calls for a five-year phased reduction of the conforming loan limit in
high-cost areas, from the current ceiling of $625,500 to $525,500. NAHB is concerned that
such a phase down does not consider the fragile state of recovery in many of the affected
markets and could result in a reversal of the modest recoveries that have occurred.
Furthermore, NAHB believes that it is premature to establish a new high-cost conforming
mortgage ceiling without an analysis of such impacts. Conforming loan limits in the new
conventional mortgage system that NAHB is proposing would be established based on an
evaluation of the condition of housing markets and level of home prices at the time that system
is activated. These loan limits would be indexed to a measure of home prices and adjusted as
specified in HERA.

Section 107. Limitation of Enterprise Mortgage Purchases to Qualified Mortgages

Effective for mortgages with application dates on or after January 10, 2014, the PATH Act would
only allow the Enterprises to purchase, make commitments to purchase, service, sell, lend on
the security of, or otherwise deal in a mortgage that is a qualified mortgage as defined by the
regulations issued by the Consumer Financial Protection Bureau (CFPB) in January 2013, The
CFPB issued the regulation to implement the “ability to repay” provisions of the Dodd-Frank
Wall Street Reform and Consumer Protection Act (Dodd-Frank Act).

In fact, FHFA placed this qualified mortgage restriction on Fannie Mae and Freddie Mac on May
2, 2013 with the exception that Fannie Mae and Freddie Mac wilt continue to be permitted to
purchase loans that meet the underwriting and delivery eligibility requirements stated in their
respective selling guides. This includes ioans that are processed through their automated
underwriting systems and loans with a debt-to-income ratio of greater than 43 percent. Loans
with a debt-to-income ratio of more than 43 percent are not eligible qualified mortgages under
the CFPB’s final rule unless they are eligible for purchase by Fannie Mae and Freddie Mac
under the special or temporary qualified mortgage definition.

The PATH discussion draft does not address whether or not Fannie Mae and Freddie Mac will
continue to be allowed to purchase mortgages loans with a debt-to-income ratio of greater than
43 percent. NAHB recommends a revision to the draft to clarify that such purchases would be
permitted.
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Section 108. Prohibition Relating to Use of Power of Eminent Domain

The PATH Act would prohibit Fannie Mae and Freddie Mac from purchasing or guaranteeing
any mortgage loans that are secured by a structure or dwelling unit located within a county that
has invoked the use of eminent domain during the preceding 120 months to seize mortgage
loans out of fegally binding securities.

NAHB supports this provision. NAHB opposes the use of eminent domain to take mortgages
from mortgage-backed securities or financial institution portfolios, which would significantly harm
mortgage finance markets, reduce access to credit for borrowers, and undermine efforts to
revive the private label mortgage securities market.

TITLE li ~ FHA Reform
FHA Reform and Modernization Act

The PATH Act fays out a reform plan for the Federal Housing Administration (FHA). The bill
would establish FHA as a wholly owned government corporation, removing it from the U.S.
Department of Housing Urban Development (HUD), afthough it would remain as an agency of
the United States. The new structure of the agency is defined, along with its purposes and
powers, how it would be funded, eligible activities and specific program parameters, among
other items. The bill also appoints the Federal Housing Finance Agency as the safety and
soundness regulator of the newly reformed FHA and describes how FHA would function during
its transition from an agency of HUD to an independent government corporation.

NAHB is supportive of reforms to FHA to ensure that FHA is abie to maintain its critical mission
of facilitating the flow of mortgage credit to homebuyers and producers of rental housing. FHA
has a long track record of achievement in insuring loans for over 37 million American families,
many of whom would not otherwise have been able to own a home. FHA pioneered the
concept of a 30 year fixed-rate mortgage and iow down payments, and the nation still benefits
from that program today. FHA maintains strong underwriting criteria to protect the tax payers
and is intended to be self-funded through the upfront and annual mortgage insurance premiums
that borrowers pay.

Contrary to the belief of some, FHA is not a subprime lender and has never required a federal
bailout. Although the single family mortgage insurance program is experiencing shortfalls in its
excess reserves due to the effects of the worst economic downturn since the Great Depression,
FHA remains an integral part of our nation’s economic recovery. Since the downturn in the
housing market, FHA has become the primary source of mortgage credit for first-time home
buyers, minorities and those with limited downpayment capabilities as other sources of
mortgage credit have disappeared. NAHB believes that the private market should be the
primary source of mortgage financing, but that market is extremely limited. While these
circumstances prevall, it is entirely appropriate for FHA and other federally backed programs to
continue to have a larger than historical market share.

FHA historically also has played an important role in the financing of multifamily rental housing
and provided critical support during the recent economic crisis. In 2008, FHA endorsed just
over $2 billion in muitifamily loans (excluding health care programs), which grew to $14.6 billion
in FY2012. This unprecedented increase in FHA multifamily loan volume occurred as other
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private market sources of multifamily financing withdrew from the market as economic
conditions worsened. FHA, along with Fannie Mae and Freddie Mac, are the primary sources of
multifamily financing today. Like in the single family market, the FHA multifamily mortgage
insurance programs are fulfilling the function and mission for which Congress originally
intended. Further, the FHA multifamily programs generate revenue over and above what it
costs to administer the program and fulfill claims.

Within this context, NAHB provides the following comments on Title .

Subtitle A - Organization

NAHB supports the proposed restructuring of FHA as a wholly owned government corporation.
NAHB believes, however, that rather than removing FHA from HUD, that reform of FHA can
best be accomplished by restructuring FHA as an independent government corporation within
HUD, separate from Ginnie Mae. FHA would continue its current mission of supporting fiquidity,
innovation and continuity in the housing finance markets by providing mortgage insurance
backed by the full faith and credit of the U.S. government. in NAHB’s view, a restructured FHA
would be led by a chief executive officer, appointed by the President, who would report to a
presidentiaily appointed board, chaired by the HUD Secretary.

The PATH Act contains provisions that are similar to NAHB's position on a restructured FHA.
For example, NAHB believes that, while under general Congressional oversight, FHA should
have the authority, without further Congressional action, to create or alter specific insurance
programs in order to have the flexibility to react promptly to changes in market and other
conditions. NAHB also supports provisions by which hiring, salaries, personnel management,
and procurement would be freed from current, confining federal government constraints in order
to be more consistent and competitive with the private sector. Further, NAHB agrees that FHA
should be operated in a manner that does not require a federal subsidy and that FHA should be
allowed to retain revenues generated in excess of expenses to be used for mission purposes.

Section 212. Purposes

The PATH Act sets forth the purposes of the newly reformed FHA. In the singie-family area,
FHA is to provide mortgage insurance and other credit enhancements for singie-family
homeownership for first-time homebuyers, iow-and moderate-income (LMi) homebuyers,
homebuyers in counter-cyclical markets and disaster areas. While NAHB agrees that FHA
should continue to support these homebuyers, we oppose these fimitations in FHA’s assistance.
FHA currently serves a broader group of potential homeowners and is available during all
economic cycles, and NAHB beiieves that it should continue to do so.

The FHA single-family mortgage programs are a unique and vital component of the housing
finance system, providing access to homeownership for underserved communities, primarily
first-time homebuyers, minorities and those with kmited downpayment capabilities. During the
recent mortgage crisis FHA demonstrated how invaluable their counter-cyclical role is in
providing mortgage market fiquidity during the country’s unstable housing market system.
Although this rofe has not been without costs to the FHA program, as evidenced by the recent
actuarial studies of the FHA’s Mutual Mortgage Insurance Fund (MMIF), numerous steps have
been taken to address these issues.
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Since 2010, FHA has implemented a series of policy changes, including higher mortgage
insurance premiums, tighter underwriting requirements, stricter mortgage lender enforcement,
and improved risk assessment all intended to strengthen the performance of the MMIF and
rebuild the capital reserve ratio. These changes are the most sweeping combination of reforms
to credit policy, risk management, and lender enforcement in FHA history. FHA’s 2012 Actuarial
Report estimates that the changes in credit policy and pricing have added more than $20 billion
in economic value to the fund from 2010 through 2012. This year HUD announced even more
steps it will take to improve the health of the fund and expects that these measures, coupled
with an estimated additional $11 billion in capital from new business in FY 2013, will return
FHA’s capital reserves to a positive position within the year.

In the muitifamily sector, NAHB also agrees that FHA should continue to support the provision
of affordable rental housing. NAHB has long-supported the FHA multifamily mortgage
insurance programs. These programs, notably Section 221(d)(4) and Section 223(f), have
enabled the construction of needed affordable and market rate rental housing units over the
years, as well as contributed to the ability of property owners to acquire, refinance, rehabilitate
and preserve the nation’s existing stock of rental housing. Of importance, FHA financing is
often used in smaller markets where Fannie Mae, Freddie Mac and other market participants
are less active, and FHA has filled the niche that local banks and thrifts have retreated from in
recent years. NAHB does not support a narrowing of FHA’s mission as it relates to supporting
the multifamily rental housing market.

NAHB also supports as a purpose the engagement in research, development and testing of new
products designed to make single and muitifamily housing and residential health care facilities
available to hard-to-serve markets. Such markets should include rural areas, as well as
distressed urban and rural areas.

Lastly, under Section 212(6), NAHB believes that FHA and the U.S. Department of Agriculture
(USDA) should jointly consider ways to coordinate related to risk management and loss
mitigation for the FHA and Rural Housing Service (RHS) programs. However, FHA shouid not
control the operations and practices of an agency (RHS) within the USDA. NAHB has supported
the joint efforts of HUD, USDA, and the Treasury to coordinate and streamline administrative
practices and procedures and in some regulations for the multifamily programs, which often are
funded in conjunction with each other (such as Low Income Housing Tax Credits, HOME, FHA
multifamily mortgage insurance, and rental housing assistance). These efforts show promise in
making the use of these programs more efficient and productive.

NAHB believes that all provisions in the draft bill that direct FHA to oversee or set practices for
the RHS should be eliminated. NAHB has not supported the transfer of RHS programs to HUD
and would not support the transfer or oversight of the RHS programs to a newly reformed FHA.
The RHS programs have financed over two million owner-occupied homes and over 500,000
rental units for low and moderate income families living in rural areas. RHS has also provided
funding to repair thousands of single family homes, as well as rental assistance to thousands of
low-income rural famities, many of whom are elderly or disabled, and financing to provide
migrant housing. The RHS programs are uniquely structured to address the housing credit
needs of low and moderate income persons in rural areas, which are very different from those
found in urban and suburban areas. This oversight responsibility could lead to the consofidation
of the RHS programs into FHA programs, which NAHB believes would result in the loss of the
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important network of state offices that administer the RHS programs, making it more difficult and
expensive for persons living in rural areas to obtain an affordable mortgage to purchase a
home.

Section 218. Applicability of Laws.

While NAHB supports giving a newly restructured FHA broader powers than it currently
possesses as a means to foster more efficient and modern products and services, we believe
that FHA must continue to be subject to applicable laws related to notice and comment
rulemaking. Section 218 of Title Il exempts any matter relating to credit enhancement or other
business of the FHA from such taws, which we do not support. While NAHB supports
streamiining of the regulatory process, which currently is too time-consuming, it is critically
important for purposes of transparency that a newly reformed FHA provide notice and comment
opportunities to stakeholders and interested parties. Government agencies become better
informed as to the viability of their proposals during the comment and rule making period, and
although the end result may not be reflective of all comments, the consequences of government
decisions — positive and negative - become more evident as a result of constructive public input,

Subtitle B — Business Authority and Requirements

Section 232, Eligible Single Family Mortgages

Mortgage Amount

The PATH Act establishes limits on the mortgage amount for single family mortgages eligible
for FHA insurance as the lesser of: 1) 100 percent of the appraised value of the property and 2)
115 percent of area median income (AMI) or 150 percent of the Freddie Mac limit (currently
$625,500). NAHB notes that these mortgage limits are consistent with those in the FHA
Modernization Act of 2008 enacted as part of the Housing and Economic Recovery Act (HERA)
of 2008 (P.L. 110-289). The current FHA single family loan limits which are the lesser of 125
percent of AM!I or 175 percent of the Freddie Mac fimit will be rolled back to the HERA limits at
the end of this year. While the proposed limits are consistent with current law, we seek
clarification on the definition of the Freddie Mac limit once Freddie Mac’s charter is repealed
pursuant to Section 110 of the PATH Act.

The PATH Act would also reduce the minimum FHA loan limit or “floor” to no lower than
$200,000, down from the current floor of $271,050. NAHB estimates that the reduction in the
fioor would result in lower limits, relative to the HERA limits, in 2,692 counties, which account for
56 percent of the occupied housing units in the country. Given the large impact of affected
housing units, NAHB opposes the reduction in the floor and supports continuation of the current
formula for the FHA floor as specified in HERA.

Downpayment

The bill also proposes changes to the minimum downpayment required. First-time homebuyers
would be required to provide a 3.5 percent downpayment, and a five percent downpayment
would be required from other borrowers. NAHB is concerned that increasing the downpayment
from 3.5 percent to five percent will create a substantial burden for all American homebuyers,
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especially younger buyers and those with strong credit profiles but not enough available funds
to make the increased downpayment. Also adversely affected will be current homeowners
Jooking to move up who will not be able to do so because of the reduced number of qualified
borrowers.

The increased downpayment burden provides minimal benefits. Research has shown that
requiring a higher downpayment does little to reduce risk of defauft but causes homebuyers to
use more of their reserves for the downpayment. This is particularly true for low and moderate-
income families seeking to become homeowners. Sound underwriting is the key to minimizing
foreclosures and defaults, not downpayments.

Public Purpose Requirement

Section 232 also establishes a public purpose requirement for FHA based on the purposes
enumerated in Section 212. The bill restricts FHA singte family mortgage insurance to joans
that meet one of the following criteria:

(1) first-time homebuyer

(2) fow or moderate income homebuyer, defined as a family having an income less than 115
percent of the area median income (AMI) or 150 percent of AM! in high cost areas,
which are defined as areas where the median one-family house price exceeds the
Freddie Mac limit in effect for that year. (It is not clear what this house price fimit might
be once Freddie Mac is no longer in existence.)

(3) property is located in a counter-cyclical market (as determined by the FHFA Director and
the FHA Chief Risk Officer, CRO)

(4) property is located in a Presidentially-declared disaster area.

As noted previously, NAHB opposes the restriction of FHA’s support to these loan categories.
Further, NAHB has concerns regarding the counter-cyclical market adjustment specified in
Section 232 (C) which would restrict the availabitity of FHA loans unless:

e there is a joint determination by the FHA Director and Chief Risk Officer that available
credit in a specific county or counties has contracted significantly, as measured by a
credit availability measure of the Office of the Comptroller of the Currency;

» that house prices in those areas have declined significantly, as measured by the FHFA;
or,

« that available credit for purchasing homes or other economic conditions exist that show
a significant contraction of capital in the such areas as measured by a metric identified
by the Director and Chief Risk Officer in a written notice made publicly available and
provided to Congress in advance.

NAHB is very concerned that this process is overly burdensome and the determinations
required would take too fong to effectively address changing economic conditions. Looking at
the dramatic increase of FHA’s market share of single-family mortgages over the past few
years, it is clear how essential the program is for our nation’s economic recovery. FHA's share
of the market jumped from 3 percent during the housing boom to a high of almost 30 percent
early in the crisis. This dramatic shift is evidence that FHA is performing its mission of providing
the federal backstop to ensure that every American has access to a stable mortgage product.
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Section 233. Risk-sharing

Section 233 requires FHA to develop a demonstration model and standards for entering into
risk-sharing agreements for FHA-insured mortgages. FHA is directed to develop the model
within two years of enactment after which FHA would be required to enter into risk-share
agreements on 10 percent of its single family business. The risk share portfolio must represent
a broad cross-section of single family mortgage products.

The risk-share model is to include guidelines for qualification of persons or entities to participate
in risk-sharing agreements and other credit enhancement activities with FHA. FHA is to review
the FHFA guidelines that apply to the Fannie Mae and Freddie Mac to determine if they are
appropriate for the purposes of FHA. The guidelines must ensure that parties participating in
risk-sharing have sufficient liquidity, capital, credit worthiness and are other capabie of fulfilling
their obligations to FHA.

NAHB believes that dividing the risk with private companies would reduce FHA's loss exposure
and could have other operational advantages. However, it would also raise the question of
FHA’s exposure to adverse selection if the private companies limited their participation to the
lowest risk portion of FHA’s business. This concept also could reduce or eliminate participation
by smaller mortgage tenders, particularly community banks, who would have difficulty meeting
the eligibility criteria for the program. A change of this nature would also impact the Ginnie Mae
mortgage-backed securities (MBS) program by raising Ginnie Mae's exposure to counterparty
risk and would likely require significant changes at that end as a result. The bill does not require
FHA to consult with or review Ginnie Mae’s guidelines, nor does it mention examining any
potential impact on Ginnie Mae.

Section 234. Limitation on Mortgage Insurance Coverage

The bill reduces the coverage of FHA mortgage insurance permitted on a foan over time, from
the current 100 percent to 90 percent of the original principal obligation for mortgages insured
after the expiration of the one-year period beginning on the date of enactment of this act; 80
percent after two years; 70 percent after three years; 60 percent after four years; and 50 percent
after five years. These provisions would become effective upon enactment.

NAHB notes that the Department of Veterans Affairs (VA) has operated its Loan Guaranty
Program with a iower insurance coverage with positive results. However, the VA program is
restricted to a specific portion of the population, the military, and has operating features that
may not be replicable for FHA loans. In addition, as in the case of risk-sharing, Ginnie Mae’s
counterparty risk exposure would increase, necessitating changes in that program as well. The
bilf does not provide for a demonstration or study of decreasing the degree of insurance on FHA
loans, leaving questions unanswered as to its viability and impact on the programs.

Section 235. Premiums

The bill gives FHA the authority to establish and collect mortgage insurance premiums (MIP). In
the case of single-family annual premiums, FHA must charge at least 0.55 percent of the loan
balance. The MIP must be sufficient to cover: costs of providing Mi; administration, operations,
management and technology costs for FHA; capital ratios required for the Mutual Mortgage
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Insurance Fund (MMIF) and MI for muitifamily mortgages; and, salaries and expenses of FHA
personnel.

The bill allows the newly reformed FHA to establish a mortgage insurance premium structure
involving a single premium payment collected prior to the insurance of the mortgage or annual
payments (which may be collected on a periodic basis), or both. The rate of premiums may
vary according to the credit risk associated with the mortgage and the rate of any annual
premium for such a mortgage may vary during the mortgage term. The FHA would have the
discretion to change this structure, but only for new loans.

NAHB believes that calibrating mortgage insurance premiums to the risk profile of the borrower
would atlow FHA to better align its revenues with potential claims and thus bolster reserves.
However, it would also place FHA in the position of raising the mortgage financing costs of the
individuals for whom it has a mission to serve. A key consideration in designing a system of
risk-based pricing for FHA is the range and weighting of risk-factors used in determining the
schedule of premiums.

Section 237. Occupancy and Rent Limitations for Multifamily Mortgage Insurance

The bill aliows FHA to provide mortgage insurance for residential properties having five or more
dwelling units — multifamily rental housing — subject to occupancy and rent restrictions which are
applied during the life of the mortgages. The bill restricts occupancy to families having incomes
no greater than 115 percent of AMI. it allows for higher income limits (up to 150 percent of AMI)
in high cost areas. The bill gives FHA the discretion to establish lower occupancy, income and
rent restrictions.

The FHA multifamily mortgage insurance program is an important resource for meeting the
need for affordable rental housing. The Census Bureau’s 2012 Rental Housing Finance Survey
shows that an overwhelming majority of tenants in properties with FHA insured mortgages have
incomes of 115 percent or less of area median income. However, the FHA multifamily
mortgage insurance program is also a key source of liquidity, so the imposition of income limits
would impede that portion of FHA’s mission, particularly in higher-cost markets.

NAHB does not support setting occupancy and rent restrictions based on AMI for the FHA
multifamily mortgage insurance programs. The FHA multifamily mortgage insurance programs
are subject to statutory mortgage loan limits, which effectively serve to focus the provision of
FHA muitifamily mortgage insurance on affordable and workforce rental housing. Imposing
burdensome provisions that require developers, lenders and property managers to track and
document incomes and rents on unsubsidized properties is costly and unnecessary, given that
the proposed targeted population is already being served by the programs.

Subtitle C. Financial Safety and Soundness

Section 251. Authority of Director

The bill provides that the Director of the Federal Housing Finance Agency (FHFA) shalt
supervise and regulate the safety and soundness of the newly reformed FHA and the programs
of the RHS in USDA.
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As discussed with respect to our comments on Title |, NAHB has proposed an improved
regulatory regime for a reformed housing finance system that would involve replacing FHFA
with a new regulator that is better suited to oversee a broader spectrum of responsibilities.
Therefore, NAHB does not support assigning FHFA as the regulator over the new independent
FHA.

In addition, NAHB does not support giving FHFA the authority to supervise and regulate the
RHS. The RHS shouid continue to be supervised and reguiated by the USDA. NAHB does not
object, as previously stated, to the coordination of policies and procedures, to the extent
appropriate, between FHA and RHS programs.

Sections 256. Mutual Mortgage Insurance Fund (MMIF) Capital Reserve Ratio; Section 257,
Capital Classifications and Performance Measures

Section 256 requires FHA to establish separate accounts in the MMIF for legacy loans and for
new loans. The FHA must maintain a capital reserve ratio of four percent for new business,
double the current two percent statutory capital reserve ratio. Section 257 provides for
consequences if the MMIF should become undercapitalized (i.e., a capital ratio of less than four
percent) by restricting the degree of insurance provided by FHA. Pursuant to Section 257, the
capital classifications and restrictions on new FHA business are:

“Undercapitalized”:
» Capital reserve ratio between two and four percent; FHA would be restricted from
insuring single family mortgages with a loan-to-value ratio exceeding 90 percent.
s Capital reserve ratio between zero and 2 percent; FHA would be restricted from insuring
single family mortgages with a loan-to-vaiue ratio exceeding 80 percent.

“Significantly Undercapitalized”™:
« Capital reserve ratio less than zero percent; FHA would be subject to enforcement
actions determined by FHFA.

in addition, if FHA is classified as undercapitalized or significantly undercapitalized, it wouid be
required to submit a capital restoration plan to the FHFA Director.

NAHB has significant concerns regarding the proposed doubling of the MMIF capital reserve
ratio. The increase in the reserve ratio will directly result in higher MiPs for single family
mortgages since, pursuant to Section 235, the MIP must be sufficient to cover the capital
reserve ratio. Higher MiPs will result in increased costs for the borrowers to be served by the
reformed FHA, specifically first-time and low- and moderate-income homebuyers. These
homebuyers are the population least likely to be able to bear the brunt of higher mortgage costs
and will have fewer available mortgage options other than FHA-insured mortgages.

In addition, NAHB opposes the proposed restriction in FHA business if FHA is classified as
undercapitalized. Restricting FHA's ability to serve its core borrowers will not improve the FHA
financiai position and will harm these borrowers. NAHB has supported past legisiative proposals
that would require a capital restoration plan. but strongly opposes restrictions in FHA's activities.
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Section 259. Capital Reserve Requirements for Other Funds

The bill requires the Director of FHFA to set capital reserve requirements for the General
Insurance Fund (G!), the Special Risk Insurance (SR!) Fund, the Cooperative Management
Fund, and the Rural Housing Insurance Fund established under Titie V of the Housing Act of
1949. The bill does not specify target reserve ratios.

Currently, there are no statutory requirements for capital ratios for either the Gl or SRi funds.
While NAHB understands that members of Congress and the Administration are focused on
strengthening the risk management practices for both the single and multifamily FHA programs,
we strongly urge that an in-depth analysis is conducted to determine any impact on the
mortgage insurance premiums for the FHA muitifamily programs before any reserve
requirements are considered. NAHB does not believe that it is appropriate to use the type of
capital reserve ratios used for the MMIF for the GI/SR! fund, because the nature of the
multifamily portfolio is significantly different from the single family portfolio insured under the
MMIF.

The purpose of collecting the mortgage insurance premiums (MIP) for the FHA multifamily
programs is to collect sufficient sums to ensure that, in the case of defaults, the government can
cover the cost of paying off its financial obligations to the lenders. The Federal Credit Reform
Act (FCR) of 1990 directs government agencies to provide a realistic picture of the cost of
government loans and guarantees. To comply with the FCR in determining the costs of the
FHA muitifamily mortgage insurance programs, HUD uses an economic modei that takes into
account the risks and costs of each program and has traditionally set the MIP for a specific
program at a level sufficient to protect the integrity of the insurance fund without overcharging
borrowers. The practice, since 2003, has been that the MiPs for Section 221(d){4) and most
other programs are set at roughly breakeven levels.

Thus, the implementation of a capital reserve on the Gi/SRI funds could have significant
impacts on MIPs. Higher MIPs will lead to higher costs for borrowers and renters who are
served by the FHA muitifamily programs. A key example is the Section 221(d)(4) program
where a higher MIP will raise the required borrower debt service and/or equity contribution,
resulting in a lower mortgage amount at a higher rate of interest. These higher costs would be
passed along to the low- and moderate income families who use the program in the form of
higher rents or could result in properties not being built or rehabilitated because of the higher
equity contribution required.

It is also important to note that HUD, over the last several years, has instituted new risk
management protocols for the FHA multifamily mortgage insurance programs. The new
protocols tightened underwriting requirements and created a national loan review committee.
New policies were implemented for targe loans, inciuding higher standards for credit worthiness
and experience, and new policy was implemented related to concentration of risk from
borrowers with large FHA portfolios. Processes and procedures throughout the field offices
have been strengthened and standardized, with more to come as the muitifamily office
restructuring unfolds over the next couple of years. There is closer scrutiny on market strength
and FHA presence than before the economic crisis struck. MiPs were increased in FY2012 for
the first time in 10 years. Al of these actions have been taken to ensure the health of the GI/SRI
fund.
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NAHB does not support giving the Director of FHFA the authority to set capital reserve
requirements for the Rural Housing Insurance Fund. As stated previously, the USDA shouid be
responsible for the oversight and financial safety and soundness of the RHS programs.

Section 263. Limitations on Seller Concessions

The bill prohibits FHA and RHS from newly insuring any mortgage on a one-to four-famity
residential property with respect to which the selier of the property (or third party or entity that is
reimbursed directly or indirectly by the seller) contributes toward the acquisition of the property
by the mortgagor any amount in excess of three percent of the total closing costs in connection
with such acquisition.

The Discussion Draft uses a different approach to fimits on seller concessions than that in
current FHA regulations and HUD's changes to FHA sefler concession rules proposed in March
2012. The draft bill proposes seller concession limits as a percent of closing costs, while HUD's
proposed rules specify limits based on the lesser of appraised value or sales price, which is the
measure used in current rules for FHA, Fannie Mae and Freddie Mac. NAHB strongly
recommends that the lesser of sales price or appraised value be the base used to determine the
limitation on seller concessions.

NAHB opposes fimitations on seiler concessions below the current FHA limit of six percent of
sales price or appraised value. Seller contributions are an important tool for providing access to
affordable homeownership by reducing the amount of upfront monies required for mortgage
financing. Prudent methods of assisting a borrower to lower the upfront cash needed to
purchase a home create more homeownership opportunities and can leave the buyer with
reserves after the purchase to absorb economic shocks and unanticipated costs of
homeownership.

Seller concessions are critical to many home sale transactions. Changing seller concessions
would be a significant blow for financing both resale and new homes now and in the future. A
recent NAHB survey found that seller concessions greater than three percent are used on about
60 percent of new home sales with FHA insurance. The survey also found that 44 percent of
respondents need a minimum limit greater than three percent on seller-paid concessions to
allow them to serve most of their customers.

The current six percent seller concession limit provides the consumer additional tools and
flexibility in affordable financing sofutions. In addition to covering portions of buyer ciosing
costs, seller concessions can be utilized to buy down the interest rate making the monthly
payment more affordable. While buydowns are less prevalent in today's low mortgage rate
environment, NAHB believes it is important that this option is available if and when rates move
to less affordable ranges.

The proposed three percent limit on seller concessions also does not adequately address high
cost areas and areas with high ciosing costs. FHA has a mission to facilitate affordable housing
as well as a counter cyclical mission to support housing when other finance providers are not
present. It seems appropriate that consumers living in high cost or high closing cost areas
should be provided with the same concessions as those in lower closing cost areas.
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Maintaining current seller concession limits will address these markets and the consumers who
live there.

Section 266. Prohibitions Relating to Use of Power of Eminent Domain

The bill prohibits the Secretary and the FHA from newly insuring any mortgage that is secured
by a structure or dwelling unit that is located within a county that contains any structure or
dwetling unit that secures or secured a residential mortgage loan which mortgage loan was
obtained by the State during the preceding 120 months by exercise of the power of eminent
domain.

NAHB supports this provision. NAHB opposes the use of eminent domain to take mortgages
from mortgage-backed securities or financial institution portfolios. NAHB is concerned that this
mortgage restructuring proposal would significantly harm mortgage finance markets, reduce
access to credit for borrowers, and prevent private capital from returning to the mortgage
market.

Section 267. Residual Income Requirement

The bill prohibits FHA from insuring any new mortgages unless the mortgagor meets sufficient
residual income requirements to be established by FHA. Residual income is the mortgagor’s
net monthly income after taking into consideration defined obligations. Currently only the
Department of Veterans Affairs Home Loan Guarantee program utilizes residual income
underwriting requirements. This method of loan level analysis has produced lower default rates
even through the housing finance crisis.

NAHB could support residual income methodologies if they were fair and responsible enabling
reasonable guidelines that both protect FHA’'s MMIF while providing access to credit for
homebuyers.

TITLE Il — Building a New Market Structure
National Mortgage Market Ulility Act of 2013

The PATH Act would set up a new, non-government, not-for-profit entity to restore a robust
secondary market for residential mortgage loans. The National Mortgage Market Utility (the
“Utitity”) would be regulated and supervised by FHFA. Specifically, a Division of Utility
Regulation would be established within FHFA and ied by a Deputy Director.

The Utility would, by statute, perform most secondary market functions of the Enterprises.
Generally, the Utility would establish standards for originating eligible residential mortgage
loans; develop standard form securitization agreements; develop servicing and servicer
reporting standards; create standard data definitions for all aspects of loan origination,
appraisals, and servicing; improve transparency related to the performance of residential
mortgages; operate a common securitization platform; provide a central repository for mortgage
documents and other mortgage-related information; and provide a uniform procedure for defauit
and foreclosure.
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Notably lacking is a provision for a federal guarantee of timely payment of principal and interest
on mortgage-backed securities. As noted earlier, NAHB believes the absence of a federal
backstop for mortgage-backed securities is a significant failing in the design of the PATH Act's
housing finance system. NAHB believes a federal government guarantee is critical to ensure an
adequate flow of mortgage capital and to avoid highly damaging disruptions in the delivery of
affordable housing credit.

The PATH Act provides for the Utility to have significant latitude in developing and adopting
standards, processes and procedures to eliminate the weaknesses in the residential mortgage
market that were revealed during the financial crisis. Many of the measures called for by the
PATH Act to repair and bolster the housing finance system were previously called for by NAHB
in its Comprehensive Framework for Housing Finance System Reform. NAHB agrees a new
framework must be established to prevent excessive risk taking and to ensure the safe and
sound operation of the entire housing finance system so the recent crisis is never repeated.
NAHB has identified the following components of reform that would correct the operational and
structural problems that produced the housing boom/bust:

+ Reform the appraisal system

* Prohibit unsound mortgage products

« Ensure the use of prudent mortgage underwriting guidelines

« Require sound mortgage securities structures and fuil transparency for MBS investors

» Reform mortgage servicing and foreclosure procedures

* Impose adequate oversight on previously unregulated segments of the mortgage and
financial markets

» Ensure reforms are undertaken in a balanced and flexibie manner so credit worthy
borrowers are not disadvantaged

Section 322. Standards for Qualified Securities

Only Qualified Securities, as specified in the PATH Act, would trade through the Utility.
Qualified Securities must meet numerous requirements:

« The Utility will establish classifications of residential mortgages based on various risk
parameters. Eligible collateral for Qualified Securities must meet the criteria of a defined
risk classification and the Utility will allow for the trading of securities collateralized by
each classification of mortgages.

+ Eligible collateral must use standard securitization agreements that are developed by the
Utility and incorporate requirements related to pooling and servicing; representations
and warranties; indemnification and remedies; and trustee responsibilities.

+ For a mortgage to be eligible for a Qualified Security, all documents related to the
mortgage must be registered with the newly-created mortgage data Repository.

» Servicing and Servicer reporting standards developed by the Utility must be applied to
eligible coilateral.
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» Loan origination, appraisal, and servicing data, including data relating to underwriting
criteria, would be available for residential mortgage loans that comprise qualified
securities.

As noted above, NAHB has been recommending the types of reforms that are specified in the
PATH discussion draft, and we commend the Committee for including such measures. One
concern, however is the requirement that a Qualified Security must be collateralized with
mortgages all having the same risk classification, which coutd impair the liquidity of the market
for specific Qualified Securities.

Section 331. Organization and Operation of Natjonal Mortgage Data Repository

The Utility is directed to organize, establish and operate a Repository for mortgage-related data
and mortgage documents. The authorized activities of the Utility with regard to the Repository
will generally include all activities required to set standards and procedures for submission,
registration, validation, publication, etc. of data and documents to be deposited in the
Repository. Activities of the Utility also will include determining qualifications for those
depositors of data to the Repository and fees for using the Repository.

NAHB has no specific policy regarding a national mortgage data repository, however, the lack of
availability of mortgage data and other information in mortgage loan and securities documents
was one of the key problems faced by lenders, servicers, investors and consumers during the
crisis as they tried to work out problem foans. NAHB commends the Committee for exploring
means to improve transparency in mortgage and mortgage securities transactions.

TITLE IV — Removing Barriers to New Investment

Home buyers and builders continue to confront challenging credit conditions, weighed down by
strict underwriting requirements and an uncertain future regulatory environment. For home
buyers, while mortgage rates have fallen to record lows, access to mortgage credit is limited to
those with pristine credit histories who can qualify for government-backed programs. Presently,
FHA, VA, Fannie Mae and Freddie Mac account for more than 90 percent of mortgage
originations. Access to credit for home builders is even more constricted where, in the current
regulatory climate, lenders are very reluctant to make acquisition, development and construction
(AD&C) foans.

Since the beginning of the “Great Recession”, Congress, the administration and independent
agencies have taken significant actions in response to the financial crisis. The result is an
avalanche of uncoordinated regutations from multiple federal agencies that will impact the cost
and availability of housing credit.

The Dodd-Frank Act contained a number of provisions that initiated this regulatory overload.
For instance, Dodd-Frank created the Consumer Financial Protection Bureau (CFPB), which
has broad authority over consumer mortgages and has proposed and/or finalized rules on
determining a consumer’s ability to repay, establishing requirements for servicing mortgages,
and revamping mortgage application documentation. Additionally, six other regulators proposed
an onerous rule to implement the credit risk retention provisions of Dodd-Frank.
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Also in the mix are the new Basel lil rules from the federal banking regutators, which have set
increased capital requirements for banks along with other provisions.

The cumulative impact of these rules has created overwheiming complexity and heightened
compliance risks, which will ultimately increase costs to borrowers or prevent creditworthy and

responsible borrowers from accessing mortgage credit.

Sec. 401. Basel | Impact Study

The Basel Ill regulatory capital final rule, issued by the Federal Reserve Board (Fed) on July 2,
2013 and confirmed by the Federal Deposit Insurance Corporation (FDIC) and the Office of the
Comptroller of the Currency (OCC) on July 9, increases the quantity and quality of capital for all
federally insured banking institutions and imposes additional thresholds for the largest banking
organizations. Basel Il will be phased in, beginning January 2014 for the largest banks;
community banks have untdl January 2015 to comply.

This bill would direct the Fed, FDIC and OCC to conduct an empirical study of the Basel li
regulatory capital rules. The study would provide important insight into the potential impact on
the financial services sector, the cumulative impact on US economic growth, and the impact on
the availability and cost of credit, and will heip the regulators to implement effective capital
requirements without obstructing much needed credit.

This bill would require that a final report be made available to the public for a notice and
comment period, that Congress hold a hearing on this report, and that the federal banking
agencies review the final rule based on the report and public comments. The bill would defay
the final Basel! Ilf rules for at least two years for some financial institutions until the study is
completed.

NAHB supports conducting a study of Basel Hll bank capital rules and delaying implementation
of this rule until the study has been completed. The increased reserve requirements will
significantly increase the capital that banks need to hold and may alter their business plans.
NAHB is particularly concerned about adverse effects of Basel Il on community banks, which
are key sources of credit for both home buyers and home builders.

Sec. 403. Definition of Points and Fees

The PATH Act would make changes to certain provisions of the Ability-to-Repay (ATR) standard
that was authorized by Dodd-Frank and promulgated by the CFPB.

The Ability-to-Repay standard sets minimum standards for mortgages by requiring lenders to
establish that consumers have a reasonable ability to repay at the time the mortgage is
originated, and provides that certain high-quality, low-cost loans (defined as Qualified
Mortgages or QMs) are presumed to meet this standard. The CFPB issued a final ATR rule tha
will become effective on January 10, 2014. Since issuing the final rules in January, the CFPB
has issued amendments to the ATR rule to clarify or change provisions of the rule in an effort to
ensure a smooth transition.
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Among other provisions, the final ATR rule limits the points and fees that can be charged to a
borrower to 3 percent of the loan amount in order to qualify as a QM loan under the “ability to
repay” regulations. Many industry stakeholders believe the 3 percent cap to be overly restrictive
and ultimately could reduce the availability or increase the costs of credit to creditworthy
borrowers. There are some exceptions to the 3 percent cap, including small loan amounts, but
the rule differentiates point and fee calculations for affiiated and unaffiliated companies,
including charges from affiliates but not from affiliated companies. This differential also exists
for retail lender and brokered loans. These differentiations create competitive disadvantages for
different business models for no apparent reason and would restrict consumers’ choice of
mortgage settiement services.

NAHB supports balancing mortgage credit availability and consumer protections. NAHB
believes that loans should be prudently underwritten and adequately disclosed. NAHB also
believes that it is critical that mortgage lending reforms are imposed in a manner that causes
minimum disruptions to the mortgage markets while ensuring consumer protections. Great care
must be taken to avoid further adverse changes in liquidity and affordability.

Therefore, NAHB supports amending the Truth in Lending Act to exempt certain affiliated
business arrangements from the calculation of points and fees, as directed in this section.

Sec. 406. Effective Date of Certain Mortgage Reform Regulations

This section would extend the timeline for certain new mortgage reguiations that were
authorized by Dodd-Frank for an additional year.

NAHB supports this extension as it would provide much needed time for the lending institutions
to adapt to the new regulations and would ensure that there is no disruption in the availability of
mortgage credit.

Sec. 407. Repeal of Credit Risk Retention Regulations

This section would fully repeal Section 941: Regulation of credit risk retention, of Dodd-Frank,
and would prohibit federal regulators from issuing any regulation that would require risk
retention, the creation or maintenance of a premium capture cash reserve account, or any
similar mechanism unless directed by Congress.

Sec. 941 of the DFA regulates credit risk retention by requiring loan originators and securitizers
to hold at least five percent of the credit risk between them, with noted exemptions. Requiring
lenders and securitizers to have “skin in the game” was intended to provide an incentive to
ensure that loans are sound and borrowers are creditworthy.

In March 2011, six federal agencies (Office of the Comptroller of the Currency, Federal Reserve
Board, Federal Deposit Insurance Corporation, Federal Housing Finance Agency, Securities
and Exchange Commission and Department of Housing and Urban Development) released a
proposed Credit Risk Retention rule to implement this DFA provision,

The proposed rule has far-ranging implications across the housing and development sectors.
In particular, the rule includes exemptions to the risk retention requirements for Qualified
Residential Mortgages (QRM) and Qualified Commercial Real Estate (QCRE) loans. The
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regulators very narrowly defined these exemptions and proposed very conservative underwriting
standards and requirements (including a 20 percent downpayment requirement) that will limit
the number of loans eligible for these exemptions. In addition, the premium capture cash
reserve account (PCCRA) provision has the potential to distort the securitization market and
create a disincentive for private investors.

As stated earlier, NAHB supports steps to ensure that mortgage lending occurs in a safe and
sound manner, with appropriate underwriting, prudent risk management and sound consumer
safeguards and disclosure. The housing system and the economy have been affected deeply by
the consequences of inappropriate underwriting standards and risky loan features. However, if
the credit risk retention rule is finalized as proposed, it could be detrimental to the flow of
mortgage credit. Therefore, NAHB supports the repeal of Section 941 of Dodd-Frank as an
aiternative to the proposed rule.

Sec. 409. Mortgage Loans Held in Portfolio

This provision would exempt mortgage loans held in the portfolio of the creditor that made the
loan from the “Minimum standards for residential mortgage loans” ATR rules, mandatory escrow
rules, and certain disciosure rules.

NAHB supports the exemption for depository institutions that hold loans in their portfolios from
ATR rules and other Dodd-Frank requirements. The costs for community banks to comply with
these rules are significant and wili potentially limit an important source of responsible mortgage
credit for consumers.

Sec. 411. Amendments to the Truth in Lending Act

This bill would amend the Truth in Lending Act, by establishing online and telephone housing
counseling and allowing 40 year mortgages to be inciuded in the definition of a QM. This
section would also prohibit CFPB from establishing the 3-day rule for closing documents,
eliminate the prohibition of prepayment penalties, eliminate single premium credit insurance,
eliminate a prohibition of adding arbitration clauses to a mortgage contract, and exempt
mandatory reporting requirements for appraisal violations from monetary penalties.

NAHB supports efforts to ensure the availability of sound mortgage products. There should be
continued availability of financing for long-term (at least 30-year) fixed-rate mortgages, as welt
as mortgage products with well understood risk characteristics such as certain standard
adjustable-rate mortgages and muitifamily products. NAHB believes that mortgage maturities
shouid also be available for longer than 30 years.

Sec. 412. Financial Institutions Examination Fairness and Reform

NAHB is pleased that Section 412 of the PATH Act discussion draft incorporates H.R. 1553,
The Financial Institutions Examination Fairmess and Reform Act to tackle the issue of overly
restrictive bank examiner regulation. Introduced by Financial Institutions Subcommittee
Chairman Shelley Moore Capito (R-WV) and Representative Carolyn Maloney (D-NY), the
language in H.R. 1553 is intended to improve the examination of depository institutions and is
strongly supported by NAHB.
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NAHB believes that the provisions included in Section 412 of the PATH Act discussion draft
would greatly benefit the housing industry and help alleviate the credit crisis that our members
have been experiencing since 2008. As NAHB has communicated to this committee on
numerous occasions, the home building industry continues to experience a significant lack of
availability of tand acquisition, land development and home construction (AD&C) loans and
builders with outstanding loans often face challenges when seeking to modify their AD&C loans
in order to have more time to complete projects and pay off loans. Lenders themselves often
cite regulatory requirements or examiner pressure on banks to shrink their AD&C loan portfolios
as reasons for their actions. While federal bank regulators maintain that they are not
encouraging institutions to stop making loans or to indiscriminately liquidate outstanding loans,
reports from NAHB members and lending institutions in a number of different geographies
suggest the opposite. We hear that bank examiners in the field have adopted an aggressive
stance against AD&C loans.

As a result of this regulatory pressure, the home building industry is having extreme difficulty in
obtaining credit for viable projects. Builders with outstanding construction and development
loans are experiencing intense pressure as the result of requirements for significant additional
equity, denials on loan extensions, and demands for immediate repayment. in short, the credit
window is very tight for builders, particularly small-to mid-sized builders, all over the country.
NAHB has presented banking regulators with specific instances of credit restrictions, provided
data showing no difference in credit access across market conditions; and requested specific
changes to current regulatory guidance. To date, these efforts have not produced any tangible
results. With the availability for housing production loans so limited, it is clear that
congressional action is needed to help expand the flow of credit to home builders. Without such
action, there can be no housing recovery, which has major implications for our nation’s ability to
recover from the current economic downturn.

Section 412 addresses concerns NAHB’s members have expressed since the housing downturn
with regard to how bank examiners have interpreted guidance from federal banking reguiators
with respect to performing loans, modified or restructured loans, appraisals where no new
funds are extended, and classification of commercial loans where there has been deterioration
in collateral value. NAHB specifically supports the examination standards in Section 412 that
would require:

* A commercial loan cannot be placed in non-accrua!l status solely because the collateral
has deteriorated in value.

» A modified or restructured commercial ioan shall be removed from non-accrual status if
the borrower demonstrates the ability to perform on such loan over a maximum period
of six months. For loans that are on a quarterly, semiannuat or longer repayment
schedule such period shall be a maximum of three consecutive repayment periods.

» A new appraisal is not required on a performing commercial loan uniess an advance of
new funds is involved.

* In classifying a commercial loan in which there has been deterioration in collateral
value, the amount to be classified shaif be the portion of the deficiency relating to the
decline in collateral value and repayment capacity of the borrower.

Moving forward, NAHB would like to work with the committee to include a definition of
“commercial fending” in Section 412 that specifies the entire spectrum of such lending activity to
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ensure that construction lending is not inadvertently excluded from the provisions of the overalt
section. Furthermore, NAHB would encourage the committee to consider adding language to
eliminate use of the 100 percent of bank capital measurement as a hard cap that banks say
federal banking examiners use to prohibit them from making loans to home builders. This
provision, included in H.R. 1255, the Home Construction Lending Regulatory improvement Act,
would require bank regulators to follow their existing rules and not obstruct financial institutions’
lending to our nation’s small builders. Bank regulators would be directed to cease implementing
a 100 percent of capital bank lending threshold for AD&C loans as a “hard” limit, rather than
utitizing the 100 percent of capital guideline as it was intended. NAHB strongly believes that
these suggested changes would both clarify and strengthen Section 412 for the home building
industry.

Conclusion

Thank you for the opportunity to participate in today’s important and timely hearing. NAHB
looks forward to working with the Committee to create a sustainable housing finance system
that will provide a reliable flow of housing credit under all economic and financial market
conditions.
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Mr. Chairman Hensarling, Ranking Member Waters, Members of the Committee:

Good afternoon. Thank you for inviting me to testify at this hearing. My name is Adam
Levitin, and 1 am a Professor of Law at the Georgetown University, where 1 teach courses in
structured finance, consumer finance, bankruptcy, and commercial law. 1 also chair the
Mortgage Committce of the Consumer Financial Protection Burcau’s Consumer Advisory Board
and am a member of the Mortgage Finance Working Group sponsorcd by the Center for
American Progress, which has put forth a proposal for GSE reform. I am here today, however,
as an academic who has written extensively on housing finance and am not testifying on behalf
of the CFPB, the Consumer Advisory Board, or the Mortgage Finance Working Group.

Today’s hearing is focused on the Protecting American Taxpayers and Homcowners Act
of 2013 (the “PATH Act”), a massive bill that proposes wide-ranging and radical reforms in the
housing market. Unfortunately, the PATH Act is a path to ruin. The PATH Act takes us back to
the future in the housing finance, encouraging the revival not only of predatory lending practices
but also the structural problems that plagued the pre-New Deal housing finance market.

As the PATH Act is such an extensive bill, 1 do not attempt to address all of it in my
writien testimony. In particular, my written testimony does not generally address fitle 11 of the
PATH Act dealing with the reform of FHA. Instead, my written testimony is focused on the
PATH Act’s provisions for winding down Fannic Mac and Freddic Mac and creating a new
sccondary market infrastructurc.

In the ideal world, T would unequivocally prefer to sce the U.S. housing finance system
financed entirely with private capital. The government’s involvement in the U.S. housing
finance system carries with it serious concerns of moral hazard and politicized underwriting. Yet
proposals like the PATH Act that would climinate any government guarantec from the housing
finance system are not a solution. Despite privatization’s ideological appeal, there is a
fundamental problem with privatization proposais for the housing finance system: they
don’t work. Fully private housing finance systems simply do not exist in the developed
world. Every developed economy either has an explicit or implicit guarantee of its housing
finance system, and there is every reason to favor an cxplicit guarantee, which can be prudently
structured and priced, rather than an implicit guarantece.

Following the siren’s song of privatization would take us back to the “Hcad— Wall Strect
wins; Tails-Main Strect loses,” world of pre-2008. Privatization would result in most American
familics being unable to obtain 30-year fixed-rate mortgages or lock in rates before closing. And
privatization would place entire U.S. cconomy in grave peril becausc there is nowhere close to
the sufficient private risk capital willing to assume credit risk on U.S. mortgages. Prudence and
reality both dictate what is the consensus position: there nceds to be some form of limited,
explicit government guarantee in the housing finance market.

The PATH Act ignores this sensible consensus in favor of a bill that is both radical and
reactionary:

* The PATH Act proposcs a total privatization of the housing finance system
despite the lack of private capital to support it. The result could be disastrous.

* The PATH Act makes 30-ycar fixed-rate mortgages difficult to obtain.

*  The PATH Act makes it difficult for homcebuyers to lock in interest rates prior to
closing.

© 2013, Adam 1. Levitin
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¢ The PATH Act breaches the federal debt ceiling.

*  The PATH Act recreates the too-big-to-fail problem with covered bonds.

» The PATH Act encourages predatory lending by climinating key Dodd-Frank
anti-predatory lending provisions.

» The PATH Act bullics municipalitics attempting to mitigate the foreclosure crisis
by thrcatening to cut them out of the housing finance system.

* The PATH Act radically and possibly unconstitutional federalizes and then
privatizes the real property recording system.

For all of these reasons, the PATH Act is the wrong path to follow for housing finance
reform.

L. OVERVIEW OF THE PATH ACT’S GSE REFORM PLAN

The PATH Act would have the GSEs cease doing new business within five years and
instead replace them with a National Mortgage Market Utility (the “Utility™)." The Utility would
be privately-owned and operated, but subject to supervision by the Federal Housing Finance
Authority.” The Utility would operate an optional Common Securitization Platform that it would
have purchased from the GSEs, which are tasked with its development.® Significantly, this
Utility would not itself actually issuc MBS and would be forbidden from guarantecing MBS.”
Instead, the Utility would set standards for issuance of MBS. MBS that conform to these
standards would be considered “qualified sccurities™ upon payment by the issuer of a fee to the
Utility.®  The Utility would also operate a National Mortgage Data Rcpository (the
“Repository”)—basically a giant privately-run national recorder of deeds office.

Thus, what the PATH Act envisions is private financial institutions aggregating mortgage
loans and issuing MBS under the platform’s rules and standards and using the Repository for
recording their mortgage or deeds of trust. “Qualificd sccurities” issued under the Utility’s
standards would be cxempt from the Securitics Act’s registration requirements,® from the
Consumier Financial Protection Bureau’s Qualified Mortgage (QM) rulemaking,” and exemption
from state law cvidentiary requirements for foreclosures.” Significantly, nothing in the PATH
Act prohibits financial institutions from cngaging in mortgage securitization outside of the
Utility.

"PATH Act §§ 104(a), 110.

*PATH Act §§ 310-311.

*PATH Act § 313, The appropriateness of the valuation for the purchase price of the Platform is likely to
be questionable.  Scction 313(a) of the PATH Act requires the FHFA Dircctor to “agree on a valuation of the
Platform upen transfer to the Utility.”™ In other words, there is no market test of the valuation of the Platform, but
simply a deal in the context of a bilateral monopoly. There is a good possibility that this will result in a sweetheart
deal for whatever private party is selected to operate the Platform,

YPATH Act § 312(c).

> PATH Act § 312(b). This standard-sctting function is similar to what Ginnic Mae does. Ginnie Mae does
not actually issue securities. Instead, it guarantees securitics that conform to its underwriting requirements. Ginnie
Mae securities are privately issued.

*PATH Act § 343.

TPATH Act § 342 (substituting a FHFA QM rulemaking for the CFPB rulemaking).

*PATH Act § 332.
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The PATH Act would have FHA continue to operate with a focus on underserved
markets,” but with drasticalty reduced insurance coverage: the FHA would provide no coverage
for the first two years of the loan,'® then 70% coverage in year three, 60% in year four, and 50%
coverage therealier,' instead of its current 100% coverage for the life of the loan. Lenders will
likely charge higher rates to offsct for this reduced coverage. The reduced coverage combined
with potentially risk-based pricing'” will make FHA loans a much less aftractive option for
borrowers and means that FHA will tikely be a very small part of the market.”

S

II. THE ILLUSION OF WHOLLY PRIVATE HOUSING FINANCE SYSTE!

The PATH Act represents an attempt to rcturn to a wholly-private housing finance
market, with ail credit and interest raic risk on mortgages bome by private partics.
Unfortunately, a truly private housing finance system 1s a pipedream. [t simply does not exist in
any developed country in modemn times and never has. Every developed country cither explicitly
or implicitly guarantces some part of its housing finance system, and in the United States it is
government involvement in the market that makes the long-term fixed-rate mortgage widely
available. In some countries, like Canada, the guarantec is explicit—and priccd—and the market
is regulated to protect the government from excessive risk exposure. In other countries, the
guarantee is implicit.* It is difficult to prove an implicit guarantee; the very naturc of it is that

*PATH Act § 212.

1 PATH Act § 264.

"PATH Act § 234.

2 PATH Act § 235(d).

*The PATH Act fails to reconcile reduced FHA coverage with the operations of Ginnie Mae. Ginnie Mac
is subrogated to claims on FHA insurance policies when it pays on its bond insurance. Unless Ginnie Mae coverage
is reduced to match reduced FHA coverage, Ginnie Mac will end up with the short-end of the stick or have to charge
more for its insurance or reduce its insurance coverage, which would make Ginnie Mae MBS significantly less
attractive to investors.

* Proponents of privatizing the housing Ginance system and climinating the government guarantce will
generally point to Germany and Denmark as examples of housing [inance systems without a guarantee that have
widely available long-term, fixed-rate mortgages. E.g., Peter J. Wallison, 4 New Housing Finance Svstem for the
United States, Mercatus Center Working Paper No. 11-08, at
http://mercatus.org/sites/defauli/iles/publication/wp 1 108-a-new-housing-finance-system-for-the-united-
st 0.pdf, at 10 (“Neither Denmark nor Germany backs any part of the morigage (inancing system, which secms
to work well because of the regulatory assurances of mortgage quality.™). Unfortunately, this view of the German
and Danish housing finance sys neorrect. Germany and Denmark both tum out to have been latent implicit
guarantee cases prior to October 2010, at which point they became examples of explicit guarantces.

in Octlober 2008, Germany created a Teutonic TARP known as the “Special Fund Financial Market
Stabilization,” or SoFFin (its German acronym) to bail out its banks. SoFFin provided nearly €150 biltion to
support ten financial institutions’ liabilitics, including those of three covered bond issuers and three Landesbanks
(another type of German mortgage lender). See Bundesanstalt fiir Finanzdiensticistunsaufsicht, “Annual Report of
the Federal Finaneial Supervisory Authority™ (2008}, available at
hitp://www bafin de/cln_152/nn_720486/SharcdDocs/Downloads/EN/Service/tahresberichte/2008/annualreport 08

complete.iemplateld=raw.property=publicationFile.pdf/annualreport_08 complete.pdf.

Demmark also announced a broad guarantee of all deposits and senior debt issued by its banks 1 October
2008. See Neelie Kroes, “Guarantee scheme for banks in Denmark,” European Commission Memorandum, State
Atd NN51/2008 ~ Denmark,” available ar hitp:/icc.curopa. cu/community law/state_aids/comp-2008/an051-08 . pd[.
Denmark has a robust mortgage lending system financed by covered bonds-—bonds issued by banks against
mortgage collateral held on balance sheet. Formally, the Danish guarantee did not apply covered bonds, only to the
deposits and senior debts of the banks that issued them. The functional reality of this arrangement, however, was to
guarantce the covered bonds by guarantecing that the issuers would have sufficient assets and liquidity to meet their
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there is no clear proof. Onc can look at spreads between mortgage debt and government debt,
for example, but that is not necessarily conclusive. Indeed, in the United States, GSE debt was
explicitly not guaranteed by the federal government. . until it was.

Try as we may, we cannot cscape cither history or the reality that the U.S. government
will always bailout its housing finance system if it gets into trouble. We did that in 1932-34.
We did so in 1970 by letting Fannic Mac purchase conventional mortgages and creating Freddic
Mac with conventional mortgage authority. We did it with the S&Ls in the 1980s. We did it
again in 2008. Catastrophic risk in housing finance is inevitably socialized, so it is best to
recognized that truism and adapt our regulatory system to mitigate the risk. Pretending that is
won’t happen again is hardly a solution.

We do not have to like the existence of a government guarantee in housing finance. But
the choice we face is between an implicit and an explicit guarantee, not between a guarantee and
no guaraniece. All government guarantees have clear problems—moral hazard because the
government holds the credit risk, while private partics hold the upside, and the danger of
politicized underwriting.

There are ways to try to guard against both problems. For example, moral hazard can be
alleviated through use of deductibles and copayments——have first-loss private risk capital or loss
splitting between the government and private capital.  Administrative structures can guard
against politicized underwriting. Thosc risk mitigants, however, requirc an cxplicit guarantcc.

For better or worse, though, we nced to accept that some form of a government guarantee,
even if only for catastrophic losses, is required in our housing finance system. It cannot be
confined to an FHA niche, but needs to be system-wide in part because of the serial correlation
of housing prices and credit risk. The unique naturc of housing financc as an cnormous assct
class that affects a wide swath of citizens and economic and social stability means that no U.S.
government will permit the market’s coltapse: it would be cconomic and political suicide. The
question then is not whether there should be a guarantee—wc have one whether we want it or
not—ybut how it should be structured.

11. THE PATH ACT SETS THE STAGE FOR A RETURN TO UNREGULATED PRIVATE-LABEL
SECURITIZATION

The PATH Act aims to create a regulated private-label sccuritization market. To be surc,
this regulation is supposecd to be done through a privately-owned utility, rather than through the
government, but it is regulation nonetheless, just of the outsourced variety, much like the credit
ratings agencies.”> A regulated private-label securitization market is a reasonable approach to
housing finance, but it is only as good as that regulation. To the extent that parts of the market
arc not regulated there will be scepage from the regulated to the unrcgulated space, much as
happened with “shadow banking” and with the disastrous shift from Agency to unrcgulated
private-label sceuritization in 2003-2007.

covered bond payment obligations so that the covered bondholders would never have to ook to their cover pools of
collateral for recovery.

P It is troubling that the rules affecting such a large swath of the U.S. economy would be exempt [rom
notice-and-comment rulemaking and judicial review.
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The PATH Act, however, chminates the Dodd-Frank Act’s regulation of the private-label
securitization market—the so-called “skin-in-the-game’™ credit risk retention requirement.'® » The
PATH Act also prohibits the regulatory imposition of credit risk retention requirements’” 7 and
suspends the SEC’s Reg AB 1l rulumkmg that is intended to ensurc better disclosurc of
information about sceuritizations to investors.'® So far there have been no rulemakings under the
skin-in-the-game requircment. While one might debate the wisdom of the particulars of a rule-
making, the requirement of somc type of skin-in-the-game for somc securitizations is
rcasonablc—indeed the market already requires it in some securitizations.'

The PATH Act does not substitute improved regulations for the ones it climinates. Thus
the PATH Act would return the private-label securitization market outside of the Utility to a
virtually unregulated state, just as 1t was during the housing bubble.

In place of improved regulations for the entire private-label securitization market, the
PATH Act substitutes optional, outsourced regulation. The PATH Act does not require that all
private-label sccuritization be regulated, only that securitization done using the Utility be
regulated by the privately-owned, but federally overseen Utility. Thus, banks are free to operate
their own, unrcgulated sceuritization platforms, just as they did during the housing bubble.

The PATH Act attempts to encourage use of the Utility and thus rcgulated private-label
sceuritization through a set of carrots. None of these carrots are sufficiently appetizing to matter,
much lcss to offsct the costs imposed by use of the PATH Act Utility. As a result, no one will
use the PATH Act Utility. Banks will simply engage in unregulated private-tabel securitization
outside of the Utility. The PATH Act is building a National Mortgage Market Utility to
nowhere.

Of the benefits the come with using the PATH Act utility, the only one of real substance
is cxemption from the Securitics Act’s registration requircments, which is a prerequisite for a to-
be-announced (“TBA™) market.”® Private label sccuritization was previously able to compete
against registration-cxempt GSE sccuritics in the past and to operate without a TBA market (as
does the rest of the developed world). The costs and hassle of registration are not large cnough
to make usc of the Utility attractive and offset its fees and mandatory standards.

The PATH Act’s other carrots arc similarly insignificant. The exemption of “qualified
securitics” issued using the Utility from the CFPB’s Qualificd Mortgage (“QM™) rulemaking that
creates an execmption from the Dodd-Frank Act’s ability to repay requirement is not much of a
boon for securitization spons()rs given that the PATH Act also eliminates the QM enforcement
provision for a// morfgages.” Similarly, cxemption from statc law evidentiary requirements for
foreclosures,™ is not of much consequence, as traditionally forcclosure rates arc about 1% and
relatively few forcclosures are determined by the technical state law cvidentiary requirements.
In short, it's not clcar why anyonc would usc the PATH Act Utility. Instcad, we are likely to sce

" PATH Act § 407{a) (repealing Dodd-Frank Act section 941, codified ar 15 U.S.C. § 780-11).

" PATH Act § 407(b).

Y PATH Act § 405.

1 Adam J. Levitin, Skin in the Game: Risk Retention Lessons from Credit Card Securitization, 81 GEO.
WasH. L. REV. 813 (2013).

U PATH Act § 343

' PATH Act § 410 (ehminating section 1413 of the Dodd-Frank Act, which provides the remedy for failure
{0 cnsure abdny to repay when making a mortgage Joan). See infra section V1l for discussion.

ZPATH Act § 332.
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the GSEs replaced by unrcgulated private-label MBS and covered bonds.  Both have problems,
the foremost of which is the lack of market demand for mortgage credit risk.

1V. LACK OF MARKET DEMAND FOR MORTGAGE CREDIT RISK

A mortgage carrics two types of risks for investors: credit risk and interest rate risk.
Credit risk is the risk that the borrower will default on the mortgage. Interest rate risk is the risk
that interest ratcs will cither rise—in which case the interest ratc the investor cams on the
mortgage will be below markct-—or that interest rates will fall—in which casc the mortgage will
now be at an above market rate, but with the borrower likely to refinance.

GSE and Ginnic Mae securitization (“Agency MBS™) divides the credit risk from the
intcrest ratc risk. Investors in Agency MBS assume interest rate risk, but not credit risk. The
credit risk is retained by Fannie, Freddic, or Ginnie, which often are insured for part or all of that
risk, either through private mortgage insurers or through FHA insurance and VA guarantees.

In contrast, investors in private-label MBS assume both interest rate risk and credit risk.
Yet in the past fow MBS investors truly thought they were assuming more than de minimis credit
risk: over 90% of private-label MBS were rated AAA at issuance by credit rating agencics.
Tnvestors who rclicd on thesc ratings understood the credit risk on these PLS to be negligible
because of the quality of the underlying mortgages and various credit enhancements to the PLS,
such as senior-subordinatc credit structures, overcollateralization, excess spread accounts, and
various types of insurancc.

What this means is that the overwhelming majority of investors in the U.S. sccondary
mortgage market arc not credit risk investors. Investors in Agency MBS are not credit risk
investors, and most investors in PLS did not perceive themscives as assuming credit risk.
Instead, most investors in the U.S. mortgage market arc interest rate risk investors. There is
approximately $6 trillion in interest-ratc-risk-only investment in the US mortgage market.

Interest rate risk investors arc very different types of investors than credit risk investors.
Investing in credit risk successfully requires a different kind of diligence and expertise than
intercst rate risk investment. A large portion of the investment in U.S. mortgages is from foreign
investors.” Chinesc investment funds and Norwegian pension plans, for example, are unlikely
to seek to assume credit risk on mortgages in a consumer credit market they do not know
intimately. But intercst rate risk is something that forcign investors are far better positioned to
assume because it is highly correlated with expectations about U.S. Federal Reserve discount
rates.

The PATH Act’s climination of the government guarantee (other than for a scaled-down
FIHA/Ginnie Mae) mcans that all credit risk on MBS would be borne by investors. There is no
cvidencc that there is a substantial body of capital cager to assume credit risk on U.S. mortgages
at any inferest rate, much less at mortgage rates that would not be prohibitively expensive for
borrowers. Even if private-label MBS werce structured to remove most credit risk from somce
sccurities (thercby concentrating it in others), few investors arc likely to trust credit ratings on
MBS in the foreseeable futurc. The only way the Utility would get around this is through an
umplicit guarantee, which is the worst of all worlds.

*Ben S. Bemanke ct al,, International Capital Flows and Returns 1o Safe Assets in the Unifed States,
2003-2007, Board of Governors of the Federal Reserve System International Finance Discussion Papers Number
1014, February 2011.
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There is a frightening implication to this: the privatization of the sccondary morigage
market could result in as much as $6 trillion in housing financc investment leaving the U.S.
housing finance market rather than assuming credit risk. Even if only a third of this investment
left the US market, the result would be an cconomic collapse on a scale far worse than in 2008,
as housing prices would plummct nationwide. The PATH Act is gambling with thc Amcrican
cconomy based on ideological prefercnces, not evidence.

V. THE JuMBO MARKET DOES NOT PROVIDE EVIDENCE OF THE VIABILITY OF A LARGE-
SCALE PRIVATE MARKET

Mortgages that are too large to qualify for purchasc by the GSEs because of the statutory
conforming loan limit arc known as “jumbo” mortgages. There is a private sccuritization market
in jumbo mortgages. In the jumbo market, investors assume both interest risk and credit risk.
Advocates of privatization often claim that the existence of the jumbo market is proof that a
sccuritization market can function without a government guarantee.  This argument 1gnores the
small size of the jumbo market and the numerous ways in which it piggybacks on the Agency
market. In fact, the jumbo market in fact indicates that there 1s a quite limited demand of credit
risk on U.S. mortgages, and certainly not enough to sustain the entire market absent a
government guarantee.

The jumbo market overall is substantially smaller than the conforming market. The
jumbo market overall is only perhaps 10-15% of all originations by cither volume or dollar
amount. In 2011, therc were $203 billion in jumbo originations, when the entire market was
$1.35 trillion in originations. This figure is roughly in keeping with pre-2008 ratios, and jumbos
have never been more than a quarter of the total market.

What’s more, the sccuritization rate for jumbo loans is substantially fower, which has
resulted in a much smaller amount of jumbo mortgage-backed securities issued than GSE MBS.
Jumbos® lower securitization rate is itself strong evidence of Himited investor demand of credit
risk on U.S. mortgages—at Icast at interest rates Icss than those borne on subprime loans.

The prime jumbo markct does function without a government guarantee, but it also
benefits from the cxistence of a government guarantce indircetly in multiple ways. For example,
jumbo portfolio lenders hedge their interest rate risk by investing in GSE securities.” Advance
rate lock-ins on jumbos are available because jumbo lenders can largely hedge their rate risk
using the conforming TBA market. The jumbo market has also long aped the standards set by
the GSEs in the conforming market, including amortization, maturity lengths, and appraisal
standards. Finally, the jumbo market has benefitted from the stability in housing prices and
overall systemic stability created by the government guarantce in the conforming market given
the serial correlation of housing prices. Indeed, the virtual disappearance of the jumbo market
following the financial collapse in 2008 draws into question whether this market is in fact viable;
the spillover benefits from the guarantee in the conforming market have not been cnough to
resuscitate the jumbo market.

The jumbo market demonstrates that there arc some investors who are willing to assume
credit risk on U.S. mortgages. But investors in the vast majority of the $6 trillion plus in U.S.
mortgage securities outstanding arc interest rate investors, and it is difficult to imagine them
transforming into credit risk investors over several years, much less immediately.  Sufficiently

** Frank E. Nothaft, Lessons from the Jumbo Market, 1996 Mortgage Market Trends 12 (1996).
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high yields would no doubt lurc some of them into accepting credit risk—but that translates into
much higher mortgage interest rates, which in tum increases the credit risk on the mortgages.
And even higher yiclds will not be sufficient to induce investors who have no interest in
assuming credit risk to buy into the U.S. mortgage markel. The fundamental problem with any
housing finance privatization proposal is that there just isn’t sufficient capital interested in credit
risk on U.S. mortgages. Idcology cannot substitute for market demand.

V1. THE PRIVATE-LABEL SECURITIZATION MARKET WILL NoOT PRODUCE WIDELY
AVAILABLE 30-YEAR FIXED RATE MORTGAGES

Privatization advocates also claim that the presence of jumbo 30-year fixed rate
mortgages (“FRMs”™) demonstrates that a private market will continue to producc 30-year
FRMs.” This is a strawman argument. No one claims that the 30-ycar FRM will cntirely
disappear with privatization. Instead, privatization will turn it into a niche product that is not
widcly available to American famiiics.

The fully prepayable 30-ycar fixed-rate mortgage is a uniquely Amcrican and uniquely
consumer {riendly product that furthers cconomic stability and monetary policy. The 30-ycar
FRM is the crown jewel of the American housing finance system. Its long amortization period
lowers mandatory monthly payments. The fixed rate shiclds households from inflation and
facilitates stabile houschold budgeting. The ability to prepay cnables consumers to take
advantage of improved ratec cnvironments and to pay down the mortgage faster if thcy have
excess funds. And the prepayment feature greatly facilitates Federal Reserve monctary policy
by cnabling lower intcrest rates to casily translate into greater disposable income for consumers
and incrcased consumer spending in the real cconomy. 30-yecar FRMs underwritten with full
documentation did not blow up in the housing bubble. Any restructuring of the system should
start with the question of how to ensurc the widespread availability of the 30-year FRM.

History indicates that the private market will not produce 30-ycar FRMs in any volume.
Long-term fixed-rate mortgages were virtually unheard of in the United States prior to the
federal government’s entrance into the housing finance market during the New Deal.  Instead,
the pre-New Deal private market produced short-term “bullet loans”™—non-amortized, interest-
only 3-5 ycar FRMs that had to be frequently rolled-over before the “bullet payment™ of the
entire principal came due. If the borrower’s credit quality declined, if interest rates had
increascd, or if thc market was frozen, the borrower had to bite the bullet and come up with the
cash to pay off the entire principal.

This sort of bullet loan structure is cxactly what the private-label sccuritization market
returned to during the bubble years: loans with short 2-5 year tcaser rates, sometimes interest-
only or even negatively amortizing, before a major ratc resct. These loans werc expected to
refinanced before the rate reset. We know the result.

Similarly, the fully private commercial mortgage market—which operates using both
portfolio lending and securitization—rarcly produces fully amortized 30-ycar FRMs. Instead,
the standard commereial mortgage product is a 10-year interest-only loan. Prepayment penaltics
or yield-maintenance clauses are common, and it is rare to find fixed-rates for commercial loans

* See, e.g., Testimony before the Senate Banking Committee, Peter Wallison, Arthur F. Burns Fellow in
Financial Policy Studies, Arerican Enterprise Institute {Mar. 2013) (noting that there are Google results for the
scarch “30-year jumbo f{ixed rate mortgage.™)
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of periods beyond 10 years. Left 1o its own devices the private market eschews long-term fixed-
rate loans.

The jumbo market does produce 30-year FRMs. But it only produces a very small
number of them. Jumbos arc only a small percentage of the market overall, and only a minority
of jumbos arc FRMs, and not all of those arc 30-ycar maturitics. Even in the extreme low-rate
environment of 2009-2010, over a third of jumbos were adjustable rate mortgages (“ARMs™),
compared with less than 5% of prime conforming loans. As Figure 1, below, shows, the jumbo
market (Prime jumbos) contains a considerably higher percentage of ARMs than the GSE market
(Prime Conforming). The private jumbo market simply docs not producc very many 30-ycar
FRMs. In fact, in recent years jumbo FRMs have been only 4% of the entire mortgage markel.
30-ycar jumbo FRMs may be advertised on websitcs, as privatization proponents have noted,”
but in practice they are rarc. The existence of a small number of FRMs in the relatively small
Jjumbo market is not a basis for assuming that the market will produce 30-year FRMs on any
scale absent a government guarantce.

Figure 1. Adjustable Rate Mortgages as a Percentage of Originations27
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VII. THE PATH Act WiLL MAKE IT IMPOSSIBLE FOR HOMEBUYERS TO LOCK IN RATES IN
ADVANCE AND WILL RESULT IN GEOGRAPHICAL PRICE DISCRIMINATION

Onc of the marvels of the US housing finance market is the ability of homebuyers to lock
in rates as much as 90 days prior to closing. This is a fcaturc that is unhcard of clsewhere in
world. The ability to lock in ratcs in advance is a considcrable benefit to both buyers and scllers.
It allows buyers to be pre-qualified for a mortgage and thus know in advance how much they are
able to spend on a home purchase. This certainty allows sellers to maximize sale prices because
prices do not nced to be discounted for the uncertainty of financing rates. The result 1s to
enhance the liquidity of the US housing market and boost housing prices accordingly.

* See Wallison, supra note 23.
“" Emanuel Moench, James Vickery, & Dicgo Aragon, Why Is the Market Share of Adjustable Rate
Mortgages So Low? 16 CURRENT ISSUES IN ECON. & FIN. 1, 3 (Fed. Reserve Bank of NUY. 2010},
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Homebuyers are able to lock in rates in advance because lenders are able to do so
themselves by selling advanced commitments in the form of forward contracts on the “To-Be-
Announced” (“TBA™) market. The TBA market is a market of forward contracts in MBS. The
TBA market cxists only for GSE MBS; jumbos and other private-label MBS do not trade in the
TBA market®® Thus, to the extent that a borrower can lock in a jumbo rate in advance, the
lender must assume the rate risk in this duration. Lenders are willing to do so in part becausc
they can largely hedge the rate risk on the jumbo through offsctting sales in the TBA market.

The TBA market is able to function solely because the GSEs® MBS arc excmpt from the
registration requirements of the federal sccuritics laws. Because the TBA market involves the
sale of MBS before the MBS have been created, it 1s impossible for those MBS to be registered
with the SEC.? Scction 343 of the PATH Act would create an cxemption from the registration
requirements of the Securitics Act of 1933 for “qualified securitics™ that are issued using the
Common Securitization Platform.

Despite the Sccuritics Act exemption, the PATH Act is still likely to destroy the TBA
market by destroying the high degree of fungibility that exists between GSE MBS. There is
variation among the GSE sccuritics that trade in the TBA market, but they also all share three
key features that help homogenize the GSE MBS: (1) all credit nisk is held by the GSEs; (2) all
arc pass-through sccurities; and the (3) geographic composition of the pools cannot be
determined by investors. The variations among GSE MBS that trade TBA are relatively minor.

None of thesc common features would exist for the “qualified securities” issued using the
Common Sccuritization Platform, and there would be cven less fungibility among the covered
bonds that the PATH Act authorizes. Credit risk on “qualified securities” would be held by the
MBS investors and would vary in part based on the financial strength of the issucr that makes the
represcntations and warranties about the quality of the sccuritized mortgages. As a result, these
sceurities are very likely to be structured for create credit enhancement, rather than pass-
throughs. Structuring would destroy fungibility, as the credit enhancements would vary between
individual MBS. And because investors would bear credit risk, they would demand to know
information such as gcographic composition of pools, as they already do for private-label MBS,

The result will be gcographic price discrimination, with higher interest rates expericnced
in parts of the country that arc perceived of as riskier, cither in terms of credit risk or in terms of
prepayment risk (such as states with greater population mobility). Almost assuredly, the result of
the PATH Act would be that the South and West would face higher mortgage ratces, just as they
did before the cntry of the federal government into the housing finance market. The PATI Act
will undermine thc TBA market and make it extremely difficult for borrowers to lock in
mortgage rates 60-90 days before closing.

VII. THE PATH ACT WOULD HAVE EXTREME RAMIFICATIONS FOR THE FEDERAL BALANCE
SHEET AND WOULD RESULT IN THE GOVERNMENT BREACHING THE DEBT CEILING

Currently the GSEs’ enormous books of asscts and Habilities arc not on the federal
balance shect, as they only have de facto, not de jure backing from the federal government.

** So-called “conforming jumbos™ or “high balance” conforming loans have traded in the TBA market
since 2008, after the conforming loan hmits were temporarily raised under tbe Economic Stimulus Act of 2008, but
these loans arc guaranteed by the GSEs and sbould not be confused with traditional Jumbos.

P12 U.S.C. § 1455(g) (Freddic Mac exemption); 12 U.S.C. 1717(c) (Fannie Mae exemption).
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Accordingly, the GSEs” labilitics are not permitted to appear on the federal balance sheet.”” The
PATH Act, however, pledges the full faith and credit of the United States to repay the GSE’s
debt securities, MBS, and other financial obligations.®' The effect of doing so would be to put
all of those outstanding GSE obligations on the federal balance sheet. The PATH Act will cause
$6.1 trillion in debt to appear on the federal balance sheet. ™ While the federal debt ceiling was
raised in May 2013 to $16.699 trillion, placing the GSEs™ outstanding obligations on the federal

balance sheet will cause the government to breach the debt ceiling.””

IX. THE PATH ACT ENCOURAGES TQO-BIG-TO-FAIL VIA COVERED BOND PROGRAMS

The PATH Act secks to supplement private-label sccuritization through broader
authorization of covered bonds. Covered bonds arc simply bonds are secured by a “cover pool”
of mortgages. The cover pool is over-collateralized relative to the principal duc on the bonds
and must be periodically refreshed if it becomes insufficiently collateralized. If the cover pool
proves inadequate, the covered bondholders have recowrse to the other assets of the issuer,
typically a band. Covered bond programs arc used widely in Turope for housing finance.

The key problem with covered bond programs is that they reinforce the too-big-to-fail
probiem that plagues the US financial services industry. (Covered bonds also reduce assets
available to satisfy the FDIC’s claims in a rcceivership.) Covered bends basically recreate
Fannic Mae and Freddie Mac. Investors in covered bonds assume the rate risk on the bonds, but
the credit risk on the covered bond issuers, just like Fannie/Freddie MBS investors. This risk
allocation structure has two implications.

First, it means that covered bond issuers are likely to be bailed out by the federal
government.  This is becausc the fatlure of one covered bond issuer could set off a panic
throughout covered bond markets, nuch as we saw with the SIVs in the summer of 2007 and
with thrifts in the sammer-fall of 2008. To be sure, the PATH Act provides for the separation of
cover pools from fatled covered bond issuers, but investors are still hkely to incur losses in those
separated cover pools.

In fact, in 2008-2009, covered bond issucrs were bailed out in the world’s largest covered
bond market, Germany. Germany provided support to three large covered bond issuers “leading
to perceptions that the German authorities are prepared to offer systemic support to the
Pfandbrief [covered bond] bank.™ Germany was not prepared to allow cven one of its covered
bond issuers to fail, cven though arguably no single issuer was a systemically important financial
institution.  As the International Monetary Fund has obscrved, “the relevance of Pfandbrief

F31U5.C § 1501(a).

SUPATH Act § 109 (29:22-30:2).

* Indeed, even il the provision were only to go into effect five years after the effective date of the PATH
Act (it is not currently so drafted), it would still have a large elfect on the federal balance sheet.

** Simitarly, the PATH Act’s deficit reduction provision is entirely illusory. Section 110 proposes that after
five years all GSE guarantee {ec revenue would be diverted to Treasury with an carmark for defieit reduction.
Section 110, however, would also end all new GSE business within five years. If the GSEs are not doing any new
business, there would not be any guarantee fee revenue to divert to Treasury. The PATH Act’s deficit reduction is
entirely illusory.

* Intemationat Monctary Fund, Germany: Technical Note on the Future of German Morigage-Backed
Covered Bond (Plandbrief) and Securitization Markets, IMF Country Report No. 11/369, Dec. 2011, at 30,
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[covered bond] issuance for bank funding may make it difficult to resist call for the bailout of a
distressed issucr if authoritics are determined to keep this important market open.™

Second, the risk allocation structurc means that larger financial institutions will have a
funding advantage for covered bonds because they are too-big-to-fail. Investors will perceive
covered bonds issued by too-big-to-fail banks as implicitly guaranteed by the government, just as
they viewed Fannie/Freddie sccuritics. Larger covered bond issucrs are more likely to be bailed
out than smaller ones. Unless onc truly belicves that the Dodd-Frank Act ended batlouts, then
covered bonds will merely recrcate Fannic and Freddic in the guise of the nation’s largest banks.
Covered bond issuance on any scale reinforees too-big-to-fail.

X. THE PATH ACtT ENCOURAGES PREDATORY LENDING

Some of the most concerning provisions of the PATH Act are those that repeal key anti-
predatory laws.’® The centerpicce of the federal anti-predatory tending provisions is the
prohibition on the origination of mortgages without verification of the borrower’s ability to
rcpay.37 Relatedly, federal law also prohibits the payment of yicld-spread premiums to mortgage
brokers.*® Yicld-spread premiums werc payments to brokers for stcering borrowers into more
cxpensive loans, and were paid hy lenders out of the additional loan charges. The CFPB has
alrcady promulgated a widely-praised, balanced rulemaking ¥ for the ability-to-repay
requircment, known as the Qualified Mortgage or QM rulcxmxking.‘m The rulemaking is sct to
become effective on January 10, 2014, Scction 406 of the PATH Act, however, would postponc
its effective date under January 10, 20135, resulting in another year’s delay of the QM rule.

Scetion 410 of the PATH Act would climinate for all mortgages the remedy provision for
failure of verification of the borrower’s ability to repay and for the payment of a yicld-spread
premium on a broker.*' It provides a recoupment or sctoff defense to foreclosure in the event
that the lender failed to verify the borrower’s income or paid a yield-spread premium. By
deleting this remedy provision, the PATH Act renders the ability-to-repay requirement and yicld-
spread premium prohibitions toothless. ™

PATH Act section 408 would cxempt “qualified sccurities™—private-label MBS issued
using the Utility—from the ability-to-repay requircment, while PATH Act section 409(b) would
exempt all loans held in portfolio from the ability-to-repay requirement. Thus, only private-label
securities not issucd through the Utility would be subject 1o the ability-to-repay requirement, but
for these loans the ability-to-repay requircment would have little import because PATH Act
scetion 410 would eliminate the remedy provision for the ability-to-repay requirement. In short,
no one would have to bother verifying borrower’s ability to repay under the PATH Act.

P d at 5.

3 Relatedly, scction 107 of the PATH Act would restrict the GSEs to purchasing only “qualified
mortgages,” as that term is defined under Consumer Financial Protection Burcau regulations. It is not clear what
this provision is intended to accomplish, as the CFPB has defined QM to incorporate GSE underwriting standards.
12 C.F.R, § 1026.43(c)HENANT)~(2). The result is the fegislative cquivalent of an infinite loop.

TI5US.C.§1639¢.

¥ 15U.5.C. § 1639b(c).

%% Rachel Witkowski, CFPB Hits Home Run on Mortgage Rule Revisions, AM. BANKER, May 30, 2013,

78 F.R. 6407-6620 (Jan. 30 2014}, codified ar 12 C.F.R. pt. 1026.

*'PATH Act § 410 (repealing Dodd-Frank Act section 1413 (codified ar 15 US.C. § 1640(k)).

2 Arguably there could still be regulatory enforcement of the ability-to-repay requirement, but that will do
little to help the individual homecowners who have been harmed.

© 2013, Adam . Levilin
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PATH Act sections 409(b), 410, and 411 arc similarly aimcd at cnabling predatory
mortgage fending. The lome Owners Equity Protection Act (HOEPA) has long tagged certain
high-cost mortgage loans for extra regulation because of a concern that these Joans are likely to
be predatory and taking advantage of the borrower’s lack of sophistication or bargaining power.
In addition to gutting the ability-to-repay requirement, PATH Act section 410 repeals Dodd-
Frank Act’s amendments to HOEPA.  The expanded the definition of a HOEPA loan™ and
prohibited balloon payments on HOEPA loans.** The PATH Act would thus permit baltoon
payments on possibly predatory mortgage loans and narrow the definition of these IHTOEPA
loans.

PATIT Act scection 409(b} would climinate tax and insurance cscrow requirements for
high-cost Toans for portfolio lenders. Mandatory escrow accounts for taxes and insurance are also
required under the Dodd-Frank Act for high-cost loans.™ This requirement is to protect
homeowncrs from losing their home and their equity investment shortly after purchase because
of failure to pay taxes or insurance. The CFPB currently has explicit regulatory authority to
exempt portfolio lenders tfrom the high-cost loan escrow requirement, but chose not to grant an
exemption to portfolio lenders as part of its cscrow requirement rulemaking.® The CFPB did
grant an exemption to certain rural mortgage Ienders.”” Rather than defer to regulatory expertise,
scction 409(b) of the PATH Act would give a green light to predatory Jenders failing to escrow
for taxcs and insurance, which often paves the way for foreclosure.

In a similar vein, PATH Act scction 411 permits borrowers to waive the additional
disclosures required for HOEPA loans. This is a particularly pernicious provision because the
unsophisticated or desperate borrowers HOEPA sceks to protect are precisely the type who
would be likely to waive its provisions. With provisions like scctions 408, 409, 410, and 411,
the PATH Act is encouraging a return of the predatory lending.

XL THe PATH AcT BULLIES MUNICIPALITIES LOOKING FOR A SOLUTION TO _THE
FORECLOSURE CRISIS

The PATH Act includes a pair of provisions, scctions 108 and 226, that would prohibit
the GSEs or FHA respectively from purchasing or insuring mortgages in municipalities that had
excrcised their legal eminent domain power to seize a mortgage in exchange for its fair value for
a public purposc within the previous five years. These provisions arc in response to the proposal
considered, but not adopted by several municipalitics, to usc eminent domain to seize and
restructure distressed mortgages. The thinking behind the eminent domain proposals is that by
forcing such a restructuring, the municipalities may be able to prevent unncecssary foreclosures
and bypass incompetent and conflicted mortgage servicers and avoid the serious externalities that
foreclosures impose on neighboring homeowners, on tax bascs, and on communities.

The wisdom and ultimate cconomic feasibility of eminent domain proposals are
dcebatable. Yct two things are clear. First, the usc of cminent domain in this context is hardly
“constitutionally-suspect” as has been alleged.  There are well-cstablished Supreme Court
precedents that indicate that eminent domain proposals would neither violate the 5™ Amendment

15 U.8.C. §§ 1602(aa)1), 1602(dd) (Dodd-Frank Act § 1431).

M5 US.C.§ 1639(e) (Dodd-Frank Act § 1432),

BISUS.C.§ 1639d.

15 US.C. § 1639d(c)(3); 78 F.R. 4725-4757, codified ar 12 C.ER. pt. 1026.
778 F.R. 4725-4757, codified at 12 C.F.R. pt. 1026.
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F'akings Clause or the Contracts Clausc. ¥ No scrious legal analyst would conclude that cminent
domain proposal is on anything but solid legal ground. In any case, Congressional action is
unnecessary, as the courts will police the constitutionality of the proposals.

Second, as the PATH Act itsclf recognizes, there arc scrious problems in mortgage
servicing, including conflicts of interest between mortgage servicers and mortgage investors.
Scction 414 of the PATH Act prohibits mortgage scrvicers from having an interest in junior liens
on the propertics on which they service the first mortgage. It is only rcasonable for
municipalities to seek a solution to this problem, as they bear some of its costs, and they have no
tool other than cminent domain. Therc are better solutions to dealing with the forcclosure crisis
than cminent domain, but Congress has repeatedly failed to pass legislation alleviating the
foreclosure crisis, not least because of the concerted opposition of some of the sponsors of the
PATH Act.

1t is unrcasonablc to recognize the dilemma faced by municipalitics with a provision like
section 414, and then threaten them with provisions like PATH Act scctions 108 and 226 when
the municipalities try to use the only tool they have for dealing with the forcclosure crisis. It
may also be unconstitutional by depriving the municipalitics of their 10™ amendment rights.*
PATH Act scections 108 and 226 arc a distraction from the scrious work of GSE rcforn.

XII,_THE PATH ACT WOULD RECREATE MERS AND ENGAGE IN A RADICAL PRIVATIZATION
LAND RECORDS

The PATH Act would create a National Mortgage Data Repository—a privately owned
and operated national recorder of deeds office.  The concept behind the Repository is at once
radical, pernicious, and unconstitutional.

Since 2007 there have been thousands of court cascs contesting foreclosures on the basis
of mortgage lenders” inability to prove that they have standing to forcelose.™ These cases are
ultimately about conflicting and competing laws governing the transfer and cnforcement of notes
and security instruments. Much of the confusion is the mortgage industry’s own fault. The
mortgage industry muddied the law on the transfer and enforcement of mortgages and was less
than punctilious in its papcrwork practices. To wit, the mortgage industry created a private
mortgage registry, known as the Mortgage Electronic Registration System (MERS), in order to
avoid paying local mortgage recording taxes. Unfortunately, MERS is often a poor fit with state
law and the MERS databasc is replete with inaccuracics.”’ Morcover, the mortgage industry
pushed through changes in Article 9 of the Uniform Commcrcial Code that have created
confusion as to what is required to transfer and enforce mortgage notes. Compliance with
Article 9°s provisions cannot be proven for many sccuritization deals.

These arc problems that arc getting worked through in the courts and state [cgislaturcs.
They are not always being resolved the way the mortgage industry likes, however, so now with

* See, eg., Kelo v. City of New London, 545 U.S. 469 (2005); Home Building & lLoan Association v.
Blaisdell, 290 U.S. 398 (1934).

¥ There may also be privileges and immunitics clause problems with the provision penalizing innocent
residents who moved to municipalitics in the five years after the eminent domain was exercised.

30 See Adam J. Levitin, The Paper Chase: Securitization, Foreclosure, and the Uncertainty of Morigage
Title, 63 DUKE L.J. (forthcoming 2013).

'Y served as a Volunteer Deputy Attorney General for the State of Delaware for a suit against MERS for
violating Delaware’s unfair trade practices statute. The suit resulted in a settlement.

& 2013, Adam ). Levitin
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the PATH Act we sce an attempt to solve the problem by creating a new federally-authorized
MERS in the form of the proposcd Repository.

There are several problems with the Repository. First and foremost is the motivation for
its creation. There is a reasonable case o be made for having solcly federal regulation of
mortgage finance. That would be a rational way to design the system from scratch (although it
may not work within the Constitution).™ But that is not what is motivating the PATH Act’s
proposal for a Repository. Instead, the sole purpose of the proposal is to help mortgage lenders
avoid dealing with pesky things like state taw rules of evidence. Thus, PATH Act section 332
provides that a “proper demonstration of registration with the Repository™ is sufficicnt to satisfy
various state law evidentiary requirements for prosecuting foreclosurcs.  In other words,
mortgage lenders arc excmpt from the statc faw evidentiary rules. This is the wrong reason to
create a federal mortgage registry.

The sccond problem with the Repository proposal is that it would functionally prohibit
county level tand recordation or render it of limited value, Section 316(b) of the PATH Act bans
other private mortgage registrics and also bans state registrics to the extent they conflict with
Repository. The cffect is necessarily to put county land registries out of busincss. 1n roughly
half the states (so-called “titlc theory™ states) a mortgage is considered a sale of a property.
Accordingly, mortgages and mortgage assignments need to be recorded in county land records
for chains of property title to be clear. It is hard to sce how these states could continue recording
deeds to property without running afoul of section 316(b) of the PATH Act. In the other half of
the states (so-called “lien theory™ states) a mortgage is considered merely a security interest, but
cven so the Repository’s separation of mortgage recordation from {and title recordation makes it
impossible to detenmine who has clcar title to real property from the county land records.

The cffect, then, of the PATH Act, would be to privatize what has long been a core
governmental function, namely the maintenance of title to real property. This is an
unprecedented and ill-advised step and a third problem with the PATH Act Repository. We do
not have records to vehicles, boats, airplanes, patents, trademarks, or cven houschold goods
operated privately. We trust government and only government as an honest steward of these
records. We do have regulated private registries for sccurities—especially the Depository Trust
Company (DTC)—but a system that works for sophisticated investors against the backdrop of
uniform law is not the type of system that should be adopted for dealing with rights in people’s
homes that vary based on state.  What’s more, the PATH Act would exculpate the Repository
from private liability for mistakes, meaning that there would be no meaningful relief for
homeowners who werc harmed because of the negligence of a private pany.53 If we have
learned anything from the cxperience with MERS it is that private parties should not be trusted to
run mortgage registries.

A fourth problem with the Repository relates to its treatment of state and local real estate
recording taxes and fees. It is also unclear whether transfers of mortgages in the Repository
would be subject to state and local real estate recording fees and taxes. If so, the benefits of the
Repository arc quite small: the Repository’s only purpose would be to exempt mortgage lenders

* A federal mortgage registry should be operated by a government catity (probably housed within the
CFPB), agd would nced to address the local to federal revenue transfer.
Y PATH Act § 334,

© 2013, Adam J. Levitin
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tfrom state law rules of cvidence for proving debts. There is no reason that mortgage lenders
should not have to follow the law like all other creditors.

If transfers of mortgages in the Repository arc not subjeet to local, however, the creation
of the Repository would represent an enormous expropriation of local government revenue for
the benefit of a privately-owned Repository (which would charge its own fees). Local
governments around the country depend on revenuc {rom real estate recording fees and taxes.

Finally, the creation of a federally-authorized mortgage Repository may in fact not be
Congtitutional, as it arrogates to the federal government a traditional state function that is
arguably among the rights reserved to the states under the 10™ Amendment. The PATH Act
Repository is the wrong solution to a mess of the mortgage industry’s own creation.

X IGHT D1k

The PATH Act is the wrong blucprint for reforming the housing finance market. It docs,
however, get a few critical things right and these features should be incorporated in any reform
of the housing finance systen.

First, the PATH Act recognizes the importance of standardization in MBS and attempts
to encourage it. Greater standardization of MBS~—from loan underwriting and documentation to
aggregation and securitization practices and documentation to securitization structures—should
be a major goal of any housing finance reform bill, as standardization will make the housing
finance market more liquid and also facilitate investor diligence.” The PATH Act’s Utility
would create standardized MBS.” but unfortunately they would have to compete with non-
standard private-label MBS.

Sccond, the PATH Act creates only a single government-sponsored sccuritization
platform. While I disagrec with the powers and structure of this platform, the PATH Act is
correct to have a single platform, rather than multiple competing platforms. The existence of
multiple competing platforms could easily result in a race to the bottom in credit standards as
platforms compete for market sharc. Indeed, this is a very possible outcome of the Dodd-Frank
Act’s mandate for derivatives to clear through clearinghouses.*®

Third, title III of the PATH Act recognizes the need for improvements in servicing
standards and trustce standards and rightly defers to provisions of the Trust Indenture Act of
1939, Section 414 of the PATH Act, prohibiting servicers of first licns from having an
ownership stake in second liens sccured by the same propertics, is a first step in dealing with
scrvicer conflicts of intercsts, and section 322(d), (¢), and (h) anticipate improved servicing and
trustceship standards. The servicer and trustec problems in structured finance are scrious ones,

* Adam J. Levitin & Susan M. Wachter, Explaining the Housing Bubble, 100 Gro. L.J. 1177, 1252-58
(2012).

FPATH Act § 322(b).

% See Adam J. Levitin, The Tenuous Cuase Jor Derivatives Clearinghouses, 101 Gro. L.J. 445 (2013).
Contrary to popular beliel, the current Fannie-Freddic system did not evolve because Congress believed there a need
for competition to Fannic. It cvolved in 1970 when Fannie was permitted to purchase conventional mortgages.
Previously, Fannie had only dealt with FHA/VA mortgages, and its sellers were primarily mortgage banks. The
conventional market was dominated by savings and loans, which feared that Fannic would be too solicitous to the
mortgage banks, so the S&Ls demanded their own secondary market utility. In short, there ts not a competition
story, but a political interest group story. See¢ Adam J. Levitin & Susan M. Wachter, The Public Option in Housing
Finance, 46 U.C. DaviS L.Rev. 1111, 1160 (2013).
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and 1 appreciate that the PATH Act attempts to address them. The steps proposed by the PATIH
Act may themselves be insufficient to deal with the problem that sccuritization trustees get their
business from issuers who are affiliate with servicers, not from investors and thercfore are not
incentivized to vigorously police issuers or servicers, lest they bite the hand that feeds them. |
would urge the Committee to pursue investors” servicer-trustee problem further.

Finally, and relatedly, the PATH Act recognizes the problem of “silent seconds,” namely
the subsequent creation of junior liens on a property without the knowledge of the first
lienholder. The creation of a junior len negatively affects the first lienholder by making the
borrower riskicr. 1 am pleased that the PATH Act recognizes this problem and attempts to
address it via scction 413, which requires the servicers of junior liens to inform the servicers of
senior licns of the existence of the junior liens. Unfortunately, the Section 413 docs not solve the
problem as it has no timing requirement for the notice and no cnforcement provision or remedy
for failure to notify.

Prior to the cnactment of the Garn-St. Germain Act in 1982, “duc on sale” clauses in
mortgages would often make the cncumibering of a property with a junior liens an event of
default, allowing the first lienholder to accclerate the Joan and demand immediate repayment.
The Garn-St. Germain Act prohibited duc on sale provisions triggered by the creation of junior
liens.”” The result was that first mortgage lenders lost control of the combined loan-to-valuc
ratio on the property. This proved disastrous during the housing bubble. Notably, Texas avoided
the worst of the bubble despite having a large population of subprime borrowers because state
law severcly restricted junior mortgages.”

The inability of first licn lenders to control the total LTV on a property is a major
problem, and one solution that Congress should consider is repealing the Garn-St. Germain
provision to cnable senior lienholders to protect themsclves from subsequent over-leveraging of
collateral properties. Scction 413 will not solve the silent scconds problem, but is a step in the
right dircction.

CONCLUSION

The PATH Act is the wrong path for reforming our housing finance system. The PATH
Act cncourages thc worst practices of the housing bubble:  predatory lending, unregulated
private-label sccuritization, and MERS. The PATH Act is a reckless gamble with the American
cconomy based on a naive faith in privatc markets that have repeatedly failed in the past.

We need to acknowledge that the importance of housing finance to the cconorny and
social stability means that no government will cver let the market collapse. There will be a
guarantcc one way or another, explicit or implicit. The housing finance market needs to be
reformed. But rather than flirting with an unrealistic and dangerous privatization of the housing
finance market, there needs to be a serious and sobcer consideration of how best to structurc and
price the government guaranice of the housing finance system while cnsuring the widespread
availability of the long-term, fully-prepayable, fully-amortized, fixed-ratc mortgage.

12 U.8.C. § 1701j-3(a)1).
* Texas Constitution, art. XVI, § 30(a).
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Chairman Hensarling, Ranking Member Waters, and members of the committee, my name is William A.
Loving, Jr.. and I am President and CEQ of Pendleton Community Bank, a $260 million asset bank in
Franklin, West Virginia that serves four rural markets in West Virginia and one Virginia community. I am
also Chairman of the Independent Community Bankers of America and [ testify today on behalf of the
7,000 community banks we represent. Thank you for convening this hearing on the Protecting American
Taxpayers and Homeowners (PATH) Act. ICBA appreciates your thoughtful and diligent efforts to
improve our mortgage financing system. Community bankers and their customers have a great deal at
stake in the future of housing finance. Any changes to housing finance must preserve equal and direct
access to the secondary market to safeguard the role of community banks in providing mortgage credit in
the communities we serve. It is critically important to borrowers and the broader economy that the details
of any reform are done right. We look forward to working with the Committee and providing ongoing
input into the reform process from the community bank perspective.

Community Banks and the Housing Market

Community bank mortgage lending is vital to the strength and breadth of the housing market recovery.
Community banks represent approximately 20 percent of the mortgage market, but more importantly, our
mortgage lending is often concentrated in the rural areas and small towns of this country, which are not
effectively served by large banks. For many rural and small town borrowers, a community bank loan is
the only mortgage option.

A vibrant community banking sector makes mortgage markets everywhere more competitive, and fosters
competitive interest rates and fees, better customer service, and more product choice. The housing market
is best served by a large and geographically-dispersed number of lenders. Five years after the financial
crisis, an already concentrated mortgage market has become yet more dangerously concentrated. We must
ensure any reform supports beneficial competition and avoid further consolidation and concentration of
the mortgage lending industry.

Secondary market sales are a significant line of business for many community banks. According to a
recent survey, nearly 30 percent of community bank respondents sell half or more of the mortgages they
originate into the secondary market.' While many community banks choose to hold most of their
mortgage loans in portfolio, robust secondary market access remains critical for them to support mortgage
fending demand. This is particularly true for fixed-rate lending. For a community bank, it is prohibitively
expensive to hedge the interest rate risk that comes with fixed-rate lending. Secondary market sales
eliminate this risk.

While many community banks remain well-capitalized following the financial crisis, others are being
foreed by their regulators to raise new capital above minimum levels. With the private capital markets
still largely frozen for small and mid-sized banks, some are being forced to contract their lending in order
to raise their capital ratios. In this environment, the capital option provided by selling mortgage loans in
the secondary markets is especially important. Selling mortgage loans into the secondary market frees up
capital for additional residential lending as well as other types of lending, such as commercial and smail
business, which is critical to supporting credit flow in small towns and communities.

*iCBA Mortgage Lending Survey. September 2012.
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While Pendleton Community Bank holds most of its mortgage loans in portfolio, in recent years we've
sold an increasing volume of loans into the secondary market. In 2013 to date we’ve sold 30 loans with a
vatue of $3.9 million, which is already more in number and value than we sold all of last year or in any
prior year. We would sell more foans but for the challenge of identifying “comparable” sales in our rural
markets where properties have uniquc characteristics.

Pendleton’s secondary market sales are driven by customer demand for 30-year fixed rate loans. As a
relationship Jender, meeting this customer demand is critical to our broader customer relationships and to
our business model. As the housing market recovers, | expect that we will continue to sell an increasing
number of loans into the secondary market. Secondary market access is critical even for a bank such as
Pendleton that is primarily a portfolio tender.

Key Features of a Successful Secondary Market

The stakes involved in getting housing-finance market policies right have never been higher. If the terms
are not right, the secondary market could be an impractical or unattractive option for community banks.
Below are some of the key features comnunity banks seek in a first-rate secondary market.

Equal and direct access on a loan by loan basis. To be sustainable and robust, a secondary market must
be impartial and provide equal access and equal pricing to all lenders regardless of their size or lending
volume. A secondary market entity must have an appropriate structure to ensure it does not offer
favorable terms to only the largest lenders. Such an outcome would drive further industry consolidation,
reduce competition, increase systemic risk and disadvantage the millions of customers served by smali
lenders. Further, small and mid-sized lenders must continue to be able to access the secondary market
directly without selling through a financial institution that competes with them on a retail basis. This
access must include the ability to sell individual loans for cash rather than be forced to aggregate loans
and securitize them. Most small or mid-sized lenders do not have the ability or the scale to securitize
loans and sell those securities in the capital markets.

Financial strengih, reliability and liquidity. A secondary market must be financially strong and reliable
enough to effectively serve mortgage originators and their customers even in challenging economic
circumstances. It must be able to generate the volume of securities necessary to quickly achieve the levels
of liquidity needed to ensure the “to-be-announced” (TBA) market for mortgage-backed securities (MBS)
continues to operate smoothly, thereby driving the most competitive interest rates for mortgage
borrowers. Strong regulatory oversight is needed to ensure the secondary market operates in a safe and
sound manner.

No appropriation of customer data for cross-selling of financial products. When a community bank sells
a mortgage to a secondary market entity, it transfers proprietary consumer data that would be highly
valuable for the purposes of cross selling financial products. Without large advertising budgets to attract
new customers, community banks seek to deepen and extend their relationships with their current
customer base. Secondary market entities must 1ot be allowed to use or sell this data. Community banks
must be able to preserve their customer relationships and franchises after transferring loans.

Originators must have option (o retain servicing and servicing fees must be reasonable. Originators must
have the option to retain servicing after the sale of a loan. In teday’s market. the large aggregators insist
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the lender release servicing rights along with the loan. Transfer of servicing entails transfer of customer
data for cross-selling, the concern identified above., While servicing is a low-margin business. it is a
crucial aspect of the refationship-lending business model. providing the opportunity to meet the additional
banking needs of mortgage customers.

Limited purpose and activities. The resources of any secondary market entities must be focused on
supporting residential and multifamily housing. They must not be allowed to compete with originators at
the retail level where they would enjoy an unfair advantage. The conflicting requirements of a public
mission and private ownership must be eliminated.

Private capital must protect taxpayers. Securities issued by the secondary market entities must be backed
by private capital and third party guarantors. Govermment catastrophic loss protection must be fully and
explicitly priced into the guarantee fee and the loan level price. This guarantee would provide credit
assurances to investors and sustain robust liquidity even during periods of market stress.

The PATH Act

1CBA appreciates Chairman Hensarling introducing legislation to protect taxpayers, enhance the role of
private capital in the housing finance system, and provide needed reguliatory relief for community bank
mortgage lenders. These critical elements of reform are reflected in the PATH Act.

The core feature of the PATH Act is the National Mortgage Market Utility (Utility), a non-government,
not-for-profit entity that would serve as a platform for the securitization of residential mortgages. ICBA
appreciates that the Utility is intended to provide open and impartial access to all lenders, to prevent
discrimination based on size or fending volume, and 1o maximize the participation of community banks.
We also appreciate that the Utility will be prohibited from competing with lenders in the origination
market. These features of the Utility reflect ICBA principals enumerated above.

That said, we are keenly interested in how the Utility would perform in a live marketplace dominated by
large lenders wielding outsized market power. We believe there is uncertainty in this regard and the
potential for unintended consequences. Below are some of the questions we have with regard to the
proposed secondary market structure:

s As mentioned earlier, community banks generally do not have the level of loan production or
scale to safely and economically securitize mortgage loans. We are concerned that in order to
compete with the largest lenders, community banks would be forced to either hold more loans on
balance sheet to create larger pools or sell them to a large aggregator that would require the bank
to give up servicing rights, appropriate customer data, and compete for our customers.

e Would the owners of the Utility have the ability to appropriate customer data? This would be a
concern for community banks for the reasons noted above.

¢ We note that the Act would authorize any Federal Home Loan Bank (FHLB) to aggregate
mortgages for securitization. This is a promising option, though nothing in the Act compels the
FHLBs to perform this service. If they choose not to. most community banks would have no
access to the securitization channel.



195

¢ FHLB aggregation should not be the only option for community banks. The majority of
community banks that now seil directly to Fannie Mae and Freddie Mac do so through the GSE’s
cash window. Can the Utility accommodate this option?

We hope that the Utility can be implemented in a way that does not, despite the intent of the statute,
marginalize community bank mortgage lenders or lead to {urther consolidation of the mortgage market.
ICBA looks forward to working with you to address these questions and concerns as the PATH Act
advances.

Finally, ICBA would like to express our strong appreciation for the mortgage lending regulatory relief
provided by the PATH Act. In particular, ICBA supports the provision of “qualified mortgage™ status for
all loans held in portfolio, thereby shielding them from legal liability under the new ability-to-repay rules.
This commonsense provision, which mirrors a provision of ICBA’s Plan for Prosperity, is based on the
natural incentive of lenders to ensure that toans held in portfolio are properly underwritten. We also
applaud the PATH Act’s repeal of the new credit risk retention requirement. The credit risk retention and
ability-to-repay requirements have the potential to stunt community bank participation in the mortgage
market and drive further consolidation of that market. Additional regulatory relief provisions of the
PATH Act will also help to keep community banks in the mortgage market to the benefit of their
customers and communities.

As the PATH Act is debated. ICBA requests that you consider adding relief from new servicing standards
that are overly prescriptive and reduce community banks” flexibility to use methods that have proved
successful in holding down delinquency rates. Community banks’ small size and local presence in the
communities we serve make many of the new requirements unnecessary. The CFPB’s recent servicing
rule provides a small servicer exemption for banks that service fewer than 5,000 loans. Many community
banks service larger portfolios that should qualify for an exemption because they use the community bank
servicing practices and obtain the strong performance results. ICBA’s Plan for Prosperity calls for raising
the small servicer exemption threshold to 20,000 loans. To put this proposed threshold in perspective, the
average number of loans serviced by the five largest servicers subject to the national mortgage settlement
is 6.8 million.” An exemption threshold of 20,000 would demarcate small servicers from both large and
mid-sized servicers. It would help preserve the important role of community banks in servicing mortgages
and deter further industry consolidation which is harmful to borrowers.

Closing

Thank you again for the opportunity to testify today. We look forward 1o working with this committee to
reform our mortgage finance system. Private entities must play a more robust role in the mortgage
securitization market and taxpayers must be more effectively insulated from any market failures, That
much is settled. But it is critically important that the details of reform are done right to ensure that
community banks and lenders of all sizes are equally represented and communities and customers of all
varieties are served.

? Source; Office of Mortgage Settlement Oversight {www.mortgageoversight.com).
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Introduction

Good afternoon, Chairman Hensarling, Ranking Member Waters and Members of the
Committee. My name is Janice Sheppard, and [ am testifying today on behalf of the National
Association of Federal Credit Unions (NAFCU). 1 appreciate the opportunity to share NAFCU’s
views with the committee on housing finance reform and the, “Protecting Amcrican Taxpayers
and Homeowners (PATH) Act”” NAFCU appreciates Chairman Hensarling’s leadership in
releasing comprehensive draft legistation that addresses the futurc of the Government Sponsored
Enterprises (GSIEs) and the Federal Mousing Administration (FHA), as well as a number of
mortgage-related regulations. The unveiling of the PATH Act is an important part of the housing
finance reform debate.  Accordingly, we thank vou for holding this important hearing on the

draft legislation today.

Throughout my career in financial services | have had a deep focus on consumer and home loan
production, the secondary mortgage market, and servicing and loss mitigation in addition to
building compliance guidelines. At Southwest Airlines Federal Credit Union (SWAFCU), 1 serve
as Senior Vice President of Mortgage Lending and Compliance. Prior to my work for SWAFCU
I was the Mortgage Production Manager at Community Credit Union in Plano, Texas where |
oversaw underwriting at 17 office locations. In addition to my work at SWAFCU, I am an active
member of the American Credit Union Mortgage Association (ACUMA) which brings together
the shared real estate lending and financing interests of thousands of credit unions. | have also
been past president of the Texas Credit Union Real Estate Network, a state-based group of credit
union mortgage personnel that work to enhance the expertise of its members and provide

continuing educational and professional development.

Headquartered in Dallas, Texas, SWAFCU also has branches in Houston, Texas and Phoenix,
Arizona. Serving more than 37,500 members with assets totaling over $295 million, SAWFCU

provides diversified financial services including mortgage origination and servicing.

As you know, NAFCU is the only national organization exclusively representing the interests of
the nation’s federally-chartered credit unions. NAFCU-member credit unions collectively

account for approximately 68 percent of the assets of all federally chartered credit unions.
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NAFCU and the entire credit union community appreciate the opportunity to participate in this

discussion regarding housing finance reform.

Background on Credit Unions and Credit Union Mortgage Lending

Historically, credit unions have served a unique function in the delivery of necessary financial
services to Americans. Established by an act of Congress in 1934, the federal credit union
system was created, and has been recognized, as a way to promote thrift and to make financial
services available to all Americans, many of whom would otherwise have limited access to
financial services. Congress cstablished credit unions as an alternative to banks and to meet a
precise public need-—a niche credit unions fill today for nearly 96 million Americans. Every
credit union is a cooperative institution organized “for the purpose of promoting thrift among its
members and creating a source of credit for provident or productive purposes.” (12 § USC
1752(1)). While nearly 80 years have passed since the Federal Credit Union Act (FCUAY was
signed into law, two fundamental principles regarding the operation of credit unions remain

every bit as important today as in 1934:

e credit unions remain totally committed to providing their members with efficient, low-
cost, personal financial service; and,
e credit unions continue to emphasize traditional cooperative values such as demoeracy and

volunteerism. Credit unions are not banks.

The nation’s approximately 6.800 federally insured credit unions serve a different purpose and
have a tundamentally different structure than banks. Credit unions exist solely for the purpose of
providing financial services to their members, while banks aim to make a profit for a limited
number of shareholders. As owners of cooperative financial institutions united by a common
bond, all credit union members have an equal say in the operation of their credit union—"one
member, one vote™--regardless of the dollar amount they have on account. These singular rights
extend all the way from making basic operating decisions to electing the board of directors—

something unheard of among for-profit, stock-owned banks. Unlike their counterparts at banks
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and thrifts, federal credit union dircctors generally scrve without remuneration—a  fact

epitomizing the true “volunteer spirit” permeating the credit union community.

Credit unions continue to play a very important role in the lives of mitlions of Americans from
alt walks of life. As consolidation of the commercial banking sector has progressed, with the
resulting depersonalization in the delivery of financial services by banks, the emphasis in
consumers’ minds has begun to shift not only to services provided, but also—more
importantly—to quality and cost of those services. Credit unions are second-to-none in

providing their members with quality personal financial services at the lowest possible cost.

As has been noted by Members of Congress on all points of the political spectrum, credit unions
were not the cause of the recent economic crisis, and examination of their lending data indicates
that credit union mortgage lending has outperformed bank mortgage lending during the recent
downturn. This is due in part to the fact that credit unions were not the cause of the proliferation
of sub-prime loans, instead focusing on placing their members in solid products they could
afford. The graphs below highlight how credit union real estate loan growth has outpaced banks
during the downturn, and how credit unions have fared better with respect to real estate
delinquencies and real estate charge-offs. The fourth graph demonstrates how credit unions are

holding more fong-term real estate loans as a percentage of total real estate loans than banks.
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While the housing market continues to recover from the financial crisis, and Congress works to

put into place safeguards to ensure such a crisis never happens again, credit unions continue to
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be focused on providing their member-owners with the basic financial products they need and
demand. Credit unions have a solid track record of making safe and sound mortgage loans their
members can afford. As the Committec works on housing finance reform issues, a primary
concern of credit unions is continued unfettered access to the secondary mortgage market
including adequate transition time to a new system-—should lawmakers see such a change
necessary. A second concern, equally as important, is recognizing the quality of credit union
loans through a fair pricing structure. Because credit unions originate a relatively few number of
loans compared to others in the marketplace — federally insured credit unions had about 7 % of
the first mortgage originations in 2012 (see chart below) — they cannot support a pricing structure

based on loan volume, institution assct size, or any other geopolitical issue that will lend itself to

discrimination and disadvantage their member-owners.
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Recent trends in asset portfolios, coupled with the current interest rate environment, present a
unigue challenge to credit union management. In the past few years, interest rates have fallen to
record lows, credit unions have expericnced vigorous share growth and credit union participation

in the mortgage lending arena has increased to historic heights. Credit union mortgage
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originations more than doubled between 2007 and 2013, and the credit union share of first
mortgage originations expanded from 2.5 to about 7 percent. The portion of first mortgage
originations sold into the secondary market also more than doubled over that same period, from
25.7 percent in 2007 to 53.6 percent in 2012, according to National Credit Union Administration

(NCUA) call report data (see chart below).
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While credit unions hedge against interest rate risk in a number of ways, selling products for
securitization on the secondary market remains a key component of safety and soundness.
Lenders must have continued and unfettered access to secondary market sources including
Fannie Mae, Freddie Mac, Ginnie Mae and the Federal Home Loan Banks (FHLBs) as they are
valuable partners for credit unions who seek to hedge interest rate risks by selling their fixed-rate
mortgages to them on the secondary market. Not only does this allow credit unions to better
manage risk, but they are also able to reinvest those funds into their membership by offering new
foan products or additional forms of financial services. A 2012 NAFCU real estate survey

highlights the growing use of GSEs among credit unions. More than three-quarters of
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respondents indicated that credit union board policy restricted the percentage of real estate loans
that could be held on their batance sheet, with a median limitation of 35 percent. Simply put.
without these critical relationships, credit unions would be unable to provide the services and

financial products their memberships demand and expect.

It should also be noted that the government plays an important role in helping to set standards
and bring conformity to the housing market. Changing standards to eliminate or make
conformity difficult could make it harder for credit unions to sell loans onto the secondary

market as they do not have the cconomies of scale arger market participants enjoy.

Key Credit Union Concerns in Housing Fiuance Reform Efforts

In 2010, as the future of housing finance became a focal point in Congress. with the
Administration, and among the regulatory agencies, the NAFCU Board of Directors established a
set of principles that the association would like to see reflected in any reform efforts. These
principles were aimed to help ensure that credit unions are treated fairly during any housing

finance reform process. They are outlined below:

e NAFCU believes a healthy, sustainable and viable secondary mortgage market must be
maintained. Credit unions must have unfettered, legislatively-guaranteed access to such
market. In addition, in order to achieve a healthy, sustainable and viable sccondary
market, NAFCU believes there must be healthy competition among and between market
participants in every aspect of the secondary market. Market participants should include.
at a minimum, multiple Government Sponsored Enterprises (GSEs), Federal Home Loan
Banks, Ginnie Mac (as insurer of FHA. VA, and other government-backed loans), and

private entities.

e The U.S. government should issue explicit guarantees on the payment of principal and
interest on MBSs. The explicit guarantee will provide certainty to the market, especially
for investors who will need to be enticed (o invest in the MBSs and facilitate the flow of

liquidity.
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During any transition to a new system (whether or not current GSEs are to be part of it)

credit unions have uninterrupted access to the GSEs. and in turn, the secondary market.

Credit unions could support a model for the GSEs that is consistent with a cooperative or
a mutual entities model. Fach GSE would have an elected Board of Directors, be
regulated by the Federal Housing Finance Agency. and be required to meet strong capital

standards.

A board of advisors made up of representatives from the mortgage lending industry
should be formed to advise the FHFA regarding GSEs. Credit unions should be

represented in such a body.

While a central role for the U.S. government in the secondary mortgage market is pivotal.
the GSEs should be self-funded, without any dedicated government appropriations.
GSE’s fee structures should, in addition to size and volume, place increased emphasis on
quality of Joans and risk-based pricing for loan purchases should reflect that quality
difference. Credit union loans provide the high quality neeessary to improve the

salability of many agency securities.

Fannie Mae and Freddie Mac should continue to function, whether in or out of
conservatorship, and honor the guarantees of the agencies at least until such time as

necessary to repay their current government debts.

NAFCU does not support full privatization of the GSEs at this time because of serious
concerns that small community-based financial institutions could be shut-out from the

secondary market.

The Federal Home Loan Banks (FHLBs) serve an important function in the mortgage
market as they provide their credit union members with a reliable source of funding and
liquidity. Reform of the nation’s housing finance system must take into account the

consequence of any legislation on the health and reliability of the FHLDs.
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NAFCU’s Views on the PATH Act

As the country recovers from the worst financial crisis since the Great Depression, and Fannie
Mae and Freddie Mac continue to operate in conservatorship, NAFCU appreciates the emphasis
Chairman Hensarling has placed on ensuring a sustainable housing finance system moving
forward. Over the past five months, the Financial Services Committee has held 11 hearings on
the state of housing finance and how public policy decisions will help shape the future in this
regard. This kind of robust discussion and debate is welcomed by our nation’s credit unions. The
unveiling of the “Protecting American Taxpayers and Homeowners Act of 2013™ (the PATH
Act), the most comprehensive proposal put forward to date, is also an important step in the

debate.

As discussed above, our primary concerns in the housing finance reform debate are continued
credit union access to a healthy and viable secondary market and pricing recognition for the high
quality of credit union loans. NAFCU believes the current system, with a government guarantee
to investors on timely payment of principal and interest on mortgage backed securities, is an
important element at this time. The current system helps to ensure credit unions have the aceess
to the secondary market they need to thrive and continue to mect the mortgage needs of their
member-owners. NAFCU members are not wedded to a system with a government guarantee on
mortgage backed securitics, if our concerns can be addressed through a different approach. Still,
credit unions need to be guaranteed that a future system will address the basie primary concerns
they continue to have as small yet reliable players in the marketplace. Furthermore, private
eapital can be fickle and is never guaranteed (o be available to the marketplace. That is why the

GSEs act as such a stabilizing force today.

While NAFCU appreciates the serious and comprehensive effort put forth by the PATH Act, we
have outstanding concerns with aspects of the proposal in Title { that call for an immediate wind-
down of the GSEs, and the impact the omission of the GSEs and a government guarantee could

have on reliable market access for credit unions.

10
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We believe that any reforms should focus on the consumer and not disrupt the recovery
underway in the housing market. The guaranteed access to the secondary market was a critical
component of credit unions being able to continue to meet the mortgage needs of Americans
during the recent cconomic downturn. When banks and others stopped Jending, credit unions
were there to step in. Maintaining this guaranteed access is an important hedge against the next

economic downturn.

It should also be noted that without a government role in the secondary market, the 30-year
fixed-rated-mortgage may still exist, but it could have higher cost to the consumer and scarcer
availability. Credit unions have found that when members got into trouble it was often not from
a particular first mortgage product; rather, it was likely from one of the following two factors: 1)
loss of a job or unemployment; and 2) a declinc in home valuc after a large amount of equity was
pulled out in a line of credit. The system of long-term fixed-rate mortgages financed through

stable securitization has helped provide remarkable stability in the US economy. as well as

strong and sustainable homeownership.

We are pleased to sce the provisions in the bill that would address the growing trend of focal

communities obtaining mortgages by the power of eminent domain.

We support the inclusion of Section 261. which extends the time that those who have had
previous mortgages foreclosed upon have to wait for an FHA-loan from 3 years to 7 years.
Enactment of this provision would discourage the trend of strategic defaults on mortgages that
some credit unions have scen, while the waiver provision ineluded would ensure that those who

were foreclosed on due to hardship have the opportunities that they need.

In regards to the establishment of a market utility in Title Ill, we would note that NAFCU’s
primary concern is guaranteed equitable access for credit unions to the secondary market and
guaranteed equitable pricing. The concept of the FHFA's sccuritization platform (transferred to
the utility in this proposal), in and of itself, may not adequately address these concerns. In our
comment letter to the FHFA, we expressed appreciation that the platform is designed to
accommodate a market with or without a government guarantee. While we remain optimistic

about the possibilities of the platform, especially in terms of improving efficiencies, we are

11



208

concerned that the fundamental question of guaranteed access remains to be an uncertain
proposition, especially with the winding down of the GSE’s without suitable replacement as

prescribed in Title | of the draft bill.

NAFCU believes that Title IV “Removing Barriers to New Investment™ is a very important
aspect of housing finance reform and the PATH Act and is pleased to see its inclusion in this
proposal. There are many beneficial provisions in this section to credit unions, some of which |

outline below.

In particular, NAFCU strongly supports Section 403 of the discussion draft to address the
Consumer Financial Protection Bureau’s (CFPB) definition of “points and fees” under the
“ability-to-repay’ rule set to take cffect in January next year. NAFCU has taken advantage of
every opportunity available to educate and weigh in with the CFPB on aspects of the abitity-to-
repay rule that are likely to be problematic for credit unions and their members. While credit
unions understand the intention of the rule and importance of hindering unscrupulous mortgage
lenders from entering the marketplace, it is time for Congress to step in and address unfair and
unneccssarily restrictive aspects of this CFPB rule. Accordingly, NAFCU supports Chairman
Hensarling’s efforts incorporating into the PATH Act provisions from Rep. Huizenga’s

bipartisan Consumer Mortgage Choice Act (H.R. 1077).

Making important exclusions from the ‘qualified mortgage’™ cap on points and fees will go a long
way toward ensuring many affiliated loans, particularly those made to low- and moderate-

income borrowers, attain ‘qualified mortgage’ status and therefore are stift made in the future.

As NAFCU has testified in the past, the CFPB’s new mortgage regulations released in January
are a prime example of the growing compliance burden our nation’s credit unions face.
Covering everything from the scope of coverage under the Home Ownership and Equity
Protection Act, comprehensive changes to mortgage origination and servicing, amended rules
associated with the Truth in Lending Act and Financial Institutions Reform, Recovery, and
Enforcement Act, changing requirements for escrow accounts and issuing rules under Dodd-

Frank relative to what constitutes a “qualified mortgage™ - the breadth and pace of new

12
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requirements is daunting. The less than 12 month timeframe for implementation of the rules
should cause serious pause for lawmakers and regulators. NAFCU strongly supports Section 406
of the PATH Act that recognizes the brrationality of this timeline and delays the mandatory

implementation of all Dodd-Frank related mortgage rules for one additional year.

The inclusion of Section 407 to repeal the credit risk retention regulations from Section 941 of the Dodd-
Frank Aet is also a positive addition to the proposed legislation. While credit unions are technically
exempt, the rule's impact will nevertheless ultimately be felt by all participants in the mortgage market.

NAFCU also strongly supports Section 409 of the PATH Act which exempts from the “qualified
mortgage’ definition residential mortgage loans held in portfolio, and Section 413, which

requires notice of a junior mortgage or lien.

NAFCU also remains very concerned about CFPB’s proposed rule integrating mortgage
disclosures under the Real Estate Settlement Procedures Act (Regulation X) and the Truth in
Lending Act (Regulation 7) requiring that borrowers reccive final Closing Disclosure three
business days prior to consummation. While the rule may be well intended, it does not allow for
the kind of flexibility necessary to accommodate the nature of real estate transactions and could
even discourage the borrower from making reasonable changes to their purchase. Accordingly,
NAFCU strongly supports Section 411 of the PATH Aet that would allow consumers the ability
to waive the 3 day requirement. NAFCU is also pleased that this scction permits mortgages

financed through a 40 year product to also be considered as a *qualified mortgage.’

In short, the mortgage-related provisions in the PATH Act described above would have a
positive effect on credit unions. Enacting these provisions would help to ensure that we can
continue to serve the mortgage needs of our nearly 96 million member-owners rather than focus
on misguided regulations that will cause unprecedented compliance and legal burdens. NAFCU
lauds Chairman Hensarling for his foresight by including these important provisions in his bill.
We look forward to providing additional feedback on these much needed reforms as the
committee continues lo look for common-sense ways to cut down on the ever-increasing

regulatory burden credit unions face.

13
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Maving forward, NAFCU is hopeful that the commitiee also considers, whether in this bill or
others, directing the CFPB to revise aspects of the “ability-to~repay’ rule that dictates a consumer
have a total debt-to-income (DT ratio that is fess than or equal to 43 percent in order for that
loan to be considered a ‘qualified mortgage™. NAFCU believes this arbitrary threshold will
prevent otherwise healthy borrowers [rom obtaining mortgage loans and will have a particularly
serious impact in rural and underserved areas where consumers have a limited number of
options. We believe that the CFPB should either remove or increase the DTI requirement on

qualified mortgages.

In addition to the mortgage related provisions contained in the draft bill, NAFCU would also fike
to recognize the important changes that would be made with respect to the examination process
at credit unions. NAFCU has long supported Chairman Capito’s Financial Institutions
Examination Fairness and Reform Aet (HR. 1553) and believes it is important step forward in

ensuring that the supervisory environment financial institutions face is fair and timely.

We would note that as Title IV contains provisions relating to Basel HI for community banks, we
believe provisions implementing risk-based capital for credit unions should also be included and
paired with these provisions for community banks. Including the risk-based capital language
introduced as part of H.R. 2572, the Regulatory Relief for Credit Unions Aet, introduced by

Committee Vice-Chairman Gary Miller, would be one way to accomplish this.

NAFCU also supports Seetion 502 of the PATH Act that permits insured depository institutions
to treat a non-accrual loan as an accrual foan if the loan is current. no monthly payment has been
;

&

more than 30 days delinquent during the previous 6-month period, and loan payments are bein
made according to contract terms and all parties agree to any refinances and modifications. This
bipartisan provision is appropriate for a recovering economy, as it would ensure community

based financial institutions aren’t penalized for working with borrowers to modify their loans.

Finally, we are also pleased to see Section 504, preserving attorney-client privilege for

information provided to the FHFA, included in the proposal.

14



211

Conclusion

We appreciate the opportunity to provide our input on this important issue. Chairman
Hensarling deserves credit for putting forward the most comprehensive proposal on housing
finance reform to date. We look forward to working with Chairman Hensarling, Committee
Members and vour staffs to address our comments as housing finance reform and the PATH Act

proposal move forward.

I thank you for your time today and would welcome any questions that you may have.

15
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Chairman Hensarling, Ranking Member Waters, and members of the committee, thank you for
the opportunity to testify today on behalf of the Mortgage Bankers Association (MBA).

My name is David H. Stevens and { am the President and CEO of MBA. From 2009 to 2011, {
served as Assistant Secretary for Housing and FHA Commissioner at the U.S. Department of
Housing and Urban Development (HUD). | have over 30 years experience in real estate finance.

The release of the PATH Act represents an important step in defining the boundary of the
debate over the government role in housing finance. Fannie Mae and Freddie Mac have been in
conservatorship for almost five years now, and if is important that policymakers begin defining a
long-term plan for the future role of the federal government in the mortgage market. |
compliment Chairman Hensarling for introducing his approach to begin this discussion. MBA
also appreciates the Chairman’s efforts to tackle other key housing finance concerns in the biff,
including the iong-term financial viability of the Federal Housing Administration’s single-family
programs, and welcome many of the much-needed reforms to the Dodd-Frank Walil Street
Reform and Consumer Protection Act that are contained in the PATH Act.

We are eager to work with the Chairman, the Ranking Member, and all other members of the
House Financial Services Committee to improve the bill in a way that ensures a vibrant housing
finance system that works for fenders of all sizes and business models and provides consumers
with affordable mortgage financing.

MBA’s Goals for Secondary Market Reform

MBA believes that the future secondary market should address the needs of borrowers, lenders,
investors, and taxpayers. Private capital should be the first line of defense against losses, with
no institution too big to fail. The ideal system should:

» promote liquidity and stability by connecting global pools of capital to the U.S. mortgage
market;

« provide certainty in mortgage transactions for all borrowers:

» provide competitive pricing for a consistent offering of core products inciuding the 30-
year, fixed-rate, prepayable mortgage and weli-underwritten multifamily mortgages;

s provide an efficient means of hedging interest rate risk, i.e., a TBA market; and

» support vibrant, dynamic, and competitive primary and secondary markets composed of
fenders with a wide range of sizes and business models, with this competition uitimately
benefitting homeowners and the broad owner-occupied and multifamily rental markets.

The government role, to provide quality reguiation of guarantors and systems and to provide a
clearly defined, but limited, catastrophic credit backstop is an important component of this ideal
system. Without this government backstop, the mortgage market would be smaller and
mortgage credit would be more expensive, meaning that qualified lower and middie class
households would have less access to affordable mortgage credit and be less able to qualify to
achieve sustainabie homeownership and the multifamily rental market, which predominantly
serves those of modest incomes, would be adversely impacted.

It is important to recognize that today’s market and MBA's vision of the future secondary market
are composed of three segments, ranging from fully private to fully government-insured:
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o A sizeable fully private market that is not limited by loan size or by the Qualified
Mortgage (QM) definition. Fully private loans will still be required to meet the ability to
repay standard and al other applicable regulations, and may be held on balance sheets
or securitized through non-agency channels. The fully private market will overlap and be
competitive with the core market in terms of execution during normal market conditions.

e A conventional conforming market with a government backstop. Working class
households need access to a market that has private capital taking the first loss, but an
ultimate government backstop to ensure ongoing market liquidity. Only traditional, well
documented loans that qualify as QMs should be abie to enter this core market. This
portion of the market should be comprised of originators that bring pools of significantly
credit enhanced core mortgages to a central platform for issuance and government
reinsurance.

s A government market. The FHA/NVA/RHS should continue in their present rofes
performing critical social policy functions. These programs are directly backed by the
government and are targeted to support lending to first-time homebuyers and others whc
could only access homeownership through a low downpayment product. MBA views
these programs as critical to the health of the U.S. housing market, but recognizes that
certain changes may be necessary to ensure their long-term financial stability.

Market shares among these segments shouid not be fixed, but should vary over time with
economic conditions. The government-backed or supported markets will be countercyclical,
increasing in times of market stress, decreasing when credit is widely available.

Why is a government backstop needed for the conventional conforming market?

The American mortgage market has long been dominated by 30-year, fixed-rate, fully amortizing
loans, with no penalty for refinancing the loan. The advantage for borrowers is that it protects
them against increases in interest rates while providing a long period over which to amortize the
loan principal, thus providing more affordable monthly payments than would be available under
a shorter amortization schedule.

The advantages for borrowers, however, are offset by the risks posed to depository institutions
trying to hold 30-year fixed-rate mortgages in portfolio, given the short duration of most bank
deposits and other liabilities. When interest rates rise, banks may end up earning negative
spreads on the mortgages they hold. This funding mismatch can be dangerous for financial
institutions.

For example, the thrift industry debacle of the 1980s [argely grew out of the removal of interest
rate ceilings on bank and thrift deposits for many years. The resulting spike in the interest rates
on the deposits funding long-term, fixed- rate mortgages essentially wiped out the capital at
many thrifts. Similarly, funding mortgages with long-dated fixed-rate deposits can be a problem
if rates fall and borrowers exercise their options to refinance their mortgages at lower rates. The
bank then faces low or negative interest rate spreads when it reinvests the funds from the paid-
off mortgages at lower rates. Thus, relying on bank portfolios to fund 30-year fixed-rate
mortgages places tremendous risk on the existing government support of the mortgage market
through the FDIC.
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Securitization developed as a means of removing this interest rate risk from depository balance
sheets, while providing a long-term, fixed-rate asset for investors that had a better capacity to
manage such cash flows. However, securitization relies on a steady presence of private
investors willing to take on the risks of mortgage-backed securities. We have seen repeatedly
over the last twenty years that while investors are generally willing to buy guaranteed MBS,
even during a market disruption, they are unwilling to take on uncertain credit risk during these
times.

When depositors or security holders become concerned over the health of the assets supporting
their investments, they want to liquidate their positions and hold on to their cash untif the
situation settles. In the case of banks, this is a run on deposits. For securitization, it is a panic
sale of the securities with a large drop in price. it is as if bank depositors were forced to seli
their deposits to another investor at a deep discount rather than attempting to redeem them at
par at the bank. Because those who sell first suffer the smaillest losses, there is an advantage
to sell quickly before a panic, thus helping fuel a panic. Even if they do not sell, mark-to-market
accounting rules do not distinguish between normal price drops and those caused by panic
selling, causing large losses for investors

The question is not whether a government guarantee will limit the potential damage of periodic
panics in the securities. The benefit is clear. The real question is how to go about limiting the
risk to the taxpayers that comes with any sort of government support. Adequate private capital
in a first loss position, the establishment of an insurance fund, and a limited, clearly defined
credit box (such as has been accomplished with the QM ruie) alt would be strong steps in this
direction.

In summary, the U.S. mortgage market is unique in the degree to which 30-year fixed-rate
mortgages piay such a large role in financing home purchases. To date, however, that market
has been supported by securitization and the implicit and explicit support the taxpayers have
given to that market. MBA believes that such a guarantee can be put in place in order to reduce
the volatility that would exist in a purely private market, but that would be implemented in such a
way as to limit the exposure of the taxpayers.

Getting private capital into the mortgage market: key transition steps that can be taken today

L_et me turn now to the current market situation and steps we can take in the short term to move
towards a market more in line with these goals.

Fannie Mae and Freddie Mac have recently reported substantial profits, leading some to ask
whether the business models of Fannie Mae and Freddie Mac have regained credibility that was
lost during the financial crisis. Record GSE profits do not tell the whole story. In their current
form, GSE profits are dependent in large part on three factors:

» Guarantee fees, which have more than doubled in recent years.
» Remarkably low- risk business, a sign of tight credit.
* Their ability to shift legacy costs back to lenders

This current status is not sustainable over the longer term, and MBA believes that we should
begin moving toward a more sustainable environment, While the legislative process will
continue to refine the desired end state, MBA has proposed a set of transition steps designed to
move in the direction of the developing consensus regarding the shape of the future secondary
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market. The steps we propose, none of which require legislation, create an even greater
competitive landscape for all originators beyond where we are today, and provide better value tc
borrowers. Further, they are consistent with the vast majority of end-state proposals.

« FHFA and the GSEs should move to a common, fungible MBS to improve liquidity in the
market. The discount on Freddie Mac’s security represents a loss to the taxpayer, as it
is being implicitly subsidized by lower guarantee fees resulting in lower dividends to the
Treasury. We should act now to remove this distortion by moving to a common, fungible
security.

« FHFA should mandate that the GSEs accept deeper credit enhancement on pools from
lenders in exchange for reduced guarantee fees in order to lower costs and increase
access to credit for consumers. The PATH Act includes language to this effect, which we
would support as a means of bringing additional private capital into the market.
importantly, we believe that lenders should have “front-end” credit enhancement options
in addition to the “back-end” options, as we believe the former have the potential to
produce greater cost savings for consumers.

» Regardiess of which end state Congress decides upon, we need to ensure that lenders
of all sizes have securitization options to directly access the secondary market in order
to level the playing field.

» FHFA should impose a well-regulated and fully transparent credit framework with clear
representation and warranty protections to increase transparency in the system and
enable lenders to responsibly expand access to credit.

« FHFA should continue to seek stakeholder input regarding the Common Securitization
Platform to lay the groundwork for a more efficient market in the future. The PATH Act
also contains plans for a new market Utility that would perform many of the roles and
functions envisioned for the platform, with the exception that the bili would not permit the
Utility to securitize government-backed loans. While we appreciate the agreement that
such a central, operationally focused utility is needed, we do believe that some level of
government backstop is needed for the conventional conforming market.

MBA also supports provisions in the PATH Act that create a framework and regulatory structure
for financial institutions to issue covered bonds. Covered bonds are used by financial institutions
as a vehicle for attracting private funds to support homeownership, affordable rental housing
and commercial real estate.

Adopting covered bond legislation is necessary to provide certainty and clarity with respect to
the rights and obligations of parties to covered bond transactions. Covered bonds so far have
been limited to large financial institutions, but MBA believes added legal and regulatory certainty
wouid make it cost-effective for smailer ones as well.

Additionally, MBA believes serious consideration should be given to expanding Federal Home
Loan Bank membership eligibility to include access for non-depository mortgage lenders.
These lenders are often smatier, community-based independent mortgage bankers focused on
providing mainstream mortgage products to consumers. In exchange for membership in the
FHLB system, these institutions could be required to hold a limited class of stock with
appropriate restrictions. Expanding FHLB access to these institutions would enhance market
liquidity and ensure a broader range of mortgage options for consumers.
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GSE Multifamily Programs
Future of the Muitifamily Housing Finance Market

Our views on the multifamily housing finance market run parallel and are consistent with our
views on the single-family residential market.

More than one in three American households rent their home, and more than 16 million" of
those households live in multifamily rental housing, a development with five or more units.
Renters include workers who want to live near their jobs, young professionals, empty-nesters,
retirees on a fixed income, families with children, students, and househotds who value the
convenience and mobility that renting offers. Notably, the vast majority of muitifamily rental
housing provides homes for households earning modest incomes, with 93 percent of muitifamily
rental apartments having rents affordable to households earning at or below the area median
income ?

Recognizing the unique attributes of the muitifamily market as a key component of the broader
housing finance system, we believe that policy makers should pursue the following principles in
shaping the government'’s role in the muitifamily housing finance system.

Key Principles for Multifamily Housing Finance Reform

First, our nation’s housing policies should reflect the importance of multifamily rental housing,
the range of capital sources that support this market, and the need for liquidity and stabiiity

in all market cycles. The number of renter househoids in multifamily housing is expected to grow
from the current estimate that exceeds 16 million. A broad range of capital sources support the
multifamily finance market, including private capital sources. The roles of the GSEs and FHA in
financing muitifamily mortgages have been substantial, but other market participants — including
life insurance companies, banks and other lenders ~ have maintained a strong presence as
well. With respect to the GSEs’ multifamily activities, credit performance has been strong during
the recent market downturn and, with government support, the GSEs have served a
countercyclical role that provided liquidity when private capital sources largely exited the market.

Second, private capital should be the primary source of financing for multifamily housing with a
fimited, government-backed insurance program ensuring that the market has access to liquidity
in all cycles. The risk insurance program would provide support at the mortgage-backed
security, rather than at the entity, level. The role of private capital is vital in several respects: (1)
the deployment of private capital through market participants that have historically supported
multifamily finance, such as portfolio lenders and CMBS investors; (2) the private capital that is
already embedded within existing market executions {e.g., DUS, K-Deals) through risk-sharing
structures; and (3) the investment of private capital in entities that would be permitted to issue
government-backed securities. We believe that a focused role for the federal government
through a government-backed risk insurance fund, with a federal catastrophic backstop, would
ensure continuous liquidity and stability in all market cycles. Eligible mortgage-backed securities
would have a government wrap. The insurance fund, paid for through risk-based premiums,
could be modeled after FDIC programs and would suppoit such mortgage-backed securities,
not at the level of the issuer, as is the case today.

' 2011 American 1ousing Survey
* Joint Center for Housing Studies tabulations of 2009 American Housing Survey. US Census Burcau.

6



218

Third, entities eligible to issue government-backed securities should be funded by private
capital, be focused on securitization, serve the workforce rental market, and be regulated in a
manner that protects taxpayers and ensures robust competition among capital sources. A
strong government regulator with market expertise would provide oversight regarding the
issuing entities, including their safety and soundness, risk-based capital requirements, and
products offered. The entities, which would not be iimited to potential successor entities to the
GSEs, also would assume a significant risk position by providing an entity-level buffer, placing
private capital at risk ahead of any government backstop. Risk-based premiums would be
deposited into a federal insurance fund, to be drawn upon only if and when the entity becomes
insolvent. The pricing of the premiums would be structured in a manner that allows robust
competition. Importantly, the issuing entities would need to attract private capital and maintain
financial viability. We believe, however, that they shouid be mono-line institutions limited to
secondary mortgage market activities and the housing finance sector, with a focus on workforce
and affordable rental housing.

Fourth, stewardship of existing GSE assets and resources on behalf of taxpayers should be a
core consideration for any action — during the current period of conservatorship, any transition
period, and in the future state of mulitifamily finance. The talent and expertise at the GSEs, their
existing books of business, their market executions and any profits generated by their
multifamily businesses are valuable to U.S. taxpayers and should be deployed in a manner that
supports the future state of multifamily housing finance. Preserving and dedicating such
resources would support an orderly transition to a new mortgage finance system and optimize
potential returns to taxpayers. Fundamentally, the “do no harm” principle should govern,
particutarly in light of the stability and successes of the multifamily market overall.

We wish to underscore that as policy makers deliberate the future of the government’s role in
multifamily housing finance, it is vital they ensure that capital continues to be available to
support this essential source of housing.

Federal Housing Administration
Single Family

The PATH Act proposes major changes to the structure and programs of FHA that
fundamentally alters the agency’s future and its ability to serve American families. MBA
appreciates that the legislation recognizes the significance of the FHA to the housing finance
system and affirms that FHA should continue to have an important role in providing affordable
lending options to first-time and low- and moderate-income homebuyers. The key to a vibrant
FHA, however, is to strike the appropriate balance between strengthening the agency'’s fiscal
solvency and maintaining its traditional role as a critical source of affordable credit for first-time
homebuyers and working families.

Since the onset of the financial crisis, FHA has taken a series of steps to protect the fiscal heaitt
of FHA. It has raised premiums, tightened credit standards, and banned seller-funded
downpayment assistance programs from participating in the program. The credit profiles and
performances of the FY2010 to 2012 portfolios show these changes are working: the average
FHA credit score for FY2011 was 696 and the serious delinquency rate was 2.07 percent in the

*US. Dept. of Housing and Urban Development, Annual Report to Congress Fiscal Year 2012 Financial
Status FHA Mutual Mortgage Insurance Fund (November 2012) at p. 18. Can be accessed at:
hitp://portal.hud.gov/hudportal/documents/huddoc ?id=F 12MMIF undRepCong 111612, pdf.
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fourth quarter of 2012." The economic value of these books of business is positive three percent
compared to the negative seven percent economic value of the 2007-2009 books of business.’

MBA applauds the recent actions of FHA Commissioner Carol Galante to address programmatic
issues that could continue to damage the Mutual Mortgage insurance (MM!) Fund, including
increasing the annual mortgage insurance premium (MIP), requiring that most loans charge the
MIP for the life of the mortgage, requiring that borrowers with credit scores under 620 must be
manually underwritten, and consolidating the HECM Fixed Rate Standard Program and the
HECM Saver Program. These changes were appropriate and necessary, given that the MMI
Fund's capital ratio is well below its two percent statutory requirement. Overall, MBA believes
that FHA loans are more appropriately priced and its programs have significantly better risk
management policies than they did before the economic crisis.

FHA’s market share has declined since the height of the crisis, a trend MBA believes should be
encouraged through the re-entry of private capital into the housing market. We have supported
policies that are intended to reduce the government's share of the mortgage market — currently
at 28 percent and comprised primarily of FHA loans — such as FHA's recent proposal to lower
the maximum loan-to-vaiue (LTV) on loans over $625,500 from 96.5 percent to 95 percent. MBA
would consider supporting other policy changes and reforms that ensure FHA maintains its
focus on serving its targeted population and continues on a path to solvency.

MBA has strong concerns, however, about proposed changes in the PATH Act we believe would
have substantial negative consequences for consumers in four key areas: reducing FHA's
guarantee, risk-sharing, indemnification, and foan fimits.

Reducing the 100 Percent Loan Guarantee

The PATH Act would reduce FHA’s mortgage insurance coverage from 100 percent to 50
percent over a period of five years. MBA has serious concerns with the implications of such a
significant policy change for the price availability of mortgage credit through the FHA program.
Even if it were well constructed, such a change could significantly reduce the number of lenders
willing to participate in FHA, given the increased risks to the lender. Such a decrease in
competition would necessarily reduce lending and increase costs for consumers.

Mortgage lenders are accustomed to managing representation and warranty risk, but are not
structured to take on large amounts of credit risk. If they were forced to take on this risk through
a reduction in the coverage of FHA insurance, it couid potentially cause them to restrict credit or
go out of business.

Lenders who choose to hold FHA loans as investments would aiso be disadvantaged. Because
of the 100 percent guarantee, FHA-insured loans held in lenders’ portfolios receive a 20-percent
risk weight, Reducing the FHA guarantee could lead to different accounting and bank capital
treatment for holding or servicing FHA-insured loans, further impacting the cost and availability
of credit to American homebuyers.

* Mortgage Bankers Association, Nationa Delinquency Survey 2012 Fourth Quarter.

*U.S. Dept. of Housing and Urban Development, Actuarial Review of the Federal Housing Administration
Mutuai Mortgage Insurance Fund Forward Loans for Fiscal Year 2012 (November 2012) at p. 32-33. Can
be accessed at: http://portal.hud.gov/hudportal/documents/huddoc?id=ar2012 forward loans.pdf.




220

Finally, decreasing insurance coverage would necessitate that Ginnie Mae increase its
guarantee fees. Ginnie Mae relies upon a full credit guarantee from FHA. Reducing FHA's
guarantee would simply move risk from one government entity to another.

FHA and Risk-Sharing

Many policymakers and industry participants have suggested the private sector should have a
role in sharing risk with the FHA. The PATH Act would estabiish a risk-sharing pilot program that
would give FHA two years to set the parameters of a new program. FHA would then be required
to enter into risk-sharing agreements on ten percent of its business.

MBA supports exploring options for FHA to enter into risk-sharing agreements with the private
sector as a way of offsetting some of the agency’s current risk and reduce the size of the
government's footprint, thus strengthening the MMI Fund and better protecting taxpayers. MBA
agrees that the option of third-party risk-sharing should be tested before being offered on a wide
scale. FHA should have adequate time to construct, test, and revise any risk-sharing policy
options via a pilot program and then determine if risk-sharing is appropriate for the agency,
lenders and consumers.

MBA recommends that FHA consider scenarios where first-loss private capital is ahead of the
government guarantee. The risk-sharing could be at the individual loan level, such as by
including private mortgage insurance, or at the pool- or vintage-level. Proponents suggest that
risk-sharing not only protects taxpayers, but also could increase the quality of underwriting
either by the private mortgage insurers or by lenders who will have an increased incentive to
verify the borrower can afford the loan. Others are concerned that private insurers would be
able to adversely select FHA, providing insurance only on lower-risk loans, while leaving the
government to fully insure higher-risk loans.

Beyond the concerns about adverse selection, the details of any risk-sharing proposal will be
critical; it is imperative that any structure not provide an advantage to lenders with certain
business models over others. MBA would advocate that any risk-sharing proposal be
economically viable for diverse lender business models, particularly community banks and
independent mortgage bankers.

Indemnification

MBA has consistently supported high standards for all lenders that participate in FHA programs
in order to protect consumers, the agency’s fiscal soundness, and the reputation of our industry.
MBA members recognize and accept accountability for instances of fraud and negligence within
their control. Moreover, lenders take full responsibility for underwriting mistakes that lead to loan
delinguencies and incorporate sophisticated guality control systems to minimize the possibility
of costly indemnifications.

MBA is pleased to see that the PATH Act contains indemnification provisions that protect
consumers while providing lenders with certainty and a mechanism for arbitrating disputes.
Under the proposed bilt:

« FHA can require a lender to indemnify a loan if a lender knew or should have known of a
serious and material violation of FHA's mortgage underwriting standards and FHA pays
an insurance claim with respect to the mortgage within reasonable period, and the
violation was a materially contributing factor to cause the mortgage default.

9



221

« A “serious and material viotation” is defined as a mortgage loan that should not have
been approved and endorsed for insurance.

« Forinstance of fraud or material misrepresentation, FHA can require a lender to
indemnify a loan if a lender knew or should have known of the fraud or material
misrepresentation such that the loan should not have been approved and endorsed for
FHA insurance, if the fraud or misrepresentation was a material contributing factor to the
loan default.

MBA especially appreciates the inclusion of an appeals process that allows lenders the
opportunity to present their case against a disputed indemnification determination. In addition to
the appeals process, MBA urges the committee to include an arbitration process and a clear
limit defining how long after a loan’s origination FHA can require indemnification — not including
instances where there is lender fraud or misrepresentation. These changes would help provide
assurances to lenders that indemnification requitements would be issued within a reasonable
timeframe and that they would be given a fair opportunity to dispute an adverse decision.

MBA , however, strongly opposes Section 264, which requires lenders to automatically
repurchase an FHA loan that is more than 60 days past due in the first two years of the
mortgage. This inflexible provision fails to take into account the varied reasons why loans
default within the first two years, such as job loss, and family death or disability. It also does not
address fraud against the lender. Requiring lenders to enter into a binding agreement that
includes such a “take-back” requirement as a condition of FHA approval would drastically
reduce the number of lenders who offer FHA-insured loans and force lenders to add substantial
credit overlays on top of FHA's requirements.

Loan Limits

Although foan limits are not the major driver of FHA’s market share, they have historically been
used as a way of targeting the program to the lower half of the housing market. Congress
recognized FHA’s important countercyclical role during the financial crisis and temporarily raised
foan limits to mitigate the sharp decline in private capital in the marketplace. Those limits have
been extended multiple times and are currently scheduled to expire on December 31, 2013.

importantly, the most recent extension only applied to FHA loans, which has resulted in an
upper kmit of $729,750 for FHA and $625,500 for the GSEs. According to MBA data, less than
one percent of FHA-insured loans are between $625,500 and $729,750. FHA lending above
$625,500 is most prevalent in the following areas: Washington D.C. (12.9 percent); California
(3.4 percent); Virginia (3.2 percent); and New York (3.1 percent).®

There is evidence that the demand for farger foans is growing and that these borrowers will be
adequately served by the private sector. According to MBA's Weekly Application Survey Data,
there was a 22 percent increase in the number of loans between $625,000 and $729,000 from
2011 and 2012. As the demand for this market grows, the private sector will expand its offerings
to qualified borrowers.

The PATH Act proposes setting FHA’s maximum loan limits at the lower of 115 percent of the
Area Home Price or 150 percent of the GSE single-family foan {imit for high cost-areas
(maximum of $625,500). MBA believes this change would help sharpen FHA's focus on serving
low-to-moderate income and first-time homebuyers. The expiration of the higher loan fimits

¢ Data Compiled from MBA Weekly Application Surveys.
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would not greatly affect national FHA lending and would expand the opportunity for private
lenders to serve higher-income borrowers.

MBA has concerns, however, that lowering FHA’s nationwide “floor” — the loan limit for portions
of the couniry that are not high-cost areas —to $200,000, as proposed in the PATH Act, would
have a dramatic impact on the number of borrowers who would be eligible for these loans.
Currently, FHA's loan limit for much of the country is $271,050. This inciudes 1,351 out of 1,376
non-metropolitan counties, 569 out of 582 “micropolitan” areas, and 340 out of 387 metropolitan
areas.” The average size of an FHA-insured Joan in January 2013 was $185,353.% Lowering the
floor for FHA-insured loans to $200,000 would greatly limit mortgage financing options to the
average FHA borrower and could harm the housing recovery in areas of the country where FHA
lending is most needed by first-time and low-to-moderate income families. Therefore, MBA
supports maintaining the current nationwide floor of $271,050 because it preserves an important
credit option for FHA's core constituency and supports the housing recovery.

FHA Multifamily and Healthcare Programs

FHA is an essential source of the long-term, fixed-rate debt needed to build and refinance
muitifamily rental housing for working families, seniors, and underserved populations, as well as
for affordable, quality healthcare facilities. Not only have multifamily and healthcare loans
performed well with low default rates, but the programs generate significant revenue to the
federal government in the form of a negative credit subsidy.

s Prevent disruption to the multifamily and healthcare financial markets. The Multifamily
and Healthcare financial markets must remain stable. FHA performs a key function by
guaranteeing the loans made by approved lenders, which are then securitized by Ginnie
Mae. On June 28, 2013, FHA notified the multifamily industry that it would run out of its
FY2013 commitment authority before the end of the current fiscal year. MBA had
supported the authorization of an additional $5 billion in FHA FY 2013 commitment
authority. FHA muiltifamily and healthcare programs now face very serious disruptions as
joans that could rate lock soon now must wait untit October. In a rising interest rate
environment, unnecessary costs are added to the operations of these properties for the
life of the loan.

o FHA's multifamily programs are performing well. In May, 2013, FHA published data that
established the positive performance of the multifamily and heaithcare loan programs.®
Through good program design and partnership with mortgage bankers, borrowers and
managers, FHA has annual claim rates below one percent in each major program since
2011 on both a loan-count and doliar basis. Despite low claims risk, as demonstrated by
HUD'’s recently published data, the mortgage insurance premiums for most FHA
multifamily/healthcare programs rose in FY2013, further strengthening the fiscal
soundness of these programs.

" U.S. Department of Housing and Urban Development, CHUMS Data Files. Can be accessed at
http://www. hud. gov/pub/chums/file layouts.html.

*U.S. Department of Housing and Urban Development, FHA Single-Family Outlook (January 2013). Can
be accessed at hitp://portal.hud.gov/hudportal/documents/huddoc?id=0l0113.pdf.

° Federal Housing Administration, Muttifamily and Healthcare Claim Rates, FHA Business Trends, May 9,
2013. Can be accessed at: hitp://portal. hud.gov/hudportal/documents/huddoc ?id=mfahcanclarat5-15-
13.pdf
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No need for across the board income limits for renters. The proposed legislation would
require unit fevel occupancy and rent restrictions on an annual basis in properties with
FHA muitifamily loans for the life of the mortgage (at Section 237). We respectfulty
request this provision be removed for the following reasons. The vast majority of all
multifamily rental housing serves families earning up to 93 percent of median income,
and, in FHA’s multifamily portfolio, in particular, nearly half of FHA’s approximately
10,000 multifamily loans in portfolio already have affordability provisions.*® To add
annual personal income verification or rent certification where one is not needed for
subsidy eligibility purposes adds a significant government reporting burden to individuais
and over-reaches the requirements of the Community Reinvestment Act. Such a
certification process, even if for only new FHA multifamily mortgages, would add
significant and unnecessary costs.

The variety of loans in the FHA program, originated by nearly 90 FHA lender firms, with
funding from private investors, represent a significant, stable source of capital for
properties that might not be served by other capital market sources. We therefore
believe that it is not necessary to add an income fimitation to the FHA multifamily
programs because the current program already serves this need. Further, the resource-
intense nature of affordable housing production should be balanced with market rate
finance activities.

Efficiency and markets served. FHA has restructured its business operations to make
them more efficient and currently has a major restructuring effort underway in the Office
of Multifamily Housing. According to the FHA Annual Management Report for FY 2012
released by HUD on November 15, 2012, refinances accounted for 73 percent of the FY
2012 FHA multifamily originations, thus stabilizing multifamily housing resources. !
During the credit crisis, FHA provided stability and liquidity when other capital sources
for refinancing evaporated. Most non-FHA multifamily loans have much shorter terms
and thus must be refinanced to avoid default at maturity of the loans. Had FHA been
blocked from this sector through income fimitations, there would have been more
devastation in the market. Also, FHA has been able to accommodate much smaller
joans than most other capital sources particularly in refinancing existing FHA loans.
Meanwhile, FHFA has constrained Fannie Mae and Freddie Mac by reducing their
maximum 2013 volumes by 10 percent from their 2012 volumes. There is a volume of
non-discretionary loan refinances which must occur in the next couple of years. Such
factors are exacerbating stress on rental communities. it is important to maintain FHA
as a resource for muitifamily and heaithcare markets.

FHA's Healthcare loan programs are necessary. More than two thirds of FHA healthcare
loans are for nursing homes, including assisted living facilities. Many of FHA’s hospital
loans are made pursuant to the Critical Access Hospital program which is targeted to
rural communities where FHA’s program may be the difference in the ability to fund new
construction of a clinic or needed wing to an existing medical facility.

*® Federal Housing Administration communication to Multifamily and Healthcare industry, May 15, 2013
"' Federal Housing Administration, FHA Annual Management Report, Fiscal Year 2012 (November 2012)
at p. 29. Can be accessed at:

hitp://portal.bud.gov/hudportal/documents/huddoc?id=FHAFY 12AnnualMgmntRpt.pdf.
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Regulatory Relief

The PATH Act contains a number of regulatory relief provisions that wiil help aid our nation’s
mortgage markets in their recovery and ensure consumers have access fo safe and affordable
mortgage credit.

The Ability fo Repay rule and Qualified Morigage (QM)

MBA strongly supports enactment of H.R. 1077, the Consumer Mortgage Choice Act.
Introduced by Representative Bill Huizenga (R-Mi) and a bipartisan group of eight members of
the Financial Services Committee, the legislation would modify the definition of “points and fees”
used to determine whether a loan meets the QM test.

The Dodd-Frank Act establishes a Qualified Mortgage (QM) as the primary means for mortgage
lenders to satisfy its “ability to repay” requirements. Dodd-Frank also provides that a QM may
not have points and fees in excess of 3 percent of the loan amount. As currently defined, "points
and fees” include {(among other charges): (i) fees paid to affiliated (but not unaffiliated) titie
companies, (i) salaries paid to loan originators, (iii) amounts of insurance and taxes held in
escrow, (iv) loan level price adjustments, and (v) payments by lenders to correspondent banks,
credit unions and mortgage brokers in wholesale transactions.

As a result of this problematic definition, many affiliated loans, particularly those made to low-
and moderate-income borrowers, would not qualify as QMs and would be unlikely to be made or
would only be available at higher rates due to heightened liability risks. Consumers would lose
the ability to choose to take advantage of the convenience and market efficiencies offered by
one-stop shopping.

MBA appreciates that the provisions of H.R. 1077 have been incorporated into the PATH Act.
We hope the continued bipartisan support for this Dodd-Frank fix leads to its enactment before
the Ability to Repay rule takes effect in January of 2014.

MBA also appreciates that the PATH Act delays the implantation of the Ability to Repay rule for
an additional year. While our members are moving forward to make the changes necessary to
comply in time, we remain concerned about the fimited timeframe for complying with what is
undoubtedly the most significant mortgage rule in a generation. The complexity of this rule, as
well as the many remaining guestions for the CFPB, warrants an additional year to ensure a
seamless transition and minimal disruptions to the mortgage markets. The additional year will
also provide more time for the CFPB to make the necessary changes to the “points and fees”
calculation, as discussed above.

Risk Retention

Since the CFPB finalized the QM definition in January, MBA has urged the six federal reguiators
responsible for drafting the risk retention rules to synchronize the QRM definition with the QM
definition.

Creating separate and inconsistent definitions for QM and QRM was always a flaw in the Dodd-
Frank Act. Both provisions were intended to promote safer lending and sounder underwriting.
And a safe foan for a borrower being a sound investment for an investor, the goals of these two
rules naturally align.
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While MBA continues to have concerns with the Ability to Repay rule, we would note that the
QM designation has eliminated many of the loan-level factors that contributed to the mortgage
crisis. Indeed, seasoned loans underwritten to standards similar to QM have performed far
better than even traditional prime loans, even during the recent financial crisis. Drafting the
QRM exemption more narrowly than QM will further tighten credit for loans nationwide, and
eliminate any opportunity for private capital to compete with federally-subsidized, taxpayer-
supported loan programs.

MBA has also strongly objected to the proposed premium capture cash reserve account
(PCCRA) proposal embedded in the risk retention rule and recommends its elimination. As
proposed, we believe that it would be exceedingly disruptive to the CMBS market, and
effectively would remove the financial incentive to issue CMBS, possibly eliminating CMBS as a
potential source of permanent mortgage capital for commercial/multifamily real estate
borrowers.

Because of the harm the PCCRA would do to our nation’s commercial real estate markets, and
because the QM is a superior construct for defining safer residential mortgage products, MBA
believes the Dodd-Frank Act’s risk retention requirements have been rendered largely
unnecessary and, barring significant improvements in the final rule, would favor their complete
elimination.

Eminent Domain

MBA sympathizes with the plight faced by many homeowners across America, especially those
in communities hardest hit by the housing crisis. Since 2007, the mortgage industry has
completed more than six million permanent loan modifications, including more than one million
loans through the Treasury Department's Home Affordable Modification Program. Combined
with the more than one million short sales, the total number of permanent, foreclosure-avoiding
solutions now stands above 7.2 million.

Recent efforts, however, to use the power of eminent domain as a means to reduce
homeowners’ monthly payments will only serve to harm our nation’s mortgage markets.

MBA is concerned by recent proposals by municipal governments in various parts of the country
to use the power of eminent domain to seize the mortgages of underwater homeowners who are
current in their payments, reduce the principal to market value, refinance the loan through FHA
and resell it to new investors.

This unprecedented use of eminent domain would constrict the availability of mortgage credi,
as mortgage investors would likely refuse to purchase mortgages in participating communities
due to expected lending losses and collateral risk. As investors withdraw from these markets,
fewer creditworthy borrowers would be able to purchase a home, depressing demand below its
current levels. The result could be many more homeowners pushed underwater by further
declines in home values. Mortgage rates and/or downpayment requirements would rise to
compensate for the added eminent domain risk and in turn, price many prospective homebuyers
out of the market, particularly in distressed communities.

MBA believes these proposais are not constitutional. Transferring mortgages from their current
holders to a privately-owned refinancing entity violates the “public use” requirement for affecting
a taking under eminent domain. Moreover, owners of a seized mortgage would not receive the
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“just compensation” required under eminent domain, since performing mortgages would be
revalued at some percentage of the value of the collateral. The proposals likely also violate the
Contracts Clause of the Constitution, in that they would substantially impair existing contractual
relationships. Finally, the proposals take advantage of the federal government’s current
refinance programs, and as a result would significantly increase taxpayer exposure. This risk
prompted the FHFA to issue a statement on August 9, 2012, expressing “significant concerns’
with the proposals and stating that "utilizing eminent domain in this way could undermine and
have a chilling effect on the extension of credit” to prospective homeowners.

MBA strongly supports the provisions of the PATH Act that would bar Fannie Mae and Freddie
Mac from purchasing or guaranteeing mortgages that are within a jurisdiction that has exercised
the power of eminent domain to seize a mortgage loan during the preceding 10 years. We also
support the provisions that prohibit FHA from insuring and the U.S. Department of Agricuiture's
Rural Housing Service from guaranteeing, making, or insuring mortgages that are within a
jurisdiction that has exercised the power of eminent domain to seize a mortgage loan during the
preceding 10 years.

Basel

Section 401 of the PATH Act wouid require the Board of Governors of the Federal Reserve, the
Federal Deposit Insurance Corporation, and the Office of the Comptroller of the Currency to
conduct an empirical study of the impact of the final Basel lli rules on the financial services
sector, the cost to implement the complex rule, change in capital required, the potential of
capital volatility, economic growth, and availability of credit to consumers and businesses. The
final Basel Ilf rule many not take effect until at least two years after the legislation is enacted.

MBA believes the final Basel Ili rule approved earlier this month continues to have significant
flaws including the harsh treatment of servicing assets and the change in capital requirements
for warehouse lines of credit. The treatment of servicing assets will likely drive a large amount
servicing assets from depositories to less regulated non-depositories. Removing residentiat
mortgages from the definition of financial collateral will increase the pricing and/or reduce the
availability of warehouse funding to independent mortgage bankers who often serve rurat and
other under-served markets. MBA believes such a study is important and supports the proposed
delay in the impilementation of the final Basel i rule.

Conclusion

Thank you for the opportunity to testify on the PATH Act. MBA remains committed to its key
principle that a successful secondary market should rely primarily on private capital, but will also
require a limited, but explicit, government backstop to maintain stable liquidity through all marke
cycles. We also want to ensure that any changes to FHA ensure this important program remains
a vital source of affordable mortgage financing for the targeted populations it was created to
serve.

While a good starting point for the debate, we believe key changes will be necessary prior to
this legislation being considered by the full House. | want to reiterate that MBA remains eager to
work with Chairman Hensarling, Ranking Member Waters, and all other members of the House
Financial Services Committee in the coming days to improve the bill in a way that provides
consumers with affordable, sustainable mortgage credit and creates a vibrant secondary market
that works for lenders of all sizes and business models.
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Chairman Hensarling, Ranking Member Waters, and Members of the Committee:

Thank you for this opportunity to testify on the Protecting American Taxpayers and
Homeowners Act of 2013. This act is particularly weli-named; by taking the government out of
our housing finance system we will create a stable system for financing homes in the future
while protecting taxpayers from further bailouts and homeowners from the dangers of
foreclosure.

Although there seems to be a near-consensus that Fannie Mae and Freddie Mac should be
eliminated, there is no consensus on what should replace them. Since the financial crisis in 2008.
almost every plan that has been put forward in Washington has involved one or another
ingenious way to wind down Fannie and Freddie while keeping the government involved in the
housing business.

This reflects a kind of delusion—that Fannie and Freddic were bad but the government’s
involvement in housing finance is somehow good. In reality, Fannie and Freddie did what they
did, and became insolvent doing it, because they were backed by the government. 1f Congress
adopts another plan for the government to back the housing finance system we will end up the
same way—with a huge mortgage meltdown, a major recession, taxpayers on the hook for
billions of dollars, and millions of families losing their homes.

The last point finally got to a former chairman of this committee, Barney Frank, who said
in 2010, "I hope by next year we'll have abolished Fannie and Freddie. 1t was a great mistake to
push lower-income people into housing they couldn't afford and couldn't really handle once they
had it." And he added, "I had been too sanguine about Fannie and Freddic.”

It’s easy to see how government-induced deelines in underwriting standards happen.
Every member of this committee knows how hard it is to cut spending. That’s because every
member of Congress wants to do something for the people who elected him or her. Congress
likes to spend because the voters like it.

All the better, then, when the benefits for constituents do not involve spending. Fannie
and Freddie were and are examples of this. Because they were controlied by the government,
they could be manipulated to give subprime and other low quality mortgages what was in effect a

[
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government guarantee, so that financial institutions and others would buy these mortgages when
in any other world they would not think of taking such a risk.

This was a gift to constituents who did not have the financial resources or the credit
standing to get a mortgage. It was no different from the usual spending program, except that it
did not involve appropriations or increases in the debt—until the whole system crashed because
of low-quality mortgages in 2008.

Housing finance is a particularly good example of this process because Congress also
saw fit to extend the benefits of the GSEs and the FHA to wealthy constituents, allowing people
who were buying million dollar homes to get the benefits of FHA insurance or a GSE mortgage.

What makes anyone think that this won’t happen again if the government is going to back
mortgages? The Corker-Warner bill, which has received a lot of favorable attention because it is
bipartisan, is an example of the proposals that will eliminate the GSEs but put another
government program in its place. Investors would be protected, but the government insurance
program that would replace Fannie and Freddie will eventually be pressured by Congress to
make the same risky mortgages that brought down the financial system in 2008. We should recall
that FHA started its life requiring 20 percent downpayments. Now it requires 3 percent or less—
and needs a taxpaycr bailout.

This history should tell all of us that the bill now before this committee is the way to go.
It would take the government out of most of the housing finance market, although it would
provide for a new and more prudent FHA for first time low-income home buyers.

I have some suggested improvements for this bill—detailed in my written testimony—but
on the whole it shows the way out of the repetitive cycles of failure that have been the story of
the housing finance market under the government’s control since the end of the Second World
War.

Instead of yet another government program-—and another meltdown in the future—the
PATH Act would open the way for private securitization to become a major source of housing
finance.

In this, the draft is following the views of former Fed chair Paul Volcker, who said in
2011

There is one very large part of American capital markets calling for massive structural
change that so far has not been touched by legislation. The mortgage market in the United
States is dominated by a few government agencies or quasi-government organizations.
The financial breakdown was in fact triggered by extremely lax, government —tolerated
underwriting standards, an important ingredient in the housing bubble. The need for
reform is self-cvident and the direction of change is clear. We simply should not
countenance a residential mortgage market, the largest part of our capital market,
dominated by so-called Government-Sponsored Enterprises.

The residential mortgage market today remains almost completely dependent on
government support. It will be a matter of years before a healthy, privately supported



230

matket can be developed. BBut it is important that planning proceed now on the
assumption that Government-Sponsored Enterprises will no fonger be a part of the
structure of the market.

Before turning to the specifics of the bill, I°d like to address a number of fallacies that are
used to support the idea that government must be involved in the housing finance market.

The government is necessary for 30 year, fixed rate mortgages. Anyone can prove
this is a fallacy. simply by going to Google and typing in "30-ycar jumbo fixed rate mortgage.”
The word "jumbo™ is mortgage market jargon for loans that are too large to be bought by Fannie
or Freddie, or insured by the Federal Housing Administration. That means a jumbo mortgage is
not backed in any way by the government. Still, a Google search will return many offers of
Jumbo fixed rate 30 year loans. [ found one offered by Wells Fargo last Friday at 4.5%, which
was less t}han the 4.625% offered by Wells for a conforming (Fannie and Freddie) 30 year fixed
rate foan.

The idea that government backing is required for a 30-year, fixed-rate loan has some surface
plausibility. Many people who don't follow the financial markets might assume that lending money
for that long a period at a fixed rate would be too risky for the private sector. However, our flexible
and innovative private financial markets offer hedging opportunities that make this possible.

Just about everyone in Congress seems to have been visited by a representative of the
Government Mortgage Complex—Realtors, homebuilders and community activists—claiming that

st without government backing. If that’s what theyre telling you.
keep a copy of the rate sheet I've cited below in your desk and ask them to explain how it could be
that Wells Fargo is offering a 30 year fixed rate mortgage without government backing.

The investors in MBS are rate buyers; they do not want to take credit risks. Without
government backing and the assurance of a risk-free investment, it is argued, we would not be
able to find investors for MBS in the US and around the world.

This argument confuses cause and effect. It is true that most of the buyers of GSE and
Ginnie MBS today do not want to take credit risk, but that’s only because these government-
backed securities affract investors who do not want to take risks. According to the Fed’s Flow of
Funds data, the principal buyers of Ginnie Mae and GSE mortgage-backed securities (MBS) are
US banks, foreign central banks. and Federal. State and local pension funds. [f therc were no
Ginnie or GSE MBS, they would be buyers of Treasurics.

Virtually the entire private sector, however, is financed by the private bond market,
where institutional investors like insurance companies and private pension funds are willing to
take prudent risks in order to gain the higher yiclds than they can get on government securities.
In the private sector, investors are compensated for taking these risks. Privately securitized
mortgages would be a perfect investment for financial institutions like life insurers, private
pension funds and mutual funds, which have about $13 trillion to invest. This would be a win-
win for our economy, providing long term high quality and stable assets for life insurers, pension

" Wells Fargo, Today’s Mortgage Rates, accessed on July 12, 2013,
hitps://www. wellsfargo.com/morteage/rates/
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funds and others looking for long term assets while also providing a long term source of
{inancing for mortgages.

The government will step in anyway, so it should charge in advance to protect the
taxpayers. Almost all the proposals for a government backstop for mortgages are premised,
implicitly or explicitly, on the idea that if there is ever a problem in the housing market the
government will step in. Accordingly, the argument runs, we should have a system in place that
compensates the government in advance and sets up the mechanism for the government’s
inevitable intervention. There are many problems with this argument, including the fact that the
government recently stepped in (o rescue two automobile companies, one of them for the second
time. This means that the government is liable to step in whenever there is a serious problem in
any market where large numbers of people are employed, or where something is manufactured or
where a service is performed that is widely used. If the argument in support of government
backing for housing is correct, we should also have a similar system for every other part of the
economy. The moral hazard consequences of that can hardly be imagined.

But the history of housing finance makes clear that the government’s role in the housing
market—even if only as a brooding presence ready to act if the market collapses—will so distort
the market that the government is eventually required 1o step in. This is a repeating pattern. For
one example, the government had to rescue the S&Ls in the late [980s and carly 1990s because
the government’s own support for and regulation of the S&L industry had made it impossibic for
the industry to survive the changes in market structure that are inevitable in an evolving financial
system. Similarly, the reason we are here today, and considering what (o do about the GSEs, is
the result of government housing policies that forced Fannie Mae and Freddie Mac to degrade
their underwriting standards.

Government backing of the housing finance market cannot be separated from government
policies that will weaken mortgage quality. The government is in the business of providing
benefits to its constituents—that is. US voters—and when it controls a sector of the economy it
makes sure that the maximum number of people receive the benefits of the government’s
support. This is normal in a democracy, but it is devastating to markets. it means that mortgage
quality will inevitably be reduced so that more borrowers can qualify for mortgages, and that in
turn is what brought on the great housing bubble. the mortgage meltdown of 2007 and 2008 and
the financial crisis.

We should have learned by this and earlier expericnce that government intervention in
the housing finance market is made more likely by government’s backing of the housing finance
market. So if we want a stable market we are more likely to get it with one that does not rely on
government support-—much like every other industry in the US—than one in which the
government is involved.

Without government backing there would be no TBA market and interest rates for
all mortgages would rise. This is also incorrect. The TBA (To Be Announced) market is a
hedging mechanism, whieh allows lenders to hedge the possibility of interest rate changes
between the time they loek in a rate for a borrower and the time the loan actually closes. This is
done by selling the pool of mortgages forward, just as a farmer might sell his wheat or corn crop
forward. Then, if the price falls, he is protected. The buyer is speculating that wheat will be
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worth more when delivered than it is on the date of the forward sale. So in the same way, the
mortgage lender sells its pool of mortgages forward to a buyer who is speculating that the
mortgages will be worth more in the future when they are ultimately delivered.

There are two keys to the effective operation of a TBA market—market liquidity and a
general agreement on the principal terms of the mortgages in a MBS pool. In the current TBA
market, in which the GSEs are the principal players, liquidity is created by a convention among
market participants about what they will accept as sufficient information about a particular
mortgage pool that is offered for sale. The agreement covers six factors—issuer, maturity,
coupon, price, par amount and settfement date. Participants in the market agree to buy a pool of
mortgages that all fall within these previously-agreed parameters. [t's the agreement on thesc
parameters—so hedging counterpartics know what they are buying—that creates the hedging
opportunity, not a government guarantee of the credit risk. The credit risk is occasionally a
factor, but the purpose of the TBA market is to hedge interest rate risk, not credit risk.

Once the private market becomes active enough so that there is a liquid market for the
purchase and sale of mortgage pools a TBA market will function. The independent platform’s
utility, proposed in section 322 of the PATH Act, should make this happen sooner than it would
in a fully private market, but there is no question that TBA would develop in a fully private
market just as it would in a market dominated by a government agency.

Without government involvement, a steady flow of credit to housing cannot be
guaranteed. This idea raises an important question: why should housing, as distinguished from
any other industry, be guaranteed a steady flow of credit? Every other industry has to live with
the prospect that interest rates will rise and credit will tighten. This encourages prudence and
care in making commitments, reduces overbuilding and the use of leverage that has contributed
to housing bubbles in the past. A steady flow of credit to housing has, ironically, been the cause
of much of the volatility and instability in the housing market in the past. It would be better,
accordingly, if the housing market were not guaranteed a steady flow of credit. If credit in the
market in general is insufficient for any reason, the Fed has the necessary resources to address
the problem. A separate system for housing is not necessary and would be affirmatively harmful.

The Protect American Taxpayer and Homeowners (PATH) Act

The act has four Titles, and my comments on the most important elements in each title
follow.

Title |

Title I covers the wind-down of Fannie and Freddie. This is an important objective of the
act. There are many technical issues that should be discussed with the committee’s staff, but the
following discussion addresses what 1 think are the most significant issues.

Section 104. This section winds down the GSEs over a five year period, ending with a
receivership that presumably wipes out their stock. This is a good idea for several reasons. It
assures the private sector that Fannic and Freddie will disappear in a known period of time and
thus cneourages the private market to begin making the capital investments and other
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preparations for a return of private securitization. However, winding down the GSEsto a
conforming loan level floor of $250,000 is not a rapid cnough decline. It will leave a very large
portion of the available housing finance business still within the GSEs” conforming loan limit
and thus in competition with the private scctor. This stow withdrawal of the GSEs will slow the
entry of private securitizers and the liquidity available to those private securitizers who have
already entered, keeping their rates somewhat higher than they would be if they had a larger
proportion of the market to work with. It could also create a clift-like effect on rates when the
five year period ends. and that might induce a future Congress 1o postpone the elimination of
Fannie and Freddie. In my view, the conforming loan limits for Fannie and Freddie should be
steadily reduced to $100,000 or less at the end of five years.

Section 104 (c) repeals the housing goals adopted in 1992. The affordable housing goals.
which sought to increase mortgage lending to moderate and low income borrowers, required
Fannie and Freddie to radically reduce their underwriting standards between 1992 and 2008.
Because they were the dominant players in the housing finance market, when the GSEs reduced
their underwriting standards everyone else had to follow suit. It was not possible to limit the
reduced standards to low and moderate income buyers. Eased credit terms and more buyers built
the largest housing bubble in US history between 1997 and 2007. By 2008, half of all mortgages
in the US market—28 million loans-—were subprime or Alt-A. and when the bubble dcflated
these mortgages defaulted in unprecedented numbers, bringing on the mortgage meltdown, the
financial crisis and the resulting recession. During and after this period, many families lost their
homes. By eliminating the affordable housing goals, the PATH Act prevents this from happening
again by preventing the government from taking control of and reducing mortgage underwriting
standards. This is one of the act’s major contributions to future housing finance market stability.

Section 106. Mandatory risk-sharing with the private sector could work well for the
GSEs while they are being wound down. It will help the FHFA properly price the risk of
securitized pools by providing a private sector estimate of the risk of a particular pool. However,
for the system to work most effectively, private risk-sharers should take the first loss, with the
GSEs taking any losses above that level. Risk-sharing in which the risk-sharer takes the first loss
may not work well in other contexts, such as the Corker-Warner proposal, where it may force the
government insurer to reducc its insurancc premiums in order to keep mortgage costs low.

Section 107. The requirement in this scction that the GSEs may only purchase “qualified
mortgages™ as defined by the CFPB could have a very serious adversc effect on mortgage quality
in the futurc. The CFPB’s QM regulation assumes, incorrectly, that it a lender ascertains that a
borrower can repay the mortgage at the time the contract is written that is a sufficient indicator of
the mortgage’s quality. Then it compounds the problem by providing that it the automated
underwriting systems (AUS) of the GSEs or another government agency approves or accepts the
mortgage the fender gets a safe harbor against the penaltics that the Dodd-Frank Act has written
into TILA and the defenses to foreclosure in Sec 1413 of Dodd-Frank. Requiring compliance
with the QM rulc implies that this is the standard of mortgage quality that Congress expects.
That would be a very troubling result. With the exception of a debt-to-income (DTI) ratio
limitation of 43 percent, the QM rule requires no underwriting standards; a loan can qualify
under QM even if it has no downpayment and is made to a borrower with a credit score of 380 or
600.
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The fact that the borrower can repay the loan at the moment it is agreed to does not mean
that the borrower has the intention or will have the capacity to repay the loan in the future,
despite the many financial problems—Iloss of employment, divorcee, illness, ete.—that are part of
life and have the effect of changing a borrower’s priorities. A datasct recently released by
Freddic Mac and involving over 15 million fixed rate, fully documented loans since 1999 shows
that a home purchase loan like that described above (30 year fixed. fully documented, home
purchase, no downpayment and a 600 FICO score ) had an incidence of default of 26%, even if
the DTI is 42%. Compare this to a 1% default rate on a loan with 209 down, a DTI below 38%.
and a FICO score of 720, which is about the median FICO score in the U.S. Section 107 should
make clear that the objective of the GSEs” lending should be to return to an incidence of default
of 1% or less in normal times-—the rate that prevailed before the adoption of the affordable
housing requirements in 1992. This will create the stable mortgage market that the bill correctly
seeks.

Title 1T

Title i provides a new charter for the FHA, turning it into a corporate body (Sec 211)
that witl function outside the control of the Department of Housing and Urban Development
(HUD). This is a very good idea, especially when combined with some of the safeguards that are
built into the proposal to keep the new entity from becoming a cost to the taxpayers. However,
there are a few areas where additional provisions are necessary or where existing provisions
should be improved.

Sections that contain excellent ideas are 211(d) and 235 (c¢) that require FHA to be self-
supporting by covering its own costs, including its administrative costs; Sec 234, which reduces
FHA’s insurance 10% per year until it reaches 50%; See 235, which sets a minimum premium of
.55%, allows risk-based premiums or risk-based underwriting, and requires a statement for
borrowers at the time the loan is originated telling them of the likelihood of default and
foreclosure; Sec 251, providing for FHFA to act as prudential supervisor of FHA; Sec 253,
requiring that FHA use GAAP accounting (although the language should speeify private sector
GAAP in order to exclude federal GAAP): Sec 256, which establishes a capital reserve of 4%
(but it should not incfude net present value of inflows and outflows, which FHA has shown are
susceptible to manipulation); See 263, which imposes a 3% limitation on seller concessions (I
assume this is 3% of mortgage cost, not “closing™ costs as stated in draft); and the See 267
requirement for a review of a borrower’s residual income.

The sections that should be improved are 214 and 215, which provide for the board of
directors and officers. If FHA is to be independent of HUD, the HUD secretary should not be the
chairman of the board. The chairman normally establishes the agenda, and that alone can keep
the FHA from addressing key issucs. In addition, although the draft says that there should be a
president and vice president their duties arc not specified. Since the duties of the chief risk
officer are specified, this sets up a conflict with the president, who has no assigned duties. All
these problems can be solved by providing that the president is the CEO and giving him or her
the power to set the agenda (as well of course as running Lhe organization), even though the
chairman of the board is the HUD secretary. I would even suggest removing the HUD secretary
as the chairman of the board and providing only that HUD and the Department of Agriculture
have representatives on the board. | understand why the chief risk officer is made independent
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of the board, but that’s not a good idea. Every decision involves some risk, and the reason to
have a board is to make balanced decisions on risk based on the issues the chief risk officer
brings to them.

Sec 232 is probably the most important provision in this title, and it is inadequate. There
is a considerable risk that the FHA and RHS. as the only government agencies authorized to
insure mortgages under the bitl, will become competitors for private securitizers to the same
extent that they and the GSEs are today. That’s why both the house price and income restrictions
in Sec 232 have to be very tightly drawn. The bill does not do this; in fact, in Sec 232(a)(1)}(B)()
it prescribes the highest median price level in any metro area (the median price level in the
highest priced county) as the standard to be used for determining what is 115% of the median
housing price in the mctro area. Within any mctro area there can be high priced and low priced
counties. 115% of house prices in the highest priced county would mean that houses in the
counties with the fowest housc prices could have most houses qualifying for 115% of median,
and most mortgages in that county would end up going to FHA or RHS, even though Congress
intended that only home purchase mortgages for low-priced homes would be eligible for
insurance from the FHA. This provision has to be modified if a robust private securitization
market is to come back on anything but the jumbo level.

The same problem occurs with the income restrictions in Sec 232. There are none for first
time buyers and those turn out to be 75% of FHA’s home purchase loans today. This in itself is a
huge loophole. Many first time home buyers will be able to get the benefit of FHA insurance,
even though they are not low-income, and that could take a large chunk of the market away from
private securitizers. Non-first time buyers are subject to a limitation of 115% of arca median
income, but again without a tighter definition of this standard in the statute FHA would be able
to compete with the private scctor for the business of many borrowers who are not low income
and do not need the help of FHA insurance. In this respect. the income eligibility restrictions in
the bill refer back to the house price provisions of 232 (a)(1)(B)(1). That would make large
numbers of higher-income borrowers in lowcr-income countics—who would otherwise go to the
private markets-—cligible for the favorable terms at FHA. such as the 5% downpayment, that
Congress intended only for low-income borrowers.

One way to deal with both the housing price and income definition problems is base both
of these determinations on median incomes by county not metro areas. FHFA should have this
data, or can produce it. That would not a perfect solution, but it would help to cabin FHA and
restrict the competition that FHA would provide for the private market that the bill is intended to
revive.

Beyond these two issues, it is necessary to consider how FHA will be able to provide the
benefits it should to low-income borrowers and stili remain a self-sustaining independent firm.
There is a difficult balance here. It is possible for FHA to avoid losses and still provide benefits
to low-income borrowers. In this connection, downpayments of 3.5% and 5% are certainly the
kind of benefit that FHA should provide, but not if they are layered with slowly amortizing 30-
year terms, low FICO scores. and high DTIs. Based on FHA’s experience, a 30 year fixed rate
FHA mortgage with a downpayment of 3.5% has a 20% likelihood of default if accompanied by
a FICO score of 640 and a DTl ratio of more than 43%. The purposc of the FHA can be served
by using a balanced approach, which employs various elements of good underwriting to
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compensate for the weaknesses in the insurance applications of some low-income borrowers,
such as a fow FICO score. For example, although a 30 year fixed rate loan with a downpayment
of 3.5%, a FICO score of 640, and a D11 0 43% would have a 20% likelithood of default, the
same [oan with a loan term of 20 years would have a 10% likelihood of default. Combining the
effect of other changes in this bill, such as reducing coverage to 50% over 5 years and limiting
seller concessions to 3%, could reduce the default rate to an cstimated 7%.

Sec 232 also makes some reference to pro-cyclicality, since it eliminates FHA income
limits when the market is declining. But a declining market is literally only half the story. The
financial crisis was caused by the opposite—a bubble in housing prices. It is necessary for the
bill to have countercyclical provisions for both abnormal rises as well as abnormal declines in
market prices. My colleagues and I at AET would be pleased to have the opportunity to work
with the committee staff on this. One way for such a system to work would be to require
decreases in LTV ratios when housing prices exceed certain predetermined limits, but other ideas
are also feasible.

Sec 257. Finally, the stress testing provision in sec 257 is an excellent idea, but it isn’t
carried out well enough. First, the stress cannot simply be downturns of “average severity” since
1950. This may be a drafting question. The downturns of average severity during that period
may not have resulted in any significant decline in house prices. A better test would in some way
include the severity of the most recent downturn, which was 30 percent, by including it in the
average. Another way to do it is to assume that, if house prices are above a long-term trend as
established by FHFA, they will revert to trend. The FHFA has already done substantial work in
this area. A properly structured stress test along thesc lines could serve as a countercyclical
device applicable to FHA when the market is booming, but it is also necessary to have a
countercyclical device that applies to the broader market in these circumstances, and there is
none in the bill. Second, while a 4% capital requirement is appropriate, the test should assume
that the FHA has 4% capital affer the stress event, not that it has something above 0 capital.

Title 1.

The Utility is a good idea, but the committee should be concerned about giving an
independent company control over somcthing as vital as the private securitization system without
any control by participants in the market it is affecting. We have not had good experiences with
government- created monopolics, oligopolies or monopsonies like Fannie and Freddic. FINRA,
and the rating agencies, all of which have profited excessively from the fact that the government
provided them with a special license to perform services in a particular field. Even though the
Utility is to be a not-for-profit organization, it has a position that could be profitable for its
management. One way to address this problem would be to provide for the Utility’s board of
direetors to consist of a majority from the housing and housing finance businesses. That isn’t a
perfect solution, but it would have some effect in assuring that what the Utility does is in the
interests of the industry and not in the interests of the Utility’s management.

Sec 322 appears to be designed for assisting the development of a TBA market. If so, that
ought to be expressed somewhere in the fanguage. Right now. the language could be interpreted
to give the Utility control of “underwriting criteria,” —very broad term that could be abused
unless its use is circumscribed for a particular purpose.
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Sec 322(j) provides for mandatory arbitration, but it doesn’t provide that the result of the
arbitration is the exclusive remedy for the complainant. Without that, the arbitration provision
may simply create an expensive hurdle before getting to litigation.

Sec 343 adds qualified securities to the list of sccurities exempt {rom the application of
the Securities Act. 1t might be better to provide that qualified securitics are eligible for shell’
registration with the SEC—with descriptions of the underlying mortgages limited to the six
elements now disclosed—which will facilitate the development of a TBA market.

Title 1V

Some of the most important changes in law necessary to stimulate the development of a
robust securitization market are already included caclier in the bill, but Title IV contains some
provisions of major importance. Sec 407, for example, repeals the risk retention provisions in
section 941 of the Dodd-Frank Act. This provision required sccuritizers to retain 5% of the risk
of an issue of securities unless all the mortgages in a securitized pool were qualified residential
mortgages (QRMs). QRMs were intended to be very high quality mortgages, but the regulators
who were to design this mortgage have not up to now been able to agree on what the QRM was
supposed to look like. In any event. the requirement for risk retention was impossible for smaller
securitizers to meet, and virtually guarantecd that alf the business would go to the large banks
with balance shects large enough to hold 5% of their securitizations for an indefinite period. In
addition, FHA and probably the GSEs were exempt from risk retention, which would make them
the preferable place for mortgages to be securitized. If the GSEs were difficult for the private
sector to compete with in the past, this provision would have made competition nearly
impossible unless all the mortgages the private sector securitized were QRMs.

Sec 408. The bill contains provisions that protect lenders who portfolio loans or who are
securitizing qualified securities (as defined) against liability under the CFPB’s QM rule. This is
appropriate becausc that rule creates a harsh system of penalties for very little purpose. As noted
above, complying with the QM and TILA requirement that the lender establish the buyer’s
ability to repay (ATR) the loan at the time the mortgage is agreed to is not a significant
underwriting standard. it allows loans with no downpayment and 580 FICO scores, which will
always produce high rates of default and return the housing finanee system to the condition it
was in when the mortgage meltdown occurred in 2007 and 2008. At that time, at least half of all
mortgages in the US financial system---28 million loans-—were subprime or Alt-A.

However, the penalties under the QM rule did have one valuable element. If it were not
for the fact that the CFPB’s rule confers safe harbor proteetion on a lender who gains the
approval or acceptance of the loan under the AUS of the GSEs or another government ageney,
the penalties under TILA would have created a strong incentive for lenders to use traditional
underwriting standards in order to reduce as much as possible the likelihood of defaults by
borrowers.

However, by eliminating the penalties in the QM rule for certain mortgages and
securities, the bill does not itself create any new incentive for lenders to use traditional
underwriting standards. The Freddie datasct cited above demonstrates that when traditional
underwriting standards are used to create prime mortgages the likelihood of default is reduced to

i
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1% or less. As was true before the enactment of the affordable housing goals, prime foans are
consistent with a homeownership rate of 64 percent. A predominance of prime foans in the
housing finance system is what would create the stable market that the bill secks.

One way to encourage this outcome would be to require that the GSIs only acquire prime
loans or approve prime loans through their AUS. Prime loans could be defined in the bill or in
regulations by FHFA under guidelines established in the bill. No one should object to this,
because the GSEs are now operating on the taxpayers” dime and should not be taking any risks
on mortgages. This would shut the loophole created by the CFPB’s rule, which would still apply
to loans that are not portfolioed or run through the Utility’s platform. If the GSEs were limited to
acquiring only prime loans, and the mortgages eligible for FHA and RHS were limited as
described above, lenders would then have an incentive to use traditional underwriting standards.

Sec 413. This provision requires that a second fien creditor notify the servicer of the
senior licn of the existence of the new mortgage. This is insufficient. When a junior lien is added
to an existing mortgage it changes the quality of the mortgage for the first tien holder. A
mortgage that once might have had a downpayment of 20 percent now, in effect, has none. The
homeowner has eliminated his or her equity in the home. which was seen by the first lienor as
protection against default. A sensible compromise would be to allow second liens, but if they
occur within 6 months of the date of the mortgage the holder or servieer of the first lien can
recognize the additional risk by increasing the rate on the mortgage. This provision would
protect investors in privately securitized mortgages, who currently have no protection against
second liens added after a mortgage is securitized.

Other Provisions that May Adversely Affect Private Securitization

Volecker Rule. Although justified as preventing the use of insured deposits for risky
trading, this rule, enacted in the DFA, prohibits “bank rclated entitics™ from engaging in
proprietary trading and thus extends far beyond the insured banks it was intended to cover. The
term “bank rclated entities™ includes bank holding companies and their subsidiaries, which do
not have access to insured deposits. In addition, “proprietary trading"™ is so difficult to define that
the most recent draft regulation covers almost 200 pages and poses over 1000 separate questions
to assist the regulators in drafting the final rule. Hedging is a regular and important clement of
every securitization because it is necessary to protect the issuer against a change in interest rates
between the time a mortgage rate is “locked in™ with the borrower and the time a complete pool
can be assembled for a securitization. Hedging transactions involve buying and selling of
securities for the issuer’s own account. and could be interpreted to be proprietary trading. Until
there is a bright line definition of proprietary trading, it is unlikely that many banks or bank-
related entities will take the risk of engaging in a securitization. it is unlikely that the complexity
associated with proprietary trading can be adequately defined in a statute, and it may not be
possible to define it clearly enough in a regulation. Accordingly, the Volcker Rule may stand
permanently as a serious obstacle to private securitization. There are two ways to solve this
problem: repeal the Volcker Rule. or apply it solely to insured banks and not the broader “*bank-
related entities.” This will enable bank holding companies and their affiliates to engage in
securitization without fear of violating the highly technical Volcker Rule when the regulation is
ultimately finalized.
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Provisions for Community banks. Community banks generally originate high quality
mortgages, but their ability to sell those mortgages through the securitization system is restricted.
First, they do not want to sell their mortgages to the large banks that are serving as aggregators
and securitizers. They regard these large banks as competitors and argue that the large banks use
the information on borrowers to steal the customers of community banks. The bill should address
this problem directly. I think it is possible for community banks to create a jointly-owned conduit
for their mortgages that will enable them to securitize their mortgages directly, without going
through a large bank. The best way to determine whether this is possible would be to assign to
the FHFA the task of studying this issue and suggesting the mechanism for how this might be

done at the least cost to the community banks.
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Written Testimony of Mark Zandi
Chict Economist of Moody’s Analytics

Before the House Financial Services Committee

"A Legislative Proposal to Protect American Taxpayers and Homeowners by
Creating a Sustainable Housing System”

July 18.2013

The Protecting American Taxpayers and Homeowners Act is the most recent
legislative effort to reform the nation’s dysfunctional housing finance system.' The PATH
contains a comprehensive but ultimately unviable proposal to wind down Fannie Mae and
Freddie Mac and privatize the nation’s housing finance system. If fully implemented. the
PATH would lead to significantly higher mortgage rates, particularly in tough economic
times, and would put 30-year fixed rate mortgage loans out of reach for most Americans
(see Chart 1)."

Chart 1
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PATH plan

The PATH does three key things. First, it puts Fannie and Freddie into receivership
and sells off their assets. Second, it reforms the Federal Housing Administration. Third, it
privatizes the rest of the housing finance system.
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Winding down Fannie and Freddie is the least controversial aspect of the PATH,
although it is not without contraversy. Fannie and Freddie’s footprint in the mortgage
market would be steadily reduced by lowering conforming loan limits and requiring the
two agencies to make only qualified mortgage. or QM, loans. Fannie and Freddic would
also raise guarantee fees, engage in risk-sharing with private investors, and steadily
reduce the size of their retained portfolios. Save for the change to conforming loan fimits,
all of this is more or less alrcady happening. Fannic and Freddie’s affordable housing
goals would also be formally eliminated, and they would provide no subsidies to
disadvantaged groups. Fannic and Freddie would be put into receivership and dissolved
within five years of the PATH's passage.

The act would also limit the FHA's footprint in the mortgage market, permitting it to
insure mortgages only for first-time homebuyers and for low- and middle-income
houscholds.” The FHA would have to reduce its insurance ¢coverage on mortgage loans
from the current 100% to 50%. while sharing the risk with private investors. The cost of
FHA insurance would likely rise because of required changes in its premium policy and
the doubling of its reserve fund from 2% to 4%. The FHA would be spun out of the
Department of Housing and Urban Development and reconstituted as a separate agency.

Most controversially, the PATH would privatize most of the nation’s mortgage
market. The legislation encourages development of the private mortgage market by
establishing a securitization platform that would be a nongovernment, nonprofit utility
open to all mortgage security issuers. Like the common securitization platform that the
FHA, Fannie and Freddie are currently working on, the PATH platform would help set
standards for mortgage origination, servicing, pooling and securitization. The PATH also
provides a legislative and regulatory framework for covered bonds, another financing
mechanism currently used mostly by large European banks. Various parts of the Dodd-
Frank financial regulatory reform and Basel 1] international banks standards would also
be either repealed or delayed. with the goal of encouraging more private mortgage
tending.

If the PATH becomes law, the FHA would account for no more than one-fifth of the
mortgage market on average through the business cycle. The rest of the market would
receive no government support.

Plaudits for PATH

The PATH is laudable in its effort to reform Fannie and Freddie along with the FHA
while making other changes to the banking system and private sccuritization market.
Most proposals to resolve Fannie and Freddie do not consider the rest of the mortgage
market, which could leave significant inconsistencies in the system. Balancing the FHAs
role with other sources of government support and the private market is difficult unless
the system is considered as a whole. Of course, this balancing is easier for the PATH
since it gives the government no additional role beyond the FHA. The task is greater for
those reform efforts that include a catastrophic government guarantee.
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The promotion of risk-sharing among Fannice. Freddie, the FHA, and the private
mortgage market is also a positive step. Risk-sharing reducces taxpayers” exposure to
mortgage risk and fosters the development of financial instruments that can handle that
risk in the private market. With guidance from the Federal Housing Finance Agency,
IFannic and Freddie are already moving in this direction, while the FHA appears to be
considering it."” The PATH would formalize this effort.

Fostering development of a sccuritization platform is also worthwhile. Without a
common securitization platform, the blizzard of mortgage sccurities could reduce
liquidity and significantly raise mortgage rates. It is difficult to see how a “to-be-
announced” (TBA) market would survive in the PATIH, but without a securitization
platform there would be no prospect for one. The TBA market is vital to reducing
transaction costs and mortgage ratcs.

Yet while a securitization platform is a good idea, it is not ¢lcar why mortgage
security issuers would use the version created under the PATH. Other reform proposals
allow those who use a securitization platform to receive a catastrophic government
guarantee for their securities. Not so under the PATH. Issuers would presumably receive
some benefit from the greater liquidity gained from using the platform, but this would be
offset by the extra cost of agreeing to the platform’s terms. It is not clear that issuers
would find that the benefits outweigh the costs.

The PATH's effort to develop a covered bond market is also a positive step. Covered
bonds are used in Europe, where big banks issue securities backed by loans, including
mortgage loans. Investors in those securitics arc protected {rom losses by the structure of
the securities as well as by the banks’ capital. The banks backstop the securities. For
various institutional and regulatory reasons, there is no covered bond market in the U.S.
The PATH addresses these constraints to help jump-start this market. This is important,
since without any form of government guarantee in the PATH. banks will need to provide
much more capital to the mortgage market. The PATH's authors hope a well-functioning
covered bond market will allow this to work better.

Yet it will be very difficult for a covered bond market to attain significant scale.
Covered bonds work in Europe in significant part because large banks there are treated as
too big to fail and are backstopped by their governments. There is no doubt that German
or French 1axpayers would support Deutsche Bank or BNP Paribas if they got into trouble.
In the U.S., regulators are moving rapidly in the opposite direction. Big U.S. banks are
under pressure to reduce leverage, eliminate riskier activities, and reduce their wholesale
funding needs. It is hard to reconcile all this with the PATH's reliance on a large covered
bond market that would requirc big banks to get bigger.

The PATH also correctly aims to make the private sccurities market more competitive.
In this vein, it climinates the Dodd-Frank qualified residential mortgage, or QRM, rule,
which demands a lender hold 5% of any nonqualified loan, and share the losses if it later
goes sour. The approach makes sense in principle. but the details are quite complicated,
reflecting the Federal Reserve’s fear that lenders will try to circumvent any rule.”
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Complexity adds to costs, however, and non-QRM loans threaten 1o have meaningfully
higher mortgage rates than QRM loans.” The Fed is expected to issue a final ruling on
QRM by the end of the year, which will hopefully address these concerns, ensuring it is
no longer a significant issue by the time housing finance reform legislation comes up for
avote.

Assessing privatization

The PATH’s main goal is privatization of the housing finance system. The federal
government would have no role outside of the FHA and some modest regulation by the

much-diminished FHEFA.

The principal advantage of a privatized system lies in its stronger incentives for
prudent mortgage lending. Mortgage originators, issuers, rating agencies and investors
would understand that if things go badly and defaults risc, they will suffer the
consequences. Of course the incentive depends on how strongly investors believe that the
government will not intervene, even in bad times. Moreover, the collapse of the private-
label securities market during the recent housing bust demonstrated that imprudent risk-
taking can occur in a private market, even where enormous losses are possible.™

A privatized system would also protect taxpayers by restricting the government’s
ability to provide implicit subsidies to the mortgage and housing markets. The FHA
would still be a potential source of subsidy, but this would be explicit. There is thus less
risk that capital would be misallocated toward housing and away from more productive
aclivities.

The systemic risks borne by taxpayers should also be reduced, at {east in theory. In a
truly competitive private market, Fannie’s and Freddie™s roles would presumably be filled
by smaller institutions that would not threaten the system if they fail. However, given
scale cconomies in mortgage lending and servicing and historical precedent, it is very
possible that the market would become more concentrated. with greater too-big-to-fail
risks.

Complete privatization is much more plausible in theory than it would be in practice.
Private capital is not limitless, and there are plausible catastrophic scenarios, similar to
the Great Recession, that would completely wipe it out. At that point. the government
would have little choice but to intervene, or the system would collapse. Regardless of
what policymakers say, global investors will almost surely continue to believe the U.S.
govemment would step in if housing foundered. This was amply demonstrated in the
financial panic when the government rescued Fannie and Freddie, after saying for years
that it would not do so. After Congress™ approval of the Troubled Asset Relicf Program
and the bank bailouts, investors believe Washington will inevitably act if the broader
financial system is in danger.”™

The potential advantages of privatization would also be overwhelmed by
disadvantages in the form of much higher mortgage rates and a much less stable source of
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mortgage funding across the cconomy’s ups and downs. The 30-ycar fixed-rate mortgage,
the bedrock of mortgage lending since the Great Depression, would also be significantly
diminished.

Under the kind of system envisaged in the PATH, providing the system with enough
capital to withstand a mortgage default foss rate of 5%—about the system’s current
capitalization level—would drive mortgage rates nearly 90 basis points higher than they

currently are.”™

The estimated mortgage rate impact of privatization depends on three important
assumptions. First, it assumes that financial institutions providing capital to a privatized
mortgage system will require a 25% veturn on equity. This is greater than the 15% ROE
that the private mortgage insurance industry has typically obtained during times of
normal market conditions with a government backstop, but less than the 30%-plus return
that unsecured credit card issuers have traditionally sought. Investors providing capital to
a fully privatized system will need a higher return to compensate for greater risks when
the government is not backing them up.”

A second assumption is that investors in a privatized market would assess a liquidity-
risk premium of 10 basis points. A private system will likely feature a greater variety of
securities, resulting in a smaller. shallower market. The benefit of a deeper market is
evident in the interest-rate spread between jumbo and agency-backed mortgage securities,
which has ranged from 10 to 30 basis points in normal periods (see Chart 2). In times of
stress, the spread has been much greater.

Chart 2
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If anything, a 10-basis point liguidity premium is too low, as it is hard to see how the
TBA market would function in the absence of some form of government guarantee. The
TBA market is critical to liquidity in the current market for Fannie and Freddie securitics,
and the market in turn depends on the willingness of investors in mortgage securities 1o
accept any security backed by a pool of loans delivered with a given coupon and
maturity.” This is acceptable as the government guarantee gives all pools the same credit
risk, leaving prepayment behavior as the only potential difference. Thus without a
government guarantce, investors would be required to anafyzc the credit risk of each
mortgage pool, including any differences in their credit-ecnhancement structures. Some
investors, such as global central banks, are not able to take on any credit risk. and many
others are not equipped to do so. The TBA market would likely fall apart.

A third assumption is thal investors in a privatized market would require a financial
market risk premium of 25 basis points. Investors would want some compensation for the
additional risk of investing without a government backstop. Just how much compensation
is difficult to determine, but it is instructive that the TED spread——the difference between
three-month Libor and Treasury bill yields—surged from 25 basis points just prior to the
financial crisis to a peak of almost 400 basis points at the height of the financial panic,
when investors were seriously questioning whether the government would support the
financial system (see Chart 3).™" After the TARP and other government interventions, the
TED spread came full circle, reflecting the widespread belief that the government would
not allow major financial institutions to fail.

Chart 3
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To further test this assumption. a vector autoregressive model of the 30-year fixed
mortgage rate was constructed (see Box below). The mortgage rate is explained in the
model by the 10-ycar Treasury bond yield, house price growth, and the TED spread-—the
difference between three-month Libor and three-month Treasury yields. The model was
simutated under the assumption that the TED spread narrows by 100 basis points, which
is not quite the average TED spread over the model’s estimation period back to the mid-
1970s. The exercise effectively simulates the impact on mortgage rates of the
counterfactual in which the entire financial system is nationalized. Since money-center
banks are part of the government in this scenario. they are willing to lend to each other at
the risk-free Treasury interest rate. The 30-year fixed mortgage rate narrows by an
average of nearly 50 basis points in this simulation of the model. The assumption that
investors will require only a 25-basis point {inancial market risk premium in a fully
privatized system secms conservative.

Box: Description of VAR model of fixed mortgage rates

A vector autoregressive model of the Freddie Mac 30-year fixed mortgage
rate was constructed to quantify the impact on mortgage rates of eliminating
the federal backstop for the financial system. The modet was estimated on
monthly data from 1977 to 2012 and includes the 10-year Treasury yield,
TED spread {the difference between three-month Libor and three-month
Treasury bill yields), the difference between current 10-year Treasury yields
and a five-year moving average of 10-year Treasury yields to capture the
impact of prepayment risk, and house price growth.

Vector Autoregressive Model of Fixed Mortgage Rates

Dependent variable is the Freddie Mac 30-yr fixed-rate mortgage
Modet is estimated on monthly data from 1977 to 2012

Explanatory Variabie Coefficient t-statistic
Constant 2.34 2.28
10-yr Treasury yield 1.011 9.5
TED spread 0.242 6.99
ngrence between 10-yr Treasury 045 423
and 5-yr MA of 10-yr Treasury yield

House price growth -1.377 -1.78
AR{1} 0973 78.93
MA(2) -0.254 -1,400.05

Source: Moody's Analytics
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This assessment of the mortgage rate impact of privatization is also conservative, as it
does not account for the institutional constraints impacting investor demand in global
fixed income markets. Some global institutional investors, mutual funds, and pension
funds are not able to invest in assets with credit risk because of their charters or even by
law. These investors, who are willing buyers of government-backed mortgage securities,
would be unable to purchasc mortgage securities issued in a fully privatized system.
These barriers may or may not come down in the future. To the degree they do not,
mortgage rates would be necessarily higher in a privatized system. Given the difficulty in
quantifying and categorizing the variety of mortgage securities investors, we recognize
the impact these restrictions could have but are unable to measure them.

Looking overseas for guidance to determine the impact on mortgage rates of a
privatized mortgage finance system is not very helpful. While few advanced cconomics
provide direct government support to their mortgage finance systems, many provide
substantial indirect support through their banking systems. Mortgage lending is
dominated by the banking system, which is generally very concentrated, and in most of
the rest of the world, much too big to fail. Also common overseas is the widcspread use
of prepayment penaltics and recoursc mortgages with lenders routinely pursuing
deficiencics against defaulting borrowers. This keeps mortgage rates much lower than in
the U.S., where such practices are much less common.

A fully privatized mortgage finance system will have difficulty providing stable
mortgage funding during difficult financial times. Mortgage securities markets are prone
to investor runs, much like the bank runs that occurred before FDIC deposit insurance.™™
It is all too true that investors are willing buyers of securities and providers of capital in
good times, but will run for the door in bad times. Risk premiums and interest rates spike
in a financial crisis, and lenders will make only the highest quality loans for their own
portfolios. The resulting credit crunch further undermines housing demand, driving down
prices and unleashing a vicious cycle.”™ The PATH attempts to address this concern by
allowing the FHA to expand its lending in times of crisis. But this would likely happen
only after significant damage had been done, and it is unclear whether the FHA could
quickly fill the void.

The 30-year fixed-rate mortgage would beeome much less prevalent in a fully
privatized mortgage finance system. Financial institutions have historically found it very
difficult to manage the interest rate risk inherent in such mortgages: As the cost of funds
changes, the rates received from homeowners remain tixed. The savings and loan
industry collapsed largely because it mismanaged this interest rate risk during the 1980s,
and even Fannie and Freddic got into trouble using inappropriate interest-rate hedging
techniques to manage their earnings in the early 2000s.

It thus is not surprising that 30-year fixed-rate mortgages are very uncommon in other
countries, where interest-rate risk resides with lenders and not in securities markets.
Indeed. fixed-rate mortgages are common only in the U.S., Denmark and France." Fixed-
rate mortgages persist in the U.S., because of the government’s support of the mortgage
finance system; in Denmark, because of that nation’s very unique “principal of balance™

Page 8



248

framework that equates individual mortgages and bonds: and in France, because of
restrictions on prepayment.™”

A privatized U.S. market would come to resemble other nations’ mortgage markets,
where adjustable-rate mortgages are the primary offering. Based on international
comparisons, use of fixed-rate mortgages in the U.S. would decline to between 10% and
20% of the mortgage market compared with a historical average of closer to 75%."™"
ARMs are not inherently bad loan products, but they do shift intcrest rate risk to
homeowners. This would be a significant adjustment for many U.S. homeowners who are
not well equipped to handle such risk.™"

Access problems

The PATH also fails to provide adequate access to the privatized mortgage market to
small lenders and disadvantaged houscholds. For small lenders, the PATH envisages the
Federal Home Loan Banks serving as aggregators of their foans. It is unclear how or
whether this would work to give small fenders access similar to that afforded large
lenders. A key assumption is that the FHLBs would be able to obtain similar terms for
pools based on loans from a potpourri of small lenders, as large lenders would receive
from the securitization platform. At the very least, the FHL.Bs would have to backstop
small lenders” reps and warranties.

Government support for disadvantaged households seeking affordable single-family
and rental housing would also be limited under the PATH. This is more important in the
wake of the Great Recession, which destroyed trillions of dollars in homeowners™ equity,
and in light of quickly changing demographics. Under the PATH, the FHA would
continue to support these houscholds, but the statutory program definitions under which
the FHA operates make innovation difficult, and there would be no additional dedicated
funding for experimentation. Experimentation is challenging for the private housing
finance system, in part because good ideas take time to prove but once proven are easily
replicated. Maintaining a supply of unsubsidized affordable rental housing made up of
small properties will also require innovation. Such housing accounts for the bulk of
unsubsidized rental units and a high percentage of all affordable units, and often needs
refinancing, renovation and repair, but has limited access to private capital.

Conclusions

The recent flurry of congressional activity on housing finance reform is encouraging.
The status quo, with Fannie and Freddie in conservatorship, is a growing problem.
Taxpayers are on the hook for potential losses on most of the nation’s mortgage loans,
worth hundreds of billions, that Fannie and Freddie insure cach year. This is not
necessary: Private investors are willing to take on much of this risk. and with some
safeguards are capable of doing it.

The housing finance system needs reform. But reform’s success depends on striking
the appropriate balance between the benefits of the private market and the backstop of the
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federal government. Finding the right balance will strengthen the housing market,
stabilize the finaneial system. and lead to a healthicr cconomy.

The PATH as currently written does not find that balance. The housing finance
system it envisages is largely privatized, providing no government backstop under any
economic circumstances. The result will be measurably higher mortgage rates, the
marginalization of the 30-year fixed-rate mortgage loan. and a less stable housing market.
Larger lenders will likely grow larger in the PATH, and disadvantaged houscholds will
have less access to affordable housing.
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"House Financial Services Committee Chairman Jeb Hensarling (R-TX) is the principal author of the
PATH, which can be found at http:/online.wsl.com/public/resources/documents/Timiraos.pdf. The PATH
legislation became public in carly July. Senators Bob Corker {R-TN) and Mark Warner (I>-V A} introduced
housing finance reform legislation on June 25, 2013, which can found at
http://www.corker senate. gov/public/ cache/files/1be94e87-5a8a-4f07-a709-30bb 1911 5873/06-25-
13%20BH.L%20TEXT.%20Housing%20Finance%20R eform%20& %20 Taxpayer%20Protection%20 A ct%
20.pdf. For an assessment of the Corker-Warner plan, sec “Evaluating Corker-Warner,” Moody’s Analytics
white paper, July 2013, Mark Zandi and Cristian deRitis. http://www.economy.com/m
zandi/documents/2013-07-08-Evaluating-Corker-Warner.pdf

" The mortgage rate impact shown in Chart 1 is based on a privatized system like that proposed by the
PATH. The hybrid system includes a catastrophic government guarantee, similar in structure to that
proposed in Corker-Warner, although Corker-Warner requires a 10% attachment point compared to 5% in
the hybrid system shown in the chart.

" In most places, Jower-to-middlc income includes houscholds with incomes below 115% of an area’s
median bousehold income.

" Risk-sharing is part of the FHFA’s strategic plan and scorecard:

Jiwww.fhfa. gov/web{iles/25025/Scorecard2013.pdf

s includes the premium capture rule, which the PATH would also eliminate.

' See “A Clarification on Risk Retention,” Moody's Analytics special report, Zandi and deRitis, September
20,2011 at http://Aswww economy.com/mark-zandi/documents/20 1 1-09-2 1 -Zandi-A-Clarification-on-
Risk.pdf and “Rewerking Risk Retention.” Moody’s Analytics special report, Zandi and deRitis, June 20,
201 1. http://www.economy.com/mark-zandi/documents/Reworking-Risk-Retention-06201 1.pdf2sre=MZ
" According to Moody’s Analytics data, the loss rate on private-label mortgage-backed securities
originated in the housing boom have had loss rates of more than 20%.

** The $700 bitlion Troubled Asset Relief Program, established during the height of the financial panic in
late 2008, committed as much as $250 billion to provide capital to troubled banking institutions.

"™ This is for a typical full-doc mortgage loan to a borrower with an 80% LTV, 750 credit score, and 31%
debt-to-income ratio on average through the housing and business cycle. This is based on a guarantee fee
calculator described in detail in “Evaluating Corker-Warner,” Moody’s Analytics white paper, July 2013,
Mark Zandi and Cristian deRitis. htip ww.economy.com/mark-zandi/documents/2013-07-08-
Evaluatine-Corker-Warner.pdf. A 5% loss rate is also consistent with the loss rates experienced by Fannie,
Freddie, and the private mortgage insurers in the Great Reccssion.

* To gauge the sensitivity of the results to this assumption, consider that if the ROE required by financial
institutions in a privatized system was 15%-—the same as the private mortgage insurance industry in normal
times—privatized mortgage rates would be 65 basis points higher than now.

" See “TBA Trading and Liquidity in the Agency Market,” Vickery and Wright, Federal Reserve Bank of
New York Staff Report 468, August 2010. http//www.ny.frb.org/rescarclistaff_reports/sr468.pdf

¥ Libor is the interest rate large money-center banks charge for borrowing and lending to each other. The
TED spread is a very good proxy for anxicty in the global banking system, The 25-basis point TED spread
that prevailed just prior to the crisis was a record low, as the period was characterized by substantial
cuphoria and even complacency regarding global financial conditions.

" See “An Analysis of Government Guarantees and the Functioning of Asset-Backed Securities Markets,”
Hancock and Passmore, Federal Reserve Board Finance & Economics Discussion Series, 2010-46, August
2010, http//www federalreserve.eov/pubs/feds/2010/201046/201046abs . huml

™ This concemn is well-articulated in “The Future of Mortgage Finance in the United States,” a speech
given by Federal Reserve Chairman Ben Bernanke at the University of California Symposium, “The
Mortgage Meltdown, the Economy, and Public Policy,” Berkeley California. October 31, 2008.
hitp://www . federalreserve. sov/newsevents/speech/bernanke 2008103 1a.htm

* A very good survey of mortgage fending internationally is provided by “International Comparison of
Mortgage Product Offerings.” Lea et al, Research [nstitute for Housing America, September 2010,

™ The Danish system allows borrowcrs to prepay their loans when rates fall, as in the U.S.. and allows
them to buy back their bond when rates rise. This feature allows the borrower to adjust to interest rate

Page 11
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increases and decreases and facilitates deleveraging when rates rise, reducing the incidence of negative
equity.

™ This is based on data from the FHFA available since 1985.

" The implications of this lack of expericnce are evident in the extraordinarily high default rate on
subprime mortgages, most of which were two-year ARMs. According to Equifax credit file data, nearly
one-fourth of subprime loans originated in 2005 defauited when they hit their first payment resets two years
later. These defaults ignited the financial crisis and Great Recession,

Page 12
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The American Bankers Association appreciates this opportunity to submit comments for the
record regarding the Protecting American Taxpayers and Homeowners Act of 2013 (PATH Act).
We commend House Financial Services Committee Chairman Jeb Hensarling for crafting this
legistation which includes provisions addressing a wide range of issues confronting our nation’s

housing finance system.

The ABA supports a number of the provisions of this legislation, which are sorely needed to
return some balance to the regulatory environment facing mortgage lenders. We also applaud the
Chairman’s efforts to begin serious debate over the reform of the Federal Housing Administration
(FHAY and the termination of the conservatorship of the housing Government Sponsored
Enterprises (GSks). Fannie Mae and Freddie Mac. We do. however, have concerns with the
approach taken in the bilt with regard to both the GSEs and the FHA, and note at the outset that the
bill differs markedly from longstanding. banker developed, positions advocated by the ABA. We

will detail these concerns below,

BACKGROUND

Congress, the Bush and Obama Administrations, and the regulators have all taken a number of
actions since the financial crisis to address problems in the housing finance system and to stabilize
that system. These have included the passage of stringent and complex new regulations incfuded in
the Dodd-Frank Act, establishment and exercise of authority to place the GSEs into
conservatorship, and the vast expansion of FHA as a resource to help make mortgage credit
available. The end result is a housing finance system that is dominated by federal-controiled
entities, with FHA and Fannie Mae and Freddie Mac backed loans accounting for the vast majority

of the current secondary mortgage market. Such a system may have been a necessary short-term




expedient, but we agree is not sustainable or desirable for the fonger-term. nor for the American
taxpayers. [t is also a system that has been radically transformed by underwriting and lending
changes, many undertaken by the market in response to the crisis, and many more having becn
mandated by Dodd-Frank. The Dodd-Frank changes. including new Ability to Repay and Qualified
Mortgage rules, and the still pending Qualified Residential Mortgage (QRM), have the potential to
permanently alter who will qualify for a mortgage and reduce credit availability going forward.
There is no doubt that some potential borrowers, despite being good eredit risks, will find
themselves unable to qualify or afford a mortgage as a result of unintended cffects of the new
regulations. Therefore, it is essential that we begin the process of reforming the housing finance
system, putting it on a sustainable foundation not primarily dependent on taxpayer backstops, and
correcting features of the new regulatory structure likely to decrease availability of credit and

increase cost to consumers.

GSE REFORM

The PATH Act would wind down Fannie Mace and Freddie Mac within five vears, and would
not provide for any federal guarantee on any loan in their absence. Instead, this legislation would
authorize the creation of a “public utility”™ which would oversee the creation and maintenance of a
single platform for the sale of mortgages by originators to investors who would then securitize the
mortgages. The public utility would be charged with ensuring equitable access to the secondary

market for participants regardless of size or geographic location.

This approach differs from ABAs longstanding policy positions. While ABA believes that the
federal role in mortgage finance needs to be significantly reduced, we continue to support a fully
priced and fully paid for guarantee by the federal government for a class of well underwritten foans
within clearly defined and targeted loan limit boundarics. While we envision a transition to a
marketplace with a large and perhaps predominate component that is not dependent on federal

guarantees, a targeted federal role is essential to progress from the present reality toward that goal.

Furthermore, a carefully targeted federal role can contribute to market stability, more directly

and assuredly maintain equitable market access for originators of all types, sizes and geographic
focations, and provide a fully operational and effective “safety valve™ for instances of market failure
to ensure that mortgage credit remains available in all economic conditions. Though ABA regrets

that progress toward resolving the GSE conservatorships was not made in a timely manner,

o



nevertheless the conservatorships played an essential role by providing a governmental guarantee in
atime of crisis. While Fannie Mac and Freddie Mac engaged in policies and practices which
precipitated their failure and contributed a large part to the overall financial crisis. the
conservatorships played an important stabilizing role.

Although we differ with the PATH Act’s complete phase out of federal involvement in the
secondary mortgage market, we do agree with many of the reforms incorporated into the discussion
draft. Specifically. ABA supports:

> Reducing the maximum mortgage amount cligible for sale to Fannic Mae and Freddie Mac.

> Efforts to review and revise guarantee fees to ensure that the {ederal government is being

adequately compensated for the risk it is taking when providing a guarantec.

> Development of risk-sharing transactions including first loss agreements with private sector

participants.

v

Prohibiting the GSEs (or any successor) from purchasing or guaranteeing mortgages that are
within a jurisdiction that has exercised eminent domain to seize a mortgage loan during the

fast 120 months.

ABA also supports the creation of a utility or other entity 1o operate a new securitization
platform (such as the one currently being devcloped by the Federal Housing Finance Agency). This
utifity would be tasked with operating the securitization platform in an open access manner and
would ensure that eligible loan originators, aggregators and issucrs would have equitable access to
the platform, regardless of size. geographic location or market served. In contrast with the position
taken in the draft legislation, however. we maintain that such a utility or similar entity should also
be the vchicie for providing a well-targeted and purposed federal guarantee that is fully priced and

paid and maintains prudential standards and capital requirements for all market participants.

While a utility lacking a federal guarantee (such as that proposed in the PATH Act) could still
be a mechanism for government intervention during a market failure or other crisis, it would be
difficult at best to quickly implement any federal support under such a regime. Absent an ongoing

rofe in the secondary market. it would be difficult for the government to intervene in a timely
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manner, resulting in a potentially long period without scecondary mortgage credit and the attendant
harm to the overall economy.

A targeted federal guarantee provides the solution to this problem. 1t provides a mechanism to

enforce the regulatory function, and a safety valve allowing necessary and limited (in both time and

scope) governmental intervention in times of crisis or market fatlure. It must be fairly and
appropriately priced to fully compensate taxpayers for the risk undertaken, and it must be limited
only to a segment of the market targeted to ensure mortgage credit for low- and moderate-income

borrowers not otherwise being served by FHA or other government programs.

FIIA REFORM

The draft legislation would re-target FHA to serve first-time homebuyers and low- and

moderate-income borrowers—goals that ABA strongly supports, We also belicve that the
allowance for FHA to be employed in markets experiencing counter-cyclical mortgage conditions
and Presidentially-declared disaster areas is prudent. We support the intent of the draft legislation
to revise the premium structure for FHA insurance and to create new risk sharing pilot programs,
The PATH Act discussion draft also would significantly alter the structure of the Federal
Housing Administration, making it an independent entity outside of the Department of Housing and
Urban Developruent. While the ABA has not advocated for such a sweeping change, we do believe

the idea has merit and should be explored {further.

One aspect of the discussion draft that is of concern is the proposed reduction of the FHA s

mortgage insurance coverage to only 50 percent of the mortgage being insured. ABA continues to

advocate for full coverage of the outstanding balance of a loan insured under FHA. 1t is our view
that with appropriate down payment amounts, more prudential underwriting standards, and

reasonable premiums for the insurance being provided. there is no reason not to continue full

insurance coverage of FHA loans. Further, given the re-targeted role envisioned by the bill for
FHA to be primarily targeted to first time and Jow- and moderate-income borrowers, it is
appropriate for the program to provide full insurance coverage as a public policy matter to

encourage lending to qualified borrowers in this market segment.
Finally, we have concerns with the draft legislation’s repeal of the Home Equity Conversion

Mortgage (HECM) program. The HECM program has experienced losses and must be reformed,

o
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but it should remain available as a tool, with federal government oversight and regulation, for
qualified homeowners with sufficient equity. An aging population will likely increase demand for
such programs and improved federal regulation and insurance of such programs will protect

consumers and fenders alike.

COVERED BOND

Subtitle B of the draft bitl. comprising Sections 351 through 356 would authorize the creation
of a covered bond market in the tnited States. The ABA supports the creation of a covered bond
market as one of several sources of fiquidity for the mortgage market. Noting that covered bonds
function in a similar {ashion to the Federal Home Loan Banks, we would encourage the committec
to make clear that in developing a covered bond market there should be no restrictions placed on
use of either covered bonds or participation in Federal Home Loan Bank membership. Some have
proposed limiting covered bonds fo one segment of the market based upon asset size while
restricting Federal Home Loan Bank membership as well. We would strongly oppose any such

restrictions and would oppose any legislation which included such restrictions.

REGULATORY IMPROVEMEN

Title IV of the PATH Act draft includes many provisions which ABA strongly supports. These
provisions will help to rebalance the regulatory environment from regulatory overreach that
occurred in response to the financial crisis and will help to ensure a more vibrant, safe and effective

mortgage market. Specifically we support:

s Section 401 - the mandatory delay of Basel [Tl implementation and study of Basel 11 impact;

e Section 402 - Basel 11 liquidity coverage ratio amendments;

* Section 403 - changes to the definition of points and fees under the Qualified Mortgage rule;

e Section 404 - the exclusion of asset-backed securities from the proposed definition of “covered
funds™ in which banks are restricted from investing:

*  Section 405 - the suspension of the Security and Exchange Commission’s Reg AB rulemaking
regarding asset-backed securities:

e Section 406 - the extension of the implementation date of Dodd-Frank Act mortgage regulations for

one year,
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we and the Premium Capture Cash

»  Section 407 - the repeal of the Qualified Residential Mort

Reserve Account rulemaking, and

s Scction 410 —the repeal of sections 1413, 1431 and 1432 of the Dodd-Frank Act,

The sections referenced above ail provide significant needed relief, without which investments
in tbe mortgage market and credit availability will be seriously constrained. With regard to Baset
111, we continue to be concerned about the punitive restrictions that agencics have placed on bank
mortgage servicing assets under the final Basel HI capital rules. Such capital treatment of mortgage
servicing will drive a wedge between mortgage borrowers and lenders, potentialy pushing such
activities into the nonbank sector. ABA pledges to work with the Committee on this and other
capital issues arising from Bascl [T implementation that are expected to have adverse impacts on

credit availability and would be pleased to work with you on expanding these provisions in the bitl.

Section 403 includes changes to the points and fees definitions for the Qualified Mortgage rule
which were also included in H.R 1077, introduced by Representative Bitl Huizinga. We strongly
support these changes which are of particular import to community banks who serve as mortgage
brokers when serving their customers.  Without the changes in this section, these banks will find it

harder to make a Qualified Mortgage and to provide mortgage servicers to their local communities.

The extension of the implementation date of the Dodd-Frank Act mortgage regulations

included in Section 406 is essential. These rules will dramatically refocus the entire lending process.

Every participant in that process, from lenders to borrowers, and service providers, appraisers.

escrow agents, title agents and all others will be impacted by the changes, and must come into
compliance in the next six months. Between now and then banks must fully review all of the final
rules, implement new systems, processes, and forms, train staff, and test changes for quality
assurance, as well as work with all these other providers to ensure that they too are compliant. That
effort is made even more complicated when factoring in the fact that to manage vear-end regulatory
and tax reporting requirements, many institutions have an information technology "freeze” between
November and carly January. Because it is not possible to test or revise the new mortgage

compliance systems during the lock-down period. the compliance deadline is effectively November

of 2013.

Regulatory implementation is further complicated by the fact that many banks commonly rely

on vendors for software and system upgrades. Many banks report that their vendors are not yet




ready to provide the necessary updates to the individual institutions and some vendors may not do
so uniil late summer or early fall. Given these time constraints. and the fact that CFPB continues to
issue modifications to the rules, it will be virtually impossible for most lenders to achieve full
compliance by January. That lack of confidence in the ability to comply will likely lead to a
reduction of credit as lenders pull back {rom lending until such time as they have confidence in their
ability to comply. It is a far better approach to delay implementation to ensure that the entire
idustry can comply than to meet an arbitrary deadline that will further disrupt the mortgage

markets and harm credit availability.

In addition to the regulatory corrections made in the scctions delineated above. we also
strongly support Section 409 which exempts from the Dodd-Frank Act the ability to repay
requirements those residential mortgage loans originated by a creditor and held in portfolio. Those
provisions of Dodd-Frank were intended to reform the securitization process to prevent lenders
from originating loans without consequence and then passing the loans through the securitization
chain. Portfolio fenders, willing to make a foan to a borrower who they view as a reasonable credit
risk and willing o hold those loans on their own books, should not be required to meet the Dodd-
Frank requirements. A portfolio lender’s own self interest in maintaining a safe and sound
portfolio, along with safety and soundness regulation and supervision, provide adequate regulation
in this area. Further, the imposition of the Dodd-Frank requirements on portfolio fenders will make
i impossible to serve some otherwise creditworthy customers and will significantly harm certain

borrowers and populations which would otherwise be well served by portfolio lenders.

As referenced above, we support Section 410 of the bill which would repeal three sections of
the Dodd-Frank Act, including the defense to foreelosure provision. The defense to foreclosure
provision has created a concern that prudential regulators will severely restrict the ability of banks
to keep non-QM safe harbor loans in their portfolios. This would make QM the cffective
requirement for safety and soundness and risk mitigation purpases. Section 410 will help to ensure
that lenders are able to offer mortgages to borrowers who do not meet altf of the QM standards but

who nevertheless have the ability to repay a mortgage loan.

ABA also strongly supports Section 412 which incorporates provisions of the Financial
Institutions Examinations Fairness and Reform Act introduced by Representative Shelley Moore
Capito. Our members are concerned that bank regulators are making decisions during the

cxamination process that have effectively and unnecessarily reduced the amount of capital available

No:




for lending-—particularly to small businesses. These decisions hinder banks™ ability to help local
businesses grow and create jobs. The changes included in H.R. 1553 and incorporated into Section
412 of the PATH draft address this critical issuc by establishing clear examination standards and
creating an independent Examination Ombudsman to ensure the consistency of al examinations.
These provisions would also ensure that financial institutions receive timely examination reports
that include full documentation of the information the regulators used to make their determinations,
and would create an expedited process for banks to appeal examination decisions without fear of

reprisals.

ADDITIONAL AREAS OF CONCERN

In addition to the provisions we specifically support, there are provisions of the PATH Act
draft which are of concern and which ABA cannot support in their current form. Specifically, we

have concerns over Section 414 which would prohibit a mortgage servicer of a residential mortgage

from holding an interest in any other security interest on the same dwelling. This provision would
prohibit a fender who holds or services a mortgage loan from offering their customer a home equity

loan or line of credit.

We also have concerns with Section 502 which incorporates provisions of H.R. 927, the
Common Sense Economic Recovery Act. These provisions would permit certain current foans that
would otherwise be treated as non-accrual loans as accrual foans. We are concerned about

legislating changes in accounting standards, even if they are only intended to be for regulatory use.

Banks are issuers of financial statements — upon which our investors rely ~ as well as heavy users off

{inancial statements of our borrowers. We need to make sure that all parties can rely on the
accuracy of financial statements. We appreciate the motivation behind this provision and support
requiring the Financial Stability Oversight Council {(FSOC) to conduct a study of how best to
prevent contradictory guidance from federal banking agencies, but the other aspects of this
provision should be reconsidered. We also believe that Section 412 provides a more effective and

less disruptive means to address the objective of preventing clagsifications of performing loans.

o



CONCLUSION

We appreciate this opportunity to submit comments on the PATH Act discussion draft. We
recognize that provisions of the bill may change and others may be added or altered. We hope that
these comments are helpful in further refining this legislation and in moving the process forward
and we again applaud Chairman Hensarling for crafting this important legislation to begin the

process of reforming our nation’s housing finance system.
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It is an honor to submit this statement for the Financial Services Committee as it
considers the discussion draft of the Protecting American Taxpayers and Homeowners
(PATH) Act as released by Chairman Hensarling, Rep. Capito, Rep. Garrett and Rep.
Neugebauer. | am Basil N. Petrou, managing partner of Federal Financial Analytics, a
firm with a longstanding practice advising financial institutions on the business-strategy
implications of federal policy. We do not lobby or represent clients and the views |
herein provide are mine. They reflect testimony | was honored to provide this
Committee on February 6™ on Establishing the Proper Role for the Federal Housing
Administration (FHA) in the U.S. Mortgage-Finance System, and | am very pleased to
see that the discussion draft includes several of my recommendations to better target
the FHA program to moderate income borrowers while at the same time reducing its risk
to U.S. taxpayers. | am also strongly supportive of the legislation’s effort to promote a
full-scale return of private capital to mortgage securitization.

However, as | shall discuss below, | fear that the proposed approach to FHA will, in
combination with that proposed for the government-sponsored enterprises (GSEs),
pose a serious risk of a wholly unintended consequence: creation of a government
monopoly for wide swaths of the residential mortgage market. Thus, { shall here outline
what | believe would be a balanced approach to both FHA and GSE reform without the
risk of this unintended consequence. In summary:

* The proposed approach to FHA reform has many strong features that will
protect the taxpayer and promote FHA’s mission. However, these reforms
address only federal insurance at the loan level and, for as long as Ginnie
Mae securities bear a 100% full-faith-and-credit guarantee, Ginnie Mae-
guaranteed MBS comprised of FHA loans will drive out other potential
providers of private capital for FHA-eligible mortgages unless the combined
FHA premium and Ginnie Mae guarantee fee is significantly higher than that
offered by the totally private market. Alternatively, the Committee couid
choose to provide the same Ginnie Mae guarantee to private credit
enhancers of FHA-eligible mortgages or provide an aiternative explicit federal
guarantee that backstops targeted mortgages securitized through the new
securitization platform created in the legislation.

e The proposed reforms to mortgage-securitization practice, in concert with the
liquidation of Fannie Mae and Freddie Mac, are designed to create an
alternative path to the secondary market. However, the new private
structures are complex, untested and likely to prove impracticai not just for
community banks, but indeed for any regulated U.S. bank and bank holding
company. Thus, to the extent the proposed approach succeeds, it may welt
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advantage only “shadow” institutions, posing unintended, but severe,
systemic risk.

FHA Reform

As noted, | strongly support many aspects of the proposed approach to FHA, which |
believe will simultaneously better target the program to under-served market segments
and reverse FHA'’s financial deterioration and taxpayer risk. These sections of the bill
would:

e income target the program for all but first-time homebuyers, promoting
delivery of a fuil-faith-and-credit guarantee from the U. S. Government (USG)
only to Americans who need continued access to a low downpayment
mortgage which historically has been provided through a thirty-year, fixed-rate
mortgage (FRM) without a prepayment penalty that may remain difficult to
obtain without a USG backstop;

» reduction in the amount of the FHA guarantee to 50%, which will align lender
and USG interests at the loan level (although not at the mortgage-backed
security or MBS level as | shall discuss belowy);

¢ reduction in the base limit for FHA loans better to track actual U.S. house
prices (although the high-cost limit remains so high as to promote USG
dominance in key markets); and

» the goal of risk-sharing with the private sector, including with private mortgage
insurance (MI). Again, however, | am concerned that the limited risk share
between FHA and private credit enhancers as proposed will not address the
expansion of the FHA's role that results from the interaction between FHA
and GSE reform proposals.

+ | aiso believe the restructuring of FHA into a government corporation is an
approach with the potential for better delivery of service to defined market
segments. However, | strongly urge Congress to track the approach taken in
other government corporations (e.g., the Overseas Private Investment
Corporation) to stipulate clearly and strongly that the new corporation must
price its services and structure its products at all times only to support
borrowers not adequately served by private capital, with this determination
made through the use of robust and transparent analytics.
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GSE Reform

As noted, the measure’s reforms at the FHA loan level do not solve for the problem of
returning private capital throughout U.S. housing finance because FHA-backed loans
are still packaged into MBS backed by Ginnie Mae and, thus, afforded a 100% full-faith-
and-credit USG guarantee structured and priced in a manner that drives out potential
alternative MBS backed by private capital. One need look only at the execution
advantages now enjoyed by Ginnie Mae versus the GSEs — backed now by an
“effective” USG guarantee ~ to see the gulf that will quickly occur if the bill does not
address risk-sharing and other reforms throughout the mortgage-securitization
structure, going beyond the loan level addressed in the FHA-related provisions.

The measure would liquidate Fannie Mae and Freddie Mac and replace them with a
new system {including covered bonds) in which newly structured, better-regulated MBS
would meet market needs. These are worthy goals, but | fear they cannot be
accomplished as proposed.

In summary, my caution derives from the following concerns:

* The proposed replacement mechanism for private mortgage securitization (a
“securities-based approach”) is premised on complex MBS structures that
have been tried only once with success in the market, when they structured
subprime MBS with catastrophic systemic consequences. The measure
seeks to solve for this with new regulation, but | do not believe reguiation can
conguer perverse incentives sure to be resurrected in highly-engineered
financial products that, given the size of the U.S. mortgage market, will pose
serious risk even if confined to a fraction of the market. | believe that the hard
lesson of the financial crisis is that simple is safe and complex can prove
cataclysmic because regulators are always at least one step behind the
market. A simple guarantee by a regulated, capitalized private entity across
the entire scope of an MBS is a transparent, safe, sound and proven
approach to mortgage securitization.

e Under the new Basel Il rules, banks will need to hold penalty levels of
regulatory capital (more than dollar-for-dollar) if they hold the riskiest tranches
of MBS, Regulators have decided that complex securitizations are simply too
risky for regulated banks for the reasons noted above, especially if markets
demand that banks hold the highest-risk tranches in hopes that this cures
incentive-alignment risk. Under the new rules, tranched securitization is
effectively barred for banks large and small. The bill's two-year delay of the
rules might create a window in which this is not true, but all of the risks in
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complex, structured securitizations still remain and, perhaps, are magnified if
there is a rush to a high-risk market during any such opening.

I note that the measure may hope to compensate for these problems by authorizing
covered bonds. This structure has promise. However, even in nations with mortgage
systems akin in some ways to the U.S. — e.g., Canada ~ they are small portions of the
total mortgage market. Under appropriate prudential regulation, covered bonds are
highly difficult prudently to offer because of the capital cost of the remaining asset and
significant potential interest rate risk. The need for “substitute” assets in a covered
bond also poses serious challenges to banks seeking ~ as they should - to bolster
liquidity through larger holdings of high-quality assets.

Conclusion

While | am deeply concerned that the proposed approach to GSE reform has
unintended risks, I strongly support the goals of the legislation:

e A stronger, better targeted FHA,
« Arevitalized private secondary mortgage market; and
s Transformation of Fannie Mae and Freddie Mac.

I would be pleased to provide the Committee with answer to any questions you may
have on the points made in this statement and to provide detailed recommendations on
specific ways better to achieve these objectives. | hope that strong FHA and GSE
reform can quickly become law, as continuation of the conservatorships and
uncertainties in the current structure stalls long-overdue economic recovery.
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The Honorable Jeb Hensarling, Chairman
Committee on Financial Services

U.S. House of Representatives
Washington, D.C. 20515

Dear Chairman Hensarling:

On behalf of the Credit Union National Association (CUNA), Fam writing to submit for
the record our thoughts on the discussion draft entitled: “Protecting American Taxpayers
and Homeowner (PATH) Act of 20137 CUNA is the largest credit union advocacy
organization in the United States, representing Ameriea’s state and federally chartered
credit unions and their 96 million members. We appreciate the opportunity you afforded
us to discuss our interests and concerns with vespect to housing finance reform in general
and this legislation in particular, as it was being developed. We also appreciate the
thoughtful consideration you have given to our concerns which have been reflected in
many of the provisions of this fegislation.

The PATH Act seeks to minimize government involvement in the secondary market, limit
taxpayer liability. foster innovation and allow for more private sector capital in the
marketplace. Additionally, your bill strives to provide equal access to all financial
institutions regardiess of asset size. The bill provides a new framework for a housing
finance system, and, in so doing, provides for many provisions that credit unions
appreciate. Our letter today highlights the many positive aspects of your legistation, some
initial comments to consider in Committce discussions, and some reservations we have
about the legislation. It should be noted at the outset that we continue to study the
legistation, and these preliminary views remain subject to a more careful consideration of
these difficult policy questions.

Credit Unions Strongly Support Relief from the Enormous and Complex Regulatory
Burdens of the Dodd-Frank Act’s Mortgage Related Provisions and Rules

The legistation includes many regulatory relief provisions for credit unions, including
changes to recently finalized rules by the Consuiner Financial Protection Bureau (CFPB).
In particular. CUNA strongly supports Section 406, which would detay the mandatory
implementation of all Dodd-Frank mortgage rules for an additional year. As the
Committee is well awarc, the new mortgage rules impose many thousands of pages of
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regulatory burden on credit unions and other community-based financial institutions that did not
cause the mortgage crisis and have, throughout history, employed the strong underwriting
principles the rules are designed to require.

The compliance obligations imposcd by the mortgage rules are simply overwhelming to many
credit unions, especially America’s smallest credit unions, and the tight timeframe for
compliance puts the availability of mortgage credit—and thus Amcrica’s nascent housing
recovery—at risk. Another year would ensure that mortgage credit remains available to millions
of credit union members while credit unions all over the country continue to understand how to
implement the most sweeping regulatory changes to mortgage lending in U.S. history, and would
be welcome relief to credit unjons.

Section 409 exempts any residential mortgage held on the balance sheet of the originating
creditor from the Home Mortgage Disclosure Act, eliminates the requirement to set up an escrow
account for higher-priced mortgage loans held in portfolio, and relieves credit union portfolio
loans of many of the requirements of the Dodd-Frank Act that would be very burdensome and
costly to implement. This importantly includes the ability-to-repay and Qualified Mortgage or
“QM™ requirements. These changes would provide extraordinary relief for credit unions.
Historically, credit unions have been portfolio lenders. holding 60-75% of the mortgages they
write on the books in most years prior to the financial crisis. The incentives of portfolio fenders
are different from those that sell into the secondary market, given that the lender bears the entire
risk of default. Portfolio lenders have strong incentives to pay close attention to the borrower’s
ability to repay, and credit unions, given that their members are also their owners, have
especially strong incentives to employ sound underwriting practices. We appreciate that the
PATH Act recognizes that portfolio lending should not be treated the same for purposcs of
designing a regulatory framework for a housing finance system.

Section 409 is especially powerful when read together with Section 410, which repeals three
sections of the Dodd-Frank Act. including the defense to foreclosure provision. The litigation
risk created by the defense to foreclosure provision has caused many credit unions to worry (hat
prudential examiners will severely restrict the ability of credit unions to keep non-QM loans that
do not enjoy the QM rule’s safe harbor in their portfolio after the rule goes into effect. This
would make QM the effective requirement for safety and soundness and risk mitigation
purposes. Together, sections 409 and 410 do a great deal Lo alleviate the very real concern of
credit unions that they will not be able (o offer mortgages to their members who do not meet ali
of the QM standards but who nevertheless have the ability to repay a mortgage loan. These
changes will also help facilitate the kind of creative products that are possible through portfolio
lending that individualize the process of getting a mortgage based on the individual
circumstances of each member,

CUNA also supports the sections of the PATH Act that incorporate Congressman Huizenga's
fegislation, H.R. 1077, the “Consumer Mortgage Choice Act.” CUNA supports H.R. 1077, and
appreciates that this needed legislation is included in the PATH Act. In particular, one area of’
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the CFPB’s ability-to-repay rule that is of concern to CUNA is the definition of points and [ees,
which includes affiliate title charges. FLR. 1077 excludes from the definition “all title charges.
regardless of whether they arc charged by an affiliated company, provided they are bona fide and
reasonable.” Defining points and fees in this way will maintain a competitive marketplace,
prevent over-pricing or limited choice in low-moderate income areas, and allow consumers to
enjoy the existing benefit of working through one entity for their new mortgage or refinance. A
statutory revision would make this definition clearer and stronger than the CFPB’s amended rule.

In addition, H.R. 1077, and the PATH Act, both address the inclusion of toan level price
adjustments, an upfront fee that IFannie Mae and Freddie Mac charge to offset loan-specific risk
factors such as the loan-to-value ratio or a borrower’s credit score, in the definition of points and
fees under the CFPBs ability-to-repay rule. This fee works much like a guarantee fee and does
not constitute revenue to the loan originator. It is especially important for moderate-income
consumers 1o obtain affordable mortgages and including this adjustment fee in the definition of
points and fees impairs the availability of credit for some of our members. Credit unions
appreciate that the PATH Act excludes this fee from the calculation of points and fees under the
rule.

CUNA also welcomes many other provisions of Title IV of the PATH Act, including Section
407, which would repeal credit risk retention requirements and the requirement for rulemaking
for “Qualified Residential Mortgages.” In addition, CUNA supports Section 411, which permits
a 40-year mortgage to be considered a Qualified Mortgage. and allows the consumer to waive the
requirement that mortgage disclosures be provided to the consumer 3 business days before
closing. We also support Section 412, which includes needed provisions to reform the
examination process for financial institutions.

We look forward to working with the Committee to develop additional ways to remove barriers
to the investment of private capital in the mortgage marketplace and allow credit unjons to
provide efficient, fair lending to their 96 million members and continue America’s bousing
recovery.

Credit Unions Appreciate Provisions Ensuring Equal, Open Access to Secondary Market

Although credit unions traditionally are portfolio lenders, the secondary market has become
increasingly important to credit unions. Over the past several years, as credit unions have
learned to operate in the low interest rate environment of the post-financial crisis world, credit
unions have been increasing sales of mortgages into the secondary market as a way to manage
interest rate risk and shield themselves from hazard. In the first quarter of 2013, a record 58% of
mortgages originatcd by credit unions were sold to the secondary market. up from the historic
average of 25%-40%.
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The creation of an efficient, effective, and fair secondary market with equal access for lenders of
all sizes is a critical component of any housing finance reform effort and a primary focus of
credit unions. Very simply, as evidenced by the historic performance of credit union loans
before, during and after the recession, we believe that credit union mortgages are more valuable

to investors than those of banks due to much fower net charge-oft rates.” CUNA very strongly
believes credit unions should be able to sell one loan at a time and not be discriminated against i
the marketplace merely because the volume of loans an individual institution can annually sell
may be smaller.

CUNA appreciates the Commitiee’s sensitivity to this issue, and notes the provisions designed to
help credit unions in the marketplace. For example, the bilf allows all QM and non-QM loans of
any size to be eligible for securitization through the Platform. The bill sceks to prevent
discrimination against eligible loan originators, aggregators, or qualified issuers, including in
fees based on the size, composition. business line, or loan volume of an originator. CUNA is
also supportive of the Federal Home Loan Bank system and thinks that it is a positive step
FHLBs are authorized as aggregators, and generally believes that the FHLB model is something
that could be useful for Congress to consider in any new housing finance system. As you are
aware, some credit unions find it difficult to become members of a FHLB; in fact, privately
insured credit unions are not permitted by law to become members of a FHILB. As this
legistation moves though the House we would appreciate that more thought be given as to how
credit upions can more easily gain membership to the FIHLIB system, including the addition of

language permitting privately insured credit unions to join a FHLB.
Preliminary Credit Union Concerns with the Legislation

Credit unions strongly believe that any new system of housing finance must include consumer
access to products that provide predictable and affordable mortgage payments to all qualified
borrowers. Traditionally. this has been delivered through fixed-rate loans; such as the 30-year
fixed-rate mortgage. CUNA has serious concerns that the PATH Act may not provide credit
union members with a sustainable secondary market that can provide the necessary fiquidity and
structure which will ensure the continuation of long teem fixed rate mortgage products. This is
of particular concern for credit unions because more than 83% of credit union mortgages issued
since 2008 have been fixed-rate mortgages; this signifies particularly strong member demand for
a fixed-rate mortgage product. Moreover, due to the inherent risk of keeping long term products
in portfolio and the significant price increase associated with these loans due to a privatized
market, many credit unions may opt not to provide lfong term fixed rate mortgage products,

* Prior to the Great Recession, annual net charge-off rates on residential mortgage loans at both banks and credit
unions were negligible, less than 0.1%. However, as the recession took hold, losses mounted. At credit unions, the
highest annual loss rate on residential mortgages was 0.4%, based on NCUA data. At commercial banks, the
similarly calculated loss rate exceeded 1% of loans for three years. reaching as high as 1.58% in 2009, based on
FDIC data.



271

The Honorable Jeb Hensarling
July 17,2013
Page 4

leaving only the largest of banks to offer long term fixed rate foans which inevitably serves to
only further increase the size of the largest financial institutions that have been decmed, too big
to fail.

In addition, there are several reservations we have regarding the PATH Act’s model that we call
to the committee’s attention which may not lead to the most efficient market and/or may have
difficulty working in practice. We question how an independent. non-governmental, not-for-
profit entity which would seem to function as a regulator with authority to set mortgage-related
standards could be adequately supervised by FHFA. It is also unclear how the standards that the
new entity would set would actually be enforced. Credit unions appreciate the understanding that
a transition period is necessary, but worry that a five-year transition period may be too short a
time to ensure that the housing market continues to function efficiently as we move to the new
system of housing finance.

In addition, credit unions are concerned about requirements for the GSEs to purchase only QM
loans during the five-year transition period. This requirement makes it virtually impossible for a
viable secondary market to exist for non-QM loans during this period. If the secondary market
will not accept non-QM loans, credit unions may not write them, especially if this environment
of historically low-rates continues. In addition to interest rate risk, credit unions arc concerned
that our prudential regulator will not ook favorably on non-QM foans being held in portfolio.

To the extent that happens, credit unions will not be able to meet the mortgage lending needs of a
segment of their membership. CUNA encourages the Committee o consider other approaches to
managing the secondary market during the transition period.

Although credit unions are exempt from the Basel requirements, NCUA is currently considering
its own risk-based capital requirement&2 In order to ensurc the continued availability of
mortgage credit for credit unions. the PATH Act’s delay of the Basel requirements should be met
with a similar delay in NCUA’s efforts to risk-weight capital standards {or the credit union
system.

CUNA also has governance concerns in connection with the bill. Section 311 of the PATH Act
establishes a Board of Directors for the utility that includes two representatives from larger
institutions and two from smaller ones. Credit unions would appreciate statutory fanguage that
establishes that one of these directors should come from credit unions. In addition, during the
transition period, Section 283 establishes an advisory board with representatives of the mortgage
finance industry. CUNA hopes the Committee would consider establishing that some of these
representatives come from NCUA or the credit union system.

? See. e, Remarks of NCUA Board Chairman Debbie Matz at the 46th Annual Conference of the National
Association of Federal Credit Unions. July 12, 2013, uvailable ui
htip: e neua. gov News Pages/SP201 307 12MatzNAFCU aspx.
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Conclusion

CUNA recognizes that establishing a new system of housing finance requires the balancing of an
extraordinarily complex series of policy choices, and appreciates your leadership and the
leadership of others on the Committee in tacking these difficult questions. America’s credit
unions remain supportive of reforming the GSEs and increasing private capital in the mortgage
marketplace in ways that allow consumers to borrow at affordable rates with payments that kecp
housing attainable to 96 million credit union members. We look forward to continuing to work
with the Committec on these issues going forward.

Best regards,

Bill Cheney
President & CEO
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MICA Statement for Submission to House Financial Services Committee
on the Protecting American Taxpayers and Homcowners (PATH) Act of 2013

Mr. Chairman and Ranking Member Waters, thank you for the opportunity to submit this
statement on the critical subject of housing finance reform. [ am Tercsa Bryce Bazemore,
President of Radian Guaranty, Inc., and President of the Mortgage Insurance Companies of
America (MICA). I am submitting this statement on behalf of MICA, the trade assoctation
representing the private mortgage insurance industry. Private mortgage insurance helps qualified
low downpayment borrowers obtain affordable mortgages and provides credit enhancement to
lenders, expanding the mortgage market responsibly. Housing finance reform is a subject that
has an impact on all American families, including not only the majority of households who own
their own homes, but the many others who aspire to do so. For this reason. | commend you for
holding this hearing and addressing an issue so central to the fiscal health of American families.

The discussion draft of the PATI Act is an important step in moving forward on much-needed
legistation to ensure that the .S, has a stable and sustainable housing finance system that
affords qualified borrowers the opportunity to own their own homes.

Title Il of the PATH Act (FHA Reform) addresses reform by proposing new requirements that
improve the solvency and strength of the FHA Single Family Mutual Mortgage Insurance Fund
which ultimately ensures the ability of the FHA to succeed in its mission of serving low-to-
moderate income homebuyers and first-time homebuyers.

MICA is supportive and encourages the Chairman's effort where the bill:

e Restores FHA to its historical mission of serving low-to-moderate income borrowers and
first-time homebuyers. By resetting loan limits and establishing income-based eligibility
for FHA insurance, these reforms can prudently conserve FHA resources and minimize

the risks to taxpayers.

¢ Incrcases the downpayment requircment to five percent for existing homeowncrs who are
purchasing a new home. This wili allow FHA to better allocate its limited resources to
first time homebuyers.

e Increases the capital requirements and strengthens the FHA Mutual Mortgage Insurance
Fund so that the FHA is better positioned to serve its mission across economic cycles.
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e Subjects the FHA to clear and actionable consequences designed to restore financial
soundness in the cvent capitaf reserves fall below designated levels.

e [mproves underwriting standards and provides new authority to enforce adherence

thereto,

e Establishes a risk-sharing pilot program that has the potential to give the FHA access to
best-in-class risk management. technology. processes and procedures of the private
mortgage insurance industry. However, we believe the program should be on an
accelerated timeline for implementation (six months rather than two years) and we
support increasing the proportion of FHA business that is risk-shared from 10 percent to
50 percent over the course of 5 years.

Reorganizing the 1A as an independent agency is a proposal that requires careful
consideration. In particular, MICA is concerned that scaling back and eventually dissolving
Fannie Mae and Freddie Mac without an explicit role for private mortgage insurance as the foan
level credit enhancement poses two unique dangers: {irst. it endangers the goal of prescrving
FHA resourees to serve low-to-moderate income and first-time homeowners; second, it exposcs
the housing finance system to unacceptable levels of risk concentration through vertical

integration,

Without a clear requirement for the use of private credit enhancement in the form of private
mortgage insurance for qualified securities under the Mortgage Market Utility, tow
downpayment borrowers will be driven to the FHA. Market forces will dictate that the only
viable resource for fow downpayment lending is that which has explicit authorization in the
legislation. By requiring private credit enhancement for the Joans in the new mortgage-backed
securities, the proposed legislation creates a fulsome marketplace in which FHA and private
mortgage insurance serve the entire spectrum of the low downpayment homebuyer population,

while also minimizing credit risk for investors.

Private mortgage insurance remains the most viable and reliable alternative to the FHA program.
Since 2007, private mortgage insurers have assumed responsibility for over $35 billion in claims
paid to the GSEs alone, losses that otherwise would have been borne by taxpayers. Reform must
include an ongoing role for the private sector to promote prudent lending standards and shield
taxpayers from losses, especially during times of market stress.

Furthermore, without explicit recognition of an independent, well-capitalized. regulated and
financially sound credit enhancement for low downpayment mortgages in the new mortgage-
backed securities, the entire system is vulnerable to unacceptable levels of risk concentration.
Including private mortgage insurers in the housing finance market serves to provide a necessary
independent party in the housing finance market chain that connects loan originators to

L3
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aggregator, to servicers, to issuers, and MBS investors. As an independent and monoline
business, private mortgage insurance’s presence in the transaction helps avoid unwanted risk
concentration as well as helps avoid conflicts of interest while also introducing a stable counter-

cyclical element.

As one of the few private, counter-cyclical elements in the secondary market, MICA believes
that all proposals to reform the housing finance system should recognize the important role of
private mortgage insurance in mitigating the risk of default and placing private capital in a first

loss position,

In closing, MICA looks forward to working with Congress on these issucs.
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ﬂi NMH Motionat Mulfi
Housing Counci”

Apoartments: Smart Communities, Smartes Living

July 18, 2013

The Honorable Jeb Hensarling
Chairman

Committee on Financial Services
United States House of Representatives
Washington, DC 20515

The Honorable Maxine Waters

Ranking Member

Committee on Financial Services
United States House of Representatives
Washington, DC 20515

Dear Chairman Hensarling and Ranking Member Waters:

The National Multi Housing Council (NMHC) and the National Apartment Association (NAA) are writ-
ing to thank you for the Committee’s commitment to housing finance reform in the 113" Congress,
and the opportunity to provide comment on the Protecting American Taxpayers and Homeowners Act
{PATH Act) as part of the July 18, 2013, hearing entitied, “A Legislative Proposal to Protect American
Taxpayers and Homeowners by Creating a Sustainable Housing Finance System.”

NMHC/NAA represent the nation’s leading firms participating in the muitifamily rental housing indus-
try. Our combined memberships engage in all aspects of the apartment industry, including ownership,
development, management and finance. NMHC represents the principal officers of the apartment in-
dustry’s largest and most prominent firms. NAA is a federation of 170 state and local apartment asso-
ciations comprised of approximately 60,000 multifamily housing companies representing more than
6.6 million apartment homes throughout the United States and Canada.

NMHC/NAA support housing finance reform efforts to achieve the following goals:

Ensure mortgage liquidity in ali markets at all times;

Ensure capital availability for the wide range of properties, sponsors and renters;
Expand private capital participation;

Limit/mitigate market disruptions; and

Insulate the taxpayer from losses.

gL

While policymakers are understandably focused on reforming the GSEs’ single-family programs, they
must avoid a “one size fits all” approach to housing reform. The distinctions between single-family and
muitifamity, which include private capital participation, underwriting {inciuding legal framework, term,
rate, borrower requirements, and servicing), risk sharing, and ioan performance, underpin the es-
sence of real estate finance, and require that reform to each market be approached separately.

The July 11, 2013, draft of the PATH Act contains dramatic changes for residential real estate finance.
However, the bill does not distinguish between targeted reforms or anticipated outcomes for the wide
variety of residential real estate groups, including single family, muitifamily, student housing, seniors
housing, affordable housing and military housing. These distinctions are noteworthy, particularly for
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the multifamily segment, which uses commercial morigage debt products. The absence of dedicated
references to multifamily real estate in Title | (GSE Wind-Down) or Title Hl (New Market Structure) has
the effect of imposing all single-family market reforms on the multifamily market as well as other clas-
ses of residential real estate.

The “square peg, round hole” dynamic endangers a well-functioning market that did not contribute to
the housing crisis and performed well through the recent recession. {f reform efforts are to succeed in
their stated mission, policymakers must give dedicated, thoughtful and separate consideration to the
multifamily finance system. Legislative reform solutions that only address the challenges or structurai
faijures in one real estate class would make the muftifamily industry coliateral damage.

We encourage policymakers to continue to engage with the multifamily industry to develop workable
solutions to the issues the PATH Act seeks to address as the Committee advances consideration of
housing finance reform. To further clarify the need for a separate multifamily title, we are including an
attachment that outlines in more detail the reasoning. We thank you again for the opportunity to partic-
ipate and provide comment on this critical issue.

Sincerely,
. > Cra
S, :
Douglas M. Bibby Douglas S. Culkin, CAE
President President
National Multi Housing Councit National Apartment Association

Attachment: Reasons for Including a Multifamily Title in PATH Act
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National Multi Housing Council and National Apartment Association
Attachment to July 18, 2013, Letter

Reasons for inciuding a Multifamily Titie in PATH Act

On July 11, 2013, House Financial Services Committee Chairman Jeb Hensarling (R-Texas) released
the Protecting American Taxpayers and Homeowners Act (PATH Act), which proposes to eliminate
government guarantees for muitifamily and singie-family mortgage products, wind down government-
sponsored enterprises {(GSEs) Fannie Mae and Freddie Mac, overhau! the Federal Housing Authori-
ty's (FHA’s) multifamily loan products, delay changes in Basel ll bank capital standards and repeal
real estate-related portions of the Dodd-Frank Act.

While policymakers are understandably focused on reforming the GSEs’ single-family programs, the
unique needs of the multifamily housing sector cannot be overlooked. The two sectors operate differ-
ently, have divergent performance records and require distinct reform solutions. For the PATH Act to
better deliver on its goal to provide a comprehensive, balanced housing finance reform solution, the
bili should include a separate muitifamily title. Here's why.

The bill stops short of adequately addressing or acknowledging the muttifamily industry, de-
spite the fact that the sector drives one-third of the housing market.

» Roughly one in three Americans chose rental housing, and economists expect that number to
grow in the coming decade. As many as half of ali new households this decade will rent.

* Despite this sizeable role in the housing market, the bill references muitifamily just 11 times.
Furthermore, 10 of the 11 references fall in the FHA Reform title, which addresses a fraction of
the muitifamily mortgage market. While an important program, FHA represents 7.2%, or $74
billion, of the existing multifamily debt outstanding, according to the Federal Reserve.

The hill imposes single-family mortgage market reforms on the multifamily industry, aithough
the two have fundamental differences.

» The absence of dedicated references to multifamily real estate in Title | (GSE Wind-Down) or
Title i (New Market Structure) effectively impose all single-family market reforms on the muiti-
family market despite fundamentat distinctions between single-family and muitifamily financing.

« Unlike single-family mortgage financing, muitifamily financing uses commerciat debt products,
which have different standards for private capital participation, underwriting (including legal
framework, term, rate, borrower requirements, and servicing), risk sharing, loan performance
and investor engagement.

* Moreover, the provisions establishing the structure and function of the new Utility reference
“residential mortgages” to the exclusion of multifamily. Subsequent provisions establishing
qualified securities, roles for market participants, market structure and regulation make similar
exclusive references to residential debt, as does a provision amending the role of Federal
Home Loan Banks in securitization.

« This approach puts in jeopardy roughly 34%, or $309 billion, of the mortgage market for the
multifamily industry through implication or omission.
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The biit fails to recognize or address the impacts of the legislation on the muitifamily market,

Given the role the GSEs play in multifamily finance, the bill's proposed changes couid have a
destabilizing effect on the roughty $862 billion muitifamily debt market.

According to industry experts, academics, and governmental bodies, without specific multi-
family provisions, some of the provisions in the bill could cause mortgage interest rates to rise,
decreasing the availability of debt for the multifamily industry by 10-20%. Muliifamily property
values could also decline.

This combination could decrease the rental housing supply by as much as 27% and affect
much-needed new apartment development, according {o an independent report commissioned
by the Federal Housing Finance Agency (FHFA). NMHC projects that the multifamily industry
needs to produce at least 300,000 new apartment homes—and possibly as many as
400,000-—each year to meet demand; in 2012, only 157,600 new apartments were buiit.

This decrease in supply could result in rent increases nationally; however, tertiary geographic
markets could see more significant rent spikes of between 11-26%, according to the FHFA-
commissioned report.
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‘The one million members of the National Association of REALTORS™ thank Chairman
Hlensarling for introducing a comprehensive financial reform bill, the “Protecting American
Taxpayers and Homeowners Act of 20137 (PATH ACT). However, NAR must oppose this
draft. Most significantly, our opposition 1s twofold: 1) We strongly opposce the end of
federal guarantee for a secondary mortgage market; and 2} the dramatic restructuring of

FITA.

Without a federal guarantee for the new utility, and a removal of Tide 11 regarding FHA, we

cannot support this discussion draft.

Wind down of GSEs and Creation of New Market Utility

As indicated on a number of occasions, NAR supports a comprehensive approach to
restructuring the secondary mortgage market, including winding down Fannie Mac and
Freddie Mac (the government sponsored enterprises, or GSEs), but belicves any new
secondary market entity replacing the enterprises must have an explicit government
guarantee. The drastic changes and timcline outlined in the PATH Act, uldmately, doesn’t
take into consideration the dramatic destruction of wealth that many middle class Americans
would experience as the tesult of falling home prices should the $10 tillion dollar mortgage
market lose a functioning secondary market that includes what has been a Jong-standing role

for the federal government.

REALTORS® are supportive of a sclf-sufficient infrastructure whereby safe, sound,
transparent, and insured MBS may be packaged and sold. NAR believes the Utility will bring
standardization, stability and confidence iy the mortgage market space to facilitate the repurn
of private sources of capital to the housing finance system.  Addidonally, we believe the
improvement of loan level and mortgage pool disclosures to market participants will
enhance opportunitics for private capital participation. T'his data is an cssential foundation

for investors to cfficiently analyze and price mortgage credit risk.

RIEALTORS® agree with Inwmakers that taxpayers should be protected, private capital must
return to the housing finance market, and that the size of government participation in the
housing sector should decrease if the market is to function properly. [lowever,
REALTORS® believe that it is extremely unlikely that any sccondary mortgage market
structure that does not include government backing could suppost the existing mortgage
funding needs of the United States housing sector. Make no mistake; the tremendous size of
this systemically important market can neither be supported solely by lending from insured
bank deposits nor from private investors that would be required to take on additional risk.

Legislation that relies only on private capital to operate the sccondary mortgage market will
find that, in extreme economic conditions, private capital will retreat from the market. A

federal guarantee is essential to ensure borrowers have access to affordable mortgage credit.
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Without goveroment backing, creditworthy consumers will pay much higher mortgage
interest rates and mortgages may at times not be readily available —as has happened in

jumbo and manufactured housing teal estate loan markets in the aftermath of the crisis.

tn both instances, mortgage capital became nearly non-existent, which prohibited qualified
borrowers from aceess to the funds required to purchase a home. Although private capital is

now returning to these markets, it has taken many vears.

Share of Morigage Securitization Market By Seginent
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Orver the last 5 veats, FHA has raised its insurance premiums, the GSHs have raised their
upfront fees (including loan-level pricing adjustments), and the leading industry as a whole
has tightened underwriting standards to the point that only those with pristine credit
histoties have access to reasonably priced mortgage credit. The lack of financing put
downward pressure on home values, increasing the number of homeowners whose
mortgages exceed the value of their home, and increasing foreclosures. As can be seen from
Figure 1, if no government-backed eatity existed as private mortgage capital fled to the
sidelines in recent years, the housing marker would have come to a complete halt and

thrown our pation into a deeper recession, or even a depression.

When the economy turns down, pavate capital righttully flees the marketplace, and should
that occur in the residential market it would come to an abrupt and complete halt. Should
that happen in the residential mortgage market space, the results for the entire economy —
because of the plethora of peripheral industries that support and henefit from the residential

housing market — would be catastrophic.

RIZALTORS® believe that full privatization is not an cffectve option for a sccondary masket
because private firms” business strategies will focus on opumizing thetr revenues and profirs.

This model would foster mortgage products that are more aligned with the business” goals
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{c.g. based upon significant financial risk-taking) than i the best interests of the nation’s

housing policy or the consumer.

Homeownership is a cornerstone of our cconomy. As such, it is a significant driver of
employment opportunity. fobs are created i the numerous businesses thatare all part of
the housing industry (c.g. home renovation, remodeling, and furnishing). We must endeavor
to support this founding pillar of our society and cconomy so that our nation can begin to

move toward recovery, instead of lingering in our current cconomic malaise.
Loan Limits

PATH proposcs to lower the conforming and FILA Joan s, Lowering the loan limits
restriets liquidity and makes mortgages more expensive for houscholds nationwide. Without
the additional iquidity created by maintaining loan imits ar current levels, families will have
to pay more to purchase homes, face the possibility that they will not be able to obtain
financing at any price or find it more difficult or impossible to refinance problematic loans

into safer, more affordable mortgages.

Many argue that the loan limit increases benefit only the higher cost arcas, but this is not the
case. According to a recent HUDD report, only 3 percent of 'HA loans are above $362,750,
and less than 2 percent are above $417.000. The majority of markets that would be
impacted by the loan Emit decline are NO'L high cost. If the limits were to fall, more than
halt of all existing homes nationwide will be incligible for FITA mortgage financing. If
families cannot obtain financing to buy, sellers will need to further reduce the price on their
home. This will further erode the wealth of American familics and will prolong the nation’s

cconomic rece wvery.

The 30-Year Fixed-Rate Mortgage

Unique to the U.S. housing finance sector is the availability of affordable, long-term fixed-
rate mortgages. The 30-year fixed rate mortgage is the bedrock of the U.S housing finance
system. And now, more than ever, consumers are sceking fixed rate 30-year loans because

they are casily understood and offer a predictable payment schedule.
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The Majority of Consumers Preferred a 30-year
Fixed Rate Mortgage During Rising and Falling Rates
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As discussed above, REALTORS™ believe that full privatization is not an ctfective option
for our secondary mortgage market because private firms” business strategies will focus on
optimizing their revenue/profit generation. This model would foster mortgage products that
are more aligned with these business” goals (e.g. based upon signifieant financial risk-raking)
than in the best interest of the nation’s housing policy, or the consumer. We believe that this
would lead to the climination of long-term, fixed rate mortgage products (c.g. 30-year fixed-
rate mortgape), and an increasce in the costs of mortgages to consumers. At this time, when
our cconomic recovery teeters on the edge of full recovery, activities that foree further

constriction of economic activity should be resisted.

Acc

term fived-rate residential mortgage loan would ever arise spontancously without

srding to rescarch by cconomist Dr. Susan Woodward, there is no evidence that a long-

government urging. Dr. Woodward points out that a few developed countries have
encouraged the use of amortizing long-term loans, but in all instances (save for Denmark)
where they do exist, the loans have adjustable rates and recast every 5 years. She goes on to
point out that the United States is unique in having a residential mortgage that is long-term,
amortizing, fixed-rate and pre-pavable, and that Americans have come to view this product
as one of their civil rights. Dr. Woodward points out that in early 2000, when Former
Federal Reserve Chairman, Alan Greenspan, hinted at its abandonment, the public outery

was such that he cagerly abandoned that position.

We are particularly concerned by data that suggests that, should the 30-year fixed rate

mortgage cease to be available, older owners who tend to stay in their home longer, would
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be the most effected. A future scenario of rising interest rates to a group of homeowners
on a fixed income would sce higher pavments. The absence of availability of a fixed rate

mortgage payment for this group would ereate a similarly outery:

Share of Homesellers with Tenure Longer than
o 15 Years, by Age Group: 2011 a0
50%
4%
30
2086
10%
0%
Al Sellers  18to34 35t0 44 45ta 54 55to 64 651074  TSyearsor
years years years yEars years older
Source: NAR
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Additionally, others have suggested that a 30 year mottgage builds equity slower, however,
borrowers forced into a mortgage with a shorter duration face a significant loss in

purchasing power. Consider an individual carning approximately §52,000 who is purchasing

a §208,000 home (May 2013 median home price) with 10% down:

Duration Intercst Rate  Payment (PITI)

30 year 1.07% $1.160
15 year 317% $1,540

With a 30-year mortgage, the consumer’s total mortgage debt to income (IDTT) would be
20%; with a 15 year mortgage, this measure of affordability jumps to 36%. To achieve the
same DT with a 15-year mortgage, the purchase price would have to be reduced to
144,444
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Shorter Term Raises Payment and DTI; Matching
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FHA Restructuring

With the collapse of the private mortgage market, the importance of the Federal Housing
Administration has never been more apparent. As liquidity has dried up and underwriting
standards have been squeezed tight, FFLA is one of the primary sources of mortgage
financing available to families today. Without FITA, many familics would be unable to

purchase homes and communities would suffer from continued foreclosure and blight.

The PATIH Act would define a much difference mission for the FITA by himiting it to first-
time homebuyers and those making less than 115% of arca median income. The bill would
make other significant changes to the program including increasing downpayments, lowering

loan limits, and ncreasing premiums.

We strongly oppose these changes, and instead support reforms to address solvency issues,
as was the approach taken in the bill that was passed in the House by 2 vote of 402-7 last
year. We strongly believe that the reforms included in this Tide will disenfranchise millions
of qualified families from purchasing a home of their own, with cqually significant
ramifications for local communitics. We believe that a total restructuring of the sort
proposed in the Act is unnecessary, and will severcly and unnccessarily disrupt recovering

housing markets.
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FILA, like every other holder of imortgage risk, has incurred financial losses as a result of
high foreclosures during the housing crisis. More than $70 billion in claims that FHA has

filed can be attributed to the books of business made in 2007-2009. In addition, the Home

Equity Conversion Mostgage (1 HHICM) has experienced severe Tosses. 'This program, as it

has been structured, is very sensitive to volatile housing prices. According to recent HUD

testimony, “the budget estitnates that the use of the HECM program results in a negative

e o . ) . i} )
value of $5.248billion and a disproportionately negative impact to the fund.”

is of our

But FIHA has sustained bousing markets natonwide during the worst economice erts

lifetime. As private lenders fled and financial instivations went out of business, FHA
remained in the market and provided mortgage insurance to more than 4 million families
since 2008. In a time when many large private banks, investment firms, and other financial
institudons have needed balouts or have even collapsed, FIEA has weathered the storm very

well.

Limiting Eligible Borrowers

The discussion deaft proposes to limit FTTA to first-time borrowers (regardless of income)

and those borrowers with incomes below 115% of area median income. We strongly opposce
o)

this dramatic refocusing of the FITA. When designed in 1934, the progranm was intended to

“to improve Naton-wide housing standards, provide employment, and stimulate industry; to
improve conditions with respect to home mortgage financing, to prevent speculative excess
in new-mortgage investment, and to climinate the necessity for costly sccond-mortgage
financing, by creating a system of mutual mortgage insurance and by making provision for
the organization of additional institutions to handle home financing ... .77

Firom the beginning, there was no requirement limiting participation to first time buyers or
“low income houscholds™. In fact when the program began, the upper limit for a FFHA loan
was $16,000. While this loan amount may scem exceptionally small today, the national
median home vahie was only $4,778.7 Furthermore, in 1930 only 3.2 percent of homes were

valued between $15,000 and $20,000." The majority of homes were valued benween $2,000

and §7,500, with the largest number falling between $3,000 and $5.000.% S an upper limit of
$16,000 was more than 330% of the median Amecrtcan home valuce then and was sufficient

to finance roughly 96% of all homes.
o)

Of course, the $16,000 loan limit does not paint the entire picture of FHA’s initial
demographic. To better understand this, we need to look at how the program was used by

borrowers. T its third annual report to Congress for 1936, FF LA s statistics showed that

t Testimony of Carole Galante before the Senate Appropriations Subcommitee on THUD, June 4, 2013,
IR, Rep. No. 1922, 73d Cong., 2d Sess. T (19348

3d.ar 18

P15 Census of the United Stares, Population, Volume VI Familics, U.S. Census Bureau, 1930, P, 17

*1d.
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While we expeet this number to deerease (historieally it 15 about 17°4) as the private market
returns, there are reasons why some buyers may need FHA to finance their home — even if
it’s not their first home purchase, and even il their income is greater than 115% of arca
median income. These include the type of housing unit, type of employment, or a fack of

lenders actively in the market.

Counter-Cyclical Role of FFHA

Three Waves: Subprime, PMI and FHA
5%
s PR wes PRAT s wSubprime

2%

15%

10%
§E33833255J328558353583%
FES R LR R ERERERESRASBEEESE S
R EER TR KBS EHTEEEEEE8E 3
HAE RT3 R200HERAeRERAERERES

Seurce: Inside Mortgage Finunce
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As private lending constricted (and in some markets, disappeared altogether), FHA’s role in
the market grew. As recently as 2006, FITA’s share of the home mortgage market was 0 3
percent, as unscrupulous lenders lured FHA s traditional constituent to risky exotic
mortgages with teaser rates and little to no underwriting criteria. As the housing market
began to collapse, private leaders fled or went out of business. As is scen in Figure 5, FIIA’s
share of the loan market began to prow, as the private market’s share plummeted. This

demonstrates the counter-cyclical role FITA plays in the market.

Mark Zandi of Moody’s Analytics has pointed out that “Tf IFHA lending had not expanded

after private mortgage lending collapsed, the housing market would have cratered, taking the
12

economy with it. Moody’s has estimated that without IFTLA, housing prices would have

T Quercia, Roberto G. and Park, Nevin A, Sustaning and Lixpanding the Market: The Pablic Purpose of the
Federal Housing Adminisreation, UN pital, December 2012,
2 Zandi, Mark, Obama Policies Finded Tousing Free Fall, The Washing/on Post, September 28, 2012.

“enter for Community

10
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dropped an additional 25 percent, and American families would have lost roore than $3
trillion of home wealth. By the time a counter-cyclical trigger could be activated, housing

prices would likely already have plummeted.

FIIA helped stabilize housing prices in thousands of communitics by providing access to
home financing when few others would. A recent Uiversity of North Carolina study noted
that “Private mortgage insurcers implemented “distressed avea” pohicies making it almost
impossible to obtain conventional maortgages with 11V ratios greater than 90 percent in
some regions of the country. Tn contrast, FITA does not vary its insurance premiums by
region, creating an automatic regional stabilization policy.”™ This counter-cyclical role of
FIIA helped stabilize markets and slowed the downward spical of housing prices and

cconomic decline (sce Figure 6).

Exhibit V-3 Sell-Perpetuating Home Price and Default
Spiral

> Falling home prices > Defaults increase
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[Tad FIIA not stepped in and filled this morteage insutance void, many neighborhoods

would have been devastated and our cconomy will still be in a recession.

B Querca, Roberto G.and Park, Kevin A, Sustaining and l‘{xp:m(lmg the Marker: The Public Purpose of the

C Center for Community Capital, December 2012,
amy;, Raman, Padmasing and Comean, John “The FTLA Stople Family

Federal Housing Administsation, U
M Szymanoskl, Edward; Reeder, Willk
Insurance Program: Performing a Needed Role i the THousing Finance Market™, PRD&R Working Paper No.
HIF-019, December 2012,

11
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While the PATI Act provides language lifting some restrictions in the bill during a
contraction of the market, we do not believe there 1s a Ieading indicator that could reflecta
downturn in time to stop a significant impact on the market. In retrospect we can find many
things that should have alerted us to a crisis, but they all have one significant flaw - data lags.
The most reliable data triggers - changes in price, tightening of iquidity, tise in
unemployment, housing defaults — all Ing reality. If forced to wait uatil the data shows we
are in a housing downturn, we will be so far into 1t that o will be very difficult to get out.
Generally a recession is only declared atier four quarters of cconomic decline. This country
debated for more than a year about whether or not we were i a recession during the most

recent crisis.

Increased Downpayment

NAR opposes increasing FHAs minimum downpayment tor certain borrowers or during
times of financial crists for FITA. While the size of the downpayment does have an impact,
increasing the downpayment docsn’t add revenue to FUHAs reserves. Increasing the
downpayment, however, does have a significant impact on the ability of houscholds Jooking
to buy a home to do so. In theory, it should help to protect the agency against the potential
default by requiring more “skin in the game” from the buyer. However, loans with higher
dowapayments performed marginally better during the housing boom, but that effect has
diminished 1o the wake of stronger underwriting, stable employment and changes

implemented by the agency.

Foreclosure Rate on FHA Product
by LTV and Year of Origination
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As demonstrated in Figure 7, the performance of loans with higher 11V (greater than 80)
was in a relatively tght band prior 2005, The performance of high downpayment mortgages
deteriorated for mortgages originated between 2005 and 2007 before unproving sharply,
relative to larger downpayments in subsequent years. Pertormance by L1V on the 2009 and

2010 cohorts was neagly indistinguishable by the end of 2012,

FILA estimates that increasing the downpayment to 5% would disenfranchise 345,000
borrowers a year — more than 43% of all FIIA buyers. Borrowers already must comimit

7= ~q

3.5% cash at closing in addition to closing costs, which range from $3.000 to more than

$5,000 on an average home sale. Increasing the downpayment will remove homeownership

options for many American familics, and would be counter to FILAs historic mission.

Years for Average Household to Save for Median Priced Home
14 125
= 359 Downpayment
12 § HOWRPE .
3 5% Downpayment
10 s
8
&
a
P
0
Down Payment Clogsing Costs Total
Swiprces: BLS, BEA, NAR, NAHS, CRL ¢ MOE, COTH
Note: Closing costs nglude Gamenths taxes, 3nd 12 manths homeowneds inturance

Fionre 8

The size of the required downpayment also has a significant impact on the timing of a
family’s home purchase. At a 3% downpayment, the average buyer has to save 10.3 years to
come up with the necessary downpayment for a median priced home. A simple increase in
required dowapayment from 3.5% to 5% will require the average buyer to save for an
additional 2.3 years (from 10.3 years to 12.6 years). This cstimate assumes that life cvents like

having children, or raking care of family members don’t divert their savings.  (Sce Figure 8)

Homeownership is an important means for building wealth through structured cquity
payments for most houscholds. However, recent trends towards higher downpayment in the
traditional market have resulted in a higher share of home buyets using funds designated for
retirement (such as IRAs, peastons, and 401ks) as a means of funding their downpayment.

(See Figure 9)

13
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Reliance on Retirement Funds for Downpayment increasing
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The impact of increasing the downpayment is greater on minorities than on whites, who are
more likely to have received an inheritance or assistance from their family. Recent studies
have shown that for loans made during 2004 — 2008, a 10% down payment would have
made a mainstream mortgage out of reach for 60% of African-Americans and 50% of Latino
borrowers who were current on their mortgage (Center for Responsible Lending). More
than 52% of African Americans and 45.8% of Hispanics relied on a downpayment Jess than

5%, compared to only 33.4% of other purchasers.  (Sce Figure 10)

Low Downpayment Loans Important for
Black, Hispanic and Low Income {LTV 2 95)
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Low downpayments are not just important for first-time buyers. Repeat buyers also use Tow-

downpayment loans, and could also be disenfranchised by this legislation. (Sce Figure 11)

Repeat Buyers Heavy Users of Low Downpayment Loans

ey {share of market by downpayment}

_ mFirst Time Buyer

0% & N - . .
0% to 89% 90% to 94% 95% to 89% 100%
Source: MAR 2012 Home Buyers and Seller Survey

Figure 171

Reducing the FHA Loan Limits

Qur concerns with the language in PATH to lower the limits have been enumerated above.

We would point out, there 1s no financial solvency argument for reducing the loan limits. In
fact, higher balance I'IA loans perform better than lower balance ones. As has been
indicated in recent actuarial reports, “FHA experience indicates that more expensive houses

tend to perform better compared with smaller houses in the same geographical area, all else

being equal.” So despite arguments that FHLA higher limits put taxpayers at risk, these loans

actually add streagth to the program, and reduce tisk to the fund.
Premiums

The PATH Act would codify a receat I'FHA policy to require borrowers to pay the annual
Mortgage Insurance Premium (which is paid moathly) for the life of the loan. Previously,
borrowers could cancel that premium when their ITV reached 78%, as they can in the

rivate market when their TV reaches 80%.
p

This policy change has already caused significant problems in mortgage markets, because the
lifetime pricing of the MIP has moved many FILA loans into the High Priced Mortgage
Loan (HPML) status. An HPMI. loan is defined as a loan that exceeds the APOR {(Average

Prime Offered Rate) by 1.5% or more on first liens. The APOR is a rate issued weekly by

15
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the Federal Reserve Board. Many lenders do not orginate loans that are fall under HPMILL
rules. Making this recent policy change permanent will resultin far fewer lenders being

willing to originate FI1A loans.

While NAR supports risk-based priced premiums for FHA borrowers, the related provisions
in the PATH Act go significanty further. The bill will allow the premium rate to vary for
individual borrowers during the mortgage term, based on pre-disclosed ertteria. We strongly
opposc this provision, which could dramatically change the borrower’s payments over time,

and for reasons beyond thetr control.

FHA’s Role in Multifamily Markets

As in the single-famuly market, FIEA’s role tn muldfamily mortgage markets has never been
more critical. More than 1/3 of American families rent their homes, and keeping a sufficient
supply of atfordable rental housing ts essenual. Without the liquidity provided by FHA

muttifamily mortgage insurance, these markets would be stalled.

PR

In recent years, FHA’S role in the mulufamily market has increased dramatically — nearly 4
times its size from just several years ago. As lenders remain slow to provide financing for
construction loans, FITA is the primary source of construction for multifamily developers
and owners. Again, this demonstrates FIIAs ability to step up and fill the gap when private

markets will not or cannot act.

FHA’s multifamily loan program has performed very well. Their annual claim rate on each
of the major programs has been less than 1% since 2011, "The premiums are high and have

risen in the last year, further strengthening the fiscal soundness of these programs.

The PATIT Act would target the FHA multufamily loan program by creating income limits
for tenants in properties financed with FHA multfamily loans. The vast majority of FHA’s
multifarnily portfolio serves low-to moderate income borrowers, and more than half those
properties already have affordabdity provisions.  Placing significant burdens on property
owners and tenants alike to require rent certification is unnecessary and would add costs to

the operation of these properties.

We have concerns with a number of other provisions of the legislation which we will briefly

aote here:

to other |

s: Guarantee fees should appropriately reflect risk, and not be subject

actors, as suggested in the Act.

»  Affordable Housing Goals: The affordable housing goals have provided qualified

55

borrowers with access to mortgage finance, and some form of goals should be

included in the new entiry.

16
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¢ Risk-Sharng Requirements: We have concerns about the risk-sharing requirements

under the GSE dtde and FHA dtle. NAR supporsts a risk shartng model, but has
continucs to have concerns that mandated levels may be hard to reach if the private

sector elects not to participate.

o FHA Guarantee Reductions: The legislation would reduce the FTLA guarantee in half

over a five year period. All studies 1o date have shown that any reduction of the
guarantee would result in significant increases in loan prices and deercases 1n lender
participation. Again, increased loan prices and lender participation will have a

significant impact on botrowers and markets.

o J7HA Capital Reserve Ration: Doubling of the FELA capital reserve ratio and the

related increases in premiums will have a dramatic negative impact on FHA

borrowers,

e Scller Concessions: We support the FITA proposed rule on scller concessions that
Aty

allows for the greater of 3% of acquisition costs or §6000, whichever is greater. We

believe this approach better reflects ditferences in closing costs nationwide.

» lLender Repurchase Requirements: We believe the lender repurchase provision of

PATH’s FHA title will negatuvely impact lender participation to the detriment of the

program.
&

» Pair Value Accounting: NAR opposes the use of IFair Value Accounting for FFA.
Such an approach is only appropriate when assets are being disposed of in the near

term and not for the long-term holding as under the I'HA program,

Provisions We Support

Covered Bonds. We believe a covered bond marker can be an additional tool for mortgage
liquidity. Hxacerbating the pullback in bank lending, another key source of commercial real
estate credit — the CMBS market — 1s only beginning to recover from near-zero levels in
2009. As this market strugeles (o rebound, the ereation of a covered bond market in the US.
will be essential to address ongoing commercial real estate refinance challenges. Alrcady
successfully used in Hurope and Canada, covered bonds allow banks (o taise funds by
issuing a pool ot high-quality asscts {typically real estate loans) to tnvestors, which are backed
both by the bank’s promise to repay and by the assets pledged as collateral. ‘This dual
recourse nature 1s attractive to investors. Thercfore, banks who issue bonds have a stake in

assuring the long-term viability of the mortgapes underlving the bond.
& < 7 et . o

3% Cap for Affiliate Fees (HR 1077).  As currently defined by Dodd Frank and in the
Consumer Financial Protection Agencey’s (CHEPB) final regulation implementing the “ability

to repay” requirements, “points and fees” include (among other charges): (1) fees paid to
B i A\ o HYV/TAY

affiliated (but not unaffiliated) ttle companies, (i) salaries paid to loan originators, (i)

17
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amounts of insurance and taxes held in escrow, (iv) Joan level price adjustments (1LLPAs),
and (v) payments by lenders to correspondent banks and mortgage brokers in wholesale

transactions.

As a result of this problematic definition, many loans made by affiliates, particularly those
made to low-and moderate-income borrowers, would not qualify as QMs, Conscquently,

these loans would be unlikely to be made or would only be avatlable at higher rates due to
heightened labtlity risks. Consumers would lose the ability to choose to take advantage of

the conventence and market efficiencics offered by one-stop shopping,

Regulatory Relief. NAR appreciates the language in the bill atterpting to provide
regulatory reliel to the mortgage marker, We believe uncertainty in financial markets about

regulations exists and this bill attempts to address that

Basel [T We support a study of the Basel HT rules 1o conduct a cost-benefit analysis. This
will help identify any provisions in the final rule that would uanecessarily harm the housing
and commercial recovery. In addition, these rules cannot be considered in a vacuum. The
cumulative impact on the real estate finance market and consumers of the layering of the
proposed Bascl T on top of the myriad of other rules including QM and QRM should be

fully assessed by the regulators.

Manufactured Housing. NAR also supports language that will preserve the manutacrured

housing industry without deterioration of important consumer protections. The provision
clarifies the difference between manufactured housing manufactures and loan originators; it

also ensures that small manufactured housiag loans are exempt from HOFPA standards.

Common Sense Economic Recovery Act (HR 927). We support inclusion of this bill,
which directs federal banking agencies to not place 2 commeretal real estate loan in non-
accrual status solely because the collateral for such loan has deteriorared in value. This will
create mote financing options for maturing coraruercial real cstate loans and allow financial

institutions to play a significant role in revitalizing our nation’s cconomic recovery.
[ummary

The National Association of REALTORS" recognizes the Chatrman f{or his desire to
inrroduce comprehensive reform of housing finance. However, the National Association of

REALTORSY must oppose this dis

1ssion draft.
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CALIFORNIA ASSOCUCIATION OF REALTORS?

July 18, 2013

Committee on Financial Services
United States House of Representatives
2129 Rayburn House Office Building
Washington, DC 20515

Re: California Association of REALTORS® Opposition to the
Protecting American Taxpayers and Homeowners Act of 2013

Chairman Jeb Hensarling and Ranking Member Maxine Waters;

| am writing on behalf of the 155,000 members of the Caiifornia Association
of REALTORS® (C.A.R.) to express our strong opposition and concerns
regarding the discussion draft of the Protecting American Taxpayers and
Homeowners Act of 2013 {PATH). C.A.R. appreciates the opportunity to
comment on the important issues raised in the discussion draft. We are
deeply concerned that passage of the Act would have dire consequences
for the recovery of the real estate market, and cause irreparable harm to
the nation’s future homebuyers and housing market.

C.A.R. and its members are first and foremost focused on the promotion
and support of homeownership. For over 100 years C.A.R.'s members
have worked to help their family, friends and neighbors experience the
American dream of homeownership. The benefits of homeownership, not
just to individual households, but to the community and nation as a whole
are well documented. Since the Greal Depression, the nation has
understood that while economic markets, and even housing markets are
cyclical, qualified homebuyers must not be held hostage to the whims of
Wall Street. For almost eighty years the nation has moved its home
finance policy along those principles, principles which we believe PATH
would reverse.

FHA Reform Should be Removed from PATH

C.A.R. supports efforts by Congress to make necessary improvements to
the FHA program; however, we believe any discussion on FHA reform
should be separate from efforts to "wind-down" Fannie Mae and Freddie
Mac, and the creation of a replacement for them.

Exccnzive Offices 525 South Virgil Ave, Los Angeler, CA 06020 Tl (213} 739.8200 Fax (213) 450.7724 www.esrorg
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|2 PATH

C.A.R. is strongly opposed to many of the FHA changes proposed in
PATH. Inresponse to specific provisions of Title }i:

C.A.R. is opposed to changes in the role and mission of the FHA.
Limiting the FHA program to only first-time homebuyers and low-
and moderate-income homebuyers is a drastic departure from the
historic mission of the FHA and the very purpose for which it was
created.

C.AR. is opposed to the decrease in the FHA loan limits. Equal
access to affordable and safe mortgage financing is a continuing
problem for high-cost states like California, and C.A.R. is opposed
to any and all rollbacks of FHA's current loan limits.

C.A.R. is opposed to the increase in the downpayment amount from
3.5 percent to five-percent. This change hurts homebuyers and will
disqualify many otherwise worthy buyers; sufficient evidence has
not been presented that increasing the downpayment to five-percent
will improve a loans performance more than proper underwriting.
C.A.R. is opposed to the reduction in FHA mortgage insurance
coverage from 100 percent to 50 percent in only five years. The
impact of reducing FHA's coverage is unknown and a large rollback
of this coverage in such a short timeframe without any knowledge of
its impact is reckless, and guaranteed to decrease the availability of
funding to qualified buyers.

C.A.R. is opposed to the creation of a new definition of “first-time
homebuyer” that differs from the definition used under other HUD
programs.

White C.A.R. is not opposed to a risk sharing program for the FHA,
we are concerned about mandating the program without
understanding the private market's willingness to participate in such
a program during various market conditions.

C.AR. echoes the comments of the National Association of REALTORS®
in asking for FHA reforms that address solvency issues similar to what was
passed in the House (by a vote of 402-7) last year.

A Government Role in the Mortgage Market

While C.A.R. has supported the reform or replacement of the government
sponsored enterprises (GSE), Fannie Mae and Freddie Mac, we do not
support the manner in which the GSE are wound-down in PATH, or the
creation of a replacement entity, such as the Mortgage Market Utility
(Utitity), without an explicit government guarantee. In response to specific
provisions of Title | and Title i
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« C.AR. is opposed fo the continued increase in the GSE guarantee-
fee (G-fee). Most recently the Office of Inspector General of the
FHFA issued a report skeptical of this G-fee increase policy which
mistakenly believes private capital can be priced back into the
market. In actuality, the continued increase in G-fees fails to
adequately reflect the true risk of borrowers who are punished by
paying higher interest rates than they should. The proposed G-fee
is really an undisclosed fax on the mortgage that runs in perpetuity.

s C.AR. is opposed to the decrease in the loan limits. As stated
above in our concerns regarding the lowering of FHA's loan timits,
C.A.R. believes the high-cost states loan limits are necessary to
ensure equality for California’'s homebuyers in obtaining safe and
affordable financing. In C.AR.'s mast recent June 2013 home price
report, no fess than 10 counties in California had median home
prices above the proposed high-cost {oan limit.

« C.AR.is opposed to the "mandatory” risk_sharing of the GSEs.
Fannie Mae and Freddie Mac have not yet executed a single pilot
risk sharing transaction to determine the appropriate structure and
market demand. While C.A.R. is not opposed to exploring risk
sharing, codifying a mandatory risk sharing program regardiess of
market conditions is "testing the depth of the water with both feet"
and is something C.A.R. cannot support.

« C.AR. believes the PATH draft must provide an explicit government
guarantee for the Utility—or any entity—that is_intended to replace
the GSE. C.A.R. has seen no evidence that the private sector can
provide adequate capital to the nation's $11 trillion mortgage market
in all market conditions. The last time private capital was a majority
of the market was during the '03-'06 bubble, where subprime and
Alt-A loans, which did not have government guarantees, had the
most relaxed underwriting standards in history so the private sector
could gain that market share.

C.A.R. appreciates the Chairman putting this issue before Congress for
debate. The PATH draft does have provisions that C.A.R. is supportive of,
and glad to see included, such as addressing the use of eminent domain
for seizing mortgage notes, an attempt to address the counter cyclical
issues surrounding mortgage capital availability, and the acknowledgement
of the importance of maintaining the 30-year fixed rate mortgage.
However, C.A.R. must strongly oppose PATH as currently drafted.

Congressional supporters of PATH are not alone in wanting to see private
capital return to a larger role in the real estate finance industry, C.AR.
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along with the rest of the industry supports that belief. The reality however
is that won't happen until confidence in the rating agencies return, rep &
warrant issues between issuers and investors are addressed, investors are
comfortable with transparency on loan level data, and most importantly real
estate is seen as a better investment than competing sectors investors
currently are invested in. Draconian legislation and policy attempting to
force the mortgage market to become privately capitalized will not only fail
because it addresses none of these issues, but in the process will harm
homebuyers, the real estate industry and the nation as a whole.

Thank you for your consideration of our comments. C.AR. believes there
is nothing more important to the housing recovery than availabiiity of
mortgage financing. For the last 80 years homebuyers, and the industry as
a whole, have taken for granted that if they walk into their corner bank and
can qualify for a mortgage, that lender will have money available to make a
home loan. C.AR. believes that should Congress pass the PATH
legislation in its current form there will be times when qualified homebuyers
will no longer be able to count on their lenders being able to provide a
home loan.

Sincerely,
— A
()
Don Faught

President of the California Association of REALTORS®

Cc:
California Members of the House Financial Services Committee
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July 17,2013

The Honorable Gwendolynne Moore
The Committee on Financial Services
U.8. House of Representatives

2129 Rayburn House Office Building
Washington, DC 20515

Dear Representative Moore:

On behalf of our nearly 5,000 member hospitals, health systems and other health care
organizations, and our 43,000 individual members, the American Hospital Association (AHA)
appreciates this opportunity to provide comments on the discussion draft of the Protecting
American Taxpayers and Homeowners Act of 2013, The AHA opposes Section 292(a)(2) of the
proposal, which would repeal, two years after date of enactment, the Federal Housing
Administration’s (FHA) Hospital Mortgage Insurance Program (Section 242).

Since the inception of the Section 242 program in 1968, 400 mortgage insurance commitments
totaling more than $15 billion have been issued for hospital projects in 43 states and Puerto Rico,
ranging from small, rural and critical access facilities to some of the nation’s top urban teaching
hospitals. The 242 program is often a last resort for communities seeking to maintain aceess to
urgently needed hospital services when no other source of affordable financing is available.

The Section 242 program maintains one of the best claim records in the FHA mortgage insurance
portfolio, and because program revenues historically have significantly exceeded program
insurance claims, the program’s federal credit scoring remains “negative,” meaning that annual
appropriations for insurance claim payments are not required. In fact, due to strong underwriting
and diligent asset management, the program operates al no cost to the taxpayers and consistently
maintained a cumulative net claim rate of less than 1 percent.

CAPITAL INVESTMENT AND ACCESS TO HEALTH SERVICES

Meeting the health care demands of the future will require significant capital investment.
Raising capital at a reasonable cost is more difficult than ever for the majority of America’s
hospitals. Capital markets for non-profit hospitals stil! have not fully recovered from the 2008
recession. Moreover, three temporary federal financing options that helped ease the credit
crunch expired in 2010.
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The Section 242 program has been the key to keeping vital hospital services available to many
communities. State and local governments otherwise would be called upon to provide these
necessary services. If that were the only alternative, the resulting increased borrowing cost to
state and local governments would be borne by taxpayers and ratepayers in every local
jurisdiction through the imposition of increased taxes and fees (e.g., ad valorem property taxes,
special assessments, sales taxes. toll charges and utility rates) or through service cuts. These
taxes or fees, including sales taxes. tolls or user fees. would [all disproportionately on lower- and
middle-income households, as would service cuts.

If hospital access to the mortgage guarantees under the 242 program is eliminated entirely, the
result could be devastating for both patients and their communities. The {inancial unraveling of
a hospital has the potential to impact a community more profoundly than the unplanned closure
of nearly any other institution. Patients will suffer as hospitals struggle to survive. Prices will
rise, equipment will wear down without being replaced, and physicians will Jeave the service
arca. Ultimately, the health of the entire community will suffer. Furthermore, closure may result
in reduced specialty services and overcrowding in other hospital emergency departments, while
patients may delay treatment if services are not readily available.

Americans rcly heavily on hospitals to provide 24/7 access to care for all types of patients, to
serve as a safety-net provider for vulnerable populations and to have the resources and skills
needed to respond to disasters. Emergency department visit volume has increased by nearly 26
percent since 2000, and will continue to grow.

Aging baby boomers and an increasingly diverse population create demand for new and different
services. The promise of expanded health insurance coverage will add to demand. Clinical
procedures continue to evolve, as do diagnostic techniques and communication technologies.

Over the past 15 years, market, economic and regulatory forces have led hospitals and physicians
to explore new ways to better align their interests and achieve greater integration in order to both
reduce costs and improve the quality of care. With an eye on the future, hospitals across the
country are in a constant state of renovation and improvement in order to provide the latest
treatments and services to meet the increasing and changing needs of their communities. Access
to the Section 242 program for these needed upgrades is crucial for hospitals with sound track
records that are unable to secure capital to operate a financiatly stable facility at reasonable
interest rates.

Building a continuum of care is the future. The forces that make it imperative include the

need for hospitals to respond to powerful financial incentives for meeting performance objectives
and avoiding penaltics for failing to do so. According to a recent Moody’s report, “[t]he ability
to demonstrate lower costs while providing higher quality will be the key driver in government
and commercial reimbursement going forward.”™ One estimate is that 6 percent of hospital
revenue could be at risk from penalties from government and commercial payers for lack of
coordination.
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Hospitals are faced with unprecedented demands for capital to invest in new technology such as
electronic health records — as much as $50 million for a mid-size hospital — implement new
modes of delivering care such as telemedicine, and build new and improved facilities. Hospitals
with current Section 242 commitments that need to invest in new technology and equipment that
benefits patients would no fonger be able to avail themselves of its refinancing and supplemental
loan programs. To fund such expenditures outside the program will result in far higher costs.
which in some cases, may be prohibitive. Without needed upgrades and renovation, hospitals
also may find it more difficult to recruit top physicians and other staff.

At a time when hospital revenucs are already strained, hospitals must respond to rapidly
changing market and government forces, including: (1) reimbursement reductions and changes;
(2) an increasing necessity to provide access to a broad range of health services to a growing
population; and (3) limited access to capital. These market forces are driving an urgent need for
hospitals to make significant capital investments while reducing costs, both of which require
continued access to fow-cost capital through the hospital mortgage insurance program. As you
work to reform the nation’s housing finance system. the AHA strongly recommends retention of
the FHA"s 242 program.

Sincerely,
RN >
it (pieon s
Rick Pollack

Executive Vice President
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Oxley hits back at ideologues

By Greg Farrell in New York

In the aftermath of the US Treasury’s decision to seize control of Fannie Mae and Freddie Mac,
critics have hit at lax oversight of the mortgage companies.

The dominant theme has been that Congress let the two government-sponsored enterprises
morph inte a creature that eventually threatened the US financial system. Mike Oxley will have
none of it.

Instead, the Ohio Republican who headed the House financial services committee until his
retirement after mid-term elections last year, blames the mess on ideologues within the White
House as well as Alan Greenspan, former chaivman of the Federal Reserve.

The critics have forgotten that the House passed a GSE reform bill in 2005 that could well bave
prevented the current crisis, says Mr Oxley, now vice-chairman of
Nasdag.

He fumes about the criticism of his House colleagues. “All the handwringing and bedwetting is
going on without remembering how the House stepped up on this,” he says. “What did we get
from the White House? We got a one-finger salute.”

The House bill, the 2005 Federal Housing Finance Reform Act, would have created a stronger
regulator with new powers to increase capital at Fannie and Freddie, to limit their portfolios and
to deal with the possibility of receivership.

Mr Oxley reached out to Barney Frank, then the ranking Democrat on the committee and now
its chairman, to secure support on the other side of the aisle. But after winning bipartisan
support in the House, where the bill passed by 331 to go voles, the legislation lacked a
chamipion in the Senate and faced hostility from the Bush administration.

Adamant that the only solution to the problems posed by Fannie and Freddie was their
privatisation, the White House attacked the bill. Mr Greenspan also weighed in, saying that the
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House legislation was worse than no bilf at afl.

“We missed a golden opportunity that would have avoided a lot of the problems we're facing
now, if we hadn’t had such a firm ideclogical position at the White House and the Treasury and

the Fed,” Mr Oxley says.

When Hank Paulson joined the administration as Treasury secretary in 2006 he sent
emissaries to Capitol Hill to explore the pessibility of reaching a compromise, but to no avail.
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