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(1) 

H.R. lll, THE PRIVATE MORTGAGE 
MARKET INVESTMENT ACT, PART 1 

Thursday, November 3, 2011 

U.S. HOUSE OF REPRESENTATIVES, 
SUBCOMMITTEE ON CAPITAL MARKETS AND 

GOVERNMENT SPONSORED ENTERPRISES, 
COMMITTEE ON FINANCIAL SERVICES, 

Washington, D.C. 
The subcommittee met, pursuant to notice, at 10:05 a.m., in room 

2128, Rayburn House Office Building, Hon. Scott Garrett [chair-
man of the subcommittee] presiding. 

Members present: Representatives Garrett, Schweikert, Royce, 
Manzullo, Biggert, Neugebauer, Campbell, McCotter, Pearce, 
Posey, Hayworth, Hurt, Grimm, Stivers, Dold; Waters, Sherman, 
Hinojosa, Miller of North Carolina, Maloney, Moore, Donnelly, 
Peters, and Green. 

Ex officio present: Representative Frank. 
Also present: Representatives Westmoreland and Renacci. 
Chairman GARRETT. Good morning, everyone. I now call to order 

this hearing of the Subcommittee on Capital Markets and Govern-
ment Sponsored Enterprises on the Private Mortgage Market In-
vestment Act. We welcome everyone to this hearing today. 

We will begin with opening statements, and I will yield myself 
3 minutes to do so. 

Today, the subcommittee is holding a hearing on the Private 
Mortgage Market Investment Act. The legislative text is a product 
of many discussions that we have had, both formally—like the sub-
committee’s recent hearing up in New York City—and informally, 
about the steps that need to be taken to bring private capital mar-
kets back to our Nation’s secondary mortgage market. 

Currently, the Federal Government is guaranteeing or insuring 
over 90 percent of the U.S. mortgage market. And everyone on both 
sides of the aisle and all market participants claim that they gen-
erally support the efforts to bring additional private capital back to 
the secondary mortgage market. 

There are two things that must be done to have private capital 
begin to reenter this space. First, we must begin to roll back some 
of the government’s involvement in the housing market. The sub-
committee has already passed 14 bills so far this year with the in-
tent of reducing the government’s footprint and setting the course 
for the abolishment of Fannie Mae and Freddie Mac. This is a key 
and vital part of getting private capital going again, because as 
long as the cheaper government option is available, that will be the 
route that is chosen. 
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Second, we must take actions to facilitate increased investor in-
terest in this secondary market by facilitating continued standard-
ization and uniformity within the market, increasing transparency 
and disclosure, and providing legal certainties through a clear rule 
of law. If we do that, there will be robust investor participation in 
the housing market without exposing the American taxpayer to 
trillions of dollars of additional risk. 

The legislation we are discussing today essentially sets up a new 
quasi-securitization market. The FHFA is tasked with establishing 
a number of categories, or mortgages, using traditional under-
writing standards, that is, different levels of credit risk associated 
with each category. Also, the FHFA is responsible for creating 
standardized securitization agreements for this marketplace. 

Each securitization agreement will standardize the servicing ar-
rangements of the loans, process the loans, go through a modified 
representation of warranties, and provide the investors the ability 
to put back in quality loans. Securities that meet this specific un-
derwriting guideline for a category and contain the standard agree-
ments will be eligible for exemptions from SEC registration. 

So this standardization and registration exemption will allow for 
a futures market as well in these qualified securities. And inves-
tors with varying credit risk appetites will then be able to buy 
these securities that meet these investment needs. 

Next, the legislation also removes one of the biggest regulatory 
impediments to private capital re-emerging. It does so by striking 
risk retention provisions from the Dodd-Frank Act. I agree that 
risk retention has benefits and we have talked about that. The way 
this is currently being implemented will create multitudes of nega-
tive unintended consequences in the marketplace. 

For one, I am not sure, really, when you think about it, what 
good the risk retention rule that we have right now will do if we 
exempt Fannie and Freddie and Ginny and loans with 
downpayments of 5 percent or more. That sounds like, if you con-
sider it, just about every loan that is made out there. 

Also, Fannie and Freddie had risk retention previously and we 
see where that got us. So I believe that a better form of risk reten-
tion is an improved standardized regs-and-warrant system that in-
cludes a structure that ensures investors’ claims will be honored at 
the end of the day. 

The legislation also provides a much-needed fix to the QM, the 
Qualified Mortgage definition created by the Dodd-Frank Act. We 
ensure that loans that need this text laid out by the statute are 
able to qualify for a true safe harbor, instead of remaining subject 
to unnecessary and burdensome legal liability. And to bring private 
investment back to our mortgage market, it is essential that the 
rule of law is clear, specific, and upheld. Investor rights and con-
tracts must be honored. 

So, by: first, facilitating the adjudication of disagreements be-
tween investors and issuers; and second, clarifying the rules 
around the first-lien holder’s rights; and third, preventing govern-
ment-forced loan modifications that would negatively impact inves-
tors, investors will finally have the certainty that they need to get 
back into the market. 
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Finally, in regards to transparency and disclosure, investors 
should be empowered, if you will, and enabled to do their own anal-
ysis of the assets underlying the securities that they are investing 
in. So by disclosing more detailed loan level data, while at the 
same time protecting the privacy of the borrowers, and by allowing 
more time for the investors to study that additional information, 
investors will be able to conduct more due diligence and lessen 
their reliance on rating agencies. 

So that is a capsule, if you will, of what we are doing with this 
legislation. With regard to the Director’s testimony that we are 
about to hear, and the ongoing work over at the FHFA, let me just 
say to you directly, I think that you are doing a very good job 
under very, very difficult circumstances. And I know that you have 
been called upon by some more extreme elements asking that you 
allow for Americans basically to pay for other Americans’ mort-
gages. 

I appreciate the positions that you have taken, because you sit 
here and as you stand in your positions, you are basically the last 
wall, if you will, protecting the taxpayers from literally billions and 
billions and billions of additional losses over these entities. I thank 
you for the work that you have done. 

With that, I yield back. 
And I yield 2 minutes to Mr. Miller. 
Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman. 
There is a lot to like in Mr. Garrett’s bill. It is very similar to 

legislation that I have introduced in this Congress and in the pre-
vious Congress, as well: H.R. 1783, the Foreclosure Fraud and 
Homeowner Abuse Prevention Act of 2011. And the differences, for 
whatever reason, we have not yet worked across the aisle on this 
legislation, but I would certainly welcome the chance to. 

It appears that the differences that we have are not deep philo-
sophical differences. There is no partisan divide. We are trying to 
do the same thing in a somewhat different way. But it seems to 
be a practical difference, not a philosophical difference. 

I certainly support the idea of standardizing contracts, like pool-
ing and servicing agreements, making clearer and more trans-
parent the underlying loan files and making sure that servicing 
standards are uniform. Those are all things that are in the bill that 
I have introduced. 

I certainly welcome the idea of amending existing laws to make 
the mortgage security market function like other asset securities 
markets. That appears to be the—we appear to be trying to accom-
plish the same thing in this respect, but the bill under discussion 
today would really just create an entirely new mortgage market, a 
secondary mortgage market from scratch when there appears to be 
a clear model for doing it and grant great discretionary power to 
FHFA to fill in the blanks when there is a model that appears to 
work. Any grants in an agency that we originally thought would be 
an oversight agency—remarkable powers over an important part of 
our economy. 

There are other provisions where the intent makes sense, but not 
exactly the way they go about it. I introduced legislation in the last 
Congress to prohibit servicers from being an affiliate from owning 
or any affiliate of the servicers owning secondary mortgages or sec-
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ond liens, where the servicers are servicing leans that are effec-
tively owned by someone else, where the beneficial ownership is 
with someone else. 

This bill prohibits any servicer from holding a second mortgage, 
which goes beyond that conflict of interest, and it is not clear why 
it should, why it would not make more sense simply to make the 
prohibition, which I welcome generally, only where the servicer ac-
tually does not own the mortgages that they are servicing. 

It goes on. There are other issues where we are trying to get to 
the same place. We simply are taking different paths, but the paths 
are not incompatible at all. So I hope that there will be the oppor-
tunity to work on this issue across party lines. 

Thank you very much. I yield back. 
Chairman GARRETT. The gentleman yields back. 
And I will just say that, absolutely, and especially on some of the 

points that you have raised, this is a draft version of legislation 
here, we are not wed to some of the provisions in here on that last 
point, which is a very complicated issue, and we look forward to— 
it is not only complicated, but divergent views on exactly how you 
actually get to the end of the day on that—so look forward to work-
ing with it. 

The gentleman from Arizona, for 2 minutes. 
Mr. SCHWEIKERT. Thank you, Mr. Chairman. 
I would like to actually start this by thanking you, Mr. Demarco. 

You and your staff have, in many ways, almost been stunningly ac-
ceptable when we have had very technical questions, when we have 
just wanted to cut through some folklore. There are very few people 
in the bureaucracy I found here in Washington who will return a 
phone call that fast and be willing to be that detailed with it. So 
there is a great appreciation there. 

As I have shared many times with the chairman and many of the 
members here, my personal fixation is the proper pricing of risk, 
because I believe that the failure to properly price risk is actually 
what has caused many of the cascades we see around us today. As 
I am being told, Freddie Mac lost another $6 billion last quarter. 
We are basically suffering through sins of the past, but sins of not 
pricing risk. 

The other thing I do want to stand here and make clear is that 
I understand this was a draft bill. There are a lot of things in here 
I am excited about. There are a lot of things I am hoping as we 
hear testimonies we will ferret out and work through the details 
and the mechanics. 

But the number of folks who come to my office, Mr. Chairman, 
and talk about risk retention, particularly in asset-backed credit 
cards, automobiles, all those other things, and many of those mar-
kets actually held up surprisingly well. Maybe we should not be 
going where we are going. Are we going to ultimately do more dam-
age to the economy and the ability to finance our future? 

And with that, Mr. Chairman, I yield back my time. 
Chairman GARRETT. The gentleman yields back. 
Mr. Peters, for 2 minutes. 
Mr. PETERS. Thank you, Mr. Chairman, for holding this hearing. 
I think we all agree that the American housing market is se-

verely depressed, which, in turn, is holding back our entire econ-
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omy. I believe that there is also widespread bipartisan appreciation 
for the fact that the existing GSE system is a failure. 

Allowing Fannie and Freddie to pass on massive profits to their 
shareholders and huge bonuses to their executives and employees 
while sticking taxpayers with losses was a huge mistake and it 
should never be repeated. 

However, given the importance of the housing industry to the 
larger economy, we need to make sure that we are moving forward 
with caution. Chairman Garrett’s proposed legislation is a con-
structive and helpful addition to the ongoing debate throughout the 
future of housing finance reform. I think the bill attempts to rep-
licate some of the things that the existing GSEs do right. It will 
provide transparency and standardization that will make it easier 
for investors to have confidence in the market for private label se-
curities. 

However, I am concerned that Chairman Garrett’s bill does not 
do enough to ensure that 30-year fixed-rate mortgages are afford-
able to the middle class. We should not abandon the system that 
has, for decades, made the American dream of homeownership a re-
ality for millions of middle-class Americans just because irrespon-
sible lending exploited a weakness. In fact, I think we should work 
to eliminate that weakness while strengthening the system. 

Representative Campbell and I have introduced legislation that 
would retain a limited role for government in the securitization 
markets to ensure that we would continue to have deep liquid sec-
ondary mortgage markets. My colleagues, Representative Miller 
and McCarthy, have also introduced bipartisan legislation on this 
topic, and I would hope as the subcommittee continues to debate 
these important issues, that those bills would also be given a full 
and thorough debate. 

Mr. Chairman, I think it is very important that these bills come 
before the committee and are subject to a hearing, and I look for-
ward to you scheduling such a hearing in the near future. 

As a society, we value homeownership as a pathway to a better 
life. Therefore, it is appropriate that our country create opportuni-
ties so that we can extend the American dream beyond just the 
wealthiest Americans and ensure that owning a home remains af-
fordable for the middle class. And I hope that we are able to accom-
plish that with this going forward. 

I yield back the balance of my time. 
Chairman GARRETT. The gentleman yields back. Thank you very 

much. 
Mrs. Biggert is recognized for 2 minutes. 
Mrs. BIGGERT. Thank you, Mr. Chairman, and thank you for 

holding today’s hearing on your proposal, a discussion draft enti-
tled, ‘‘The Private Mortgage Market Investment Act.’’ 

In March, Treasury Secretary Geithner testified before our com-
mittee and said, ‘‘The administration and Congress have a respon-
sibility to look forward, reconsider the role government has played 
in the past and work together to build a stronger and more bal-
anced system of housing finance.’’ I agree. 

Today’s draft is part of this committee’s deliberative dialogue 
about how to stabilize the housing market, reduce taxpayers’ liabil-
ities, and facilitate a reentry of private sector capital for single- 
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family and multiple-family housing. We have learned that, for pri-
vate capital to assume an increased role in housing finance, inves-
tors need regulatory certainty, relief, and common sense. 

What they don’t need is rushed and unworkable rules like the 
QRM or unfair competition from Federal programs like Fannie 
Mae, Freddie Mac, or FHA. I look forward to today’s discussion and 
yield back the balance of my time. 

Chairman GARRETT. Mr. Frank is recognized for 6 minutes. 
Mr. FRANK. Thank you, Mr. Chairman. 
I would note that the ranking member is on her way— 
Chairman GARRETT. Oh, the gentleman is recognized for 5 min-

utes; the remainder of the time. 
Mr. FRANK. Yes, if the gentlewoman from California arrives, I 

will yield her part of that time; she may have been delayed. But 
I thank you for that. 

I appreciated, Mr. Chairman, that you said to the gentleman 
from North Carolina that this was a draft bill. The reason I say 
that, and I would yield some time for an answer, is we have been 
informed that a markup on the subject of securitization was sched-
uled for November 15th. But I would think, consistent with your 
saying this is a draft bill, that would not be for this bill. I would 
yield if you would—is there an intention to mark up this bill on 
the 15th? I would think, you having said it was just a draft, that 
was probably not the case, but I wanted to clear up the confusion. 

Chairman GARRETT. We are focused on this, on this bill. My com-
ments with regard to the draft are just what we are talking about 
here. 

Mr. FRANK. My question is, is that—there was a markup sched-
uled by the committee for the 15th, I believe, in the subcommittee 
on securitization. My question is, is this legislation the subject of 
that markup? 

Chairman GARRETT. I don’t have a date certain on any markups. 
If I could that I do that, I would, but I— 

Mr. FRANK. I had a more specific—so that 15th date is not a 
markup date for this bill? 

Chairman GARRETT. I do not have a definite markup date for this 
bill from the committee chairman— 

Mr. FRANK. All right. I appreciate that, because then that clears 
it up, because we had been told there was a markup on the 15th 
on securitization, and there was an assumption it might be in this 
bill. But I take it from that now— 

Chairman GARRETT. Yes, I have not gotten— 
Mr. FRANK. Yes? 
Chairman GARRETT. I have put requests in to try to move things 

along. Well, not request, but I want to move things along— 
Mr. FRANK. I appreciate it, but the fact that you said it was a 

draft bill, I would think it would be unlikely. And I would also say, 
in light of this—and this is a very important topic, and I appreciate 
the tone so far, and I think we have some very important issues 
to grapple with. And I appreciate the kind of non-dogmatic tone of 
some of the testimony people recognize that there are questions 
here. 

I think, Mr. Chairman, my recommendation would be that we 
probably would want at least another hearing on this. I noticed 
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that we have one group of witnesses, and you don’t want to get too 
many witnesses and bore the heck out of each other, but we don’t 
have any direct lenders here. We don’t have a—and I would ask 
unanimous consent to put into the record at this point a letter from 
the National Association of Home Builders (NAHB) expressing 
some doubts about this. The NAHB looks forward to working with 
the subcommittee to strengthen and improve the draft legislation 
but remains concerned that the larger reform effort currently 
under way would remove all Federal support of the Nation’s mort-
gage market. 

And it says that, while NAHB supports the objective of the draft 
bill, we look forward to contributing thoughtful recommendations 
to enhance provisions. We remain concerned about dismantling all 
government backing. 

So I would assume at some point, we would want to hear from 
the home builders, the REALTORS®, and some of the direct lend-
ers, as well as other groups that have an interest. And I would ask 
that this be put into the record. 

Chairman GARRETT. Without objection, it is so ordered. 
Mr. FRANK. And then I would also have some questions. I would 

say my major assumption of concern here is the repeal of 
securitization; I think risk retention; I think the ability to make 
loans and not have to stand behind them was a problem, and I 
think there was a—the proposal was to replace risk retention as an 
assurance here would affect with a fairly complicated set of regula-
tions that would come from the FHFA classifying different mort-
gages. 

My own view was that there was a—we would be better off with 
risk retention because that makes one government policy and then 
leaves it to the market, leaves it to the lender to decide. I think 
we have a fairly elaborate set of rules here. I noticed in Mr. 
Wallison’s testimony that he had some questions about some of the 
specific restrictions that are put on who can do this and that. 

Frankly, at first glance it seems to me the solution that is in the 
bill as an alternative to risk retention is excessively elaborate and 
relies too much on the decision of regulators and the judgment of 
regulators and not enough on a market incentive. And I think risk 
retention does that. It does impose the basic retention, but after 
that it is entirely up the market. And that is one of the ones that 
I would hope we would pursue. 

And then the final question I have, Mr. Chairman, is where we 
stand in terms of housing finance legislation in general. We have 
14 bills, I believe, that have been approved by the subcommittee. 
And we all know that in April, the Majority criticized us for delay-
ing subcommittee deliberation by 1 day, and we have still not got-
ten to full committee. 

So I guess would accept blame for 1 day’s delay, and the Majority 
takes the blame for about 7 months delay. And I think other people 
are interested. We had the Hensarling bill that was offered as an 
amendment to financial reform and where there was criticism for 
not being included. That bill is off in limbo somewhere. It was re-
introduced and has never been mentioned. 

So I think there is a question. This is to replace the current 
GSEs, but I think there is interest in what the plans are for the 
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Majority to deal with the Hensarling amendment that abolishes 
Fannie and Freddie and the 14 bills, and maybe more to come, that 
make changes to Fannie and Freddie. I think it would be helpful 
if they at some point could be clarified. 

Chairman GARRETT. The gentleman yields back. Mr. Dold is rec-
ognized for 2 minutes. 

Mr. DOLD. Thank you, Mr. Chairman. Right now, through the 
GSEs, the taxpayers are effectively on the hook for over $5 trillion 
in total mortgage debt, and the GSEs are also responsible for near-
ly all new mortgages originated in this country since the financial 
crisis. And while taxpayers remain exposed to enormous and in-
creasingly potential liability in our current financing system, our 
housing market remains severely challenged. 

This situation is plainly unsustainable for both taxpayers and 
the housing market participants. Instead of a mortgage market 
dominated by the Federal Government and taxpayer guarantees, 
we need new and creative solutions that create the conditions for 
the private sector’s return to our mortgage financing market with-
out taxpayer guarantees. 

To create those private sector conditions, we must have a legal 
framework that establishes and enforces uniform standards, trans-
parency, and legal certainty for the private sector lenders and in-
vestors. 

And I think Chairman Garrett’s discussion draft, which we are 
considering today, goes a long ways towards creating those private 
sector conditions. So I want to thank the chairman for his work 
and his leadership on this important issue, and I certainly look for-
ward to hearing from our witnesses today. I yield back. 

Chairman GARRETT. We have just a minute-and-a-half left on our 
side. I will just claim a minute of that, and just to recoup where 
we are. So from one sense I get—some would suggest we are mov-
ing too quickly, and some other perspectives that some would argue 
that we are moving too slowly. 

I guess in comparison to the way that Dodd-Frank moved, which 
moved through the committee actually without even many sub-
committee hearings and not through regular order, I guess we are 
moving at the appropriate speed because we are doing this through 
the subcommittee process and we are doing it through hearings 
and what-have-you. 

Comparatively, others say we are moving too quickly. We have 
had so far 17 hearings so far on housing finance. And the ranking 
member lists a number of organizations and groups and trade asso-
ciations that would probably like to chime in on some of this legis-
lation. 

By and large, each and every one of us has been able to be at 
the table where Mr. DeMarco is right now and have had the oppor-
tunity during the course of those 17 hearings to answer the ques-
tions from either side of the aisle at any particular facet of housing 
finance. 

Also, the question has been raised with regard to the other legis-
lation that has been out there. Again, we have had 17 hearings for 
those pieces of legislation and others, the general topics of those to 
be discussed and to be questions raised to the members of the 
panel. 
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And I would suggest also that today, if anyone from either side 
of the aisle has questions on any other piece of legislation, Mr. 
DeMarco would be more than happy to discuss them, because he 
has already raised some of those points in his testimony. 

I think time on both sides has expired. And with that, I will yield 
to our first witness, Mr. Edward J. DeMarco, Acting Director of the 
Federal Housing Finance Agency. 

Again, I thank you very much for your work, and for your testi-
mony today. 

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

Mr. DEMARCO. Thank you. Chairman Garrett, and members of 
the subcommittee, thank you for having me here this morning. 

I am pleased that the subcommittee is beginning the serious 
work of considering housing finance reform options which will lead 
to the ultimate resolution of the Enterprises Fannie Mae and 
Freddie Mac. My written statement provides a brief review of some 
of FHFA’s work since I last appeared before you. I will focus now 
on the need for legislation. 

Placing the Enterprises into conservatorship was designed to 
maintain market stability while providing lawmakers time to con-
sider the appropriate course for housing finance reform and the 
transition from the current Enterprise structure. Conservatorship 
is not a long-term solution, yet we just passed the 3-year anniver-
sary of conservatorship. 

We all knew it was going to be difficult to develop a housing fi-
nance reform solution, but we must move forward on this process. 
As the conservatorships lengthen, FHFA must continually make 
decisions regarding investments in business platforms and human 
capital in the face of an uncertain future. 

To state the obvious, the key question in the debate on housing 
finance reform is the future role of government. We should be clear 
about this question at the outset. It seems safe to say that there 
will always be some portion of the mortgage market that will be 
assisted by government programs. 

In the future design of our housing finance system, careful con-
sideration should be given to targeting subsidies to specific groups 
that lawmakers determine warrant that benefit. For example, the 
explicit government guarantees that the Federal Housing Adminis-
tration and the Veterans Administration provide reflect policy-
makers’ judgments as to the public benefits from targeting certain 
eligible borrowers with those problems. 

Acknowledging that there will be a role for government, the next 
question is what type of structure is necessary to replace the activi-
ties that are currently undertaken by the Enterprises. There seems 
to be relatively broad agreement that the Government-Sponsored 
Enterprise model of the past where private sector companies were 
provided certain benefits and charged with achieving certain public 
policy goals did not work. 

That model relied on investors providing funding for housing at 
preferential rates based on a perception of government support. 
This perception proved true, and the cost to the American tax-
payers is now more than $170 billion. 
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In place of this system, the chairman’s discussion draft would es-
tablish a functioning mortgage-backed securities market by replac-
ing some of the standard-setting that the Enterprises provide today 
with a regulatory regime that sets those standards. This model 
would not rely on a government guarantee to attract funding to the 
mortgage market, but rather would look to standardization and 
rules for enforcing contracts to provide a degree of certainty to in-
vestors. 

The process of undertaking housing finance reform is difficult. 
The discussion draft is a thoughtful approach to a framework that 
does not rely on a government guarantee. In the end, lawmakers 
must decide what structure will provide a functioning housing fi-
nance market that does not place taxpayers at risk. 

Mr. Chairman, I would like to thank you for helping to move the 
housing finance reform discussion forward by offering your discus-
sion draft and by holding this hearing. I believe that private capital 
markets can and should reclaim a prominent position in providing 
housing finance, and your draft proposal broadens the discussion of 
how that might be done. 

I recognize this subcommittee and the full committee have dif-
ficult and important decisions to make in the coming months, and 
FHFA looks forward to offering technical assistance to both the Ad-
ministration and Congress as a consideration of policy alternatives 
proceeds. Thank you. 

[The prepared statement of Acting Director DeMarco can be 
found on page 66 of the appendix.] 

Chairman GARRETT. With 50 seconds to spare. Thank you. So I 
will begin. I yield myself 5 minutes myself to begin the questioning. 
Thank you for your testimony. 

Obviously, there is widespread disagreement from various fac-
tions with regard to what to do in general with regard to GSE and 
GSE reform, but I think there is pretty broad acceptance of the 
idea that we don’t want to have a system—one of the terms you 
mentioned—with an implicit guarantee going forward. 

So, you looked at our draft legislation. Basic question: Is there 
anything that you see in what you have before you that would cre-
ate any implicit guarantee in this legislation? 

Mr. DEMARCO. No, Mr. Chairman. Based on the review I have 
been able to undertake to date, I don’t see how would one interpret 
or perceive an implied guarantee as a Federal taxpayer in the gen-
eral framework that is outlined here. I believe it is pretty clear 
that this is putting investors on the hook for assessing and bearing 
mortgage credit risk. 

Chairman GARRETT. Okay. That segues into actually the next 
couple of questions. What we try to do here is to create a system 
where the FHFA is able to go out and set up uniformity, homo-
geneity in the securitization side and then the underwriting side. 

So let us just stop right there already and ask you if this were 
to occur, how do you see that playing out, if you will? How do you 
see those two aspects into fruition at the end of the day? And as 
to the point on the investors, what would you be doing to attract 
either a broad sector of investors interested in this or a narrower 
sector of investors in this? 
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Mr. DEMARCO. I think that we would certainly be striving to 
have a deep, sufficient, and liquid mortgage market. And so, we 
would want to attract a broad set of investors to that. 

I think that in the framework that your bill proposes, a key re-
sponsibility to FHFA would be in defining both the securitization 
structure and the classification of mortgages, that it be done in a 
way that allows for the market to reach that depth of liquidity and 
clarity about credit risk that would be necessary and appropriate 
to get efficient pricing of that credit risk by investors. 

So I would envision that we would undertake doing this classi-
fication process in a way in which we were striving to achieve rel-
atively deep pools of homogeneous mortgages, so that investors 
could have confidence, both in the forward market that would be 
created, and then in the execution in the secondary market. And 
investors could understand the risk characteristics of particular 
groups of mortgages. 

Chairman GARRETT. Just a side note there, you mentioned the 
forward market. And what would be the benefit of creating that li-
quidity in the forward market? 

Mr. DEMARCO. Sir, it allows investors to be able to make com-
mitments for investing in mortgages before the pools themselves 
are actually structured. But in order for investors to do that, there 
needs to be pretty good clarity and certainty regarding the charac-
teristics of the mortgages that are being committed to be delivered 
into the marketplace. 

Chairman GARRETT. But even further than that—okay, that is 
from the investor’s side of the— 

Mr. DEMARCO. —from the borrower’s standpoint, it allows the 
borrowers to commit and the lender to commit to a borrower a 
mortgage rate that can be locked in during the process of com-
pleting the transaction. 

Chairman GARRETT. And speaking hypothetically, if this were in 
place today, and I know it is not today, but the depth of the pools 
as far as what is being offered, how would you see that growing 
over time? We know what happened with regard to the CLL right 
now and where that is, but were that to change, how does that 
change as far as the depth of each of these pools, as far as what 
they—the interests of the investors in it? 

Mr. DEMARCO. Part of what is to be determined really in the 
marketplace in this framework is how these securities would be 
broken up and offered to investors that were looking for particular 
characteristics. 

Chairman GARRETT. Okay. 
Mr. DEMARCO. But look, we have an almost $11 trillion single- 

family-mortgage market. If you get several groups of classifications, 
I think there would be great deal of depth and liquidity that would 
emerge in the marketplace, given the size of the overall market. 

Chairman GARRETT. That is an interesting point. And some peo-
ple have raised some questions about this as we went through. I 
have a couple of seconds left, and a point on that is that you need 
that depth and you need that liquidity for the trade to occur and 
in order for the rates to be there, regarding the issue of the 30-year 
fixed and the rest; correct? 

Mr. DEMARCO. That is right. 
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Chairman GARRETT. And so, in the statute we could have picked 
it to say it is going to be one or it is going to be 22 of these cat-
egories. But you are really saying, at this point in time, that is not 
a statutory provision that you want to do; right? 

Mr. DEMARCO. I believe that is right. I believe that is sort of de-
termined by getting feedback from investors and really from a 
whole set of stakeholders, so that we can get the most efficient 
grouping possible. 

Chairman GARRETT. Great. I appreciate it. 
I yield back. 
The gentleman from Massachusetts is recognized. 
Mr. FRANK. Thank you, Mr. Chairman. 
First, I will acknowledge that you and I have very different defi-

nitions of the regular order you mentioned in the subcommittee. I 
will say if you look at the procedures with regard to the Financial 
Reform Bill, there were more hearings, markups, amendments, re-
corded votes, and Floor time than any other bill I can remember. 
But I don’t believe it is regular order to have subcommittee consid-
eration and then have 6 months go by and no committee consider-
ation. 

Regular order assumes a progression. We have 14 bills, some of 
which were marked up in April in subcommittee, and there has 
been no sign that any of them are going to go to the full committee. 
And there is a—this bill is premised on the situation when there 
is no more Fannie and Freddie, but this committee has the power 
to deal with that and hasn’t moved on anything in that regard. 

So I don’t think, as I said, subcommittee alone is not regular 
order. That assumes a progression. We are getting late in the year, 
and I think the uncertainty is not helpful. 

Beyond that, I have a couple of questions. Mr. DeMarco, I note 
you said the conservatorship was appropriate. And that came from 
this committee in 2007, 2008 working with Mr. Paulson. 

One of the questions was, and the goal of course of the con-
servatorship, was to stop the bleeding to a great extent, and to try 
to preserve some function in the housing market without the losses 
that had preceded it. That essentially worked. I know that we don’t 
want to keep the conservatorship ad infinitum and you don’t want 
to be sentenced to a lifetime as the conservator. I appreciate that. 

Mr. DEMARCO. That is a fact, sir. 
Mr. FRANK. Has that essentially worked out? Would you say it 

is appropriate? 
Mr. DEMARCO. Mr. Frank, I believe it has. I believe we have 

brought the stability to the marketplace so that mortgage finance 
continues to operate fairly effectively during the duration of the 
conservatorship. 

Mr. FRANK. And I think you have done what we all can try to 
do and it is hard to do. And I give credit to Mr. Paulson and this 
committee, which did it. We worked together and with thanks to 
your predecessor and yourself. We always try in these things to be 
able to get the good things to happen and minimize the bad things. 

Is it correct to say we sort of reached it? That is, as we look at 
the losses, and we can’t be sure, it is only 3 years. But what is your 
estimate? What is the situation with the loans that have been 
made since conservatorship, or the purchases? What do you expect 
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the loss rate to be with the post-conservatorship acquisitions, as 
opposed to the previous ones? 

Mr. DEMARCO. I believe for both Enterprises, the post- 
conservatorships books of business will be profitable books of busi-
ness— 

Mr. FRANK. And I appreciate that. This committee did that in 
2007, 2008. 

Now, the next question is—you don’t want to be the conservator 
forever, but somebody is going to be doing something forever if this 
bill passes: ‘‘The Director of the Federal Housing Finance Agency 
shall for purposes of this section prescribe classifications for mort-
gages having various degrees of credit risk rating from a classifica-
tion of mortgages having literally no credit risk to a classification 
of mortgages having substantial credit risk, with the goals,’’ etc. 
And then, it lists all these things. That is a pretty big job. 

So this bill contemplates an FHFA in perpetuity, and it is a— 
the Director, I believe, read the bill. That is a pretty big job for the 
Director. What kind of staff do you think this would require? What 
kind of a permanent operation would we need to undertake the re-
sponsibility given to the Director of the FHFA under this bill? 

Mr. DEMARCO. I certainly won’t say that I have worked through 
that. The bill is pretty new here. But I would note that FHFA 
today has approximately 520 employees. We are still growing, but 
I would expect that we have quite an examination workforce in our 
current structure, because the current structure is focused on an 
immense undertaking in making soundness examinations of Fannie 
and Freddie. 

This bill would replace that and there wouldn’t be that function 
going forward. So as far as the size, I am not sure how much it 
would change. I think we would see a change in the direction and 
principal elements of work, from safety and soundness examina-
tions, to assessing the mortgage market and establishing stand-
ards. 

Mr. FRANK. So, all right, I think that is relevant. But people 
shouldn’t think, apparently, if this package were to go through and 
we abolish Fannie and Freddie and adopt this, that we would sub-
stantially see it go away. And I must say, my own concern is that 
it is a very specific set of ongoing sort of government intervention 
in the market. 

In addition to that, you would have to establish a variety of 
things. You would be described as mortgage default, delinquency, 
home documentation. And then you would do the standards serv-
icing reporting, standards for modification. This is really a very sig-
nificant government intervention in the mortgage market. 

That is why I said my—and I am saying it—is we are told it is 
more efficient or better than risk retention. I think risk retention 
has a greater simplicity. And I am concerned about the capacity of 
any Federal agency to take on the degree of supervision of the 
mortgage market on an indefinite basis that this bill calls for. 

I yield back. 
Chairman GARRETT. The gentleman yields back. 
The gentleman from Arizona? 
Mr. SCHWEIKERT. Thank you, Mr. Chairman. 
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Part of this is also a chance to ask a couple of questions. Could 
you walk me through some of the assets that the GSEs hold right 
now in performing paper, in impaired paper, in actually the num-
ber of properties that they hold title to? 

Let us start there, because I have always been very curious if 
there are a number of assets there that would help you prime the 
pump, if they were sold without a guarantee, or—and just getting 
that pricing model? What would the market pay and what would 
the market absorb? 

Mr. DEMARCO. Right, right. So in broad strokes, the two compa-
nies together have in order of magnitude $5 trillion worth of mort-
gages, single family and multi-family, that they either own and fi-
nance directly on their balance sheet, or that they provide guaran-
tees to market investors. The financed portfolios of both companies 
are declining over time, and there is a minimum required shrink-
age of those portfolios. 

I don’t know the exact number off the top of my head. Fannie 
Mae I think is on the order of a little over $700 billion right now, 
and Freddie Mac is in the $600 billion range. But those are shrink-
ing over time. There is a change in the characteristic of that fi-
nanced portfolio. It is moving less from whole loans in their own 
mortgage-backed securities, to being mortgages that have been pur-
chased out of mortgage-backed securities, either for loan modifica-
tion purposes, or because they are delinquent. 

Mr. SCHWEIKERT. I thank this gentleman, Mr. Chairman, Mr. 
Demarco. 

And so, just to make sure, let us take that $700— 
Mr. DEMARCO. Billion. 
Mr. SCHWEIKERT. —$700 billion. And those are ones where you 

hold the total paper? 
Mr. DEMARCO. Where we own the total paper. So not only do we 

have the credit risk on them, but we also have the market risk of 
having to bundle them and hedge that market rate risk. 

Mr. SCHWEIKERT. Oh, and then hedge that risk. 
Mr. DEMARCO. And then, you asked about REO properties? 

These are properties that they have title to because the property 
has gone through foreclosure. Currently, the count for that is a bit 
less than 200,000 properties. It is in the 190,000-or-so properties. 

Mr. SCHWEIKERT. Okay. 
Mr. Chairman, Mr. DeMarco, has there ever been—and forgive 

me, but I saw some article on this, but this is something that I 
didn’t follow up on—requesting pricing, saying, ‘‘Here is our port-
folio of performing paper. Here is our impaired paper.’’ What would 
you market? What would you pay as for parts of this, with a guar-
antee and without a guarantee? 

Mr. DEMARCO. Yes, sir. 
In September, I gave a speech in which I was sort of looking for-

ward to the next things on the horizon for us as conservator, things 
that I think are appropriate, both to our conservator mandate and 
to preparing to attract more private capital back into the mortgage 
market to reduce the taxpayers’ overall exposure. 

And at the time, I talked about two things. The potential for, or 
my expectation that we would continue to see gradually increasing 
guarantee fees. 
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But the second, and this goes to your question, was that we 
would work on engaging more loss sharing with private capital for 
the mortgage activity, the new mortgage acquisitions Fannie and 
Freddie are doing. There are two broad ways that I outlined in my 
remarks that could be done. 

One is to increase the depth of participation of private mortgage 
insurance companies providing insurance guarantees on mortgages. 
The other is that there are ways in the securitization process to 
break up pools of mortgages in a fashion you may sell a portion of 
the pool to mortgage investors, and do so without any Fannie or 
Freddie guarantee, and hence, without a taxpayer guarantee, and 
start to get a more true market price for the credit risk. 

So these are options that we are exploring. 
Mr. SCHWEIKERT. Mr. Chairman, Mr. DeMarco, any of that data 

coming in to you? Have you had anyone call you and say, ‘‘Hey, we 
would love to buy a few billion dollars and we will buy it without 
the guarantee, and here is what we are willing to pay on the 
yield?’’ 

Mr. DEMARCO. We have certainly invited that with respect to the 
disposition of REO and got a lot of public interest. And I believe 
as we prepare to move in a more formal sense on the risk sharing, 
we will get those kind of offers. 

I have informally had market participants suggest an openness 
to purchasing that sort of paper. 

Mr. SCHWEIKERT. Okay. Mr. Chairman, down to the last 30 sec-
onds. 

Part of this—and I am very pleased with what you have been 
doing on the REO side. I am one of those who genuinely believes 
our real estate market will not come back in this country until we 
get these properties in people’s hands, whether they are investors 
or first-time home buyers. 

When you have a couple hundred thousand properties out there, 
we need to get those back into productive use. 

Thank you, Mr. Chairman. My time has expired. 
Chairman GARRETT. The gentleman yields back. 
Mr. Miller is now recognized for 5 minutes. 
Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman. 
Mr. DeMarco, in my opening statement, I spoke of the conflicts 

or potential conflicts of holding seconds and then servicing firsts 
held by others, beneficially owned by others. 

Do you see any—and I have asked the leading servicers, all of 
whom are affiliates, subsidiaries of the biggest banks, what busi-
ness reason there was for that apparent, or at least that alignment 
of interests that are not identical which creates at least potential 
for conflicts. 

And all I got was that there were cross-marketing opportunities, 
which seemed to be not a particularly persuasive reason. Do you 
see any reason to have that alignment of interest? 

Mr. DEMARCO. I do, Mr. Miller. As a general proposition, I think 
one of the lessons to be taken from the last several years is the dif-
ficulties that second liens have posed for resolving problems with 
first liens. 

And I think the potential conflicts of interest need to be identi-
fied, and how seconds that come in after firsts, altering really the 
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risk characteristic of the first. All of these things need to be stud-
ied, and I think should be part of housing finance reform. 

Mr. MILLER OF NORTH CAROLINA. Okay. When you began your 
answer, I thought you were disagreeing with me, but you were in 
fact agreeing with me. You do not see a reason to have servicers 
of mortgages beneficially owned by others holding seconds on those. 
There is no— 

Mr. DEMARCO. I believe that is part of the conflict of interest. 
Whether there is another way of resolving that conflict by pro-
viding in law about what has to be done is another option. But as 
the way things stand now, I agree with you, sir. 

Mr. MILLER OF NORTH CAROLINA. Do you not have the market 
power? Could you just not by contract require that? I have been 
frustrated at the enormous market power of Fannie and Freddie of 
holding half the mortgages—of legacy mortgages—and having al-
most complete monopoly power with respect to new mortgages and 
the unwillingness to use that market power. Not statutory power, 
not regulatory power, but just market power. Why have you not re-
quired that by contract? 

Mr. DEMARCO. If the question is why I have not required by con-
tract that second liens can’t come in or restrictions on who may 
make those second liens, rather than put legal counsel on the spot, 
I am going to believe that is legally within my ambit. But I will 
say, Mr. Miller, that I will go back and we will study that question. 
If I am incorrect in my answer, I will report back to you. 

Mr. MILLER OF NORTH CAROLINA. All right. And you and I have 
also discussed principal modification. And I have handed you, I 
think, a peer-reviewed economic study from the Federal Reserve 
Board of New York that shows that modifications that reduce prin-
cipal lead to performing loans that reduce losses to mortgage hold-
ers. 

And I, again—Fannie and Freddie have been unwilling to reduce 
principal. There is now a pending settlement that may in fact not 
go through of Bank of America and the Bank of New York Mellon. 

And an essential part of that is that the investors in those mort-
gages are insisting that Bank of America give up servicing, kick 
out servicing where mortgages go into default to smaller servicers, 
higher-touch servicers, and that they reduce the principal to 
produce a mortgage that will not go through the hideous losses of 
foreclosure but is something that the homeowner can pay. 

Have you talked with the folks at PIMCO, or at BlackRock, who 
seem to have come to a different conclusion about what is in their 
best interest? 

Mr. DEMARCO. If I may pause for just a second, Mr. Miller. I 
wanted to check that my recollection was correct. Mr. Miller, my 
understanding of the proposed settlement agreement that you are 
referring to does not contain a mandate for principal forgiveness in 
it. 

It does actually contain some requirements that Bank of America 
and any sub-servicer that would result from this would service 
these loans according to the standards actually that we have devel-
oped at FHFA in the form of our Servicing Alignment Initiative to 
promote loan modifications and those sorts of activities. I don’t be-
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lieve there is a mandate for principal forgiveness in there. But it 
does go to the servicing and the loss mitigation strategies we have. 

Mr. MILLER OF NORTH CAROLINA. The former Mac program does 
have in the statute I think, certainly in the regulations, not just 
underwriting standards, which would be a really good thing that 
we make mortgages to people who can actually pay it back in the 
future. The other didn’t work that well as a business model. 

But it also sets out procedures for when a mortgage goes into de-
fault and provides for principal modification. Have you looked at 
how that program has worked and whether that works? 

Mr. DEMARCO. I have not looked at that particular program; no, 
sir. I do understand that the chairman’s bill would have part of 
what we would establish in terms of standards—would in fact be 
loss mitigation protocol. That would be part of the servicing stand-
ards that would be developed so that market investors would have 
certainty about how a servicer was expected to minimize the inves-
tor’s loss in the event of a delinquency in the mortgage. 

Chairman GARRETT. I thank the witness, and the gentleman 
yields back. And Mrs. Biggert is recognized. 

Mrs. BIGGERT. Thank you, Mr. Chairman. 
Nice to see you here, Mr. DeMarco. 
Mr. DEMARCO. Thank you. 
Mrs. BIGGERT. Question, does Fannie Mae and Freddie Mac and 

FHA’s dominance of the mortgage market allow for innovation in 
the private sector? We already heard about some of the businesses 
being shut down and jobs lost because they can’t complete with the 
taxpayer-backed government programs like FHA. So should we 
continue to allow the government-sponsored housing programs to 
compete and edge out the private sector? 

Mr. DEMARCO. To the first part with regard to innovation, I don’t 
believe that the model of having Fannie Mae and Freddie Mac in 
conservatorship is one really conducive to innovating new products. 
In fact, as a conservator I have said we are not introducing new 
products. 

So I think that the sort of market framework that would allow 
for innovation and introduction of new instruments and so forth 
would better happen outside of the realm we are in today. 

Mrs. BIGGERT. Okay. Then, in the White Paper, Treasury’s option 
one was a privatized system of housing finance with the govern-
ment insurance role limited to the FHA, the USDA, and the De-
partment of Veterans Affairs, assistance for narrowly targeted 
groups of borrowers. And that looks like a lot like the plan that Re-
publicans have been promoting for a couple of years. And so, what 
is your view of option one? 

Mr. DEMARCO. I believe option one that the Treasury Depart-
ment put forward is certainly a credible option. I believe that 
Chairman Garrett’s discussion draft is one of the first next develop-
ments, if you will, or refinements of Treasury’s option one in that 
it provides a basic framework for Treasury’s option one to be imple-
mented legislatively. 

Mrs. BIGGERT. Okay. Then do you do believe that if FHFA cre-
ates mortgage buckets and defines the standards to fit into those 
buckets, the private sector will perceive that the mortgages in the 
buckets are implicitly guaranteed by the U.S. Government? 
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Mr. DEMARCO. No. That is not how I understand it would work 
in this bill, and I don’t see anything in the bill that should give 
that sort of assurance to investors. 

Mrs. BIGGERT. I think that is always something that we are real-
ly working to make sure that we don’t fall into maybe a trap like 
that again. And those are my questions. I yield back. 

Chairman GARRETT. The gentlelady yields back. 
Mr. Hinojosa is recognized for 5 minutes. 
Mr. HINOJOSA. I am next? 
Chairman GARRETT. You are. 
Mr. HINOJOSA. Good. Thank you. 
Chairman GARRETT. I am just looking past you at the same time 

and— 
Mr. HINOJOSA. Thank you very much, Mr. Chairman. 
Mr. DeMarco, how will the Private Mortgage Market Investment 

Act impact FHFA’s ability to effectively regulate and be conser-
vator of Fannie Mae and Freddie Mac? 

Mr. DEMARCO. I would perceive this legislation as actually being 
in tandem with other legislation that has already been pending be-
fore the subcommittee and the full committee. I don’t believe this 
is intended to be undertaken with an ongoing indefinite con-
servatorship of Fannie and Freddie. I believe this is framed to be 
a replacement. How that transition works, I believe remains to be 
worked out. 

Mr. HINOJOSA. Does FHFA have the capacity and the expertise 
in-house to implement such a program that will go into effect no 
later than 6 months from the enactment? 

Mr. DEMARCO. Interestingly, Congressman, there are a number 
of things that we would be required to do in this legislation that 
in fact we are already doing. The Servicing Alignment Initiative we 
have undertaken as conservator of Fannie and Freddie to establish 
more robust and consistent and effective mortgage servicing stand-
ards is something that we are already well along with and has al-
ready—the implementation of it has begun. That would be a key 
component of what would go into the standard setting that the 
chairman’s discussion draft would have. 

Mr. DEMARCO. The second thing is I have already made clear 
that as conservator of Fannie and Freddie, I am working towards 
changing their securitization process so that mortgage market in-
vestors would have detailed loan level data on the loans underlying 
a pool. This is also a provision that is part of the chairman’s bill. 
This is something that we are working towards already. 

So I believe that there are certain things that we have under 
way already, and we certainly have the expertise in-house to be 
able to develop that. So I think some of the work we are doing in 
our current role fits well with what is proposed in the new role. 

Mr. HINOJOSA. What does the secondary mortgage market look 
like with no government guarantee on the long-term fixed-rate 
debt? 

Mr. DEMARCO. The long-term fixed-rate mortgages, I believe, 
look like one that is pricing the risk according to what it actually 
is. You will get a true market price of the risk, not just the credit 
risk, but the interest-rate risk associated with a long-term fixed- 
rate asset by—the concept behind the grouping of mortgages is to 
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give greater homogeneity in the securitization process so that in-
vestors would understand, this is a class M-type of pool, this is a 
class-P type of pool, this is a class-S type of pool. 

And investors know what the key credit characteristic differences 
are between those different pools, and we would see that priced ac-
cordingly in the marketplace. 

Mr. HINOJOSA. In listening to the dialogue that you had with my 
friend and colleague Congressman Miller regarding the principal 
modification, and your response was principal forgiveness. There is 
a heck of a lot of difference. And what we have been discussing 
here in our committee is that, if we are going to be able to make 
it possible for the person who buys the house for $300,000, and 
then it drops in market value to $200,000, they still have an in-
debtedness for some part of $300,000. 

We are asking consideration of those modifications, and I need 
for you to give me some clarification because I am not clear on your 
response to Congressman Miller. 

Mr. DEMARCO. I will apologize to Congressman Miller if I mis-
understood his question, and hence didn’t give an appropriate an-
swer. But to your question, Congressman, about principal forgive-
ness, here is how I have looked at this as the conservator of Fannie 
Mae and Freddie Mac. I believe that we have an obligation to mini-
mize taxpayer losses from the applicable business that they have. 
I also believe that we have an obligation. It is, in fact, in statute 
to be maximizing our efforts to avoid foreclosures, recognizing the 
net present value to the taxpayer. That is a statutory mandate that 
we have. 

So what we are doing in the loss mitigation space with Fannie 
and Freddie is that there is a whole protocol that is in place at 
each company that the mortgage servicers are supposed to execute 
on their behalf. What this protocol is about is when a borrower 
goes delinquent on their mortgage, there is supposed to be imme-
diate outreach to that borrower to find out what the reason for the 
mispayment is. 

If the borrower is going to be incapable of continuing to make the 
full mortgage payment that they are obligated to, the first alter-
native we turn to is a loan modification appropriate for this bor-
rower. The borrower committed to continuing to make a payment 
they can afford, and then they are committed to staying in the 
house. If so, that is the outcome we all want to see, and that is 
our first priority. 

The way we go about that, the first step is, in fact, following the 
precepts of the Treasury Department’s Home Affordable Modifica-
tion Program, or HAMP. The HAMP program is designed to define 
what is an affordable payment. And it has been defined since the 
beginning as a payment that is equal to 31 percent of the bor-
rower’s monthly income. So the notion is 31 percent of income 
would go to pay the mortgage. So there will be a series of modifica-
tions made to the mortgage to get the borrower into a payment of 
that size. 

We are, in fact, doing that, and Fannie Mae and Freddie Mac to-
gether have completed just under one million loan modifications. If 
the HAMP modification doesn’t fit the borrower, they don’t qualify, 
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Fannie and Freddie each have proprietary modifications that will 
address the particular situations of the borrower. So that is— 

Mr. HINOJOSA. I understand. 
Mr. DEMARCO. —what we are doing. But principal forgiveness in 

that context, we have found we can get the borrower to that pay-
ment without doing principal forgiveness, and we better protect the 
taxpayer by preserving an upside potential if the borrower is suc-
cessful in their modification. 

Mr. HINOJOSA. I thank the gentleman for his answer. 
Mr. DEMARCO. Thank you. 
Chairman GARRETT. And I thank you. The gentleman yields 

back. 
The gentleman from California is recognized for 5 minutes. 
Mr. CAMPBELL. Thank you, Mr. Chairman, and thank you, Mr. 

DeMarco. 
As was discussed earlier, there is general agreement that the 

conservatorship was the right thing to do in 2008. There is also 
general agreement that the conservatorship and that the current 
system is not the permanent solution and that we need to replace 
it with something. I think the question before us here today is 
whether or not this bill is the sole and sufficient replacement for 
Fannie and Freddie as opposed to some of the other alternatives 
that are authored by other members of this committee, including 
myself. 

So my first question for you would be, if Fannie and Freddie 
were to disappear tomorrow, and this bill were the sole replace-
ment for that, is that sufficient? Could this PLMBS serve the en-
tire marketplace? 

Mr. DEMARCO. It could not do it tomorrow. 
Mr. CAMPBELL. Why not? 
Mr. DEMARCO. Because this would take some time for standards 

to be developed and articulated. And in order to attract private 
capital and to build out the infrastructure to do the securitization 
that is proposed in this bill, private capital is going to want to 
know what these standards are, what the securitization require-
ments are going to be, and then make the necessary and appro-
priate investments in infrastructure and in risk management to be 
able to execute it. 

Over time, can that develop, and can that be implemented? If the 
market has certainty that these are the rules of the road, and if 
these rules of the road are not going to be changing every 3 
months, I believe that the private market can step in and do a 
great portion of what is currently being done by Fannie and 
Freddie. 

Mr. CAMPBELL. A great portion, I note. Okay. 
Let us talk about what would happen, do you think, to FHA and 

the Federal Home Loan Banks—to the volume through them—if 
Fannie and Freddie were gone and this was the sole solution? 

Mr. DEMARCO. FHA, even with Fannie Mae and Freddie Mac op-
erating in conservatorship, really has an unprecedented volume 
today relative to any time in recent history. And I believe that for 
lawmakers, for you all to consider the housing finance system 
broadly, I would expect that consideration of FHA’s role here, 
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whether it expands, contracts, gets redefined as there are certain 
targets would be all part of what you all would figure out. 

Mr. CAMPBELL. Because if you left it alone they would—a huge 
portion of the market would probably go through FHA if Fannie 
and Freddie disappeared and you just had this in its place, 
wouldn’t you suspect? 

Mr. DEMARCO. I wouldn’t necessarily draw that conclusion, no. 
Mr. CAMPBELL. If there were no changes, if they could—they 

used to be the lender of last resort, and now they have become the 
lender of first resort for many people, particularly anybody with 
less than 20 percent down. 

Mr. DEMARCO. There are an awful lot of creditworthy borrowers 
out there who would, I believe, find market execution at an attrac-
tive price without having to go through FHA. 

Mr. CAMPBELL. Okay. This bill actually has a lot of government 
restriction and control over the marketplace. And one of the things 
that requires FHFA to do is to promulgate underwriting standards. 
Could this not be construed as a stamp of approval by FHFA, and 
therefore have you opened to litigation or to legal liability from in-
vestors were those portfolios to go bad in the future? 

Mr. DEMARCO. I believe that the discussion and careful review 
of the discussion draft on that point can and should continue. I 
would say, at first blush, it looks to me as though the bill is taking 
great pains to make clear that, in fact, is not permissible and that 
is not intended. 

Mr. CAMPBELL. That it is not permissible to—because you are es-
sentially filling—under this bill, as I figure—the role of the bond 
rating agencies. 

Mr. DEMARCO. No, sir. I believe what we are doing is we are set-
ting definitions and rules in terms of mortgages with this group of 
characteristics that will be classified as this class; rules with a dif-
ferent set of credit risk characteristics would be given this class 
title. And so, mortgage investors will know when an offering is 
made for this class, there is homogeneity about the risk character-
istics. And then for this different class, there is homogeneity about 
the risk characteristics. 

And the interesting thing about— 
Mr. CAMPBELL. Can I stop you, sir, because my time is going to 

run out? 
Mr. DEMARCO. Certainly. 
Mr. CAMPBELL. I want to get to this last question. You are not 

just the Director of FHFA, but you are a noted economist. If the 
30-year fixed-rate mortgage were to vanish as a result of this—no 
government guarantee because the private market doesn’t want to 
accept the duration risk and the interest rate risk, etc., in addition 
to a credit risk—so if there were no 30-year fixed-rate mortgages, 
what effect would that have on housing prices? Because a lot of 
what we are talking about here is trying to keep—because if the 
housing market falls further, the economy will fall, and a lot of jobs 
will disappear, and that is what we don’t want to have happen. 

Mr. DEMARCO. Mr. Campbell, there is a predicate to the question 
I wouldn’t necessarily agree with, that the implication is this bill 
would cause that to happen. 

Mr. CAMPBELL. My question for you— 
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Mr. DEMARCO. But I understand. So the question is, if we sud-
denly outlawed 30-year fixed-rate mortgages, would there be an ef-
fect on house prices? There could be, but there could also be an ef-
fect on mortgage interest rates, which are also affecting house 
prices. And in some ways, this could—there are trade-offs there. 

There are a lot of borrowers who don’t use 30-year fixed-rate 
mortgages, and there are some borrowers for whom, in their par-
ticular circumstances, a 30-year fixed-rate mortgage is probably not 
the optimal instrument for them. 

Chairman GARRETT. I thank the gentleman from California for 
his questions. 

The gentlelady from California is recognized for 5 minutes. 
Ms. WATERS. Thank you very much, Mr. Chairman. And let me 

thank Mr. DeMarco for his presence here today, and thank you for 
inviting him to come and testify on your draft legislation. 

Title III of the discussion draft prevents Federal departments or 
agencies from engaging in forced principal write-downs. And I am 
not clear, looking at the bill, whether or not you are talking about 
a ban on principal write-downs as it applies to new loans or exist-
ing loans; however, and this is with respect to any securitized 
mortgage loan, you have stated, Mr. DeMarco, you said that given 
the calculations of FHFA, principal write-downs on Fannie Mae 
and Freddie Mac loans are not appropriate at this time. 

Even though you have qualified that by saying ‘‘at this time’’, do 
you think that a statutory prohibition on principal write-downs is 
appropriate, or should the Director of FHFA have the flexibility to 
pursue principal write-down to future data demonstrate that it is 
appropriate? 

The reason I ask this question is that—and it has been stated 
by my colleague, one of my colleagues—that many of us are very, 
very sympathetic to the homeowners who are underwater. And we 
really do believe principal write-downs make good sense. And we 
believe that principal write-downs will keep many of our home-
owners in their homes, but for principal write-downs, they will end 
up perhaps being foreclosed on. 

So my question, again, is what I already kind of stated: Should 
this be in law? Should we ban or prohibit principal write-downs in 
law or would you like to have some flexibility in dealing with this 
issue? 

Mr. DEMARCO. At least with respect to the first part of the ques-
tion, Ranking Member Waters, I believe it is equally legitimate for 
the Congress of the United States to legislate that the use of tax-
payer funds to write down principal of other mortgages is an appro-
priate public policy and to provide for that. And I believe it is 
equally legitimate for the Congress of the United States to pass a 
law saying that is not an appropriate use of taxpayer money. 

I really believe that is, at this point, a question for lawmakers. 
I have made clear, given my current responsibility as conservator 
with the source of funding that I have today, my view of why I am 
not doing it. But I believe it is really up to lawmakers to make that 
sort of determination because we are talking about the use of tax-
payer funds. And I believe that rightfully fits as a determination 
of lawmakers. 
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Ms. WATERS. All right. Let me just segue to another issue that 
I have talked with you about, but I guess I am interested in the 
timing now. I am, and I think other members are very pleased, 
about the request for ideas that you put out relative to disposal of 
the 300,000 REOs that you have on the books. Could you tell us 
something about the timing of that? How fast is this going to move 
and when can we see requests for proposals go out? 

Mr. DEMARCO. Right. So thank you for that. The subcommittee 
is aware that we recently made an important set of announcements 
regarding the HARP refinance program. I will say that the agency 
has been focused on that as the first priority. Now that work is just 
about complete, moving to this REO question and finalizing our re-
view of these 4,000 submissions is our next priority. And I would 
hope to be at least making some positive movement forward over 
the next few months with that. I believe that we need to get going 
with it. 

Ms. WATERS. Thank you very much. I yield back the balance of 
my time. 

Chairman GARRETT. The gentlelady yields back. 
The gentleman from Florida, Mr. Posey? 
Mr. POSEY. Thank you, Mr. Chairman. Mr. DeMarco, first, I just 

want to say I applaud your written testimony, on page three where 
you say that you are going back and attempting to recover some 
compensatory damages. The question is, hopefully yes; or so, are 
any of the Federal law enforcement agencies working with you to 
recover some punitive damages? 

Mr. DEMARCO. I can only speak to the actions that I have taken, 
Mr. Posey. So what we have done is we have undertaken the law-
suits that are public, the complaints that are public. I am not in 
a position to speak for law enforcement agencies of the government. 

Mr. POSEY. So you are not aware that they are then? 
Mr. DEMARCO. I can’t speak for what law enforcement is doing, 

Mr. Posey. 
Mr. POSEY. I am not asking you to speak for what they are doing. 

I am asking you if you are aware if they are working with you, be-
hind you, beside you, if they are aware of what you are doing and 
have an interest in it? 

Mr. DEMARCO. From time to time, sir, we are certainly ap-
proached by law enforcement about various things that they are re-
viewing and we always provide our full cooperation to law enforce-
ment. So certainly, as a general matter, are there issues out there 
that law enforcement is pursuing in the mortgage area? The an-
swer is yes. And we are providing our support to them when asked. 

Mr. POSEY. Okay. Do you notify law enforcement when you dis-
cover fraud as you attempt to recover damages here? 

Mr. DEMARCO. We have a mortgage fraud reporting regime at 
Fannie Mae and Freddie Mac. There is a great deal of reporting 
that is done. And they will oftentimes come back to us and ask for 
additional information or guidance— 

Mr. POSEY. Thank you. I think last time, we heard that the de-
fense fees for the Fannie and Freddie executives were in excess of 
$162 million. Can you give us an updated number now? 
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Mr. DEMARCO. Not off the top of my head. I would be happy to 
provide it in writing. I suspect given the pace of this, it has not 
changed much since my last appearance. 

Mr. POSEY. I understand that since you were here, a court has 
ordered at least one of the executives to repay some bonuses that 
were apparently received and not deserved. Could that be viewed 
as any type of adjudication of guilt and maybe a reason for the 
American taxpayers to stop paying the defense fees for those 
crooks? 

Mr. DEMARCO. Mr. Posey, I am not aware of the particular issue 
or circumstance that you just described. So I would have to find out 
exactly what ruling was made that you are referring to and then 
I have to assess that. I am not aware of, off the top of my head, 
the ruling you are talking about. 

Mr. POSEY. Okay. I am going to make a couple of statements and 
ask you to tell me what is wrong with them. Number one, for about 
60 years, we have had FHA loans, 3 percent downpayment loans, 
which require an extra 0.5 percent mortgage insurance premium. 
And to a large extent, the extra 0.5 percent mortgage insurance 
premium has paid enough through its accumulation for the losses 
that have been incurred through the loans. So basically, it is been 
a pretty good, sound system. 

VA, which has no downpayment, only has a loss ratio of about 
2.5 percent, which is incredible, because of the great job they do 
at underwriting and working with their clients. So, I think that is 
one argument for not reinventing the wheel. I will ask for your 
comments in a minute. 

Number two, the mortgage bubble wasn’t caused by mortgage 
limits or low downpayments. I would wager that at least three- 
quarters of the people in this room, if they follow the national 
trend, bought their home, at least their first home, on a 3-percent- 
down FHA loan and didn’t default on it, as most people didn’t. 
Most of the bubble and the crisis was caused by fraud enacted be-
tween the borrowers and lenders. And if we are to eliminate that 
fraud, the system should work without additional regulation, red 
tape and so forth. 

Can you see anything patently wrong with those statements? 
Mr. DEMARCO. I apologize. Certainly, mortgage fraud has been 

an important element of the debacle over the last several years, but 
I would not say that borrowers generally—let me set FHA aside. 

FHA actually had a very small book of business during this peak 
period, but I believe highly leveraged acquisitions of houses with 
zero percent down or close to zero percent down in fact was very 
much a contributing factor to the housing bubble and to the loss 
the taxpayers have absorbed. 

I would go further to your point about FHA and VA and say that 
these are certainly credible, explicitly government-guaranteed pro-
grams with targeted populations of eligible borrowers. And I be-
lieve it is every—I fully expect that wherever we end up in housing 
finance, we will continue to have robust FHA and VA programs. 

And one of the decisions for lawmakers is in a post-Fannie Mae/ 
Freddie Mac world whether there is consideration to be given in 
terms of altering in any way the program or eligibility of FHA or 
VA. 

VerDate Nov 24 2008 15:46 Jul 05, 2012 Jkt 072623 PO 00000 Frm 00030 Fmt 6633 Sfmt 6633 K:\DOCS\72623.TXT TERRIE



25 

Mr. POSEY. Okay. I don’t want to cut you off, but I am running 
out of time here on my 5 minutes. 

Chairman GARRETT. Actually, you are over your time, so— 
Mr. POSEY. Can I have just one quick follow up? Thank you, Mr. 

Chairman. 
Chairman GARRETT. If there is— 
Mr. POSEY. It has been my impression that Congress pushed 

Fannie and Freddie to make many of the loans that we now regret. 
And I hold Congress culpable for that. Do you think that is a fair 
assessment? 

Mr. DEMARCO. I certainly think that Congress established cer-
tain circumstances that drove Fannie and Freddie, but I will not 
relieve the executives of those companies for making very poor and 
imprudent business decisions prior to conservatorship. 

Mr. POSEY. Thank you. 
Thank you very much, Mr. Chairman. 
Chairman GARRETT. The gentleman now yields back. 
The gentleman from California? 
Mr. SHERMAN. We have recently seen some bonuses at Fannie 

and Freddie. I wonder if you have a comment on that. 
Mr. DEMARCO. Yes, sir. I will say several things about the recent 

news. The first is that the compensation programs that are being 
reported about are the same compensation programs that have 
been in place since 2009, at the same levels that I have extensively 
testified about before Congress. 

And I will say that a number of executives have turned over at 
the companies. We seek in every instance to be bringing in new ex-
ecutives at lower compensation than their predecessors. And fi-
nally, I believe that this compensation problem will be solved fast-
est when Congress gets on with coming to a final resolution of the 
conservatorships. 

Mr. SHERMAN. This bill that we are talking about today is either 
a very small bill in its importance or a very large one. It is cer-
tainly useful to have standards of weights and measures for ounces 
and pounds. And it would be good to have federally-published 
standards for mortgage-backed securities. But this could be an 
enormous bill if it is somehow a step toward abolishing Fannie and 
Freddie and not replacing it with anything similar. 

What does the secondary mortgage market look like to you if 
there is no government guarantee of long-term fixed-rate mort-
gages? 

Mr. DEMARCO. As I said earlier in the hearing, I don’t see the 
FHA or VA going away. So I believe there will in fact continue to 
be guarantees of 30-year fixed-rate mortgages. And I further be-
lieve that in the construct that is here, it would certainly be an op-
portunity for mortgage investors to price and to be willing to accept 
30-year fixed-rate mortgages without a government guarantee. 

Mr. SHERMAN. What does it look like if—to the average home 
buyer right now, if they have a qualified loan, conforming loan, 
they are paying a certain rate of interest. How much higher is that 
going to be without the government guarantee? I know what it was 
in my area 5 years ago before mortgage-backed securities got an 
ugly name, but what kind of increase are we going to see for some-
body who is borrowing and not borrowing from FHA or VA? 
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Mr. DEMARCO. That is a fairly complicated question, because one 
needs to be more specific about the borrower. But I can make a 
general observation for you, Mr. Sherman, that I think would be 
helpful, which is that we continue to have a mortgage market that 
is outside the Fannie/Freddie realm. 

And certainly looking, not just recently, but back at past history, 
suggests that we are on somewhat on the order of three-eighths to 
one-half of a percentage point greater on mortgage rates. But those 
borrowers also look like a different credit profile, it is not just— 

Mr. SHERMAN. Same credit profile. Let us say we were talking 
about 75 basis points, what does it do to the value of homes in this 
country if for the vast majority of buyers, the interest rate is three- 
quarters of a point higher than it would be otherwise? 

Mr. DEMARCO. I don’t have an immediate answer for you on 
that, Mr. Sherman. Certainly, there is a connection between mort-
gage interest rates and house prices. And I would say that the in-
credible subsidization over a long period of time through Fannie 
and Freddie with affecting mortgage interest rates has been cap-
italized into the value of homes, inflating those values. 

Mr. SHERMAN. Do you have any evidence or studies that would 
disagree with what I have seen, which would be another 15 percent 
to 20 percent decline in the value of homes? 

Mr. DEMARCO. I don’t have studies to point to with regard to 
value— 

Mr. SHERMAN. Yes, you can. You don’t have anything that would 
disagree with that and what does it do to the national economy if 
every—if the average home in this country declines by 15 or 20 
percent over the next year as a result of action taken in this room? 

Mr. DEMARCO. Obviously, a substantial decline in house prices 
would not be good for the economy or for the taxpayer. But we will 
see how this actually evolves, what sort of transition there is, and 
so forth. 

Mr. SHERMAN. I yield back. 
Chairman GARRETT. Thank you, the gentleman yields back. 
The gentleman from New Mexico is recognized. 
Mr. PEARCE. Thank you, Mr. Chairman. 
Mr. DeMarco—nice to see you. 
Just to kind of get the record straight, the last time you were 

here in committee, we had a little dust-up. And just to put it into 
the record, you came into the office and made a very professional 
presentation on the status of the institution. I appreciate that and 
still work from those notes. So thank you, and just to get that into 
the record. 

Mr. DEMARCO. I appreciate it. 
Mr. PEARCE. If we pursued just a little bit the line of questioning 

that Mr. Posey was on, what would be the definition of fraud? You 
were hesitant to say that a great percent of the loans are fraudu-
lent. What would be the definition of fraud? And I will go ahead 
and give what I am thinking about. 

I have been in discussion with one of the bottom-line lenders 
from Wall Street, and her performance bonuses were based on 
kicking loans out the door. You have to get them in, and kick them 
out. And she wouldn’t compromise the standards. The other people 
sitting at the desks making loans were getting higher bonuses. Her 
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supervisor gets bonuses if they get bonuses. And so, she is under 
pressure to make the loans. Would that be, in your estimation, 
fraudulent? Or it doesn’t cross the ethical line, but it is up there? 

Mr. DEMARCO. As you have described it, I would not perceive it 
to be fraud, as long as credit characteristics are being appropriately 
reported to the buyer or investor in the mortgage. 

Mr. PEARCE. And I think where I am going with this is nowhere 
tricky, just any market is going to have that same pressure, wheth-
er it is this bill in front of us, or the market, frankly, that is oper-
ating toward you right now. It is a pressure that is going to be 
there. Is there any way to regulate that pressure? Is there any way 
to deal with it? 

It is not technically fraud, but if there are mortgages out there 
that are not going to perform as well, and they are not categorized 
that way in order to get their bonuses, that is a problem in the sys-
tem that I don’t know how you get around, myself. 

Mr. DEMARCO. Certainly, incentive compensation programs can 
be looked at as creating either positive or adverse incentives for 
how credit markets are functioning. So, incentive comp programs 
are pretty critical here, whether we are talking about executives or 
whether we are talking about rank-and-file employees. 

But that the mortgage fraud issue generally can run quite a wide 
gamut of participants. It can involve appraisers. It can involve 
lenders. It can involve borrowers. It can involve companies that are 
actually pooling and securitizing mortgages. Fraud can occur at 
any number of places, including those. 

Mr. PEARCE. If we can switch gears for just a second, a con-
tinuing drumbeat of concern that I have from the small banks in 
New Mexico is that if we go to some private market, they will 
never get the rates of return that they can in the large markets. 
And that they are suspicious of movement away from—they don’t 
like the explicit guarantee, but the implicit guarantee. 

What reassurance could we give people in New Mexico—the lend-
ers—that they are going to be okay? That the private mortgage 
market will actually provide liquidity to them? Is that a reassur-
ance that is possible, and is it one that is advisable to give? 

Mr. DEMARCO. I think that is a great issue that concerns me a 
lot. I would answer it slightly differently. And that is, as we con-
sider housing finance reform, whether it is the chairman’s discus-
sions, or after any other framework that is put forward. 

One of the things that I would suggest policymakers and law-
makers alike should be assessing is: What does this framework 
offer to small and mid-size lenders, whether it is community banks, 
mortgage bankers, and so forth, to be able to be active participants 
in the mortgage market, so that we would have a more competitive 
marketplace; and one that it is not dominated, either at the mort-
gage origination point, or the mortgage servicing point—that it is 
not dominated by a handful of very, very large institutions? 

Mr. PEARCE. Okay. 
I yield back, Mr. Chairman. 
Thank you for your response. 
Chairman GARRETT. The gentleman yields back. 
And before we go to Mrs. Maloney, just for the edification of the 

gentleman from California, the gentleman raised a good question 
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with regard to the compensation issues and what needs to be done 
about that. 

The gentleman is reminded that we had legislation, H.R. 1221, 
the Equity in Government Compensation Act—that was actually 
sponsored by the full chairman of this committee—which would ba-
sically try to address that and suspend the current compensation 
packages for employees of Fannie and Freddie and establish a com-
pensation system that is consistent with the executive schedule, 
which I guess would be a lot less than was out there. 

That passed the committee 27–6, I believe, however, the gen-
tleman from California voted ‘‘no’’ on that piece of legislation. So 
just to set the record straight, we are trying to address that situa-
tion. 

And with that, I yield to the gentlelady from New York. 
Mrs. MALONEY. Thank you. 
And welcome, Mr. DeMarco. We appreciate your comments on 

what is the 15th proposal this subcommittee has reviewed in the 
area of secondary mortgage markets this year. 

I know that this question is not exactly on point with what we 
are reviewing today, but since you are here, I wanted to follow up 
on something I have been involved in with your office over the past 
several months. It concerns a recent story that was in the October 
19th issue of the New York Times, entitled, ‘‘Rush to Drill for Nat-
ural Gas Creates Conflicts with Mortgages.’’ 

And it has raised important questions about how many of these 
new gas leases on private property in many States that do not have 
a history of such leases, and how this will impact on mortgages. 
The article reports that there are concerns that these leases do not 
ensure compliance with certain standards set by a secondary lend-
ing institution. 

Earlier this year, I sent you and your staff questions on this 
area. And I appreciate your response. But your counsel’s response 
raises question in light of the recent Times story. The piece showed 
there seem to be conflicts between these gas leases and mortgage 
rules, which could become a problem with investors who may want 
to get rid of their mortgage-backed securities. 

And now that the technical defaults that these leases could cre-
ate on mortgages, it may force Fannie or Freddie to buy these 
mortgages back. And if this happens, I assume it could be incred-
ibly expensive for the U.S. taxpayers, since 90 percent of residen-
tial mortgages are owned by Freddie and Fannie. And so, many 
people have already signed these oil and gas leases. 

So my question is, as the regulator, what is FHEA doing to audit 
the score of such a threat? 

Mr. DEMARCO. Thank you, Mrs. Maloney. As you noted, my staff 
has been working with you and your staff to better understand this 
emerging issue and its implications, including its risks for Fannie 
and Freddie. And as you noted, we have provided one set of re-
sponses. With regard to the more recent development that you re-
ferred to, I will confess that I am not up to speed on that. 

And if you would indulge me, I would be happy to get a more 
fulsome response and to get back with you in your office regarding 
this latest development, and to make sure that we provide a full 
answer to your question. 
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Mrs. MALONEY. Thank you. Your agency’s letter said you were 
waiting to see what EPA determines about whether fracking is en-
vironmentally dangerous. And I believe that determination is irrel-
evant. Something does not have to be environmentally dangerous 
for it to negatively impact property values or violate mortgage 
rules. 

Just take the example of a landfill. It is not considered dan-
gerous, but it definitely lowers the value of property. Most people 
would not like a landfill in their backyard. And regardless of what 
EPA and the studies find, most research says that drilling nega-
tively impacts property values, and as the Times’ document showed 
clearly, drilling leases violate Fannie’s and Freddie’s rules. 

So the question remains, if FHFA or Fannie or Freddie are going 
to do an audit to see how many mortgages across the country have 
non-compliant leases on them. This is a serious issue. It could cost 
billions going forward. 

Mr. DEMARCO. So, Congresswoman Maloney, as I said, I will be 
very happy to go back and take a serious look at whether an audit 
is in order, whether that is feasible and practical, what it is we 
would expect to get out of it. I am sorry. I am just not prepared 
to do— 

Mrs. MALONEY. Following up, are there any efforts in FHFA to 
see how many mortgages in the United States are overlaid with 
noncompliant leases? Is there any effort to look at that? 

Mr. DEMARCO. I am being advised, Mrs. Maloney, that these 
leases which you are referring to may or may not be recorded. And 
so, our ability to be able to effectively gather this information is 
uncertain at the moment. But I am told that the staff is looking 
at this and will continue to, and I will be happy to follow up 
promptly with your office to advise you of where we stand. 

Mrs. MALONEY. Thank you very much. 
And my time has expired. Thank you. 
Chairman GARRETT. And I thank you, gentlelady. 
The gentleman from Texas? 
Mr. NEUGEBAUER. Thank you, Mr. Chairman, for holding this 

hearing. And thank you for putting forth a very interesting pro-
posal for bringing the private market back to mortgage finance. I 
think it is very important for the long-term stability of housing 
that we have a robust private financing market. 

Mr. DeMarco, thanks for coming again. You have maybe what is 
one of the most difficult but most important jobs in our country 
right now. I guess the taxpayers and you got some bad news this 
morning. It looks like Freddie needs another infusion of about $6 
billion. 

What I found troubling about that was that they lost $6 billion 
in the previous quarter, but you are—if you go back a year ago, 
they only list $4.1 billion. And with the amount of origination that 
they have, you would have expected, I think, for the earnings to 
start showing some improvement. So I found that troubling. I 
would assume that you do as well. 

Mr. DEMARCO. I certainly do, Congressman. 
I would say that a portion of these—so the breakdown briefly, 

there are three key contributors to this. One is, an additional incre-
ment of credit losses is continuing to reflect both the pre-con-
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servatorship book of business and difficulty certain housing mar-
kets are having in stabilizing. 

It also reflects losses due to hedging in terms of a hedging of the 
financing risk of their retained portfolio, and then $1.6 billion of 
that is the dividend that is owed to the Treasury Department. 

Mr. NEUGEBAUER. So recently, on September 30th, the loan limit 
temporary increase it was granted expired, and so the new loan 
limits are in place. Has anybody done an analysis of how much 
that would affect overall origination to the GSEs for that to move 
from the 729 down to the—what is it? The 625 number? 

Mr. DEMARCO. I know we have how many mortgages, say, in the 
last year Fannie and Freddie had originated in that dollar range 
in the particular markets that were affected by the change in the 
loan limit. I am afraid I don’t have that number with me, but I 
could easily provide it. It is really not a huge number, but we can 
get that for you. 

Mr. NEUGEBAUER. In fact, it is a really small number. Would you 
agree with that— 

Mr. DEMARCO. I would say certainly relative to their book, it is 
a very small number. 

Mr. NEUGEBAUER. And so the question is—and Mr. Scott has a 
great proposal of bringing some certainty to the market—but what 
would be the incentive in the private market to originate anything 
in the current space that the GSEs are allowed to operate? What 
would be the incentive for the private market not to go ahead and 
let the Federal taxpayers guarantee that book of business long? 

Mr. DEMARCO. It is pretty hard to compete with the Federal Gov-
ernment and the degree of support that is being provided right 
now. 

Mr. NEUGEBAUER. So, if you are going to get the private sector 
back into the market, you are going to have to create some space 
for them to operate, because, really, there is no incentive below 
whether 625 for the private sector to originate anything that is not 
sent through the GSEs. 

Mr. DEMARCO. Right. It is hard to compete with a government 
guarantee, and so as long as there is a wide footprint for that, that 
is going to be a wide space in the market that would be hard for 
private participants to compete in, in terms of their financing. 

Mr. NEUGEBAUER. Do you think, though, that the fact that we 
did kind of create a little bit more space in the jumbo market by 
letting those limits expire gives us an opportunity to see; because, 
in fact, the private sector is operating in the jumbo space now. Isn’t 
that a good opportunity, though, to create a little additional space 
without really giving up a lot of origination, because, as you just 
said, it is a very small amount of origination? 

Mr. DEMARCO. It certainly is an opportunity to provide a modest 
amount of additional running room, if you will, for the jumbo mar-
ket to be able to reestablish itself. 

Mr. NEUGEBAUER. And so you would support that? 
Mr. DEMARCO. I have remained faithfully agnostic on the ques-

tion of what the loan limits should be, viewing that very much as 
a decision of lawmakers. But to your premise that, by having this 
well-announced in advance, gradual decline in loan limits in just 
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certain areas, does that create greater opportunity for the private 
sector to reestablish itself, the answer, I would say, is certainly yes. 

Mr. NEUGEBAUER. And so, here is a final question. I think re-
cently we wrote you, and we would be anxious to hear your re-
sponse, but with the fact that Freddie and Fannie, in certain 
spaces, basically have a monopoly on that origination space, what 
would be the reason to give certain originators different fees than 
others? Why would you have a spectrum there? You are not com-
peting for the business; you are getting all of the business. 

Mr. DEMARCO. Right. That is a very fair question. And I would 
say two things: one, in fact, those gaps have been declining; and 
two, I said publicly back in September that what remains in that 
space is something that I am looking to eliminate. 

Mr. NEUGEBAUER. Thank you very much for your time. 
Mr. DEMARCO. Thank you, sir. 
Chairman GARRETT. The gentleman yields back. 
And the gentlelady is recognized for 5 minutes. 
Ms. MOORE. Thank you so much, Mr. Chairman. 
And I do want to thank our guest for taking this time. 
I just first want to mention that I am really happy to see that 

you have filed lawsuits against these 18 financial institutions to re-
cover the losses suffered by Freddie and Fannie and to seek com-
pensatory damages for the losses that the Enterprises have suf-
fered. 

There has been a lot of talk about the malfeasance, I guess, of 
Freddie and Fannie. But I think we too often forget that they were 
victims themselves of criminal activity. How much do you think 
you could recover from this, as compared to the exposure that 
Freddie and Fannie have? 

Mr. DEMARCO. I appreciate the question, but I am afraid that is 
something, given that I am in litigation, that is really impossible 
for me to answer— 

Ms. MOORE. Okay, thank you. 
Mr. DEMARCO. We are seeking to recover appropriate— 
Ms. MOORE. Okay, thank you. Right now, the FHFA is funded 

through the fees that the GSEs receive. You indicated earlier in 
your testimony that you need a considerable staffing-up in order to 
fill that TBA space. How would you—under this bill, how would 
you fund the GSEs? 

Mr. DEMARCO. I am not sure that there would be GSEs, but in 
terms of the funding for FHFA, I believe it is— 

Ms. MOORE. Right. 
Mr. DEMARCO. —something that is not determined by—in this 

bill, and so that would be something that would have to be figured 
out. 

Ms. MOORE. What— 
Mr. DEMARCO. It is a gap right now. 
Ms. MOORE. Is it a gap or a cavern? Is it a small gap, or is it 

a significant thing— 
Mr. DEMARCO. For me, it is in fact—to manage this budget, it 

is a significant thing, since I want to know where the funds are 
coming from. But— 

Ms. MOORE. How much does it cost right now to run it under— 
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Mr. DEMARCO. Our budget today is on the order of $180 million. 
So I am being told it is probably less than that. 

Ms. MOORE. Okay. 
Mr. DEMARCO. We are funded through assessments on Fannie 

and Freddie, but also assessments on the 12 Federal Home Loan 
Banks, because we have supervisory responsibility for them. 

Ms. MOORE. Okay, thank you. Right now, the investors in Fannie 
and Freddie securities are basically rate investors. But under this 
bill, they would have to add credit risk as well as the rate. Is there 
any indication that we would be able to attract these kind of inves-
tors in a totally privatized market without the GSEs? 

Mr. DEMARCO. That is quite right. We are in a rate market today 
because of the guarantees associated with Fannie and Freddie se-
curities. What the pricing of this credit risk would be is going to 
depend on market appetite for credit risk, and then also with—it 
is also going to depend upon the clarity and resiliency of the stand-
ards and structures that are put in place. 

Ms. MOORE. And so, what would a borrower, a mortgage bor-
rower, have to look like? It would be totally risk adverse to these 
investors? What is the risk tolerance in order to be able to raise 
the appropriate amount of funds? If we want our mortgager market 
to come back, we have to be able to fund mortgage-backed securi-
ties. 

What is your assessment of the tolerance for this credit risk in 
the private market only without a GSE? 

Mr. DEMARCO. I believe that there is certainly tolerance to sort 
of the private capital to fund this risk. But they are going to want 
to know: ‘‘What are the rules of the road, and do I have pretty good 
clarity into how to assess the amount of risk that I would be under-
taking?’’ 

Ms. MOORE. Not NINJA loans, but what would be standard use, 
do you suspect? 

Mr. DEMARCO. The standards in terms of the underwriting 
standards? 

Ms. MOORE. Yes. 
Mr. DEMARCO. Yes. Actually, as—the discussion draft would re-

quire us to— 
Ms. MOORE. Would it be like 20 percent down? 
Mr. DEMARCO. No, I don’t understand the bill to require that 

sort of thing at all. I think the bill requires us to establish risk 
buckets, buckets of mortgages that are defined by their risk charac-
teristics, and I would certainly— 

Ms. MOORE. Okay. My time is about to expire, and you are not 
going to answer this question. 

The largest mortgage insurer, the Mortgage Guarantee Insur-
ance Corporation, is located in my district, the 4th Congressional 
District of Wisconsin. What impact do you think that this legisla-
tion would have on the mortgage insurance industry? 

Mr. DEMARCO. I think that is an interesting question, because I 
believe that there are some investors who may well look to having 
various forms of credit enhancement either on mortgages or on 
pools of mortgages, and I think it certainly creates a market oppor-
tunity for private guarantors to replace what is currently a Federal 
guarantor. 
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Ms. MOORE. Thank you so much. My time has expired. 
I yield back, Mr. Chairman. 
Chairman GARRETT. The gentlelady yields back, and I appreciate 

the gentleman’s answer. 
And of course, the gentlelady knows that is one of the variables 

that may be considered by the FHFA as well. 
Mr. McCotter is recognized for 5 minutes. 
Mr. MCCOTTER. Thank you, Mr. Chairman. I would like to start 

by yielding 30 seconds to my colleague from New Mexico, Steven 
Pearce. 

Mr. PEARCE. Thank you, gentleman, for yielding. Just in re-
sponse to my good friend from the other side of the aisle who is 
talking about the negative impact of drilling on properties, if that 
was really the case, then you wouldn’t have any properties in my 
hometown—we have gas wells in back yards, in the front yards; we 
have them on the school grounds. In fact, it positively impacts the 
values of homes in our town. 

So when you are going to create a Fannie Mae dead zone if you 
limit loans to private residences in areas where they drill, so be 
careful in New Mexico. We don’t mind out there. Thank you. 

Mr. MCCOTTER. I am reclaiming my time. I have a question on 
economics and then a question about the past. The question is one 
our colleagues who talked about how the subsidizing of the Federal 
Government into the housing realm has helped to keep interest 
rates low, and that if all of a sudden, it went away, interest rates 
would climb back through the roof. 

My question is, having a rudimentary understanding of the law 
of supply and demand, wouldn’t it work that if the government 
subsidized the housing market purchases, that would mean they 
would be more available to more people? And the more people that 
there are for the limited number of houses, the higher the prices 
would go for those houses, which would then reduce the avail-
ability. Isn’t that pretty much how that would work? 

Mr. DEMARCO. In posing that sort of system in the short run, 
yes. And in the long run, you would see a change in the supply of 
housing. 

Mr. MCCOTTER. And you would see the prices come down, which 
would upset the homeowners but not necessarily the people pur-
chasing them, which would then make the actual downpayments— 
because 3 percent of the asking price of the house would be lower 
than it would be at the governmentally-inflated rate. I just wanted 
to make sure that I actually had read the book in college that some 
might have skipped through. 

A practical question about the past would be, as you have stated, 
and I think everyone can see that in the operating of these entities, 
there were mistakes made by these boards and the people in 
charge of operating them. Is that a fair statement? 

Mr. DEMARCO. Yes, sir. 
Mr. MCCOTTER. And let me just say thank you very much for try-

ing to go in there and fix it and working so well with us to do it. 
So this is not directed at you in any way. But just as a matter of 
curiosity, as well as public record, is there anywhere we can go and 
find just a very succinct list of who was on the boards and what 
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bad decisions these boards made; because these people made a 
whole lot of money to screw this thing up? 

And I think that under the concept of credit where credit is due, 
I know a lot of people who would like to thank them personally for 
their efforts. 

Mr. DEMARCO. Since these were public companies, certainly in 
their annual disclosures and annual reports, the leadership of the 
companies is a matter of public record. 

Mr. MCCOTTER. That is heartening. That is very heartening. I 
was also curious, since they are public companies, in those reports, 
is there anywhere we can find out how they managed to get these 
new jobs? These are important jobs. 

These aren’t just something that you would want to see go to a 
political crony who might not have the best of motivations or the 
best business acumen in terms of dealing with these things. So are 
those in there too? So you can say not only are these the people 
who should be credited with these decisions, this is also their com-
pensation package, and here is how they were chosen to be on this 
board. 

Mr. DEMARCO. I believe that is available information. 
Mr. MCCOTTER. Can you send me the link and give me a nice 

little concise sheet of that so that I can share that with all the peo-
ple in my district who are wondering why this thing got so bad so 
quickly, and people were compensated so much for so little? 

Mr. DEMARCO. We can provide you information from the public 
record. 

Mr. MCCOTTER. Thank you. I yield back. 
Chairman GARRETT. The gentleman yields back. I appreciate the 

gentleman’s question, and also learning about the book that he 
read in college, as well. But I used the footnotes. So I do appre-
ciate, Mr. DeMarco, your being here today, and your candid and in-
sightful answers to all of the questions. 

And I believe that is the extent of the questions, although the 
record, as I always say at the end of the hearing, is open for an 
additional 30 days for additional questions. And as we go through 
this, I am sure there will be additional questions. Again, I thank 
you for your testimony and time today, and also your work as well. 
Thank you. 

Mr. DEMARCO. Thank you so much, Mr. Chairman. 
[Brief recess]. 
Chairman GARRETT. Greetings, and still good morning. We actu-

ally were able to complete the first panel while still in the morning 
before 12 o’clock, so we are glad that we have ample time now for 
hearing the testimony from the second panel. And we welcome all 
of you. I know we are going to get our last panelist here before he 
comes up to testify. 

And so, we will begin with Mr. Deutsche from the American 
Securitization Forum. Welcome. Obviously, you are recognized for 
5 minutes. Your full written statement will be made a part of the 
record, and we look forward to your testimony this morning. 
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STATEMENT OF TOM DEUTSCH, EXECUTIVE DIRECTOR, 
AMERICAN SECURITIZATION FORUM (ASF) 

Mr. DEUTSCH. Thank you. Thank you very much, Chairman Gar-
rett. My name is Tom Deutsch, and as the executive director of the 
American Securitization Forum, I very much appreciate the oppor-
tunity to testify here on behalf of the 330 ASF institutions which 
originate, structure, trade, service, invest, and serve as trustee for 
the preponderance of residential mortgage-backed securities cre-
ated in the United States, including those backed entirely by pri-
vate capital, as well as those guaranteed by public entities such as 
Fannie Mae, Freddie Mac, and Ginnie Mae. 

Let me begin my remarks with what I believe to be a very clear 
consensus proposition. There is very strong political and economic 
will in the United States today to decrease the overall level of Fed-
eral Government involvement in housing finance, and to have more 
private capital eventually replace many of the risks and rewards 
of that involvement. 

Given that 90-plus percent of mortgage loans made in America 
in the first half of 2011 were guaranteed by the GSEs, there cer-
tainly isn’t a shortage of opportunity to achieve that goal. To date 
though, Fannie Mae and Freddie Mac have drawn $169 billion in 
direct support from the American taxpayer through the Depart-
ment of the Treasury since they were placed under conservator-
ship, and are predicted by the FHFA to draw a total ranging from 
$220 billion to $311 billion by the end of 2014. 

Given the substantial losses and the outsized role of the GSEs 
in today’s U.S. mortgage finance system, the ASF’s membership is 
strongly supportive of reducing the Federal Government and role 
in the mortgage finance system in America. 

While there is little opportunity for an overnight transition, there 
is a strong need to begin that transition over time and work as 
soon as possible to restore the long-term health of both the U.S. 
mortgage finance system, the U.S. economy, and the U.S. housing 
market. Reducing dependence on the public guarantees for new 
mortgage origination necessarily implies that private capital has to 
flow again into the mortgage market. 

Securitization is an absolutely essential funding mechanism for 
this to occur because bank portfolio lending will not be sufficient 
to meet overall consumer demand and reinvigorate the housing 
markets, particularly with the process of bank deleveraging and 
balance sheet reductions still under way, and with increased bank 
capital requirements on the horizon until Basel III. 

This then begs the question of whether the U.S. mortgage mar-
ket—that has grown up for nearly a century now around the pres-
ence of a government guarantee—can be broken down and rebuilt 
with investor demand without the backing of the American tax-
payer. 

Our recommendation is that Congress must begin incremental 
steps over a period of years to substantially reduce the govern-
ment’s role in mortgage finance. And we commend you, Chairman 
Garrett, for proposing today’s legislation that works towards that 
goal. 

Other key areas that may also help incrementally reduce the 
government involvement is Congressman Neugebauer’s H.R. 1222, 
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which will eventually, and over time, increase the guarantee fee, 
which will equilibrate the GSE competition with private market 
competition. The recent lowering of loan limits also creates more 
ability for the private sector to begin to reinvigorate and creates 
more opportunity for the market to return. 

Finally, reducing or eliminating regulatory competitive advan-
tages of the GSEs compared to the private label markets will also 
allow the private markets to better and on equal footing compete 
with the GSEs. 

But before turning to efforts that may be helpful in resuscitating 
the private mortgage market, let me first highlight that the 
securitization industry is experiencing what our professionals may 
colloquially describe as a death by 1,000 cuts. If you look on the 
last page of my written testimony, it is attachment A—or I believe 
it is up on the monitor here—you will see a bit of a dizzying chart 
that briefly sums up the myriad of regulatory efforts that are cur-
rently under way impacting securitization. 

Any one of these efforts may be appropriately benign in its own 
right, but when combined together in this great whole, they serve 
as an effective poison that will keep private mortgage securitization 
transactions from occurring in sufficient scale over time. 

I think this is extremely deadly to the mortgage securitization 
market, particularly in an effort to try to reduce the public guaran-
tees on mortgage transactions. 

But because the GSEs are exempt from many of these rules, in 
particular such as the proposal to explicitly count the government 
guarantee as the 5 percent risk retention, these myriad new rules 
will further entrench the GSEs’ artificial advantages over the mar-
kets rather than ratcheting it away. 

Additional details on those issues may be found in our written 
testimony and various comment letters linked to in that testimony. 

But turning back to your proposals, Chairman Garrett, the key 
area you attempt to replicate in the private market—the TBA mar-
ket—certainly additional efforts to create standardization in this 
market will go a long way in creating more private market capital 
flowing into the mortgage finance market. 

And particularly, as we have seen in the loan declines over the 
past month or so, we have seen private mortgage market origina-
tions replace what was formerly government guarantee. 

And, in fact, if you evaluate the numbers on that, you evaluate 
Senator Menendez’s proposal that came through the Senate, you 
will see that only approximately a $40-per-month increase in a 
$700,000 loan would occur because of those changes. 

Ultimately, I don’t think that is a massive or substantial increase 
in a private mortgage market over the government-guaranteed 
rate. So, ultimately, I do believe the private mortgage markets can 
substantially replace those roles. And over time, we look forward 
to working with the committee chairman to ultimately help that 
goal be achieved. Thank you. 

[The prepared statement of Mr. Deutsch can be found on page 77 
of the appendix.] 

Chairman GARRETT. Thank you. 
Mr. Hughes is recognized for 5 minutes. 
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STATEMENT OF MARTIN S. HUGHES, PRESIDENT AND CHIEF 
EXECUTIVE OFFICER, REDWOOD TRUST, INC. 

Mr. HUGHES. Good afternoon, Chairman Garrett, and members 
of the subcommittee. 

I am Marty Hughes, CEO of Redwood Trust, and I am honored 
to be here to testify today. Redwood has a long history as a sponsor 
and investor in private-label prime mortgage-backed 
securitizations, and we have done the only three newly issued pri-
vate securitizations since the crisis began. 

We hope to do a fourth securitization in the next couple of 
months. I thought, just as an interesting frame of reference, Red-
wood Trust has 75 employees and only 25 are dedicated to this ef-
fort. So it can be done. 

My testimony is focused on the Private Mortgage Investment Act. 
But before I move to the main part of my testimony, I would like 
to address the ongoing government subsidies for the mortgage mar-
ket. 

As I discussed in my previous testimony, government subsidies 
must be scaled back on a safe and measured basis to reduce and 
create a level playing field for the private markets to flourish. De-
spite the warning sounds from some, mortgages did not become in-
stantly unaffordable to thousands of prospective home buyers when 
the limits were reduced on October 1st. 

We saw a smooth transition in the market to the new low con-
forming loan limits and, in fact, through the month of October, the 
difference in interest rates was less than half a point between the 
non-conforming and the conforming rate. 

I urge the committee to reject the attempts to raise the loan lim-
its back up, as some have suggested, and give the private market 
additional opportunity to return to a sustainable state. 

Directing my attention specifically to the proposed legislation, we 
are just going to highlight a few things. And, overall, I would like 
to thank you for addressing the overall topic. It is the first omnibus 
bill that is going in to address all the different elements from serv-
icing that are really investor concerns. 

My first comment is about second liens, which is one of Red-
wood’s major concerns, and a big concern of the investors in our 
securitizations. And we believe the steps taken in the bill are a 
good first step, but we think you need an additional step. 

The most important part of skin in the game is at the borrower 
level. If the borrower can remove their skin in the game after the 
first mortgage is given out, the likelihood of default on the first 
goes up significantly. 

This was a significant event in the crisis that led to losses. And 
it continues to be a significant event that keeps investors out of the 
market. They can do their loan-to-value analysis on day one, know-
ing what the amount of the first mortgage is. They can’t do anal-
ysis later on and catch up if all of a sudden, the credit profile of 
that borrower has changed. 

In terms of representations and warranties, incorporating man-
datory arbitration, we think is great. We have incorporated it in all 
three of our deals. We haven’t had to use it yet. 

One other thought that we have in terms of the proposed legisla-
tion is the concept of having a third party identify all claims, and 
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let them be the one independent party to push through reps and 
warranties. 

In our deals, we are the credit risk manager, as holding the 
lower tranches of securities. 

So maybe the best protection for the higher tranches of securities 
is that the people on the bottom who were first in line to absorb 
losses are the ones to fight claims. Because our concern is, with an 
independent third party, there is not nearly as much incentive as 
there is for somebody at Redwood to fight claims for the protection 
of the senior lenders. 

If we turn our attention to servicers, prospective surveillance 
standards should be developed to govern when a trustee must in-
vestigate a servicer’s performance. There need to be defined events 
that require when actions need to be taken, whether it is excessive 
loan losses, modifications, or early-pay defaults. 

While we fully agree that servicers need to be accountable, we 
think the removal of the servicer and the transfer of the servicing 
is a difficult and time-consuming process; and probably very dif-
ficult for borrowers if they are in the middle of some type of loss 
mitigation. 

Really, what we think would make sense is to have the servicers 
have a ‘‘hot backup,’’ a special servicer that would work behind 
them, that is already in place. They would have the systems, the 
contact points, and it would be an easy transition to go from the 
primary servicer to the special servicer. 

So, in conclusion, I thank you for putting this bill forward. This 
bill is really important. There are a lot of facets to it. We do have 
some questions about some aspects, but we really applaud the ef-
forts in moving it ahead. And thank you for beginning the process. 

[The prepared statement of Mr. Hughes can be found on page 
116 of the appendix.] 

Chairman GARRETT. And thanks for your testimony. It raises 
more questions, but that is what we are here for. 

Ms. Ratcliffe is recognized for 5 minutes. 

STATEMENT OF JANNEKE RATCLIFFE, SENIOR FELLOW, CEN-
TER FOR AMERICAN PROGRESS ACTION FUND; AND EXECU-
TIVE DIRECTOR, CENTER FOR COMMUNITY CAPITAL, UNI-
VERSITY OF NORTH CAROLINA AT CHAPEL HILL 

Ms. RATCLIFFE. Good afternoon, Chairman Garrett, and members 
of the subcommittee. 

I am Janneke Ratcliffe, senior fellow at the Center for American 
Progress Action Fund and executive director of the UNC Center for 
Community Capital. Thank you for the opportunity to comment on 
the draft Private Mortgage Market Investment Act, which address-
es several challenges that must be overcome to restore a well-func-
tioning system of housing finance in America. 

I am also a member of the Mortgage Finance Working Group, au-
thors of a plan for responsible housing mortgage market reform. 
And though I speak only for myself today, my testimony does draw 
on our plan. 

Our proposal calls for private capital at risk to play a much 
greater role in the market than it does today. For that to happen, 
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investor confidence in non-guaranteed securities must be restored. 
And this bill lays out several steps that will be helpful to that end. 

Importantly, the bill recognizes that the Federal Government is 
critical to a well-functioning market, even the purely private part. 
Thoughtful oversight, implemented a decade ago, could have staved 
off much of the bubble and bust of the mid-2000s. And I am 
pleased to see the regulation of private mortgage-backed securities 
getting the congressional attention it deserves. 

Issues detailed in my written testimony that I will highlight are 
as follows: first, Congress should take steps to restore investor con-
fidence so GSEs can stop serving borrowers who don’t need them. 

But some government role in ensuring liquidity and access re-
mains absolutely critical for the bulk of the $11 trillion mortgage 
market. It would be unwise to pull the rug out from under the mar-
ket by scaling back this support too quickly. 

As the draft bill suggests, standardization of products, terms and 
conditions is critical, and I particularly commend the proposal for 
demarking the 30-year fixed-rate mortgage category, which has 
been the building block of middle-class economic security in this 
country for more than 70 years. 

And I concur with Mr. Peters’ prior comments on the need to 
take additional steps to ensure it continues to be broadly available. 
Classifications of mortgage loans as called for in this bill should 
consider loan and channel factors that have been proven to affect 
risk. And though it is unclear how the categories will be set, is 
clear it will be a challenge to get it right. 

There is real risk that if the classification system is based on 
borrower factors, it could duplicate problems raised by the recent 
regulatory proposed QRM definition. Moreover, we must avoid re-
peating the mistake of consigning qualified borrowers with fewer 
resources to higher risks, higher costs, products, and channels. 

To Mr. Posey’s earlier point, my written testimony provides evi-
dence of additional sustainable high loan-to-value lending to mod-
erate-income families that has proven successful, even during this 
time of market turmoil, and I would be glad to provide more details 
during discussion. 

The bill’s transparency requirements and loan level disclosures 
are welcome changes to the PLS market. One open question is 
whether those standardization measures will go far enough to fos-
ter a private label TBA market. 

In the proposed private market, multiple loan classes, multiple 
issuers, and a lack of government guarantee may likely inhibit a 
TBA market, making this regime a useful complement, but nec-
essarily a viable substitute to serve the entire conforming loan 
market. 

The bill’s measures to reduce conflicts of interest related to sec-
ond liens are also welcomed. However, any provisions that limit the 
use of second liens should be constructed to favor legitimate down-
payment assistance programs, which are so vital in so many com-
munities’ economic recovery at this time, and allow households to 
make productive use of their accumulated housing wealth. 

There are certain provisions of the draft that should be reconsid-
ered altogether. These include striking risk retention requirements, 
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standing government principal reduction initiatives, and easing 
qualifying mortgage rules. 

Other fundamental questions to be addressed include choosing 
the best regulator to fill the mandate, how the bill fits in with ac-
tive GSE reform proposals, and other critical next steps toward a 
more responsible and comprehensive system of housing finance. 
Standardization and transparency as promoted by this draft bill 
are essential, but are not enough. 

A well-functioning mortgage market also requires broad and con-
stant liquidity, stability, affordability, and consumer protection. In 
closing, I would like to commend the chairman and the other mem-
bers of the committee for holding this hearing. 

As Congress and the Administration work to design a better sys-
tem of housing finance, it is important to make sure the rules of 
the game are laid out clearly and fairly before anyone can be ex-
pected to start playing. 

I believe the Private Mortgage Market Investment Act as drafted 
is a helpful starting point for negotiating those rules. But it must 
be seen as only a first step towards comprehensive reform. And I 
look forward to your questions. 

[The prepared statement of Ms. Ratcliffe can be found on page 
124 of the appendix.] 

Chairman GARRETT. Thank you. 
Mr. Wallison, welcome back. You are recognized for 5 minutes. 

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

Mr. WALLISON. Thank you, Mr. Chairman. 
My name is Peter Wallison. I am a senior fellow at the American 

Enterprise Institute, and I would like to make the following oral 
statement. I have also submitted a detailed written statement. 
There are three serious problems facing this country: unemploy-
ment; the Nation’s enormous debt; and the deplorable state of the 
housing market. 

All three are directly involved in the subject of today’s hearing. 
The proponents of a government role in the housing finance system 
don’t mention it, but continuing the government’s role in housing 
finance increases the Nation’s debt. There are $7.5 trillion of gov-
ernment agency debt, most of it Fannie’s and Freddie’s that is off 
budget, but still a burden to the taxpayers. 

We can reduce it by eliminating the GSEs over time and turning 
over housing finance to the private sector, like every other part of 
our economy. Securitization, which has worked well for 30 years 
and is almost universally used for credit cards and auto loans quite 
effectively, is a necessary source of funds for mortgages. This is be-
cause there are insufficient funds in the banking system to meet 
the housing sector’s needs. 

And banks have to raise capital levels, which causes them now 
to reduce their lending. Securitization also accesses a huge, cur-
rently untapped source of funds. Fixed-income investors, such as 
insurance companies and pension funds, have at least $13 trillion 
to invest and almost all of it now goes to corporates, some of it to 
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junk bonds. Institutional investors used to be major buyers of mort-
gages, but not after the GSEs came to dominate the field. 

The yields on GSE securities are just too low for the needs of 
these investors. Mortgages would diversify their risks, making 
them much more stable. It also provides funds for U.S. home-
owners, a win-win situation if there ever was. A robust 
securitization market will bring in these institutional investors, 
and of course, if the housing market revives with more funding, un-
employment will decline. 

Since the financial crisis of 2008, private mortgage securitization 
has almost been moribund. One of the major reasons is uncertainty 
about the government’s future role in the housing market, for ex-
ample, whether Fannie and Freddie will continue to exist or some 
other government program will replace them. Few if any firms are 
going to invest in a securitization program if they understand or 
believe that they will be competing ultimately with the govern-
ment. 

Beyond that, however, various provisions of the Dodd-Frank Act 
add substantially to the risks faced by securitizers. These are de-
tailed in my prepared testimony, but I will name a few now. The 
5 percent risk retention idea gives a huge financial advantage to 
FHA and the GSEs. They can securitize any mortgage that is not 
a QRM without paying the large capital costs of holding a 5 per-
cent risk slice indefinitely. 

Private mortgage securitizers simply can’t compete with this. 
Anyway, the whole 5 percent retention idea doesn’t work to reduce 
risk-taking, only a vertical slice through the pool will qualify for 
true sale treatment under accounting rules, and the vertical slice 
does not provide much incentive to avoid risk taking. 

Fortunately, the Garrett bill will repeal the risk retention provi-
sions of the Dodd-Frank Act and substitute a more effective means 
for preventing deterioration of underwriting standards. By pro-
viding for minimum mortgage standards and securitization, it reas-
sures investors and prevents the kind of mortgage meltdown that 
caused the financial crisis in 2008. 

The bill also goes some distance toward eliminating the nuclear 
bomb lodged in the QM provisions of Dodd-Frank. This creates a 
defense to foreclosure if a borrower claims that he received a mort-
gage he could not afford. The bill exempts prime mortgages from 
this provision and also provides for an exemption from the Securi-
ties Act for qualified securities based on prime loans. Other provi-
sions require the standardization of documentation used in 
securitizations, including trust and servicing agreements, manda-
tory arbitration, and appointment of an independent trustee when 
a servicer has a conflict of interest with investors. 

All these provisions will encourage firms to enter the 
securitization business and institutional investors to buy and hold 
the resulting securities. There are many more reforms that I 
haven’t mentioned. Many of them are necessary, but not included 
in the bill. This legislation is an important start on the process of 
reviving the private mortgage market, controlling the U.S. debt, 
creating a growing housing market, and reducing unemployment. 

That concludes my testimony. Thank you. 
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[The prepared statement of Mr. Wallison can be found on page 
142 of the appendix.] 

Chairman GARRETT. I thank the entire panel for all their testi-
mony. I will now recognize myself for 5 minutes for some questions. 
Mr. Wallison, I think if I heard him right at the very beginning, 
the ranking member said that legislation would create a significant 
intrusion by the Federal Government into the housing mortgage fi-
nance market. As if we haven’t been a significant intrusion into the 
housing finance market for the last few years, i.e., the diagram 
that we just saw up on the screen. So, maybe we have gone too far 
even in this legislation and perhaps—and Mr. Wallison you sort of 
say that in your—at least at one point with regard to—we set out 
standards for the sponsors. 

Can you comment as to why you think we are going essentially 
then an overreach when we try to do that? Is that a— 

Mr. WALLISON. Mr. Chairman, I don’t think you are going too far. 
I think it is a good idea. 

Chairman GARRETT. Okay. 
Mr. WALLISON. I think it is a responsibility of Congress after 

what we experienced in 2008, to do something about the problem 
of gradual mortgage quality deterioration as a housing bubble 
grows. The proposal that was made in the Dodd-Frank Act and 
adopted there, the 5 percent retention, will not work. 

What will work is providing certain basic prime mortgage stand-
ards that would be available for securitizations. That will prevent 
the private market from going out of control, as it occasionally 
does, when bubbles begin to grow. 

Chairman GARRETT. I appreciate that. You are going down a 
slightly different road—maybe I didn’t ask my question clearly 
enough. We set also, besides the standards there for that, stand-
ards for the securitization; and then with the standards or certifi-
cation, if you will, in the bill for the sponsors—for the issuers as 
well. 

I thought I read in your testimony that you said if we do that, 
we create impediments to folks coming in and being that. 

Mr. WALLISON. I am sorry. I didn’t understand your question. I 
am concerned about setting standards for securitizers because I 
don’t think they are necessary. I think especially if you are setting 
standards for the financial capabilities of securitizers, it adds cost 
for them, makes it less likely that more organizations will become 
securitizers, and thus reduces competition and the efficiency and 
innovation that will occur in that market. 

The really good thing about securitization is that the purchasers 
of mortgage-backed securities in securitizations are protected by 
the subordinated pieces in those securitizations, not by the qual-
ity—the financial ability to respond—of the sponsor or the 
securitizer. Now, I understand that some people may be concerned 
about whether they are financially responsible, but we have to cre-
ate a balance here. 

What I am always afraid of is that government regulation, which 
always imposes costs, will keep many people out of the 
securitization business who could otherwise profitably engage in it. 

Chairman GARRETT. Okay, I have to think all these through. 
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Mr. Hughes, you started to—and maybe I just didn’t hear the 
next step with regard to the second lien provision? And you sort 
of said, ‘‘Okay, what we have in here is good,’’ but then you said, 
‘‘But, hey, there is a next step.’’ 

Mr. HUGHES. The second lien provision, I think there should be 
some limitation on a borrower’s ability to take out the second mort-
gage, all the way up front so that there would be a test. And it 
would be a test that the combined loan to value of a first mortgage 
combined with a second mortgage couldn’t be over 80 percent. 

Chairman GARRETT. Okay. 
Mr. HUGHES. There would be an approval by the first mortgage 

lender. So the first is not disadvantaged as a result of someone tak-
ing out a second mortgage. 

Chairman GARRETT. But can you walk me through in a real- 
world experience how that actually works? 

Mr. HUGHES. It requires an amendment to the Garn-St. Germain 
Act. 

Chairman GARRETT. It is hard. 
Mr. HUGHES. I know you mentioned—and everybody says it is 

impossible to amend it, but therein lies the problem. So I think 
there are ways to get there. But just being able to allow a borrower 
or another lender to hand out and give out another mortgage after 
the fact is very, very problematic for AAA investors. 

Chairman GARRETT. Mr. Wallison, on that point? 
Mr. WALLISON. In commercial lending, Mr. Chairman, the first 

lienor always has the right to approve whether there will be a sec-
ond lien on the same property. In this case, if the first has the ap-
proval right and a second lien is proposed, the first always has the 
choice whether to decide to allow a second lien or not. If he decides 
not to, he runs the risk that the mortgage will be refinanced away 
from him. So there is a choice that is given to— 

Chairman GARRETT. Right. And I know what we have here but 
one of the tricks is the notice requirement, I guess, on how you do 
all this. And I guess you have to work faster; we have language 
here. I am out of time, but Ms. Ratcliffe, did you want to chime 
in on that point? No? Well, then, I thank the panel for the answers. 

Mr. Green is recognized. 
Mr. GREEN. Mr. Chairman, I know you are a stickler for time, 

but given that we don’t have a really long line today— 
Chairman GARRETT. I will give you an extra 15 seconds. 
Mr. GREEN. No, not for me. 
Chairman GARRETT. Oh. 
Mr. GREEN. My suggestion is that you be a little bit more liberal 

with yourself, and I am not going to object. So by unanimous con-
sent, I would agree that you should finish your question. 

Chairman GARRETT. I very much appreciate that. I will yield to 
the gentleman if he has questions. We can go around again for an-
other round. 

Mr. GREEN. All right. 
Chairman GARRETT. But that was very nice of you to offer. 
Mr. GREEN. Thank you, Mr. Chairman, and I thank the wit-

nesses for appearing. 
Let me start with Mr. Deutsch. It is good to see you; it has been 

a while. 
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Mr. DEUTSCH. Yes. 
Mr. GREEN. And I would like to start because you mentioned that 

there would be an increase in the product, but that increase was 
not going to be exponential. Is this correct? 

Mr. DEUTSCH. An increase in the product of private mortgage se-
curities? 

Mr. GREEN. Yes, sir. 
Mr. DEUTSCH. Yes. 
Mr. GREEN. And I am just curious as to how you arrived at, I 

think it was $40 for a loan at a value of, what was that value 
again, please? 

Mr. DEUTSCH. $700,000. A $700,000 loan, so— 
Mr. GREEN. A $40 increase. 
Mr. DEUTSCH. I will run through the quick math of how the con-

forming jumbo market has changed. On September 30th, obviously 
the loan limits went down from $729,000 to $625,000, approxi-
mately. If you were to look at yesterday’s mortgage rates, a jumbo 
conforming is about 4.5 percent; a loan that is a jumbo loan that 
is not conforming—that is the GSEs wouldn’t be willing to buy it— 
was about 4.5 percent. 

So it is about 25 basis points difference. Senator Mendez’s 
amendment would say that the rate on the conform launch should 
go up 15 basis points, that there should be an extra fee on it. 

So the difference you are looking at for conforming loans—con-
forming jumbo versus a nonconforming jumbo would be about 4.4 
percent with a government guarantee and 4.5 percent for the non- 
government guarantee, which on a $700,000 loan, works out to be 
about $40 a month. 

Mr. GREEN. Let me ask you this, we don’t find a lot of these 
loans being accorded in the market currently, do we? 

Mr. DEUTSCH. It is about 3 percent of all mortgages nationwide 
were in the $625 to $700— 

Mr. GREEN. My point is if there is some concern about the loan 
itself in terms of—cost doesn’t appear to be a factor. What would 
be the factor that causes these loans not to be a product that con-
sumers are eager to purchase? 

Mr. DEUTSCH. I think consumers are eager to get loans in that 
band, if that is the price of the house that you are looking for. Ob-
viously, there are not that many million-dollar homes out there 
that people are looking to purchase, but there are a substantial 
amount. 

Mr. GREEN. All right, let me move on and ask—let us see. 
I believe Mr. Wallison—is that correct, sir? 
Mr. WALLISON. Yes, sir. 
Mr. GREEN. Thank you. You have indicated that this would re-

peal the risk retention provision in Dodd-Frank and you indicate 
that would be a standard set for securities and, of course, there will 
be no Federal backstop any place in this process. Is that correct? 

Mr. WALLISON. Yes, that is correct. 
Mr. GREEN. Okay, let us start with the notion that there won’t 

be a Federal backstop. Is it your opinion that there will be a great 
demand for the products absent a Federal backstop? 

Mr. WALLISON. Absolutely. My discussion with people in the pri-
vate sector, and also just simply thinking about it, would indicate 

VerDate Nov 24 2008 15:46 Jul 05, 2012 Jkt 072623 PO 00000 Frm 00050 Fmt 6633 Sfmt 6633 K:\DOCS\72623.TXT TERRIE



45 

that once the Federal Government is out and there is no risk-tak-
ing by the Federal Government and no subsidy of government risk- 
taking by the taxpayers, the private sector would be very happy to 
take mortgages and mortgage-backed securities that produce mar-
ket-based yields. 

As I mentioned in my testimony, the fixed-income buyers of secu-
rities like insurance companies and pension funds really need mar-
ket rate securities like mortgage-backed securities. They don’t have 
them to invest in now because of the domination of the market by 
the GSEs. 

When these mortgages become available through a private mar-
ket, these buyers will step in and be major supporters of the mort-
gage market, which will help housing buyers, the housing market, 
and of course, give the buyers the diversification that they need. 

Mr. GREEN. I don’t know that I am going to adamantly differ 
with you, but I talked to a lot of people and—but most of the people 
that I talked to have a different opinion, so perhaps you and I 
should talk more and perhaps you can enlighten me to a greater 
extent— 

Mr. WALLISON. I would be happy to do that. 
Mr. GREEN. —but I just don’t find that is the case. 
One more thing, you do agree that part of the reason we are in 

the trouble that we are in now is because the originators were not 
concerned about whether persons were able to pay; they were just 
originating loans that they could pass on. 

Well, if we eliminate the risk retention, how will the standards 
prevent this from occurring again—just standards alone—because 
we had standards before? And this will be my last question, but I 
would like to hear your answer, given that we had standards be-
fore, and we had the risk passed on to others, even with standards. 

Mr. WALLISON. This is a much more complicated question than 
simply those transactions. 

What happened was that the government was interested in buy-
ing mortgages or having Fannie and Freddie buy mortgages irre-
spective of the quality of those mortgages, because Fannie and 
Freddie were required to reach certain quotas in the purchase of 
mortgages for people who were at or below the median income in 
the areas where they live. That created what would always happen 
when the government says, ‘‘We will buy whatever you can 
produce; we are not worried about the quality.’’ Those things are 
produced and that is how we got to the situation we are in. That 
is one of the reasons why I am very much afraid of returning to 
a market in which people are no longer interested in the quality 
of the mortgages that are being produced. 

That can also happen when a bubble develops in the housing 
market, because the tendency of a bubble is to suppress delin-
quencies and defaults, so mortgages and mortgage-backed securi-
ties look safer than they actually are. That also produces excessive 
demand for low-quality mortgages, which have high yields. 

What this bill would do, as I understand it, is set minimum 
standards for mortgages that can be securitized. They would be 
called prime mortgages. And if it is possible that can be done—and 
I gather that Mr. Demarco believes it is—we could avoid many of 
these problems of deterioration in mortgage— 
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Mr. GREEN. Would it surprise you to know that Dodd-Frank sets 
some minimal standards? 

Mr. WALLISON. I don’t know that I have seen in Dodd-Frank any-
thing that requires a certain minimum standard. What Dodd- 
Frank is trying to do is to penalize people who do not securitize a 
Qualified Residential Mortgage (QRM). But a QRM, as now de-
fined, at least by the regulators, is a mortgage that is far more of 
a prime mortgage than it needs to be. It is a much more difficult 
mortgage to obtain. 

There would be many, many mortgages that are not as high 
quality as the QRM has proposed, which could be securitized by the 
private sector or the— 

Mr. GREEN. So this bill lowers the standard? 
Mr. WALLISON. I don’t know that it would lower the standard, we 

haven’t seen what those standards would be, but it would probably 
involve less than a 20 percent downpayment. 

Mr. GREEN. Thank you, Mr. Chairman. You have been generous. 
I will wait for the second round. 

Thank you. 
Chairman GARRETT. Sure. Thanks. 
The gentleman from Arizona? 
Mr. SCHWEIKERT. Thank you, Mr. Chairman. 
Mr. Hughes, you are literally one of the only folks, I think in the 

market over the last couple of years, who has actually done an 
MBS securitization. 

What do you think the appetite is out there right now for mort-
gage-backed debt? 

Mr. HUGHES. I think the appetite out there is very high; having 
said that, it is going to require that you meet their standards. 

A lot of those standards are what are built into this bill and 
what we have put into the existing bills that are out there. We are 
not going back to the days where they are going to buy subprime 
securities. Where I really think there is the biggest securitization 
market is for prime—so to the extent that loans that look a lot like 
the Fannie and Freddie loans, I believe investors would buy on the 
private side, to the extent that you meet the criteria for trans-
parency disclosures, fairness of collateral protection. 

Mr. SCHWEIKERT. Of properly packaged. 
Mr. HUGHES. Properly packaged. 
Mr. SCHWEIKERT. Okay. 
On the previous panel, Mr. Demarco talked about holding, what, 

almost a trillion dollars in mortgage debt. I am assuming that was 
both performing and nonperforming. 

If he were to come to you and say, ‘‘Here is $100 billion of per-
forming GSE debt, but we would like to strip the Federal guar-
antee,’’ is there a hunger for that? Is that something someone like 
yourself would package in one securitization and sell? 

Mr. HUGHES. That is something that we would be interested in 
to the extent it is from current production. I don’t know that we 
would want to jump into the older loans. 

Mr. SCHWEIKERT. Okay, so 2009 and later? 
Mr. HUGHES. To the extent that there was a billion dollar pool, 

and the credit enhance point was five points on that pool, Redwood 
would absolutely consider—to the extent that it met the criteria 

VerDate Nov 24 2008 15:46 Jul 05, 2012 Jkt 072623 PO 00000 Frm 00052 Fmt 6633 Sfmt 6633 K:\DOCS\72623.TXT TERRIE



47 

and if you look at the average criteria for the Fannie/Freddie pool, 
they look a lot like the Redwood-type pools except the loan size is 
more. 

Yes, we would buy them, and I think there is a pretty deep mar-
ket to do that. 

Mr. SCHWEIKERT. And that is sort of an open question for anyone 
on the panel because I have been trying to get my head around the 
appetite for fixed-income mortgage-backed loans that would be lin-
eage from really the last 3 years. So we know it is written at a re-
adjusted real estate value, probably with a much tighter under-
writing standard, and how much of that debt would be consumed 
even without a Federal guarantee. But at the same time, if it was 
consumed in different types of securitization, would that also help 
us build exactly what Chairman Garret is doing here is the flow 
in the system and the pipeline? 

Am I making a mistake somewhere? 
Mr. HUGHES. No. 
Mr. DEUTSCH. To jump in, I think there is a degree with Mr. 

Hughes, there is a significant appetite from investors for mortgage- 
backed securities. Ultimately, the question every investor will ask 
is, what is the price? And many if not any investor will buy the 
appropriate price or the price that they would be willing to pur-
chase at. 

One of the key challenges of the last few years is sort of the price 
and sort of the supply/demand equilibrium has been off and that 
investors are demanding higher prices and want to see higher 
prices where they and where as issuers want to issue them at 
lower prices or lower yields and those are just starting to come into 
the equilibrium and you are seeing some transactions like Redwood 
come out into the marketplace. 

Mr. SCHWEIKERT. In my last minute-and-a-half, Mr. Demarco 
calls one of your members and says, ‘‘Hey, I have $100 billion of 
performing mortgage debt, I want to strip the Federal Government 
guarantee off of this,’’ what would be the barriers that you would 
see within the securitization world right now? Is there a reps and 
warrants issue? Where do I have an Achilles heel? 

Mr. DEUTSCH. The first question, as I indicated, would be the 
price. What is the price you are trying to sell me those at, and 
what do I value that as? 

In terms of the other barriers, reps and warrants, assuming that 
Fannie and Freddie have bought these, they have pretty stringent 
reps and warranty requirements in place so most investors would 
take those as appropriate reps and warranties there in place. Some 
may want some more repurchase requirements similar to what has 
been promulgated out into the market, but I think those loans 
would be able to be sold out into the secondary market again, just 
depending on what the price was. 

Mr. SCHWEIKERT. Ms. Ratcliffe, would you have any objection to 
seeing the GSEs right now at least offer some of their debt and see 
if they could literally go out in private places? 

Ms. RATCLIFFE. I think there would be a lot of benefits in at least 
getting price discovery. I think the questions you have to find out 
are—I don’t think there is an $11 trillion appetite. I think the 
questions that will come up are, ‘‘What price?’’ and ‘‘Using what 
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products?’’ and ‘‘For whom?’’ And so, I think that price discovery 
would help show what the real gap is. 

A lot of people refer to this 40 to 60 basis points difference facing 
jumbo borrowers in the fixed-rate market versus GSE execution. I 
think that is a little misleading because it is exactly the jumbo bor-
rowers who can access that kind of product efficiently without any 
government support. So it is not surprising— 

Mr. SCHWEIKERT. Mr. Chairman, with respect to—actually, the 
price discovery is one of the things I have great interest in, be-
cause, in a weird way, this is also debt that has some performance 
history. So actually, it may carry somewhat of a premium on my 
credit risk side. But I have also been trying to do some quick cal-
culations, saying, ‘‘Okay, if this debt from the last couple of years,’’ 
and with the Federal Reserve trying to move us out from the 
WAM, my 30-year interest rate is here today—there may be a pre-
mium to the GSEs right now on that debt from just a yield stand-
point. 

All right. 
And thank you, Mr. Chairman. I am sorry I went over my time. 
Chairman GARRETT. It will be remembered. 
The gentleman from California? 
Mr. CAMPBELL. Thank you, Mr. Chairman, and thank you, panel. 
Mr. Hughes, your re-securitizations were often held up by a lot 

of people as an example of what could occur if there were no gov-
ernment guarantee in any segment of the market. I have a report 
from Business Wire here dated September 27, 2011. It talks about 
your last securitization. 

And it says, ‘‘The weighted average original combined loan-to- 
value ratio is 64.2,’’ meaning an average 36 percent downpayment, 
‘‘and a weighted-average original FICO credit score of 773,’’ which, 
last I checked, I don’t have. So that is a very high down, very high- 
credit type of issuance you are making, correct? 

Mr. HUGHES. Correct. A couple of observations: If you were to go 
look at where Fannie’s and Freddie’s executions are, you would see 
750 FICO scores, and you would see a probably a 70 percent loan- 
to-value. 

So they are not that dissimilar. And then probably the bigger 
comment is, with everything getting sold to the government or on 
a bank’s balance sheet, they are the only loans available for us to 
buy and securitize. 

If we had access to more loans, but there are no loans to buy. 
With 95 percent of them going to the government, we are con-
strained in what we can buy. 

Mr. CAMPBELL. Mr. Hughes, I find that also another from this is 
that the average balance is $793,000; so these are, as we say, not 
conforming loans. These are in the jumbo market. 

I come from the Newport Beach/Irvine area of Orange County, 
where my average house price is higher than this. So I can tell you 
there are plenty of people who are trying to buy houses and trying 
in the jumbo market without any government support, trying to 
buy houses with 20 percent down, trying to buy them sometimes 
with 40 percent and 50 percent down, and with FICO scores of 740 
and 715, and they can’t get a loan. 
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So I would suggest that—to say that you can’t find those loans— 
there have to be plenty of loans out there with lower FICO scores 
and lower downpayments than this. 

Mr. HUGHES. Redwood Trust is not an originator or a servicer. 
So what we do is align ourselves with banks, large mortgage com-
panies, and then draw from their distribution network. So we can 
only draw in— 

Mr. CAMPBELL. Okay, but doesn’t that mean that somebody along 
the line, maybe because of the risk retention requirements, maybe 
because of your ability to sell into the secondary market, once these 
kinds of downs and these kinds of credit scores without a govern-
ment guarantee, they are not—I have a Dow Jones report on the 
same thing from September 20, 2011, which says, ‘‘Redwood and 
lead manager Credit Suisse raised the coupon to 3.9 from the ex-
pected 3.6 set for investors. One of the speculators said investors 
are concerned about low yields they are being asked to accept to 
take the credit risk,’’ which, obviously, when there is a government 
guarantee, that credit risk is out of the equation. 

So that means that somewhere along the line— 
Mr. HUGHES. I would disagree with the conclusion for the reason 

that we went from 360 to 390, and I would point to the disruption 
in the financial markets and widening of credit spreads across the 
board. 

Mr. CAMPBELL. Okay, but back to my original point, there are 
plenty of people who would love to buy a house in the noncon-
forming market with 10 percent down or 20 percent down who 
don’t have this kind of credit score. Somebody along the line won’t 
make them loans. 

Somebody along, in the—or else you could package them and 
send them out, because there is no government competition there, 
or somebody else would do it. It just seems unreasonable for me 
when, in this area of the market, where there is no government 
competition, to say that the loan demand out—if you are the only 
one doing it, why isn’t somebody else doing 10 percent loans or 20 
percent loans down? 

Mr. HUGHES. I don’t know. 
Mr. CAMPBELL. Okay. Mr. Deutsch, I spoke to the American 

Securitization Forum, to your group, back in June. And I asked the 
group—there were 200 or so people there—whether they would 
transact in the TBA market without a government guarantee on 
the securitization. And I asked people to raise their hands. Not a 
single hand in the room went up. I then said, ‘‘Let me repeat it. 
Make sure you all understand: Will anybody in this room do it?’’ 
Not a single hand in the room went up, and I then said, ‘‘Let the 
record show that no hands went up.’’ 

Was that a totally nonrepresentative part of the American 
Securitization Forum, or how can we—if that is correct, how can 
we have a robust securitization market without a government 
guarantee if nobody is going to go into the TBA market with it? 

Mr. DEUTSCH. We certainly appreciate your participation at our 
annual meeting, Congressman Campbell. 

I would say the one key factor that was omitted from asking that 
question is what the price would be. As I indicated before, I don’t 
think you will get any investor to say they would be willing to 
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transact without knowing what the price is, what the yields would 
be, and I think that is where, if I was sitting in that audience, I 
wouldn’t raise my hand, because I would want to know and nego-
tiate that price. 

Mr. CAMPBELL. Okay, then the question is: What is that pre-
mium? And I realize my time has expired. So I have lots more 
questions, but I think we are doing a second round. 

Chairman GARRETT. Sure. 
The gentleman from New York is recognized for 5 minutes. 
Mr. GRIMM. Thank you, Mr. Chairman, and thank you to our 

panelists. 
I appreciate you coming in and giving us your testimony today. 
Mr. Deutsch, can you just go into a little bit about how the GSEs 

underprice credit risk? 
Mr. DEUTSCH. I think what you see in the current market right 

now is the GSEs have what they have a guarantee fee that they 
charge to people selling into their securitizations effectively. You 
can look at various ways. 

I think FHFA has a good report out on how that guarantee fee 
is effectively underpriced so that if you sell a loan to Fannie and 
Freddie, and they will sell it out to mortgage-backed investors, 
when there are a higher delinquencies or defaults, particularly over 
the last few years. 

Over time, those aggregate to be more in terms of losses than 
their guarantee fees that they are charging, which is one expla-
nation of why you had $169 billion flow to Fannie and Freddie from 
the U.S. taxpayer. 

Mr. GRIMM. Thank you. And one other question to you as well, 
I think it was you who mentioned, ‘‘Death by 1,000 regulatory 
cuts,’’ and, as you know, a lack of private securitizations. Can you 
just describe that a little bit, please? 

Mr. DEUTSCH. Sure. I think what we have seen over the course 
of the past couple of years, there is no question in our minds, in 
our membership’s minds, that additional reforms to securitization 
have been necessary, and we have been very supportive of things, 
even such as a basic risk retention requirement, as well as it 
doesn’t have bells and whistles like a premium capture cash re-
serve account and other items that aren’t called for in the Dodd- 
Frank Act. 

But those 1,000 cuts, when you add up so many different regu-
latory initiatives, it makes it very hard for private sector capital to 
flow back into this market, because if you are—think about if you 
are running your own business, you have 10, 20, 30 regulatory ini-
tiatives coming at you, you don’t know how they are going to come 
out—it is very hard to go to your boss and say, ‘‘Hey, we need to 
build up some infrastructure here. We need to build up and hire 
more staff, but we don’t know what is going to happen with Fannie 
and Freddie. We don’t know what is going to happen with these 
QRM rules. We don’t know what is going to happen exactly with 
Basel III.’’ 

It makes it very challenging to be able to build and run a busi-
ness, and proud folks like Mr. Hughes, who have been able to come 
out in the market, get some transactions going, and be prepared for 
when the market does turn. 
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But I think most of our market participants would say that may 
be years down the road, particularly given the uncertainty around 
what will happen to Fannie and Freddie. 

Mr. GRIMM. Thank you. 
Mr. Hughes, I think you have been critical of QRM, and if you 

could, just very briefly describe to me what is wrong with the pro-
posed QRM. 

Mr. HUGHES. We haven’t been that critical of QRM. Actually, for 
the whole risk retention, we are probably one of the few people who 
were in favor of the risk retention rules. 

But I would say, generally, where risk retention has come out in 
the proposals, and with premium capture and where it is going, it 
is just too cumbersome to actually make work. So I would say, from 
a Redwood standpoint, we would agree with the proposal, rely on 
representation to warranties rather than a narrow definition of 
QRMs. 

Mr. GRIMM. Okay. Thank you. 
I am going to throw this out to the panel. I have often said that 

the economy won’t fully recover and turn around and grow until we 
get the housing market turned around. I just think it is too big a 
sector. And if you could pick two things that you think that Con-
gress should make paramount, maybe we will get those who 
haven’t spoken yet, what would they be? 

Ms. RATCLIFFE. I have one. 
Mr. GRIMM. Okay. 
Ms. RATCLIFFE. And it is a little theoretical here, but actually, 

a colleague, Phillip Swagel at AEI, I would sort of paraphrase what 
he has said, that we should recognize that whether there is an ex-
plicit or an implicit or an unstated government guarantee, the gov-
ernment is always going to step in to preserve markets. 

And so if you all could come around to making a confirmatory 
statement that you do see a role for some kind of limited govern-
ment guarantee, at least in the foreseeable future, for supporting 
the middle of the market, or the sort of the conforming space that 
it is today, I think that would send a tremendous signal to the 
marketplace to begin planning ahead and moving forward with a 
comprehensive understanding of what the market is going to be 
like. Just sending that signal along and moving forward with fig-
uring out how to structure that guarantee. 

Mr. GRIMM. Thank you. 
Go ahead, sir. 
Mr. WALLISON. I am glad to be able to point out that everyone 

at AEI does not agree. My view is the opposite, and that is, to the 
extent that we have any government involvement in the market, 
we will rekindle the kinds of problems that caused the financial cri-
sis in 2008. 

What we ought to be sure that we do have is market discipline, 
with firms being able to fail, and firms that market poor quality 
mortgages bearing the costs of that, and/or the investors bear the 
costs of that. So I would strongly oppose any system where we in-
troduce the government to support the housing market in any way. 
I think it can be done perfectly well by the private sector. 

Mr. GRIMM. My time has expired. 
Thank you. 
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Chairman GARRETT. The gentleman yields back. 
And without objection, we will do a second round. I would like 

to do it just for the dedicated people who are remaining here, but 
I am told I am not allowed to exclude other Members from coming 
in by sealing the doors, or what-have-you. But be that as it may, 
I will start the second round and then go through it. 

So from the testimony, what we hear is in one respect, and we 
have heard this before, that part of the issue is that it is a supply 
problem, and not a demand problem; that there is a demand out 
there. And there is a supply problem as far as the security from 
the underlying—from the lack of mortgages underneath them. 

But to the gentleman from California’s question, I think it was 
a good question. I think, ‘‘Why isn’t this happening above the con-
forming loan limits right now?’’ 

And Mr. Hughes, could it partly be in fact that with the bank 
balance sheets as they are, that the banks—and I see Ms. Ratcliffe 
is nodding her head—that the banks are just picking these things 
up, since these are the million dollar homes. And these are the 
ones—I will let either one of them—Ms. Ratcliffe, is that what is 
happening, do you think? 

Mr. HUGHES. That is, in fact, what is happening. 
Chairman GARRETT. And Ms. Ratcliffe agrees? Yes? 
So I guess that answers that piece of it. I can’t, obviously, ex-

plain what the particulars are in any anecdotal story as to why in 
certain cases, people aren’t getting the loans that they are looking 
for. I know I personally have a good credit rating score and I have 
a job, but I would not be able to, right now, much as I would like 
to, go and get a loan for $700,000, because I am on a fixed income. 

But to Ms. Ratcliffe, and anybody else on the panel as well, the 
issue here is—and I think what we are trying to do here is to 
change the focus from the focus by investors to being on from the 
credit rating of the United States, which is having problems by 
itself, to the credit ability of the borrower. Isn’t that really what 
we should be trying to do? 

Ms. RATCLIFFE. Peter and I can continue to have our debate for-
ever, but it is not going to advance the market. And I think if we 
can say we are going to find a minimum appropriate role for gov-
ernment— 

Chairman GARRETT. Okay. 
Ms. RATCLIFFE. —as well as the responsibility for borrowers, and 

start moving towards structuring that— 
Chairman GARRETT. Right. 
Ms. RATCLIFFE. —that is what I am calling for here. Our plan 

at the Mortgage Finance Working Group foresees using mostly pri-
vate capital in this sector with an FDIC-like model, where exhaust-
ing the balance sheets of the securitizers, the issuers, you would 
then have a pooled fund that you could go to and only super-cata-
strophic government guarantee. 

Chairman GARRETT. Yes. 
No one is suggesting that we would not—I think someone else 

testified to this—no one is suggesting that we are not having a gov-
ernment involvement in the housing sector, because even with this, 
if this was to happen tomorrow—and no one is suggesting that this 
is happening tomorrow—is that you would still have—who said it? 
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You would still have the FHA; you would still have the EVA; you 
would have Ginnie Mae; you would have the Federal Home Loan 
Banks; you would have the mortgage-interest-deduction aspect. I 
know that plays into how things finance in the sense that we sup-
port borrowing that way; right? 

And of course, there are probably a myriad of other Federal pro-
grams, I think some of which I guess Ms. Ratcliffe is referring to 
as far as supporting—supporting people as far as community pro-
grams and the like; so all of those would remain out there. 

So I guess that—and maybe to the point that Ms. Ratcliffe 
raised—to the extent that what would happen if you did something 
to send a signal to the marketplace, if you did something on top 
of that—and I guess, Mr. Wallison and I will open it to anybody 
else—what signal would it be if you say, well, we are going to con-
tinue to have a backstop to the marketplace? 

Would you get the same response then from your investors, Mr. 
Deutsch, as far as they are saying, well, we are going to wait and 
see then, until— 

Mr. DEUTSCH. I think if you are selling out securities to inves-
tors— 

Chairman GARRETT. Yes? 
Mr. DEUTSCH. —and you tell them that there is an implicit back-

stop, or they get the sense that there is an implicit backstop to 
those securitizations, that will make it more desirable to them. And 
the fact that they will be able to go back to the government if the 
government— 

Chairman GARRETT. So they will go there, as opposed to go over 
here? That they will go over to the government— 

Mr. DEUTSCH. Right. If you have a choice, if you are sold a pri-
vate security and you are sold a public security, and they are at 
the same yield, you will choose the public security every day, be-
cause you have the U.S. Government as a backstop. Then, it be-
comes a quality covered bond by the U.S. Government. 

Chairman GARRETT. Right. 
Mr. DEUTSCH. But if you have just a private securitization out 

there, they will demand a little bit more yield, because they don’t 
have that backstop behind it. 

Chairman GARRETT. And Mr. Wallison? 
Mr. HUGHES. And to the credit backstop, there is a difference in 

liquidity as well. 
Chairman GARRETT. Right. 
Mr. HUGHES. So it is something they could readily borrow 

against to the extent that it is an agency security. 
Chairman GARRETT. Right, and that is what we are trying to do 

here is trying to get the liquidity up so that you can get all of the 
markets to give it to the market. 

Mr. Wallison, do you have a comment? 
Mr. WALLISON. I think that as soon as people believe that the 

government is going to remain in the market in some way through 
a guarantee, they are not going to put any investments—or put in 
the activity—to become securitizers, or work themselves into that 
field. It just doesn’t make sense if you think you are going to be 
competing against the government. 
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A government backstop will have exactly the same effect as the 
government actually guaranteeing, because it will just mean that 
the value of the government backstop is included in the risk profile 
and reduce the return. 

And because it reduces the return, private investors will not be 
particularly interested in it. So you have to really give the inves-
tors a signal, not only the securitizers, but also the investor mar-
ket, that the government is getting out. And one way to do that, 
of course, is first to provide for the gradual winding down of Fannie 
Mae and Freddie Mac— 

Chairman GARRETT. Yes. 
Mr. WALLISON. —and then, give them assurance that no other 

government activities similar to Fannie and Freddie, whether im-
plicit or explicit, is going to be put into place to replace them. 

Ms. RATCLIFFE. And with all due respect, if I could disagree with 
Mr. Wallison, I think staying stuck on this point is supporting the 
status quo with 90 percent of the market being supported by 100 
government guarantee. And the challenge is to figure how to limit 
the government guarantee so that there is a viable private sector, 
and so that the taxpayers are protected. And I think we can do 
that. 

Chairman GARRETT. All right. So just since you gave me the— 
so what is happening right now, there is an issue as far as that 
guarantee with regard to the conforming loan limit. You saw what 
happened in the Senate. 

The last question is for Ms. Ratcliffe: Should we be propping up 
the conforming loan limit, or should that be coming down? 

Ms. RATCLIFFE. If you read our plan, which you know, in the long 
run, we certainly see that the— 

Chairman GARRETT. But what about right now, because we 
have—as you said before—to get going. 

Ms. RATCLIFFE. No, I agree. And I think the difficulty here is ex-
actly what I am talking about. Some of these incremental steps are 
very hard to execute without a clear idea of where we are headed. 

Chairman GARRETT. Right. 
Ms. RATCLIFFE. And where we are headed, the government 

should not be guaranteeing those high-end jumbo lines. 
Chairman GARRETT. So I will introduce for the record without ob-

jection the statement from the National Community Reinvestment 
Coalition, who on that point take the view that we need that direc-
tion to the marketplace, and we need for the conforming loans to 
start the trajectory down, as was put into law. 

Without objection, it is so ordered. 
Mr. Green is recognized. 
Mr. GREEN. Thank you. 
To make sure I understand where each witness is on this ques-

tion—if you are of the opinion that there is no role for the Federal 
Government in this market, would you kindly extend a hand into 
the air? I think it will help me to see. 

No role at all for the Federal Government? All right. 
Let the record— 
Chairman GARRETT. Clarify in what market, when you are ask-

ing this? The Federal home loan housing market? 
Mr. GREEN. No, not the Federal home loan housing market. 
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Chairman GARRETT. I meant the Federal housing market, or just 
in guarantees? 

Mr. GREEN. In the market that currently allows for the govern-
ment to have it—it was implicit, but we have made it explicit now 
with the GSEs. 

Chairman GARRETT. Okay. 
Mr. GREEN. Because FHFA owns the GSEs, so that is we are 

talking about. So, is it fair to say that the record will reflect that 
one person, and that would be Mr. Wallison, you— 

Mr. WALLISON. I am talking only about no government guaran-
tees for middle-class prime borrowers. 

Mr. GREEN. Yes. 
Mr. WALLISON. There has to be a government program for low- 

income borrowers. 
Mr. GREEN. Exactly. 
Mr. WALLISON. —and so, we don’t need the government in that. 
Mr. GREEN. And in your opinion, but you are the only one? I just 

want the record to reflect this is the case. 
Now, having that in the record, let me just say this. And I will 

get to you, Mr. Hughes, in just a second if I may, because my time 
is limited. 

I want to go to you, Ms. Ratcliffe. Let us talk about this. And 
I hate to use this term, ‘‘apples and oranges,’’ because it has be-
come sort of a term that is not in good standing right now after 
some recent events and debates. But is it fair to compare the non- 
conforming with the conforming if we come to some conclusion 
about jumbos? Is it fair to use that for the entire market? 

Ms. RATCLIFFE. I think your point is perhaps the same, that the 
benefits of having a government guarantee are able to be quan-
tified or modified by looking at the spread between what does the 
jumbo pay for a 30-year fixed-rate mortgage, and what does some-
body getting a government-backed or government-supported GSE 
loan pay for a similar mortgage product. And that spread doesn’t 
look very big, and so people say there is really not that much value 
there. 

And my point would be that, again, it is true that borrowers with 
big downpayments and good incomes should be able to tap into 
that kind of credit at very efficient rates without a government 
backing. We need to find out where that line is, and not have the 
government supporting that part of the market. 

However, if you went deeper into the market, you would see, I 
think that these spreads seem much wider. And it is hard to know 
what that would be, because there is no real place to determine 
that. I also think that it is very unlikely that such a private mar-
ket would provide the volume of 30-year fixed-rate mortgage fi-
nance that we are used to in this country. 

And so, that is a factor that is not necessarily covered in price, 
but certainly in the risk that the borrower is taking on. That is a 
higher cost to them, because they are talking on great risk. And 
we have seen the consequences of that. 

Mr. GREEN. Now, we haven’t always had the government in-
volved in the market. At one time, in the absence of the govern-
ment, we had these loans that would have big balloons—short pay-
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ment periods. People were not exactly eager to have their money 
on the line for 30 years. 

It was after Fannie and Freddie got into this market that we 
found that product, especially for middle-class people and working 
people. They were able to afford homes. 

Would you comment on this, Ms. Ratcliffe? 
Ms. RATCLIFFE. Yes, it is true that before FHA was introduced, 

there was a basically non-existent market for fixed-rate mortgages 
and there was more volatility. And some of the things we saw sort 
of repeated in the private market in the 2000s. 

But the nice thing about the 30-year fixed-rate mortgage is that 
the borrower knows what their payment is going to be over time, 
effectively, and what happens is, with even modest increases in 
their income, their debt-to-income improved and with even modest 
appreciation, their LTV automatically improves. And it creates an 
excellent source saving vehicle, right? Home equity is still a big 
portion of the retirement wealth in households retiring today, and 
that is largely thanks to the 30-year fixed-rate mortgage. 

So that product in and of itself makes it possible for more house-
holds to be able to get into homeownership and do so sustainably. 
We studied a portfolio of 50,000 mortgages made in the decade 
prior to the crisis. These mortgages were made by 30-some banks 
around the country. And generally, the median income of these bor-
rowers was $30,000, and most of them put down less than 5 per-
cent. 

About half of the credit scores at origination were below 680, and 
yet we have seen the default foreclosure rate on this program stay-
ing below 6 percent, even through this terrible crisis, which is 
much lower than you would see, for example, in the subprime mar-
ket. And this is just one example that I have put forward where 
these borrowers all had 30-year fixed-rate mortgages that were 
prime priced and underwritten for ability to repay. 

When we looked at those sort of identical borrowers who were 
given different kinds of loan products, we see that those identical 
borrowers with different products had default rates that were 3 to 
5 times higher than those having the 30-year fixed-rate mortgages. 
So, that is the evidence about the additional stability of that prod-
uct for— 

Mr. GREEN. And Mr. Hughes, onto you now. Thank you for being 
patient, but I do have a question, and of course, you may have an 
additional answer. But my question to you is, with reference to the 
QRM, are you of the opinion that it cannot be adjusted such that 
it would be suitable? 

Mr. HUGHES. I think with the QRM tied in with risk retention, 
tied in with premium capture, it would be very difficult to try and 
unbundle it in a way where you could really get something that is 
actionable for people who would be originating loans and then 
securitizing them. 

Mr. GREEN. My time has expired. Thank you. 
And thank you, Mr. Chairman. 
Chairman GARRETT. The gentleman from Arizona for 5 minutes. 
Mr. SCHWEIKERT. Mr. Chairman, with your permission, can we 

do a lightning round? Actually, you are the victims of the lightning 
round. 
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I would love to actually just throw out a couple of the mechanics 
within my understanding of trying to get to a securitization of 
MDS and all the things I hear about and just your quick comment. 
How much more definition has to be in regards to servicing stand-
ards, particularly on the impairment side? 

Mr. DEUTSCH. I think that there will be within private-label se-
curities a lot more additional work that has to be done to pull in 
the servicing agreement to clarify the servicing standards. But a lot 
of that is going to be done through private market mechanisms for 
investors to get comfortable with how servicing will work on a go- 
forward basis. 

Mr. SCHWEIKERT. Okay, on impairment? 
Mr. DEUTSCH. On impaired loans. 
Mr. HUGHES. Same question? 
I would agree with Mr. Deutsch. 
Ms. RATCLIFFE. Nothing to add. 
Mr. WALLISON. Nothing to add. 
Mr. SCHWEIKERT. Okay. How about on the TBA market? 
From a quick standpoint, how do you see it working under Chair-

man Garrett’s bill? 
Mr. DEUTSCH. For servicing standards? 
Mr. SCHWEIKERT. No, TBA, to be announced. 
Mr. DEUTSCH. I think for any private label security and private 

originations can replicate being able to rate lock borrowers. The 
price of replication will be a bit higher and doing it through the 
private markets. But it can replicate being able to lock borrowers 
in. 

The price of replication will be a bit higher doing it through the 
private markets. But it can replicate being able to lock borrowers 
in. But I think the real question for secondary market buyers is the 
liquidity of the securities without a government guarantee, is being 
able to move—you can call things homogeneous. Then they could 
be relatively homogenous mortgage loans. 

But once you start creating loan-level data in a secondary market 
for what would be TBA-type loans, without that government guar-
antee, then they start making differentiation between those loans, 
and that does impair liquidity, to an extent. 

Mr. HUGHES. I would say one of the things that we need to think 
through is: What is the proper subordination level? In addition, do 
you need these securities to be rated? I know we have tried to ac-
complish securitizations without ratings to just see if we can get 
investors together. It is very, very difficult. 

So I would say, in getting a liquid TBA market, we need to think 
subordination levels, and we need to figure out whether or not a 
rating will ultimately be attached to the security. 

Mr. SCHWEIKERT. Yes. 
Mr. Chairman, would you need that to be able to produce a 30- 

day forward or what would create that distribution— 
Mr. HUGHES. One of the things, as I tried to start out in my tes-

timony that we are a little fuzzy on, is some of the ideas and think-
ing it through, and I think probably what we need to do is, from 
our side, is vet it more with investors, to just begin to socialize it 
and take it— 
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Mr. SCHWEIKERT. Yes, we would love that input, because I know 
that is something we are all talking about, asking, are we giving 
enough guidance to make sure that the private market is able to 
cover that need? 

Ms. RATCLIFFE. I totally appreciate the emphasis on the TBA 
market in this bill, and the emphasis on standards and granularity 
and categories and loan level data. The problem is there is a ten-
sion between these two things. 

If we do get to category ST, XYZ of loans, and you spread that 
across multiple issuers and with different subordination levels, and 
also the different—the nice thing about the Fannie/Freddie product 
is also 30-year fixed-rate mortgages, whereas, in the private-la-
beled sector, you see a little more complexity of instrument and 
cash flow. So I think it has sort of met its challenge. 

All of that said, I agree with Mr. Hughes that it is time to start 
exploring these things and trying some things out and see how 
they could be made to work. 

Mr. WALLISON. My understanding is there was a TBA market be-
fore there were Fannie and Freddie securities, and one will be cre-
ated again by the private sector. The real issue in TBA market is 
simply liquidity. And that is why, to the extent that there are dif-
ferent classifications produced by FHFA here, that there not be too 
many. We would have relatively few classifications of prime mort-
gages that are securitized, which would allow some depth in that 
market. All you need is liquidity, and then it works. It has nothing 
to do, really, in my view, with a government credit. 

Mr. SCHWEIKERT. In our last 30 seconds, give me one or two 
changes you think need to be out there for the M.I. markets. 

Mr. DEUTSCH. For the which? 
Mr. SCHWEIKERT. Mortgage insurance. 
Mr. DEUTSCH. We don’t have any strong views on the changes in 

the M.I. market. 
Mr. SCHWEIKERT. Mr. Hughes? 
Mr. HUGHES. For the market that we are working with, private 

investors really the—there is very little M.I. that is applied to 
jumbo loans. So we don’t really have opinions on that. 

Mr. SCHWEIKERT. Ms. Ratcliffe? 
Ms. RATCLIFFE. I am not sure what I would do to change the M.I. 

market. I guess it is worth recognizing that—and we haven’t 
touched on this in the discussions of the bill, because it is really 
not in there. 

But another approach to improving the functioning of the market 
is not only to improve the pricing of risk, but to improve the levels 
of capital across the industry sectors that are decked against the 
kinds of risks people are taking and rationalize that to avoid ad-
verse selection. 

And the mortgage insurance companies actually have a very in-
teresting model for capitalization that requires them, if their 
stockpilers are—during good times and sort of countercyclical, and 
then they draw down those reserves during like this as we are see-
ing they are. 

They have paid some $27 billion or so in claims to Fannie and 
Freddie, saving their taxpayers that money. And actually, they are 
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allowed to fail. They are not too-big-to-fail. But that capital is being 
drawn down on. I think it is a model worth considering if they— 

Mr. WALLISON. Okay. I think mortgage insurance is extremely 
important if we want to bring in institutional investors, for exam-
ple, because mortgage insurers will do their own underwriting. 

Mr. SCHWEIKERT. Are there a couple of changes you would make 
in today’s M.I. world? 

Mr. WALLISON. That I would make? No. M.I., of course, is regu-
lated at the State level, and in most cases, it has worked pretty 
well. They have survived, with few exceptions, during this terrible 
financial crisis. 

So it is a regulatory system that has worked well so far, and we 
ought to make more use of it—especially when we have a situation 
where the rating agencies no longer have public confidence. Mort-
gage insurers can provide that confidence. 

Mr. SCHWEIKERT. Forgive me. I am way over my time. Mr. Chair-
man, thank you for your tolerance. 

Chairman GARRETT. Not at all. 
The gentleman from California? 
Mr. CAMPBELL. Thank you, Mr. Chairman. I guess I am the 

cleanup hitter here. And I am first going to make a couple of com-
ments myself and then get to a few more questions. 

The chairman asked a question relative to a question I had posed 
before about, perhaps why in this jumbo market there weren’t a lot 
of lower down or lower credit loans. And by the way, I bring that 
up not because $800,000 loans are a norm by any means, but just 
that is completely unaffected by Fannie and Freddie and by a gov-
ernment market. 

But the answer that everybody gave was that the reason for this 
was bank balance sheets and so forth and so on, which, for those 
of us like myself and Ms. Ratcliffe, who believe there ought to be 
a limited government guarantee, explicit but limited, with lots of 
private capital up front, in order to provide the fungibility that you 
are looking for, Mr. Deutsch, and the liquidity that you are looking 
for, Mr. Hughes, those of us who believe that. 

The bank balance—that is exactly the point. That is exactly the 
point. The housing market is such a huge part of the economy. It 
is such a gigantic part of each individual’s, as was all discussed 
here, personal net worth, and in fact, their retirement savings. 
Banks are cyclical. Everything is cyclical. And when they want to 
loan to everybody, as we have seen, they will loan to anybody. And 
then, you probably don’t need government guarantee. 

But when they go off like they are, then what? Then, nobody can 
get a loan. Then, nobody can sell a house. And then, all kinds of 
problems happen. And it will be procyclical. It will make recessions 
into depressions and it will make booms into bigger booms. 

And that is why this kind of stability that I think Ms. Ratcliffe 
and I are seeking, which also provides that fungibility and that li-
quidity that Mr. Hughes and Mr. Deutsch are looking for, is the 
sort of thing that we ought to be adding here. 

But Mr. Wallison, let me just—because I had to bring up—you 
mentioned private mortgage insurance, and we haven’t mentioned 
at all the failure of PMI organization based in Mr. Schweikert’s 
State, and I know you believe governments can’t properly price in-
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surance. Isn’t there an argument to say that PMI didn’t properly 
price private insurance either? 

Mr. WALLISON. One of the reasons government doesn’t properly 
price is that it doesn’t have the incentive to price properly. It has 
an incentive not to price risk, because that works better politically. 
But the— 

Mr. CAMPBELL. Whoa, whoa, whoa. Okay, well, there are a lot of 
things that government does that can work different politically 
than— 

Mr. WALLISON. Yes. 
Mr. CAMPBELL. —that is why you have to try and take that pric-

ing out of our hands, because you are right; we will price it politi-
cally. That is not the right thing to do. But go on. 

Mr. WALLISON. I am just suggesting why it is that the FDIC and 
many other agencies that are supposed to be risk pricing their in-
surance don’t do it properly. But in the case of insurance compa-
nies, they have the incentive to do it. They do it by creating a re-
serve fund. The fund gets larger and larger over time, and that is 
what— 

Mr. CAMPBELL. But private mortgage insurance right now is 
under huge stress, right? 

Mr. WALLISON. Yes, but— 
Mr. CAMPBELL. —for the failure of PMI in the swaps market, it 

is under huge stress. And understand; I believe there ought to be 
private insurance. I am not saying there shouldn’t be. In fact, I 
think it is an important part of the market. But they have 
mispriced it. 

Mr. WALLISON. Well, yes. They mispriced it, but they are— 
Mr. CAMPBELL. Okay. Thank you. 
Mr. WALLISON. No, let me finish because I think it is impor-

tant— 
Mr. CAMPBELL. I will get cut off, so let me. 
Ms. Ratcliffe, did you have a— 
What is that? All right. 
Chairman GARRETT. It is your time. We will allow it. 
Mr. CAMPBELL. If you want to give me more time, I will let him 

finish. 
Chairman GARRETT. Yes, I will give you—we are over time any-

way, but I will give you the additional time so Mr. Wallison— 
Mr. CAMPBELL. Okay. Go ahead, then. 
Chairman GARRETT. Yes. 
Mr. WALLISON. The way that the insurance companies work is 

they create reserve funds, which they allow to grow over time. 
They are pricing for catastrophic circumstances by creating these 
funds. And by and large, that is how the mortgage insurance indus-
try has worked. 

There are two or three which have been in trouble. But the rest 
of them are paying their claims right now, and will continue to pay 
their claims in the future. So they are the one area where we can 
be quite sure that mortgage risks are covered. 

Mr. CAMPBELL. You know that a lot of the loss before the Fannie 
and Freddie—we were just talking about it earlier—at least accord-
ing to their press release, they are blaming on the fact that because 
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PMI failed, they now have to step in and cover a lot of the private 
insurance. 

Ms. Ratcliffe, you looked like you wanted to say something about 
the private insurance? 

Ms. RATCLIFFE. I did want to say that, as we have talked about, 
the M.I.s are a sort of force to hold capital by regulatory require-
ments. So that does kind of prevent them from pursuing the race 
to the bottom. 

And I think there was probably more of that, for example, in the 
main competitor to PMI, which was the purchase money second, 
those lenders really underpriced risk. And we have already talked 
today about the way that the private-label risk takers, mortgage- 
backed securities market really acted procyclically and failed to 
adequately price risk. 

So I think those might be better examples of those procyclical 
tendencies than M.I., which is like government-required to reserve 
countercyclical. 

Mr. CAMPBELL. Okay. Good point. 
And then, Ms. Ratcliffe, my last question will be to you, relative 

to—if there is no guarantee—so we have something like the bill 
that is before us and we go forward—we have talked about various 
things that may happen, the 30-year fixed-rate mortgage could dis-
appear. 

There could be a big premium interest—the interest rates that 
people pay up could go up, the number of people who have the abil-
ity to get a loan could go down. There are any number of cir-
cumstances, and it could be all of those to some degree or what-
ever, if there were no government. 

If we have no Fannie and Freddie, there is no government sup-
port for the mortgage market, it is now just this bill in place, what 
do you see as that doing to housing prices, to the housing market, 
to whatever you think it might affect? 

Ms. RATCLIFFE. No, as a result of fewer mortgages being avail-
able, fewer fixed-rate mortgages being available, and costs nec-
essarily increasing, it would obviously have a strong negative effect 
on the economy and on household wealth. And those obviously need 
to be taken into account. Moreover, I don’t think that those things 
are necessary. I think we can— 

Mr. CAMPBELL. I agree with you completely. And the other thing 
that all that will result in is a loss of lots and lots and lots of jobs. 
And when we are all debating about how to create jobs, the last 
thing we should be doing is putting in policies that will, without 
question, lose jobs. And I yield back. 

Chairman GARRETT. You answered a whole bunch of different 
criteria as to what would happen. Did you say what would happen 
if, under that scenario, the government does provide the guarantee 
and the government prices the risk wrong? What happens then? 

Ms. RATCLIFFE. I would hope we would not price the risk wrong. 
We have good benchmarks now for what that risk pricing should 
look like, and there are a number of things—government doesn’t 
have it—always the incentive to make a profit in pricing risk. 

They also don’t have the same incentive to chase profits and take 
less risk. And we saw the FHA basically pull away from the mar-
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ket rather than chase it during the peak of the bubble. And so, I 
think there are elements about government risk-taking. 

Chairman GARRETT. Just briefly, where are examples, histori-
cally, of where the government priced risks well? Is that like with 
blood or with the pension fund or—? 

Ms. RATCLIFFE. In some of those cases, government takes risks 
that the private sector is not willing to take on. 

Chairman GARRETT. Right, but the— 
Ms. RATCLIFFE. It takes those risks in order to facilitate the func-

tioning of some other private sector. So if you really want to look 
at the whole cost-benefit equation, you have to take some of those 
other benefits and externalities into account. 

Chairman GARRETT. Yes. But at the end of the day, if they don’t 
price the risk, who pays? 

Ms. RATCLIFFE. The taxpayer. But, again, we do have pretty good 
markers now on what— 

Chairman GARRETT. Yes. 
Ms. RATCLIFFE. —crisis—what levels of capital you need to have, 

and what kind of pricing you would have. And that would definitely 
have to change from the old Fannie/Freddie. 

Chairman GARRETT. I am— 
Mr. CAMPBELL. Mr. Chairman, the existing bill would have the 

government setting underwriting standards. They might do that 
wrong, too. Anything the government does could potentially go 
wrong. 

Chairman GARRETT. Right. But if that happened, who would bear 
the burden, then, the taxpayer or the investor? 

Mr. CAMPBELL. The American economy, depending on where they 
set it— 

Chairman GARRETT. Yes. 
The gentleman from California has come back for the second 

round. 
And the gentleman is recognized. 
Mr. SHERMAN. I want to commend my colleague from California 

for pointing out the importance of not allowing the conforming loan 
limit to go down in high-cost areas. As to pricing risks, I point out 
that the FHA has done a good job. 

CBO does a pretty good job, whether it is in the international 
sphere with loans to foreign countries or OPEC insurance. And the 
idea that the Federal Government can’t price risk, CBO is a tough 
taskmaster, but they predict things that are just as hard to predict 
as downside risk. And, of course, they price risk as well. 

Now, Ms. Ratcliffe, if we didn’t have Fannie and Freddie, and 
you are the average homebuyer looking to buy a $400,000 home, 
how many more basis points are you going to pay? I know kind of 
what that answer was in 2006, back when mortgage-backed securi-
ties were very popular with the market. What are you going to pay 
now; any idea? And I have seen estimates of about 75 basis points. 
Do you have anything that would counteract that or contradict it? 

Ms. RATCLIFFE. I think there is no way to know in today’s mar-
ketplace what the average homebuyer would pay, if there was no 
form of government support in forming market at this time, maybe. 

Mr. SHERMAN. Could it be more than 75 basis points? 
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Ms. RATCLIFFE. Certainly, depending on the borrower’s charac-
teristics, the loan amount being sought, and other— 

Mr. SHERMAN. So even people who are qualifying under today’s 
Fannie and Freddie tougher standards for a particular loan might 
be paying 100 to 125 basis points for that same loan? 

I see the person next to you nodding his head. 
Sir, do you have—? 
Mr. HUGHES. I think making the argument in the extreme, that 

Fannie Mae drops off the face of the earth the next day, and then 
what are the markets going to be like is not a rational— 

Mr. SHERMAN. I didn’t put it forward—the extremes as if there 
wouldn’t be a transition period and everybody would expect Fannie 
to exist and then the next—but let me go on with my limited time. 

So what happens to home prices in this country, Ms. Ratcliffe, 
if—I have seen estimates that we are talking about a 15 percent 
to 20 percent additional decline in home prices. Do you know of 
anything that contradicts that? 

Ms. RATCLIFFE. No, sir. 
Mr. SHERMAN. And this is maybe a little outside your expertise, 

but it is something that Mr. Campbell and I face all the time. 
What happens to the economy, particularly in places where peo-

ple have so much of their life tied up in the value of their home, 
if we see another 15 percent or 20 percent decline? Are you aware 
of any studies on that? 

Ms. RATCLIFFE. I am not aware of any studies. I think we have 
discussed some of the impacts on, obviously, jobs and household 
wealth. 

I think one thing we haven’t talked about but is worth always 
keeping in mind is that today we are seeing a substantial loss of 
wealth in housing that is going to translate, especially as people 
draw down on their retirement accounts and other assets to keep 
paying mortgages that may be underwater, that at the—this is sort 
of kicking the can on down the road, to make it a retirement-sav-
ings problem— 

Mr. SHERMAN. And I point out, a lot of people think this only re-
lates to folks who are looking to buy a home or looking to sell a 
home or looking to refinance a home. 

But what I point out to people in my area is if you are just plan-
ning to continue to live in my area, and you hear that the home 
down the street sold for $100,000 less than everybody expected, you 
are not going out to dinner after that unless the restaurant has 
golden arches on the front of it. 

So the effect on the overall economy in the San Fernando Valley 
of a decline in the home prices is something that affects the 90 per-
cent of the people who aren’t buying, selling or refinancing. 

As to the bill, as I commented earlier today, I don’t know wheth-
er this bill is just designed to assist what might remain a niche 
market, and that is the non-government-involved mortgage-backed 
securities, or whether it is the first step in taking a radical step 
of pushing government completely out. 

So if this is just going to make the niche market more efficient, 
it would be hard to have any of us oppose it. But if it is the first 
step toward the calamity that I have discussed with Ms. Ratcliffe 
and others, you won’t find a lot of support on this side of the aisle. 
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Not a whole lot of—there will be some non-supporters on your 
side of the aisle, too, so with that, I yield back. 

Chairman GARRETT. The gentleman yields back, recognizing the 
calamity that we are in right now, because of the status quo of the 
GSEs, and the government backstop that has been provided to 
them. 

Without objection, I will enter into the record a letter from the 
National Association of Federal Credit Unions; seeing none, it is so 
ordered. 

I would like to very much thank this entire panel for all of your 
expert testimony and input and dialogue that we had going back, 
as with the first panel. 

The Chair notes that some Members may have additional ques-
tions for the panel which they may wish to submit in writing. 
Without objection, the hearing record will remain open for 30 days 
for Members to submit written questions to these witnesses and to 
place their response in the record. 

And, again, I thank the panel very much. The hearing is ad-
journed. 

[Whereupon, at 1:23 p.m., the hearing was adjourned.] 
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