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Chairman Hensarling, Ranking Member Waters, astildjuished members of the
Committee, | thank you for the invitation to appaatoday's important hearing. | am Mark
Calabria, Director of Financial Regulation Studishe Cato Institute, a non-profit, non-partisan
public policy research institute located here insiagton, D.C. Before | begin my testimony, |
would like to make clear that my comments are gatey own and do not represent any official
positions of the Cato Institute. In addition, odésbf my interest as a citizen, homeowner and
taxpayer, | have no direct financial interest ia fubject matter before the Committee today, nor

do | represent any entities that do.

Let me first commend the Chairman, and the Coneeistaff, for their efforts in crafting
the “Protecting American Taxpayers and HomeowneasTH) Act.” Rarely does Congress so
directly, clearly and accurately identify a problamd craft a solution actually addressing the

problem.



Need for Reform

It should be beyond dispute that our nation’sesysof residential mortgage finance is
badly broken. A few tweaks here and there will suffice. Major structural reform is needed.
Never again should the taxpayer be forced to pay o billions to bail-out the mortgage finance
industry. It is well worth remembering that theshcecent bailout is not the first. The Savings
and Loan crisis of the 1980s was essentially aagaipfinanced bailout of the mortgage-finance
and housing sectors. We cannot leave the taxpending the bag the next time the housing
market goes boom and bust, which it will. We hageended either the business cycle or the

related housing cycle. If anything, our currergteyn has made those booms and busts worse.

Let us also make no mistake. The recent recess@mn which we are still recovering,
was a direct result of the boom and bust in oushrmumarket. This boom and bust was caused
by, among other policy mistakes, our current systémortgage finance. Eight and half million
workers lost their jobs in the recent recovery. & still 2.5 million jobs below the peak, and
that excludes population growth. Housing stafisaf®und 1.7 million units on an annual basis.
| could go on, but we are all aware of how pairnlfid recent recession has been. Perhaps the
most painful part was that the recession was abtedaHad we a different system of mortgage
finance, we could have avoided much of the paithefrecent yeardf we choose to retain the
current system or make only cosmetic changes, weayantee a repeat of the recent

recession | believe such would be the height of irrespbitisy.

This summer sadly marks the tenth anniversari@filiscovery of Freddie Mac’s
accounting scandal, which led to the recognitiowigfespread regulatory failings at Freddie,

Fannie and at their previous regulator OFHEO. Uduofaately, efforts to reform the regulatory



structure of Fannie and Freddie failed until 200Bich by then was too little, too late. Even
what was passed in the Housing and Economic Regdwdrof 2008 (HERA) has been, in part,
ignored. HERA established a receivership mechattist) if used, could have protected the

taxpayer from loss. As we all know, it was notdise

While the eventual failure of Fannie and Freddiersed a foregone conclusion to me by
2004, perhaps others can be forgiven for beliewadhad defeated the business cycle and that
housing prices would soar forever. It is harditbex understand or forgive such a position
today. Those who argue for the status quo, or cogynetic changes to it, would take us back

down the painful path of financial crisis and rexies.

We should also remember Fannie Mae and Freddieviae two of the largest corporate
financial restatements in history. These wereémmcent companies sunk by a hundred year
storm. Both companies were deeply corrupt—a deptorruption that can only result from
their protected, entrenched status. Bear Stehetsgnan Brothers, and Countrywide are all
gone. Fannie Mae and Freddie Mac merit the satee fa so many ways, Fannie Mae and
Freddie Mac have been and continue to be emblemfatat is broken in both Washington and
corporate America. If we cannot end entities saalsly broken as Fannie Mae and Freddie

Mac, then we have almost no hope in addressing ptiessing issues that face our country.

There’s no “need” for a guarantee

Objections to the elimination of Fannie Mae anddgiie Mac often assert that such
would be “dangerous” because our mortgage marlegtsna government guarantee to function.
Such an assertion is false on a variety of froRisst, our mortgage market is characterized by

several government backstops besides Fannie MaEraddie Mac. The Federal Reserve has



purchased trillions of dollars in mortgage-backedusities. The Fed’s 13-3 powers were also
used to support asset-backed commercial paperrfgmain-mortgage debt during the crisis. In
addition, we have the Federal Housing Administra{ieHA), Government National Mortgage
Association (GNMA), and the Federal Home Loan BaikdLBs). One could argue that
deposit insurance for banks and thrifts also semges backstop for the mortgage market. While
| would eliminate or roll back most of these intemtions, that does not change the fact they are
indeed there Even in the absence of Fannie Mae and Freddie Maour mortgage market

maintains considerable governmental support.

Further proof of the mortgage market’s abilityfaaction without Fannie Mae and
Freddie Mac is the existence of the jumbo mortgageket. Thirty-year fixed-rate financing is
readily available at affordable rates in the UniBdtes without the backing of a government
sponsored enterprise. A handful of lenders todgr umbo rates that do not differ from
conventional mortgage rates. If a government guaeawas essential, we would expect the
jumbo market to be relatively small compared torevant portion of the housing market. It is
not. Homes valued above the current FHA high-tiost are about 4 percent of the overall
housing market, whereas the jumbo market is cugranbund 5 percent of the mortgage market.
Homeowners in the jumbo market are actuailyre likely to have a mortgage than those whose
homes fall under the conforming limit. Familieglmincomes placing them in the likely
category of jumbo borrower are alsore likely to be homeowners than other familieshe
notion that without Fannie Mae and Freddie Mae we wuld be a nation of renters is simply

pure fiction.

Homeownership rates, with the exception of themeéboom, had stabilized in the low 60

percents in the beginning of the 1960s. By 1966 national homeownership rate reached 64.3



percent. At this time, the percent of mortgagesiggzed was in the low single-digits and the
secondary market was irrelevant. Over 70 percemarfgages were held on the balance sheets
of depositories, with the remainder largely heldrdsurance companies. From 1982 to 1992,
securitized mortgages increased from around 1Cepéto just over 50 percent of the mortgage
market. This, however, was a time of stagnatingeredeclining—homeownership. Even
during the temporary boom in homeownership, fro@5l® 2004, the percentage increase of
mortgages securitized was relatively moddsts impossible to objectively examine the last

50 years of data and conclude that the creation t¢fie U.S. secondary mortgage market has

any noticeable long-run impact on homeownership ras
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Nor does the data support the notion that the tfr@ivFannie and Freddie actually

lowered mortgage rates relative to Treasurieshdrdecade before the growth in securitization,



between 1971 and 1981, the spread of the 30 yeaa Gver the 10 year Treasury was 1.56.

From 1982 until the financial crisis in 2008, teatead averaged 1.72.

One thing that the growth of Fannie, Freddie, tredsecondary mortgage market has
achieved is a massive increase in the leveragarahortgage finance system. As illustrated
below (from IMF), the growth of securitization pag with development of the Basel capital
standards has greatly reduced the amount of cageqaity standing behind our mortgage

market.
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The combination of Fannie Mae, Freddie Mac, ardBasel capital accords resulted in a
mortgage market that in 2006 was leveraged aln®$b @ on the part of financial institutions.
Even a mortgage market consisting solely of primgh-quality mortgages would have resulted

in losses given that excessive leverage. Had @itgages been held as whole loans on the



balance sheets of depositories, the system wouwlel ingluded an additional $214 billion in

capital in 2006.

An important lesson gleaned from the financiasisris that risk will flow to the least-
capitalized segment of the market. The fact thestrBEStearns was leveraged over 30 to 1 has
received considerable notice by both academic amechalist commentators. Sadly, that the
Fannie and Freddie guarantee business was leveoage@00 to 1 receives far too little

attention. This was a system destined to fail, faridt did.

Another rationale given for the continued exiseen€Fannie and Freddie is the 30 year
fixed-rate mortgage. Let me be very clear: the/&&@r mortgage exists in the jumbo market. It
would exist without Fannie or Freddie. Borrowelne@se mortgages based upon their relative
costs. In much of Europe, adjustable-rate mortgage priced more attractively than fixed rate
mortgages. This is due, in considerable parti¢onorse record of European central banks on
the issue of inflation. For instance, in Italyfrd 969 until the adoption of the Euro, inflation
averaged nine percent per year with wide fluctumstigear to year. With such an erratic
macroeconomic environment, lenders will only offged-rate financing at considerable cost.
As bad a record as the Federal Reserve has, lsyahdards of Europe, it has done relatively
well. The future of the 30-year mortgage in thatebh States depends less on Fannie Mae and

Freddie Mac and more on the behavior of the Fed®zakrve.

One should also recognize that long-term fixedrizing is readily available for the auto
loan market. Seven year auto loans are readilyadnka at affordable rates without the support

of a government sponsored enterprise. They ane &va&ilable at loan-to-value ratios that mirror



those found in the mortgage market. The notiohgheh financing would not be made available

in the mortgage market absent a government spahgoiterprise is, again, a pure fiction.

It is also worth noting that the auto market, witha government sponsored enterprise,
recovered more quickly than the housing market.th&schart below illustrates, vehicle sales
followed a similar path to that of home sales. Blafprising, since the decision to purchase a car
is made with similar concerns as that of purchaaihgme. But where the auto market began
recovering in 2009 and 2010, the housing marketimoad to limp along. While any
comparison is imperfect, the performance of the audirket suggests that a government

guarantee is not needed, even during a recession.
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On other occasions, the Committee has heard hosv otuntries manage to provide

long-term fixed-rate affordable mortgage financimithout government sponsored enterprises



and do so with homeownership rates often aboveotfhthie United States. As those facts are
clear, I will not repeat them here, only to notenmather countries have far better functioning
mortgage markets with similar or better resultsittree U.S. without such an extensive cost to

the taxpayer and to the economy.

Of course, that might be the most important ptarmemember. Despite all the massive
subsidies and distortions, the truth is we havg iigte to show for it. We know one must break
some eggs to make an omelet, but at some poiatdrbes to reasonable to ask “Where’s the
omelet?” Fannie Mae and Freddie Mac have delivahedst nothing in terms of increasing the
long-run homeownership rate. They haven't evenomagd the homeownership gap between
white and African-American households. At the heigf the bubble in 2007, homeownership
rate for whites was 76.5 percent, while that foriégn-Americans was 54 percent, leaving a gap
of 22.5 percent. In 1910, before the creationtdAFFannie Mae, or Freddie Mac, that gap was
23.5 percent. In more than one hundred yeargjitfegence in white and African-American
homeownership rates has decline a whole 1 perdentist note that the gap had narrowed to
18.8 percent by 1980before the massive growth of our agency-driven secondargtgage
market. The simple fact is that the growth in RariMae’s and Freddie Mac’s market share has
been associated with a growing (worsening) gap é&tvthe homeownership rates of whites and
African-Americans. Only if the purpose of Fanniad/and Freddie Mac wasworsen existing

economic inequalities could you even try to caflsh companies “successes”.

Nor has the homeownership gap improved by incomé.994, the gap in
homeownership rates for families with incomes aliheemedian, compared to families below,
was 30.4 percentage points. In the first quart@043, that gap is 30.0 percentage points. That

gap actually worsens during the boom to a high2o8 & the first quarter of 2004. Again, our

10



current mortgage-finance policies have, if anythingreased economic inequality in America,

not reduced it. Fannie and Freddie have managked bmth inefficient and unjust.

Ultimately what our current mortgage finance pedithvave wrought is a massive increase
in household debt with little to show for it. Asetfollowing graph illustrates, the
homeownership rate has stagnated since 1960, getvirage mortgage debt to home value has
dramatically increased. In 1960, our housing miankes one of equity, rather than debt. In fact,
before 1960, a majority of owners owned their hofmnes and clear with no mortgage at all.

Today, owners have less than 30 percent equitgyverage.
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Rather than producing a nation of homeowners gawvealth to pass along to their

children, we have created a nation of families dnowy in debt. While most families dream of
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becoming homeowners, | suspect few dream of beagpmmghly leveraged. The primary result

has simply been to push up home prices beyondcetiwhrof many families.

Ending Too-Big-To-Fail

As the Committee is well aware, the problem oflagpto-fail financial institutions
continues to distort our capital markets. Fannig Breddie are the poster-children for TBTF.
Freddie is close in size to both Citibank and JRddn. If we are not willing to resolve Freddie,
which is far less complex than either Citibank BrMorgan, then | believe market participants
will continue to view our largest banks as TBTIR.order add credibility to efforts to end TBTF,

the place to start is Fannie Mae and Freddie Mac.

PATH Act

Given the urgent need to eliminate Fannie Mae aaddie Mac, | want to commend the
Chairman for putting forth legislation that does $orst a few general comments. Even if the
PATH Act were enacted, our mortgage market wouldbs characterized by considerable and

excessive government intervention.frAer mortgage market, yes. ffee mortgage market, no.

As someone who has closely studied our housingrarthage markets for almost two
decades, | believe that the long-run impact on lmvmership and mortgage rates would be
insignificant. That said, there is considerableepbal to protect the taxpayer and increase

financial stability.

First, the elimination of Fannie and Freddie isegdial. Given the ability to “run” the

companies while in receivership, | would suggesh®Committee that an additional five years

12



of conservatorship is unnecessary. A two-year eauld give FHFA more than sufficient time

to prepare for a receivership.

The reduction in GSE/FHA loan limits should alsodtcelerated. According to the
Census Bureau’s American Community Survey, the bh&lian home value (2011) was
$173,600. The Census Bureau reports that onlyté#tiopercent of homes are valued more than
$300,000. To be blunt, the loan limit reductiom$ATH are modest, at best, and would
continue to leave the vast majority of the housiragket at the backing of the government. A
loan limit of $525,500, as ultimately envisionedthg PATH Act, still covers around 90 percent

of the U.S. housing market. A more reasonable mumiould be closer to $200,000.

| especially want to commend the Chair’s inclussdmeforms to stop attempted abuses
of eminent domain. While I would like to see sychvisions extended beyond the mortgage
space and protect all homeowners, the includedpitmns are an important step. According to
the Census Bureau’s American Housing Survey, bet88e000 and 40,000 families are
displaced from their homes every year due to saonermmental action. Around a quarter of
these families live below the poverty level, andwahalf are African-American families. When
the government takes someone’s home, it is disptiopately the home of someone lacking the
political power to fight back. | would urge the @mittee to consider the issue of eminent

domain more broadly in its future deliberations.

FHA Reform

Fannie and Freddie may be the weakest links immrtgage finance system, but they
are not the only weak links. The Federal Housingnistration (FHA) poses a considerable

risk to the taxpayer. Eliminating Fannie and Freddthout FHA reform runs the very real risk
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that shoddy lending flows from the GSEs into FHAle already witnessed a migration of
subprime from GSEs and private label into FHA affter onset of the financial crisis.

Additional FHA reforms are essential. Over tworngeago (May 25, 2011), | made a number of
suggestions to the Subcommittee on Insurance, Hg@sICommunity Opportunity regarding
FHA reform. | refer the Committee to that testimdar my views on FHA reform. | would add
only two comments to that testimony. First, iergcouraging to see a few of my suggestions on
FHA reform surface in the Chairman’s bill. Secotire are a handful of issues on FHA where
| believe the Chairman’s draft should go furthEoremost among these is the need for greater
down-payments in FHA. Under PATH, first-time buyevill still be able to get an FHA loan
with only 3.5 percent down. | recognize a numiestber needed reforms have been included
in the bill, but I would urge the Committee to cmles increasing FHA’s down-payment
requirements beyond those already in the bill. iAgawant to commend the many needed and

important changes to FHA contained in the PATH Act.

One must also recognize that our mortgage finagseem is a “house of cards’—the
GSEs were the largest distortion in this marketdautainly not the only one. While the Basel
capital changes and other reforms in Title IV azipful, | believe we would achieve greater
financial stability by abandoning the Basel procassgether and adopting flat, but high, capital

standards for banks.

Conclusions

| thank the Committee for inviting me to offer thpoughts on mortgage finance reform.
As the Committee will note from my biography, | leaspent most of the last two decades

involved in various aspects of housing and mortdagance policy. Without a doubt, | believe
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housing is a critical component of our economy. rédwer, | believe that housing is one of the
basic necessities of life, if not the most impottawithout stable, decent, and affordable

housing, many other goals in life become quitedift, if not impossible, to achieve.

With that in mind, our current system of mortgdigance has not helped facilitate the
dream of affordable, accessible homeownership. cdDuent system has largely encouraged
families to become highly leveraged, leaving bbigmiselves and our overall economy at greater
risk. Our current system hast resulted in longer term gains in homeownerships flar past
time we recognize the failures of our current sysésd move toward a better system that

effectively serves homeowners and taxpayers.

Examples of stable reliable long term funding barfound in many contexts, including
our jumbo mortgage market. Long-term affordabbarficing is also found in our auto market, as
well as in the mortgage market of other developmahtries. This funding is and can be
provided without a government backstop. The suésigrovided via Fannie Mae and Freddie
Mac were largely captured by the companies therasednd various service providers in the real
estate and mortgage industries. | have zero dbabthe existence of Fannie Mae and Freddie
Mac has made us considerably poorer as a couxfieywould have been better off if they had
never existed. While it is unfortunate that Waghom lacked the foresight to correct that error
in the past, we now have the opportunity to charath forward that is more efficient, effective

and just.
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