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Chairman Biggert, Ranking Member Gutierrez, andirtisished members of the
Subcommittee, | thank you for the invitation to subtestimony for today’s important
hearing. | am Mark Calabria, Director of Finanddgulation Studies at the Cato
Institute, a nonprofit, non-partisan public poli®@search institute located here in
Washington, DC. Before | begin my testimony, | \blike to make clear that my
comments are solely my own and do not represenbtiityal policy positions of the

Cato Institute. In addition, outside of my intdras a citizen, homeowner and taxpayer, |
have no direct financial interest in the subjectterebefore the Committee today, nor do

| represent any entities that do.

Deficitsasfar asthe eye can see

The fiscal deficits facing our nation are simplythaiut precedent. The Congressional
Budget Office (CBO) projects a 2011 deficit of ¥ tillion, almost 10 percent of GDP.
While of course a considerable portion of this ciéfs due to short term factors related
to the recession and financial crisis, much iscsétm@al. Under current policy, CBO
estimates that in 10 years, in 2021, our annuedlffisudget deficit will still be $763
billion. The 2021 projected deficit is also natrfr a lack of revenues, as revenues are
projected to be 20.8 percent of GDP, above thetiist average of around 18 percent
and near what many economists consider the maxiamnount that can be borne by the
economy without substantially shrinking the econqaryd hence actually lowering total
dollar revenues).

Federal spending currently hovers around 20 pefe@DP, but is projected by CBO to
reach 24 percent by 2010, a 20 percent increabeisize of government relative to GDP
in just 10 years. This is likely an underestimatethe CBO baseline assumes several
policy outcomes, like sharp reductions in Medigapelyment rates for physicians'
services, which may not come to pass. The drivetisi® spending are Social Security,
Medicare, Medicaid and other health entittemengprms. We cannot address our long
term fiscal imbalances without reform of these pangs. As defense spending also
remains a considerable portion of the budget gfmngard, cuts to defense spending
should be high on the list of any deficit reductackage.

Recognizing that the primary drivers of our longndiscal deficits are outside the
jurisdiction of the Financial Services Committeepmmend the Committee for



examining programs within its jurisdiction that daa eliminated or cut. | also commend
the Committee for not waiting for these larger essto be resolved. Although the current
deficit is projected to decline as the economyrgjtieens, before rising again, efforts
should be made to reduce the current size of theitjdas such questions the credibility
of political efforts to restrain future spending.

Whereto Cut?

Spending cuts must start somewhere. Given conceimsh | believe are misplaced,
that spending cuts could adversely slow the econamyay to address such concerns is
to target first those programs that are actualipgibarm to the economy and slowing
the pace of recovery. While well-intended, theaas programs designed to keep
delinquent borrowers in their current residendgelleve are slowing the needed, and
inevitable, re-balancing of our housing and labarkets.

Jobs, Jobs, Jobs

There is perhaps no more important economic indidain unemployment. The
adverse impacts of long-term unemployment are kvelivn, and need not be repeated
here. Although there is considerable, if not cagtgalagreement among economists as to
the adverse consequences of jobless; there isdarigreement as to the causes of the
currently high level of unemployment. To simplifipe differing explanations, and
resulting policy prescriptions, regarding the catdevel of unemployment fall into two
categories: 1) unemployment as a result of lackggiregate demand, and 2)
unemployment as the result of structural factarshsas skills mismatch or perverse
incentives facing the unemployed. As will be dssed below, | believe the current
foreclosures mitigation programs have contributethe elevated unemployment rate by
reducing labor mobility. The current foreclosuneisigation programs have also helped
keep housing prices above market-clearing levelgyihg a full correction in the
housing market.

First we must recognize something unusual is taglage in our labor market. If the
cause of unemployment was solely driven by a lddemand, then the unemployment
rate would be considerably lower. Both GDP andsocomption, as measured by personal
expenditures, have returned to and now exceedpheicrisis levels. But employment
has not. Quite simply, the “collapse” in demantesind us and has been so for quite
some time. What has occurred is that the historgtationship between GDP and
employment (which economists call “Okun’s Law) Ihasken down, questioning the
ability of further increases in spending to redtileeunemployment rate. Also indicative
of structural changes in the labor market is tleakdown in the “Beveridge curve” — that
is the relationship between unemployment and jataneies. Contrary to popular
perception, job postings have been steadily inangams/er the last year, but with little
impact on the unemployment rate.

Historically many job openings have been filledviiyrkers moving from areas of the
country with little job creation to areas with giexgjob creation. American history has



often seen large migrations during times of ecomaistress. And while these moves
have been painful and difficult for the familievaived, these same moves have been
essential for helping the economy recover. Onb@®@imore interesting facets of the
recent recession has been a decline in mobilitgiqodar among homeowners, rather
than an increase. Between 2008 and 2009, thenexestt Census data available, 12.5
percent of households moved, with only 1.6 moviagss state lines. Corresponding
figures for homeowners is 5.2 percent and 0.8 mermo®ving across state lines. This is
considerably below interstate mobility trends wésed during the housing boom. For
instance from 2004 to 2005, 1.5% of homeowners m@oeoss state lines, almost
double the current percentage. Interestingly ehdhg overall mobility of renters has
barely changed from the peak of the housing butableday. This trend is a reversal
from that withessed after the previous housing bobthe late 1980s burst. From the
peak of the bubble in 1989 to the bottom of thekaiain 1994, the percentage of
homeowners moving across state lines actually asee.

The preceding is not meant to suggest that alh@fleclines in labor mobility, or
increase in unemployment, is due to the foreclosutgation programs. Far from it.
Given the many factors at work, including the utawsible rate of homeownership,
going into the crisis, it is difficult, if not imsible, to estimate the exact contribution of
the varying factors. We should, however, rejedicpes that encourage homeowners to
remain in stagnant or declining labor markets. sTsiparticularly important given the
fact that unemployment is the primary driver of tgage delinquency.

Ending the TARP

While there is widespread agreement that the TARRuthorized under the Emergency
Economic Stabilization Act of 2008, is one of theshcontroversial pieces of legislation
passed in modern times; there remains considediddgreement over its effectiveness.
For those of us who believe the TARP was a mistaketime to finally put an end to

the program. Fortunately many of the componente®fTARP have already ended, and
at less cost than may have originally been feaatdqugh many at the time predicted
“profits”). There remains approximately $60 bitliin obligated but not expended TARP
funds. The vast majority, $44.6 billion as of Dexdxer 31, 2010, of unexpended TARP
obligations are in the TARP housing programs. oAlihis funding should be rescinded.

Although the success of a government program shaatithe determined solely on
whether or not it turns a “profit”, the ultimatetpsts of the TARP will be almost
exclusively the result of the auto bailouts andhbasing programs. If Congress were to
rescind the obligated, but not expended, housingguemaining under the TARP, then
the ultimately program costs are likely to be urb20 billion.

Banker bailout by another name
Over 60 percent of expenditures under the TARP ingyzrograms have taken the form

of “incentive payments”. For instance loan serisaeceive a one-time payment of
$1,000 for each permanent modification under HAE®Exvicers also receive an



additional compensation amount of $500 if the bwaowas current but at imminent risk
of default before enrolling in the trial plan. Sieers can also receive payments of up to
$1,000 annually for three years if the borroweraama current.

Borrowers also receive incentives of annual priacipductions of up to $1,000 annually
for a maximum of five years. Interestingly enoutitis “borrower” incentive is actually
paid to the servicer. Investors, who are oftenbidueks themselves, can also receive
incentive payments in exchange for the loweringnofhthly mortgage payments.

Almost $600 million has been paid to lenders angéstors to modify loans. If these
were indeed loans that would have otherwise defduthen lenders and investors stood
to suffer significant losses. Repeated throughtiveirecession was the assertion that
foreclosure was not in the lender’s interest. Carenot help but wonder why the
American taxpayer has had to pay lenders and ior&$600 million, so far, to do what
was apparently already in their interest. Thehtistthat the TARP housing programs
have largely been a transfer from the taxpayendovery mortgage lenders that
contributed to the financial crisis. If we are et@reduce irresponsible lender behavior,
then the place to start is to have the lenderstheacosts of their own mistakes, rather
than the taxpayer.

Conclusion

The foreclosure mitigation efforts of both the Olaaamd Bush Administrations have
largely been failures. Their one saving graceldess that such programs have been
much smaller than originally projected. These pmots have delayed the needed
corrections in both our housing and labor markeftectively prolonging weaknesses in
the economy. The TARP housing programs have ajs@sented the largest source of
expected losses in the TARP. Ending these progveongd immediately protect the
taxpayer from future loss. Contrary to concernsudibroader cuts to the federal
government, eliminating the TARP housing prograrosild accelerate the recovery of
our economy. Lastly, ending the TARP housing paogg would put an end to what can
only be characterized as back-door bank bailoatdehders have been the largest
beneficiaries of these programs.



