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H.R. , THE PRIVATE MORTGAGE
MARKET INVESTMENT ACT, PART 2

Wednesday, December 7, 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 10:08 a.m., in room
2128, Rayburn House Office Building, Hon. Scott Garrett [chair-
man of the subcommittee] presiding.

Members present: Representatives Garrett, Schweikert, Biggert,
Hensarling, Neugebauer, Campbell, McCotter, McCarthy of Cali-
fornia, Pearce, Posey, Hayworth, Hurt, Grimm, Stivers, Dold;
Waters, Sherman, Lynch, Miller of North Carolina, Maloney, Don-
nelly, and Green.

Ex officio present: Representative Frank.

Chairman GARRETT. Good morning. The Subcommittee on Cap-
ital Markets and Government Sponsored Enterprises is called to
order. For this hearing, as previously agreed to with the ranking
member, each side will have 10 minutes for the purpose of making
opening statements. And now, we will begin that.

I recognize myself for 2%2 minutes as we begin this hearing on
the Private Mortgage Market Insurance Act, Part 2.

Today, the subcommittee is holding a second legislative hearing
on the Private Mortgage Market Investment Act. The sub-
committee held a hearing on this bill on November 3rd. Since then,
I have been actively reaching out to and working with regulators
and market participants and other members of this subcommittee
to make improvements to the bill. I understand this is a very com-
plex issue and I welcome another opportunity to hear from the pub-
lic on the merits of this bill.

Currently, the Federal Government is guaranteeing or insuring
over 90 percent of the U.S. mortgage market. Everyone on both
sides of the aisle and all market participants claim that they sup-
port efforts, then, to bring additional private capital back into the
secondary mortgage market.

There are two things that must be done to have private capital
brought into this space: first, we must begin to roll back the gov-
ernment’s involvement in the housing market; and second, we must
take actions to facilitate and increase investors’ interest in the sec-
ondary mortgage market. By facilitating continued standardization
and uniformity within the marketplace, and increasing trans-
parency and disclosure and providing legal certainty through the
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clear rule of law, there will be a robust investor participation in the
housing market without—and this is important—exposing the
American taxpayer to trillions of dollars of additional risk. So the
legislation we are discussing today essentially sets up a new quali-
fied securitization market.

The FHFA is tasked with establishing a number of categories
and mortgages using traditional underwriting standards that have
different levels of credit risk associated with each one of the cat-
egories. Also, they are responsible for creating standardized
securitization agreements in this marketplace. So these
securitization agreements will standardize the servicing contracts,
modification process, and reps and warrants, all things that pro-
vide the investors the ability to put back nonqualifying loans.

The legislation also removes one of the biggest regulatory impedi-
ments to private capital reentering the market by striking the risk
retention provision under the current law. Now, I do agree that
risk retention does have benefits, but the way it is currently being
implemented will create a multitude of negative unintended con-
sequences, we have been told.

So to bring private investment back to our mortgage market, it
is essential that the rule of law is clear, specific, and upheld; inves-
tor rights and contracts must be honored; and by facilitating the
adjudication of disagreements between investors and issuers, clari-
fying the rules around the rights of first lien holders and pre-
venting government-enforced loan modifications that could nega-
tively impair investor returns, investors will return and have the
certainty they need to reenter the marketplace and invest in our
Nation’s housing market.

Finally, in regard to additional transparency and disclosure, in-
vestors should be empowered and enabled to do their own analysis
of the assets underlying the securities that they invest in. So by
disclosing more detailed loan-level data, while protecting the pri-
vacy of borrowers, and by allowing more time for investors to study
that information, investors will be able to conduct more due dili-
gence and less reliance on the rating agencies.

With all that being said, I look forward to today’s hearing and
a panel engaging in a very productive debate with other members
of this committee as we try to seek a solution to this very most im-
portant problem facing the country.

With that, I will yield 4 minutes to the gentleman at the end of
the row from Massachusetts.

Mr. FRANK. The subject is obviously of great importance because
any doubts about the centrality of a healthy housing market to our
economy or at least—not the centrality but its being an important
element has clearly been reinforced, and so we should be moving
forward. And there are some elements of this bill where there will
be some agreement, but there are a couple of things that I wanted
to focus on that concern me.

In particular, I am opposed to the notion of a complete repeal of
a risk retention requirement. All the studies of the problems that
led us to the crisis of 2007 and 2008 focused on the ability of people
to originate loans without any real concern for the repayment rate,
and to then pass them along to securitizers who also were not on
the hook for failures.
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The bill does empower the Federal Housing Finance Administra-
tion in effect to replace that with a series of fairly elaborate re-
quirements and it is an interesting increase in the regulatory role
for the FHFA. Mr. DeMarco has commented that it would require
a FHFA very much like the current one, even if there was to be
a complete abolition of the GSEs. But I don’t think that is an ade-
quate substitute for risk retention. It is a reliance on government
regulation, which has a role, but I still believe that the risk reten-
tion method is the best because it gives a market incentive to the
direct participants. It is in the statute as a responsibility for the
securitizer, with the securitizer legally allowed to work that out
with the originator.

I particularly note—and maybe I misread the bill—that what it
seems to me the bill does is to repeal risk retention for all asset-
backed securities, but proposes a substitute form of safety only for
residential mortgages, so that asset-backed securities not dealing
with residential mortgages are back to where we were.

And as I read, whether it is Gillian Tett in “Fool’s Gold,” or “The
Big Short” by Michael Lewis, that troubles me. I do not think a
system in which people can make loans—and I will give you an ex-
ample of a nonmortgage situation. Henry Kravis told me publicly
at a meeting, that a few years before we had talked, he wanted to
get some bank loans so he could buy a company. Obviously, he
didn’t want to advertise it for too long; he didn’t want to bring in
a lot of competitors, as I have noted. I think the favorite spectator
sport of most American businesses is competition; they very much
like to watch other people engage in it. As to being a player, some-
times that makes them a little nervous. But Mr. Kravis asked a
group of banks on Friday afternoon—he told me to let him know
by Tuesday if they would participate in this loan. He thought he
was giving them too little time, but by Sunday, he was oversub-
scribed. He said, not wanting to look a gift horse in the mouth, he
had asked one friend who had offered him a loan how he could
have possibly done the diligence between Friday afternoon and
Sunday to tell him that he would subscribe to the loan? And the
answer was, “Oh, I just had to ask one question. I called in my peo-
ple and asked them if we could sell the loan, and when they told
me we could sell the loan, that is all the diligence I had to do.”
Now, we will go back to that situation if we repeal risk retention
entirely and put nothing in its place.

We do have, it seems to me, an overreliance on the ability of the
FHFA to do it, but at least there is a potential or proposed sub-
stitute for it there. But doing away with risk retention entirely in
matters unrelated to residential mortgages and leaving no protec-
tion against that kind of risk-free lending seems to me to be a
grave error.

Chairman GARRETT. The gentleman yields back.

The gentleman from Arizona is recognized for 12 minutes.

Mr. SCHWEIKERT. Thank you, Mr. Chairman. I first want to give
a gigantic thank you to my chairman for jumping in, wading into
this. It is like the gigantic onion. Every time we peel one layer
back, we find out there are dozens underneath it with more and
more complications and details.
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One thing I will particularly ask the panel to do is as you look
at the Garrett bill in the outline, details, mechanics—and when
providing those details a little less of here is how we used to do
it, you know; in 2006, this is what the TBA market did, how it
functioned; this is how correspondent lending worked.

It is what do you believe that type of market is going to look like
in the coming years. I am reading a number of articles where cor-
respondent lending may shrink down dramatically. The mechanics
of what would a to-be-announced market really look like if you and
I were trying to create the design of future mortgage lending and
securitization and keeping a safe, protected system working.

So much of what my minute-and-a-half here is to ask all of you
to reach into your thoughts, and provide us as much detail as you
can so we can craft as quality a piece of legislation as possible. I
yield back, Mr. Chairman.

Chairman GARRETT. And the gentleman yields back.

The gentlelady from California is recognized for 3 minutes.

Ms. WATERS. Thank you very much, Mr. Chairman. As you know
and as you said, this is the second hearing we have had on your
discussion draft to reform the private mortgage-backed securities
market. I appreciate that this hearing is another opportunity to
hear from stakeholders, particularly since the first hearing we had
on this draft didn’t include the full range of industry perspectives.

As I said at our last hearing a month ago, I believe that bringing
certainty and uniformity to how mortgage-backed securities are un-
derwritten, securitized, and sold is a useful goal. Again, I am also
pleased that you recognize that government should have a large
role in creating clear rules of the road for this market. Specifically,
I appreciate that this bill includes reforms to the mortgage serv-
icing industry, something I have been advocating for quite a long
};;e};"ioddof time. Servicer conflicts of interest clearly need to be pro-

ibited.

I also think that some of the disclosure requirements in this bill
will be very useful in creating transparency, thus bringing con-
fidence and certainty to the market. Such provisions, if they had
been implemented earlier, could have prevented much of the litiga-
tion we see today between mortgage investors and entities that
securitized and originated mortgages.

However, with that said, I would like to reiterate my concern and
disagreement with you, Mr. Chairman, on your goal of repealing
the risk retention requirements in Dodd-Frank provisions included
in this bill. More than that, I would like to again express my con-
cern about how this bill fits with the larger context of GSE reform.
The bill does not address whether or when Fannie Mae and
Freddie Mac should be wound down. It says nothing about the
transition to the new system. It is silent on all of the tough ques-
tions that Congress should be wrestling with.

Mr. Chairman, do we even know if this bill will ever be marked
up in full committee, or will it languish in subcommittee like the
other housing finance bills we have considered?

I raise these questions because I am concerned about how the
Congress will move forward on this issue. I think we need to stop
pursuing GSE reform in a piecemeal fashion. Currently, there are
three comprehensive reform bills that have been introduced in the
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Congress: one comprehensive GSE privatization bill from Rep-
resentative Hensarling; and two bipartisan reform bills from my
colleagues in California—one from Representative Miller and the
other one from Representative Campbell.

Clearly, if Representative Garrett’s bill were adopted, at least
one of those comprehensive reform bills would need to supplement
it in order for the country to transition to a new housing finance
system.

It is my belief that in addition to the reforms to private labor
mortgage-backed securities contemplated in Representative Gar-
rett’s bill, there should be some government role assuring liquidity
for access to our mortgage market. So I would urge my colleagues
to consider a bipartisan, comprehensive approach along those lines
rather than continuing to pursue piecemeal reform.

With that, I thank you, Mr. Chairman, and I yield back the bal-
ance of my time.

Chairman GARRETT. And the gentlelady yields back.

We turn now to the gentleman from New York for 12 minutes.

Mr. GRIMM. Good morning, everyone. Thank you, Chairman Gar-
rett, for holding this hearing, and thank you to the witnesses for
being here to testify.

I think we can all agree that the current situation in the mort-
gage market is not sustainable over the long run. Currently, the
United States underwrites or guarantees in one form or another
over 90 percent of new mortgages. And while this could arguably
have been necessary over the last several years in the wake of the
financial crisis and the obvious withdrawal of private capital from
the mortgage market, it is a situation that cannot continue indefi-
nitely.

It is of vital importance that we take seriously the need to create
a workable framework where private capital will feel secure in re-
turning to the U.S. mortgage market. I think we can all agree that
the need to clarify issues surrounding underwriting standards and
representations and warranties is critical in regaining that con-
fidence in both the originators of mortgage securities as well as
mortgage investors.

However, I do acknowledge that there remain many differences
of opinion on how to best go about achieving this goal, while real-
izing that the process of reducing the government’s role in housing
finance is one that cannot be taken lightly. For example, in my
hometown of New York City, real estate and related industries ac-
count for 25 percent of the economy. A sudden shock to an already
battered real estate market would do great harm to that local econ-
omy.

That is why I look forward to hearing our witnesses’ views on the
legislation. And I do believe that your views will, when shared with
us, aid us in the process of shaping a comprehensive solution going
forward. And again, I thank you. I yield back.

Chairman GARRETT. The gentleman yields back.

The gentlelady from New York is recognized for 3 minutes.

Mrs. MALONEY. Thank you. Thank you, Mr. Chairman. And wel-
come to the witnesses. I respect Chairman Garrett’s hard work, but
on this bill, I do not support it and I have significant concerns.
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An effort to restart the private securitization market is an impor-
tant one, especially since we can’t continue to have 90 percent of
the mortgages guaranteed by the government. I do support some
parts of the bill, such as standardized documentation and mortgage
servicing standards, but I am completely opposed to any repeal of
the risk retention requirements of Dodd-Frank. The bill repeals all
of the risk retention requirements for all securities, not just mort-
gages, which is the topic of the bill.

Section 941 of Dodd-Frank would be repealed without providing
any alternative other than giving discretion to the regulators. And
that is exactly what happened leading up to the crisis of the “Great
Recession.” Repealing 941 would remove the market mechanism in
Dodd-Frank to make sure that securitizers don’t swindle investors,
and it would return to us the attitudes and actions that led to the
recession. At that time, no one cared about the quality of the loans
they were making. That is how we got no-doc loans, how we got
no information, no downpayment. The joke in New York was if you
can’t afford your rent, go out and buy a house; it is so easy, they
don’t ask you anything. They will sell you the house and turn
around the next day and securitize the loan with no skin in the
game. And it led us up to the crisis that we are now trying to re-
cover from.

I really do believe that risk retention is a key safety and sound-
ness principle which, if anything, we should make stronger not de-
lete, as this bill does.

I also question why the FHFA is the regulator, and not the SEC.
The SEC oversees securities and the bill exempts mortgage-backed
securities from oversight, but does not replicate the SEC’s investor
protections. If anything, Dodd-Frank directed the SEC to strength-
en the MBS market. I don’t see how this bill provides any equiva-
lent protections.

So I look forward to the testimony and I do think we need to look
at ways that we can reform the whole GSE process, but we should
not do it in a way that weakens safety and soundness. I yield back.

Chairman GARRETT. Mr. Dold is recognized for 1%2 minutes.

Mr. DoLD. Thank you, Mr. Chairman, and I certainly want to
commend you for your hard work and leadership on this issue
which I believe is so very important for our economy and for Amer-
ican families.

So far, the GSE losses have amounted to nearly $200 billion, and
American taxpayers are already stuck with that bill. Things are
likely, in my opinion, to get even worse. On top of that nearly $200
billion in existing and indefinite losses, taxpayers are also effec-
tively responsible for all the losses that will ultimately arise from
over $5 trillion in existing total mortgage debt that the GSEs now
own or guarantee.

And even with taxpayers remaining exposed to this enormous
and unsustainable liability, our housing market remains severely
challenged. Private sector investors and lenders have been driven
completely out of the market. Consequently, families struggle to get
new mortgages to buy a home. Homeowners frequently can’t sell or
refinance their homes, and house values continually decline. This
situation is plainly unsustainable for taxpayers, for homeowners,
for home buyers and, I would, argue for our economy as well.
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Clearly, our mortgage financing system is badly broken, and I be-
lieve it must be fixed. Instead of a mortgage market dominated by
the Federal Government and taxpayer guarantees, we need bold
new solutions that will create the conditions for the private sector’s
return to the mortgage financing market without the taxpayer
guarantee. To create those private sector conditions, we need a
legal framework that establishes and enforces uniform standards,
transparency, and legal certainty for the private sector lenders and
investors.

So I look forward to hearing from our witnesses today and work-
ing with my Democratic and Republican colleagues to effectively
address what I believe is a critical problem for our country. Thank
you, and I yield back.

Chairman GARRETT. The gentleman yields back.

The gentleman from Texas is recognized for 1%2 minutes.

Mr. HENSARLING. Thank you, Mr. Chairman. I would like to ap-
plaud you for your work on the Private Mortgage Market Invest-
ment Act, which is obviously designed to stimulate private invest-
ment in our mortgage market.

We all know that today the status quo of government domination
is totally unworkable and totally unsustainable. When we have 90
percent of all originations and roughly 99 percent of all
securitizations that are government-guaranteed, this cannot re-
main. It is an unacceptable risk for the American taxpayer at a
time when their Nation is, unfortunately and regrettably, on the
road to bankruptcy.

Clearly, the private market cannot compete with government
guarantees. It can’t be done. Even the Obama Administration has
agreed and said, “Private markets should be the primary source of
mortgage credit and bear the burden for losses.”

So with the losses in Fannie Mae and Freddie Mac tipping the
scales at roughly $200 billion, it is now time to begin winding down
this financial commitment so the taxpayers are protected and pri-
vate markets can begin to compete. Eliminating the government-
sanctioned duopoly of Fannie and Freddie is only part of the solu-
tion. We also have to cultivate the private mortgage market, and
that is why this Act is a very important first step.

The legislation also would repeal the risk retention provisions of
Dodd-Frank, which are at odds with our attempts to reduce the
government footprint in the housing market and have been univer-
sally panned as completely unworkable.

I look forward to working with the witnesses, and I yield back
the balance of my time.

Chairman GARRETT. The gentleman yields back.

We have two more speakers, for 45 seconds each. The gentleman
from California is recognized for 45 seconds.

Mr. McCARTHY OF CALIFORNIA. Thank you, Mr. Chairman. I will
therefore make it brief. It has been said that there are things about
this bill on which there is agreement and things on this bill on
which there is not. But I think the greater question is: Is this bill
the solution to our housing finance crisis, and is this the com-
prehensive solution? I think the answer is clearly no; that bits of
it may be a part, but that there is a lot more that needs to be done.
And I will be interested in hearing from the panel on that point,
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as I think you have heard other people say, is that there will be
a lot more that needs to be done if we are to fix housing finance
and thereby housing and thereby the economy. I yield back.

Chairman GARRETT. The gentleman yields back.

The gentlelady from New York for 45 seconds.

Dr. HAYWORTH. I thank the chairman and I thank him especially
for his work on this crucial issue. I note the presence of Peter
Wallison here, whose dissent from the FDIC I recommend to every-
one who may not have read it. The marvelous concept we are hon-
oring here is that we are endeavoring as expeditiously as possible
to remove the moral hazard that is implicit in a Federal guarantee
of the mortgage marketplace. So by whatever means we can accom-
plish that crucial goal and put responsibility and trust back in the
hands of those who confer mortgages and those who create securi-
ties, we will advance the prosperity of the American people.

I look forward to your comments, and I think it is crucial that
we continue this work with all due speed. Thank you, Mr. Chair-
man.

Chairman GARRETT. That concludes the opening statements.

And now, we will hear from the panel. Again, as I said before,
thank you very much to the entire panel for coming here and shar-
ing with us your two cents and answering any questions that will
follow. You will each be recognized for 5 minutes. Your complete
written statements will be made a part of the record. You can sum-
marize your statement, hopefully, within 5 minutes.

We will begin with Mr. Katopis from the Association of Mortgage
Investors.

STATEMENT OF CHRIS J. KATOPIS, EXECUTIVE DIRECTOR,
ASSOCIATION OF MORTGAGE INVESTORS (AMI)

Mr. Katopris. Thank you, Chairman Garrett. Good morning,
Ranking Member Waters, and distinguished members of the sub-
committee. Thank you for the opportunity for the Association of
Mortgage Investors to testify on these important concepts and the
proposed draft legislation.

To make sure everyone is on the same page, let me briefly sum-
marize some facts about the mortgage market that was. The U.S.
mortgage market is awesome, $11 trillion of mortgage loans arising
from three—and only three—sources; bank balance sheets which
we know are full and stressed; the GSEs; and private capital
through securitization.

At its height, 60 percent of the mortgage loans were securitized.
Today, that has ground to a halt. It is not our choice. Representa-
tive Schweikert runs around Arizona saying Mortgage Investors
are on strike. We have billions we would like to put into the mort-
gage market, but we can’t for the reasons that are the purpose of
today’s hearing.

I just want to note for everyone’s benefit who Mortgage Investors
really is. We are not just a bunch of investment companies; we
partner with public institutions like pension funds, retirement sys-
tems, university endowments, unions, and life insurance compa-
nies. So we are working with Main Street to put money into the
mortgage market. When we can’t, that hampers returns. It also
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hurts people in your district like seniors, first responders, and oth-
ers. So we are eager to work with you on solutions.

We also feel it is abused by some of the big box servicers, as
some people in your district. And we want to work with you on so-
lutions to addressing elements of the mortgage crisis, and how to
help distressed borrowers.

So with that, let me talk about the bill and the text and I want
to start by first sincerely commending you, Chairman Garrett, for
acknowledging the issues facing Mortgage Investors. We are very
humble that it seems you read our White Paper and took many of
the issues from our White Paper and put those concepts into the
legislative draft that we are looking at today. We would like to
work with you on fine-tuning those concepts.

As AMI has testified before, we testified in September, there are
a number of issues that face investors, including the servicer con-
flict of interest, and the breakdown around reps and warranties.
Our written testimony details extensively the problems investors
are having with trustees whom we believe are not honoring their
contractual obligations under the PSAs. They are not abiding by
their common law obligations. So there are a number of concepts
you touch on. We would like to work with you. The truth is, inves-
tors price risk; we cannot price the unknown. So to get back into
the market, we need the clear rules of the road that were alluded
to. We need certainty, transparency, and uniformity. We need the
execution of contracts, rule of law. So we appreciate all the work
the committee is doing.

I want to say that the Investors do appreciate a role of govern-
ment in the mortgage market to be a prudent regulator, to set
standards, systems, and structures to move forward. We do not
want to see government burden taxpayers with the liability around
the unsound mortgages, so we appreciate your work in that re-
spect, your work in leveling the playing field, and we also want to
mention the work that you have done regarding leveling the play-
ing field by eliminating the government subsidy and raising G fees
with bills such as H.R. 1222. That is appreciated.

But the staff has also encouraged me to drill down on some con-
cepts that we would like to see fine-tuned in the bill. I just want
to mention that we last year joined a number of financial services
trade associations praising the FCC’s Reg AB, which did a number
of things, including providing a cooling-off period, and enhanced
disclosure, things that are included in this bill.

In terms of skin in the game, in terms of protecting investors,
one thing we would like to see is some entity policing the trusts.
You have touched on that concept in this draft. Page 11 provides
for an independent third party. We would like to work with you to
refine that, among other things. I just wanted to highlight that.

The SEC proposed something called the credit risk manager,
which is sort of a supertrustee. We think that is a more robust re-
gime to police trusts. So I would like to continue this dialogue with
you at the appropriate time and work with you on a number of con-
cepts to bring Mortgage Investors back to the crowd in private cap-
ital, including working on enhancing the plumbing of the mortgage
finance system as well as fixing things like the national note rec-
ordation system, maybe a MERS II one day.
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Thank you, and I am happy to answer any questions and take
any comments.

[The prepared statement of Mr. Katopis can be found on page 59
of the appendix.]

Chairman GARRETT. I thank you, and I appreciate the detail of
your testimony in the past, and that you have provided to the com-
mittee today as well.

Moving on—Dr. Calabria, welcome once again to the committee.

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

Mr. CALABRIA. Thank you, Chairman Garrett, Ranking Member
Waters, and distinguished members of the subcommittee. Thank
you for the invitation to appear at today’s hearing. I also want to
commend the chairman for his efforts.

While I believe we cannot replace our current mortgage system
completely with private-label mortgage securities, I do believe the
draft legislation before the committee is an important step. I would
also prefer to see much quicker efforts to eliminate Fannie and
Freddie. I do believe fostering alternatives in the interim is much
better than doing nothing at all. I think we should bear in mind
that as long as the heavy hand of subsidized government is tilting
the scales, any private market solution is going to be hobbled.

My testimony will focus on the discussion draft before the sub-
committee. But I want to make some specific comments, that we
should bear in mind that you can have too much standardization
and too much uniformity. I like to have a little variety in the mar-
ketplace. I think we should have a diversity of options. I think one
objective of our Federal mortgage policy should be to have a wide
variety of options available to borrowers without unduly
advantaging any particular product.

The approach of Title I of the draft is that of standardizing mort-
gage pools by risk, and allowing those standardized pools to have
an exemption from the registration requirements under the 1933
Securities Act. I believe this is a reasonable approach to fostering
a liquid market for private-label securities.

And while I do question the expertise of the Federal Housing Fi-
nance Agency in the area of securities disclosure, I would prefer
the SEC. With that said, I believe the structure of Title I and the
involvement of FHFA is a reasonable interim step. Perhaps to keep
it as an interim step, the subcommittee could include a reasonable
sunset provision for the authorities under Title I. I would suggest
something like 6 years.

But moving on to what I think is maybe the most contentious,
but certainly the most important part of Title I, is the repeal risk
retention provisions of Dodd-Frank contained in section 1 or 2 of
the discussion draft. I believe this is one of the more crucial provi-
sions of the draft, and I strongly encourage its inclusion. I say this
with all due respect to the effort that was put in by the Members,
and the statements of the Members this morning, but I think that
is built upon a false premise, which is that various participants did
not obtain sufficient risk. For instance, the bulk of losses that
Fannie Mae and Freddie Mac suffered are from the credit guaran-
tees of their MBS. If Freddie and Fannie had not obtained that
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credit risk, and instead flowed to the holders of the mortgage-
backed securities, the taxpayer would be better off today.

The same holds with the various off-balance sheet entities used
by the largest commercial investment banks. The primary problem
with these special investment vehicles was that the sponsoring
bank did retain the credit risk rather than transfer it.

So to summarize, one of the problems of our existing
securitization model is it too often allows for securitization without
the actual transfer of risk. I will also note that 100 percent reten-
tion of the credit risk did not prevent the S&L crisis. So, again, you
can have all sorts of credit risk retention, but I don’t think that is
a fix. Again, I would mention as well, if credit risk retention is
such a great thing, why do we exempt FHA? If it is terrific, it
should be for everybody, in my opinion.

Moving on to Title IT disclosure requirements for non-exempted
securities, I quite frankly prefer to have these standards drafted by
private market participants. As many of these ongoing private sec-
tor initiatives were mentioned at the previous hearing, I am not
going to repeat them today, but I would only suggest that since
these private efforts are currently under way, I believe Title II
could be absolutely deleted completely without an adverse impact
to the bill.

Moving on to Title III, while the presence of a second lien is un-
doubtedly a risk factor, I have concerns about section 301(a) and
301(b) as they would, in my opinion, rewrite existing contracts,
something which I believe is always and everywhere harmful and
destructive to the trust in our markets. I will note it does not mat-
ter whether a rewriting of a contract is meant to benefit the bor-
rower or lender. For instance, I read section 301(a) as essentially
a forced transfer from borrowers to servicers. So I would argue for
deleting those sections.

Regarding 302, while there are clearly substantial conflicts of in-
terest to servicers of a second lien themselves or holders of a junior
lien, I think a blanket prohibition on future interest by mortgage
servicers is much too broad. There may well be situations where a
junior interest held by servicers is beneficial to both junior and
senior lien holder. So I think you need to rethink some modification
to section 302.

I again want to emphasize, I commend the chairman for his ef-
forts. I think much of the modification of this bill would make it
something that would work and a lot of sense. I also emphasize I
can’t think of an issue that I think should be higher up on the pri-
orities of the committee and the subcommittee than reform of our
mortgage finance system.

I would emphasize as well that I have worked on a number of
pieces of legislation in my time, and read a number of pieces of leg-
islation in my time, but I have yet to see a perfect bill. So I don’t
think my criticisms should be taken to say we should not move for-
ward. I do think the effort merits considerable consideration.

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

Chairman GARRETT. I thank you for your testimony. I also thank
you for that last comment because I was getting a little worried as
you were going along there.
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Mr. Fleming, we appreciate you being with us today. You are rec-
ognized for 5 minutes.

STATEMENT OF MARK FLEMING, PH.D., CHIEF ECONOMIST,
CORELOGIC

Mr. FLEMING. Chairman Garrett, Ranking Member Waters, and
distinguished members of the Subcommittee on Capital Markets
and Government Sponsored Enterprises, CoreLogic appreciates the
opportunity to submit its testimony regarding Congressman Gar-
rett’s proposed bill addressing our country’s residential mortgage
zacuritization market, the Private Mortgage Market Investment

ct.

My name is Mark Fleming, and I am chief economist of
CoreLogic. CorelLogic is a leading provider of consumer, financial,
and property information, analytics and services to business and
government. Our company combines public, contributory, and pro-
prietary data to develop predictive decision analytics, provide busi-
ness services that bring dynamic insight to our customers in the
residential mortgage origination, securitization, and servicing mar-
kets, as well as other private sector institutions in government.

CoreLogic’s information resources include over 500 million histor-
ical real property and mortgage transaction records; monthly per-
formance information on the vast majority of conforming as well as
private-label securitized loans; insight in a majority of loan applica-
tions being originated today; and the Nation’s largest contributory
mortgage fraud database.

CoreLogic is supportive of the return of robust loan origination
servicing, trading, and securitization markets as over 1 million
users rely on CoreLogic to assess risk, support underwriting, make
investment and marketing decisions, prevent fraud, and improve
their business performance.

Unfortunately, many of our customers are being severely im-
pacted by the lack of liquidity that has pervaded the non-agency
residential mortgage-backed securities market for several years.
The housing market is beset by headwinds. The shadow inventory
is currently 1.6 million units, or a 5-month supply. While down 16
percent over a year ago, this is primarily driven by the declining
rate of serious delinquencies.

There are 22.1 percent, or 10.7 million mortgage households un-
derwater in the third quarter, down from 23 percent in the second
quarter, but primarily due to foreclosures as opposed to house price
gains. There are 22 million, approaching half of all mortgaged
households, who have either insufficient or negative equity; that is,
greater than 80 percent current combined loan-to-value ratio. And
many have well above current market interest rates. Negative eq-
uity will persist for years to come, taking more than 10 years in
some markets for the average underwater borrower to regain posi-
tive equity.

No one single policy or prescription can heal the housing market,
but regulatory certainty, establishing underwriting uniformity,
standardization of legal documents, and transparency is critical to
the future of efficient allocation of private capital to finance mort-
gage assets.
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Any resolution will require that the Private Mortgage Market In-
vestment Act identifies as crucial: uniformity of underwriting
standards of securitized assets; standardization of the
securitization process; and granular loan-level understanding of the
credit risk associated with residential mortgage-backed
securitizations.

The return of private capital to the residential mortgage market
hinges on the return of liquidity, which in turn is dependent on at
least four elements: trust in what is being offered; understanding
of the product; sufficient information upon which risk-adjusted
pricing can be agreed upon; and monitoring of the investments and
purchases made.

One of the greatest failures of the RMBS market was the mis-
taken belief that an upfront outlay for appropriate loan diligence
was not worth the cost; that the ever-rising house price market
would cover any deficiencies that may have existed in the loan un-
derwriting process.

Empowering investors with the necessary data to use the many
solutions available today to better measure credit risk and perform
appropriate levels of due diligence—that is, trust but verify—is
critical to regaining the trust and understanding of what is being
offered in the RMBS security.

Had RMBS transaction participants employed even a few of the
available diligence tools at the time of securitization, we believe
substantial losses could have been avoided.

Data and analytics providers to the securitization industry are
actively making comprehensive information more available than
ever before. With gains and technology in data mining and the in-
corporation of scientifically validated methodologies, these analytics
will not only uncover deficiencies at the time of origination or
securitization, but during the life of the loan and the security with-
in which it resides.

The ability of third parties and investors to independently assess
the accuracy of issuer-provided information creates a framework for
issuers that we believe can enhance the goal of skin in the game.

CoreLogic is thankful to Congressman Garrett for his efforts in
promoting rational securitization practices through his introduction
of the Private Mortgage Market Investment Act. As provider of the
transparency-based information that PMMIA calls for, we are en-
couraged by the recognition of how data and analytics can help
lead the way toward the restoration of a liquid residential mort-
gage-backed securities market.

Thank you. I will be glad to answer your questions.

[The prepared statement of Dr. Fleming can be found on page 52
of the appendix.]

Chairman GARRETT. I thank you as well.

Mr. Stevens, good morning and welcome.

STATEMENT OF DAVID H. STEVENS, PRESIDENT AND CEO,
MORTGAGE BANKERS ASSOCIATION (MBA)

Mr. STEVENS. Good morning. Thank you, Chairman Garrett and
Ranking Member Waters.

While my written statement is far more comprehensive, I would
like to open with some brief comments. The proposed Private Mort-
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gage Market Investment Act is aimed at achieving our shared goal
of opening a pathway to a sustainable real estate finance system.
As the MBA has consistently stated, the current environment in
which the Federal Government owns, securitizes, or guarantees
nearly every mortgage is both unsustainable and undesirable. I am
pleased that we agree on the most important fundamental point:
Private capital must be at risk, bearing the first loss, and private
capital must be the primary source of liquidity for the mortgage
market.

I would also like to mention other features that MBA’s rec-
ommendations share with the legislation we are discussing this
morning. For instance, we agree that the secondary market needs
common standards, consistency, and transparency for all market
participants in order to attract private capital. Your bill, Mr. Chair-
man, offers a way to accomplish these goals.

By facilitating predictability and reliability, standardization
helps investors measure the risk exposure, particularly in the TBA
market. MBA also appreciates that the bill provides for the estab-
lishment of different classes of standardized mortgage properties.
Safe, well-defined product standards help consumers compare fi-
nancing options. For investors, the core market will establish per-
formance standards for pricing purposes.

I also want to comment on the bill’s repeal of Dodd-Frank’s risk
retention requirements. A key issue for our residential and com-
mercial members is this particular provision. Risk retention is a
well-intended means for better aligning the interests of mortgage
market participants, and the MBA was a leading advocate for es-
tablishing an exemption for safer Qualified Residential Mortgages,
or QRM. Regrettably, the proposed rule with its QRM definition
and creation of a premium capture cash reserve account, loan-to-
value requirements, and debt-to-income ratios is so deeply flawed
that we seriously question whether it reflects congressional intent
or can ever be successfully implemented. Until we see a final rule,
it may be premature to call for repealing this provision, though I
fear that day may not be far away.

In my remaining time, Mr. Chairman, I want to turn my atten-
tion to the broader issue of GSE reform. Your legislation helps
build a bridge to a future housing finance system, but determining
what that system will look like is also of paramount importance.
We believe the financial crisis proved that some form of govern-
ment support is required to keep the mortgage market open during
times of severe distress.

The current dearth of activity outside of government-supported
liquidity channels exemplifies the transient nature of private cap-
ital. When the market becomes unstable, private investors will exit
and will be less apt to buy assets, even in good times, if they doubt
their ability to sell them in bad times.

To be clear, MBA believes the government’s role should be to pro-
mote liquidity for mortgage finance, not to provide the capital for
it or absorb all the risk itself.

MBA has proposed an FDIC-type insurance structure, fully fund-
ed by private capital, from risk-based fees on market participants,
and limited to core mortgage products. As with the FDIC, taxpayer
funds would only come into play if the capital of the securitizing
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entity and the insurance fund were both exhausted. Again, like the
FDIC, taxpayer funds would be returned as the fund is replen-
ished.

It is important to note that the absence of a guarantee does not
mean that the government will not be forced to step in during a
crisis. In fact, GSE securities have always stated they are not
backed by the government. The most recent crisis has shown the
government’s willingness to support even institutions that lacked
an explicit guarantee. The taxpayer is better protected and the
market will operate more efficiently if the rules of the road are
clearly stated upfront, and government guarantees are clearly de-
lineated and paid for before the crisis occurs.

I want to conclude by mentioning that even though a new hous-
ing finance system may be years away, the steps we take today will
influence the system’s ultimate design. With that in mind, it would
be inefficient, if not downright wasteful, to dismantle portions of
the existing infrastructure before a proven new structure is in
place. The existing system, market practices, and human capital
are the result of decades of effort, public investment, and billions
of dollars of private capital. Retaining these assets through an or-
derly transition is in all of our best interests and will promote a
smoother economic recovery. Thank you.

[The prepared statement of Mr. Stevens can be found on page 94
of the appendix.]

Chairman GARRETT. Mr. Salomone?

STATEMENT OF TOM SALOMONE, 2012 DIRECTOR, REALTOR®
PARTY ACTIVITIES, NATIONAL ASSOCIATION OF REALTORS®
(NAR)

Mr. SALOMONE. Good morning, members of the Capital Markets
Subcommittee. On behalf of the 1.1 million members of the Na-
tional Association of REALTORS®, thank you for holding this im-
portant hearing on increasing private capital participation in the
secondary mortgage market.

My name is Tom Salomone of Coral Springs, Florida. I am NAR’s
committee liaison for the issues of mobilization, political involve-
ment, and REALTOR® political action committees.

I have been a REALTOR® for more than 33 years, and I am the
owner of Real Estate II and Real Estate II of Margate, both in
Florida. The firm specializes in residential real estate. As with
many of my colleagues who have testified before this committee in
the past, my life, my passion, is real estate.

REALTORS® agree with Chairman Garrett that greater trans-
parency is needed in the trading of mortgage-backed securities. We
believe that concepts within this legislation are a good attempt to
bring stability and confidence back to the housing finance sector.
The concept as posed in this legislation that focuses on standards
and uniformity and transparency dovetail nicely within with NAR’s
first principle for second mortgage market reform that states: An
efficient and adequately regulated secondary mortgage market is
essential to providing affordable mortgages to consumers.

Also, REALTORS® agree an increase in private capital to the
secondary mortgage market will help reduce the need for large-
scale government involvement in this portion of the housing fi-
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nance sector. However, we do believe that even with the influx of
private capital, it remains a role for the government and the con-
ventional conforming space. Therefore, to restore confidence in the
market, improve the efficiency and effectiveness of the housing fi-
nance system going forward, and to ensure the continued avail-
ability of mortgage capital under all economic conditions, concepts
from this proposed legislation must be coupled with the comprehen-
sive strategy for reforming the entire secondary mortgage market,
including Fannie Mae and Freddie Mac.

REALTORS® believe examples of bills that this legislation could
be paired with are H.R. 2413, introduced by Representatives Gary
Miller of California and Carolyn McCarthy of New York; and H.R.
1859, introduced by Representatives John Campbell of California
and Gary Peters of Michigan.

REALTORS® believe that the secondary mortgage market
should be reformed to strengthen it for the long term. In fact, we
agree with lawmakers in the Administration that taxpayers should
be protected, private capital must return to the housing finance
market, and that the size of government participation in the hous-
ing sector should decrease if the market is to function properly.
Those who advocate for constraining or removing entirely govern-
ment participation from the secondary mortgage market need only
to look to the current minuscule activity in the jumbo and manu-
factured housing mortgage markets to understand the implications
of private capital as the sole participant in the secondary mortgage
market. The result of this is a tightening of credit that has prohib-
ited well-qualified borrowers from accessing funds required to pur-
chase a home.

Unique to the U.S. housing finance sector is the availability of
long-term fixed mortgages like the 30-year fixed-rate mortgage. We
believe that full privatization of the secondary mortgage market,
even with the rules put in place by the Private Mortgage Market
Investment Act, could foster mortgage products that are not ade-
quately aligned with the needs and in the best interests of the Na-
tion’s housing consumer.

Ultimately, REALTORS® believe that moving to a fully private
secondary mortgage market could make the affordable 30-year
fixed-rate mortgage disappear. In fact, early NAR survey data
shows that consumers who are now above the new lower GSE loan
limit are experiencing significantly higher interest rates and the
need for substantially larger downpayments in order to receive
scarce mortgage funding. This is leading to a loss of interest in real
estate.

Finally, REALTORS® fear that in times of economic upheaval, a
fully private secondary mortgage market will largely cease to exist,
as has occurred in the jumbo and commercial mortgage markets.
This would be fatal to the entire economy because the disappear-
ance of affordable, predictable long-term mortgage funding would
no longer be available, which would cripple the wide variety of in-
dustry supported by the residential housing market.

In conclusion, the National Association of REALTORS® applauds
Chairman Garrett’s efforts to bring back stability and confidence in
the private-label mortgage securities market space. Again, we be-
lieve that this bill will be most effective if coupled with the legisla-



17

tion that supports the secondary mortgage market model that in-
cludes some level of government participation, while protecting the
taxpayer and ensuring that all creditworthy customers have rea-
sonable access to mortgage capital.

Thank you for this opportunity to present our thoughts on the
Private Mortgage Market Investment Act. The National Association
of REALTORS® is anxious to work with the chairman and our in-
dustry partners on this thoughtful piece of legislation, which is an
excellent first step toward finding a solution that best meets the
needs of the U.S. housing consumer and the desire for homeowner-
ship. And I thank you.

[The prepared statement of Mr. Salomone can be found on page
86 of the appendix.]

Mr. SCHWEIKERT [presiding]. Thank you.

Dr. Poole?

STATEMENT OF WILLIAM POOLE, PH.D., DISTINGUISHED
SCHOLAR IN RESIDENCE, UNIVERSITY OF DELAWARE

Mr. POOLE. Mr. Chairman, and members of the subcommittee, I
apologize for being so late. Allowing an extra 75 minutes was sim-
ply not enough for driving here from my home.

Mr. SCHWEIKERT. Dr. Poole, may I beg of you to pull the micro-
phone just a bit closer?

Mr. PooOLE. I am sorry?

Mr. SCHWEIKERT. Pull the microphone closer if you can.

Mr. PooLE. Is that better? Okay.

I confess I am also a bit discombobulated from being in the traf-
fic and the rain, even though I lived here for quite a while and
should be used to that, but you get away from it after awhile and
you forget just what it can be.

Okay. I have a fuller set of comments for the record and those
will be submitted. Probably the most relevant part of my back-
ground for this discussion is that for 10 years, I was President and
CEO of the Federal Reserve Bank of St. Louis, and of course we
had a lot of responsibilities not only for monetary policy, but for
monitoring developments in the financial markets.

I believe that the way that we ought to go is to move toward a
fully privatized market in mortgage finance. I didn’t hear everyone
here, obviously. I disagree with the position that says that we need
to have a large government role. There are many capital markets
that work just fine without a government role. Examples would be:
automobile lending, another asset market; corporate finance; and
mortgage markets in other countries. And what we are seeing
today is the residue, the very unsatisfactory residue of decades of
heavy Federal involvement. It is exceedingly strange that we talk
about the need to have a Federal backstop when it was exactly the
Federal backstop that created so much of the current problem, the
financial crisis.

The detailed specification that is in the draft bill, I quite frankly
believe is the wrong way to go. It seems to me that is trying to de-
sign complicated products in Washington. I do not believe that
Washington would try to design a computer or cell phone or a piece
of complicated software, and I don’t understand why you should ex-
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pect that you would be able to design a mortgage instrument cor-
rectly and keep up with the times, which change.

Moreover, here is the result: This is what I had in my latest refi-
nancing of my mortgage. So this is the consequence: this document,
pages and pages of fine print. It is a consequence of Federal in-
volvement and State of Maryland involvement in the mortgage
business. And as I read this draft bill it would deepen that—it
would make this kind of document larger, and I don’t think that
is the way we ought to be going.

Let me also make just a few comments on Fannie Mae and
Freddie Mac, and of course we have other GSEs to worry about in
the housing space, as we put it, the 12 Federal Home Loan Banks,
the FHA.

Let me concentrate on Fannie Mae and Freddie Mac. What I be-
lieve ought to be done with those firms is to phase them out alto-
gether. They ought to become artifacts of history and should no
longer be active firms. It is not hard to design a process that will
accomplish that end. Two things need to be done: first, the con-
forming loan limit needs to be phased down, not all at once, but
over a period of years; and second, the securitization fees need to
be on a schedule of increase.

I would urge you to go that route, and I would also urge you to
put those—phasing schedule into the law, rather than have it at
the discretion of regulators. The discretion of regulators is very
likely to be on the way. Some reason to stop—in fact, we have seen
that already because there was a scheduled reduction in con-
£orming loan limits. That has been suspended at least for the time

eing.

Let me finish with a comment about the scale of the subsidies
that have gone into housing. Those subsidies are very large.

The way we ought to look at all the elements of our Federal
budget is to ask whether we would be willing to ask Social Security
recipients to accept a 10 percent reduction, let’s say, in their bene-
fits, including current recipients. It has been 70 years since the at-
tack on Pearl Harbor occurred. I have no doubt what the answer
would have been 70 years ago. And in fact, we know that an enor-
mous number of our citizens volunteered, and gave their lives in
that cause.

Do we really believe that subsidies for housing, for ethanol, for
high-speed rail and so forth are—would we ask our citizens to give
up Social Security benefits for those things? I don’t think so.

Mr. SCHWEIKERT. Dr. Poole, I let you go over about a minute-
and-a-half; I am sorry.

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

Mr. SCHWEIKERT. Should we start with a few questions just to
sort of get our heads around the variety of information here?

Mr. Fleming, from CoreLogic—with some of the discussions we
have been having, everything from the risk retention to how do you
make sure—if the underlying reason for risk retention is ultimately
that we don’t want someone to not be able to keep their home, that
we don’t want bad paper, ultimately, to be moving through the sys-
tem, and ultimately the holder of the bond to be holding impaired

paper.
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CoreLogic’s ability to analyze data—we have had discussions of
whether ratings on bonds are really the quality stamp for the bond
investor, for the pension system, for the retiree who is going to buy
the bond, or should we almost put a data field that is actually at
the loan level that would allow risk analysis up and down, and how
public should that data be? For someone like CorelLogic, you can
demand that data be copy-written, be proprietary; or can we actu-
ally, through legislation, say here is the base field that you are
going to have to disclose, and you may sell the algorithm. Give me
your comments.

Mr. FLEMING. Sure. I think there are two levels to it. One is the
concept of risk retention in many ways is sort of trying to address
the principal agent problem; that is, that we want to incent the ap-
propriate behavior, the risk transfer behavior between principals
and agents, and that is an important factor there.

But we also believe that through the use of data and analytics
that are available today and that have been available for a number
of years, one can measure more dynamically through monitoring or
surveillance types of techniques the performance of bonds, and let
market forces drive pricing, right? It becomes a very straight-
forward process, where if a bond starts to perform away from ex-
pectations based upon the data, then the market can reprice that
bond and sort of there is an enforcing mechanism in the pricing of
those bonds and the recognition of the quality of the securitizers,
the counterparty issuing those bonds, sort of counterparty risk rat-
ing kinds of programs can be done by investors.

So that is why we believe strongly in the idea of the concept of
the transparency of the data and it being something that is used
to allow the markets to really drive pricing behavior and enforce
good transparent risk management techniques. We already know
and we do today use loan-level modeling and analytics. A lot of the
loans that are in these securities are tied at the loan level and can
be modeled and measured that way. So we believe in the idea of
modeling those and having that data be available.

In many ways, it is like the credit score that is attached to the
loan application that passes its way through the process and is al-
ways a valuable piece of information throughout. The data and
analytics that are attached to the loan at origination can be passed
to the different parties along the way.

There is the sort of information asymmetry problem that we had
in the market of the past, which was that at each level of transfer,
less and less information was being passed, right? And when you
have markets—

Mr. SCHWEIKERT. That is part of the discussion we keep having
up here, is literally, do you create a number of data fields in a
standardized format that are attached at the loan level and are al-
ways moving through? They are just there. So if you are the Cali-
fornia Teachers Retirement System and you are considering buying
into this bond, you can run your own risk analysis and it is actu-
ally at loan level. Am I going in the right direction?

Mr. FLEMING. Yes. It exists today. So it is already out there and
can be used and is used by market participants.

Mr. SCHWEIKERT. Forgive me if I mispronounce it, Mr. “Katopis?”

Mr. KaToPis. “Katopis.”
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Mr. SCHWEIKERT. Give me your understanding from your Asso-
ciation, from your view, the current QRM rules, risk retention,
what do you think that—how that changes both your business and
the availability for future homeowners to find credit?

Mr. Katopis. Certainly, risk retention is a concept related to
skin in the game. We do believe the best skin in the game is an
effective reps and warranty regime that can be enforced.

Mr. SCHWEIKERT. Could we stop right there? To that point, could
I get a couple of comments of how many of you believe that a well-
designed reps and warrants mechanics is also every bit as impor-
tant, or maybe even more effective? I just thought we would do a
quick rundown. Yes? No?

Mr. FLEMING. Yes.

Mr. STEVENS. Absolutely.

Mr. POOLE. I am sorry; I didn’t catch the question.

Mr. SCHWEIKERT. A quick discussion of the reps and warrants
mechanics actually in many ways provides as much quality cov-
erage as a QRM or risk retention.

Mr. Poole, would you turn on your microphone, please?

Mr. POOLE. My view is that the government ought not to be in
the business of designing this product, and I said that before. The
market makes those judgments all the time, and I would not see
a role for the government to force it down a particular direction.

Mr. SCHWEIKERT. Mr. Katopis, I am sorry. One last, and then I
am way over my time.

Mr. KaTopis. We think an effective reps and warranty regime
would not necessarily rely on government enforcers, but you would
have private—you would have all the pension funds. You would
have CalPERS, the Carpenters Union, whoever runs your TSP, try-
ing to make sure that there are economically viable mortgages in
the trust.

Mr. SCHWEIKERT. Thank you.

Ms. Waters?

Ms. WATERS. Thank you very much.

I am going to call on Mr. Fleming again. Recently, I read an arti-
cle from BankThink authored by you, “Mortgage Principal Can Be
Cut Without Moral Hazard,” and you discuss quite thoroughly the
possibility of principal mortgage deduction, which is a very con-
troversial concept with some. And I notice, of course, in this legisla-
tion Chairman Garrett in one section here says, “Prevention of
forced principal writedowns with respect to a securitized mortgage
loan: No Federal department or agency, including the Board of
Governors of the Federal Reserve System and the Bureau of Con-
sumer Financial Protection, may require reduction in the principal
amount owed on such mortgage loan.”

I have been discussing with my staff, and you discuss somewhat
in this article, the advantages of principal writedown and how they
can be done in a creative way so as to reduce the cost to the banks
and the taxpayers. I have also been discussing with my staff recent
information about how Fannie Mae’s financial statements show
that they are selling their REOs for around 55 percent of the un-
paid principal balance of the mortgage. So isn’t it possible to reduce
principal in a way that both helps the borrowers and reduces loss
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to the taxpayers? I would like to hear your thoughts on that, Mr.
Fleming.

Mr. FLEMING. Sure. As you said, with the losses that the GSEs
are suffering on foreclosures, foreclosure is a very expensive propo-
sition from a loss perspective to the mortgage industry. And the
concept of principal reduction is slightly different from, say, a
cramdown concept of forcing it. It is the idea that it can be and
should be considered as one of the many choices, and using the
idea of sort of the net present-value testing of the value of a loan.
It is consistently a choice that can be net present-value beneficial
amongst all the other ones that are out there, other forms of modi-
fication, refinancing, short sales, all of these alternatives that are
out there. Appropriately structured principal reduction can be a net
present-value benefit, and therefore would be something that would
be of value that would reduce losses to the investor in those loans.
If it was a GSE loan, it would be the GSEs.

So it is not that it should be forced, but it can be considered as
one of the many options. The important aspect to take into account
there is to address the moral hazard risk. And the best way to
think about that is, we do it all day long in our daily lives with
our auto insurance and our health insurance. They have moral haz-
ard clauses in those contracts, too, and they address them through
things like deductibles.

So the key with doing principal reductions in the mortgage space
is to have some kind of equivalent to the deductible concept to
incent the appropriate behavior and mitigate or moderate the
moral hazard. Something like a shared appreciation mortgage is
O}Ille of the ones that is out there today being used effectively to do
that.

Ms. WATERS. And we are thinking about looking at that possi-
bility with the shared appreciation. We think that makes a lot of
sense.

What about, again, the REOs? As I said, they are selling these
REOs for about 55 percent of the unpaid principal balance of the
mortgage. Should we not have anything in law that would prevent
principal writedowns, allow them perhaps not to be forced but to
be considered as a possibility? Because while there are some good
things in Mr. Garrett’s bill, this section would prevent forced prin-
cipal writedowns altogether.

Mr. FLEMING. I think that gets more to the concept of honoring
the contracts that are out there and making sure that the industry,
particularly the private market, is going to enter an industry only
when they can be assured that the contracts that are negotiated
are withheld—or are held up.

So, as I said, it is one of those ones where it is an option amongst
many that, if done appropriately and objectively, can be of value.
Any legislating or forcing one way or another gets away from the
idea of letting the markets use the data and the analytic informa-
tion that they have at their disposal to make the best decisions.

Ms. WATERS. Yes, but there is so much discussion about how this
crisis in our housing market is continuing to cause us so much eco-
nomic displacement, and that if we are to revitalize this economy,
we have to do something about the housing market. Wouldn’t prin-
cipal writedown help us to stimulate the economy in some way?
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Mr. FLEMING. Yes. I think in terms of, if you address the moral
hazard risk and do it using these net present-value type of tests
or models, yes, because negative equity is a significant drag on the
housing economy and the economy as a whole today, and that is
one of the fastest ways, if you will, to get rid of that negative eq-
uity risk.

Negative equity reduces turnover, mobility. It reduces household
sales demand. Currently, at the moment, it is locking people into
their mortgages at higher interest rates, so it is not freeing up on
their household balance sheet money that they could spend and
consume otherwise.

I think one of the benefits of the HARP II program will be that
borrowers are being put into lower interest rates and that money
is flowing back out through consumption expenditures. It doesn’t
actually do anything significantly with regard to the housing mar-
ket in terms of reducing equity risk or anything like that, but it
is an economic stimulus in many ways. So ways to address reduc-
ing negative equity more quickly than time would do on its own,
certainly would benefit.

Ms. WATERS. Thank you. I would like to talk with you further
about shared appreciation, because we are going to try and get our
colleagues to agree to something.

Thank you very much. I yield back the balance of my time. I am
sorry; I have no more time.

Mr. SCHWEIKERT. Mr. Grimm? And if we go fast enough, we will
hopefully get a second round.

Mr. GrRiMM. Thank you, Mr. Chairman. Again, thank you to
those testifying today. We we do appreciate it.

Mr. Stevens, I believe your testimony notes that the alternative
QRM proposal, which would require a 10 percent downpayment,
would be as bad or even worse than the original 20 percent re-
quirement. Obviously, that seems a bit counterintuitive. Why
would reducing a downpayment requirement to 10 percent be
worse? Could you please explain?

Mr. STEVENS. First and foremost, I think the most critical vari-
able we all have to pay attention to is the enormous role that the
FHA is playing in the purchase market today, and that is singly
driven by the fact that downpayment is the single biggest barrier
to homeownership today. If you put the downpayment requirement
at 20 percent, that guarantees, quite frankly, an outcome that we
are going to have more mortgages using a government-subsidized
outcome, as opposed to allowing any opportunity for private capital
to come back into the markets. And it will make it very difficult
for borrowers to have access to anything except a government-sub-
sidized finance system.

By reducing the downpayment to 10 percent, which is the alter-
native option, our concerns have to do with how capital markets’
execution will occur. In other words, a smaller market with only a
10 percent downpayment requirement would leave a much smaller
liquid market available to trade in the private market space.

To put it another way and try to put it more simply, if the down-
payment level was set at 10 percent, it means that anybody with
less than 10 percent would have a difficult time getting any market
execution, other than going to FHA, which would ultimately then
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be under even greater pressure to do more purchase volume be-
cause it would be an illiquid market in that remaining space.

So our view is that we don’t support a downpayment requirement
in either proportion in the QRM rule. While respecting much of
what is good in QRM, the concerns about putting these bright-line
underwriting standards may ultimately become a barrier to engag-
ing private capital back into the mortgage markets. And that is one
of the things that I think we need to consider as we look at that
rule.

Mr. GRiMM. Continuing on that, given the uncertainty regarding
the GSEs—I think you have stated it, but I want to make it clear
what your opinion is. Is now the right time to change the structure
of servicing compensation?

Mr. STEVENS. We have looked at the proposed servicing stand-
ards that FHFA has put out for comment. We do not believe now
is the time to change servicing compensation. And particularly to
your question with the uncertainty in the housing finance system
and the uncertainty in the housing recovery, changing servicing
standards before we have even established servicing compensation,
before we determine what servicing standards are, seems to me to
be in reverse order.

I think we first need to determine what are the servicing obliga-
tions going to be of the industry going forward, and then determine
what compensation should be in accordance with that. To change
that right now could even disrupt further the availability of mort-
gage credit to consumers across the country.

Mr. GRiMM. Thank you. And I will open this up to the panel. We
have just under 2 minutes.

In your opinion, are we going down the same road, possibly, of
some of the things we did with Dodd-Frank in the sense that we
are giving too much authority to the regulators? FHFA, right now,
you are talking about reps and warranties, credit and quality
standards, underwriting standards. We can go on and on and on.
Is there not enough definition, not enough clarity, and we are going
to make the same mistake again? And I will open that up to the
panel.

Mr. KaTopis. Congressman, let me make one comment on behalf
of the investors who share the goal of crowding in private capital.
Today with the contracts, the PSAs, we have 300 kinds of contracts
out there with one commonality: They don’t really work. There
needs to be standardization. And the conversation about whether
FHA versus SEC is the better organization to create those stand-
ards is an open dialogue, but I think it is different than relating
it to the Dodd-Frank experience.

Mr. CALABRIA. I would say as an overall point, we are absolutely
making the same mistakes that we seem to make after every hous-
ing boom and bust. You can go back and look at the things that
were done after the savings and loan crisis, and in many ways they
mirror what was done, with one exception: At least, we did have
sort of a prompt, corrective authority regime that was put in, in the
1990s that tried to reduce forbearance, because one of the problems
in the marketplace today is we seem to be unwilling to shut banks
when they need to be shut down. So this sort of extend-and-pretend
that dominates the markets, we didn’t learn from that.
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But I would say in many ways you really do need to limit some
of the discretion of what the regulators can do. They had tons of
discretion before the crisis and that simply did not work then. So
I am very much concerned that we are repeating some of the same
mistakes.

Mr. FLEMING. I would just say I think we never really know for
sure where we draw the line of balance between regulation or set-
ting of standards, which is sort of the government role versus al-
lowing the private market. And it is good that we can have the de-
bate here to try and find those lines and know that probably, in-
variably, we get it wrong, and times change and it always needs
to be revamped.

Mr. GRIMM. I am going to yield back, and the Chair can decide.

Mr. SCHWEIKERT. Thank you, Mr. Grimm.

Mr. Frank?

Mr. FRANK. Thank you. First, let me follow up with Mr. Katopis.
You say you would prefer to leave the authority to the SEC rather
than the FHFA; is that correct?

Mr. KaTtopris. No, Ranking Member Frank. We share the goal of
standardization—

Mr. FRANK. I didn’t ask that. I am sorry, but we only have 5 min-
utes. You say here you would rather have the SEC, we believe the
SEC responded. So did I misread this?

Mr. Katopis. No, no. I think you are misconstruing it. We have
supported the Reg AB proposal in the past. We like what the SEC
put out in the past in terms of moving forward on the standardized
reps and warranties. It is an open question. We have not decided
whether—

Mr. FRANK. So it is an open question for you.

Let me ask Mr. Calabria. You lament the legislation restricting—
to require the government to insist that people use the rating agen-
cies. Remember, we don’t say people can’t use them on their own.
I was a little surprised that Cato was in favor of the government
insisting that private parties use it rather than leave it up to them-
selves.

But having said that, let me ask you, would you evaluate the rat-
ing agencies’ role in rating these things in the past; and do we have
any reason, if you don’t think that they did a good job, why they
would be better?

Mr. CALABRIA. I will reiterate, as I say in my written testimony,
that ultimately we should be moving toward a world where we
have far less reliance on the rating agencies. However, we are
stuck in a bad world—

Mr. FRANK. Okay. But answer my question, please. Again, I will
repeat. I was struck that Cato is saying, “Hey, government, make
them do it,” rather than what I thought—

Mr. CALABRIA. With all due respect, I don’t believe anywhere in
the testimony I say—

Mr. FRANK. No. What we did was to say not that people couldn’t
use the rating agencies, but that the government couldn’t require
them to. And I would have thought Cato would have been with us
in saying it is up to you; if you want to use the ratings agencies,
use them, but the government can’t order you to do it.
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Mr. CALABRIA. Nowhere in my testimony do I say that the gov-
ernment should require people to use—

Mr. FRANK. I thought that is what—

Mr. CALABRIA. What I talk about is there is the section in Dodd-
Frank that the current—was it 4-something G that exempts rating
agencies from Section 11 liability, and then once you have that, the
ABS market shut down because—

Mr. FRANK. So you don’t object to the part of the bill that says
that no government agency should require people to use the rating
agencies?

Mr. CALABRIA. I absolutely agree with that part. We are on the
same page.

Mr. FRANK. Okay. I misread that. As to the rating agencies, how
would you evaluate their past performance?

Mr. CALABRIA. The rating agencies?

Mr. FRANK. Yes.

Mr. CALABRIA. Not good.

Mr. FRANK. What reason do we have to think they will get any
better? Is there any reason to think that, absent any government
intervention, they will get any better?

. Mr. CALABRIA. Again, I want to move to a world where we
ave—

Mr. FRANK. I am sorry, Mr. Calabria. That is a fairly straight-
forward question. Do you have any reason to think they will get
better, absent some outside intervention?

Mr. CALABRIA. I think if we don’t bring competition to that mar-
ket, no.

Mr. FRaANK. Okay, thank you.

Mr. Stevens, I know you don’t want to use downpayments and
my letter—also no bright lines about debt-to-income or loan-to-
value. Let me ask you, looking back at the way residential mort-
gages used to be used, what in that system would you change?
That is, how would you have us going forward be different than the
way they were 3 years ago? It is a very specific question.

Mr. STEVENS. Yes. I think what you put in—

Mr. FRANK. No, no. How would you change it?

Mr. STEVENS. We support what is in QRM that eliminates nega-
tive amortizing loans, interest only, balloons, extended loan terms,
prepayment penalties—

Mr. FRANK. You would get rid of the bad stuff.

Mr. STEVENS. —understated income, no income verification,
points and fee caps. You have owner-occupied restrictions.

Mr. FRANK. Let me just ask, those all are in there to say that
you need to comply with that to have a qualified mortgage. So from
your standpoint, there should be no difference between the quali-
fied mortgage and the Qualified Residential Mortgage. That is, if
it meets the qualified test, then there should be no further restric-
tion?

Mr. STEVENS. That is actually not necessarily correct.

Mr. FRANK. What is your position?

Mr. STEVENS. We wouldn’t object necessarily if that was the out-
come, but QRM—

Mr. FRANK. Tell me what your position is. I am glad you wouldn’t
object, but what would you be for?
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Mr. STEVENS. A qualified mortgage allows second homes, invest-
ment properties, where QRM does not.

Mr. FRANK. Okay. But people in my business, when we say we
do not object, that means we don’t want to really tell you what we
think, because “do not object” doesn’t mean what I think. What do
you favor in terms of—are there any restrictions you would put on
mortgages to qualify for no-risk retention, other than simply meet-
ing the basic qualified mortgage test?

Mr. STEVENS. I don’t consider the list of provisions that Congress
passed in Dodd-Frank on the QRM standard is a small list. It is
a significant—

. M)r. FRANK. No, I didn’t ask you that. So the answer is no, in ef-
ect?

Mr. STEVENS. No, we support everything that—

Mr. FRANK. No. If it meets the qualified mortgage test, then it
would automatically get a QRM test as well? That is not a hard
question.

Mr. STEVENS. The QRM test, the qualified mortgage extends be-
yond that.

Mr. FRANK. So I think saying that you don’t have any require-
ment to avoid risk retention or debt-to-income, loan-to-value, or
downpayment, is really asking us for further trouble.

Thank you, Mr. Chairman.

Mr. SCHWEIKERT. Thank you, Mr. Frank.

Mr. Dold?

Mr. DoLD. Thank you, Mr. Chairman.

Dr. Calabria, just starting with you, do you believe that the gov-
ernment should play any role in preserving the availability of cred-
it during times of stress; and, if so, can the government do this
through other means besides Fannie and Freddie?

Mr. CALABRIA. I would say, ultimately, no. I do think we need
to recognize that the Federal Reserve has set a precedent of buying
$1 trillion-plus in mortgage-backed securities. The ECB has bought
almost half a trillion in covered bonds. You have a catastrophic
backstop in place both here and in Europe, so we shouldn’t deny
that fﬁct. But ultimately, I would want to even limit those abilities
as well.

Mr. DoLD. Can you just talk to me for a second about why it isn’t
desirable to have a mortgage market where 90-plus percent of all
the mortgages have some form of government support?

Mr. CALABRIA. I think you lessen the incentive. Again, the whole
structure of sort of risk retention and all these things is try to align
incentives properly. But if you don’t have the downside, and you
only have the upside and the taxpayer takes the downside, you
have eliminated those incentives for proper underwriting.

The way markets should work is mismanagement, bad products,
should all go out of business. Companies should fail. They should
get weeded out. Instead, when we save them and we keep them
around indefinitely, you propagate and sustain bad practices.

So certainly, part of the need for all of this regulation is because
we continue to have a massive safety net for the financial system.
We need to get rid of that safety net so these bad firms go out of
business.

Mr. DoLD. So you also believe that the GSEs underprice risk?



27

Mr. CALABRIA. Absolutely. And I think the fact that they have
close to $160 billion in losses is proof enough.

Mr. DoLp. Mr. Fleming, would you also agree that the GSEs
underprice credit risk?

Mr. FLEMING. I think that one of the reasons that private capital
is not coming back into the marketplace is because the under-
pricing of risk makes it non-economically feasible for it.

Mr. DoLp. And as we look at how big this is right now, Mr.
Fleming, and the way to get around this, how do we best bring pri-
vate capital back into the marketplace? How would you best do it?

Mr. FLEMING. A lot of the things that are being talked about
today are certainly there, the things I mentioned in my testimony:
the creation of trusts; the honoring of contracts; the creation of
some more standardization. I think there is a very clear benefit the
GSEs provided to the mortgage market that is not really obvious
in direct financial markets, and that is the creation of a very stand-
ardized and efficient process for origination of the loan all the way
through to securitization.

In principle, those concepts can be applied to the private market-
place to also create that level of efficiency which brings liquidity,
which as we note today and have known even in a well-functioning
housing market, the GSEs brought a lot of liquidity. And that is
the key to what we are looking for in the private market.

Mr. DoLD. Mr. Stevens, you have said, or at least you have writ-
ten in your testimony, that you believe the necessary tools, mate-
rials, and expertise currently exist to begin building a bridge to-
wards a more sustainable real estate finance system. What are
those tools and why aren’t they currently being used?

Mr. STEVENS. I think there are three interesting requirements
that we continue to struggle with as we talk about the recovery,
t}ile housing finance system, and bringing finance into the market-
place.

The first is to make sure that we have standardization in terms
of the marketplace understanding what those standardized terms
would look like. That exists currently in the TBA market in the se-
curities issued by the GSEs. It also exists in Congressman Gar-
rett’s bill. That is one of the provisions he is trying to protect, the
expertise to design that. What is in that credit box for standardiza-
tion clearly exists in the industry today. That can be defined
through Congressman Garret’s bill, as it is with GSE production.

The second is liquidity, to make sure there is enough capital
coming into the system to create tradable currency, a security that
markets will buy into. I think that comes a bit from standardiza-
tion. And by creating large enough pools of standardized products,
you can create liquidity.

I can give you a detailed version of that. Fannie Mae MBS,
which is trading $70 billion roughly per day, is right now trading
a full point through Freddie Mac mortgage-backed securities be-
cause they trade such lower volumes of currency, it is a less liquid
security today. We are already seeing price differential because of
large liquid pools.

Congressman Garrett’s bill could potentially ultimately resolve in
testing whether we can create enough liquidity to have pricing
power into that market.
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The third then ends up being the backstop: Who has the capital
markets’ guarantee behind the provision? We have traditionally—
today, we rely on the government to give that triple A guarantee
behind the security. That is what creates investors coming into the
market.

The question will be, under the provisions that are created in
this proposed legislation, will there be investors willing to come in?
Because the counterparty backstop won’t be the U.S. Government
in that structure; it will be individual companies that have created
those mortgages. And I think that is going to be the most inter-
esting part about testing the viability of what is in this proposed
legislation, if it ultimately comes to market, is can you bring the
liquidity in simply based on having standardization in mortgage
pools.

Without question, the expertise exists in the housing finance sys-
tem to help design those structures. The question will be, will the
capital come into the market? And I think that is something that
everybody here would be interested in finding out.

Mr. DoLD. Thank you. I yield back.

Mr. SCHWEIKERT. Mr. Lynch?

Mr. LyNcH. Thank you, Mr. Chairman, and I want to thank all
of the witnesses for coming and testifying and helping this com-
mittee with its work.

For starters, I have to address Mr. Stevens, representing the
Mortgage Bankers Association. I have a matter in my district, and
I just need to put you on notice on this. Originally, Ms. Debra Still
was supposed to testify in your stead. She is the new incoming
chairman of the board of directors, as I understand, for the Mort-
gage Bankers Association. She is the principal for Pulte Homes.

I have a couple of Pulte Homes projects in my district, a very bad
situation where a number of carpenters, about 59 to 60 carpenters
were hired on those projects, a number of them with questionable
immigration status, by Pulte Homes through a subcontractor,
Nunez Construction.

To make a long story short, Nunez Construction, after the project
was completed, skipped town. I think they may have gone back to
Brazil, leaving about 60 carpenters in my district without pay 3
weeks before Christmas. They are owed a total of about $150,000
in wages. I hate to lay this on you, it is not your doing, but I have
a feeling that the original witness was changed because I was
going to confront her with this dilemma that I have.

So, while it is not your matter, it is a reflection on the Mortgage
Bankers Association, because she is the new Chair coming in. I
have this, I am confronted with this, like I say, less than 3 weeks
before Christmas, and I have all these folks owed a lot of money
for wages and benefits. So that being what it is, I just want to put
you on notice on that.

With respect to the Private Mortgage Market Investment Act, I
do want to just reiterate my concern about the elimination of risk
retention. I think that if we go to a standard where we have war-
ranties and representation clauses as our insurance in this matter,
we are going to end up with a system that creates very well-writ-
ten representations and warranty clauses. We won’t end up with
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very well-constructed, asset-backed securities and mortgage-backed
securities. That is my concern.

And the reason that these bad toxic securities, mortgage-backed
securities, went viral was because the way they were constructed
and the way we have the law, it allowed people to escape liability
if they just pushed them out the door. Just get them out. It doesn’t
matter if they are exploding, just get them out the door. Once you
get them out the door and they are in somebody else’s hands and
they blow up, it is okay. You make your money, you push the prod-
uct out the door.

We can’t go back to that type of system. That is the concern that
I have. And I don’t think that going to the representations and
warranties standards, if you will, will cure that.

I think we do have some common interest in the definition or the
standard, the rule being proposed for QRMs, the Qualified Residen-
tial Mortgage. I think a 20 percent downpayment is too high. We
are going to squeeze a lot of people out of that market, and we
have to figure out a better combination, a better set of standards
that brings people back in the market, allows the private market
to take a much, much, bigger role, and moves the GSEs out to a
more historic level with their involvement.

But I think absent the elimination of risk retention, that is a bad
idea. And we have to figure out a way to make sure people have
skin in the game. Otherwise, we are going to go back to the bad
old days.

But on this other matter of how do you get that exemption, what
are the standards for a QRM that give you that exemption, we
have to make that much more realistic, much more workable in
terms of how we get there. I agree that a 20 percent downpayment
is too high. I like the idea of an 80 percent loan-to-value ratio. I
think that creates a buffer so that we are not going into a negative
position if we have a little dip in the real estate valuation market.
There has to be a better way to do that.

But Mr. Stevens, with respect to the risk retention argument,
what are your proposals in terms of making sure that people do
have that skin in the game going forward?

Mr. STEVENS. So, very briefly, given the time constraints, I would
say this: If you go back—I have been in this industry for 30 years.
We did 5 percent downpayment transactions back in the 1970s for
owner-occupied, primary residence, fully documented, safe and
sound, fully amortizing mortgages. You protect all of those provi-
sions in the Dodd-Frank QRM rule, which we support.

When you throw in the downpayment provision, either 10 or 20
percent, all that ends ends up doing is drawing a line that will di-
rectly impact first-time homebuyers, borrowers of color in this
country, just the way the demographics work, and it draws a bar-
rier that doesn’t necessarily reflect performance.

And the one variable I would ask everybody to look at is the
Freddie Mac and Fannie Mae owner-occupied, 30-year fixed-rate,
primary residence, fully documented mortgage portfolio. The cumu-
lative default rate on that portfolio is still in the very low single
digits. It is the other stuff, the neg ams, the piggybacks, the
subprimes. Those products ended up creating these 20-plus percent
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default rates, which Freddie Mac and Fannie Mae also bought in
their portfolios.

You have done a great job, Members of Congress have, to create
boundaries without drawing this arbitrary line in the sand that
says 10 percent. So if you are a first-time homebuyer or you are
a family without large inherited wealth, you are going to have to
go to FHA, and we will have this separate but equal finance system
as a result.

So I think what Congress did in Dodd-Frank was outstanding as
it relates to QRMs. It is what ultimately came out in the proposed
rule from the six regulators that we take significant issue with, be-
cause we think that creates barriers that are unnecessary in this
housing society.

Mr. LyNcH. Thank you, Mr. Chairman. I yield back.

Mr. SCHWEIKERT. Thank you.

Ms. Hayworth?

Dr. HAYWORTH. Thank you, Mr. Chairman.

A question, and Mr. Stevens, I apologize if this is redundant, but
regarding the alternative QRM proposal for a 10 percent downpay-
ment being as bad or even worse than the 20 percent, can you just
explain the negatives of that? It seems to be a little counterintu-
itive otherwise.

Mr. STEVENS. Sure. It is interesting, Dr. Poole actually made a
very good point, which is we are designing very technical products
through a political process, which makes this very complicated. But
here is the essential premise: If you fully document a borrower for
sustainability, the risk of default won’t vary with a 5 percent down-
payment, or a 10 or a 20 percent downpayment.

What happens is in the event something disrupts their lifestyle—
job loss, etc.—your default risk then increases with a low downpay-
ment because you don’t have enough equity to get out of a home.

Those performance differences are actually fairly marginal. So if
you look at actual performance with a 5 percent down loan or a 20
percent loan, protecting for all the other provisions in Dodd-Frank,
you actually get pretty good performing loans in both categories.
’II‘he reality is the private sector has always underwritten these
oans.

So a 5 percent down loan, with mortgage insurance, has always
had much tighter qualifying ratios required by the mortgage insur-
ance companies, longer histories of job stability, higher credit score
requirements, even sometimes restrictions on the type of property
in order to ensure performance. Bigger downpayments get more
flexibility. That is always handled on sort of a natural risk scale,
the way underwriting has been done by the private sector.

What QRM does is put just an arbitrary line in the sand that ev-
erybody gets treated the same. It takes away this nuance that real-
ly makes the credit markets work in this country for housing fi-
nance.

Dr. HAYWORTH. Right. And what you are talking about fun-
damentally is bringing rational analytics back into the process, as
opposed to a laudable but fiscally irresponsible, unfortunately, so-
cial goal which has ill-served our public.

Dr. Calabria, was it you in January who testified as a member
of a panel about the mortgage marketplace crisis at that time, and
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I think—was it you I asked a question about the contribution of the
GSE debacle to our national unemployment rate? I think it was
you who said it contributed about 1 percentage point because peo-
ple were underwater and couldn’t be mobile.

Mr. CALABRIA. There is a fair amount of literature that says the
higher your homeownership rate, the higher your structural unem-
ployment. And this has been looked at across the country, and this
has been looked at across States.

And I want to emphasize it is not simply Freddie and Fannie. It
is the broader array of things that we did to get higher homeowner-
ship rates and locks people in.

Dr. HAYWORTH. Absolutely. I appreciate your argument, Mr. Ste-
vens. It makes sense, and it really reflects back into the risk reten-
tion piece as well. If we put the trust and the responsibility in the
hands of those who are conferring the loan or are making the in-
vestment, we will have more sense and more opportunity ulti-
mately. Is that something that, as a principle, the panel would ac-
cept, and any specific comments?

Mr. STEVENS. If I could, the one thing I would just caveat is what
we have seen in this search for profit at any return without tested
modeling, we have seen risks that occurred from the 2005, 2006,
2007, and 2008 books where a lot of new products that had been
untested with models were passed into the system and rated at lev-
els that were clearly not appropriate with the sustainability factor.
I think what CoreLogic and other companies bring to the table is
if we can get more data and more transparency, we will do it bet-
t?r, with a better ability to price and evaluate risk in the market-
place.

Dr. HAYWORTH. No question. And part of that is the ratings for
government-backed securities were higher than was justified. Isn’t
that a big part of the problem as well, fundamentally?

Mr. CALABRIA. If I can make a point that I think is important
to keep in mind—it doesn’t matter whether it is the market, it
doesn’t matter whether it is government. We don’t know ahead of
time everything we think we know. For instance, I helped draft,
with many people in the room, the American Dream Down Pay-
ment. We put lots of provisions in there where we thought we could
give downpayment assistance and it would perform well. It did not
perform well. Sometimes, you just learn these things after the fact.

My point here is that I do worry about having too much rigidity
to the standards, because then you stick them in place, when you
only later learn that they weren’t really the right standards that
you wanted anyhow. So there has to be flexibility in the system.

Dr. HAYWORTH. And you put unjustified faith in them, and that
leads to a whole cavalcade of consequences.

I know my time has expired. Thank you, Mr. Chairman. Thank
you, panel.

Mr. SCHWEIKERT. Mr. Miller?

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

One issue on which I have introduced legislation that is also an
issue covered in Mr. Garrett’s legislation is servicers of mortgages
in securitized pools, the beneficial owners are Mr. Katopis’ clients
but not the servicer. But then the servicer is an affiliate of a bank
that has second mortgages, second liens on the same property. And
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that is an area that Mr. Garrett has said he would work with me
on.
I have asked before a panel of servicers, what is the advantage,
if any, of being affiliated with a bank that might have second mort-
gages on the same property? And they kind of drew a blank. I
think they eventually said something like, “Some people like to
deal with just one bank for servicing their first mortgage and their
second mortgage and their credit cards and everything else,” which
did not seem like the most persuasive argument I have heard.

Mr. Katopis, do you see any necessary—anything that requires
the servicers to be affiliates of banks? Is there any reason the
servicers should not—that the banks should not be required to spin
off their servicing affiliates?

Mr. KATopiS. Thank you for that question, Congressman. I don’t
know if you heard my opening statement. I was lavishing praise on
some of the Members. Certainly, you are at the top of the list for
being thoughtful about private—

Mr. MILLER OF NORTH CAROLINA. You can repeat all that if you
would like.

Mr. KAToPIS. You got that? But let me say that we appreciated
your legislation, and I cannot see a reason why these conflicts
should continue. In fact, to the degree Members care about modi-
fications and other issues in the housing ecosystem, it does seem
odd. I think it would be very worthwhile for this committee or GAO
to look at the mod rates when a servicer owns both the first and
the second, rather than otherwise.

So there are a number of conflicts. We think this is hurting pri-
vate capital, it is hurting investors, and we appreciate yours and
Chairman Garrett’s interests in this issue.

Mr. MILLER OF NORTH CAROLINA. A second issue, one that Mr.
Fleming talked about earlier in answer to questions, and it may
have been covered in the opening statements as well, and also that
Mr. Grimm discussed in his questions, is that the Garrett bill gives
the FHFA pretty broad authority to develop servicing standards
and loss mitigation procedures. But the FHFA has been reflexively
against principal reductions to reduce loss, even in the face of stud-
ies that pretty clearly show, and Mr. Fleming said his analysis
pretty clearly shows that there are many instances in which it
would be far better; the loss would be far less if there was a prin-
cipal modification, a principal reduction, rather than a foreclosure.

I have introduced legislation that is modeled on the former Mac
procedures that provides standards and requires principal modi-
fication when a mortgage is in trouble.

Mr. Katopis or Mr. Fleming, have you looked at those standards?
My understanding from the people I have talked to in Farm Credit
is that they work fine. It is not a problem. It doesn’t create moral
hazards. People don’t strategically—farmers don’t strategically de-
fault. They only get modified if they truly are in trouble. Should
there be some standard in the statute, or should it be given to the
discretion of the FHFA? Mr. Katopis?

Mr. KaTopis. Let me just start by saying that investors believe
in a couple of things, including the truth and math. So to the de-
gree that a writedown, a haircut, is a 30 percent loss versus a 60
percent loss, we favor principal reduction in our work with the
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AGs. We have talked about principal reduction. I think it needs to
be done correctly. We have to do it on a case-by-case basis. You
have to look at the borrower’s entire debt scenario.

So while we have not reviewed your legislation, I will go back to
our members and look at it. It is part of a solution, from what you
are describing, but it has to be done correctly and mindful of many
facts: the right discount rate; the MPV modeling has to be trans-
parent. There are a lot of issues that go into that kind of analysis.

Mr. FLEMING. I would just add, we have models and tools that
do that math at the loan level, looking at the borrower’s whole
credit history, assessing their willingness, assessing their capacity,
and using the net present-value testing framework where the user
can change the dial so that it is very transparent to do all of that,
to make those decisions, to come up with the conclusion that a fore-
closure 2 years from now is going to cost me “X” in losses but a
short sale is going to cost me “Y,” and a principal modification or
a principal reduction of this amount today will cost me “Z.” And “Z”
is the lowest number, so therefore we should do it.

Mr. MILLER OF NORTH CAROLINA. Thank you.

Mr. SCHWEIKERT. Mrs. Maloney?

Mrs. MALONEY. Thank you so much, Mr. Chairman.

I would like to ask Mr. Salomone to follow up on what Mr.
Lynch’s question was with the contractors not being paid, the car-
penters. In New York, you are required to have a performance bond
that would cover this. I know it wasn’t your company, but do you
know if the company had a performance bond?

Mr. STEVENS. Yes, the Pulte situation I am well aware of with
Mr. Lynch, and we have tried to facilitate conversations. The
woman, by the way, was not scheduled to testify today at all. But
nevertheless, the issue is something that we are aware of.

Mrs. MALONEY. But did they have a performance bond? That
would cover it, wouldn’t it?

Mr. STEVENS. Our member only runs a mortgage subsidiary. She
is not on the board and did not work for the builder directly. This
is a Pulte home builder issue in Massachusetts, as I understand it,
and we are trying to facilitate as many conversations as we can be-
tween Congressman Lynch’s office and the Pulte Company.

Mrs. MALONEY. Thanks. Listen, I want to go back to the whole
risk retention deal and ask anyone on the panel who would like to
comment on what would happen if it was totally repealed, if they
repeal Section 941 without providing an alternative other than en-
hanced underwriting standards. It it would be just a narrow slice
of the mortgage market.

What do you see as the consequences of eliminating risk reten-
tion across-the-board, and how would the consequences vary, or
would they vary with asset types? Anyone?

Mr. POOLE. Let me jump in here very quickly. I am always in
favor of reducing and getting rid of regulation, so I would support
that.

Mrs. MALONEY. I would like to ask Mr. Salomone, do you support
repealing 9417

Mr. SALOMONE. We don’t really have a position. But if it does re-
main, we would be in favor of—
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Mr. SCHWEIKERT. Could I beg of you to do me a favor? You might
have to either turn the microphone on or pull it closer.

Mr. SALOMONE. I apologize. Like I said, we don’t really have a
position on that, but if it did remain, we would be in support of
Senator Isakson’s efforts around a Qualified Residential Mortgage
exemption.

Mrs. MALONEY. Mr. Stevens?

Mr. STEVENS. This is a difficult subject. We believe actually what
was approved in Dodd-Frank in Section 941 by Congress as it re-
lates to protecting against—not requiring risk retention for certain
loan features had merit. We think that the regulators went above
and beyond what the legislation called for, and that is where the
issues concern us directly about the availability of mortgage fi-
nance capital, particularly for first-time homebuyers and people
who have less wealth in this country, and forcing them to an only
solution being FHA or a government-sponsored program.

So we have not called for the elimination of 941. In fact, we
helped work on the language in supporting from a technical stand-
point many, many months ago.

Mrs. MALONEY. Dodd-Frank precluded from QRM loans risky
characteristics such as balloon payments, negative amortization,
and the like. And the Act leaves it to the discretion of the FHFA
Director to decide. So how important are these loan features such
as balloon payments, negative amortization, whether and how soon
after origination the interest rate adjustments and prepayment
penalties are in determining the default risk of loans? Are they im-
portant? Mr. Fleming?

Mr. FLEMING. Yes. The features have had a variety of different
names associated with them, but the features of those loan terms
certainly add risk. And I think one of the biggest realizations for
those who do the modeling of credit risk in the mortgage space
today is that the layering of those risks actually was one of the rea-
sons for the surprises of the delinquency rates; that each one alone
may not be particularly risky, but the combinations of them to-
gether became significantly risky.

There is a place and a time for many of these features in certain
situations. For example, Alt A loans were a classic loan given to
high-net-worth borrowers when they were first designed and origi-
nated, and it played a valuable role in the mortgage industry as
a product. How they eventually became used is very different.

Mrs. MALONEY. Thank you. I would also like to ask about the ex-
emption that is provided for certain mortgage-backed securities
from the SEC registration and oversight; but it does not, the draft
bill, replicate the SEC’s investor protections. What are your com-
ments on that? Are there any ways that they provide equivalent
protections for investor protections? That is a serious thing to me,
that they are repealing that requirement and yet not replacing it
in a?ny way. Is that not a concern, or is that a concern of the panel-
ists?

Mr. FLEMING. I would yield to other panelists here today on
those comments.

Mr. CALABRIA. While I think parts of Title I try to include provi-
sions to replicate much of securities law, this is one reason why I
do think that ultimately these provisions should be at the SEC.
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But again I emphasize, I think having it at the FHFA for a number
of years is a reasonable interim step to getting it to the SEC at
some point.

Mrs. MALONEY. Okay, my time has expired. Thank you.

Chairman GARRETT. Thank you. And since I am back, I thank
the panel.

So I understand one of the issues has been the risk retention as-
pect, and I guess there is maybe unanimity, just as we are trying
to get some degree of unanimity with regard to the legislation as
well, as far as standardization and the underwriting and also on
securitization.

On this issue, it sounds to me from the testimony that maybe we
have some sort of agreement on this as well. And that is to say
that the risk retention piece that we currently have in current law
of Dodd-Frank may not be the best way to provide for that assur-
ance, and instead what we do here is by having specific and en-
forceable reps and warrants that you can replicate, if you will, that
through this legislation. I think this may have been done, but since
I wasn’t here and I am the chairman, I can do it again.

I am going to run down the panel and just get your two cents
on that piece.

Mr. KATOPIS. The two-cent answer is yes. The best skin in the
game is reps and warranties, and I can elaborate.

Mr. CALABRIA. First of all, I would emphasize there was risk re-
tention beforehand, so before this rule was ever put in place. The
5 percent is arbitrary. I think leaving it to the marketplace to de-
termine the appropriate risk retention on a product-by-product
basis is a far better way to go.

Mr. FLEMING. I would just add that monitoring, surveillance, dy-
namically updating the performance of the pools, basically bring
market forces that can address some of the components of what
risk retention is after.

Mr. STEVENS. We understand the desire to have safe and sound
mortgage underwriting. That is the thing we have to correct for.
Our concern about the current way the risk-retention rules are pro-
vided, both with the qualified mortgage that the concept of rebutta-
ble presumption will actually eliminate access to mortgage finance
in the private sector for those that we are trying to protect through
this process, and in the Qualified Residential Mortgage, we think
that rule goes too far in eliminating capital even further.

There is absolutely value in reps and warrants and repurchase
risk, which institutions hold today, which is significant from a cost
standpoint to institutions. There is a way to ultimately get to a
safe and sound system without overregulating to a point where we
eliminate access to capital for the consumers we are trying to pro-
tect.

Mr. SALOMONE. As I mentioned before, if it is repealed we are
okay with it, but we really have no position on it. But if it does
remain in Dodd-Frank, then we will continue to support Senator
Isakson’s efforts around the Qualified Residential Mortgage exemp-
tion.

Mr. POOLE. We need to distinguish between two different aspects
of stabilizing the financial system. One is designing the instru-
ments, and I have already said where I come out on that.
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The second is the constraints on the institutions, and let them
design the instruments that they think work best in their business
environment and their own customer base. We need stiffer capital
requirements and so forth on the institutions. If we can stabilize
the institutions, if we can do away with “too-big-to-fail,” we will
solve most of the problems we have been talking about.

Chairman GARRETT. Thank you. Mr. Katopis, did you want to
chime in for a second?

Mr. KATOPIS. Again, investors can price risk, but they can’t price
the unknown. So it is not just the reps and warranties, it is also
having that information accurate at the issuance level through the
life of the security, through the wind-down, and have it enforce-
able. I think it is an important tool, because it doesn’t just help in-
vestors, but also our Main Street projects, whether it is CalPERS,
the Carpenters Union. If people see there are defects in the mort-
gage pools and want to make sure there are returns for retirees,
first responders, union people, then they have an extra tool to get
back that skin in the game.

Chairman GARRETT. Thanks. And the gentlelady from New York
said that this bill would do away with the investor protection ele-
ments, equity protection elements with regards to the SEC. I would
suggest that is not the case, that this bill would replicate them in
the legislation. I see somebody nodding their head.

Mr. CALABRIA. I would agree. I think you have added within
Title I most of the provisions that would replicate the security pro-
tections.

Chairman GARRETT. So, right now you have them over at the
SEC. This would put them in the same protections here.

Mr. STEVENS. I was going to say your bill clearly outlines stand-
ards for servicing and reporting, standards for modifications, stand-
ards for documentation. A lot of that is replicated.

Chairman GARRETT. Great. The last question is for you, Mr. Ste-
vens. Can you expound on your comments in your testimony about
the need to ensure a safe harbor with regard to the QM, and if the
rebuttal presumption option is selected, could that basically have
a chilling effect on the whole mortgage market?

Mr. STEVENS. Yes. I think the greatest challenge we have here
with this particular rule on the qualified mortgage now is that
without having a clear bright line that gives safe harbor to the in-
dustry, to the financial services industry to provide mortgage fi-
nance, we are going to see credit actually retreat even further from
the private sector, leaving even more dependency on government
programs such as FHA to fill that gap. There has to be a bright
line in the QM rule for safe harbor. Rebuttable presumption will
not be enough to get private capital back into those markets.

Chairman GARRETT. That is a very important point. I thank the
entire panel.

Mr. Green is recognized for 5 minutes.

Mr. GREEN. Thank you, Mr. Chairman. I thank the witnesses for
appearing.

Mr. Poole, you have made your position quite clear. You oppose
any sort of government backstop; is this true? If you will kindly say
yes, it would be appreciated.
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Mr. PooLE. I do not favor a backstop in the form of Fannie Mae,
Freddie Mac, and other such agencies.

Mr. GREEN. Excuse me, I am sorry, I misunderstood you. What
type are you inclined to support?

Mr. POOLE. I believe that it is the responsibility of the Federal
Reserve to maintain financial stability and liquid markets, and
that should be a generalized responsibility, not market by market
by market.

Mr. GREEN. I see. Mr. Stevens, it is my belief that you differ with
Mr. Poole. Is that a fair statement?

Mr. STEVENS. That is correct.

Mr. GREEN. Can you kindly explain why you differ with him in
terms of the role of the government, please?

Mr. STEVENS. The most simple way I can describe this is private
capital is opportunistic. They will come into markets when they are
strong, and they will exit markets when there is weakness. Our
economy goes through cycles, and the role of the government back-
stop, outside of this enormous disruption that we just had over in
the 2000 timeframe, has been to make sure that there is a contin-
uous availability of mortgage capital in the United States for hous-
ing.
So to have that backstop there has been extremely important to
the housing system of this country. Clearly not at the size it is
today; it has to shrink dramatically, and we need to work on those
provisions and bring private capital back in. But to eliminate it in
its entirety we believe would be unnecessarily and actually extraor-
dinarily disruptive to access to housing.

Mr. GREEN. What type of impact—and I will come to you in just
a moment, sir—would it have on the product that would be made
available if we do not have a role for the government?

Mr. STEVENS. This is a debate that goes on. I spent the first 20
years of my career working for a depository that held loans, did not
sell them into the GSEs. We offered 30-year fixed-rate mortgages.
We didn’t lock the rate for the consumer until typically a day be-
fore closing, so they couldn’t lock their interest rate in advance be-
fore buying a home. We obviously charged more for that product
and required larger downpayments and prepayment penalties on
those loans back in the day. The availability to have a fully
prepayable 30-year fixed loan, while people may debate its merit
over the last several decades when rates went from roughly 20 per-
cent in 1980 to 4 percent today, may not have been as valuable as
the period going forward when rates are going to 4 percent and rise
over the next many years as the economy recovers. I think that is
where the program may be actually more needed in this society.

So the question is, can you safely offer a 30-year fixed-rate, or
a long-term interest-rate-lock mortgage for consumers without
some sort of organized finance system behind it? And I believe that
is actually at the crux of much of the debate today.

Mr. GREEN. Mr. Poole, out of fairness to you, I would like to give
you an opportunity to respond, and then I will go to the others. But
I would like to be fair to you.

Mr. PoOOLE. I think the issue is very simple here. Yes, it is not
a viable product in the market to offer a 30-year mortgage with no
prepayment penalties, because it is very symmetric against the
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lender. So if you charge the appropriate fees and if the consumer
is willing to pay those fees, the interest rate, then that product will
exist in the market.

Mr. GREEN. I think you want to weigh in, Mr. Salomone?

Mr. SALOMONE. Yes, it is kind of fun sitting between these two.
Specifically, I would say that the impact on consumers is going to
be higher rates, larger downpayments, and less financing choices.
And I would agree with Mr. Stevens in the comments he made as
well.

Mr. GREEN. Hold on just a second, Mr. Poole. I am sorry. There
was one other person who tried to get my attention. It seems that
I have created a little bit of a concern here. Yes, sir, if you would?

Mr. CALABRIA. I appreciate your commitment. I want to parse
out something that Mr. Stevens was talking about, which is the
picture he painted was the markets come in, fine, everything is
great. And then boom, we get some bad shocks, something bad hap-
pens, and the market falls apart, and you need a backstop there.

And T think what Dr. Poole is getting at: To what extent does
the backstop help inflate the bubble to begin with? So if you have
these backstops in place, particularly if they are there all the time,
you run the risk of the bubble itself is higher, which means the
bust itself is worse. So if you go to a system, as Dr. Poole sug-
gested, where the Fed comes in, the Fed only comes in worst-case
scenario, and they are not feeding the bubble. I think the very hard
question to answer is, how do you structure a backstop that doesn’t
add to the craziness and frenzy of the bubble in the first place?

Mr. GREEN. Mr. Stevens?

Mr. STEVENS. The only thing I would say in the few seconds you
can actually speak in this context, is that the bubble that was cre-
ated from the 2001-2007 period was in many ways contributed to
by the private markets initially, with subprime mortgages, stated
income loans, option ARMs, etc.

The GSEs ultimately obviously participated in that, and that is
because in the pursuit of shareholder value and the lack of over-
sight in terms of what they were able to do, had they been con-
strained to doing owner-occupied primary residence, 30-year fixed-
rate loans—which was always in their tradition—there would have
been much less fuel provided to the private capital markets to put
these products in the market in the first place.

Mr. GREEN. I have to yield back the time I no longer have, but
thank you very much, Mr. Chairman.

Chairman GARRETT. The gentleman yields back after a great dis-
cussion. The gentleman from California is recognized for 5 minutes.

Mr. SHERMAN. Yes, I think we have focused effectively on the
history here. Real estate values were bid up to unsustainable rates
by a new wave of effective demand. That is to say, not only could
people who could afford to buy houses, buying houses; but people
financed with subprime loans who were invited to overstate their
income or not state their income at all, were invited to also bid on
those homes. The prices went up and then the credit rating agen-
cies said, since the prices are going up, nobody could possibly lose
any money making these loans, because if somebody can’t afford
their mortgage, they will simply sell the property at a profit.
Therefore, we are going to give Triple A to Alt A. And, here we are.
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What we can’t really allow in this economy is a sudden addi-
tional decline in the value of homes that will happen if some big
piece of effective demand is removed.

I would like to ask Mr. Salomone if—I would assume that if the
buyers are told they can’t get 30-year fixed-rate mortgages, there
will be a big chunk of demand that goes away.

Mr. SALOMONE. I am glad you got to the point of buyers, because
we have been talking about a lot of things, but not the individual
buyer out there. I have had the opportunity to sit across the table
for 33 years from buyers and sellers. I think one of the things that
is really important, and Ranking Member Waters talked about it
earlier when she was discussing the whole concept of reduction in
principal, is the confidence that our American people have in the
housing market today or the lack thereof.

People today—I sit across from everyday people, and they want
stability, they want security, and they want something that they
know is going to be a constant, i.e., their mortgage payment. That
30-year fixed-rate mortgage is so important in this country right
now, and I can’t emphasize that enough. If that goes away, you are
just—you think we have a problem now. If that 30-year fixed-rate
mortgage goes away, we are going to be in a lot worse shape.

And if I may, Ranking Member Waters, one of the things that
we obviously as REALTORS® care about is keeping homeowners in
their homes. I think that one of the things that we haven’t talked
about today enough, or at all, is the confidence of the American
people in the housing industry today.

One of the questions that individuals have is, someone loses a
job, and they have a payment on a property that is now under-
water, and you talked about principal reduction. It is so frustrating
for that homeowner to call his or her bank, get no good conversa-
tion going and say, hey, if we can just reduce by this little bit—
and it doesn’t happen. And then, they find out that their house is
sold in foreclosure for a third of what it would have been.

Now, I don’t need to be a rocket scientist—and you can talk
about all the data all day long—but those numbers just don’t make
sense. So I think you are going down the right path, Ranking Mem-
ber Waters.

Mr. SHERMAN. My next question is for Mr. Stevens. If I under-
stand you correctly, you think there are a lot of favorable provi-
sions in the bill that we are discussing here, the current draft. Are
there any concerns that you have, or what potential improvements
would you suggest?

Mr. STEVENS. I actually believe that the chairman’s bill is very
thoughtful, and it is something that is interesting from an industry
perspective, because it could theoretically create a pathway for pri-
vate capital to engage in the market. If we are going to talk about
getting private capital back in, we believe strongly that before we
talk about moving the support much more from Freddie Mac,
Fannie Mae, FHA, etc., we need to find a pathway to get private
capital to reengage. And to that degree, we applaud the nature of
this bill.

There are questions about the role of the FHFA; about some of
the servicing standard provisions that we would love to give more
thoughtful response to; about how the oversight isn’t involved from
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a regulatory standpoint. And I could parse through each of those.
It would take too much time for this particular meeting, but I
would be glad to give a follow-up with a more thorough review.

Mr. SHERMAN. I will end with the comment that a lot of us are
concerned about the Federal deficit. Some are concerned about the
role that government plays. But I would like to point out that if
we see a decline, a further decline in real estate values that hits
the economy hard, and which drives up the deficit, it will obviously
reduce tax collections. But then, we should remember that, like it
or not, we own Fannie and Freddie. We are the insurers of many
trillions of dollars of mortgages, and a decline in real estate values
could cost the Federal Government many hundreds of billions of
dollars. With that I yield back.

Chairman GARRETT. The gentleman yields back. And that brings
us to the conclusion of today’s hearing. Again, as I said in the very
beginning, I really do appreciate everyone who came out to the
hearing today.

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 responses in the record.

Inasmuch as a number of you said you had additional insights
into the weak sort of aspects to this legislation as we go forward,
I would suggest if you haven’t already—and I know a lot of you
have—that you talk to our staff members, zip any of your ideas
over to us, and we will be glad to take a look at them. And with
that, this hearing is adjourned.

[Whereupon, at 12:15 p.m., the hearing was adjourned.]
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Chairman Garrett, Ranking Member Waters, and distinguished members of the
Subcommittee, I thank you for the invitation to appear at today's important hearing. I am Mark
Calabria, Director of Financial Regulation Studies at the Cato Institute, a nonprofit, non-partisan
public policy research institute located here in Washington, DC. Before [ begin my testimony, I
would like to make clear that my comments are solely my own and do not represent any official
positions of the Cato Institute. In addition, outside of my interest as a citizen, homeowner and
taxpayer, I have no direct financial interest in the subject matter before the Committee today, nor

do I represent any entities that do.
Need for Reform

It should be beyond dispute that our Nation’s system of residential mortgage finance is
badly broken. A few tweaks here and there will not suffice. Major structural reform is needed.

Never again should the taxpayer be forced to pay tens of billions to bail-out the mortgage finance

2
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industry. Itis well worth remembering that the most recent bailout is not the first. The Savings
and Loan crisis of the 1980s was essentially a taxpayer financed bail-out of the mortgage-finance
and housing sectors. We cannot leave the taxpayer holding the bag the next time the housing
market goes boom and bust, which it will. We have not ended either the business cycle or the

related housing cycle. If anything our current system has made those booms and busts worse.

Rebuilding the Private Label Mortgage-Backed Securities Market

I commend the Chairman for his efforts constructing the “Private Mortgage Market
Investment Act.” While I believe we cannot completely replace our current system solely with
private label securities, for instance returning to a structure based more on deposit-funded
portfolio lending should be key to any reform, the draft legislation before the Committee
represents an important step in the process. And while I would prefer to see quicker efforts to
shrink and ultimately eliminate Fannie Mae and Freddie Mac, fostering alternatives in the
interim is far better than doing nothing at all. We should bear in mind that as long as the heavy

hand of subsidized government is tilting the scales, any private market solution will be hobbled.

My testimony will focus on the discussion draft before the Subcommittee. None of my
comments should be construed as supporting any taxpayer guarantee of the mortgage market.
Our ultimate objective should be a market where those taking risks bear both the up-side and
down-side of those risks. Neither lenders nor borrowers should be able to keep gains while
sticking the taxpayer with losses. If lenders or borrowers wish to have “insurance” against
extreme market events, then they should purchase such insurance on the open market like any

other good. In addition, any efforts to “standardize” the mortgage market should be temporary.
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Ultimately the free and voluntary choices of market participants, and not the coercive force of

government, should determine the structure of our mortgage market.

As the discussion draft was only recently circulated my comments should be viewed as
preliminary and intended more to generate discussion and analysis than to settle any outstanding

questions.

Title I — Standardization and Uniformity

Before making specific comments as to the legislative language in the draft, [ believe the
Subcommittee should bear in mind that it is possible to have too much standardization and
uniformity. In fact one of the central flaws of our current system is the dominance of a particular
model — government sponsored enterprise securitization. Dodd-Frank, particularly the Qualified
Residential Mortgage construct, falls into this same mode of limiting consumer choice and
innovation. One of the objectives of our federal mortgage policies should be to have a wide
variety of options available to borrowers without unduly advantaging any particular product. No
product choice should be either favored or disfavored by Washington. Of course the risks
inherent in any particular mortgage product should be borne by the contracting parties and not

the taxpayer.

The approach of Title I is that of standardizing mortgage pools by risk and then allowing
those standardized pools to have an exemption from the registration requirements under the 1933
Securities Act. Ibelieve this is a reasonable interim approach to moving towards a more private
mortgage market. This is particularly important given the exernption of Fannie Mae and Freddie

Mac debt/MBS from the registration requirements of the 1933 Act.
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While I do question the expertise of the Federal Housing Finance Agency (FHFA) in the
area of securities disclosure, [ would ultimately move the responsibilities under Title I to the
Securities and Exchange Commission, I again believe the structure of Title I and the involvement
of FHFA is a reasonable interim step. Perhaps to insure that this is an interim step, the
Subcommittee should consider including a reasonable sunset provision for FHFA authority in
Title I. Something like five or six years should suffice. None of this should be taken to question
the current performance of FHFA. Acting Director DeMarco has done an outstanding job given

the complexities and pressures he has faced.

1f Congress were to choose to either now or in the future move the authorities under Title
I to the SEC, then such authorities should be broadened to include all asset-backed securities
(ABS) and not simply mortgage-backed securities. One of the problems of the approach in the
discussion draft, and likely an unavoidable one presently, is the continued “special” treatment of
mortgages as an asset class. Ultimately the MBS market should look a lot more like the rest of
ABS market. I will remind the Subcommittee that although auto loans and credit cards, for
instance, both have default rates that rival mortgages, neither of these loan types, both of which

are heavily securitized, were behind the financial crisis.

I have some concerns as to the competitive effects of Section 101(f) which directs FHFA
to set standards for “qualified sponsors” of mortgage securitization. In addition to questioning
FHFA’s ability to gauge the quality of different sponsors, the most likely impact of 101(f) would
be to reduce the number of sponsors with little overall impact on mortgage quality. As long as
the identity of the sponsor is attached to the pool I believe that should be sufficient for market
participants to distinguish, and price, across sponsors. 1 would suggest Section 101(f) be deleted

from the draft. I make this suggestion with full appreciation of the provisions of Section
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101(DH(3) on review and revocation of qualified status, which are in part indeed to reduce the

extent to which 101(f) would act as a barrier to entry.

One of the more important portions of Title I is the repeal of the credit risk retention
provisions of Dodd-Frank, contained in Section 102 of the discussion draft. [ believe this is one
of the more crucial provisions of the draft and strongly encourage its inclusion. Like all too
many provisions of Dodd-Frank the risk retention requirements were based upon a false premise,
that vartous market participants did not retain sufficient risk. The truth is much different. For
instance the bulk of losses to Fannie Mae and Freddie Mac are from their credit guarantees of
their MBS. If Fannie Mac and Freddie Mac had not retained that credit risk, and it instead
flowed to the holder of the MBS, the taxpayer, and the economy, would be far better off today.
The same holds with the various off-balance sheet entities used by the largest commercial and
investment banks. The primary problem with these special investment vehicles was that the
sponsoring bank did retain the risk, rather than truly transferring it. To summarize, one of the
problems of our existing securitization model is that too often it allows for securitization without
the actual transfer of risk. The appearance of securitization without the substance. Risk
becomes far harder to manage in our financial system when it is pieced out to various parties
rather than held by a single responsible party. If the Dodd-Frank risk retention provisions are

kept, we will end up creating a “tragedy of the commons” in the context of credit risk.

Sections 104, 105, 106, 107 and 108 appear to be reasonable reproductions of securities
law provisions that would be in place had Title I been placed under the authority of the SEC
rather than FHFA. Along with the remainder of Title I, I would suggest these provisions have a

sunset at which time Congress can consider whether such authorities should transfer to the SEC.
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Title Il — Transparency

While disclosure if often a good thing, it is possible to have too much of a good thing. In
order to minimize disruptions to the mortgage market and to allow some room for
expertmentation, Isuggest that all the provisions of Title II be limited to exempted securities as
defined under Section 101(b)(4) of the discussion draft. If instead the exemption for qualified
securities in Section 201{c) is retained, then I would suggest deleting Section 201. What
information is made available to market participants for “non-qualified” securities should be

driven by market conventions and not by statute.
Title Il — Ensuring the Rule of Law

Regarding Section 301, it is not clear from the draft whether these provisions would
apply to 1) all existing mortgages, 2) any new mortgage, or 3) mortgages in exempted securities
as defined in Section 101(b)(4) of the discussion draft. The language suggests to me that these
provisions would cover all existing and future residential mortgages. While the presence of a
second lien is undoubtedly a risk factor, Sections 301(a) and 301(b) would re-write existing
contracts, something which I believe is always and everywhere harmful and destructive to trust
in our markets. It should not matter whether such a “re-writing” benefits/harms the borrower or
the lender. I do not see the role of Congress as either remedying flaws in existing contracts,
which should be left to the Courts, or simply changing the terms of an agreed-upon contract to
benefit one party over another. Section 301(a) reads as little more than a forced transfer from
borrowers to servicers. Accordingly, I urge the Subcommittee to delete Sections 301(a) and

301(b) or to at least limit its application to future mortgages covered in Section 101(b)(4).
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Again recognizing that the securing of a junior lien will generally increase the default risk
of a senior lien, how that risk is handled should be left to negotiation by the contracting parties.
Current law (1 believe it is within the Garn-St.Germain Depository Institutions Act of 1982),
which prohibits the exercise of due-on-sale clauses in residential mortgages, should be repealed
so that borrowers and lenders are free to address this issue without having a solution forced upon

them.

To the extent that Section 301(c) prohibiting forced principal reductions is intended to
respect existing contracts and limit the ability of regulators to coerce modifications, [ believe that
section should remain. Language could be added allowing principal writedowns where both the
lender and the borrower agree and there is no involvement of the regulators. It is vital to the
integrity of our regulatory system that our financial regulators behave in a manner that is neutral
and arms-length. It should not the role of either Congress or our regulators to pick sides in

private disputes.

Regarding Section 302, there have clearly been substantial conflicts of interests when
servicers of a senior lien themselves are holders of a junior lien, however a blanket prohibition
on future junior interests by mortgage servicers [ believe is much too broad. There may well be
situations where a junior interest, held by the servicer, is beneficial to the junior and senior lien-
holders, as well as the borrower. At a minimum Section 302 should be limited to mortgages

covered by Section 101(b)(4).

Section 303 is a reasonable approach to both protecting the consumer and providing a
degree of legal certainty to originators. Section 303 should be retained largely as is. Ultimately

1 suggest the repeal of the entire Qualified Mortgage construct of Dodd-Frank. A re-working of
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the Truth-In-Lending Law, as badly needed as that is, however likely remains beyond the scope

of the discussion draft.

An exception I would make to re-visiting TILA-HOEPA at a later date is the Federal
Reserve’s 2008 changes to HOEPA. Besides having little, if any basis, in statute (I recognize
that has rarely stopped the Federal Reserve), the 2008 definitions of “higher cost” mortgage
mean with today’s interest rates any mortgage over 5.5%, quite low by historical standards, is
considered higher costs. Given both the reputational and legal risks that come with higher costs
mortgages, I believe the 2008 HOEPA changes have contributed to a drastic reduction in
mortgage availability to higher risk borrowers. In 2005, 22 percent of the market was “higher-
cost” according to HMDA data. By 2010 that share had fallen to 2.4 percent. Yes the housing
bubble and credit crisis would have shrunk that market, but by almost 90 percent? And yes,
many of those loans we do not want to come back, but many we do. At a minimum I would urge
Congress to investigate the effect of the 2008 HOEPA changes on mortgage availability. A

preferred approach would be to repeal those changes.

Role of the Rating Agencies - Repeal Dodd-Frank Section 939G

As much as I wish to see our capital markets less reliant on the credit rating agencies, it is
difficult for me to envision in the current environment a vibrant private label MBS market
without the use of rating agencies. As the Subcommuttee is well aware Dodd-Frank’s Section
939G has already had a tremendous negative impact on our capital markets, so much so that the
SEC has effectively voided the provision. This Section, 939G, repeals SEC rule 436(g), which
had exempted NRSROs from being deemed part of a security’s registration statement. Rule

436(g) had protected NRSROs from liability under Section 11 of the 1933 Securities Act. This
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protection actually increased the flow and quality of information received by investors by
encouraging the use of ratings in offering statements. Dodd-Frank’s repeal of Rule 436(g)
effectively shut down the new offerings market for asset-backed securities and corporate debt. It
was only the issuance of a “no-action” letter from the SEC to Ford Motor Credit Company that
allowed this market to function. However this no-action letter is temporary in effect leaving
considerable uncertainty as to how our debt markets will function in the absence of Rule 436(g),
at least until such time the markets evolve beyond the regular use of credit ratings. In order to
encourage a vibrant private label MBS market, Congress should consider not only repeal of
Section 939G but also placing the original exemptions contained in rule 436(g) into statute.
While of lesser importance the Committee should also consider repeal of Dodd-Frank’s Section

939B, the ban of the rating agency exemption from Regulation FD, covering “fair disclosure”.
Conclusions

Again I commend the Chairman for his efforts and thank all members of the
Subcommittee for their attention and consideration of my remarks. Quite frankly there should be
no higher priority for this Subcommittee than the reform of our broken mortgage finance system.
Continued delay adds to market uncertainty and hobbles the development of private market
solutions. Delay also adds to the increasing taxpayer cost of bailing out our mortgage finance
system. Whether in concern with other needed reforms, or alone, the discussion draft circulated
by the Chair merits consideration. Thank you and 1 look forward to your comments and

questions.

10
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INTRODUCTION & OVERVIEW

Chairman Garrett, Ranking Member Waters, distinguished members of the Subcommittee on Capital Markets and
Government Sponsored Enterprises: CorelLogic appreciates the opportunity to submit this testimony regarding
Congressman Garrett's proposed bill addressing our country's residential morigage securitization market, the Private
Mortgage Markel Invesiment Act (PMMIA).

Corclogic is a leading global provider of consumer, inancial, and property information, analytics and sesvices to
business and government. Our company combines public, contributory. and proprietary data to develop predictive
decision analytics and provide business services that bring insights to our customers in the residential mortgage
origination and servicing markets as well as other private sector instifutions and government. We support residential
mortgage trading, securitization, and investing through a variety of loan and securities performance databases, reporting,
analytics, and advisory services.!

CoreLogic supports the return of robust loan origination, servicing, trading. and securitization markets for the over one
million users that rely on Corelogic to assess risk, support underwriting, make investment and marketing decisions,
prevent fraud, and improve their business performance. Many of our customers have been severely hurt by the lack of
liuidity that has pervaded the non-agency residential mortgage backed securities market for several years.

Below we highlight some of the challenges now facing the U.S. housing market and review specific provisions in the
discussion draft of the bill. We are hoping that this legislation will align the many consumer, lender, investor, and
regulatory inferests that colleciively can lead a recovery of the securitization market. Clearly. something must be done
to alleviate the extraordinary pain that has been inflicted across the U.S. housing sector, We believe that investiment of
private capital through the return of rational mortgage securtitization can play a significant role.

. U.S. Housing Market Issues Continue

U.S. economic growth remains fragile but positive. Most economists believe the risk of a double-dip recession has faded
from the heights reached this past summer. While the economy seems to have avoided stalling all together, growth is not
yet strong encugh to drive job growth and reduce unemployment substantially.  Private sector jobs are being created but
fiscally constrained state and local governmenis are shrinking thejr labor forces. Additionally, participation in the labor
market is falling as job seekers give up, one of the main reasons for this November's decline in the unemployment rate.
Recovering from the economic recession ignited by the financial crisis is proving to be very challenging.

Because of excess capacity in the labor market, income growth will struggle for some time, yet it is hard to see house
prices rising in the long run without income growth driving it. The housing market is beset by headwinds. Specifically,
the persistence of negative equity and the shadow inventory are lkely to drag down any gains in housing for a number
of years to come. The shadow inventory is currently 1.6 million units--five months” supply--down 16% from a year ago,
primarily due to the declining rate of serious delinquencies. The distressed assets in the inventory will take some time

to move through disposition. Almost half the shadow inventory is delinquent but not vet foreclosed and the foreclosure
process and timeline can vary dramatically {rom state to state. For example, while California and Florida have shared
similar home price appreciation and depreciation paths over the past 10 years, California. a non-jndicial foreclosure
state, and Florida, a judicial foreclosure state, are having very different experiences with their stock of distressed assets.
The California foreclosure inventory is currently 2.5% of all active loans, down 18% from a year ago--12 months’ supply
given the prevailing pace of REQ sales in California. The Florida foreclosure inventory is currently 12% of all active loans,
unchanged from a year ago--61 months supply given the prevailing pace of REO sales in Florida, The housing market
benefits in the short run from the slow pace of asset disposition, bui in the long run the impact of continuing distressed
asset sale discounts will be a persistent negative influence.

1 Corelogic, Inc. {NYSE: CLGX; www.corelogic.com). Our information resources include:

Property-specific data covering 99% of LS. residential properties;
Over 93 milfion martgage applications;
87% of mortgage loan servicing performance information;

Over 700 milfian historical {real property and mortgage} transaction records;
We believe we own the nation’s largest contributory mortgage fraud database; and

.
+

‘.

+ 97% of foan-fevel, non-agency mortgage-backed securities;

.

N

¢ More than 88% of the nation’s property parcels digitally mapped.

sed written permission,
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Negative equity--22% of all mortgage households in Q3; 10.7 million households--is down from 23% in Q2 but its
decline is primarily due to foreclosures rather than house price gains. More than 6 million underwater borrowers have
no junior liens, a sign of less leveraging behavior on the part of borrowers. More than half of all underwater households
are in only five states (Nevada, Arizona, Florida, Michigan, or Georgia). At the current vate of decline, negative equity
will persist and remain a market factor for years to come, with average underwater borrowers taking more than 10 years
in some markets to regain positive equily. Furthermore--22 million households--approaching half of all mortgage
households, have either insufficient or negative equity {defined as greater than 80% current CLTV) and many are paying
above-market interest rates. The availability of credit to these individuals is limited both by insufficient equity and by
the smaller set of mortgage financing providers. Apart from the GSE's and FHA, very little mortgage lending is now being
done. If borrowers do not fit GSE or FHA underwriting criteria, they are unlikely to receive reasonably priced financing.
Restricted access to credit perpetuates the significant risk of future default and curtails current consumption.

While most analyses of HARFP2 suggest it will facilitate between one million and two million additional refinancing
opportunities over the next two years that otherwise would not occur (and provide discretionary income for borrowers),
the program will not significanily reduce negative equity or help those already in distress. Instead, it will facilitate
consumption expenditures that will be welcomed by industries associated with mortgage originations and local
economies where incremental consumption occurs.

Housing is a durable good and therefore purchase decisions can be timed and substitution products found (rental
housing). with decisions strongly influenced by sentiment. Demand is low for all the reasons stated above and because of
deflationary expectations and a lack of economic certainty. House prices are declining again, down 3.9% yearoveryear as
of this October. Excluding distressed, REQ and short sales, prices are only down 0.5% year-over-year as of October. But
the non-distressed segment of the housing market is fairing much better than the disiressed segment. Overall, prices are
not expected to refurn to positive yearoveryear growth rates until 2013.

No one single policy or prescription can heal the housing market. Economic certainty, job security in particular, is
critical to the future success of the housing market. While principal reductions can quickly reduce negative equity, doing
so increases moral hazard risk—as recognized by Congressman Garrett’s bill leaving that option to the private sector

and not permitting regulators to force mortgage principal write-downs. However, other efforts can play significant

roles. Standardizing foreclosure processes would improve servicer efficiency, speed up distressed asset resolution, reduce
shadow inventory, and provide greater certainty and benefit to investors and borrowers. In addition, regulation promoting
consistent loan underwriting, standardization of legal documentation. and transparency is critical to the future allocation
of capital to efficiently finance mortgage assets.

il. Enhancing Private Solutions to Address Public Issues: The Need for the Return of Private-Label
Mortgage-Backed Securitization

Alleviating the housing crisis and revitalizing the market will require a series of integrated solutions across origination,
servicing, and risk management programs for residential mortgages. As a result, over the last several years, market
participants have offered best practice and regulatory solutions {o resolve the current predicament and enable a liquid,
functioning market for newly originated mortgages, but with limited success. In our view, what has been missing so

far is what PMMIA identifies as crucial: uniformity of underwriting standards and securitized assets, standardization of
securitization processes, and granular, loan-level understanding of the credit risks associated with whole loan portfolios
and residential mortgage-backed securitizations (RMBS).

We believe unequivocally that securitization is critical to the U.S. economy, as it can efficiently allocate private capital.
This is true whether the assets securitized are consumerbased (credit cards, student loans, auto loans, et al), commercial
in nature {e.g.. equipment leases, small business loans), or real estate-based. However, there is no market that needs this
financial solution more than the residential mortgage market. The importance of private capital to the RMBS market
cannot be overstated-—we have witnessed the impact of disruption in mortgage credit available to the consumer and the
continued pressure it brings to bear on the housing market. We feel strongly that the illiquidity of the new-issue, private-
label RMBS market is a significant reason for the difficult economic and housing situation confronting cur country today.

201 CoreLog

Proprist; ficdential, Tris material may not be reproduced in any form without expressed written permission,
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Il Promoting Transparency Through PMMIA: Encouraging Private Solutions Available Today

The return of private capital to the residential mortgage market hinges on the return of liguidity—the free flowing
exchange of financial resources between RMBS issuers and investors. Liquidity, in turn, depends on at least four
elements:

> Trust in what is being offered;

> Understanding of what the product or investment contains;

» Sufficient information to enable agreement on a risk-adjusted price; and
> Monitoring of the investment or purchase

Fortunately, commercial solutions are readily available today that can facilitate each of the above requirements,
corresponding to the ultimate goals of standardization and transparency as outlined in Congressman Garrett's legislation.

Priot to the collapse of our privately-financed real estate system, one of the greatest failures (particularly with sub-prime
and "All. A” securities) was the mistaken belief that an upfront outlay for loan diligence was not worth the cost; that an
ever-rising house price market would offset any deficiencies in the loan underwriting process.

Clearly, that approach did not work. 1t has already resulted in billions of dollars in securities losses and is a major
cause of Jow investor confidence. Re-establishing market conviction is crucial and can be achieved only if investors are
empowered with the necessary data and analytics to measure credit risk and perform due diligence--trust but verify,
Consequently, we support Congressman Garretl's calt for disclosure of “pertinent” loan-level information like boreower
income and credit scores (with appropriate privacy safeguards) as well as property valuations.

V. Empowering and Enabling Investors Through Life-of-Loan Transparency

Though it will apparently take federal legislation to push the private label market toward greater transparency, we are
convinced that market participants can independently follow PMMIA's proposed directives in crafting cost-efficient
strategies that employ currently available data and analytics. In fact, we have already witnessed a return to basic risk
management approaches that inclade:

» Property valuations through the use of automated valuation models (AVM's) and comprehensive Home Price Indices
(HPY)

+ Assessments of borrower willingness and capacity to pay through comprehensive, scientifically-based scoring
techniques

> Measurements of security performance trends by modeling loan-level expected cash flows supporting RMBS
transactions, rather than pool level approaches that proved outdated and inaccurate

» Forensic reviews of representations and warranties in whole loan sales and RMBS transactions-—retrospectively
identifying potential breaches, particularly with respect to significant credit factors such as occupancy and loan-to-
value (ITV)".

We are encouraged by those investors who are engaging in this “new diligence” approach to whole loan and securities
investing. Data, analytics. and advisory service providers are delivering continuously refreshed information on an
expedited basis to investors. residential mortgage originators and servicers who are actively deploying these tools before
and after the closing of a loan. In addition to improving credit risk management, this can positively impact financial
reporting, as balance sheet and income statements can accurately reflect the credit status and expected performance of
loans and securities.

2 For a discussion of these and refated trends, see “Nevigating the New Secondary Residentiat Mortgage Market,” (CoreLogic May 2011 Whitepaper), available at corelogic.com.
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The securitization industry will directly benefit as investors and rating agencies employ this updated information to
execute more accurate valuation and pricing assessments. The savings from active surveillance of securities at the loan
level--and the understanding of bond cash flows that result--can be significant.’ Advances in modeling, computer, and
analvtical power have made such benefits far more tangible, realizable and economically efficient today than they were at
the start of the RMBS crisis just a few years ago.

Indeed, had RMBS transaction patticipants employed even a few of the then-available diligence tools at the time of
securitization, we believe substantial losses conld have been avoided. For example, a recent study examining the non-
agency RMBS market suggested that nearly 45% of loans in a benchmark sub-prime securities index {consisting of
20 transactions containing over 150,000 loans) overstated property values by at least 10%. Further, nearly 30% of
properties listed as owneroccupied demonstrated potentially inconsistent representations. The study concluded that
credit losses were higher on loans with likely deficiencies than those without!

Data and analytics providers to the securitization industry are more actively making comprehensive information available
than ever before. These analytics can uncover deficiencies at the time of origination or securitization, as well as during
the life of a loan and the security within which it resides. With gains in technology and the incorporation of scientifically
validated methodologies, security holders can now, in seconds, more accurately gauge the estimated, cumulative LTV of

a mortgage in an RMBS pool through automated valuation and tools that aggregate all outstanding liens associated with
the subject property.

These assessments provide investors with powerful, loan-level, risk management insight that offers sure guidance

to independent pricing decisions for RMBS bonds. This comprehensive information can help define the standard
underwriting criteria as outlined in PMMIA, as well as drive private-market credit risk scaling, without undermining the
legislation’s intent.

V. RMBS issuers: Private Market Incentives Align with Transparency Needs of investors

As currently drafted, PMMIA recognizes that issuer risk retention provisions (such as the 5% threshold under the Dodd-
Frank Act) may make private-label securitization uneconomic. On the other hand, many market participants want
issuers of private-label RMBS to have “skin in the game’, ensuring that loans supporting securities have been prudently
underwritten.

We would hope that a consensus solution can be reached that incorporates the posilive impact that data and analytics
can contribute. Indeed, the power of the data sets currently available to all market participants has increased the
importance of issuesrprovided representations and warranties in RMBS offering documents and agreements. That third
parties and investors can now easily, affordably. and independently assess the accuracy of issuer-provided information
ensures issuer ‘reps and warrants” have more teeth because they can be more actively monitored and enforced. This, in
turn, forces RMBS issuers to have more skin in the game as the risk of deficient loans and securities being “put back” to
them increases.

The ongoing pricing power of the marketplace can also force issuers to have more of their own capital tied to the
performance of RMBS transactions they issue, Investors who employ dynamic diligence and surveillance will quickly
recognize shortcomings in an RMBS issuer’s disclosures of what is contained in the underlying loan portfolio, affirming
the elements of truth and understanding through sufficient information and monitoring as highlighted above.
Consequently, those investors can drive up the interest rates paid by issuers, impacting that issuer over the life of the
transaction and subsequent deals they offer to the markel.

3 See "How Loan-Level tnsight Can Lead the Way to Resolving the RMBS Crisis,” The Journal of Structured Finance, [Brendan J. Keane, Fall 2031, Vol. 17, No.3), available at
wwwiiist.com.

4 Corelogic Case Study, January 2011; as updated with data through June 30, 2011 {unpublished) and referenced in The fournal of Structured Finonce {Keane, Fall 2011, Vol. 17,
No.3} www.iljsf.com.

= 207 Corelogic, Inc. 4
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Vi, Private Solutions for What Continues to be a Public Problem

We believe that the tools necessary to assess, measure and execute transactions based on residential mortgage risk are
abundantly available today throughout the industry. We further believe that that the lessons learned from the recent
crisis will resonate for years to come, with cautious investors determining what information they will require to make
investment decisions. To restore a truly private RMBS marketplace, laws and regulations should act as guideposts for
standardization, uniformity and legal clarity, while leaving decision makers free to choose from market-created risk
alternatives and privately-available sources of information to make their own informed investments.

The development of new and improved data and analytics tools to provide that information has come through significant
private enterprise investment. Having improved through multiple generations, these tools maximize public domain
availability. granular transparency, comprehensive data depth, and cost-efficient availability. Similar governmental
initiatives introduced now or in the future would be unnecessarily burdensome and redundant, direcling resources away
from rapidly advancing private enterprise risk management efforts to improve transparency across the RMBS and capital
markets. We support Congressman Garrett’'s PMMIA as currently proposed--and subsequently refined--to the extent that
it does not call for any such additional governmental action.

CONCLUSION

Along with other stakeholders in the residential mortgage and securitization markets, CoreLogic is thankful to
Congressman Garrett for his efforts in promoting rational securitization practices through his introduction of the
Private Mortgage Market Investment Act. As a provider of the transparency-based information that PMMIA calls for, we
are encouraged by the recognition of how data and analytics can help lead the way toward the restoration of a liquid
residential mortgage-backed securities market, one driven by the investment and ingenuity of private enterprise o
resolve public challenges such as those facing our country's residential mortgage finance system.

L e,
d confidential, This material may not be reproduced in any form without expressed written permission,
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Introduction

Chairman Garrett, Ranking Member Waters, and distinguished members of the Subcommittee, thank you
for the opportunity for the Association of Mortgage Investors (AMI) to testify today. Our comments will
focus on issues and concepts relating to the present draft legislative proposal, the “Private Mortgage

Market Investment Act,” and how its provisions impact the critically important topic of returning private

capital to the U.S. mortgage market and restoring our markets.

The Association of Mortgage Investors (AMI) commends you and your House colleagues for your
leadership in pursuing responsible and effective oversight and vigilance to enhance the health and
effectiveness of the U.S. financial markets, and in particular, the U.S. housing finance system.
Facilitating future investor demand in the mortgage market will require addressing a number of current
market problems which are presently obstacles for private capital returning to the securitization space. As
AMI has previously testified, the current mortgage investors suffer from a number of problems in the
securitization space including:
* Market opacity, an asymmetry of information, and a thorough lack of transparency;
e Poor underwriting standards;
* A lack of standardization and uniformity concerning the transaction documents;
* Numerous conflicts-of-interest among servicers and their affiliates;
s Antiquated, defective, and improper mortgage servicing practices; and,
s Investors lack effective legal remedies for violations of RMBS contractual obligations and other
rights arising under state and federal law.
Accordingly, we commend Chairman Garrett and your colleagues for acknowledging these issues
facing investors and our public institution partners and your efforts toward developing a solution. While

we do not presently take an association position on the current draft, this proposal is an important step
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forward and fosters a healthy discussion of key issues and concepts. In light of the following testimony
regarding problems obstructing the reemergence of private capital returning to the U.S. mortgage market,

we would like to work with you and your colleagues in perfecting the legislation as it moves forward.

I Background
The AMI was formed to become the primary trade association representing investors in mortgage-backed
securities (MBS), along with life insurance companies, state pension and retirement systers, university
endowments, and pension funds. It has developed a set of policy priorities that we believe can contribute
to achieving this goal. It was founded to play a primary role in the analysis, development, and
implementation of mortgage and housing policy that keep homeowners in their homes and provide a
sound framework that promotes continued home purchasing. In practice, only three sources of
residential mortgage capital exist in the United States: (1) the bank balance sheets- which are arguably
stressed and by themselves are not enough to support a mortgage market of the size that U.S. homeowners
have come to rely on; (2) the government (Fannie Mae, Freddie Mac, FHA); and, finally, (3)

securitization, which is effectively shutdown for the reasons described herein.

At its height, today’s U.S. mortgage market consisted of approximately $11 trillion in outstanding
mortgages. Of that $11 trillion, approximately one-half -- $5.4 trillion -- are held on the books of the
GSEs as agency mortgage-backed securities (issued by one of the agencies) or in whole loan form.
Another $4.0 trillion are on the bank balance sheets as whole loans or securities in their portfolios, of
which $1 trillion are second liens (i.e., home equity loans/lines of credit or closed end second
mortgages).! Of the $1.1 trillion outstanding second mortgages, only 3.7% of the total (or $41 billion) is

held by private investors in securitized form. The remaining $1.2 trillion in first lien mortgages reside in

! Observers note that while PLS represents approximately 12.8 percent of the first lien market, they
represent 40% of the loans that are currently 60+ days delinquent.
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private label mortgage-backed securities (MBS). AMI’s members hold a significant proportion of these

investments; AMI members have approximatety $300 billion of assets under management.

Investors seek the government’s development of enhanced structures, standards, and safeguards. These
will promote the certainty, transparency, uniformity, enforcement, recourse, and other criteria that will
contribute to improving the functioning of capital markets for all investment asset classes, especially
those pertaining to a necessity of life, namely housing. Your work will contribute to helping to keep
Americans in their homes, making credit available, and the development of effective tools against the

foreclosure crisis.

Mortgage investors share your frustration with the slow restoration of the housing market, relief for
homeowners, and finally offering the capital markets and homeowners that are truly in need meaningful
and permanent relief. In fact, the markets for Residential Mortgage Backed Securities (RMBS)
securitization have virtually ground to a halt since the financial crisis for reasons that we will enumerate.’
We are hopeful that meaningful solutions can be implemented more quickly, and we believe that our
interests are aligned with responsible homeowners. As difficult as it may be to believe, many of the most
sophisticated investors were as victimized and abused by the servicers and their affiliates as were many
consumers. Investors are essential in order to rebuild the private mortgage market. However, investors
and their private capital will only return to a market which is transparent, has non-conflicted stakeholders,

and the protection of contract law.

2 The exceptions are three recent securitizations by Redwood Trust.
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a. The Role of Mortgage Investors in the Marketplace
Mortgage investors, through securitization, have for decades contributed to the affordability of housing,
making credit more inexpensive, and making other benefits available to consumers. Today, however,
mortgage investors face enormous challenges in the capital markets due to opacity, an asymmetry of
information, poor underwriting, conflicts-of -interests by key parties in the securitization process, as well
as, the inability to enforce rights arising under contracts, securities and other laws. This list is by no
means intended to be exhaustive. Accordingly, investors, average Americans, and the U.S. economy at-

large are harmed.

b. The History and Rise of MBS Securitization
It is important to note that securitization as a mortgage finance tool has been instrumental in reducing
housing costs and helping citizens achieve the American dream of homeownership. In the 1970s, the
mortgage finance industry was in its infancy. In fact, then the market consisted solely of two products —
those backed by Ginnie Mae and Freddic Mac. The advent of the mortgage-backed securities market
resulted in de-regionalizing or nationalizing real estate investment risk, increasing liquidity to mortgage
originators, and lowering barriers to home ownership. Securitization was a key factor in improving
regional real estate markets. New York State is a case in point. In the 1970s, most New York
depositories were flush with cash but had a hard interest rate limit on mortgages. The result was a flow of
California mortgages to New York and a flow of dollars to California. New York was an unattractive and
non-competitive local market.  With securitization, the New York market, as well as other markets
became national markets; and hence, mortgage funds were more readily available. Since the 1970s,

mortgage-backed securities have increased lending levels, with even state housing agencies benefiting
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from the mortgage-backed securities’ structuring techniques. The benefits of securitization are widely

3
known.

II. Mortgage Investors’ Interests Align with Responsible Borrowers
Mortgage investors are aligned with both homeowners and the government in our shared goals of keeping
responsible Americans in their homes and rebuilding and maintaining a vibrant real estate market. In
fact, the maintenance of a healthy securitization market is a vital source of access to private capital for
mortgages as well as autos and credit cards. Moreover, an efficient securitization market provides more
and cheaper capital to originators, which allows them to issue more loans to additional qualified
borrowers. The use of mortgage-backed securities equitably distributes risk in the mortgage finance
industry, and prevents a build-up of specific geographic risk. These features, and many others, are those

of a market which makes access to capital cheaper and thus spurs more mortgage lending.

Mortgage investors seek effective, long-term sustainable solutions for responsible homeowners seeking to
stay in their homes. We are pleased to report that mortgage investors, primarily the first lien holders, do
not object to modifications as part of a solution. We strive for additional remedies to assist homeowners.
Likewise, if a borrower speculating in the housing market, engaging in a strategic default or paying only
their second lien mortgages, then they should not be eligible for receiving subsidized first lien interest
rates. Potential structural changes that should be examined include: full recourse, blockage of interest
payments on second lien debt if the first lien is in default, prohibitions on the second lien debt above a

specified loan-to-value (LTV).

s See e.g., Securitization and Federal Regulation of Mortgages for Safety and Soundness, CRS REPORT FOR
CONGRESS at 2 (RS-22722, Oct. 21, 2008). (“This securitization of mortgages increased the supply of funds
available for mortgage lending).

6
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Those “private label” (non-Federal agency) securities are put together by a variety of entities (e.g.,
investment banks) that pool the mortgages into a trust. The trust is built around a document called a
Pooling and Servicing Agreement (PSA) that provides investors the rights and protections relating to the
mortgages that make up the securitization and the terms and duties that are owed to the investors by the
trustee of the security and the servicer of the individual mortgages. Within this Agreement, numerous
representations and warranties exist regarding the quality of the mortgages that are included in the trust
and the lending practices that were followed in the mortgage origination process. It is imsportant to note
that, historically, investment in these mortgage products have been attractive, in part, because they are
governed by binding contracts that lend the stability and to the predictability investors desire. Like any
purchaser, investors expected the sellers of mortgage securities (which were often large banks) to stand
behind their promises. Similarly, the GSEs, the Federal Reserve Bank of New York, and others confront
the same challenges. Unfortunately, this critical component of mortgage securities market has broken

down, harming mortgage investors including state pension and retirement systems.

With a restored, vital and healthy securities market, we will be able to attract more private capital into
mortgage investrnents and, in turn, provide more affordable mortgages for potential qualified home

buyers.

a. Problems Arising from Improper Servicing

As Congress reviews this area and considers solutions for enhancing securitization, it may wish to
review solutions across all asset classes. We wish to highlight that the housing space and MBS have been
devastated by the practices and events of the last few years. Accordingly, we urge lawmakers that it is
necessary to treat MBS separately from other asset classes in an effort to restore the U.S. housing sector
and help American families pursue home ownership. The problems impacting investors by the

malfeasance of servicers and their affiliates are numerous. We wish to highlight the following points:
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* Many Servicers are Conflicted; They May not be Servicing Mortgages Properly. Very often

they are harming the interests of both investors’ and homeowners” interests. This has a negative

impact on private investor demand for mortgages and limits housing opportunities;*

¢ Originators and Issuers May not be Honoring their Contractual Representations about what

they sold into securitizations. The past is prologue and there are no assurances that they will not

repeat these practices in the future; and,

e The Market in General Lacks Sufficient Tools for First Lien Mortgage Holders, such as:

recourse to the homeowner on a uniform, national basis (to avoid strategic defaults) and efficient
ways to dismiss the 2™ lien (to allow for more effective workouts with the homeowner on the first

lien).

4 An example of this conflict is as follows. Consider the case when the servicer and the master servicer are
the same entity. In such a case, a Jack of effective oversight exists when the enforcement entity is owned by the
same parent as the servicer. For example, in certain deals the Master Servicer has “default oversight” over the
servicer therefore certain loss mitigation cannot be accomplished. Hence certain critics observe that when both are
owned by the same parent entity, with the identical priorities and culture, no effective oversight is possible.
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b. The Failure of RMBS Trustees in the Securitization Process
AMI and its members have experienced first-hand how the insufficient legal protections and
failure of protecting investors’ rights have harmed the public institutions with which we partner (e.g.,
unions and pension funds) and caused private capital to leave mortgage investing. The most serious
problems surround the role of the securitization trust (RMBS) Trustee failing to undertake the duties

required by the common law and its contractual obligations pursuant to a PSA.

RMBS Trustees have certain important duties with respect to the Trusts they oversee — duties that
are critical to preserving the core contractual rights afforded to investors under the relevant PSAs. These
include (i) ascertaining pertinent facts regarding the underlying collateral and notifying all parties upon
discovery of a breach of any party’s obligations; (ii) providing investors with reasonable access to
information regarding their investments; and, (iii) remedying servicer Events of Default and enforcing the
cure, substitution, or repurchase of loans that breach representations and warranties. The following
constitutes evidence that the parties to RMBS Trust agreements are engaging in substantial breaches of
their contractual obligations, and notice that such breaches have gone largely unaddressed by RMBS

Trustees. These examples are divided into two sections:

1. Evidence of the egregious underwriting deficiencies that have been discovered across residential
mortgage securitizations issued in the years leading up to the 2008 financial crisis; and,
2. Evidence of servicer breaches of their obligations to service loans in RMBS Trusts in compliance
with their servicing agreements and the best interests of Certificateholders.
Given the evidence detailed herein, AMI considers the Trustee to be on notice of serious threats to the
assets and contractual rights underlying its RMBS Trusts.
i.  Breaches of Representations and Warranties
The sale of loans into RMBS Trusts is typically governed by mortgage loan purchase agreements,

which contain representations (“reps”) and warranties made by the seller regarding the quality,

underwriting process, payment history, and other fundamental characteristics of each loan. These reps
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and warranties were incorporated into the PSAs for the benefit of the Certificateholders. Pursuant to most
PSAs, the seller must cure, substitute, or repurchase any loan that is found to contain a breach of reps and
warranties that materially and adversely affects the value of the loan or Certificateholders’ interest
therein. The Trustee has an obligation to provide access to loan files, deal documents, and other pertinent
information to investors upon receiving a request pursuant to the relevant terms of the PSA. Further,
upon discovering or being notified of any such breach, it is the Trustee’s duty under most PSAs to notify
the responsible party and to “undertake commercially reasonable efforts to enforce the obligations” of the

responsible party to cure, substitute, or repurchase such defective loans.

1t is these important contractual provisions that provided investors with comfort regarding the
quality of the foans that would serve as the collateral for their investments in RMBS. While investors
were prepared to accept certain risk with respect to this collateral—these reps and warranties constituted
investors’ fundamental protection against the risk of misrepresentation, fraud, and abject underwriting
failures in the underlying mortgage loans—risks that were entirely within the control of the originators
and sellers of these loans. For this reason, the following evidence regarding pervasive breaches of reps

and warranties, and the Trustees’ failure to enforce the same, is particularly troubling.

The following findings are but a few examples of the egregious underwriting deficiencies that
have been discovered across RMBS pools from the years leading up to the 2008 financial crisis. In April
2011, the United States Senate Permanent Subcommittee on Investigations released a bipartisan report
detailing the findings of its two-year investigation into the causes of the crisis.” The Senate
Subcommittee focused on Washington Mutual Bank (“WaMu™) as a case study of lender conduct during

this time, and concluded that WaMu had engaged extensively in improper loan underwriting practices,

5 “Wall Street and the Financial Crisis: Anatomy of a Financial Collapse,” United States Senate Permanent
Subcommittee on Investigations, April 13, 2011, available ar
http://hsgac.senate.gov/public/_files/Financial_Crisis/FinancialCrisisReport.pdf.

10
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including steering borrowers into riskier loans than those they could afford; failing to verify borrower
income or enforce compliance with its own underwriting guidelines; authorizing loans with multiple
layers of risk, underwriting exceptions, and/or erroneous or fraudulent borrower information; and
incentivizing loan personnel to quickly generate large volumes of higher risk loans without regard for
Joan quality.® The Senate Subcommittee concluded that,

unacceptable lending and securitization practices were not restricted to Washington

Mutual, but were present at a host of financial institutions that originated, sold, and

securitized billions of dollars in high risk, poor quality home loans that inundated U.S.

Sfinancial markets... These lenders were not the victims of the financial crisis; the high risk
loans they issued were the fuel that ignited the financial crisis.”

Consistent with these findings, several bond insurers have reported discovering widespread
breaches of reps and warranties in RMBS loan pools from the years leading up to the financial crisis. Ina
review of approximately 15,500 defaulted first lien loans and 37,500 defaulted second lien loans, Assured
Guaranty found that 14,500 (93%) and 33,100 (88%), respectively, breached reps and warranties.®
Ambac Assurance Corp. conducted a review of 6,309 loans securitized by Bear Stearns and found that
5,724 (91%) breached reps and warranties; Ambac reports that out of the loans found to have breaches,
Bear Stearns has agreed to date to repurchase only 52 (less than 1%), and has in fact not repurchased a
single one.” Tn separate lawsuits against Countrywide and Bank of America, MBIA Insurance Corp.

reports having found that nearly 90%'® and approximately 91%" of the defaulted or delinquent loans in

Countrywide securitizations show material discrepancies from Countrywide’s reps and warranties.

id at3.
"1d. at 4.
8 Assured Guaranty Ltd., Annual Report (Form 10-K), at 105 (March 1, 2011).

* Ambac Assurance Corp. v. EMC, et al., Case No. 08-CV-9464 (S.D.N.Y. 2008) (First Amended
Complaint 128).

¥ MBIA Ins. Corp. v. Countrywide Home Loans, et al., Case No. 08602825 (N.Y. Sup. Ct. 2008)
{Complaint 159).

11
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Other findings from across the industry suggest extensive underwriting deficiencies throughout
RMBS Trusts. In 2007, Fitch Ratings conducted a review of subprime underwriting practices, in which it
found that,

[iln many instances, misrepresentations and altered documentation are evident in the

physical files... Often, loans containing misrepresentations have multiple problems that

can be detected through a strong validation and reverification process.”
In particular, Fitch analyzed 45 loans with early payment defaults and found the results “disconcerting at
best, as there was the appearance of fraud or misrepresentation in almost every file.” In 2009, the Federal
Home Loan Banks conducted a study of subprime and Alt-A loans in which they found that 54.5% of
2007-vintage loans, 49.1% of 2006-vintage loans, and 43.2% of 2005-vintage loans were eligible for
repurchase based on breaches of reps and warranties.”® Due diligence or forensic loan auditing firms have
noted similar findings, with the Barrent Group reporting that 69.9% of Alt-A loans reviewed from the
2006-07 period contained breaches of the underwriting guidelines while Recoveo Management, LLC has

found that over haif of the several thousand loans reviewed from the 2006-07 period contained material

breaches of reps and warranties.

As the holder of the Trust fund for the benefit of Certificateholders, the Trustee has a duty under

most PSAs to exercise reasonable care in “ascertaining the pertinent facts.” As the Custodian of the

' MBIA Ins. Corp. v. Bank of America Corp., et al., Case No. BC417572 (Cal. Super. Ct. 2009) (Complaint
180)

2 M. Diane Pendley, et al., “The Impact of Poor Underwriting Practices and Fraud in Subprime RMBS
Performance,” Fitch Ratings US Residential Morigage Special Report, Nov. 28, 2007, at 4-6, available at
http://www.mortgagebankers.org/files/News/InternalResource/58467_ThelmpactofPoorUnderwritingPracticesandFr
audinSubprimeRMBSPerformance.pdf.

' Chris Gamaitoni, Jason Stewart and Mike Turner, “Mortgage Repurchases Part II: Private Label RMBS
Investors Take Aim - Quantifying the Risks, ” Compass Point Research & Trading, August 17, 2010, available at
http://api.ning.com/files/fiCV ZyzNTkoAzUdzhS WY NuHv33*Ur5ZYBh3S08z0*phy T79SFi0TOpPG 7kIHe3h8RX
KKyphNZgqytZrXQKbMxv4R3F6IN5d1/36431113MortgageFinanceRepurchasesPrivateLabel08172010.pdf.

12
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relevant trust documents and loan files in many deals, or the as the party with the authority to direct the
Custodian, the Trustee has an obligation to provide investors with reasonable access rights to information
regarding their investments. The Trustee also has a duty to enforce the cure, substitution, and repurchase
obligations of the parties to the PSA within the prescribed cure period when it becomes aware or should
become aware of a material breach of reps and warranties. Pursuant to these contractual provisions, the
repurchase price for any loans repurchased should include amounts for accrued interest and advances, and
such repurchase amounts should be included in the remit provided to investors (requirements with which
investors are seeing inconsistent compliance, at best). The Trustee may incur liability should it fail to
comply with these duties, or act in a negligent manner in carrying out these duties. Given the significant
evidence that material breaches are prevalent within RMBS Trusts, and that Trustees have rarely
exercised their duties to ascertain these facts or enforce repurchase obligations, these liabilities are

potentially extensive.

ii. Servicing Breaches

The conduct of mortgage servicers is governed by servicing agreements, which require these
entities to service securitized mortgage loans in the best interests of the ultimate Certificateholders.
However, many of the largest servicers are affiliates of the lenders that originated the loans at issue.
These prior origination activities have created significant conflicts of interest for mortgage servicers,
encouraging them to enrich their own interests over those of the Certificatcholders they are contractually
obligated to protect. For example, where a servicer controls the servicing for a borrower’s first and
second lien loans, but only owns the second lien, this creates conflicts that encourage the servicer to
maximize the value of the second lien at the expense of the first. A study published by the National
Bureau of Economic Research found that a modification program implemented by Countrywide Financial
Corporation as part of settlement with state Attorneys General resulted in a substantial increase in

voluntary or “strategic” defaults by borrowers on first lien loans, without a corresponding increase in

13
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strategic defaults on second lien loans."* As Countrywide no longer owns 88% of the first liens at issue,
but holds a large majority of the second liens," these findings suggest that Countrywide is encouraging
delinquent borrowers to pay second liens in lieu of first liens, thereby protecting its interests at the
expense of the interests of investors.

These conflicts and others have led to widespread servicer breaches of their obligations to service
loans in RMBS Trusts in the interests of the ultimate Certificateholders. The following are just some

examples of these breaches.

iii. Failure to Report Rep and Warranty Breaches

When servicers discover any material breach of a loan seller’s reps and warranties, they are obligated
by most PSAs to “give prompt notice thereof to the other parties.” Servicers are also in the best position
to determine whether there has been any such breaches because they regularly (i) interact with borrowers
in collecting loan payments and are privy to borrower statements that may contradict information in their
loan files; (ii) conduct in-depth reviews of loan files in the course of evaluating potential loan
modifications; and, (iii) are put on notice of potential breaches by bond insurer and investor lawsuits, such
as those discussed in this letter. Nevertheless, servicers have failed to give notice to Trustees or investors
of any breaches, primarily because the servicers, as affiliates of the loan originators and/or sellers, would

often be the ones required to buy back any deficient loans.'® This conflict of interest has led to the failure

' Chris Mayer, Ed Morrison, Tomasz Piskorski, and Arpit Gupta, “Mortgage Modification and Strategic
Behavior: Evidence from a Legal Settlement with Countrywide,” National Bureau of Economic Research, Working
Paper No. 17065, May 9, 2011, available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1836451.

!5 Alex Ulam, “The Bank of America Mortgage Settlement Fiasco,” The Nation, October 13, 2010,
http://www.thenation.com/article/155380/bank-america-mortgage-settiement-fiasco?page=0,1.

'€ See, e.g, Letter from Kathy Patrick to Countrywide Home Loans Servicing and Bank of New York,
October 18, 2010, available at http://www.businessinsider.com/bondholers-letter-to-bank-of-america--over-
countrywide-loans-2010-10; Deutsche Bank National Trust Co. v. FDIC, et al., 09-CV-1656-RMC (D.C.D.C. 2009)
(Complaint §82); Laurie Goodman, Roger Ashworth, Brian Landy, and Liclan Yang, “The Elephant in the Room—
Conflicts of Interest in Residential Mortgage Securitizations”, Amherst Morigage Insight, at 15, May 20, 2010 (only
37% of early payment defaults have been repurchased out of the trust).

14
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by servicers to report findings of clear fraud and misrepresentation relating to mortgage loans held in

securitization."”

This conflict is illustrated by the discrepancy between the manner in which servicers handle loans
in their own portfolios and the manner in which they service loans on behalf of investors or Government
Sponsored Enterprises (“GSEs™). For example, the OCC and OTS issued a Mortgage Metrics Report for
the third quarter of 2009 that found that, “{sJervicers continue to modify more loans held in their
portfolios than they did [sic] for the GSEs, government-guaranteed loans, or for private investors. Loans
serviced for the GSEs accounted for 18.7 percent of all modifications despite making up 63 percent of the
servicing portfolio.”*® These findings demonstrate that banks are more willing to engage in loan
modifications (especially principal loan modifications) when they hold loans in portfolio. In contrast,
when they service loans for others, servicers earn higher servicing fees if loans remain in delinquency

with higher principal balances, and are neither repurchased nor resolved.

The Trustee should not permit servicers to subordinate investors’ interests to their own. If
servicers discover breaches of reps and warranties in the portfolios they service for others, they can and
should be reporting these breaches to the other parties to the PSA, just as they should be modifying loans
in these portfolios, where appropriate. The Trustee must ensure that servicers comply with their
obligations to service such loans in the best interests of Certificateholders, and should exercise its right to

declare a servicer Event of Default and replace any servicer that is too conflicted to do so.

"7 U.S. Representative Brad Miller, Letter to JPMorgan Chase Home Lending, June 17, 2010, at 2 n.4
(citing sources) (letter on file with AMI).

8.8, Department of the Treasury, “OCC and OTS Mortgage Metrics Report: Disclosure of National Bank
and Federal Thrifi Mortgage Loan Data,” December 2009, 25, available at
http://www.occ.gov/publications/publications-by-type/other-publications/mortgage-metrics-q3-2009/mortgage-
metrics-q3-2009-pdf.pdf.
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iv. Improper Servicing of Delinquencies

Servicers encounter additional conflicts with their obligation to service in the best interests of
Certificateholders when servicing delinquent mortgages. Servicers often earn more fees from foreclosing
than they would from engaging in loan modifications, thereby creating incentives for servicers to
foreclose on borrowers that might qualify for a workout.?

AMI supports effective, long-term solutions for responsible homeowners seeking to stay in their
homes, including sustainable loan modifications, where appropriate. By all accounts, servicers are failing
miserably in this capacity.

In April 2011, the U.S. Treasury announced that it was withholding incentive payments to three
servicers — Bank of America, Wells Fargo, and JPMorgan Chase — based on noncompliance with the
Making Home Affordable Program.”® This decision stemmed from a report of the Treasury compliance
team that found, among other things, that servicers were making income calculations errors (defined as a
difference of at least 5% between the income calculated by the servicer and the Treasury compliance
team) on a substantial percentage of modification assessments.” In particular, Bank of America was
found to have made income calculation errors on 22% of assessments, Wells Fargo on 27% of
assessments, JPMorgan on 31% of assessments, and Ocwen on 33% of assessments. These numbers

suggest that servicers are not conducting their servicing duties in investors’ best interests.

' Kurt Eggert, “Limiting Abuse and Opportunism by Mortgage Servicers,” 15 HOUSING POL’Y DEBATE
753,757 (2004) available at http://papers.ssm.com/sol3/papers.cfm?abstract_id=992095.

# “Obama Administration Releases May Housing Scorecard Featuring New Making Home Affordable
Servicer Assessments,” U.S. Department of the Treasury, press release, June 9, 2011, available at
http://www.treasury.gov/press-center/press-releases/Pages/tg 1205 .aspx.

*'U.S. Department of the Treasury and the Department of Housing and Urban Development, “Making
Home Affordable” Program Performance Report Through April 2011, June 9, 2011, at 16-36, available at
http://www.treasury.gov/initiatives/financial-stability/results/MHA -
Reports/Documents/April%20201 1%20MHA%20Report%20FINAL.PDF.
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Of course, if no arrangement can be made to recover delinquent payments and/or modify the loan,
servicers have an obligation to use reasonable efforts to foreclose. Instead, as widely reported by research
analysts, servicers are often keeping mortgages in delinquency for extended periods, which maximizes
servicing fee proceeds.” Further, with respect to such delinquent loans, servicers have been increasingly
disregarding their obligation to advance principal and interest payments to RMBS Trusts, despite the fact
that these payments are recoverable from liquidation cash flows, borrower repayments upon cure, or deal
cash flows in the case of workouts with principal and interest recapitalization. In general, the servicer
should stop advancing payments on a loan only if it deems the loan in good faith to be “non-
recoverable.” However, since there is no clear definition of “non-recoverable™ in most PSAs, servicers
have begun to deviate from accepted and established servicing practices to limit their financing costs at
the expense of investor interests. Indeed, stop advance rates have been steadily increasing over the past
12-18 months (particularly with respect to subprime mortgages), thereby depleting cash flows to
investors, lengthening repayment timelines, and resulting in significant value destruction in RMBS.
Pursuant to governing PSAs, servicers must implement loss mitigation efforts, if appropriate, in a timely
fashion, and must continue making servicing advances should loans remain in delinquency.
Certificateholders are entitled to Trustee assistance to research and preserve these important contractual
rights, and the failure to take such actions could lead to irreparable harm to the Trust and

Certificateholders.

1L Solutions Required by Mortgage Investors to Bring Back Private Capital
The current legal and regulatory landscape presents numerous obstacles for the MBS securitization
and restoring private capital, including a lack of the necessary transparency for the effective functioning

of capital markets in connection with several fundamental aspects of the system. These problems are

 See, e.g., “The Elephant in the Room,” at 23.

% Barclays Capital, “Securitisation Research: Stop Advances — Trends and implications,” June 3, 2011.
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varied and numerous in the RMBS context. The lack of transparency in this context distorted markets and
ultimately proved to impair the health and stability of our housing and mortgage markets. In essence,
mortgage investors simply seek the salient facts underlying a fransaction. In fact, recently, Mr. Edward
DeMarco, Acting Director, Federal Housing Finance Administration (FHFA), testified before a House of
Representatives Subcommittee and explained the following:

FHFA views enhanced, loan-level disclosures as necessary for investors to analyze and assess the

potential visks associated with the collateral of asset-backed securities, including mortgages. H

Accordingly two sets of consequences have arisen. First, the U.S. private mortgage-backed
securities market has ground to a halt. Observers note that with two exceptions, no new RMBS
securitizations have occurred since the financial crisis. Second, Americans suffer through reduced credit,
more expensive mortgage rates, and fewer housing opportunities. In an effort to solve the problems
facing the capital markets and the working class, AMI has offered a number of policy solutions which are
described in its Reforming the Asset-Backed Securities Market White Paper (March 2010).

We believe that the recommendations below, which are detailed in depth in the attached white paper,
support healthy and efficient securitization and mortgage finance markets, with more information made
more widely available to participants, regulators, and observers; incentivize positive economic behavior
among market participants; reduce information asymmetries that distort markets and are entirely
consistent with the government’s traditional roles of standard-setting in capital markets.

We are pleased that the current draft proposal acknowledges and reflect AMI’s past concerns and
recommendations. We are pleased that the following AMI recommendations to enhance transparency

and best securitization practices within capital markets are reflected in the bill:

2 Hearing on Transparency as an Alternative to the Federal Government’s Regulation of Risk Retention,
before the House Oversight and Government Reform Subcommittee on TARP, Financial Services and Bailowts of
Public and Private Programs, May 11, 2011 (testimony of Acting Director Edward DeMarco).
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«  Provide loan-level information that investors, ratings agencies and regulators can use to evaluate
collateral and its expected economic performance, both at pool underwriting and continuously
over the life of the securitization (Draft Bill, § 201).

o Require a “cooling off period” when asset-backed securities are offered so that investors have
sufficient time to review and analyze loan-level information before making investment decisions.
(Draft Bill, § 202).

o Make deal documents for all asset-backed securities and structured finance securities publicly
available to market participants and regulators sufficiently in advance of investor decisions
whether to purchase securities offered. (Draft Bill, §201).

o Develop, for each asset class, standard pooling and servicing agreements with model
representations and warranties as a non-waivable industry minimum standard. (Draft Bill, §
101).

o Develop clear standard definitions for securitization markets. (Drafi Bill, §101).

o Directly address conflicts of interests of servicers that have econoniic interests adverse to those of
investors, by imposing direct fiduciary duties 1o investors and/or mandatory separation of those
economic interests, and standardize servicer accounting and reporting for restructuring,
modification or work-out of collateral assets. (Draft Bill, §101).

o Asset-backed securities should be explicitly made subject to private right of action provisions of
anti-fraud statutes in securities law and to appropriate Sarbanes-Oxley disclosures and controls.

»  Certain asset-backed securities can be simplified and standardized so as to encourage increased
trading in the secondary market on venues, such as exchanges, where trading prices are more
visible to investors and regulators. (Draft Bill, § 101).

e Ratings agencies need to use loan-level data on their initial ratings and to update their

assumptions and ratings as market conditions evolve and collateral performance is reported. .
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a. Investors Require Additional Protections, such as those included in the SEC’s Proposed Reg
AB

In 2010, mortgage investors and a range of other organizations submitted comments to the S.E.C.
in support of its proposed Reg AB.”  As part of the discussion of the concepts in the draft legislation
presently before the panel, we wish to provide the following feedback. We must restate and emphasize
our support for concepts and solutions that the proposed Regulation AB provides. As we have explained,
AMI members believe that much of the dysfunction in the ABS market can be traced to (1) a lack of
transparency; (2) subjective representations and warranties which, compounded by weak remedy
enforcement, unfairly limits sponsors’ and loan sellers® liability; and, (3) the financial decoupling and
misalignment of interests of sponsors, originators and depositors from the interests of investors through
reducing and in many cases eliminating their financial interests in the performance of ABS pools. We
believe that the S.E.C. correctly responded by proposing common-sense reform involving three broad
areas:

* Securities Act shelf registration reform - significant improvements involving risk retention,
new certifications and expanded investor review timelines;

* Expanded disclosure requirements — enhanced data requirements both at issuance and on a go-
forward basis at the asset and pool level as well as the historical experience of sponsors and
originators involving repurchase claims; in addition, requiring from issuers a common platform
cash flow model; and,

e 144A and new disclosure provisions — requiring issuers to make available similar disclosure
information to that offered in public market ABS.

The present legislative draft proposes an independent third party to act on behalf of the interests
of investors. While we appreciate the spirit and intent of this concept, it falls far short from the necessary
investor protection mechanism envisioned by the Reg AB, a Credit Risk Manager (“CRM”). The need to

appoint a CRM arises from the long-standing abuses and possible conflicts we have extensively

described.

3 AMI’s Reg AB comment letter may be found online at www.the-ami.org.
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A qualified CRM, selected by the issuer subject to, infer alia, a representation of its independence
from other parties to the ABS trust, will represent the interests of all Certificateholders (bond-holders) in
investigating and, if warranted, pursuing representation and warranty claims against responsible parties.
Although the CRM would have the unilateral discretion to pursue such claims as a fiduciary to the
Certificateholders, individual or collective investor interests could require the CRM to launch
investigations on well-founded investor suspicions. Expanding on existing concepts of voting rights
commonly found in existing pooling and servicing agreements, voting rights aggregating greater than
25% of such interests outstanding could impel the CRM investigation at the expense of the trust.
Investors representing below 25% of aggregate voting rights could require such investigation, but only at
the expense of the inquiring investor(s). In discharging its obligations as a compensated party to the
pooling and servicing agreement, the CRM must have complete access to loan and servicing files in order
to conduct a proper examination and effectively pursue resulting claims. We look forward to working
with the Committee on addressing this concept in the current legislative draft, as well as the other
expanded disclosure and legal mechanisms, to permit them to operate in a fashion that can truly protect
investors from long-standing abuses (i.e., conflicts of interest) and help us to bring private capital back
info the mortgage market, restoring the mortgage and securitization “plumbing,” and the national note

recordation system.
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IV, Conclusion

Mortgage investors believe that the vibrancy and effectiveness of the U.S. capital markets can be
restored and private capital will return, in part, by enhancing the transparency around fundamental
regulatory structures, standards, and systems. Toward this goal, the government has a role — not through
the heavy-hand of big government, but rather, the light touch of a prudent standard-setter and facilitator.
With appropriate standards and rights for the holders of asset-backed securities, securitization would
achieve the goals sought by many — the more efficient funding of capital markets, lessening volatility, and
the resulting better economic activity. In the absence of transparency, the future of the U.S. housing
finance system will remain dark, hurting America’s global competiveness and our domestic health. The
results will include less home lending, more expensive credit, and fewer housing options and less
opportunity for working class Americans. These are the reasons that we need solutions providing for

more transparent systems and restarting our capital markets.

Thank you for the opportunity to share the views of the Association of Mortgage Investors with the
Subcommittee. Please do not hesitate to use the AMI as a resource in your continued oversight and
crafting legislative solutions concerning the many issues under review. Please feel free to contact me
directly at Chris Katopis, Executive Director, at 202-327-8100 or by email at katopis@the-ami.org. We
welcome any questions that you might have about securitization, representations and warranties, or other

mortgage industry topics.
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Testimony of William Poole

Mr. Chairman, members of the Committee, I am pleased to be here this morning to
comment on the Discussion Draft of a bill to increase standardization, transparency, and to
ensure the rule of law in the mortgage-backed security system. My biographical information is in
your hands—no need to add to that. For present purposes, the most relevant part of my career is
my ten years as President and CEO of the Federal Reserve Bank of St. Louis.

The performance of the mortgage market is critical to the welfare of everyone in this
country and to the stability of the financial system. Unfortunately, the Nation is still struggling
today with failures, both public and private, in the functioning of the mortgage market. Those
failures have left a stain on the economy, ruining many lives and the reducing the assets and
security of many citizens. We are all aware—painfully aware—of what has happened and eager
to create a better environment in the financial markets of the future.

1 will speak in broad-brush terms. Should the Subcommittee or its staff want a more
detailed contribution, I would be pleased to work with you.

The Case for Fully Private Mortgage Markets

The United States is the only country with mortgage intermediaries of the form of Fanny
Mae and Freddie Mac, two very large government sponsored enterprises. We also have the 12
Federal Home Loan banks and the Federal Housing Administration to address.

Other countries with well-functioning mortgage markets do not have the mortgage
intermediaries of the sort we do. There is no evidence of which I am aware that mortgage
markets abroad function less well than ours. Indeed, the failure of Fannie Mae and Freddie Mac,
at a taxpayer cost of about $150 billion so far, should be a clear warning to us. Moreover, the
worldwide financial panic was a direct consequence of the bust in our subprime mortgage
market. Quite frankly, any claim that our mortgage market serves us better than the markets
abroad sounds pretty fishy to me.

Putting the mortgage market aside, U.S. capital markets are the envy of the world. Our
markets are more liquid and more innovative than those elsewhere. We should be very careful
not to kill innovation in the financial markets.

It is true that for some years Fannie and Freddie seemed to work well. They grew to an
immense size, supported by the implicit federal guarantee of their liabilities. The guarantee
meant that the U.S. taxpayer was providing insurance against failure, without charging an
insurance premium. The guarantee permitted Fannie and Freddie to pursue portfolio policies that
no purely private firm could. They grew and grew and their shareholders and especially senior
managements enjoyed handsome returns. I regret that the Occupy Wall Street protesters have not
taken aim at Fannie and Freddie, and even more that they were nowhere to be seen when the
opportunity to reform these firms was a live issue five and more years ago.

It is absolutely essential to understand the importance of taxpayer subsidy of risk. A
period without loss does not mean that there is no subsidy. If the federal government were to
provide fire insurance on my house, there would not have been a loss over the years I have been
a homeowner. I am careful and have never had a fire. I hope that I never do have a fire.
Nevertheless, I do have homeowner’s insurance. Everyone understands this point—I could
explain to a fourth grader why it makes sense for me to have insurance and why the absence of
loss to date does not mean that my purchase of insurance is unwise.
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Pricing of insurance is complicated and fire insurance is much more complicated than life
insurance. With a widely diversified group of policyholders, life insurance actuaries can project
quite accurately loss experience in future years. Losses from fire insurance are much more
episodic and the same is true of losses on mortgages. The essence of underwriting fire insurance
is that the properties insured be highly diversified, so that a relatively few properties are insured
in any one community to avoid conflagration risk.

Mortgage risk is unavoidably subject to conflagration risk, because the business cycle
affects so many communities at the same time. Nevertheless, I urge you not accept industry
arguments that the federal government must support the market because the presence of
correlated business cycle risks means that private firms cannot handle the risk. The private
market can handle the risk, as demonstrated by foreign experience and by U.S. experience over
business cycles before this most recent one.

Comments on Discussion Draft Bill

In the context of standardizing mortgage products, Fannie Mae and Freddie Mac
functioned more like private firms than they did in the accumulation of their portfolios. The issue
at hand is whether we need a continuing federal presence in the design of mortgage products.

I am not an expert on many of the technical issues in the discussion draft. However, I
confess that 1 read the draft bill with dismay. I understand, and am in complete sympathy with,
the motivation to avoid another catastrophe of the sort we have been living through. Still, the bill
reads as an effort to design a complicated product in Washington. Would you ever do the same
thing for the design of a computer, or a smart phone, or a web site? I am quite sure not. Even if
Washington could create a fine mortgage product today, could the product evolve over time as
conditions change? I apologize for using strong language, but it is folly to design a complicated
product in Washington and expect the product to remain current and innovative.

I recommend that the committee staff put together, with the assistance of the GSEs, a
time line of changes in the major areas of the bill. I suspect that you will find an evolution over
time in these provisions, and you should ask whether a federal regulatory framework is likely to
be as responsive to changing conditions. I realize that is an argument for delegating many details
to the Federal Housing Finance Agency.

However, the extensive delegation of power to the Director of the Federal Housing
Finance Agency and the vagueness of the criteria that are supposed to guide his decisions worry
me. If this product cannot be designed by this committee and its expert staff, why should it be
any easier for the director to design? What this grant of authority to the director would do is to
invite a never-ending process of industry pressure and complaint. What the industry does not
achieve by direct influence on the director it would seek to achieve through the Congress, getting
obscure provisions written into legislation. Why would we want to magnify the decidedly
unpretty process under way today as regulators attempt to implement the Dodd-Frank
legislation?

The financial crisis was not primarily a consequence of defective design of mortgages.
Instead, banks (including investment banks) accumulated too many subprime backed securities
while holding too little capital. Banks violated banking principles 101 from 150 years ago by
holding risky assets {inanced with excessively short liabilities and much too little capital.

The problem was not that investors and rating agencies had too little data on the
underlying mortgages. They just did not look for the information that was available. Michael
Lewis in his very readable and informative book, The Big Short, makes clear that the data were
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there for any portfolio manager who would dig a little. The few who did dig found what they
needed.

Standards for securitization should be determined in the market and not by the federal
government. Should a hedge fund, for example, want to get into the securitization business,
perhaps in some innovative way, should it be blocked by legislation of this sort? Some, I know,
would say absolutely yes. I simply disagree. We already have a plethora of rules against fraud,
enforceable in the courts through private actions. We must not bog down the private economy
with rules and regulations unless we have specific ills that can be addressed that way.

Reform Transition

I have long favored a death sentence for Fannie Mae and Freddie Mac. A pleasing and
easy transition into history should not be difficult. Two simple things need to be done. One is to
phase down the conforming mortgage limit and the second is to increase securitization fees,
perhaps at the rate of 10 percent per year. Both should be legislated and not left to administrative
discretion. The legislation might provide that both transitions would begin one year after the bill
becomes law. Fannie and Freddie’s portfolios should be frozen and the existing mortgages
permitted to pay down in the normal course of business. There is no need to sell the existing
portfolio—letting it run off will shrink the companies rapidly and they will be mostly gone in
seven to ten years.

It is terribly important to put these provisions into statute Jaw and not leave them to
administrative discretion. That is the only way to provide reasonable certainty to potential private
competitors that it is worth the investment to develop this market. Without that certainty, private
competitors will be slow to enter the market and those who want to maintain the GSEs will be
able to claim that the private market cannot handle the business.

If you will forgive me for challenging you, I cannot understand those who are defenders
of the market in the abstract but are squeamish about starting this transition. I well remember
Ronald Reagan’s confidence that ending price controls on natural gas would end the shortages in
that market, and the conservative doubts about the strategy. Reagan was right, and the evidence
appeared in a matter of days.

GSE Reform and the Federal Budget

Fannie and Freddie have cost taxpayers $150 billion so far, and the tab is likely to
continue to rise. It appears that the FHA will require taxpayer funds, as will the Pension Benefit
Guarantee Corporation. These commitments are on the books and will have to be honored. At
this point, all we can do is to avoid making the problems worse and learn from the experience.

For these programs, and dozens of others, I suggest the following criterion. Would you be
willing to ask Social Security beneficiaries to accept a 10 percent reduction in benefits to
continue housing subsidies? On this day 70 years ago, the United States suffered a terrible loss at
Pearl Harbor. Citizens quickly rallied to the defense of the Nation, at great personal cost. Under
similar circumstances today, citizens would eagerly volunteer to give up some of their Social
Security benefits to pay for national defense.

We would sacrifice the same way for many other existential threats. But would we
sacrifice to maintain housing subsidies? The question is almost absurd. I remind you that this
country does face an existential threat in the form of insolvency of the United States
Government. How can we be defending housing subsidies, and subsidies for windmills and solar
panels and for high-speed rail and on and on in the face of this threat? [ urge you to ask every
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advocate of a special interest spending program or tax preference whether he or she believes that
the issue is so important that Social Security beneficiaries should be asked to help pay for the
program in question.

The answer will always be that we do not have to face that question—that the program or
tax break should be financed some other way. So, I repeat the question this way, suppose
hypothetically that a cut Social Security benefits were to be considered. Is your program more
important? And I remind you of what the answer would have been on this day 70 years ago.
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INTRODUCTION

On behalf of the mote than 1.1 million members of the National Association of REALTORS®
(NAR), thank you for holding this important hearing examining the U.S. housing finance system.

My name is Tom Salomone, NAR’s Committee Liaison for the Issues Mobilization, the Political
Involvement and REALTOR® Political Action committees. T have been a REALTOR® for more than 31
years and am the owner of Real Estate IT and Real Estate IT of Margate, firms specializing in
residential real estate. Currently, I serve as a member of NAR’s Executive Committee and from 2000
to 2011 was a member of NAR’ Board of Directors. As with many of my colleagues who have
testified before this committee in the past, my life and passion is real estate. So, it is my honor to be
here today to speak on behalf of NAR’ 1.1 million members, and the millions of Americans who
own a home, want to sell 2 home, or just provide rental opportunities to those who require a home.

Since the onset of the global financial crisis there have been relentless attacks on the US. housing
finance system. The majority of these attacks were carried out by groups who are ideologically
opposed to the existing system, which includes some government patticipation in the conventional
conforming market. Of distinct interest to NAR as an advocate for the housing consumer is that
this vocal minority is increasingly being told that the curtent guiding principles of the US. existing
housing finance system (e.g. long-term payment structures, reasonable down payment levels, and
government participation), are appropriate and necessary. However, the American public and policy
experts are saying that “we”—lenders, consumers, real estate professionals, regulators, and
Congress—must be better stewards of the system if it is to effectively serve futute American
homebuyers and mortgage investots as it did prior to the recent financial market meltdown.

THE PRIVATE MORTGAGE MARKET INVESTMENT ACT

REALTORS® believe that the legislation proposed by Chairman Gatrett (R-NJ), the “Private Mortgage
Market Investment Act”, is a good first step toward bringing stability, confidence and transparency
to the private side of housing finance. REALTORS® are fervent believers in “free markets”, and
acknowledge the need for private capital to reduce the Federal government’s role in this sector. The
rules put-in-place by this legislation to: (1) create standards and uniformity, (2) provide investors
with transparency, and (3) ensure legal certainty with regard to investors’ rights could create the
confidence required to reignite the private label securities market. Should growth in the private
matrket space result from the implementation of this legislation, then ultimately the role the
government plays in housing finance will be reduced, which is what we all desire. REALTORS® also
believe that even when the government’s role in the housing sector s reduced, there will still be a
need for some government participation in the conventional conforming space.

Therefore, REALTORS® believe that this bill’s approach cannot be viewed as a comprehensive
solution to the housing finance sectot’s reform needs. If enacted, this proposed legislation must be
coupled with comprehensive reform of the Government-Sponsored Enterprises (GSEs) if we are
going to ensute that the housing finance system will work efficiently, and more importantly,
effectively in the future. An example of a bill that this legislation could be coupled with is H.R 2413,

-1-
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the Secondary Market Facility for Residential Mortgages, introduced by Representatives Gary Millex
(R-CA) and Carolyn McCarthy (D-NY), which has a role for government participation in the
conventional conforming portion of the secondary mortgage market.

REALTORS® believe the inclusion of government participation in the conventional conforming
portion of the secondary mortgage market is necessary and appropriate because we understand that
in extreme economic conditions private capital will retreat from the martket, requiring the
participation of an entity that will remain active in the marketplace regardless of economic
conditions. A full shut-down of the conventional conforming portion of the secondary mortgage
marketplace, means there would be very limited or no funding for middle class homeowners ot
homebuyers, which would be devastating to the national economy—possibly causing a catastrophic
collapse. Presently, we continue to see the downward pressure that housing is having on the
economy; therefore, tools that can be used to mitigate such effects, should be put-in-place and
utilized to unsure viability of this extremely important economic sector.

The government-sponsored enterprises (GSEs) were created to support that specific mission within
the secondary mortgage market. The future US. secondary mortgage market must include an entity
with that purpose in order to ensure that creditworthy American families will always have access to

affordable mortgage capital.
THE U.S. HOUSING FINANCE SYSTEM: THE REALTORS’® PERSPECTIVE

There are many systems of housing finance globally, and all have their merits for the countries they
serve. REALTORS® believe that the US. housing finance system, which utilizes securitization to
recapitalize mortgage lenders, works best fot a nation of our size with our fervor for real property
ownership. Mortgage products that offer the populace reasonable down payment requirements, as
well as provide affordable access to the remaining capital required to close the property sale, are
what REALTORS® believe is in the best interest of the American public. We do not believe that the
undetlying system, which until tecently has afforded many qualified, middle and lower income
American families the ability to putchase a home, should simply be scrapped.

Our belief in the existing U.S. housing finance system does not mean that REALTORS® do not believe
that reforms cannot, or should not, be undertaken. Over the past 3 years, in testimony before the
House Financial Services Committee, as well as the Senate Banking, Housing, and Urban Affairs
Committee, REALTORS® have indicated the need for repairs to the U.S. housing finance structure (see
Appendix A).

REALTORS® agree with lawmakers and the Administration that taxpayers should be protected, private
capital must return to the housing finance market, and that the size of government participation in
the housing sector should dectease if the market is to function properly. Those who advocate for
legislation that constrains or temoves government participation from the conventional mortgage
market, and/ot relies only on a purely private secondary mortgage market need only examine the
cutrent miniscule activity in the jumbo and manufactured housing mortgage markets in order to
understand the implications of sach a system. In both of these markets, mortgage capital became

2
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nearly non-existent, which prohibited creditworthy borrowers from access to the funds required to

purchase a home.
OUR NATION’S UNIQUE SECONDARY MORTGAGE MARKET

Congress chartered Fannie Mae and Freddie Mac to expand homeownership opportunities and
provide a stable foundation for our nation’s housing finance system. Unlike private secondary
market investors, Fannie Mae and Freddie Mac remained in housing markets during past market
downturns, and have used their federal ties to facilitate ongoing access to affordable mortgage
finance when other players have left the market.

REALTORS® believe that the GSEs’ housing mission, and the benefits that are derived from it (e.g.
long-term fixed-rate mortgages), played a vital role in the success of our nation’s housing system,
and continue to play a key role today. Without these secondary mortgage market facilities providing
affordable mottgage capital during the current market disruption, there would have been a much
mote setious disruption to the market.

As the market turmoil reached its peak in late 2008, it became apparent that the role of the GSEs,
even in conservatorship, was of utmost importance to the viability of the housing market as private
mortgage capital effectively fled the marketplace. As indicated in Table 1, below, if no government-
backed conventional mortgage market facility entity (Le. Fannie Mae and Freddie Mac) existed as
private mortgage capital fled to the side lines, the housing market would have fallen even further and
thrown our nation into a deeper recession, ot even a depression.

Table 1: Share of Mortgage Securitization Market by Segment
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THE 30-YEAR FIXED-RATE MORTGAGE

Unique to the U.S. housing finance sector is the availability of affordable, long-term fixed-rate
mortgages. The 30-year fixed rate mortgage is the bedrock of the US housing finance system. And
now, more than ever, consumers are seeking fixed rate 30-year loans because they are easily
undetstood and offer a predictable payment schedule.

REALTORS® believe that full privatization is not an effective option for out secondary mortgage
market because private firms’ business strategies will focus on optimizing profits. This model would
foster mortgage products that are more aligned with these business’ goals than in the best interest of
the nation’s housing policy, or the consumer. We believe that this would lead to the elimination of
long-term, fixed rate mortgage products {e.g. 30-year fixed-rate mortgage), and an increase in the

costs of mortgages to consumers.

In fact, based on early data from a sutvey that NAR is conducting on the impact of the new, lower
GSE loan limits, we are beginning to sce signs of how the private market impacts consumers.
Preliminary data indicates that consumers who are now above the new lower conventional
conforming Joan limit are expetiencing significantly higher interest rates and the need for
substantially larger down payments. According to data, this is leading to “a loss of interest” in real
estate sales. (NAR will provide the committee with details from the full report once the data has
been fully analyzed.) At a time when our economic recovery teeters on the edge of collapse,
activities and reforms that force further constriction of economic activity should be resisted.

Futthermore, according to additional research by economist Dr. Susan Woodward, there is no
evidence that a long-term fixed-rate residential mortgage loan would ever arise spontaneously
without government utging. Dr. Woodward points out that a few developed countries have
encouraged the use of amortizing long-term loans, but in all instances (save for Denmark) where
they do exist, the loans have adjustable rates and recast every 5 years. She goes on to indicate that
the United States is unique in having a residential mortgage that is long-term, amortizing, fixed-rate
and pre-payable, and that Americans have come to view this product as one of their civil rights. Dr.
Woodwatd points out that in early 2000, when Former Federal Reserve Chairman, Alan Greenspan,
hinted at its abandonment, the public outcry was such that he eagerly abandoned that position.

The affordability and availability of the fixed-rate mortgage has yielded a US residential mortgage
market that stands at approximately $11 trillion. Today, the GSEs own or guarantee $5 to $6 trillion
of mortgage debt outstanding and provide capital that supports roughly 70% of new mortgage
originations. REALTORS® believe that it is extremely unlikely that any secondary mortgage market
structure that does not include secutitization and have some government backing could support the
existing mortgage funding needs of the United States housing sector, while making mortgages
available in all markets under all economic conditions.

Lastly, REALTORS® fear that in times of economic upheaval, a fully private secondary mortgage
matket will latgely cease to exist as has occurred in the jumbo mortgage, the commercial mortgage,
and the manufactured housing mortgage markets. When the economy turns down, private capital

-4
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understandably flees the marketplace. Should that happen under a fully private secondary mortgage
market model, the results for the entite cconomy would be fatal because affordable long-term fixed-
rate mortgage funding would no longer be available, and the plethora of peripheral industries that
support and benefit from the residential housing market would suffer.

CONCLUSION

The National Association of REALTORS” applauds Chairman Garrett’s efforts to bring back stability
and confidence in the private label mortgage secutities market space. However, we believe that this
bill will be most effective if coupled with legislation that supports a secondary mortgage market
model that includes some level of government participation, while protecting the taxpayer and
ensuting that all creditworthy consumers have reasonable access to mortgage capital so that they too
may attain the American Dream: homeownership.

1 thank you for this opportunity to present our thoughts on the Private Mortgage Market Act. The
National Association of REALTORS® is anxious to work with the Chairman, and our industry
partners, on this thoughtful piece of legislation which is an excellent first step toward finding a
solution that best meets the needs of the U.S. housing consumer and their desire for
homeownership.
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APPENDIX A:
KEY GSE REFORM POINTS BASED ON NAR’s PRINCIPLES

An efficient and adequately regulated secondary market is essential to providing affordable
mortgages to consumers. The secondary market, where mortgages are secutitized and/or
combined into bonds, is an important and reliable source of capital for lenders and therefore

for consumers.

Without a secondary market, mottgage interest rates would be unnecessarily higher and
- unaffordable for many Ametricans. In addition, an inadequate secondary market would
impede both recovery in housing and the overall economic recovery.

We cannot have a restoration of the old GSEs with private profits and taxpayer loss system.
The current GSEs should be replaced with government chartered, non-sharcholder owned
entities that are subject to sufficient regulations on product, revenue generation and usage,
and retained portfolio practices in a way that ensures they can accomplish their mission and
protect the taxpayer.

Government-chartered entities have a separate legal identity from the federal government
but setve a public purpose (e.g; the Export-Import Bank). Unlike a federal agency, these new
entities will have considerable political independence and be self-sustaining given the
appropriate structure.

The mission must be to ensure a strong, efficient financing environment for homeownership
and rental housing, including access to mortgage financing for segments of the population
that have the demonstrated ability to sustain homeownership. Middle class consumers need a
steady flow of mottgage funding that only government backing can provide.

The government must cleatly, and explicitly, guarantee the issuances of the entities. Taxpayer
risk would be mitigated through the use of mortgage insurance on loan products with 2 loan
to value ratio of 80 percent or highet and guarantee or other fees paid to the government.
This is essential to ensure borrowers have access to affordable mortgage credit. Without
government backing, consumers will pay much higher mortgage rates and mortgages may at
times not be readily available at all {as happened in jumbo and commercial real estate loans)

The entities should guarantee or insure a wide range of safe, reliable mortgages products
such as 30 and 15 year fixed rate loans, traditional ARMs, and other products that have stood
the test of time and for which American homeowners have demonstrated a strong “ability to
repay.”

For additional safety, sound and sensible underwriting standards must be established for
loans purchased and securitized in MBSs, loans purchased for portfolio, and MBS purchases.

-6-
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o The entities should price loan products ot guarantees based on risk. The organization must
set standards for the MBS they guarantee that establish transparency and verifiability for
loans within the MBSs.

s DPolitical independence of the entities is mandatory for successful operation (e.g. the CHOs
will have fixed terms so they cannot be fired without cause, they should not be allowed to
lobby, and the authorities should be self-funded—no ongoing appropriations).

* Inorder to increase the use of covered bonds, particularly in the commercial real estate
arena, the entities should pilot their use in multifamily housing lending and explore their use
as an additional way to provide more mortgage capital for owner-occupied housing. The
entities should be allowed to pave the way for innovative or alternative finance mechanisms
that meet safety critetia.

‘There must be strong oversight of the entities (for example, by the Federal Housing Finance
Agency—FHFA or a successor agency), that includes the providing of timely reports to allow for
continual evaluation of the entities” performance.

7=
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Chairman Garrett, Ranking Member Waters, and members of the subcommittee, thank
you for the opportunity to testify on behalf of the Mortgage Bankers Association (MBA)
on the proposed Private Mortgage Market Investment Act (PMMIA). My name is David
Stevens and I am MBA’s President and Chief Executive Officer. Immediately prior to
assuming this position, I served as Assistant Secretary for Housing at the U.S.
Department of Housing and Urban Development (HUD) and Federal Housing
Administration (FHA) Commissioner. My background prior to joining FHA includes
experience as a senior executive in finance, sales, mortgage acquisitions and
investments, risk management, and regulatory oversight. Istarted my professional
career with sixteen years at World Savings Bank. 1later served as Senior Vice President
at Freddie Mac and as Executive Vice President at Wells Fargo. Prior to my
confirmation as Commissioner of the FHA, I was President and Chief Operating Officer
of Long and Foster Companies, the nation’s largest, privately-held real estate firm.

The purpose of the PMMIA, as set forth in the draft bill, is “to increase standardization
and transparency and ensure the rule of law in the mortgage-backed security (MBS)
system.” Without reservation, MBA supports these important objectives. The current
real estate finance environment — with the federal government owning, securitizing or
guaranteeing nearly 90 percent of single-family mortgages underwritten today — is
untenable.

Without question, a new housing finance system must attract private capital. Key
elements of the PMMIA — facilitating standardization, legal certainty, greater
transparency and disclosure — are fundamental to mortgage markets that rely on robust
private investment. We commend the chairman for taking steps toward this critical
objective.

At the same time, we believe the necessary tools, materials and expertise currently exist
to begin building a bridge toward a more sustainable real estate finance system. As the
discussion on the future of housing finance continues, MBA recommends that
policymakers carefully consider the path by which private capital is brought back into
the system — a pathway that maintains market stability while establishing a framework
that ensures ongoing liquidity.

Three years ago, MBA emerged as a thought leader on the fundamental components of a
stable and liquid secondary market for the long term. We began by exploring the
benefits and shortcomings of the current system featuring the government-sponsored
enterprises (GSEs), Fannie Mae and Freddie Mac. The benefits from the GSE model
include liquidity brought about by the government’s support of the MBS issued by the
GSEs, and the development of standardized products and practices that have facilitated
a deep and liquid secondary market. In turn, this promoted access to mortgage finance
for homebuyers and rental housing, regardless of market conditions.
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A core disadvantage to the GSE model is that it fundamentally relied upon ambiguity
regarding the extent of the government backstop in the conventional mortgage market
~ an ambiguity that in the end wound up harming the interests of borrowers, investors,
and taxpayers. Because the government guarantee was implicit rather than explicit, it
was provided at no charge to market participants. Another shortcoming of the GSE
model is that Fannie Mae and Freddie Mac were permitted to amass sizeable risk
through their retained portfolios that presented substantial systemic risk with limited
benefit to anyone but their shareholders. Additionally, the fact that the GSEs were
chartered by Congress meant their competition was limited.

Our evaluation of the current system led to the development of three principles that
serve as the foundation of MBA’s recommendations for the future of the secondary
mortgage market.

The first principle, which is in agreement with the goals of the PMMIA, is that secondary
mortgage market transactions should be funded with private capital. The second
principle is that the importance of housing, whether owner-occupied or rental, to the
nation’s economic and social fabric warrants a federal government role in promoting
liquidity and stability in the core mortgage market. This role should be in the form of an
explicit credit guarantee on a class of MBS, and the guarantee should be paid for
through risk-based fees. Third, taxpayers and the system itself should be protected
through limits on the mortgage products covered, limitations on the types of activities
undertaken, strong risk-based capital requirements, and actuarially fair payments into a
federal insurance fund. MBA’s recommendations were developed in a way that retains
the benefits and avoids the shortcomings of the existing GSE framework.

I am pleased to say that there is considerable concurrence between MBA's
recommendations and the draft PMMIA. MBA’s testimony today will address the
elements where commonalities exist between MBA’s suggested framework and the
PMMIA. Our testimony also will address topics not included in the PMMIA that merit
consideration.

Private Capital

The most important common ground we share is that private capital should be the
primary source of liquidity for the real estate finance system. Like MBA's proposal, the
PMMIA also provides greater clarity on the government’s role by establishing that
private capital is in the first loss position.

Standardization
We agree that one way to foster a secondary market that attracts private capital is to
provide standards, consistency and transparency for market participants. Features of
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the PMMIA could help accomplish these goals. For example, the bill authorizes the
Federal Housing Finance Agency (FHFA) to develop, adopt and publish standard form
securitization agreements for certain classes of mortgages. This provision is important
for a variety of reasons. For example, standard forms and terms facilitate predictability
and the rapid flow of information. Standard securitization forms streamline the
transportation of data and capital in the same way that standard gauge railroad tracks
facilitate interstate commerce. MBA, through its subsidiary, the Mortgage Industry
Standards Maintenance Organization, Inc. (MISMO®), has been and remains committed
to industry-developed voluntary standards for data, forms, and other purposes, as such
standardization increases efficiency and lowers costs for consumers and the entire
market.

Predictability and consistency are also important because they help investors measure
and manage their risk exposure. In fact, standardization is at the heart of the “To-Be-
Announced” (TBA) securities market. As the name suggests, the defining feature of a
TBA trade is that the underlying mortgage loans have not been identified and may not
even have been originated on the trade date. Instead, participants agree only on a
defined set of parameters of the securities to be delivered.

This contrasts sharply with non-TBA securities, whose loans are typically originated
before trading. The TBA market also significantly lowers the transaction costs
associated with originating, servicing, and refinancing a mortgage. In addition, the TBA
market provides an efficient way for lenders to hedge the interest rate risk involved in
offering borrowers the ability to lock-in a rate for 30 days while closing on a mortgage.
TBA prices, which are publicly observable, serve as the basis for pricing and hedging a
variety of mortgages that are not TBA-eligible. TBA trading is thus a key link between
the primary and secondary mortgage market.

Market participants across the board and around the world value the liquidity and the
structure of the TBA market. Any change to the mortgage system would need to retain
this structure. It is less than clear, however, that this can be accomplished through either
legislation or regulation. The system must be acceptable to originators, who provide the
products, and to investors, who provide the funds. The TBA market was the creation of
the private sector, although it certainly relies upon the liquidity and homogeneity that
flow from government-backed securities.

Core Products

MBA appreciates that the PMMIA provides for the establishment of different classes of
standard mortgage products. This provision is similar to MBA’s recommendation for
the establishment of a core residential mortgage market to set a benchmark for
consumers, underwriters, investors and others. For consumers, the presence of well-
defined core mortgage products will provide a standard against which other products
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can be assessed. The core market will also provide considerable stability, ensuring that
mortgage products of a known type will be available in all market conditions. For
underwriters, the characteristics of the “well-documented, well-understood” mortgages
of the core market will provide a known base for modeling and pricing risk. For
investors, the core market will establish performance and pricing benchmarks for use in
MBS investing, and against which other investment options can be judged.

30-Year Fixed Rate Mortgage

We appreciate that the bill gives consideration to preserving the 30-year fixed-rate
mortgage. Homeowners in the United States have come to view this mortgage product
as the industry standard. Payments are predictable and borrowers are protected from
fluctuations in interest rates. From the borrower’s perspective, it is the simplest
mortgage product available. If rates rise, payments are unchanged. If rates decline,
borrowers typically have the option to refinance at no explicit cost.

Although it is consumer friendly, from the standpoint of an investor, the 30-year, fixed-
rate, self-amortizing, prepayable mortgage is actually a very complex product.
Borrowers refinance when rates drop, transforming a loan with a nominal 30-year
maturity to a short-term instrument. When rates increase, refinances disappear,
extending the expected life of the loan. Banks and thrifts that fund themselves with
deposits are not natural holders of 30-year, fixed-rate, prepayable loans, because they
would inevitably be borrowing short and lending long. With the beginning of the
nation’s MBS market in the early 1970s, it was discovered that investors were willing to
bear the prepayment risk associated with these loans, so long as they were protected
from the credit risk. From that point to today, with a few exceptions, most investors
either did not have the capacity or the willingness to take on the credit risk, particularly
given the uncertainty involved with systemic credit events such as the one we just
experienced.

MBA also appreciates that the bill does not attempt to standardize all real estate finance
transactions. Instead, it provides room for market participants to negotiate alternative
agreements according to their own risk appetites. This leaves open opportunities for
innovation and further advancements.

Competition

MBA is grateful that the PMMIA attem}éts to address a fundamental flaw in the current
statutory and regulatory framework regarding the statutory charters of the GSEs.
Fannie Mae’s and Freddie Mac’s congressional charters give them a competitive
advantage that no other private MBS issuer has — a government guarantee that at one
point was implied, but was made explicit when they entered conservatorship. MBA
believes transferring to a federal regulator the authority to charter additional
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competitors, and approve and disapprove certain MBS, solves the problem of
insufficient competition in the secondary market.

Disclosure and Securities Registration

The disclosure provisions of the PMMIA are generally consistent with MBA’s support
for efforts to increase the transparency and reliability of investment product
information. MBA is mindful that the financial services system has witnessed a
tremendous increase in the level of complexity and sophistication in financing options,
investment products and liquidity channels. We believe it is vital for investors to have
sufficient information so they can adequately assess whether a particular investment
matches their level of risk appetite. At the same time, the secondary market is
remarkably fluid. As a result additional securities registration requirements could cause
unnecessary delays in MBS execution. Accordingly, we support the PMMIA’s
exemption for certain securities from securities registration requirements.

Clarification of Qualified Mortgage Exemption

MBA strongly supports efforts to clarify the “ability to repay” provisions of the Dodd-
Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank). Dodd-Frank
authorizes the Bureau of Consumer Financial Protection (CFPB) to establish a “Qualified
Mortgage” (QM) category of mortgages that will have been deemed to satisfy the law’s
“ability to repay” provisions. Some have expressed uncertainty regarding whether the
QM category is a safe harbor or rebuttable presumption of compliance.

Having considered this issue carefully, MBA urges that adoption of a safe harbor with
objective bright line standards serve as the best construct for the QM. Such an approach:

e Is clearly within the powers of the CEPB under the Truth in Lending Act as
amended by Dodd-Frank;

» Will provide the strongest incentives for lenders to operate within its
requirements, given the severe penalties resulting from non-compliance, and at
the same time offer sustainable mortgage credit to the widest array of qualified
consumers;

o Will allow efficient and less costly litigation to determine whether the safe harbor
requirements have been met;

*  Will prevent lenders who conscientiously meet the requirements from being
dogged by endless and costly litigation including meritless claims that would be
encouraged by anything less than a safe harbor;

o Will avoid saddling qualified borrowers with the costs of legal uncertainty in the
form of lack of access to credit, or, if credit is made available, higher interest rates
and fees (which is the only way the industry will be able to support the costs of
litigation); and
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+  Will help maintain competition in the marketplace by reducing the burden on
smaller lenders.

The rebuttable presumption of compliance, in contrast, would:

o Cause lenders to act more conservatively and potentially use the more restrictive
“Qualified Residential Mortgage” (QRM) standards (under Dodd-Frank’s risk
retention section) as a “safe harbor”;

s Result in the denial of credit at a higher rate and/or increase costs to many
borrowers;

e Have the most serious effects on the availability and costs of credit for minority,
low- to moderate-income and first-time borrowers who, though qualified, may
present greater credit risks;

s Invite more extensive litigation than necessary, resulting in greater costs being
borne by all borrowers;

» Eliminate competition from the marketplace by creating a level of risk makes
compliance too costly for smaller lenders; and

» Diminish the recovery of the housing market and the nation’s economy.

For these reasons, MBA believes it is imperative to unequivocally clarify that Dodd-
Frank provides a bright line safe harbor for QM purposes.

Other Considerations

While there is much in the PMMIA that aligns with MBA's recommendations, we
believe a properly designed real estate finance system must be capable of operating in
times of extreme conditions. Unfortunately, we know all too well what can happenin a
liquidity crisis. MBA believes the past few years have given us perspective on how to
design a new system that addresses the current system’s shortcomings while preserving
its many benefits. We hope you will consider the following recommendations as you
continue discussing the issue of housing finance reform.

The Federal Government’s Role in Housing Finance

The financial crisis proved that some form of government support is necessary to keep
the mortgage market operating during times of severe distress. The current dearth of
activity outside of government-supported liquidity channels exemplifies the risk averse
nature of private capital. Foreign investors are flocking to Ginnie Mae securities for the
sole reason that they are backed by the full faith and credit of the United States.

More importantly, even in good times, investors will remember the experiences of the
recent crisis. If they doubt their ability to sell mortgages during a crisis, they will be less
apt to buy them outside of a crisis.



101

The Private Mortgage Market Investment Act
December 7, 2011
Page 8 of 12

The size and scope of the nation’s housing market means that, except in times of extreme
duress, the federal government’s secondary market role should be to promote liquidity
for investor purchases of MBS, not to attempt to provide the capital for or absorb the
risks itself.

Without a government backstop, the market will be limited to investors willing to take
on catastrophic risk. While such investors may exist, they are much fewer in number
than those who willingly trade more than $200 billion daily in the agency MBS market.
Without these investors, the market is susceptible to a “run” during times of financial
turmoil. Practically, this means that middle-income homebuyers seeking core products
would lose access to the market during crises.

It is important to note that the absence of an explicit guarantee does not mean the
government will not step in during a crisis. In fact, GSE securities have always been
mandated to state that they are explicitly not backed by the government. The last crisis
showed that the government will step in to support even institutions that were not
perceived to have an implicit guarantee. The taxpayer is better protected, and the
market will operate more efficiently, if the rules of the road are stated clearly upfront,
and government guarantees are clearly delineated and paid for before the crisis occurs.

Securitization is an alternative liability structure for funding mortgages and as such is
subject to the same volatility problems that have historically made bank deposits
unstable and subject to bank runs. When depositors or security holders become
concerned over the health of the assets supporting their investments and have imperfect
information regarding the future performance of those assets, they want to liquidate
their positions. In the case of banks, this is a run on deposits. For securitization, it is a
panic sale of the securities with a large drop in price. It was the macroeconomic effects
resulting from those bank runs that precipitated the Great Depression and lead to the
creation of the Federal Deposit Insurance Corporation (FDIC) in 1933.

This FDIC-type liability insurance structure is essentially the system MBA recommends
establishing for MBS. Except in extreme instances, the private capital of the insuring
entities will be adequate to pay any losses on MBS. However, in order to mitigate the
panic sale of MBS resulting from the imperfect information that always exists regarding
asset quality, a back-up insurance structure should be established to pay any losses if the
capital of a first-level insurance/guaranty entity proves inadequate. This is precisely
how the FDIC fund works. Just as is the case with the FDIC, the support of the
government and the potential exposure of the taxpayers would come into play only if
the capital of the securitizing entity proved inadequate and the insurance fund was
exhausted. As with the FDIC, however, taxpayers’ funds would be returned as the
insurance fund is replenished. The role of the regulator, therefore, would not be to
oversee the pricing of the risk attributes of individual mortgages, any more than federal
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bank regulators oversee the pricing of individual loans held by banks. Instead, the
regulator will look at the capital, earnings and management of the guarantor entities
with an eye toward overall risk to the insurance fund, just as regulators do for the
overall health of banks.

Questions have been raised as to whether the government can price a guarantee
correctly. Certainly the FDIC has mispriced the deposit guarantee in the past, with
taxpayer funds needed to meet interim cash needs until the fund is replenished. The
key point is that there exists within the FDIC structure a mechanism for repaying the
taxpayers and correcting for any overpricing or underpricing. We expect a similar
mechanism to be put in place with MBA’s structure. Perhaps more important, the
govermment is providing a backstop guarantee against the risk of an institution failing
and is forced to price only that institutional guarantee, not guarantees on individual
loans.

Transition

MBA believes it is important to provide for the careful execution of a transition from the
current to the future state of the housing finance system and to retain as much of the
public goods as possible. It is important that any action take place in a careful and
deliberate manner. Ignoring the consequences of interim actions and the pace of
economic recovery could shock a still-fragile housing market, severely constrain
mortgage credit for American families, and expose taxpayers to unnecessary losses on
loans the institutions already guarantee. During the transition, it is also important that
the operations of Fannie Mae and Freddie Mac continue to serve the market and the
American people, including retaining the human capital necessary to effectively run
both institutions.

MBA believes it is inefficient, if not wasteful, to dismantle portions of the existing
infrastructure, which are the result of decades of effort and public investment coupled
with billions of dollars of private capital. Many aspects of this infrastructure (data,
systems, market practices) are essentially public goods at this point and should be
retained.

While a gradual transition to a new housing finance system is desirable, there are strong
reasons to lay out a clearly defined future for mortgage finance as soon as possible. The
uncertainty over the future policy environment is deterring the recovery by inhibiting
the ability of businesses and investors to plan and move forward.

Regulatory Oversight

One of the strengths of MBA’s model is that while all approved MBS issuers would have
access to a government backstop for catastrophic insurance, they would have the ability

to compete with respect to how they manage the first loss credit risk. For example, they
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might set different parameters with respect to loan guidelines (within the proposed
Dodd-Frank “ability to repay” rule’s QM credit box). They might also have different
risk sharing arrangements with originators, mortgage insurers, and other counterparties.
Each approved issuer would make a tradeoff between the risk they retained and held
capital against, versus sharing the risk and returns with counterparties. Competition
along these dimensions would add choice and flexibility to the market place. It would
also reduce systemic risk, as credit decisions would be dispersed, rather than
concentrated, in the hands of just one regulator or two GSEs. MBA believes the
concentration of risk within one regulator is an aspect of the PMMIA that should be
addressed.

Risk Retention

MBA has mixed emotions with respect to the PMMIA's provision to eliminate Dodd-
Frank's risk retention requirements. We firmly support and understand the goal of risk
retention as a means to bolster accountability for real estate finance market participants.
At the same time, we believe the current proposed regulations issued by federal
regulators would do far more damage than good. Given the choice between a deeply
flawed rule and no risk retention requirements, it is fair to say it would be better not to
have them at all. On balance, therefore, MBA believes it would be better to eliminate
Dodd-Frank's risk retention requirements than implementing the law in a poor or
misguided fashion.

In particular, MBA advocates removing the proposed borrower debt-to-income (DTI)
and loan-to-value (LTV) requirements from the “qualified residential mortgage”
exemption from risk retention, in order to align it with the original intent of Congress.
MBA also emphasizes that the alternative QRM proposal, mandating a 10 percent LTV,
would be as bad or potentially even worse (in terms of negative impact for first-time
homebuyers) than the 20 percent LTV requirement, as it would fracture liquidity in the
market. The proposed Premium Capture Cash Reserve Account is likewise unworkable.

Even though the PMMIA would overturn Dodd-Frank’s risk retention requirements,
other provisions of the PMMIA could be interpreted as authorizing a similar framework,
or worse. Specifically, PMMIA instructs FHFA to establish MBS risk classes and
underwriting requirements, including DTI, LTV, borrower credit history and other
elements similar to the QRM criteria. Moreover, the PMMIA bestows this authority on a
single regulator rather than the six regulators authorized to establish risk retention
requirements under Dodd-Frank. Apart from objecting to specific regulatory
underwriting requirements, MBA questions whether a single regulator has the necessary
expertise and capacity to undertake this initiative.
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Mortgage Servicing

MBA is concerned about the mortgage servicing provisions of the PMMIA. As a result
of the unprecedented volumes of non-performing loans during the current cycle, single-
family mortgage servicers have experienced difficulties in their ability to adjust systems
and work processes quickly to meet the ever-changing regulatory environment,
including changes to loan modification programs, and the time required to hire and
train employees for these new processes.

We believe a voluntary national residential mortgage servicing standard would be
beneficial to streamline and eliminate overlapping requirements. A national servicing
standard, however, must be truly national in scope and not simply another standard
layered atop the already overwhelming number of servicer requirements.

In developing servicing standards, we must pay careful attention to the interdependence
of servicing and the impact that changes to the system will have on the economics of
mortgage servicing, tax and accounting rules and regulations, and the effect of the new
requirements on Basel capital requirements and on the TBA market. Servicing does not
operate in a vacuum; instead it is part of the broader ecosystem of the mortgage
industry. When making changes to the current model we need to be mindful of
unforeseen and unintended consequences that could result ultimately in higher costs for
consumers and reduced access to credit.

While we support the development of a consensus set of national servicing standards,
MBA believes the topic is sufficiently complex to merit its own separate discussion
rather than as an adjunct to secondary market reform. Moreover, mortgage servicing is
of such a dynamic nature that it could be seriously impaired by static statutory
mandates.

National residential servicing standards should start with a full analysis of existing
servicer requirements and efforts to standardize state laws on foreclosure. The new
standards should be promulgated in a process that includes open dialogue with all
stakeholders, including federal regulators, state regulators, consumer advocates,
servicers, and investors in mortgages and MBS. MBA continues to welcome the
opportunity to participate and play a constructive role in such a process.

Financial regulators and other enforcement authorities are engaged in separate efforts
pertaining to national standards that address numerous mortgage servicing issues
including customer service, the processing of payments, foreclosure processing,
operational and internal controls, and servicer compensation and payment obligations.
This effort is the proper venue to deal with servicing standards. Assuming a balanced
approach is taken, this effort will ensure uniformity in application, reduce regulatory
burden and risk for mortgage servicers, and provide certainty to the secondary market
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while ultimately achieving the objective of comprehensive, consistent enforceable
standards.

Multifamily Housing Finance

MBA wishes to underscore that the secondary mortgage market supports the financing
of single-family and multifamily properties, and that both serve critically important
roles in housing our nation. MBA's recommendations address both parts of the market.
The same principles apply to the federal role in the core single-family and multifamily
secondary mortgage markets, including the importance of the federal government
guarantee in ensuring liquidity. Even though the multifamily market had much lower
default rates and stronger performance than the single-family ownership market during
the recent downturn, ensuring liquidity in this market would be equally important in a
new real estate finance system.

Conclusion

1am pleased to reiterate that MBA agrees with many aspects of the Private Mortgage
Market Investment Act, particularly its strong reliance on private capital. We look
forward to assisting this subcommittee, the full Financial Services Committee, and other
congressional leaders as this debate continues and you develop a framework that
ensures liquidity and stability in the marketplace at all times.
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